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Introducing ‘Economics and Management
of Networks’

Josef Windsperger and Gérard Cliquet'

The design and management of networks, such as alliances, franchising chains,
cooperatives, joint ventures, venture capital relations and virtual organizations,
have become very important research topics in the field of organizational econom-
ics and management in the last decade (Hendrikse 2003; Nooteboom 1999; Gran-
dori 2004; Baker et al. 2004; Windsperger et al. 2004; Blair and Lafontaine 2005,
Robinson 2005). The second international conference on Economics and Man-
agement of Networks (EMNet) took place at the Corvinus University Budapest
from September 15 to September 17, 2005. EMNet-conferences serve in promot-
ing communication among researchers in economics and management of networks
and should provide a forum to present current research and to discuss issues of
common interest, such as relevant developments in organizational economics and
management. A selection of theoretical and empirical papers from areas in eco-
nomics and management of franchising, strategic alliances and cooperatives are
published in this book.

The current trend in economics and management of networks is twofold: On
the one hand, there is a strong tendency toward theoretical approaches developed
in economics and management, such as property rights theory, agency theory, sig-
nalling theory, screening theory, transaction costs theory, resource-based and or-
ganizational capability theory, social exchange theory, tapered integration theory
and population ecology theory. On the other hand, there is also a strong tendency
toward the application of new research methods, such as agent-based modelling,
cointegration analysis, data envelopment analysis, case study methods, time series
studies as well as survival analysis.

Starting from this status of research the current book has two aims: First, the
book emphasizes research in economics and management of networks as a theory-
driven field by offering new theoretical perspectives on governance structure is-
sues in franchising, alliances, venture capital relations and cooperatives. Second,

! Josef Windsperger is at the Center for Business Studies, University of Vienna, Aus-

tria,josef.windsperger@univie.ac.at; Gérard Cliquet is at the Institute of Management,
CREM (Centre de recherche en économie et management), University of Rennes 1,
France, gerard.cliquet@univ-rennes1.ft.



2 Josef Windsperger and Gérard Cliquet

the book is an effort to present new research results on efficiency and performance
of franchising networks and joint ventures as well as on entrepreneurship and stra-
tegic issues in franchising and cooperatives. The book is structured as follows:

Franchising
e Plural form and governance structure issues
e Efficiency and performance measurement
e Entrepreneurship and strategic management issues

Strategic Alliances

e Governance structure issues in R&D-networks, inter-firm networks in the
sports industry, investor-investee relations, and in global professional ser-
vice firms

e Performance of joint ventures

Cooperatives

e Strategic and governance structure issues

Franchising

Franchising is a widespread organizational form viewed today as a source of eco-
nomic dynamism and employment. It is tackled here through plural form, govern-
ance, performance, entreprencurship and strategic issues.

Plural Form

Plural forms organizations are becoming increasingly more popular in retail and
service chains as well as in the academic literature. Hendrikse and Jiang highlight
positive externalities whereas Ehrmann and Spranger point out the positive influ-
ence of the plural form on the franchisor’s profit. Perrigot and Cliquet present a
first attempt by comparing this organizational form in two countries.

Hendrikse and Jiang model plural form franchising from an incomplete con-
tracting perspective along the lines of Hart and Moore (1990). Plural form fran-
chising is special because there are two decision rights regimes within one chain,
i.e. local managers as employees of company-owned outlets and managers as em-
ployers/entrepreneurs of independent outlets, as well as different income rights for
these two classes of network members. Compared to previous research (e.g. Shane
1998; Lafontaine and Slade 2001; Dant and Kaufmann 2003), they argue that not
locational or other differences between units are necessary for the emergence of
plural form franchising, but positive externalities being specific for the plural
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form. Their results are compatible with the synergistic view of plural form (Brad-
ach 1997; Cliquet 2000).

Ehrmann and Spranger examine ownership structures of franchise chains and
evaluate their impact on franchisor profit. Specifically, they compare pure and
plural forms of franchising. Empirical results of this study indicate the superiority
of company-owned businesses over franchised units in generating franchisor prof-
its. In addition, plural systems compensate for losses from franchising with profits
from company units and outperform purely franchised competitors in overall prof-
itability. Despite a clear financial inferiority of franchise outlets, franchisors do
not convert plural structures into wholly-owned chains.

Perrigot and Cliquet compare the degree of plural form, as measured by the
rate of company-owned units in franchise networks, between US and French retail
and service networks. They show some important differences between US and
France: Plural form is more broadly used in France than in the US, perhaps due to
the difference in the territory area or for tax or social cost reasons. Plural form is
more broadly used in the retail sector than in the service sector, perhaps due to the
greater involvement of the franchisees towards their customers in the service sec-
tor. They conclude that the determinants of the plural form seem to vary according
to the market characteristics; these results may support the monitoring cost hy-
pothesis based on the agency theory.

Governance Structure Issues

Franchising has fascinated scholars for a long time as far as governance structure
is concerned. Windsperger and Yurdakul add an ownership right approach and
Azevedo and Silva the notion of portfolio of governance mechanism. Cochet,
Dormann and Ehrmann show that chains counterbalance the loss of control inher-
ent to autonomy with relational governance mechanisms. Ehrmann and Spranger
emphasize a need for cooperation in the franchisor-franchisee relationships despite
the freedom to behave opportunistically.

Windsperger and Yurdakul argue that previous studies in franchising research
(Brickley et al. 1991; Lutz 1995; Shane 1998; Affuso 2002; Lafontaine and Shaw
2005) do not explain the governance structure of franchising firms as an institu-
tional entity. This study fills this gap in the literature. According to the property
rights view, an efficient governance structure of the franchising firm implies allo-
cation of residual decision rights according to the distribution of intangible assets
between the franchisor and the franchisee and transfer of ownership rights accord-
ing to the distribution of residual decision rights. Windsperger and Yurdakul em-
pirically investigate the influence of intangible knowledge assets on residual deci-
sion rights by using a logistic and ordinal regression model and the relationship
between residual decision and ownership rights by using a simultaneous equation
model on a sample of 83 firms from the Austrian franchise sector. The empirical
results are supportive of the hypotheses.
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Azevedo and Silva argue that the appropriate design of franchise contracts de-
pends not only on the features of the transaction between franchisor and franchi-
sees, but also on other transactions undertaken by the franchisor, particularly in
upstream contracts, a hypothesis known as ‘governance inseparability’ (Argyres
and Liebeskind 1999). Moreover, certain institutional environment features that af-
fect the choice of governance mechanisms in the supply chain may indirectly in-
fluence the design of franchise contracts. In order to examine this hypothesis, they
present a discrete structural analysis of 21 case-studies of food franchises in
France and Brazil. Their main findings are that (a) firms choose a portfolio of gov-
ernance mechanisms to govern their set of transactions, (b) upstream and down-
stream governance mechanisms are complementary, and (c) quality regulation and
competition policy restrains upstream governance mechanisms, having an indirect
effect on the design of the franchise contracts.

According to Cochet, Dormann and Ehrmann, franchisee autonomy not only
fosters system-wide adaptability and outlet-owners’ motivation but also raises the
costs from agency problems present in franchisee-franchisor dyads. Advancing
upon the understanding of agency issues involved in franchising, they test the ar-
gument that chains counterbalance the loss in control inherent to autonomy with
relational governance mechanisms. The empirical results provide strong support
for this hypothesis. In addition, they show that relational governance becomes
more important the weaker agents’ incentives are aligned with the interests of the
entire network. The moderating effects of five franchisee characteristics influenc-
ing goal congruencies were considered: multi-unit ownership, age of the relation-
ship, geographic distance, economic success, and the level of perceived intra-
chain competition.

Ehrmann and Spranger analyse various forms of power and explain their
asymmetrical allocation in the franchising network. They demonstrate how fran-
chisors restore shifts in power that seem to disorder the desired balance by per-
forming contractual, financial and organizational adjustments. The nature of these
measures suggests that franchisors should cooperate with agents despite their free-
dom to behave opportunistically. According to the empirical results, the better a
franchisor is able to credibly alleviate a franchisee’s fear of being exploited by
principal opportunism, the stronger the growth generated in the entire franchise
system that embraces both the company-owned and the franchise arms.

Performance and Efficiency in Franchising

Measuring performance in franchised networks calls for specific methodologies
depending on the definition given to the performance concept. Dant, Kacker,
Coughlan and Emerson suggest a cointegration analysis, and Barros and Perrigot
implement a DEA approach.

Dant, Kacker, Coughlan and Emerson present a cointegration analysis of the cor-
relates of performance in franchise channels. Their investigation of the correlates of
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performance contributes to the extant literature in three specific ways. Foremost,
they attempt a systematic assessment of the relative effects of a series of firm de-
cision variables on performance. Specifically, they evaluate the impact of four
categories of drivers of performance. Besides three covariates, a total of eleven
hypotheses focused on drivers of performance are investigated. Second, they util-
ize three different operationalizations of the dependent variable, performance, in
their investigation. Finally, they estimate their empirical models using nine years
of longitudinal panel data aimed at deciphering the effects associated with the set
of predictor variables using cointegration analysis, a relatively new and advanced
approach to modeling long term relationships between economic variables in
panel data. The results show that seven out of eleven hypotheses were supported
by the data using the system size operationalization of performance.

Barros and Perrigot examine the franchising network efficiency from the fran-
chisor point of view through a DEA approach (Data Envelopment Analysis). Two
main indicators of the franchisor revenues are used: The on-going franchising roy-
alties and the franchising fee. Data concern the first 150 franchising networks of
the Entrepreneur’s 25 Annual Franchise 500” ranking (2004). The findings indi-
cate that most of the networks are under-efficient and one of the main reasons for
this stems from scale efficiency. In addition, a particular network is studied in
depth. Four hypotheses are empirically tested.

Entrepreneurship and Strategic Management Issues

Tuunanen views franchising as an entrepreneurship activity being able to bring
dynamism to small businesses, and Torikka shows the impact of training in this
entrepreneurial process. Croonen investigates franchising as a strategic alliance
between the partners under the exploration/exploitation trade-off. Croonen’s view
constitutes a link with the next part of the book.

Tuunanen’s study takes an entrepreneurship viewpoint to franchising. To create a
conceptual background, Tuunanen reviews past franchising literature and analyzes
prior studies considering franchising as entrepreneurial activity. The current Finnish
Entrepreneurship Policy Programme was utilized to explore the domain of entrepre-
neurship and franchising. The question is, how is franchising linked to the aims of
the Entrepreneurship Policy Program and how could franchising potentially be used
to foster SME activity in the Finnish economy? The literature analysis showed that
prior franchising studies have rarely regarded franchising as a form of entrepreneur-
ship. Likewise, theories explaining the birth, growth and survival of franchising are
rather distant from entrepreneurship. However, recent franchising enquiries have
taken an approach that comes closer to entrepreneurship. Franchising is a rapidly
growing form of business and its importance in the economy increases. Tuunanen’s
investigation indicates that franchising has multiple features overlapping with the
present small business policy agenda.

Torikka examines the impact of the Finnish franchisee training program on the
creation of franchised businesses. The Finnish franchisee training program was a
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unique training since it was government financed and provided to prospective
franchisees by a third party. The organizing parties were the Finnish Employment
and Economic Development Centres and a private consultation company special-
ized in franchising. The training program aimed to find people interested in be-
coming franchisees and to give them the essential skills and knowledge a franchi-
see needs. In total more than 200 trainees completed the ten programs held in
1999-2001. Those trainees comprise the initial sample of this follow-up study. The
purpose of the study is to analyze the effectiveness of the franchisee training pro-
gram as a part of the career decision-making process of the trainees. The results
are interesting and encouraging — the impact of the training program was posi-
tively associated with becoming a franchisee or a stand-alone business owner.

Croonen investigates the complexity of how and why franchise partners as stra-
tegic alliance partners interact with each other given March’s exploration/exploi-
tation trade-off (March 1991). Croonen presents a research model that distin-
guishes five types of responses that partners may adopt in their relationships. The
empirical part consists of a case study which focuses on two ‘strategic change tra-
jectories’ (SCTs) in a franchise system in the Dutch drugstore industry. This paper
discusses what responses franchisees adopted in a reaction to the introduction of
these SCTs by the franchisor, what responses the franchisor adopted toward these
franchisees in turn, and why both partners adopted these responses. The paper
concludes by adding a new response type to the current response typology, and by
providing insight in why franchise partners adopt certain responses.

Strategic Alliances

Strategic alliances, such as R&D networks, inter-firm alliances in the winter sports
industry, investor-investee relations in the private equity sector and the network
structure of international audit firms, are examined through governance and per-
formance issues at the national and international level.

Governance Structure Issues

Arranz and de Arroyabe analyse governance structures used to organize partner-
ships in R&D networks emphasizing the degree of administrative and social fac-
tors they embody. They characterize the forms of governance in terms of the ap-
plicability of the technology managed in the networks. To do so, a set of factors
were selected and grouped into two categories. Structural or administrative factors
selected have been planning criteria, decision-making and organization of activities.
The social factors chosen were the degree of cohesion and openness of network.
These forms of governance were tested in a sample of European R&D networks
where firms and research organizations were involved during the period 1990- 1999.
Their findings show that two kinds of networks exist in which administrative
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structures as well as the openness and cohesion of the R&D network have differ-
ent relevance in governance structures.

Bocquet presents a model of inter-firm network in the case of the winter sports
industry that is based on two theoretical perspectives of networks: The first one is
the transaction costs tradition (Williamson 1991) which considers the network as a
hybrid form. The second one is the French theory of conventions (Faverecau 1989)
yielding another vision of inter-firm network as a collective and non-contractual
governance structure. With these two conceptions, they construct two business
network archetypes: In the star network, actors seek efficiency and are linked by
bilateral contractual agreements. By opposition, the community network aim at
creating new productive solutions where “scattered” actors are engaged in a learn-
ing process. Multilateral and non-contractual relations are guiding their path. Boc-
quet shows that these two networks are complementary. Thus, skiing resorts can
no longer be seen as autonomous organizations with spatial boundaries. Their
frontiers are extended to the contractual or conventional arrangements which char-
acterize the new winter sports industrial organization.

Nisar analyses the influence of financial institutions and investor behaviour on
company management practice. Nisar examines these investor-investee relation-
ships, drawing upon eight private equity fund case studies and eight case studies
of portfolio companies funded by private equity finance. The findings empirically
confirm the importance of organizational structure for the process of investor en-
gagement (‘engagement approach’). Nisar shows that independent and more spe-
cialized investors are much more involved with their companies than captives.
Experienced and knowledgeable partners are also more likely to offer advice and
support services. Nisar also finds examples of investor influence in company
management in areas such as strategy, human resource management and per-
formance evaluation.

According to Lenz and James, the organizational structure of international audit
firms can be characterized as a specific form of a strategic network (Sydow 1993).
Networks of audit firms are a prime example of hybrid governance structures be-
tween markets and hierarchies and are organized by contractual relationships be-
tween legal and economically autonomous partnership entities from different
countries. Lenz and James describe the governance structure of international audit
firm networks and analyse how coordination and incentive problems, e.g. hold-up
and moral hazard situations, are dealt with in these network structures. They argue
that exclusive rights, referral work, brand names, network-specific investments,
and profit pooling are means to ensure that network members cooperate.

Performance of Joint Ventures

Larimo investigates the impact of foreign parent, target country and investment
specific variables on the performance of international joint ventures. Based on the
literature review (e.g. Robson et al. 2002; Reus and Richie 2004), Larimo
develops fourteen hypotheses of the impact of foreign parent, target country, and
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investment strategy specific variables on performance. The empirical part of the
paper is based on a sample of over 720 international joint ventures established by
more than 130 Finnish companies in over 60 foreign countries during period 1970-
2001. The study is the first large scale study focusing on IJV performance of firms
originating from any of the Nordic countries (sample size over 250 cases). The
most significant variables are the international experience and the degree of
diversification of the Finnish firms, unit unrelatedness, and the individualism
dimension of culture. ). In addition, Larimo shows that the results depend on the
selected measures of performance, such as longevity, survival, and stability.

Cooperatives

Last but not least, cooperatives are studied through governance and strategic issues.

Strategic and Governance Issues

Hendrikse and Smith use an agent based simulation to better understand strategic
portfolios of cooperatives. Hu, Huang, Hendrikse, and Xu discuss the organization
form of cooperatives in China in a global economy.

Hendrikse, Smith and de la Vieter ask the question why the diversification pro-
files of cooperatives and investor-owned enterprises differ. They focus on the rela-
tionship between the orientation (perspective and cognition) of the agents in dif-
ferent governance structures and the evolution of the diversification portfolio. The
limited cognition/bounded rationality of individuals and organizations inevitably
entails that only a few aspects of the world can be grasped, while many others are
ignored. They adopt a partitioning approach in an agent based simulation envi-
ronment, using the methodology of cellular automata, in order to capture by the
notion of orientation the stylized facts formulated by Teece et al. (1994).

Hu, Huang, Hendrikse and Xu examine the organization of the new farmer spe-
cialized cooperatives in China. Are Chinese cooperative organizations a feasible
organizational form to the organization of farmers in an increasingly global agri-
food supply chain? They address this question from the perspective of systems of
attributes (Milgrom and Roberts 1995), like decision rights, income rights, quality
control systems and branding. To answer this question, they use the data (a) re-
garding the historical development of farmer cooperatives in China, (b) regarding
the membership composition of a sample of 66 farmer cooperatives in the Zheji-
ang province; and (c) regarding the various attributes (governance, quality control
system, and strategy) of a watermelon cooperative in this province. The data indi-
cate that cooperatives exhibit substantial heterogeneity, in terms of farmers being
member and skewness in the distribution of control rights. Human asset specificity
in terms of establishing and maintaining relations and access to markets seems to
be more important than physical asset specificity in accounting for governance
structure choice in the current institutional setting.
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Plural Form in Franchising:
An Incomplete Contracting Approach

George Hendrikse and Tao Jiang'

Abstract. Plural form franchising is modeled from an incomplete contracting per-
spective. Complete franchising is the unique, efficient governance structure only
when the plural form externality is limited and the costs of investment are low for
both franchisees. Governance structure choice is irrelevant when the costs of in-
vestment are high for all franchisees, because no franchisee will invest. Finally, a
plural form governance structure is the unique, efficient equilibrium in all other
cases because the power allocated to independent franchisees makes them confi-
dent that they will be able to recoup their investments. Not locational or other dif-
ferences between units are necessary for the emergence of plural form franchising,
but positive externalities being specific for the plural form.

Keywords. Incomplete contracting, franchising, plural form

1 Introduction

A franchise is a vertical relationship between a franchisor and many franchisees.
Combs et al. (2004, 907) define that “In franchising, one firm (the franchisor) sells
the right to market goods or services under its brand name and using its business
practices to a second firm (the franchisee)”. Franchising is an important phenome-
non. In 1998, there were nearly $850 billion in sales of franchised goods and ser-
vices at over 700,000 US franchise locations. And in the year 2000, franchises
made up an estimated $1 trillion in annual retail sales (Franchise Funding, 2004).
According to Michael (1996), sales through franchise have accounted for a sig-
nificant portion in the following industries: printing and copying (71% of sales),
tax preparation (67%), specialty food retailing (55%), restaurants (46%).

! George Hendrikse and Tao Jiang are at the Rotterdam School of Management, Erasmus
University Rotterdam, ghendrikse@rsm.nl and tjiang@rsm.nl. The paper has benefited
from the comments during the EMNet 2005 conference at the Corvinus University of
Budapest.
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Various aspects of franchising are not well understood. Hendrikse and
Windsperger (2004) identify topics like governance of franchises (bottom-up fran-
chises, plural form), Gibrat’s law, cognition, and complementarities. This article
will focus on plural form franchising. It entails that some outlets are owned by
franchisor, while other stores are owned by franchisees. Standard economic theory
predicts the convergence of governance structures over time, i.e. the selection
process of the market winnows out the efficient governance structure. Accord-
ingly, some authors (e.g. Gallini and Lutz 1992; Scott 1995; Oxenfeldt and Kelly
1969; Caves and Murphy 1976; Norton 1988) argue that the dual ownership struc-
ture is a transitory phenomenon. They predict that in the long run, one organiza-
tional structure, either wholly owned or wholly franchised will prevail and domi-
nate. Explanations based on resources constraint, either capital, managerial talent,
or local market information, predict that as the chains become mature, the percent-
age of company owned outlets should increase (Oxenfeldt and Kelly 1969; Caves
and Murphy 1976; Norton 1988). On the contrary, signaling theory gives an oppo-
site prediction (Gallini and Lutz 1992; Lafontaine 1993). In reality, however, we
often observe a relatively stable distribution of franchise and company-owned out-
lets within one network (Lafontaine and Shaw 2005).

Horizontal as well as vertical externalities exist in franchising networks (Wil-
liamson 1981; Dnes 1993; Dnes and Garoupa 2005). These externalities can be
also negative or positive. The most prominent example of a negative externality is
free-riding in franchises. Free-riding originates from opportunistically using the
common brand name by the various franchisees (Caves and Murphy 1976; Rubin
1978; Klein 1980). For example, on one hand a franchisee may horizontally free
ride upon other franchisees’ efforts (Rubin 1978), and on the other hand he may
vertically free ride upon the franchisor’s system-wide promotional efforts as well
(Mathewson and Winter 1985). There are also positive externalities, like organiza-
tional learning and innovation (Bradach 1997, 1998; Sorenson and Serensen,
2001; Lewin-Solomon 1999; Cliquet and Nguyen 2004).

These externalities depend on the choice of single or plural form franchising.
Bradach (1998) examines complementarities between the company-owned and
franchised units. He argues that plural form may help franchise networks to
overcome four strategic challenges: (1) growth; adding new franchised units
may help franchisors to overcome growth constrains, (2) uniformity; a ratchet-
ing process is created in franchising chains, where company-owned units and
franchised units set performance benchmarks for each other, (3) local respon-
siveness; which is enhanced by the franchisee’s local response to local custom-
ers and the market-pressure processes, and (4) system-wide adaptation to
change; it is improved by the mutual learning process because plural form can
generate more diverse ideas. Franchisees are influenced by the commitment and
the results of company-owned units; and the company-owned units benefit from
the challenge and post decision insights offered by the franchised units. So, the
plural form may be superior to the single form because it leverages the strengths
and ameliorate the weaknesses of each single form in order to maintain quality
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and homogeneity of the business concept throughout the entire franchise, while
promoting innovation at the same time.

Sorenson and Serensen (2001) explain plural form in franchising from the per-
spective of exploration and exploitation paradox. Franchisees have more incen-
tives to “exploration” and company managers are more possible to be “exploita-
tion”. In the context of franchising, ‘exploration’ refers to the capabilities of
innovation and local market knowledge learning, while ‘exploitation’ refers to the
capabilities of controlling quality and executing administrative exercises. The mix
of company-owned units and franchised units can affect the balance between cen-
tralization and standardization through organizational learning, thereby enhancing
the franchise chain’s efficiency and performance.

There are also literatures arguing that a plural form franchise has an advantage
over a single form arrangement regarding innovation. Lewin-Solomon (1999) ar-
gues that franchisors keep a proportion of company-owned units as a commitment
device in order to give franchisees enough incentives to innovate. As the interest
of the franchisor is aligned with the franchisees’, the franchisor can testify the in-
novations’ profitability by testing them first in company-owned units, thereby per-
suading franchisees to implement it. Cliquet and Nguyen (2004) stress that plural
form plays an important role in the three stages of innovation process, such as in-
novation generation, innovation testing and innovation implementation. They ar-
gue that franchisees are quite important in generating new ideas because they are
closer to local markets and have higher incentives to improve performance than
the company managers. On the other hand, company-owned units are considered
to be important in testing and implementing the innovations.

This article addresses dual distribution in franchising from a governance per-
spective. Governance concerns the organization of transactions, whereas a gov-
ernance structure consists of a collection of rules structuring the transactions be-
tween the various stakeholders. Franchising is an example of a governance
structure. It is a vertical relationship between parties in two stages of a production
chain. Other examples of governance structures are investor owned enterprises,
worker-controlled firms, cooperatives, mutuals, joint ventures, networks, founda-
tions, and public enterprises.

A standard way of delineating a governance structure is to distinguish income
and decision rights (Hansmann 1996).* Income rights address the question ‘How
are benefits and costs allocated?’ i.e. they specify the rights to receive the benefits,
and obligations to pay the costs, that are associated with the use of an asset. For
example, a franchise has to choose the level of the royalty rate and the franchise
fee. Other important themes regarding income rights are financing, cost allocation
schemes, and the effects of horizontal as well as vertical competition.

Decision rights in the form of authority and responsibility address the question
‘Who has authority or control?’, i.e. they concern all rights and rules regarding the
deployment and use of assets. Governance is relevant next to (formal) contracts be-

2 Saloner et al. (2001) uses the distinction incentives and authority.
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cause contracts are in general incomplete, due to the complexity of the transaction or
the vagueness of language.’ Contractual incompleteness is dealt with by (the choice
of) organization because it allocates authority to somebody to decide in circum-
stances not covered by the contract. Important themes regarding authority are its al-
location (‘make-or-buy’ decision), formal versus real authority, relational contracts,
access, decision control (ratification, monitoring), decision management (initiation,
implementation), task design, conflict resolution, and enforcement mechanisms.

The focus in this article is on the allocation of decision rights in franchises.
There are system-specific assets, like the brand name, and decisions have to be
taken regarding the network’s production, marketing, and service in order to im-
prove its brand name value and maintain system-wide standardization. There are
also local-specific assets, like knowledge about the local market, and decisions
have to be taken regarding local operations. Plural form franchising is special
because there are two decision rights regimes within one organization, i.e. local
managers as employees of company-owned outlets and managers as employ-
ers/entrepreneurs of independent outlets, as well as different income rights for
these two classes of franchisees.

Transaction cost economics argues that the cost differences that are measured
by asset specificity, frequency and uncertainty may explain the different owner-
ship structure of the individual units. Brickley, Dark and Weisbach (1991), Gallini
and Lutz (1992), Mathewson and Winter (1994) and Lutz (1995) point out the im-
portance of ownership in determining the incentives under different structures.
Primarily the influence of transaction specificity on the tendency toward vertical
integration by company-owned units was investigated. The risk of opportunism by
the franchisor is reduced by the franchisee’s outlet-specific investments; as a re-
sult, the percentage of company-owned units decreases.

According to the property rights theory, the allocation of residual income rights
depends on the importance of intangible system-specific and local market assets.
The percentage of company-owned outlets (PCO) is expected to be higher when
franchisor’s intangible assets are more important than franchisee’s intangible as-
sets for generating residual income, because more property rights should be trans-
ferred to franchisor. Therefore, PCO is positively related to the intangible system-
specific assets and negatively related to the intangible local market assets. Owner-
ship redirection cannot be accomplished because of the non-contractibility of both
franchisor and franchisee’s intangible assets, and consequently leads to a stable
dual distribution of company-owned and franchised outlets (Windsperger 2004).
Franchising increases franchisors’ and franchisees’ ex ante incentives; and at the
same time it also creates ex post incentive conflicts between them. Under a dual
ownership structure, the allocation pattern of decision rights may alleviate the in-

3 Contracts are usually distinguished between complete and incomplete contracts (Hart

1995). Complete contracts specify all relevant aspects of an exchange, whereas an in-
complete contract assigns authority to somebody to decide in circumstances not covered
by the formal contract.
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centive conflicts. For example, franchisee receives higher investment incentive
from a low royalty, which weakens franchisor’s incentive. Franchisor may com-
pensate these disincentive effects through keeping a proportion of company-
owned outlets (Windsperger and Yurdakul 2005).

In this article, an incomplete contracting model of dual distribution in franchis-
ing is presented along the lines of Hart and Moore (1990). Three parties are dis-
tinguished: the franchisor with investment opportunity of value A, a franchisee
with investment opportunity of value B and a franchisee with investment opportu-
nity of value C (>B). A parameter ¢ captures an externality being specific to the
plural form. Complete franchising is the unique, efficient governance structure
only when the plural form externality is limited and the costs of investment are
low for both franchisees. Governance structure choice is irrelevant when the costs
of investment are high for all franchisees, because no franchisee will invest. Fi-
nally, a plural form governance structure is the unique, efficient equilibrium in all
other cases because the power allocated to independent franchisees makes them
confident that they will be able to recoup their investments. Not locational or other
differences between units are necessary for the emergence of plural form franchis-
ing, but positive externalities being specific for the plural form.

The paper is organized as follows. Section 2 presents the model. In section 3,
the incentive to invest is determined for each party in each governance structure.
Section 4 addresses the choice of governance structure. Section 5 concludes.

2 Model

The choice of governance structure and the incentive to invest is analyzed from an
incomplete contracting perspective. The incomplete contracting perspective argues
that a distinction has to be made between observable and verifiable actions, i.e. not
all observable actions are also verifiable by a third party (Grossman and Hart
1986). Only verifiable actions can be included in a meaningful contract. The clas-
sic incomplete contracting model of Hart and Moore (1990) consists of a non-
cooperative game of two stages: a governance structure stage and an investment
stage. The choice of governance structure determines the bargaining strength of
each party in the first stage, while bargaining positions are determined by the
choice of the level of investment in the second stage. The relationship between the
first and the second stage is that the allocation of bargaining power by the choice
of governance structure in the first stage determines the incentive to invest in the
second stage.

We consider the choice of franchising or company ownership in a two-store
chain. Three parties are distinguished: a franchisor choosing to produce a brand /
trademark of value A, a franchisee deciding to add value B to the product / service
of the franchisor, and a franchisee deciding to add value C (>B) to the product /
service of the franchisor. Figure 1 presents these three parties. The top box is the
franchisor, while the bottom-left (right) box is franchisee B(C).
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A Franchisor

Franchisees

Fig. 1. The three parties

The focus is on the ownership of the local units and the trademark. Figure 2 dis-
tinguishes four governance structures. Governance structure I entails that all out-
lets are company owned. There are two plural form governance structures. The
high value franchisee is independent in governance structure I, while the low
value franchisee is independent in governance structure III. All franchisees are in-
dependent in governance structure IV. A cross in a box indicates that this party
has the residual control / power / authority to decide in unforeseen circumstances
(Grossman and Hart 1986; Hart and Moore 1990).

X
o O

I. Wholly company owned

1. Plural form with low value manager

III. Plural form with high value manager

X
X K

IV. Wholly franchised

Fig. 2. Four governance structures
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It is assumed that both parties sell one unit of the product. They decide only about
adding additional value to the product. A parameter ¢ is introduced to capture
positive externalities being specific to the plural form as described by Bradach
(1997), like system wide learning (¢ > 1) and competition / ratcheting / bench-
marking (¢ > 1). (The case ¢ < 1 will also be analyzed, i.e. negative externalities
being specific to the plural form.) Define x; (X, X3) as the sunk costs by the fran-
chisor (franchisee B, franchisee C), where x; is either 0 or 1. Table 1 summarizes
these ingredients of the model by presenting the characteristic function form when
all parties invest for all governance structures (G).

Table 1. Characteristic function form when all parties invest

X (1,1,1) (1,1,1) (1,1,1) (1,1,1)

G I 11 111 v

v(1) A+B+C A+ocB A+cC A

v(2) 0 0 oB B

v(3) 0 oC 0 C

v(12) A+B+C A+oB A+ocB+cC A+B
v(13) A+B+C A+cB+cC A+cC A+C
v(23) 0 oC oB B+C
v(123) A+B+C A+cB+oC A+oB+cC A+B+C

3 Investment

This section consists of two parts. Section 3.1 determines the payoff for each
player in every governance structure when all parties invest. Section 3.2 presents
the subgame perfect equilibrium investment choices.

2.1 Investment Incentives

The characteristic functions of the previous section determine the incentive to in-
vest. We use, like Hart and Moore (1990), the Shapley value (Shapley 1953) in
order to determine the value of each player in each governance structure for all
combinations of investment decisions. These values / payoffs reflect the distribu-
tion of bargaining power. The economic interpretation of the Shapley value is that
it provides a measure for the incentive intensity to invest. Table 2 presents the
Shapley values belonging to the characteristic functions of table 1.
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Table 2. Shapley values when all parties invest

X G Shapley value Shapley value Shapley value
franchisor franchisee B franchisee C
(1,1,1) 1 A+B+C 0 0
(1,1,1) I A+cB 0 oC
(1,1,1) I A+oC oB 0
(1,1,1) v A B C
2.2 Investment Choices

The above results are incomplete regarding the choices that will be made by the
various parties. The reason is that the investment decisions are exogenous. The
costs of investment have to be taken into account in order to determine the in-
vestment decisions. Define k; (kj, k3) as the sunk costs by the franchisor (franchi-
see B, franchisee C). All payoffs in the game are now specified. Appendix 1 de-
picts the extensive form of the game. The subgame perfect equilibrium investment
decisions are determined by the method of backward induction. These decisions
and the associated payoffs are presented in figure 3 (when k; < A and 6>1).*

L A

I: (Ak,, 0, 0) I: (A-k,, 0, 0) I: (Ak, 0,0)
II: (A-k,, 0, 0) II: (A-k,, 0, 0) II: (A-k,, 0, 0)
II: (A-k,, B-k,, 0) II: (A-k,, B-k,, 0) 1L (A-k,, 0, 0)
IV: (A-k,, B-k,, 0) IV: (A-k,, 0, 0) IV: (A-k,, 0, 0)
oC
I: (A-k,, 0, 0) I: (A-k,, 0, 0) I: (A-k,, 0,0)
II: (Ak,, 0, C-k,) II: (A-k,, 0, C-k,) I: (A-k,, 0, C-k,)
II: (A-k,, B-k,, 0) 1I: (A-k,, B-k,, 0) I1I: (A-k,, 0, 0)
IV: (A-k,, B-k,, 0) IV: (A-k,, 0, 0) IV: (A-k,, 0, 0)
C
I: (A-k,, 0, 0) I: (A-k,, 0, 0) I: (Ak,, 0,0)
II: (Ak,, 0, C-k,) II: (Ak,, 0, C-k,) II: (Ak,, 0, C-k,)
II: (Ak,, Bk, 0) II: (Ak,, B-k,, 0) II: (A-k,, 0, 0)
IV: (A-k,, B-k,, C-k,) | IV: (A, 0, C-k,) IV: (A-k,, 0, C-k,)

B

oB

Fig. 3. Subgame perfect equilibrium payoffs when k; < A and o>1

* The case k; > A is presented by replacing the payoff A-k; of the franchisor by 0 in all

governance structures in figure 3.

The case 6 < 1 is presented in appendix 2.

>

ka
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4 Efficient Governance Structure

This section formulates results regarding the efficient governance structure choice
in the first stage of the game. Efficiency of a governance structure entails that the
sum of the payoffs of the three players in this governance structure is at least as
high as the sum of the payoffs of the three players in any other governance struc-
ture. We limit ourselves to the case k; < A and o>1.

The efficient governance structure choice, and its feasibility, is determined by
figure 3. All governance structures are efficient in the north-east rectangle, i.e.
they all result in a surplus of A-k;. The franchisor is the only party investing in
specific assets because its costs of investment are sufficiently low. Governance
structure III is the unique efficient governance structure in the north-west and
north rectangle (because 6B-k, > B-k, > 0). The franchisor invests again in every
governance structure. Franchisee C never invests when k; > ¢C because the costs
of investment are too high. This is efficient. Franchisee B does not invest in the
governance structures I and II because there is no incentive to invest due to the
lack of power. These governance structures are inefficient because the value gen-
erated by franchisee B is larger than its costs. However, franchisee B invests in the
governance structures III and IV because sufficient power is allocated to this fran-
chisee. Governance structure III is the unique efficient governance structure be-
cause it generates the dual distribution externality, whereas governance structure
IV does not. A similar reasoning applies to governance structure Il being uniquely
efficient in the east and south-east rectangle.

Governance structure I is never efficient in the remaining four rectangles,
while governance structure IV is only efficient for certain parameter values in the

ks A
I-IvV

I

oC

1I

o(C-B)

oB k>

Fig. 4. Efficient governance structures when ¢ > 1+B/C
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< A

I-1v

oC

I

C-(G-I)B I

Fig. 5. Efficient governance structures when 1 < ¢ < 1+B/C

south-east rectangle. Governance structure IV is efficient when 6B-k, < B-k,+C-k;
and oC-k; < B-k,+C-kj, i.e. k3 < C-(c-1)B and k, < B-(c-1)C. Figure 4 presents
the situation where B-(c-1)C < 0, i.e. there are substantial positive dual distribu-
tion externalities.® There are no parameter values for which governance structure
IV is the unique efficient governance structure. The intermediate investment in-
centives for both franchisees in governance structure IV are not strong enough to
override the strong investment incentives for either franchisee B in governance
structure III or franchisee C in governance structure II.

Governance structure II is the unique efficient governance structure in the
south-east. It discourages efficiently investment by franchisee B with its relatively
high costs of investment, while franchisee C invests and generates the dual distri-
bution externality. The reverse holds in the north-west. Governance structure III is
efficient because discourages investment by franchisee C with its relatively high
costs of investment, while franchisee C invests and generates the dual distribution
externality.

Figure 5 presents the efficient governance structure choices when B-(c-1)C > 0.
The intermediate investment incentives for both franchisees in governance struc-
ture IV create more value than the strong investment incentive for either franchi-
see B in governance structure III or franchisee C in governance structure II when
the plural form externality is limited.

The above results will now be summarized in a number of results.

Result 1: Governance structure I is never a unique efficient governance structure.

The upward sloping line in the figures 2 and 3 is characterized by ky=c(C-B)+k,.
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Explanation: The franchisees have no power in governance structure I, and there-
fore no incentive to invest. Governance structure I is only as efficient as the other
governance structures when the costs of investment discourage investment by all
franchisees in all governance structures.

Result 2: Governance structure II is the unique efficient governance structure
choice when ¢ > 1, k; is above a certain level, and kj is below a certain level.

Explanation: Franchisee B will not invest because its costs of investment are too
high, regardless whether it has power or not. The costs of investment of franchisee
C are low, but some power is needed in order to cover these costs. Governance
structures III and IV remain. Governance structure III strictly dominates govern-
ance structure IV when there are positive plural form externalities, i.e. ¢ > 1.

Result 3: Governance structure III is the unique efficient governance structure
choice when ¢ > 1, k; is below a certain level and k; is above a certain level.

Explanation: Similar to the explanation of result 2.

Result 4: Governance structure IV is the unique efficient governance structure
choice when k, and k; are small and ¢ < 1+B/C.

Explanation: The attractiveness of governance structure IV is that both franchisees
have an incentive to invest because each of them has power. However, the positive
plural form externality is not captured. Governance structures II and III have the
advantage of generating the positive plural form externality, but only the inde-
pendent franchisee invests. The value of having both franchisees investing domi-
nates the generation of the plural form externality by one investing franchisee
when plural form externality is not too high.

Result 5: Governance structure IV is never a unique efficient governance structure
choice when ¢ > 1+B/C.

Explanation: The reverse of the explanation of result 4.

Result 6: Plural form franchising, i.e. either governance structures II or III, is the
unique efficient governance structure for the parameter values specified in the re-
sults 2 and 3, even when B =C.

Explanation: This result covers special cases of the results 2, 3 and 5. The value
generated by the independent franchisee in a plural form governance structure is
higher than the value generated by either one or two franchisees in governance
structure IV. This result shows that it is not necessary for the emergence of the
plural form that there are locational differences, or other differences between the
franchisees. System wide externalities are responsible for the plural form being a
unique, efficient governance structure.

Result 7: If o=1, then governance structure IV is efficient for all values of the pa-
rameters k, and ks.
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Explanation: Figure 6 illustrates the result. Governance structure IV is always ef-
ficient because the incentive to invest for each franchisee in governance structure
IV is always at least as strong as in the governance structures I-III. This result in-
dicates that the positive plural form externality is crucial for a plural form govern-
ance structure to be a unique, efficient governance structure.

'\

I-1v
1L, IV

v 1L IV

>

B k,

Fig. 6. Efficient governance structure choice when ¢ = 1

5 Conclusions and Further Research

Lutz (1995, 129) stated: ‘A multiple unit model can determine whether locational
differences are necessary for dual distribution, or whether dual distribution can
arise as a solution for incentive problems even when all units are ex ante identical.
The most important extension will be to examine the choice of ownership for in-
dividual units within a multiple-unit chain. Since we observe franchise relation-
ships almost exclusively in these chains, this extension is crucial for developing
empirical predictions’. We have presented a multiple unit model with the plural
form being a unique, efficient governance structure. Not locational or other differ-
ences between units are necessary for the emergence of plural form franchising,
but positive externalities being specific for the plural form.

Our model is too simple to capture the richness of franchising practices. For
example, Lutz (1995, 129) continued: ‘Such a multiple-unit model should have
several key features. First, at least some of the central firm’s effort creates a public
good: improvements in the trademark will increase profits at all stores in the
chain. Second, any local manager’s action may also affect the profits at other
units: this will be the case when a local manager’s action affects the value of the
trademark. Thus incentives for all parties are interdependent.” These two features
are not incorporated is the current model. However, these and other several exten-
sions are possible.
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First, notice that the parameter ¢ depends in the current model on governance
structure, but in rudimentary way because o(G)= ¢ when G=II, III or 6(G)= 1 when
G=I, IV. There are various possibilities to model the parameter ¢ as the outcome of
an equilibrium process, where ¢ is either smaller, or equal, or larger than one, like
the modelling of ‘ratcheting’” by the literature regarding relative compensation
(Lazear and Rosen 1981; Green and Stokey 1983), or complementarities along the
lines of Bradach (1997) by the systems of attributes literature (Holmstrom and Mil-
grom 1991, 1994). This extension entails that an additional stage is added between
the current two stages of the game. Second, the percentage of company owned out-
lets can be only one of three levels in our model in the various governance struc-
tures, i.e. 0% (IV), 50% (IL, III), or 100% (I). Incorporating more franchisees will al-
low for more variability regarding the percentage of company owned outlets.

Third, the focus has been on the allocation of decision rights. However, many au-
thors refer to the monitoring and free riding problems in franchising. The relation-
ship between these income rights aspects of franchising and the plural form has to be
determined. A similar observation holds regarding the use of royalty rates.

Fourth, the extent of incompleteness is not endogenous. A franchise has to decide
how much discretion is assigned to the activities of the franchisees. The standard
way of dealing with this issue in franchises is the choice of the business format.
Given the business format content in our model and making it endogenous along the
lines of Tadelis (2002) is a challenging line of research. The extent of coverage of
the business format may turn out to vary with the choice of governance structure.

Fifth, Lafontaine and Shaw (2005) highlight the importance of the trademark in
dual distribution franchises. Their empirical evidence indicates that there is a
strong tendency that the number of company-owned outlet increases when the
value of the brand/trademark (A) increases. The comparative statics results in the
current model are independent of the value (A) of the brand. However, if other
governance structures are also taken into consideration, e.g. mirror images regard-
ing authority of governance structures I-III in figure 2, then our model may be
able to account for this relationship between the value of the brand and govern-
ance structure choice. This will be a topic for future research.
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Appendices

Appendix 1: Extensive Forms

The first stage of the game consists of the choice of governance structure. There
are four possible choices. The second stage of the game consists of the investment
decisions of the three players. Each player decides between investing or not in-
vesting in specific assets. The sequence of their decisions does not matter in our
specification of the payoffs. We depict the choice of the franchisor first, subse-
quently the choice of franchisee B, and finally the choice of franchisee C. The to-
tal number of choice sequences is therefore 4x2x2x2=32. The extensive form is
presented in the figures 7-10 due to this large number of possible decision se-
quences. The payoffs are based on table 2. The payoffs below branch YYY are
composed of revenues and costs. The revenues are taken straight from table 2,
while each player carries it costs of specific investments. Similarly, branch NYN
corresponds to investment vector (0, 1, 0), i.e. only franchisee B invests. Benefit B
is generated and taken by the franchisor, while franchisee B carries the costs k;.
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Franchisor
Investment choice

Franchisee B

Investment choice

Franchisee C
Investment choice

A+B+C-k; A+B-k; A+C-k; Ak, B+C B C 0 Payoff franchisor
-k, k, O 0 -k, k, O 0 Payoff franchisee B
-k 0 ks 0 ks 0 ks 0 Payoff franchisee C

Franchisor
Investment choice

Franchisee B
Investment choice

Franchisee C
Investment choice

A+oB-k; A+oB-k; A-k; A-k, oB oB 0 0 Payoff franchisor
-ky k, 0 0 -k -k, O 0 Payoff franchisee B
oC-k; 0 oC-ks 0 oC-k; 0 oC-k; 0 Payoff franchisee C

Fig. 8. Extensive form when governance structure I has been chosen

Franchisor
Investment choice

Franchisee B
Investment choice

Franchisee C
Investment choice

A+cC-k; A-k; A+oC-k;  A-k oC 0 oC 0 Payoff franchisor
oB-k, oB-k, 0 0 oB-k, oB-k, 0 0 Payoff franchisee B
-ks3 0 -k 0 -k 0 ks 0 Payoff franchisee C

Fig. 9. Extensive form when governance structure III has been chosen
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A-k Ak, Ak A-k,

B-k, Bk, 0
C-ks 0 C-ks

0 0 0
B-k, B-k, 0
C-k; 0 C-ks

Franchisor
Investment choice

Franchisee B
Investment choice

Franchisee C
Investment choice

0 Payoff Franchisor
0 Payoff franchisee B
0 Payoff franchisee C

Fig. 10. Extensive form when governance structure IV has been chosen

Appendix 2: Subgame Perfect Equilibrium Payoffs When o<1

o A

I: (A-k,, 0, 0) I: (Ak,, 0, 0) I: (A-k,, 0, 0)
II: (A-k,, 0, 0) II: (A-k,, 0, 0) II: (A-k,, 0, 0)
I (Ak,, Bk, 0) I0I: (Ak,, 0, 0) III: (A-k,, 0, 0)
IV: (Ak,, B-k,, 0) IV: (A-k,, B-k,, 0) IV: (A-k, 0, 0)
C
I: (A-k,, 0,0) I: (Ak,, 0,0) I: (A-k,, 0,0)
II: (A-k,, 0, 0) II: (A-k,, 0, 0) II: (A-k,, 0, 0)
1L (Ak,, B-k, 0) 1I: (Ak,, 0, 0) III: (A-k,, 0, 0)
IV: (Ak,, B-k,, C-k;) IV: (Ak,, B-k,, C-k,) IV: (Ak,, 0, C-k,)
oC

I: (Ak,, 0, 0)

I (Ak,, 0, C-k)
I (A-k,, Bk, 0)
IV: (Ak,, B-k,, C-k,)

I: (Ak,, 0, 0)

II: (A-k,, 0, C-k)
I0I: (A-k,, 0, 0)

IV: (A-k,, B-k,, C-k))

I: (Ak,, 0, 0)

IL: (Ak,, 0, C-k,)
III: (A-k,, 0, 0)
IV: (Ak,, 0, C-k))

oB

>

ks

Fig. 11. Subgame perfect equilibrium payoffs when k; < A, o<1



Franchisee Versus Company Ownership —
An Empirical Analysis of Franchisor Profit

Thomas Ehrmann and Georg Spranger’

Abstract. In this paper, we examine ownership structures of franchise chains and
evaluate their impact on franchisor profit. Specifically we compare pure forms of
franchising with those that use both company-owned and franchised outlets within
one chain — a phenomenon termed the plural form. Theoretically such plural ar-
rangements are supposed to provide franchisors with lower costs, higher growth,
greater total-quality, and reduced business risk.

Empirical results of this study indicate the superiority of company-owned busi-
nesses over franchised units in generating franchisor profits. Moreover plurally
organized systems compensate for losses from franchising with profits from com-
pany units and outperform purely franchised competitors in overall profitability.
Despite a clear financial inferiority of franchise outlets, franchisors of our sample
do not convert plural structures into wholly-owned chains. Much more when or-
ganizing the chain, franchisors face an (skewed) inverse u-shaped profitablity
curve with both pure franchising and pure company-ownership lying at the (unde-
sirable) extremes and with a performance peak somewhere in between.

Keywords. Franchising, plural form, ownership redirection, company ownership,
chains

1 Introduction

“As all of you know, the name of the game is not really franchising. The name of
the game is company stores. ... It becomes obvious to you, if two hundred com-
pany-owned units out of 1600-1700 overall units produce 60 percent of the net af-

ter tax profit, the real name of the game is owning the stores yourself””

' Institute for Strategic Management, University of Muenster, Leonardo-Campus 18,

48149 Muenster, Germany, www.ism.uni-muenster.de; ehrmann@jism.uni-muenster.de;
spranger@ism.uni-muenster.de. We wish to thank the Konrad-Adenauer-Foundation for
financial support of this research and John Reynolds of the IFA Educational Foundation
for providing the IFA 2001 Benchmarking Study. Moreover we received valuable com-
ments of an anonymous referee of the EMNet 2005 panel. An earlier version of this
work is part of the SSRN Working Paper Series: http://ssrn.com/abstract=763364.

2 Hooker (1970), 171.
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Economic transactions within firms are organized either by hierarchy or by price
mechanisms — or by a mixture of both. Concerning the matter of franchising, only
a minority of today’s leading franchise chains relies on pricing systems alone. The
vast majority operates a minor but still significant number of company-owned
stores (the hierarchy) side by side with their franchisees (the price system). Since
Bradach and Eccles (1989) examined such special hybrid arrangements, mixes of
company and franchise units within the same system, have been known as plural
forms. In contrast to early research propositions by Oxenfeldt and Kelly (1968),
Hunt (1973), Caves and Murphy (1976) and Martin (1988), plurally organized
franchise chains have not significantly altered their structure into entirely fran-
chised or company-owned systems. Thus plural forms appear to be a stable organ-
izational phenomenon. Upon these findings, organization science began to explain
the widespread use of plural forms by researching its advantages over pure fran-
chise systems (Bradach 1997; Ehrmann and Spranger 2004). Compared to pure hi-
erarchy (full vertical integration) or pure price systems (pure franchise chain), plu-
ral forms are firstly supposed to lower overall agency (i.e. monitoring) cost and
the cost of searching for and implementing local and highly specific information.

Secondly, it is argued that plurality improves system and process quality by the
following effects: By signaling internal franchisor information to the franchisee,
thus overcoming inefficiencies arising from asymmetrical information; by prevent-
ing conflicts among contracting parties through aligning divergent interests of prin-
cipals (franchisors) and potential agents (potential franchisees); by combining a
franchisee’s innovational power with the hierarchy of the company-owned distribu-
tion arm, leading to accelerated innovation and internal change; and, finally, by cre-
ating a competitive environment where benchmarking franchisees against managers
of company-owned units increases overall system performance.

Thirdly, plural forms are supposed to facilitate chain growth. While the fran-
chise part alleviates resource constraints — such as capital and managerial talent —
the company-owned units provide a high degree of flexibility for quickly develop-
ing new local markets.

Lastly the plural form is understood as a tool of company-wide risk manage-
ment that enables the principal to select franchising or ownership depending of
specific local risk factors. In total, research has found that plural structures outper-
form pure forms of franchising and of company-ownership because of their posi-
tive effects on a chain’s organizational costs, quality, growth and risk management
(Ehrmann and Spranger 2004).

Following Oxenfeldt and Kelly (1968), we are not fully convinced that these
aspects suffice to entirely explain the continued existence and stability of the plu-
ral form. Certainly, as Oxenfeldt and Kelly (1968, 69) state, “the arguments ad-
vanced by advocates of organizational science have force”, but, just like Oxenfeldt
and Kelly, we are not fully persuaded by them because in their aim to solve the
plurality puzzle, they focus on single aspects rather than analyzing franchise
chains as one profit producing entity. We therefore ask: Is it possible that the or-
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ganizational structure impacts on a franchise chain’s profit situation? If this is the
case, which then is the structure that maximizes franchisor profit?

Generally, the franchisor’s streams of income result from specific or residual
claims towards his agents and differ depending on the chosen mode of distribu-
tion. Franchisees on the one hand pay an initial franchise fee upon joining the sys-
tem, an ongoing royalty amount, and an advertising fee as a percentage of the out-
let’s sales volume. Thus the franchisor’s claims towards franchisees are of a
precisely specified nature. Company units on the other hand provide profit result-
ing from the positive difference between sales revenue and operating cost. Hence
the franchisor’s claims towards company-owned units is of residual nature. From
the perspective of the franchisor — which will be ours for the remainder of this pa-
per — chain profit is defined as the difference of all revenues (i.e. franchisees’ fees
and amount of company sales) and all costs (i.e. franchising overhead and com-
pany units specific costs). It is important to note that costs arising from operating
the single franchise unit remain the franchisee’s and are irrelevant for the franchi-
sor’s financials. From the principal’s view, income streams of specific claims need
to be challenged with those of residual claims in order to receive a meaningful
statement regarding the profitability of distributional alternatives. Selected re-
search work on ownership redirection has taken such an approach and implied ex-
plicitly (Hunt 1973) or implicitly (Oxenfeldt and Kelly 1968) a superiority in per-
formance of company ownership over franchising.

In order to shed more light on these issues, we will explore whether and how
organizational structures impact the franchisor’s income streams. Specifically we
contrast profitability of company-owned units with franchise units and ask
whether and why plurally organized systems may be more efficient than purely
franchised competitors. Our present approach is both theoretical and practical: In
section two we will first use the findings of capital finance theory on the impact of
financial structure on a firm’s market valuation. In the perfect world of Modigliani
and Miller both company and franchise units should be equally efficient and there-
fore neither income streams nor firm value are affected by organizational changes.
Traditional finance theory though accepts that structure influences profitability
and therefore plays an important role in maximizing a firm’s valuation. These op-
posing views are challenged with the results of a recent IFA (International Fran-
chise Association) study and with data received from franchisors’ annual reports.
We conclude in section four by discussing the implications of our findings for fu-
ture franchising.

2 Corporate Finance for Governance Structures

Shaping the organizational setting of a chain means to choose between selling any
new outlet to an independent franchisee or running it under company-ownership
by hiring an experienced store manager. Hence structuring a franchise chain ini-
tially appears to be an issue of organizational choice only. Because each form is



34 Thomas Ehrmann and Georg Spranger

characterized by a specific mode of revenue and costs, from the controller’s per-
spective the choice of the organizational form results in decisive consequences for
the franchisor’s corporate finances and thus concerns more than just organiza-
tional efficiency. The main differences between any franchise and company-
owned unit stem from divergent ownership patterns. Whereas the franchisor will
have to bear the costs of investment in every company unit himself, franchise units
will ideally be financed through the investment of the franchisee. Accordingly, re-
sidual ownership of the first remains with the chain, but of the second lies in the
hands of the franchisee. In case of bankruptcy, the franchisor is liable for the com-
pany units, while claims against the franchise unit stay with the franchisee. While
the franchisor receives residual profits from company-owned operations, franchi-
sees in turn pay fees for entering the system, for using the common brand name
and infrastructure and they contribute to advertising funds. With these specific at-
tributes, the choice between organizational alternatives is as much an issue of cor-
porate governance as it is of the franchisor’s corporate finances. According to
Williamson (1988), using different organizational modes for running a system is
comparable to the choice of the appropriate mode of financing a firm or a project.
The difference is to be found in a rather sharp dichotomy — financing the latter is
done either by equity or by debt money.

Due to the characteristics of franchise and company-owned units, franchising
means to finance the project (the new outlet) with money from outside (the in-
vestment is made by the franchise undertaking), while for company-ownership in-
vestment sources come from inside the system (the franchisor needs to invest him-
self). Accordingly, the franchisor’s claims towards franchisees are specific (like a
creditor’s charges for debt) and those towards company-owned units are residual
(like a creditors charges for equity). Thus when asking whether the choice of cor-
porate governance influences the firm value, one could alternatively ask whether
the capital structure of a firm, being a mix of equity and debt, does influence the
value of the firm.

2.1 Modigliani/Miller for Franchising

In their classical work, Modigliani and Miller (1958) propose aim to explain the
effects of a firm’s capital structure on its market value. By grouping firms “into
‘equivalent returns’ classes, such that the return on the shares issued by any firm
in any given class is proportional to (and hence perfectly correlated with) the re-
turn on the shares issued by any other firm in the same class™, they separate the
risk of capital structure from the income risk, as now all firms in the same class
have identical return patterns. They conclude that in an economist's ideal world of
complete and perfect capital markets and with full and symmetric information
among all market participants, the total market value of all the securities issued by

3 Modigliani and Miller (1958), 266.
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a firm is governed by the earning power and risk of its underlying real assets and
is independent of how the mix of securities, issued to finance it, is divided be-
tween debt instruments and equity capital. Differences in market valuations of
heterogeneously financed firms within the same class would then be eliminated
through arbitrage by rational investors. Applying Modigliani/Miller’s model of
‘leveling-the-field’ arbitrage dealing to the case of franchising, the irrelevance of
financial (and thus organizational) structure on a chain’s value becomes obvious.

With the investors’ ability to add equivalent leverage by borrowing on personal
account, levered (plurally organized) companies would ultimately be priced
equally (i.e. no price premium would be charged) to unlevered (pure) competitors
of the same return class.

As long as it is impossible to increase a chain’s market value by exchanging
company units for franchise units, or vice versa, both forms have to be considered
equally efficient for the franchisor.* Alternatively, these results could be translated
into a discounted cash flow model for calculating a firm’s fair price. Accordingly
the market value of a firm results from discounting future earnings with the inter-
est rate measuring the weighted average costs of capital. The only ways of increas-
ing the value of a firm, is by increasing its returns and/or decreasing the underly-
ing interest rates. As long as altering a firm’s leverage will not affect the
discounting interest rate of chains within one class, firm value will be independent
of financial and in particular, for our case also of corporate governance structure.

2.2 Traditional Capital Structure Theory for Franchising

Another approach towards the influence of capital structure on firm value is taken
by supporters of traditional capital structure theory. They criticize the Modi-
gliani/Miller assumptions as being unrealistic.’ Indeed, assuming a perfect capital
market does not comply with information asymmetries between actors, with in-
complete information or with costs of bankruptcy and trading (e.g. equity into
debt). Obviously for instance it is neither costless nor frictionless to exchange

* To be consistent with the Modigliani/Miller proposal, we compared a fully integrated
(fully company owned) with a plurally organized one. Of course the proof holds true also
for the comparison of a wholly franchisee owned chain with a plurally organized one.
These conditions are six fold: First Modigliani/Miller assume the existence of risk
classes in which all firms share one identical pattern of income across changing states of
the world. Second their model requires a frictionless perfect capital market, where asset
trading actors are able to carry out arbitrage deals due to missing transaction costs and
institutional restrictions. Third, taxes are neglected or perceived to be neutral, i.e. to be
identical across taxpayers and for all income sources. Forth, investors are able to borrow
or lend on the same terms as firms and fifth, there are no bankruptcy costs as in the state
of failure all revenue is assumed to be given to the bondholders leaving them without se-
rious financial damage. Finally firms are supposed to be unable of conveying informa-
tion and thus influencing their market value by adjustment of their capital structure.
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franchise units for company-owned ones. Moreover franchisees seem to antici-
pate different risk structures of franchise chains according to their organizational
setup. As Ehrmann and Spranger (2004, 2005a) demonstrate for a sample of US-
franchisors, plurally organized chains attracted larger investment volumes and
charge lower royalty rates than pure franchise chains. The latter on the other
hand realize significantly smaller investments from franchisees and charge them
a lower franchise fee but a significantly higher royalty rate. Apparently franchi-
sees demand fee-based risk compensation from those franchisors that relied too
heavily on “debt” (“equity”) just as bond (stock) holders do with low (high)-
equity firms.

These results call for an analysis of the franchise organization process under
the rules of traditional capital structure theory. In contrast to Modigliani/Miller,
traditionalists propose a non-linear relationship between costs of debt and eq-
uity. Exchanging one form — organizational or financial — for another would
then potentially minimize the costs of capital and thus maximize the firm’s
valuation. As long as a firm’s total value is the sum of its total equity and debt,
an all-equity financed firm may now lower its costs of capital and thereby in-
crease its market value by substituting some equity for debt. As long as debt is
the higher ranking collateral in case of bankruptcy, its risk of termination is then
less than it is for equity. Consequently, for the franchisor, debt will be cheaper
to accumulate than equity. While exchanging equity for debt, the franchisors are
subsequently limiting their financial scope during recession. This exposes their
creditors to an increasing risk of losing their claims in the aftermath of entrepre-
neurial downturns. Therefore beginning at some point a* of leverage, creditors
will start to compensate for such increased risks by adding a price premium on
to their claim, which gradually equates the cost of debt and equity and makes
additional degrees of leverage unfavorable. Correspondingly, leverage at a*
represents the minimum of the weighted average cost of capital and, everything
else being equal, the maximum of the firm’s valuation.

Applying this approach to the case of plural franchise chains suggest that
mixing company and franchise units is more efficient than running a pure sys-
tem. The fact that franchisors escort organizational changes with adjustments of
their franchise fees and royalty rates, reveals that franchisees anticipate leverage
risks just like every other creditor does. With the specific costs and benefits of
each organizational form, the overall organizational efficiency is supposed to
increase when leveraging closer to the ratio a*. According to traditional capital
structure theory, if leverage is too low, say the chain is wholly company-owned,
the firm’s value increases by issuing more debt (to emphasize franchising) in
exchange for equity. If leverage is too high — to much franchising compared to
company ownership — the firm’s value increases by issuing equity (emphasizing
company ownership) in exchange for debt (Bailey 2003). Here it would be the
franchisor’s task to identify the chain-specific value-maximizing mix of com-
pany ownership and franchising.
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2.3 Explaining the ‘Swollen Middle’

In order to relate the existence of plural franchise chains to a maximization of firm
value, evidence needs to be presented that mixing organizational methods (hierar-
chy and the price system) results in similar non-linear cost/benefit-effects as mix-
ing debt and equity in traditional capital structure theory. According to Hennart
(1993), the costs of using the market or the hierarchy depend on each form’s spe-
cific enforcement properties. When principals pay a fixed salary to the agent, they
may impose behavior constraints in turn and hence exert control through hierar-
chy. Measuring an agent’s production though, and rewarding him for the fulfill-
ment of a predefined output, the principal imposes price constraints and thus ex-
erts control through price mechanisms. Concerning the agent’s reaction towards
each form of constraint, each mode of control gives way to a distinct trade-off
situation. Price constraints, on the one hand, maximize personal effort (minimiz-
ing shirking) but encourage cheating, either by offering unacceptable high prices
or low quality. Behavior constraints on the other hand, work exactly the opposite
way. They reward individuals for following directives and discourage them from
cheating. In the absence of proper supervision though, they provide room for ex-
cessive shirking through the minimization of work effort. Consequently, the trade-
off between price system and hierarchy is one involving low shirking and high
cheating or high shirking and low cheating cost. Based on rationality, any given
transaction should be exercised by a mix of price and hierarchy resulting in the
lowest organizational costs.®

In case the relationship between the level of constraint and the specific amount
of shirking and cheating costs is one of a linear nature, the choice of organiza-
tional form will tend towards one of the extremes. If it is easier, i.e. cheaper, to
observe the agent’s behavior than the outlet’s output, behavior constraints are ap-
plied. If it is easier to control the output than the agent’s behavior, price con-
straints prevail. So as long as organizing costs are linear, mixing behavior and
price constraints into plural forms will never reduce the total organizing costs.
Should, on the other hand, the sum of costs (benefits) increase (decrease) non-
proportionally as the organization specializes into one method, substitution results
in a hybrid form similar to the leverage a* from above. At this point, the chain’s
organizational costs (benefits) are at their minimum (maximum) and thus firm
value is at its maximum (Ouchi 1980). Depending on the specifics of cheating and
shirking costs, the organizational mix is skewed more or less towards one of the
extremes — resulting in hybrid forms that are dominated by behavior constraints or
by price constraints.

® Organizing costs are the sum of cheating and shirking costs in this case. As will be ex-
plained, there can be non-financial factors other than cheating and shirking costs that de-
termine the degree of efficiency.
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There is evidence that franchisors may find a non-linear relationship between
the efficiency of franchising and company ownership. Empirically, the mix of
franchise to company-owned outlets ranges from 2:1 (Pénard et al. 2002), to 3:1
(Lafontaine and Shaw 2005) all the way to 9:1 (Ehrmann and Spranger 2004).
Bradach (1997) and Lewin-Solomons (1998) have argued such non-linearity exists
because franchisors realize synergies when applying the plural form. Ehrmann and
Spranger (2004, 2005a) have summarized those effects that may cause plural
structures to be more efficient than pure forms: Plural forms may reduce agency
and information cost, they may foster growth by overcoming limited resource ac-
cessibility without losing flexibility and keep entrepreneurial risk under control.
Furthermore these plural forms improve system quality by signaling internal in-
formation, by harmonizing divergent interests, by balancing innovation streams
and by advancing intra-firm competition.

Although franchising research has just started to explore the importance of
these aspects, it should positively impact the plural franchise firm’s profitability if
any, some or all of these aspects apply. As a first step, our empirical analysis
therefore needs to examine the income streams of both company-owned and fran-
chise units more closely. H1 aims to compare the general productivity of both
forms in terms of unit profit to the franchisor. In a second step, data is used to
compare the overall profitability of plural chains with those of pure forms. As
stated in H2, one mode (plural or pure) is supposed to outperform the other. What
remains for testing in step three is the proposition of H3 that plurality (as it is sup-
posed to apply to other hybrid forms) is a temporary phenomenon which will,
sooner or later, dissolve into pure forms of market or hierarchy:

HIA: Company owned units are more profitable to the franchisor
than franchise units.

H2A: Plural franchise chains are more profitable than purely fran-
chised competitors.

H3A: Plural chains will evolve wholly-owned systems.
These hypotheses are contrasted by the following anti-theses:

HIB: Franchise units are more profitable to the franchisor than
company units.

H2B: Pure franchise chains are more profitable than plural com-
petitors.

H3B: Plural chains will evolve towards wholly-franchised systems.
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3 Empirical Analysis of the Profitability of Plural Chains
3.1 Unit Profitability

The underlying supposition of those promoting ownership-redirection tendencies
is — as explicitly stated in the introductory quote of John Hooker — that a franchi-
sor extracts more profit from company-owned stores than from franchise units.
Otherwise franchisors have little incentive to buy back successful franchises once
their contracts have expired (as those supporting ownership redirection expect to
happen). Franchising would then turn out to be a transitory phenomenon, serving
the franchisor for a variety of reasons: the acquisition of capital (Caves and Mur-
phy 1976; Mathewson and Winter 1985) or managerial talent (Thompson 1994),
the compensation of extraordinary risks (Martin 1988) or the integration of entre-
preneurial spirit (Bradach 1997). In order to clarify the profitability schemes of
both organizational modes, we model the income and cost structures of company-
owned and of franchise units.

Under the franchise contract, the franchisor will primarily receive an initial
franchise fee plus ongoing royalty and advertising payments based on the franchi-
see’s sales. Further he may charge the franchisee for training and business devel-
opment, for leasing property and equipment and for purchased raw materials and
supplies from the franchisor (Justis and Feltes 1986). For company-ownership, the
franchisor receives revenue due to the outlet’s sales of products or services.

Concerning a franchisor’s cost, there are one-time as well as ongoing expenses.
Examples of one-time costs are: developing new sites, investing in hard- and
software, recruiting staff, etc. Ongoing costs are either variable, like those for in-
put material and labor, or fixed, such as management salaries/benefits or rental
and lease payments. Whereas franchisees will pay outlet specific costs, the fran-
chisor bears all expenses accumulated by company-owned outlets. Thus the deci-
sion to franchise or to own is also a choice of two alternative income streams.

Table 1 below displays financials of seven large public US-restaurant retail
chains for which suitable data were available through their annual 10-k fillings
with the US Securities and Exchange Commission. In total, our sample contains
ten of the best-known franchise chains in the restaurant business worldwide. With
more than 76.500 franchise and company-owned outlets, they generate combined
revenue of more than $28 billion.’

For each chain, we first calculated the difference of revenue and direct costs for
each form (rows 6-7 and 10-11) and received the gross margin that each segment
contributed to the gross profit. Secondly, we subtracted common cost (14 and 15)
according to the form’s share of outlets. Finally we divided both margin (8 and 12)
and operating income (16 and 17) positions of both segments by the number of

7 Furthermore they represent six of the 2002 top-ten Technomic100 chains. No data was
available of the 2002’s No. 2 (Burger King) and No. 4 (Subway) because of private
ownership. The data of Starbucks (No. 9) and Domino’s (No.10) lacked the necessary
breakdown of revenue and costs. See www.technomic.com.



40

Thomas Ehrmann and Georg Spranger

Table 1. Unit Profitability of Seven Large Franchisors

Apple-

Chain McDonald’s Carl’s Jr Hardee’s Denny’s Wendy’s bee’s YUM'

1. Year of annual 2002 2003 2003 2002 2002 2002 2002
report

2. Company-owned 9.000 440 730 547 1.320 357 7.523
units (CU)

3. Franchised &
licensed units 22.108 547 1.499 1.010 4933 1139 25397
(FU)

4. Franchisingin%  71,07% 5542%  67,25%  64.87%  78,89%  76,14% 77,15%

5. Total system- $15.406 $694 $628 $949 $1.979 $827  $7.757
wide revenue

6. CU sales $11.500 $508 $562 $859 81700  $725  $6.891

7. Costof CUsales  $9.907 $397 $500 $738 81380  $614  $5.790

8. CU margins $1.593 $110 $62 $120 $320 $111 $1.101

9. Margin per $0.177 $0.250 $0.085  $0.220  $0.242  $0.311  $0.146
single CU

10. FU revenue $3.906 $186 $66 $90 $279 $102  $866

I1. Cost of FU $840 $163 $33 $29 - - $49
revenue

12. FU margins $3.066 $23 $33 $61 $279 $102  $817

13. Margin per FU $0.139 $0.042  $0.022  $0.061  $0.057  $0.089 $0.032

14 general &admin. ¢y 73 $43 $47 $50 $175 $81  $913

Xpenses

15. Other operating
(inc.) $833 $34 $38 $82 $86 $2 ($30)
CXanSCS

16. Operating $857 $76 $35 $74 $265 $91  $899
income CU

17. Operating $1.256 -$20 -$24 -$24 $73 $39  $136
income FU

18. Total operating $2.113 $56 $11 $50 $338 $130  $1.035
mcome

19. Operating income ¢, 95 $0,173 $0,047  $0,135  $0,201  $0,255 $0,120
per CU

20. geﬂe;%““g Meome  ¢0,057 $0,036  -$0,016  -$0,024  $0,015  $0,034  $0,005

21. %llgrgm ratio CU: 128 6,03 3,86 3,62 428 3,47 4,55

22. Operating income 1,68 478 2,98 -5,61 13,52 750 2236

ratio CU: FU

''yYUM operates KFC, Pizza Hut, Taco Bell, A&W and 2 dollars in millions

Long John Silver’s. Figures are for the entire company.

? (14) and (15) are deducted proportionally to (4).
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company-owned and franchised outlets to receive the contribution that each single
outlet made to the company’s overall gross margin (9 and 13) and to the operating
income (19 and 20).

The results in rows 21 and 22 exhibit both the gross margin ratios as well as the
operating income ratios for company-owned to franchised units. For each chain
analyzed, the single company-unit added far more to both the gross margin and to
the total operating income than the single franchise unit. The operating income ra-
tio of Carl’s Jr., Hardee’s and Denny’s are negative. Hence franchisors of our
sample profited from self-run units but lost part of it again due to franchise opera-
tions. Three limitations apply to the analysis in table 1:

First, our sample does not claim to represent the entire spectrum of all quick
service restaurants, as for instance size and business experience of our sample
chains are greater than the industry average.® Nevertheless by analyzing just
eleven out of the 100 largest restaurant brands, we covered 36% of all revenue and
33% of all outlets of this population.’

Second, we are fully aware of the difficulty associated with breaking-down
general and other operating expenses (14 and 15 in table 1), although all other
computable specific costs, per definition, have been already deducted in rows 7
and 11. We therefore included gross margins and the gross margin ratio and find
the latter also supporting the thesis of company-ownership superiority.

Finally we have ignored the fact so far that company units are financed by the
franchisor, which deserves substantial amounts of franchisor capital. Franchise
units in turn are financed by franchisees and do not dilute the franchisor’s capital
resources. Return-on-investment-figures, which fill this gap, cannot be derived
from the data because chains do not report detailed-enough asset information. To
overcome this weakness, we estimate the cost of capital for company-owned op-
erations in table 2 below.

Evidently, even if costs of capital are included in the model, the superiority of
company operations over franchising remains valid for any chain but McDonald’s
(see table 2). To be perfectly accurate, financing rates would have to be raised by
surcharges to the general market rates according to each company’s individual
credit rating. As surcharges of usually 50 to 120 basis points (according to the
credit rating category) do not change the results of table 2, such speculative calcu-
lations have been omitted for the purposes of this analysis.

Summarizing the findings on unit profitability we conclude: Operating com-
pany-owned units is more profitable in terms of maximizing the franchisor profit
than engaging in franchise activities. Within the limits of our sample, we therefore
accept H1A (and reject H1B) and will examine the profitability patterns of more
heterogeneously organized and smaller firms more closely in the next section.

¥ Compare the industry average of size, age and degree of franchising as displayed in stud-
ies by Lafontaine and Shaw (2005), Pénard et al. (2002) and Ehrmann and Spranger
(2004, 2005a).

?  See www.technomic.com figures of 2002.
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Table 2. Capital Cost of Company Operations

Chain McDonald’s Carl’s Jr Hardee’s Denny’s Wendy’s Applebee YUM!'

23. Average
investment $ 1,050 $0,991 $0935 §$1,385 $1,222 $2,455  $0,970
per CU'?

24.S&P credit A-1 B- B- CCC+ A2 BB+
rating

25.Long-term
interest rate

4,61% 4,01% 4,01% 4,61% 4,61% 4,61% 4,61%

(10 yrs
$TSR)*

26. Costofcapi- g 49 $0,040  $0,037  $0,064  $0,056  $0,113  $0,045
tal per CU

27 Adj. margin g 199 $0.211  $0,048  $0,156  $0,186  $0,198  $0,102
per CU

28.Adj. income g 47 $0,133  $0,010  $0,071  $0,144  $0,142  $0,075
per CU

29. Adj. margin
ratio CU: FU 0,93 5,07 2,17 2,57 3,29 2,21 3,16

30. Adj. operat-
ing income 0,82 -3,68 -0,62 -2,96 9,73 4,18 13,99
ratio

! Source: Entrepreneur Magazine 2002 * www.standardandpoors.com

% Dollars in millions * www.federalreserve.gov, 2002: 4.61%, 2003 4.01%.

3.2 Chain Profitability

In order to identify and measure the key profit drivers in franchising, the IFA sur-
veyed financial data of 65 member chains and published these findings in the 2001
Financial Benchmarking Study. Since survey participants volunteered for the
study and were not selected according to statistical sampling methods, the data
collected may not be a representative cross-section of all IFA member chains. De-
spite this limitation, the analysis contains valuable insights into the profitability
patterns of franchisors, consisting both of plurally organized and of purely fran-
chised chains. Table 3 displays the descriptive statistics of the sample chains.

In total, the IFA sample covers a substantial part of the very broad spectrum of
franchise systems. Only a minority of the chains is relatively young (15% < 10
years in business, 34% < 10 years of franchise experience) and small (24% < $2m
in franchising revenue, 32% < 100 franchise units). Furthermore, different indus-
tries are well represented by the sample. Only the ratio of plural to purely fran-
chised systems does not fully correspond to the figures of much larger samples
(see the studies listed in part 2.3 above). Still with 23 chains being plurally struc-
tured (46% franchising on average) and 42 systems being fully franchised, the two
groups are sufficiently different concerning their organizational structure.
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Franchisor profitability is calculated in a way similar to the approach taken in
the previous section. As a first step, the participants calculated gross profit of all
franchise operations as the residual of revenue (including franchisees’ fees and
royalties'®) and costs of goods sold. After deducting employee and gen-
eral/administrative expenses for operating the franchise activities, the franchising
profit is received. Then the participating franchisors were asked to determine the
profit from company-owned operations separately from that of franchising. Finally
the sum of both profit streams, less the amount of other income, determines the
extent of profit before tax. Note that in table 4 analysis, the IFA choose to express
the profit before tax figure as percentage on the chain’s franchise revenues only —
and not on all revenue of franchise and company-owned operations.

Table 3. Descriptive Statistics 2001 IFA Study

Characteristics

<10 years 10 to 19 yrs 20 to 29 yrs >30 yrs Total
Age of 15% 29% 30% 26% 100%
Company
Years of 34% 36% 15% 15% 100%
Franchising
Total Franchise  _ o) Nt 921085 Mil. $5t0 $20 ML, > $20 Mil.
Revenue

24% 28% 31% 17% 100%

Number of FU <100 FU* 100 to 200 FU 200 to 300 FU >300 FU

32% 24% 23% 21% 100%
Franchise Type Maintenance Food Business Serv. Personal Serv. Retail

22% 23% 20% 22% 13%  100%
Organizational 5% or more Company-owned  95% or more Franchise focused
Structure

23 42 65
35% 65% 100%

Median Number
of CU* 130 0
Median Number
of FU 112 215
Degree of Fran- 46% 100%

chising A*

* CU = Company Units, FU = Franchise Units, A = FU/(CU+FU)

19 International Franchise Association (2003): p. 25.
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For gaining insights into each channels economics, we separated the sample of 65
chains into those chains with 5% or more of company units out of all outlets and
those with less than 5% when calculating the profitability ratios. Consequently we
were able to use the same calculation scheme as for tables 1 and 2. Hence the sum
of profit from franchising and company ownership is adjusted by other in-
come/expenses'' weighted with the proportions of company-ownership and of
franchising. Again we allocated each outlet’s contribution, here, to the franchise
revenue and not to the overall revenue. '

As clearly revealed in table 4, plurally organized chains display a distinctly dif-
ferent income pattern from that of pure franchisors. In terms of franchise revenue,
franchisors with 5% or more of company ownership earned almost as much profit
from their owned locations as they received in total franchise revenue. These fig-
ures are contrasted by losses that plurally organized chains encounter through their
franchising business. Pure franchise chains on the other hand operate their fran-
chising activities with profit. Contrasting the total profit before taxes of both or-
ganizational alternatives though, purely franchised chains achieve just one-third of
the profit before taxes in proportion to the franchising revenue that was achieved
by the group of plurally structured systems. Thus the central result of this analysis
is that plural franchise chains of this sample realize negative profits from their
franchise activities, but offset these losses with highly profitable company-owned
outlets. Overall, plural arrangements from this IFA survey are more beneficial for
maximizing the franchisor’s profit than purely franchised competitors.

Regarding the data’s consistency, proper allocation of revenues and cost to
each organizational type may pose an accountancy problem to franchisors. Plural
chains, for instance, will most likely incur higher expenses due to operating loca-
tions by themselves. The large difference in general/administrative and employee
expenses of both sample groups might indicate that costs of company operations
had not been allocated correctly and thus were wrongly deducted from the fran-
chising revenue. Even though the IFA advised all participants to separate the cost
of each form, some doubt about the reliability of the data remains. Additionally
the IFA purposely” refrained from analyzing the efficiencies of company opera-
tions, but requested members to summarize a complex income stream within one
single profit figure which in turn is then related to franchise revenue.

Within these limitations though, the data supports hypothesis H2A (rejecting
H2B). Accordingly plurally organized chains of the sample incur losses from
franchising but compensate for these by being highly profitable in their company

" According to the shares of company-ownership and franchising displayed in table 3.

12 International Franchise Association (2003): p. 25f.: Franchise Revenue for the “5% or
more CU*“-Group (“95% or more FU”-Group) in this sample is made up by the following
components: Royalties: 59.4% (62.9%), Initial Franchise Fees: 11.4% (18.4%), Other
Franchise Fees: 0.8% (2.1%), Product or Service Sales to Franchisees: 16.8% (10.7%)
and Other Revenue: 11.6% (5.6%).

13 International Franchise Association (2003), 24.
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Table 4. Profitability Breakdown Chart"

All 65 Companies All 65 Companies Adjusted*
5% or more 95% or 5% or more 95% or more
CU more FU CU FU
CU 130 0
FU 112 215
Franchise 100% 100% 100% 100%
Revenues
- Cost of Goods
Sold 14.5 10 - 14.5 10
= Gross Profit 85.5 90.0 = 85.5 90
Employee 56.2 349 - 56.2 34.9
Expenses
- General &
Administ. Exp. 68.5 39.6 - 68.5 39.6
= Profit from -39.1 15.5 = 39.1 15.5
Franchising
+ Profit from
CU** 91.0 .6 91.0 .6
*/-Other Income/ -14.1 29 66 15 0 29
Expenses
Profit Before 37.8% 13.2% 84.4% -46.6% 0.6%  12.6%
Taxes**
Sum 37.8% 13.2%

* weighted with degree of organization A~ **as percentage of franchise revenues

operations. Purely franchised systems on the other hand are profitable with their
franchise business, but finish overall with just about one third of the profitability
of plurally organized competitors. Although profits of both modes are not compa-
rable on an absolute basis (due to relating company-owned profit to franchise
revenues), these findings support the non-linearity of organization costs as ac-
knowledged by Hennart (1993) and presented in part 2.3 above.

3.3 Chain Development

What remain to be tested in a third step are the potential effects that the results of
H1 and H2 may have on the evolution of franchise organizations. According to
evidence from above, plural franchise chains outperform purely franchise-based
competitors in unit profitability. Much more, plural systems profit from their
company operations while they suffer losses from their franchise activities at the
same time. Under a strategy of profit maximization, a rational franchisor running a
mature system should ultimately turn franchises into company-operated outlets,
coming up with a wholly-owned chain. Such a process of ownership redirection

' Ibid: p. 24.



46 Thomas Ehrmann and Georg Spranger

has first been described by Oxenfeldt and Kelly (1969) and reformulated by Dant,
Paswan and Kaufmann (1996, 429) as follows: “Do franchisors use franchisees to
open markets, develop consumer acceptance and preference for the franchisors’
trademarks and then appropriate that brand equity by terminating or otherwise
ending the franchisees’ rights to continue to operate the business?”"

We test this thesis along a sample of the highest-ranking chains of the Fran-
chise500 report (table 5 below), which is annually published by the Entrepreneur
Magazine. As the mean firm size decreases rapidly with lower rankings, concen-
trating on the first 300 systems hedges to some extent against fatal downward dis-
tortions.'® To measure structural changes once franchise agreements expire, a sec-
ond test includes firms with more than 10 years of franchise experience (which is
the mean term of franchise contracts for the sample) both for 2001 and 2004.
Since the data is not distributed normally, we use non-parametric tests for measur-
ing potential correlations between age (FRANAGE) and structure (LAMD).

Table 5. Non-parametric Correlations of the Franchise300

FRANAGEOI* / LAMDO1** FRANAGEO3 / LAMDO3
ALL >10 yrs ALL > 10 yrs
Kendall's Correlation
tau_b Coefficient -0.38 0,20 -0,59 -0,009
Sig- (1= 179 0,337 0,082 0,423
tailed)
N 300 222 284 235
Spearman's Correlation
. Coofficiont 0,54 0,27 0,80 0,011
Sig. (1- 0,174 0,347 0,089 0,432
tailed)
N 300 222 284 235
Descriptive
Statisties  N(ALL/> 550,555 300/222 284 /235 2847235
10 yrs)
Mean
(ALL/>10 19,38/23,61 90,56 /90,53 21,38 /24,02 92,21/92,51
yI8)
Std. Dev. (ALL/ >yr1£ 12,43 /11,78 17,30 /16,20 12,43 /11,97 15,88 /14,15

* Franchise experience in years. ~ ** Degree of franchising A = FU/(FU+CU)

1> The central word of this quote is “appropriate”. Thus the authors presume that there is
some value to be gained by integrating formerly franchisee owned units. This supports
our results from above that company-owned units generally provide a higher return on
investment to the franchisor than franchised outlets do.

1 The strongly decreasing means of outlets were for the 1% quantile (1-100): 2981, the 2™
quantile (101-200): 267 and for the 30 quantile (201-300): 171.
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Three out of four tests revealed a slightly inverse relation between the firm’s ex-
perience (FRANAGE) and the degree of franchising (LAMD), though strength
decreased for the older-than-10-year fractions. Neither analysis however found the
results to be significant on a confidence level of 5% or less. The sample therefore
does not allow asserting the existence of a trend of converting franchisees into
company-owned units.

Other studies of Lafontaine and Kaufmann (1994), Lafontaine and Shaw (1999)
and Pénard et al. (2002) using much larger samples, were also not able to find em-
pirical evidence for ownership redirection tendencies. Only recently, Dant and
Kaufmann (2003, 63) presented data on 152 US-chains claiming “although fran-
chisors value the benefits of the mix of ownership types and do maintain that mix
over time, there is some evidence of a greater tendency to permanently convert ex-
isting franchised outlets to company-owned outlets as fast food systems mature
and gain greater access to resources”. We fully agree with the authors that ‘ten-
dency’ sounds plausible for reasons of profit maximization to franchisors with a
strong emphasis on franchising activities. But — and that is the issue of ownership
redirection — there is no empirical evidence that franchisors are permanently and
fully converting their franchisees to company-owned units. As of the data pre-
sented, there is no significant relation between the degree of franchising and the
length of franchise experience. Both H3A and H3B are therefore rejected. Despite
a superiority of company over franchise operations concerning franchisor profit
there is no indication for moving organizational structure into either one of the ex-
tremes. Chains are rather keeping it stable in the “swollen middle” of plural forms.

4 Conclusions and Discussion

Researchers of organization science remain puzzled by the heterogeneity in organ-
izational structuring that they encounter when looking at matured franchise chains.
Plural forms have long been viewed as unstable and transitory phenomena, being
finally dissolved in either one extreme of market (franchising) or hierarchy (com-
pany ownership). We have attempted to investigate whether and why such a mov-
ing to the extremes does not take place in reality. We applied an analogy of corpo-
rate governance and capital structure theory, stating that in a world other than the
ideal of the Modigliani/Miller model, structure impacts the valuation of a firm or a
project. Applying the logic of Hennart, we then hypothesized that exchanging
franchising for company-owned operations (or vice versa) resolves in a non-linear
relationship of net benefits — perhaps for the reason of cost reduction or revenue
increase or a combination of both. Within the limits of the gathered data, we have
further demonstrated that major franchise chains extract a higher operating income
and return on investment per unit out of their company-owned operations com-
pared to their franchised ones. To our surprise, some chains suffered losses per
unit from their franchise activities. The analysis of the IFA data supported these
findings by demonstrating that plural chains realized negative profits from franchise
activities, but offset these losses with highly profitable company-owned outlets.
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Compared with the income of pure franchise chains, the plural arrangement
proved to be almost three times as profitable — although the fair integration of
capital costs did slightly alter, but not change this result. With this in mind — com-
pany operations are more beneficial for maximizing a franchisor’s profit and plu-
rally organized chains outperform purely structured competitors — we finally
tested the thesis of ownership redirection on a sample of 300 franchise chains, but
found no significant supportive results.

There are several conclusions to be drawn from these findings: First of all, in re-
gard to the capital structuring analogy and in contrast to what Modigliani and Miller
suggest, in the world of franchising, chain structure matters. As franchisors replace
franchise units with company-owned ones, they improve their firm’s profit situation.
Second, this increase in benefit — financially and non-financially — seems to follow
an inverse u-shape distribution, as otherwise evidence of ownership redirection
would be significant.'” Thus the ultimate substitution of franchise business appears
to be detrimental to the chain. More generally, this point is brought up by Bradach
(1997, 298) formulating that “each structure has strengths and weaknesses, and if an
organization can use each to leverage the strengths and ameliorate the weaknesses of
the other, then overall organization will be stronger than if either structure operates
alone”. As we have shown in this paper, generating franchisor profit seems to be a
major strength of company operations and not one of franchising. By plurally orga-
nizing a formerly purely franchised system, a franchisor increases chain profit.
While doing this, he gradually reduces the franchisee’s influence and simultaneously
gives up on multiple strengths of the franchising arm (e.g. franchising being an im-
portant source of acquiring resources like managerial talent and capital, cultivating
entrepreneurial spirit and enhancing intra-firm innovation) — a move that we hy-
pothesize to result in a net loss for the franchisor from some point on. This being the
case we further conclude that there should exist some ratio A* just like a* in capital
structuring theory, at which the franchisor will have optimized the combination of
strengths and weaknesses of both forms.

So how about John Hooker’s ‘name of the game’? As we have explained, he is
right in so far as company units are important sources for franchisor profit. Pure
franchise chains, disregarding this function, operate knowingly below their poten-
tial profit maximum and could win by emphasizing company operations. As in fi-
nance theory the optimal a* depends on firm specific characteristics, A* will be
individual for each chain and can hardly be determined from outside. Franchisors
will first have to identify the strengths and weaknesses of both forms in regard to
their firm specific characteristics.'® Then they will need to balance them realisti-
cally against each other in accordance to their firm specific business strategy.

7 Note that the studies named in section 2.3 suggest such a mountain to be skewed towards
the franchising part of the curve.

'8 See Ehrmann and Spranger (2005b) for a more detailed view on characteristics that may
even call for a wholly company-owned or a purely franchised structure. In short, the
choice of organizational form is influenced by the individual total of net hybrid form
benefits and net plural form synergies of each system.
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Although we lack the proof that too much company-ownership causes detri-
mental effects to profitability, empirical evidence suggests that successful fran-
chise systems rather remain plurally organized than becoming wholly-owned
chains. Thus Hooker is wrong when postulating full ownership to be the desirable
option for today’s franchisors. As we have demonstrated, the name of the game is
neither owning the stores yourself nor going the franchising-only route. There is
much more evidence that the name of the game is the plural form.
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Existence of the Plural Form Within
Franchised Networks: Some Early Results
from the US and French Markets

Rozenn Perrigot’ and Gérard Cliquet’

Abstract. The plural form has been the subject of a considerable body of research
since Bradach developed his model (1998). Most of this work was done in North
American, Australian, or European countries. The purpose was mainly to assess
the degree of plural form within franchised networks using economic, environ-
mental, organizational, or marketing variables. In the present paper, the focus is
not on plural form in only one particular market but instead on a comparison of
the extent of the plural form within US and French networks. The main finding is
that the rate of company-owned units is significantly higher in France (36.09%)
than in the United States (9.45%). This can be explained through the differences in
the territory area, and also managerial and strategic differences in the way retail
and service networks are run in the two countries. Differences in the extent of plu-
ral form are also explored according to the retailing or services orientation of the
networks. Finally, some determinants of the extent of plural form are highlighted.

Keywords. Franchising, plural form, multi-countries analysis, France, USA

1 Introduction

In franchising research, plural form is a recent concept, first announced by Brad-
ach and Eccles (1989), then highlighted in several research papers (e.g. Lafontaine
and Kaufmann 1994; Lafontaine and Shaw 1999a). ‘Plural form’ simply refers to
the coexistence of franchised units and company-owned units within a same chain.
The concept of plural form was clearly defined by the Bradach model (1998). The
model is actually based on meeting four challenges related to: 1) spatial expan-
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sion, 2) concept uniformity maintenance 3) reaction against competition, and 4)
service and/or retail concept evolution.

Many researchers have tried to focus on various aspects and/or applications of
the concept of plural form and of this model. It was first defined to accompany
exploratory research into US restaurants (Bradach 1997). Other papers have en-
hanced the advantages and drawbacks of plural form networks in the hotel indus-
try, the bakery sector or retail cosmetics in France (Cliquet 2000), or have com-
pared plural forms or tapered integration (Bradach and Eccles 1989) with other
theoretical approaches, such as signalling theory and resource-based theory (Dant
and Kaufmann 2003), property right and transaction cost theories (Windsperger
2004a; 2004b), or the theory of incentives and the agency theory (Chaudey and
Fadario 2004). Some have focused on particular elements of the model, such as
innovation (Lewin-Solomons 1999; Cliquet and Nguyen 2004), the organizational
learning process (Sorensen and Serensen 2001), or the royalty rate (Pénard, Ray-
naud, and Saussier 2003). Ehrmann and Spranger (2004) examined cost reduction,
quality enhancement, growth stimulation, and optimized risk control.

Though this research was developed in a variety of countries (Australia, Aus-
tria, France, Germany, Spain, and mainly in the United States), as far as it is
known there has been no attempt to compare the situation across countries. The
contribution of the present paper, as far as the theoretical perspective is concerned,
deals with the fact that it is only through such cross-cultural empirical investiga-
tion that a genuine sense of the generalizability of the theories and their boundary
conditions can be found. As far as the managerial implications are concerned,
franchisors must adapt to local cultural imperatives and business practices if they
are to succeed cross-culturally. Such comparative analyses alert the managers to
the cross-cultural idiosyncrasies.

This paper aims to compare the degree of plural form, or plurality, as measured
by the rate of company-owned units in franchise networks, between the United
States and France. The first purpose of the empirical research developed in the
second part of this paper, is therefore to compare the implementation of plural
form within the US and French retail and service networks. Do the US and French
franchisors tend to mix franchising and company arrangement in a similar man-
ner? If not, which kinds of network and/or market features could help to explain
these differences? The second purpose of this paper is an attempt to underline the
main trends in the existence of plural form. Are there, for example, any significant
differences between retail and service networks? In this paper, some explanatory
variables of the plural form will be identified. Recent data concerning nearly one
thousand US and French networks are used in the empirical analysis.

The paper is organized as follows. In the next section, the main approaches
used to explore the plural form within franchised networks are presented. Then, in
section 3, the research design, and more specifically data, variables and methodol-
ogy, are detailed. Section 4 depicts the main results of the comparative analysis of
the US and French networks. Finally, the results are discussed in section 5.



Existence of the Plural Form Within Franchised Networks 53

2 Literature Review

The plural form concept has been studied in detail for about a decade, albeit often
in an exploratory manner. Four important models can be identified:

e econometric models, drawn from economic research,
e channel management models, from accounting data,
e models of rupture in the franchise process,

e models founded on spatial considerations drawn from management sci-
ences, or management and marketing, or even geography.

The first models rely on regression analyses and econometric techniques using da-
tabases. These are purely statistical studies which aim to test hypotheses estab-
lished from theories such as agency theory (Shane 1998a), or founded on the study
of certain concepts such as the importance of the brand name (Lafontaine and
Shaw 2005), or the elements of the marketing mix such as price (Lafontaine 1998)
or advertising (Michael 1999). The dependant variable is usually the proportion of
company-owned units or PCO. They are the global models of store network study.
The second category of models was initiated by Kaufmann, Gordon and Owers
(2000) and relies on the notions of accounting and economic value. The third
manner of modeling the plurality of forms uses the study of ruptures in the fran-
chise process (Frazer 2001). The recent nature of these two latter categories does
not allow in-depth development as only one model has been developed in each.
Finally, the fourth kind of model examines particular aspects of the management
of store networks: innovation (Sorenson and Sérenson 2001) and location (Ghosh
and Craig 1991).

This section is split into two parts: the first describes the econometric models
and the second deals with the three other kinds of models.

2.1 Econometric Models

Most of the econometric studies linked to the plural form so far have been carried
out in the United States. Many have led to non-significant connections. This is the
case in works based on networks belonging to ten sectors of activity over ten
years, which show that only franchisee sales by establishment explain the percent-
age of company-owned units (Wade, O’Hara and Musgrave 1990). This tends to
indicate that it would be of interest to the franchisor to internalize and therefore
increase the percentage of company-owned units because his/her return rate would
be lower than that of his/her franchisees. This might explain the behavior of cer-
tain franchisors who own the large establishments and leave the smaller ones to
the franchisees. Research papers on the level of salaries tend to confirm this ten-
dency insofar as the salaries of employees in company-owned units are higher and
increase more rapidly than their counterparts in franchises (Krueger 1991). More
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recent studies have shown that the proportion of franchises in the retail trade is
positively related to size and geographic expansion and negatively associated with
the rate of growth and the level of investment (Alon 2001).

In fact, modeling studies connected to the relative proportion of franchisee ac-
tivity compared to that of company-owned started in the mid-1980s. At this time,
based on a rather simplistic first model (O’Hara and Thomas 1986), Thomas,
O’Hara and Musgrave (1990) developed a model with a dependent variable as a
ratio between franchisor sales by unit and the total sales by unit of the franchise.
The explanatory variables are the degree of vertical integration, measuring the re-
lationship between the number of company-owned units and the total number of
units, the rate of conversion, or the relationship between moving into franchise
and the total number of ownership changes, the rate of re-purchase, or the rela-
tionship between the number of units re-purchases by the operator and the total
number of ownership changes. There is also a dummy variable measuring the dif-
ference of investment, equal to 1 if the median investment of the franchised units
is higher than that of the company-owned units, equal to 0 if not. The main result
of the model, developed for 10 sectors of activity over 10 years, is that, when there
are too many company-owned units, losses are incurred. This invalidates the own-
ership redirection argument according to which one repurchases the franchises in
the maturity stage (Oxenfeldt and Kelly 1968-69). The authors also tested a verti-
cal integration model with a dependent variable measured by the degree of vertical
integration, measuring the relationship between the number of company-owned
units and the total number of units. The explanatory variables are: intra-system
sales by franchised units (total of franchisor sales to franchisees divided by the
number of franchised units), sales by franchised units, and the same dummy vari-
able as above. Only the franchised unit sales are significant and positive concern-
ing the degree of vertical integration. This means the success of franchisees en-
courages operators to own units, hence the development of plural form networks.

However, in the end, these models are less than explanatory in a more manage-
rial arena. It is therefore necessary to examine other models. Three categories of
models will be studied in more detail. The first also deals with the proportion of
franchises/company-owned units, but with more variables. The second concerns
the agency theory and the third examines the connection between certain elements
of the marketing mix.

Brown (1998), Lafontaine (1992) and Lafontaine and Shaw (1999a; 2005)
have published econometric work concerning the plurality of store networks.
The first article is based on transaction cost theory. The last two deal with the
impact of different environmental and organizational variables on the proportion
of franchises/company-owned units within plural form networks. Using multi-
sector data, Lafontaine (1992) showed that the proportion of franchises rises
with the geographic dispersion, the rate of growth and the age of the network.
She also explores, in the same article, the determinants of the rate of re-purchase
in the franchise contracts. She noticed that the econometric estimations explain
the proportion of franchised units better than the terms of the franchise con-
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tracts. However, this proportion decreases with the average sales and the capital
invested per store.

Using transaction cost theory, Brown (1998) showed that the firm tends toward a
long-term equilibrium between the proportions of franchised units and company-
owned units. In fact, it uses a more efficient system of internal promotion in order to
motivate employees and leaves it up to the franchisees to motivate their employees,
who would be inevitably disadvantaged with contracts founded on performance.
These kinds of contracts would imply high monitoring costs for the operator.

Lafontaine and Shaw (2005) used a sample of more than 4,800 North American
store networks from 1980 to 1997. For each network, it was possible to know the
creation date, its number of years of franchising experience and its domain of ac-
tivity. Furthermore, for each year, the authors knew the number of company-
owned units versus the number of franchises, the rate of repurchasing and the up-
front fees. Using these data, it is noticed that after eight years of franchise experi-
ence, the networks keep a stable level of PCO: after declining in the first few
years, the PCO is on average between 10 and 20%. This stability is found regard-
less of the sector, the network size or the rate of growth. However, large differ-
ences exist from one firm to another or from one sector to another in respect to the
target of managerial control. The target PCO in the restaurant industry is around
20%, which is far higher than that of construction and maintenance services (5%)
or for car repair (10%). Moreover, networks offering services have a higher pro-
portion of franchises than retail networks. Lafontaine and Shaw (2005) also show
that the PCO increases with the worth or quality of the brand name.

Studies by Spanish researchers are currently underway in order to shed light on
the existing relationships between the rate of franchised units, network size, brand
recognition and sector popularity (Lopez and Gonzalez-Busto 2001). It emerges
from this research that, when faced with the simultaneous development of brand
recognition and sector popularity, the number of franchisees increases, albeit to
the detriment of the PCO. This imbalance tends to undermine concept control and
therefore risks affecting the image of the brand. This had already been pointed out
in a previous exploratory study (Cliquet 2000). The necessity of counterbalancing
this disproportion of franchised units makes necesssary the opening of new com-
pany-owned units, which in turn increases the degree of integration, in order to
preserve the uniformity of the network (Bradach 1998). Furthermore, a virtuous
cycle is created between the degree of integration of the network, the brand recog-
nition, network sales, franchisor profits and the number of company-owned units
(Lopez and Gonzalez-Busto 2001). The opening of company-owned units has a
positive effect on brand recognition and concept uniformity, which in turn affects
sales. These relationships are studied using data from 5,000 American and Cana-
dian networks, established from 1980 to 1997, taken from the works of Lafontaine
and Shaw (1999b) and compared with data collected in Spain. This research at-
tempts to model the rate of company-owned units (or franchised units) while tak-
ing the first two of Bradach’s (1998) challenges, adding new units and maintain-
ing uniformity across units, into account. The pattern studied can be summarized
as follows:
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| Speed of the franchise development of the network |

v

| Notoriety of the brand |

v

| Attraction of new franchisees |

v

| Loss of image of the brand |

v

|Opening of company-owned units maintaining conformity across unid

| Improvement of brand image |

| Attraction of new franchisees |

v

| Rapid development |

| Etc. |

Fig. 1. Plural form construction model from Lopez and Gonzalez-Busto (2001)

This reasoning applies to developing networks. The introduction of the two other
challenges, local responsiveness and system-wide adaptation, would require more
mature networks to take at least two other supplementary concepts into account:
the incentives that a franchise system can provide, concerning responsiveness, and
a true brand management for the adaptation. Actually, the responsiveness can also
concern the development phase (as well as the maturity phase), and only the chal-
lenge associated with system-wide adaptation more closely concerns the mature
networks. While incentives favor the maintaining of a rather high rate of fran-
chised units, the restrictions of an acceptable growth of return require the operator
to develop company-owned units, either by opening new stores or repurchasing
franchised ones. The necessity of a brand management imposes the plurality of
status for, while the company-owned units favor uniformity, the franchises allow
for better local responsiveness and often allow a company to take advantage of
numerous and simultaneous opportunities. The thinking developed from the works
of Lopez and Gonzalez-Busto (2001) also leads up to the idea of a stabilization of
the PCO.

Controlling the effects due to sector, size and age, Shane (1998a) proved that
young franchise networks are more likely to survive if they are structured to save
on agency costs. Through interest in plural form networks, Shane (1998b) used an
analysis of multiple regression on a database of American franchisors from 1991
to 1994 to show that the characteristics of the franchisors have curvilinear effects
on the distribution of franchised and company-owned units within the plural form
networks, while the agency theory hitherto confirms that these effects are linear
(Lafontaine 1991; Lafontaine and Kaufmann 1994). These characteristics involve
geographic dispersion, royalty rates, network growth rate, network size, entry fees
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and initial investment amount. These characteristics represent the explanatory
variables of the model using the proportion of franchised units (1 — PCO)) as a de-
pendent variable.

Recent studies have concentrated more closely on certain elements of the mar-
keting mix of store networks such as price or advertising. Lafontaine (1998) stud-
ied price dispersion in the fast food networks of two American cities: Detroit and
Pittsburgh. Testing hypotheses and using the Tobit model, the author showed that
the network operators do not look for price uniformity even in company-owned
units, that plural form networks have the highest degree of dispersion but that the
price dispersion is higher in a pure franchised network than in a pure company-
owned network. The results also suggest that fast food network operators lose the
control of their pricing system to a greater extent when the network is franchised
than when it is company-owned. Finally, a positive relationship between royalty
rates and price dispersion is brought to the forefront.

In an article published in 1999, Michael asked a very operational question: Do
franchise networks do enough advertising? In order to answer this question, the
author used a multiple regression analysis based on data from two sectors: the res-
taurant industry and the hotel industry, while controlling variables such as network
size, life cycle phase, geographic dispersion, market segment, alcohol sales, re-
sources availability and quality. This last variable does not affect the results, de-
spite the cost generated in ensuring it. It emerges from this that advertising costs
decrease with the rate of franchised units. This tends to show the existence of op-
portunistic behavior from both the franchisors and the franchisees within a
strongly franchised network. The author therefore advised, in franchised networks,
the use of tools other than advertising to assure a differentiation and a competitive
advantage. He proposed to found the marketing strategy of such networks more on
the franchisees’ energy and knowledge of the local market and on organizational
learning, as Bradach (1997) and Sorenson and Serensen (2001) also pointed out.

2.2 Other Models

Concerning channel management models from accounting data, Kaufmann,
Gordon and Owers (2000) developed a model based on the hypothesis that certain
operators seek to maximize the (long-term) economic value of their firm, while
others prefer to maximize the accounting value and thus the net revenue. The
“maximizers” of accounting value, solely interested in the efficiency of capital,
will be more likely to opt for company-owned management, while the “maximiz-
ers” of economic value, conscious of the impact of the agency costs, will tend to
lean towards franchise. The “maximizers” of accounting value are able to become
“maximizers” of economic value by franchising their units after having bought
them back: this was the memorable change in the strategy of PepsiCo which de-
cided to franchise its Pizza Hut units in the 1990s after having bought them back
in the 1980s (Rudnitsky 1995).
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Frazer (2001) proposed a model to explain the rupture of the franchise process.
Two reasons were advanced: the lack of franchisor support and the life cycle phase
of the network. The implementation of a structural equations model, using the
AMOS model, attempted to link these two variables with the rupture and the two
following principal forms: conflict and company-owned conversion (or even re-
selling or closure, even if these solutions are to be avoided in order not to compro-
mise the public image of the trade name). The results, obtained in the Australian
context, showed that the lack of franchisor support was not a significant reason for
rupture. However, the life cycle phase is a significant reason for the rupture of the
franchise process and especially at the end of the network development phase.

Marketing variables were used to explain the PCO: the rigidity of the marketing
concept, the marketing concept improvement and/or innovation, the territory cov-
erage, and the existence of services in the definition of the concept (Cliquet, Pé-
nard, and Saussier 2002). Spatial variables were developed as well but mainly for
strictly franchised networks (Ghosh and Craig 1991; Kaufmann and Rangan 1990;
Kaufmann, Donthu, and Brooks 2000).

All the research papers mentioned above underline the advantages of mixing
both franchising and company arrangement within the same network. Indeed, the
plural form seems to enhance synergies and contributes to an increase in the net-
work’s performance. The empirical studies have always focused on a particular
market, mainly the United States or France, but also Australia, Austria, Germany,
or Spain. However, there has not been any comparison of the managerial practices
of these countries when the plural form is used by the franchisors.

The first purpose of the empirical research developed in the second part of this
paper then is to compare the implementation of plural form within the US and
French networks. Do the US and French franchisors tend to mix franchising and
company arrangement in the same manner? If not, which kinds of network and/or
market features could help to explain these differences?

The second purpose of this paper is to try to identify the main features in the
existence of plural form. Are there any significant differences between retail and
service networks? Some explanatory variables of this plural form are highlighted.
The degree of plural form is measured by the PCO as was done in most of the pre-
vious research papers. Recent data concerning about one thousand US and French
networks are used.

3 Research Design

3.1 Data

Two countries are chosen to compare the existence of the plural form within the
networks: the United States and France. In these two countries many service and re-
tail companies widely use franchising to develop their business. For instance, there
are 1,500 franchised networks and 760,000 franchisees in the United States, whereas
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765 networks and 34,745 franchisees can be found in France (World Franchise
Council statistics, 2004). These two countries are very different in terms of area: 9.6
million km? for the US territory and 551.5 thousand km? for the French territory.

US data were recorded from the Entrepreneur’s 25 Annual Franchise 500®
ranking (2004). The information are for the year 2003. The French data were re-
corded from the 2004 franchising directory published by the French Federation of
Franchising. The information are therefore for the year 2003 as well.

Of course, these secondary data sources present some limitations. The first one
deals with the non-exhaustive aspect of such directories. Indeed, the published
data are based on franchisors responding to the surveys. It is impossible to esti-
mate response rates associated with these two national surveys confidently. The
second limitation concerns the over-representation of networks in the development
phase. They publish their data in order to attract potential franchisees. Despite
these limitations, these databases remain the best secondary sources of data in
France and the US.

Descriptive statistics for the main variables (except plural form ones which
are presented in the next section) are displayed in Table 1. In summary, French
networks:

e are older, smaller and less international than the US networks;

e require an average total investment, an average franchising fee, an average
ongoing royalty fee, a net worth and cash liquidity inferior to those re-
quired by the US networks;

o are characterized by a term of agreement which is shorter than that for the
US networks.

3.2 Variables

The main purpose of this paper is the comparison of the existence of the plural
form within the US and French franchised networks. This plural form was opera-
tionalized using several indicators as follows:

e Plural form 1 corresponds to the PCO within the network in the domestic
market. It varies between 0%, i.e. the network is purely franchised, to
100%, i.e. the network is purely company-owned.

e A first categorization of the plural form, named Code 1, was built as indi-
cated in Table 2.

e Plural form 2, coded from 0% to 50%, corresponds to:

— the PCO if'it is lower than or equal to 50%,
— 100% - the PCO if it is higher than 50%,

in the respective domestic market.
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Table 1. Descriptive Statistics for the Main Features of the French and US Networks

Country N  Mean Standard Deviation
Year company started France 109 1975 25.57
USA 471 1974 92.45
Year franchising started*** France 453 1990 13.73
USA 471 1986 11.91
Experience before franchising France 110 29.54 188.38
USA 471 11.64 92.25
Franchised network age France 456 27.50 161.60
USA 471 18.46 11.91
Number of franchised units*** France 453 57.43 115.74
USA 469  479.94 1,275.11
Number of company-owned units** France 454 26.77 56.85
USA 469 76.52 493.54
Network size in the domestic market***  France 457 83.52 135.73
USA 471  554.10 1,551.86
Total network size*** France 457  140.20 585.67
USA 471  762.46 2,558.68
Internationalization®** France 456 0.48 0.50
USA 471 0.69 0.46
Average total investment (in K€)*** France 371 217.57 456.27
USA 471 62591 2,714.71
Average franchising fee (in K€)*** France 457 12.06 11.97
USA 471 28.66 29.63
Average ongoing royalty fee (in %)***  France = 341 4.10 4.03
USA 471 4.88 3.07
Term of agreement (in years)*** France 428 5.79 2.38
USA 434 11.41 5.18
Net worth requirement (in K€)** France 371 217.57 456.27
USA 319  301.68 396.06
Cash liquidity requirement (in K€) France 290 86.98 103.53
USA 381 102.40 140.21

Notes:

*** indicates the significance at the 0.01 level for the t-test and the Levene statistics

** indicates the significance at the 0.05 level for the t-test and the Levene statistics
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Table 2. First Categorization of the Plural Form

Plural form 1 Code 1
0% - 10%
10% - 20%
20% - 30%
30% - 40%
40% - 50%
50% - 60%
60% - 70%
70% - 80%
80% - 90%
90% - 100%
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Table 3. Second Categorization of the Plural Form

Plural form 2 Code 2
0% - 10%

10% - 20%
20% - 30%
30% - 40%
40% - 50%

[ Y S R

Therefore, if Plural form 2 is equal to 0% then the network is either
purely franchised or purely company-owned. And, if plural form 2 is equal
to 50% then the network is considered as a plural form network.

Whereas the variable Plural form 1 enables to distinguish at least three
kinds of networks: plural form, predominantly franchised and predomi-
nantly company-owned ones, this variable, Plural form 2, only opposes the
plural form networks to the other ones whatever the form that predominates
in these networks. These two variables, Plural form 1 and Plural form 2,
can be considered as complementary.

e A second categorization of the plural form, named Code 2, was built as in-
dicated in Table 3.

3.3 Methodology

Descriptive statistics were used in this paper to compare the existence of the plural
form according to the market: US vs. French, and to the sector: retailing vs. ser-
vices. In order to test if the differences were significant or not, t-test and Levene
statistics were implemented. Furthermore, regressions are used to underline the
determinants of the existence of the plural form.
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4 Results

4.1 Plural Form: France Versus the United States

According to the t-test and the Levene statistics, whose results are displayed in
Table 4, the existence of the plural form significantly differs between the US net-
works and the French networks. Indeed, the plural rate coded from 0% to 100%,
Plural form 1, is significantly higher within the French networks (36.09%) than
within the US networks (9.45%). Similarly, the plural rate coded from 0% to 50%,
Plural form 2, is significantly higher within the French networks (17.85%) than
within the US networks (6.88%). Clearly plural form is more widely used in the
French franchising market than in the US one.

Table 4. Plural Form in the French and the US Networks

France USA

N 443 467
Plural form 1 *** 36.09 9.45
(Standard Deviation) (33,32)  (18.80)
Plural form 2 *** 17.85 6.88
(Standard Deviation) (16.37)  (11.74)

Note: *** indicates the significance at the 0.01 level for the t-test and the Levene statistics

Table 5. Distribution of the Existence of the Plural Form in the French and US Franchising
Industries

France USA France USA

N 443 467 N 443 467
Code 1 1 32.7% 77.9 % | Code 2 1 42.70 % 78.8 %

2 12,0 % 7.7 % 2 18.1 % 8.6 %

3 72 % 3.0% 3 12.6 % 4.1 %

4 8.1% 34 % 4 13.8 % 5.6 %

5 7.4 % 1.9% 5 12.9 % 3.0%

6 6.3 % 1.3%

7 5.0% 1.9%

8 54 % 1.1%

9 6.1 % 0.9 %

10 9.7 % 0.9 %

Table 5 and figure 2 illustrate the distribution of the existence of the plural form in
the US and French franchising industries. The two categorizations described in the
methodology section were used. The same comments can be drawn: most of the
US franchisors (in fact, more than 75% of them) focus on franchising to develop
and manage their networks.
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Fig. 2. Distribution of the Existence of the Plural Form in the French and US Franchising In-
dustries

4.2 Plural Form: Retailing Versus Services

According to the t-test and the Levene statistics, whose results are displayed in
Table 6, the existence of the plural form differs according to whether the network
belongs to the retailing or the service sector. In France, plural form is more used in
retail networks than in service ones, and this difference is significant. In the
United States, the same tendency is identifiable but the difference is less important
in value and is not significant. To sum up, plural form is more broadly used in the
retail sector than in the service sector.

4.3 Plural Form: Retailing Versus Services

According to the t-test and the Levene statistics, whose results are displayed in
Table 6, the existence of the plural form differs according to whether the network
belongs to the retailing or the service sector. In France, plural form is more used in
retail networks than in service ones, and this difference is significant. In the United
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States, the same tendency is identifiable but the difference is less important in
value and is not significant. To sum up, plural form is more broadly used in the re-
tail sector than in the service sector.

Table 6. Plural Form: Retailing vs. Services

France USA

Sector N Mean Standard deviation N Mean Standard deviation

Plural form 1 Retailing 174 44.80 3289 71 12.26 21.72
Services 269 30.45 32.42 396 8.95 18.22
Plural form 2 Retailing 174 21.14 16.48 71 7.88 10.82
Services 269 15.72 15.97 396 6.70 11.90

Table 7. Plural Form: A Modelling Attempt

France USA
Coef Standard Sig  Coef Standard Sig
error error

(constant) 28.472 7.397  .000 6.845 3.561 .056
Network age .180 177 310 -318 .095 .001
Network size in the domestic -1.600E-02  .021 456  -6.545E-05 .001 936
market
Average total investment in 4.995E-03 .002 .023
K$ or K€
Average franchising fee in =~ -.940 .249 .000 -4.907E-02 .053 356
K$ or K€
Average ongoing royalty fee -.259 611 672 567 365 121
in %
Term of agreement in years 2.445 1.281 .058 8.833E-02 .232 704
Net worth requirement in K§ 4.888E-03 011 .651  1.566E-02 .008 .040
or K€
Cash liquidity requirement in 8.367E-02  .042 .050 6.437E-03 .019 738
K$ or K€
R? 0.107 0.217
F 3.602 9.862

Sig 0.001 0.000
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4.4 Plural Form: A Modelling Attempt

Regression models were used to underline the determinants of the existence of the
plural form. The results are depicted in Table 7. The explanatory power of the model
is not satisfactory (R?>=0.107 for the French market, R? = 0.217 for the US market).

As far as the French networks are concerned, it can be noticed that the average
franchising fee is a significant (at the level 0.01) and negative determinant of plu-
ral form 1, the term of agreement is a significant (at the level 0.10) and positive
determinant of plural form 1, and the cash liquidity requirement is a significant (at
the level 0.05) and positive determinant of plural form 1.

As far as the US networks are concerned, the network age is a significant (at
the level 0.01) and negative determinant of plural form 1, the average total in-
vestment is a significant (at the level 0.05) and positive determinant of plural form
1, and the net worth requirement is a significant (at the level 0.05) and positive de-
terminant of plural form 1. These results confirm those of previous research works
described in the first part of this paper.

In conclusion, the determinants of the plural form are not the same in the US
and the French networks.

5 Discussion

5.1 Summary of the Results

This paper has highlighted some important differences in the existence of plural
form that could be explored further in future research:

e Plural form is more broadly used in France than in the US, maybe due to
the difference in the territory area or for tax or social cost reasons.

e Plural form is more broadly used in the retail sector than in the service sec-
tor, perhaps due to the greater involvement of the franchisees towards their
customers in their unit. This personal involvement is very important in ser-
vice activities such as restaurants, hotels, hairdressers, etc.

e The determinants of the plural form seem to vary according to the market.
More research is needed to highlight the main determinants of this plural
form arrangement.

5.2 Research Implications

The findings concerning the differences in the existence of the plural form be-
tween France and the United States reinforce the insights of the agency theory and
specifically the monitoring costs. Indeed, it will be easier to monitor the managers
of the company-owned units in a small country such as France than in a large
country such as the United States. Agency theory is therefore useful to understand
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the focus on franchising to manage the units in a large country such as the United
States. Another explanation may have its origins in cultural differences. Indeed,
there is an important centralization of power within the French businesses com-
pared to the US case. Moreover, a French entrepreneur has to manage at least one
unit for at least a year as a legal obligation, and a French franchisor has to be able
to run three units over two years, or two units over three years if he/she wants to
meet the French (and now European) deontology code requirements.

The methodological contribution of this paper mainly deals with the compari-
son of two different franchising markets. Indeed, previous papers on plural form
were one-country studies. For instance, Bradach (1997; 1998) or Lafontaine and
Shaw (1999a, 2005) focused on the US market whereas Cliquet (2000), Lopez and
Gonzales-Busto (2001), Windsperger (2004) or Ehrmann and Spranger (2004) in-
vestigated European markets and Frazer (2001) the Australian market. Here two
different franchising markets: France and the United States are compared. It ap-
pears that comparative studies are meaningful, particularly because of the network
internationalization, in order to develop the literature on franchising.

As far as the managerial implications are concerned, this paper has emphasised
the link between the existence of the plural form within the franchised networks
and the territory area. Indeed, plural form is more widely used in a small country
such as France whereas it is less used in large countries such as the US. This link
highlights the need for the franchisor to consider the geographical distance in the
development of his/her network. Indeed, the existence of the plural form varies
according to the market in which the franchisor wants to develop his/her network.
This question will not only interest the new franchisors who develop their net-
works in the domestic market but also all the franchisors who expand their net-
works at the international level. Even though new technologies such as Intranet
and Internet favor communication within the networks, franchisors must not forget
that geographical distance between headquarters and the franchised units will lead
to human and control problems.

Moreover, the franchisors must adapt their PCO to the sector in which they
work. It seems easier to manage a plural form network with a low PCO, which
means more company-owned units within the retail sector, whereas more fran-
chised units seems to facilitate management in the service sector. In this sector the
role of the franchisees is more important because they do not sell a standardized
product to their customers but offer them a service that is often personalized.
However, the presence of company-owned units enables better control over the
concept uniformity.

5.3 Research Limitations and Perspectives

A first limitation of this paper is linked with the empirical study. Indeed, only two
countries were investigated: the United States and France to explore the existence
of the plural form. In the next step of this research other countries such as Brazil,
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China, India, Great Britain, Spain, etc. will be integrated. International franchising
is still in the construction phase.

A second limitation of this research concerns the methodology. Descriptive sta-
tistics were mainly used. If the empirical study were to focus on several countries,
as suggested above, it would be relevant to use more regression models in order to
test the influence of the territory area and other variables on the existence of the
plural form within the franchised networks quantitatively. Some other factors
linked with the national entrepreneurial activity could be also considered.
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The Governance Structure of Franchising
Firms: A Property Rights Approach
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Abstract. Previous studies in franchising research do not explain the governance
structure of franchising firms as an institutional entity that consists of two interre-
lated parts: Allocation of residual decision rights and transfer of ownership rights.
This paper fills this gap in the literature. According to the property rights view,
decision rights have to be allocated according to the distribution of intangible
knowledge assets between the franchisor and franchisee and ownership rights have
to be assigned according to the residual decision rights. Since ownership rights are
diluted in franchising networks, the dilution of residual income rights of fran-
chised outlets is compensated for by setting up company-owned outlets. Accord-
ing to the property rights view, an efficient governance structure of the franchising
firm implies allocation of residual decision rights according to the distribution of
intangible assets between the franchisor and the franchisee and transfer of owner-
ship rights according to the distribution of residual decision rights. We empirically
investigate the influence of intangible knowledge assets on residual decision rights
by using a logistic and ordinal regression model and the relationship between re-
sidual decision and ownership rights by using a simultaneous equation model on a
sample of 83 firms from the Austrian franchise sector. Three hypotheses were de-
rived from the property rights approach and tested. The empirical results are gen-
erally supportive of the hypotheses.
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1 Introduction

Previous research on the institutional structure of franchising networks (Brick-
ley et al. 1991; Lutz 1995; Shane 1998; Lafontaine and Shaw 1999, 2005; Af-
fuso 2002; Penard et al. 2003a,b) does not explain the governance structure of
the franchising firm as an institutional entity that consists of two interrelated
parts: Residual decision rights and ownership rights. The latter includes not only
residual income rights of franchised outlets but also residual income rights of
franchisor-owned outlets. Previous studies primarily examines the incentive,
signalling and screening effects of fees, royalties and other contractual provi-
sions from the point of view of organizational economics (see Dnes 1996 for a
review) without taking into account the interactions between residual decision
and residual income rights as interrelated parts of the governance structure. This
paper fills this gap in the literature. According to the property rights view, deci-
sion rights should be allocated according to the distribution of intangible knowl-
edge assets between the franchisor and franchisee and ownership rights should
be assigned according to the residual decision rights. Since ownership rights are
diluted in franchising networks, the dilution of residual income rights of fran-
chised outlets is compensated by residual income rights of company-owned out-
lets. Under a dual ownership structure, company-owned outlets compensate the
disincentive effect of low royalties for the franchisor, and low royalties
strengthen the investment incentives for the franchisee. Therefore, due to the
dual incentive effects of royalties, royalties and company-owned outlets are sub-
stitutes. In this paper, first we develop a property rights view of the governance
structure of franchising firms, and second we empirically investigate the influ-
ence of intangible knowledge assets on residual decision rights by using a logis-
tic and ordinal regression model and the relationship between residual decision
rights and ownership rights (royalties and the proportion of company-owned
outlets) by using a simultaneous equation model. Three hypotheses are derived
from the property rights approach and tested in the Austrian franchise sector.
The empirical results are generally supportive of the hypotheses.

This paper is structured as follows: We start with a review of the relevant litera-
ture. Next we discuss the main propositions of the property rights approach, based
on Barzel (1989), Hart and Moore (1990) and Jensen and Meckling (1992). We
then use this property right approach to examine the governance structure of the
franchising firm. First we investigate the relationship between the characteristics
of knowledge assets and the allocation of decision rights in franchising networks.
Second we develop the property rights propositions about how to structure the re-
sidual decision and ownership rights between the franchisor and franchisee. Fi-
nally, we derive three hypotheses and empirically investigate these hypotheses in
the Austrian franchise sector.
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2 Literature Review

Although franchising has been dealt with extensively in organizational economics
and management literature, the relations between residual decision and ownership
rights in franchising firms remain largely unexplored. Most studies have focused on
the explanation of the incentive structure (fees, royalties, and other contractual re-
strictions) (for a review, see Lafontaine and Slade 2001) and the proportion of com-
pany-owned outlets (Dant et. al. 1996; Lafontaine and Shaw 2005; Dahlstrom and
Nygaard 1999; Bai and Tao 2000; Penard et al. 2003a; Affuso 2002) without inves-
tigating the governance structure as an institutional entity consisting of residual de-
cision and ownership rights. However, in the last years some authors have pointed
out that the efficiency of the franchising network can be only determined if we take
into account the interaction effects between the different contractual provisions.
Brickley (1999) presented an agency cost explanation of the complementarities be-
tween advertising and area development plans, restrictions on franchisee’s outside
activities and area development plans, and between advertising and restrictions of
outside activities. Berkovitz (2000) applies transaction cost reasoning to analyze in-
teractions between contract provisions. Furthermore, Lafontaine and Raynaud
(2002) examined complementarities between residual claimancy rights and self-
enforcement mechanisms, such as exclusive territory clauses, multi-unit ownership
guarantees, contract renewal and termination rights. Although Elango and Fried
(1997) already called for investigations addressing issues concerning decision and
ownership rights, Arrunada et al. (2001) were the first researchers in organizational
economics that explicitly analyzed the relationship between decision rights, monitor-
ing and incentive mechanisms in automobile franchise contracts. They found some
complementarities between completion and termination rights, and between moni-
toring rights and incentives in the automobile distribution. They derive the hypothe-
ses from the agency theory, self-enforcement theory, and multi-tasking theory (Klein
and Murphy 1988; Holmstrom and Milgrom 1994).

Our paper is related to a number of ideas that have appeared elsewhere in the
organizational economics literature. Wernerfelt (2002) and Brickley et al. (2003)
argue that if a person (e.g. a local manager in bank offices) has specific knowledge
that creates the residual income stream, it is important to locate residual decision
and ownership rights jointly. Another closely related paper is Aghion and Tirole
(1997) which is primarily concerned with the allocation of ‘real” and ‘formal’ au-
thority. According to Aghion and Tirole, the person with formal authority will ex-
ercise real authority if he actually has the relevant information. In addition, Stein
(2002) argues that decentralization is more likely under “soft” than under “hard”
information because “soft” information cannot be directly verified by anyone
other than the agent who produces it. Furthermore, based on Milgrom and Roberts
(1995) and Brickley et al (1996), Nagar (2002) and Demers et. al (2002) find that
the allocation of decision rights is a determinant of incentive compensation.
Moreover, Rajan and Zingales’ concept of access to critical resources is closely
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related to our view (Rajan and Zingales 1999, 2001; Zingales 2000). They argue
that power stems from control over (access to) critical assets that generate the re-
sidual income stream, but not primarily from ownership of assets — as argued by
Grossman, Hart and Moore (Grossman and Hart 1986; Hart and Moore 1990).
Hence the regulation of access (as ability to use a critical resource) refers to the
problem of allocating residual decision rights.

Starting from the research deficit that the relationship between knowledge as-
sets, residual decision rights and ownership rights in franchising networks has not
been explained yet, the objective of our paper is to develop a property rights view
of the governance structure of franchising firms. Our approach can be summarized
as follows. Knowledge assets (intangible system-specific and local market assets)
determine the allocation of residual decision rights, and the structure of residual
decision rights influences the allocation of ownership rights between the franchi-
sor and the franchisee.

3 A Property Rights View of the Governance Structure

The property rights theory starting from Alchian (1965), Demsetz (1967) and Bar-
zel (1987, 1989) tries to solve two interrelated problems: The allocation of resid-
ual decision rights as “division- of-knowledge” problem and the allocation of
ownership rights as incentive problem (Langlois 2002a, 27).

3.1 Allocation of Decision Rights

Hayek (1935) already pointed out that centralization of decision-making is only
efficient if the central planer has the knowledge that is specific in time and place.
March and Simon (1958) applied similar ideas to the design of organization. Due
to the CEO’s limited information processing capabilities organizations must dele-
gate decision making. Based on the property rights theory, Jensen and Meckling
(1992) argued that organizational efficiency requires that those with the responsi-
bility for decisions also have the knowledge valuable to those decisions. Co-
location of decision rights with knowledge can be achieved by transferring the
knowledge to the person who has the decision right or by transferring the decision
rights to the person with the knowledge. This means that knowledge transfer costs
determine the degree of centralization of decision making. Decision rights tend to
remain in the CEQ’s office when the costs of transferring knowledge to the central
office is low, and decision rights tend to be delegated to lower levels of the hierar-
chy when the firm primarily produces knowledge that is costly to transfer to the
CEO (Malone 1997).

The relevant question is which factors influence the knowledge transfer costs.
According to the property rights approach (Hart and Moore 1990; Barzel 1989)
the structure of decision rights depends on the relation between tangible (con-
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tractible) and intangible (non-contractible) knowledge assets. First, if the knowl-
edge can be codified, it is easily transferred by contract. In this case non-residual
decision rights (as decision actions) are explicitly stipulated in contracts (Demsetz
1998). This more explicit, tangible type of knowledge is akin to what Kogut and
Zander (1992, 1993, 1995) call information. Second, if the knowledge cannot be
codified due to its tacit characteristics, residual decision rights must be allocated
because it cannot be easily communicated and specified in contracts due to too
high transaction costs. Hence knowledge assets with more idiosyncratic and tacit
characteristics, that is akin to what Itami (1984) call “invisible” resources, Kogut
and Zander call know-how and von Hippel (1994) refer to “sticky” information,
have a high degree of intangibility (noncontractibility) (Contractor and Ra 2002).
Since it is difficult to specify decision actions in contracts under intangible knowl-
edge assets, the person who has the intangible knowledge assets that generates the
residual surplus should have the residual decision rights to maximize the residual
income. Consequently, given the distribution of intangible knowledge assets the
maximum resource value obtains if the decision rights are assigned to those who
are best able to use these assets. This view is compatible with Rajan and Zingales
approach that the person with access to critical assets should have the power or au-
thority (Rajan and Zingales 2001; Malone 1997; Wruck and Jensen 1994). The re-
lationship between knowledge assets and decision rights can be stated by the fol-
lowing property rights proposition: The more intangible knowledge assets one
person has relative to another person, the more important are his assets for the
generation of residual income, and the more residual decision rights should be as-
signed to that person.

3.2 Structure of Ownership Rights

Co-location of knowledge assets and decision rights is only sufficient for design-
ing an efficient organization structure if no agency problems arise. In reality, how-
ever, motivation problems result in adverse selection, moral hazard and hold-up
problems. In this situation, allocation of decision rights not only results in lower
information costs due to co-location of knowledge and decision rights but also in
additional agency costs (Jensen and Meckling 1992). To alleviate this incentive
problem, ownership rights as residual income rights should be assigned to the per-
son potentially best equipped to increase the residual income. By combining asset
ownership with the residual decision rights that create a high residual surplus,
strong incentives are generated to realize the highest value of asset usage. This is
compatible with the view of Wernerfelt (2002), Brickley et. al (2003), Nagar
(2002) and Demers (2001) that complementarity between between residual deci-
sion and ownership rights increases the residual income generating effect of deci-
sion rights. The relationship between decision and ownership rights can be stated
by the following proposition: The more residual decision rights a person has due
to his intangible knowledge assets, the more residual income rights should be
transferred to him.
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4 Explaining the Relationship Between Knowledge
Assets, Residual Decision and Ownership Rights

Now we examine the relationship between knowledge assets and decision rights
and between decision and ownership rights.

4.1 Knowledge Assets and Decision Rights

The relevant question is which knowledge assets are generated and used in fran-
chising networks and how are the decision rights allocated. The franchisor faces
the problem of maximizing the returns to his intangible system-specific assets
when they are dependent on investments in local intangible assets of the franchi-
see (Caves and Murphy 1976). Based on Hall’s view of knowledge assets (Hall
1993), the franchisor’s intangible knowledge assets refer to the system-specific
know-how and the brand name assets as reputation capital (Klein and Leffler
1981; Doyle 1990) that are characterized by a low degree of contractibility be-
cause they have an important tacit component. The system-specific know-how in-
cludes knowledge and skills in site selection, store layout, product development
and procurement (Kacker 1988). The brand name assets refer to intangible in-
vestments in system marketing and promotion as signalling device to reduce in-
formation asymmetry between the firm and the customers (Norton 1988; Gonza-
les-Diaz and Lopez 2002). The franchisee’s intangible knowledge assets refer to
the outlet-specific know-how as ‘exploration’ and ‘exploitation’ capabilities
(March 1991; Sorenson and Sorensen 2001). The first include local market knowl-
edge and innovation, and the latter include quality control, human resource man-
agement and administrative capabilities (Wicking 1995). Since the ‘exploration’
capabilities show a higher degree of tacity than the ‘exploitation’ capabilities, their
contractibility is lower.

How does the distribution of intangible knowledge assets influence the allocation
of residual decision rights in franchising networks? Generally we can differentiate
between strategic and operative decisions. Strategic decisions are primarily made by
the franchisor and operative decisions are divided between the franchisor and the
franchisee. Operative decisions include marketing decisions (price, product, promo-
tion, service), human resource decisions and procurement decisions. According to
Jensen and Meckling (1992), two ways for allocating decision rights exist: Either
knowledge must be transferred to those with the right to make decisions or decision
rights must be transferred to those who have the knowledge. This means that deci-
sion rights tend to be centralized in the franchising network when the costs of trans-
ferring knowledge to the franchisor are relatively low. This is the case when the
franchisor‘s portion of intangible knowledge assets is relatively high compared to
the franchisee. In this case he has a strong bargaining power, due to his system-
specific assets, and can easily acquire the local market knowledge of the franchisee,
due to its low degree of intangibility. On the other hand, residual decision rights
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have to be delegated to the franchisee when his local market know-how is very spe-
cific and consequently the knowledge transfer costs are very high (Malone 1997,
Brickley et al. 2003). In this case the bargaining power of the franchisee is relatively
strong due to his non-contractible local market assets. Both the franchisor and the
franchisee have to undertake specific investments to generate a high ex post surplus.
Consequently, if it is important to take advantage of franchisee’s intangible knowl-
edge assets to generate the residual income stream, he must be transferred residual
decision rights to utilize his specific knowledge.

4.2 Allocation of Residual Income Rights

The franchisor and the franchisee’s incentive to use the intangible knowledge as-
sets (system-specific and local market assets) to maximize the residual income
stream are increased when the person who has the residual decision rights also has
the residual income rights. In franchising firms residual income rights consist of
the following components: Initial fees and royalties, and the proportion of com-
pany-owned outlets.

4.2.1 |Initial Fees and Royalties

Initial fees are the remuneration for the system-specific know-how (brand name
assets) transferred to the franchisee at the beginning of the contract period (Klein
and Leffler 1981). The higher the franchisor’s intangible brand name assets at the
beginning of the contract period, the higher the rents generated by his system-
specific know-how and the higher the initial fees. In addition, the more important
the franchisor's system-specific investments are relative to the franchisee's intan-
gible investments during the contract period, the higher the fraction of residual in-
come created by him, and the higher the royalties should be (Rubin 1978; Lutz
1995). Conversely, the more important the franchisee‘s intangible local market in-
vestments are relative to the franchisor’s intangible investments, the higher his
fraction of the residual income and the lower the royalties to provide the necessary
incentive for the franchisees should be. Moreover, the property rights view sug-
gests a positive relationship between initial fees and royalties: The higher the fran-
chisor’s system-specific assets and his reputation capital, the more intangible in-
vestments are necessary during the contract period to maintain a certain brand
name value, and the higher the royalties as residual income rights are. Empirical
evidence of a positive relationship between initial fees and royalties was found in
the Austrian franchise sector (Windsperger 2001). These results are consistent
with Dnes (1993) view. According to Dnes the franchisor may recover his sunk
investments through the initial fee because high sunk investments may arise when
the system-specific know-how is very important for the success of the franchise.
On the other hand, this incomplete contracting view is not compatible with the
agency theory (see Lafontaine and Slade 2001) that predicts a negative relation-
ship between fees and royalties.
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4.2.2  Mix of Franchised and Company-Owned Firms

Since the transfer of outlet rights to the franchisee dilutes the franchisor's residual
income rights, his incentive to untertake system-specific investments is attenuated.
This disincentive effect is higher, the lower the fees and royalties are. On the other
hand, royalties serve as incentive mechanism for the franchisee to untertake intan-
gible local market investments. The lower they are, the larger his fraction of resid-
ual income rights is. To increase the franchisor's residual income position and his
investment incentive without mitigating the franchisee's investment incentive by
raising fees or royalties, company-owned outlets may compensate the diluted re-
sidual income rights at the franchised outlets. How can this dual structure be ex-
plained? According to the property rights view, the more important the franchi-
sor’s intangible assets relative to the franchisee for the generation of residual
income, the more property rights must be transferred to him, and the higher the
percentage of company-owned outlets is. Hence if the franchisor has a large frac-
tion of residual decision rights due to the more important intangible system-
specific assets compared to the intangible local market assets, the percentage of
company-owned outlets (PCO) should be relatively high; on the other hand, if the
local market assets of the franchisee are relatively important compared to the sys-
tem-specific assets, the franchisee’s fraction of residual decision rights should be
relatively high and, consequently, the PCO should be relatively low. Therefore,
the know-how distribution between the franchisor and franchisee may explain sec-
toral differences. Empirical results indicate that the PCO in product franchising is
considerably higher than in the services sector (e.g. Lafontaine and Shaw 2005;
Penard et al. 2003a).

4.2.3 Interaction Between Company-Owned Outlets and Royalties

Since residual income rights include company-owned outlets and royalties, the
PCO and the royalty rate must be simultaneously determined. According to Rubin
(1978) and Scott (1995) royalties and franchisor-owned outlets are substitutes.
Thus the lower the royalties, the higher are the PCO to maintain the franchisor's
investment incentive. This may be explained by the dual incentive effects of royal-
ties. Royalties are the residual income for the franchisor to invest in system-
specific assets, but setting a positive royalty rate dilutes the incentive effect for the
franchisee to invest in local market assets. To ensure the franchisor's investment
incentive under a low royalty rate, residual income rights are transferred to him by
setting up company-owned outlets. Hence, contrary to the agency-theoretical view
(e.g. Penard et al. 2003b), company-owned outlets function as a substitute for the
diluted residual income rights of franchised outlets.

Which factors influence the relationship between royalties and the PCO? Accord-
ing to the property rights view, the interaction effect between PCO and royalties de-
pends on the importance of intangible system-specific assets relative to the local
market assets for the creation of residual surplus. (a) If the system-specific assets are
very important for the generation of residual income, a high fraction of ownership
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rights must be transferred to the franchisor. In this case the diluted residual income
rights of the franchised outlets are compensated by a relatively high PCO. (b) On the
other hand, if the local market assets and the system-specific assets are very impor-
tant for the creation of residual surplus, more residual income rights must be trans-
ferred to the franchisee. Compared to (a), the franchisee pays relatively lower royal-
ties and the dilution of the franchisor’s residual income rights is compensated by a
higher PCO. We may conclude that the negative interaction between royalties and
PCO depends on the bargaining power of the franchisor and the franchisee, i.e. on
the importance of intangible system-specific assets relative to the local market assets
for the creation of residual surplus of the network.

4.3 Property Rights Hypotheses

By applying the complementarity view of the organization structure (Milgrom and
Roberts 1995; Brickley, Smith and Zimmerman 1996), the franchisor and the
franchisee’s motivation to use the knowledge assets to generate the residual in-
come stream is increased if the residual decision rights are allocated according to
the distribution of intangible knowledge assets and the residual income rights are
co-located with the residual decision rights. Consequently, the relationship be-
tween knowledge assets, residual decision rights and ownership rights can be
stated as follows:

If the franchisor’s intangible system-specific assets have a strong impact on the
total residual surplus relative to the franchisee’s intangible market assets, the fran-
chisor should have a large fraction of residual decision rights. Hence we derive the
following hypothesis:

HI: Increases in intangible knowledge assets of the franchisor relative to the fran-
chisee will lead to a higher share of residual decision rights of the franchisor.

If the franchisor has a large fraction of residual decision rights due to the im-
portance of his intangible knowledge assets, the franchisor should get a large frac-
tion of residual income rights. His fraction of residual income rights is higher, the
higher the royalties/fees are and the more the diluted residual income rights at the
franchised outlets are compensated by company-owned outlets. Hence we derive
the following hypothesis:

H2: Increases in residual decision rights of the franchisor relative to the franchisee
will lead to a higher fraction of ownership rights of the franchisor.

Diluted residual income rights at the franchised outlets are compensated by re-
sidual income rights of company-owned outlets. Hence royalties and PCO are sub-
stitutes.

H3: Royalties and the proportion of company-owned outlets are negatively re-
lated.
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5 Empirical Analysis

The empirical data for the test of these hypotheses were collected from the fran-
chising sector of Austria. Since Lehman (1985) advocates sampling all significant
entities in industrial surveys, we commenced our empirical work by first obtaining
the complete list of all franchise systems in Austria that were registered members
of the Austrian Franchise Association (AFA) in 1997. The directory identified a
total of 216 franchised systems in Austria, and it is estimated that more than 90%
of all franchise systems operating in Austria are listed in the directory of AFA.
Hence, the AFA directory provided the most comprehensive listing of franchise
systems operating in Austria. A national mail survey was utilized in the actual data
collection, which occurred in the 1997-1998.

After several preliminary steps in questionnaire development and refinement, in-
cluding in-depth interviews with select franchisors in Vienna and the representatives
of the AFA, the final version of the questionnaire was pre-tested with 6 franchisors.
The questionnaire took approximately 20 minutes to complete on the average. The
revised questionnaire, which incorporated the alterations suggested by the pretest,
was mailed to all 210 franchisors listed in the directory of AFA (216 total franchi-
sors less 6 utilized in the pretest). We received 83 completed and usable responses.

An estimation of non-response bias was carried out. Non-response bias was es-
timated by comparing early versus late responders (Armstrong and Overton 1977),
where late responders serve as proxies for non-respondents. Operationally, the late
respondents’ pool comprised of firms that completed the questionnaire four weeks
after the first group. The comparisons were carried out across theoretical variables
as well as demographic classification measures. No significant differences
emerged between the two sub-groups of respondents.

5.1 Measurement

The various measures used to test the hypotheses are described below (see appendix).

Knowledge Assets — Franchisor’s knowledge assets: Based on indicators used in
earlier studies (e.g. Lafontaine 1992; Fladmoe-Lindquist and Jaque 1995) two
proxies for the franchisor’s system-specific assets and brand name assets are used:
Training days (initial and annual training) and advertising fees. The number of
training days is an indicator of the importance of the franchisor’s system-specific
know-how to generate the residual income of the network. The assumption behind
this measure is that as intangibility of knowledge assets increases, so does the
number of days of face-to-face interaction. As argued by Simonin (1999), the
higher the degree of intangibility, the less contractible are the knowledge assets,
and the more personal (face-to-face) knowledge transfer methods are used, such as
telephone, meetings, coaching and training. A similar measurement concept was
used by Argote (2000) and Darr et. al (1995). The indicator for the importance of
the franchisor’s brand name assets to generate the residual income stream is the
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advertising fee that the franchisees are required to pay to the franchisor (Lafon-
taine and Shaw 2005; Agrawal and Lal 1995). The more important the franchi-
sor’s brand name assets for the generation of the residual surplus, the more mar-
keting investments (national advertising and promotion measures) are required to
maintain the brand name value, and the higher the advertising fees paid by the
franchisees are.

Franchisee’s knowledge assets: The franchisee’s intangible knowledge assets re-
fer to the franchisee's local market know-how consisting of ‘exploration’ and ‘ex-
ploitation’ capabilities. Since it was not possible to receive data from the franchi-
sees, the franchisee’s intangible knowledge assets are assessed by the franchisor. In
the questionnaire the franchisors were asked to rate on a five-point scale to evaluate
franchisee's intangible assets (see appendix). We used the following indicators to
measure the ‘exploration’ and ‘exploitation’ capabilities advantage of the franchisee
compared to the manager of a company-owned outlet: Based on March (1991),
Bradach (1998), Lewin (1998) and Sorensen and Serensen (2001), the domain of the
content of ‘exploration’ capabilities refers to innovation and local market knowl-
edge, and the domain of the content of ‘exploitation’ capabilities refers to quality
control and administrative capabilities. We used formative indicators because the
constructs are defined by theoretical judgement and produced by the indicators rep-
resenting the domain of the content (Diamantopoulos and Winkelhofer 2001; Ed-
wards and Bagozzi 2000). If we omitted an indicator, the content of the construct
would change (Bollen and Lennox 1991, 308). For instance, if innovation were re-
moved from ‘exploration’ capabilities, this would change the essential nature of this
construct. Since innovation and local market knowledge are characterized by a
higher degree of tacity than adiministrative and quality control capabilities, ‘explora-
tion’ capabilities show a higher degree of intangibility (noncontractibility) than ‘ex-
ploitation’ capabilities.

Decision Rights: Residual decision rights include the following decisions in the
franchise network: procurement decision, price and product decisions, advertising
decision, human resource decisions (recruitment and training), investment and fi-
nance decisions and decisions concerning the application of accounting systems.
The decision index addresses the extent to which residual decisions are made by the
franchisor and the franchisee. Hence it is a measure of decentraliza-
tion/centralization of decision making in the network. The franchisors were asked to
rate the franchisee's influence on these decisions on a seven-point scale. By averag-
ing the scale values we constructed a decision index varying between 1 and 7. The
higher the index, the higher the franchisee's influence on residual decision-making
is. Consequently, the decision measure varies positively with the degree of decen-
tralization and negatively with the degree of centralization of decision-making.

Ownership Rights: These refer to residual income rights of the franchised outlets
(initial fees, royalties as percentage of sales) and the percentage of company-
owned outlets.
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Number of Outlets: According to the transaction cost theory the set-up costs of the
franchisor’s headquarter may influence the tendency toward centralization. The
more outlets are coordinated by the central office, the larger the coordination
economies of scale are (Brickley et al. 1991), and hence the higher the tendency
toward centralization is. Therefore, we use the number of franchised and com-
pany-owned outlets as indicator for coordination economies of scale.

Outlet size: Existing empirical evidence shows that the tendency toward vertical
integration rises with the size of the outlets. The size is measured by the average
size of sales (Martin 1988; Lafontaine 1992).

Age of the franchise system: The number of years the company has been in fran-
chising is used to appreciate the franchisor’s experience. We expect the percentage
of company-owned units increases with organizational learning representing the
ownership redirection effect (Dant et al. 1996; Dant et al. 1998).

5.2 Results

Table 1 and 2 present descriptive data for the sample. The measures of ownership
rights (royalties, initial fees and the percentage of company-owned outlet) are pre-
sented in table 1: For our sample from the Austrian franchise sector the mean of
royalties is 4.29% and of advertising fees is 1.28% (based on sales). More than
26.9% of the outlets are company-owned. The structure of decision rights is pre-
sented in table 2.

Table 1. Franchise Systems

Standard

N Minimum Maximum Mean Deviation
Advertising Fee
(percent of sales) 67 0 9 1.28 1.7
Franchisee’s Annual Training
Days 76 0 70 8.63 9.68
Initial Training Days 78 0 200 23.53 35.88
[nitial Fees (USS) 76 0 200000 11048 23233
Royalties 70 0 20 429 426
Age 75 1 30 7.04 5.67
Percentage of Company-
Owned Outlets 79 0.63 87.5 26.96 22.77
Number of Outlets 82 1 400 3032 59.49
Franchisee's Local Market
Knowledge Advantage 71 1 5 3.87 1.27
Franchisee's Quality Control
Advantage 70 1 5 2.78 1.39
Franchisee's Innovation
Advantage 69 1 5 3.5 1.35
Franchisee’s Administrative
Capabilities Advantage 69 1 5 3.3 1.26
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Table 2. Decision Rights in the Sample

N Minimum Maximum Mean Standard
Deviation
Procurement decision 81 1 7 3.94 2.3
Product decision 83 1 7 4.73 2.00
Accounting system decision 81 1 7 4.74 2.16
Resale price decision 83 1 7 4.88 2.14
Advertising decision 83 1 7 5.29 1.76
Employees' training decision 82 1 7 5.35 1.57
Investment decision 83 2 7 5.87 1.49
Financial decision 83 1 7 6.05 1.63
Recruiting decision 83 1 7 6.53 1.30

5.2.1 Decision Rights-Hypothesis

To test the hypothesis (H1) we carry out a regression analysis with the index of
decision rights as independent variable. In the first step, we conducted a binary lo-
gistic regression analysis (Long 1997). We divided the franchise systems into two
groups: More centralized systems are systems with a decision index between 3 and
smaller than 5, and more decentralized systems are systems with an index between
5 and 7. Since only two out of 83 franchise systems realized a decision index
smaller than 3, we deleted these systems from the data set. Hence the value of the
dependent variable (DR) is 0 for more centralized systems and 1 for more decen-
tralized systems. In the second step, we conducted an ordinal regression analysis.
The explanatory variables refer to initial and annual training days (IDAY,
ADAY), advertising fees (ADV), franchisee’s knowledge advantages resulting
from ‘exploration’ and ‘exploitation’ capabilities (LM1, LM2) and the number of
outlets (OUT). We estimate the following regression equation:

DR = o,t oyADAY + o,IDAY + a;ADV + ou,LM1 +osLM2 +
ag]DAY*ADAY + a,0OUT + ¢

Based on our property rights hypothesis, DR varies negatively with the training
days (ADAY, IDAY) and advertising fees (ADV). IDAY*ADAY indicates that
the negative relationship between annual training days and decision rights is
lower, the more system-specific know how is transferred at the beginning of the
contract period, and hence the higher the initial training days (IDAY) are. A high
number of initial training days and a low number of annual training days may in-
dicate that the franchisor’s system-specific know-how is more contractible (less
intangible), because a larger part of the system-specific know-how can be already
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transferred to the franchisee at the beginning of the contract period. In addition,
DR varies positively with the franchisee’s more intangible assets (LM1) and nega-
tively with the franchisee’s more tangible knowledge assets (LM2). We use two
specifications of franchisee’s local market assets: One-item and two-item scales.
In the case of one-item scale, LM1a refers to the innovation advantage and LM2a
to the administrative capabilities advantage of the franchisee compared to the
manager of a company-owned outlet. Under two-items scale, LM1b refers to the
mean of innovation and local market knowledge advantage and LM2b to the mean
of administrative capabilities and quality control advantage. The number of outlets
is included as control variable: DR may vary negatively with the number of outlets
(OUT) indicating that coordination economies of scale increase the tendency to-
ward centralization.

Results of the binary logistic and ordinal regressions are provided in table 3
and 4. Under logistic regression, the fit of the models (MODEL 1, MODEL 2)
was tested based on the log of the likelihood ratio. For model 1 the chi-square
value of 42.53 [38.48] is significant at p < 0.001 thus rejecting the null hypothe-
sis that the estimated coefficients are zero. The overall fit of the binary logistic
regression model represented by a significant chi-square and its predictive abil-
ity point to the appropriateness of the set of variables in predicting the degree of
centralization of franchising networks. In both models the coefficients of annual
training days and advertising (ADAY and FEE) are significant and consistent
with our property rights hypothesis. On the other hand, the coefficient of initial
training days (IDAY) is not significant. The coefficient of IDAY*ADAY is
slightly significant and consistent with the hypothesis. The result suggests if
more system-specific know how is transferred at the beginning of the contract
period, less system-specific know how must be transferred during the contract
period resulting in less control by assigning a smaller fraction of residual deci-
sion rights to the franchisor. However, this result may be related to the used
proxy variable (training) to measure the transfer of system-specific know how.
In addition, the coefficients of the local market know-how (LM1, LM2) are sig-
nificant under model 1. The coefficient of LM1 is positive indicating that the re-
sidual decision rights for the use of more intangible local market assets (innova-
tion and local market knowledge) must be transferred to the franchisee; on the
other hand, the coefficient of LM2 is negative indicating that more explicit (con-
tractible) local market knowledge (administrative capabilities and/or quality
control) can be more easily transferred to the franchisor, due to relatively lower
knowledge transfer costs. Furthermore, under model 2 only LM is positive and
slightly significant indicating that more intangible (non-contractible) local mar-
ket assets (LM1) have a larger impact on the allocation of residual decision
rights compared to the less intangible local market assets (LM2). Moreover, the
coefficient of OUT is negative and significant indicating that coordination
economies of scale increase the tendency toward centralization.
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Table 3. Logistic Regression Results

Dependent Variable: MODEL 1 MODEL 2
Decision Rights (DR)
Coefficients Coefficients
(LMla, LM2a (LM1b, LM2b
1-item scale)* 2-items scale)®
Intercept 2.705%* 2.341%*
(1.088) (0.996)
ADAY (Annual Training Days) -6.903*** -7.24%%*
(2.632) (2.754)
IDAY (Initial Training Days) 1.759 0.443
(3.095) (3.056)
ADV (Advertising Fee) -4.391%** -3.798%**
(1.664) (1.4)
LM1 (‘Exploration Capabilities’) 2.172%* 1.761*
(0.981) (0.962)
LM2 (‘Exploitation Capabilities’) -1.772%%* -0.754
(0.84) (0.694)
IDAY*ADAY 13.056* 13.539*
(7.308) (7.651)
OouT -1.239** -1.08%*
(0.594) (0.523)
N=150
Model Chi-square 42.53 38.48
-2 Log likelihood 23.87 27.91
Correct Classification % 92 86
Nagelkerke R Square 0.77 0.73

*H% p <0.01; **p < 0.05; p* <0.1; values in parentheses are standard errors.
. One-item scale: LM1a: Innovation advantage

LM2a: Administrative capabilities advantage

®. Two-items scale: LM 1b: Innovation and local market knowledge advantage

LM2b: Administrative capabilities and quality control advantage

Under ordinal regression, we get similar results (see table 4). However, Nagelk-
erke R Square decreased from 0.77 to 0.55 [0.73 to 0.49] showing a weaker fit of

the model. Finally colinearity diagnosis was performed using correlations between

the independent variables (see table 5). The correlations between initial training
and annual training days as well as between initial training and advertising are
relatively high (r = 0.40 and r = 0.44; p < 0.01). This is not surprising as these

variables have been used as a measure of the franchisor’s system-specific and

brand name assets.
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Table 4. Ordinal Regression Results

Dependent Variable: MODEL 1 MODEL 2
Decision Rights (DR)
Coefficients Coefficients
(LM1la, LM2a (LM1b, LM2b
1-item scale)® 2-items scale)®
Threshold Constants -6.572%%* -6.328***
(1.463) (1.48)
-4.607*** -4.308***
(0.931) (0.904)
-0.849%* -0.748%*
(0.410) (0.387)
2.754%%* 2.552%%*
(0.586) (0.538)
ADAY (Annual Training Days) -2.291 %% -2.361%%*
(0.58) (0.583)
IDAY (Initial Training Days) -0.308 -0.818
(0.727) (0.713)
ADV (Advertising Fee) -0.904*** -0.914%*%**
(0.328) (0.339)
LM1 (Exploration Capabilities Advantage) 0.814%** 0.668"
(0.395) (0.411)
LM2 (Exploitation Capabilities Advantage) -1.093%*** -0.603"
(0.394) (0.378)
IDAY*ADAY 3.461%* 4.231%*
(1.709) (1.78)
ouT -0.797%* -0.714%*
(0.311) 0.3)
Model Chi-square 35.47 30.09
-2 Log likelihood 87.06 92.45
Nagelkerke R Square 0.55 0.49
N=50 N=50

##% < 0.01; ¥*p < 0.05; p* <0.1; p* <0.12; values in parentheses are standard errors.

a,

b,

One-item scale: LM]la: Innovation advantage
LM2a: Administrative capabilities advantage
Two-items scale: LM1b: Innovation and local market knowledge advantage

LM2b: Administrative capabilities and quality control advantage
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Table 5. Correlations of the Variables in the Logistic and Ordinal Regression

ADAY ADV IDAY OUT LMla LM2a LMlb LM2b DR
ADAY 1.000
ADV 445 1.000
IDAY 402 .080  1.000
OouUT -.018 070  -239 1.000
LMla -201  -.080 061  -221 1.000
LM2a -.035  -.039 064 -207 526 1.000
LM1b -.124 .051 .089  -.155 .827 443 1.000
LM2b -.140  -137 020  -.186 .679 7157 555 1.000
DR -014 -235 -307 -165 -069 -.078 022 -.077 1.000

5.2.2 Ownership Rights Hypotheses

To test the ownership rights hypotheses (H2, H3) we employ ordinary least
squares and two-stage least squares regression analysis. The ownership variables
are royalties (ROY) and the percentage of company-owned outlets (PCO). The
choice of ROY may depend on the choice of the PCO, and other factors, such as
decision rights, age, initial fees and sales volume. The simultaneous equation
model hypothesizes that (1) the percent of company-owned outlets (PCO) influ-
ences the royalty rate (ROY), (2) the royalty rate affects the PCO, and (3) several
antecedents affect both variables. The model includes residual decision rights
(DR), outlet size (SALE) and initial fees (FEE) as antecedents of the royalty deci-
sion. Likewise, DR, outlet size (SALE), and age of the franchise system (AGE,
AGE?) are used as predictors of the PCO. Therefore, DR and SALE are common
to both decisions. On the other hand, FEE is unique to the royalty decision, and
AGE and AGE? are unique to the PCO-decision. In order to ensure that the equa-
tions in the systems are identified, each equation must exclude at least one of the
exogenous variables. As a result, the empirical model is characterized by the fol-
lowing simultaneous equations:

s R
ROY 0 By ROY
PCO B, 0 PCO
N\ 4
4 FEE )
Yiv2 v3 00 DR €]
SALE
+ 0 74 vs Y6 V7 AGE +
AGE? &
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Using this system of equations, we empirically investigate the interaction effect
between royalties and the percentage of company-owned outlets. Support for sub-
stitutability exists if ROY negatively affects the percentage of company-owned
outlets and PCO negatively affects the royalty rate. In addition, ROY decreases
with decentralization of decision-making (DR). Furthermore, the property rights
view of residual income rights suggest a positive correlation between initial fees
(FEE) and royalties (ROY), because higher system-specific know how requires
more intangible investments of the franchisor during the contract period to main-
tain a certain brand name value (Windsperger 2001). SALE has a positive impact
on ROY indicating that higher SALE-values represent a higher brand name value
that leads to higher investments by the franchisor during the contract period, and
hence requires a higher royalty rate to maintain the franchisor’s investment incen-
tive. The second equation relates to the ownership variable PCO. The PCO de-
creases with decentralization of decision-making (DR). AGE represents the own-
ership redirection effect, due the franchisor’s acquisition of outlet-specific
knowledge during organizational life cycle (Dant et al. 1996; Windsperger, Dant
2006). Another explanation is the reputation effect of established franchise system
for potential franchisees. In order to attract franchisees, the franchisor may main-
tain some company-owned outlets with the major role of signalling the value of
the brand name assets in the early period of the franchise system (Gallini and Lutz
1992). This may explain a lower percentage of company-owned outlets in the lat-
ter period of the organizational life cycle. If the knowledge acquisition effect
dominates the signalling effect, PCO increases with AGE. In addition, we include
the outlet size (SALE) as explanatory variable. SALE has a positive impact on
PCO indicating that, due to coordination economies of scale, higher sales lead to a
higher percent of company-owned outlets.

Table 6 presents the correlations of the variables used in the simultaneous equa-
tion system. To estimate the system of equations, we employ OLS and two-stage
least squares (2SLS) (Wooldrige 2002). 2SLS estimators yield consistent parame-
ter estimates when equation systems are simultaneous. Table 7 and 8 report the re-
sults of the OLS and 2SLS-regression analysis for the ownership variables. Model
fit is acceptable with R square values varying between 0.22 and 0.33. ROY-
equation: The coefficient of DR is highly significant and consistent with the prop-
erty rights hypothesis. In addition, the coefficient of PCO supports the property
rights view of the allocation of company-owned outlets. Furthermore, the cooeffi-
cient of initial fees and outlet size are consistent with the hypothesis but not sig-
nificant. PCO-equation: The coefficient of residual decision rights (DR) is highly
significant and consistent with our property rights hypothesis. An increase in re-
sidual decision rights of the franchisee leads to a lower proportion of company-
owned outlets. Moreover, the coefficient of ROY shows that the impact of royal-
ties upon the PCO is negative and highly significant. Furthermore, the coefficient
of outlet size is positive and slightly significant under OLS, and the age of the
franchise system is not significant. Finally, we examine the substitutability hy-
pothesis between royalties and PCO. Negative coefficients for ROY and PCO, re-
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spectively, support a substitute relationship between royalties and the percentage
of company-owned outlets. We find that increases in royalties are associated with
a lower percentage of company-owned outlets and that increases in the PCO are
associated with lower royalty rates.

Table 6. Correlations of the Variables Used in the 2SLS Regression

AGE SALE DR FEE ROY PCO
AGE 1.000
SALE |[.205 1.000
DR 243 -.099 1.000
FEE -.125 -.289 -.096 1.000
ROY -.097 .164 -.228 233 1.000
PCO -219 -.067 =211 -.166 -.032 1.000

Table 7. OLS Regression Results

Dependent Variables: ROY and PCO ROY PCO
Intercept 19.907* 24.23
(10.93) (37.5)
ROY (Royalties) -1.222%%*
(0.55)
PCO (Percentage of -9.31E-Q2%**
Company-owned Outlets) (0.032)
FEE (Initial Fees) 1.593E-06
(0.000)
DR (Decision Rights) -2.616%%* -10.94%**
(0.679) (3.11)
SALE (Outlet Size) 7.384E-0 4.1%
(0.679) (2.314)
AGE (Age of Franchise System) 0.777
(1.378)
AGE’ -5.866E-02
(0.049)
F 4.65 4.44
R Square 0.28 0.33
N=51 N=53

*¥*% p<0.01; ** p<0.05; *p<0.1; values in parentheses are standard errors.
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Table 8. 2SLS Regression Results

Dependent Variables: ROY and PCO ROY PCO
Intercept 25.15%* 53.86
(12.1) (48.19)
ROY -3.64%*
(1.39)
PCO -0.186%*
(0.088)
FEE (Initial Fees) 2.029E-06
(1.898E-06)
DR (Decision Rights) -3.181 %% -14.41%%*
(0.881) (4.13)
SALE (Outlet Size) 0.068 4.07
(0.72) (2.811)
AGE (Age of Franchise System) -1.14
(1.69)
AGE’ -0.072
(0.06)
F 3.35 3.75
Pseudo R Square 0.22 0.29
N=50 N=50

% p <0.01; ** p<0.05; *p <0.1; values in parentheses are standard errors.

6 Discussion and Conclusions

In this paper we have developed and tested a property rights model of the govern-
ance structure of the franchising firm. In recent years this perspective has been
adopted to explain different contractual provisions in franchising. But this re-
search did not explain the governance structure of the franchising firm as an insti-
tutional entity consisting of residual decision and residual income rights. We filled
this gap by showing that residual decision rights are allocated according to the dis-
tribution of intangible knowledge assets (local market and system-specific assets),
and the residual income or ownership rights are assigned to those who have a large
fraction of residual decision rights that create a large part of the residual income
stream. This result is compatible with the view that residual decision rights and
ownership rights are complements in the organizational architecture of the firm
(e.g. Brickley et al. 2003; Nagar 2002). Since ownership rights are diluted in the
franchising network, establishing company-owned outlets may mitigate the disin-
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centive effect for the franchisor. Therefore, company-owned outlets serve as a
substitute for the franchisor’s diluted residual income rights.

The results obtained from the survey presented above seem to provide support
to the proposed property rights hypotheses. First, the results suggest that if the sys-
tem-specific know-how and the brand name assets are very important for the crea-
tion of residual surplus, the franchising network is more centralized. Second, the
results of the regression models also confirm the hypothesis that more intangible
‘explorative’ local market assets of the franchisee increase the tendency toward
decentralization and more tangible ‘exploitative’ local market assets decrease the
tendency toward decentralization of the network. This is consistent with Jensen
and Meckling’s view, that co-location of decision rights with knowledge can be
achieved by transferring less intangible local knowledge to the person who has the
decision rights (i.e. to the franchisor) and by transferring residual decision rights
to the person who has more intangible local market knowledge assets (i.e. to the
franchisee). That means that decision rights tend to remain in the franchisor’s
headquarter when the costs of transferring knowledge to the franchisor is low, and
decision rights tend to be delegated to the franchisee when the local outlets pri-
marily produce knowledge that is costly to transfer to the franchisor. If we com-
pare the results of MODEL 1 and MODEL 2 under logistic and ordinal regres-
sions, we can see that the significance of the coefficients of LM1 and LM2 is
lower under two-items measures than under one-item measures for intangible local
market assets. There is at least one possible explanation for this weaker support:
The content of the constructs ‘exploration’ and ‘exploitation’ capabilities may be
better represented by one-item compared to two-items scale because, even with
modest error term correlations between items and without inappropriate respon-
dent behaviour in the case of multi-item measures, the incremental information
from each additional item is extremely small (Drolet and Morrison 2001). Third,
the results of OLS and 2SLS regression models consistently show that royalties
and the percentage of company-owned outlets are substitutes, and residual deci-
sion rights and ownership rights are complements.

Our empirical study has some limitations: This has to do with the use of perce-
petual instruments to measure the franchisee’s local market assets. In our study the
influence of the franchisee’s local market assets on the allocation of residual deci-
sion rights depends on measures based on the franchisors’ opinion. In future re-
search the operationalization of franchisee’s intangible local market assets should
be improved by using other proxies or — if possible - collecting data from franchi-
sees. Furthermore, future research has to investigate the relationship between the
allocation of residual decision and ownership rights and the efficiency of the fran-
chise systems. Our property rights view suggests a higher performance under
complementarity of residual decision and ownership rights, as well as under sub-
stitutability of royalties and the proportion of company-owned outlets.

If we compare our results with other studies two main differences exist: First,
previous studies do not investigate the structure of decision rights as well as the
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relationship between residual decision and ownership rights in franchising net-
work. Second, empirical studies do not find a negative relation between royalties
and the proportion of company-owned outlets (e.g. Shane 1998; Penard et al.
2003). Finally, we turn to some more general remarks and relate our paper to the
literature on the theory of the firm, especially the new property rights theory
(Grossman and Hart 1986; Hart and Moore 1990; Hart 1995; Baker et al. 2003). In
the Grossman/Hart/Moore approach the owner of the asset is always able to exer-
cise efficient control, due to the absence of uncertainty (Hart 1990). Hence this
property rights approach cannot solve the division-of-knowledge problem (Lan-
glois 2002a), because it assumes that decisions are contractible (Baker et al. 2003;
Gibbons 2004), and the person who has the ownership rights automatically has the
residual rights of control. Under uncertainty, however, the person who has the
ownership rights need not have the residual decision rights that maximize the re-
sidual income. For instance, this could be the case when the franchisee’s local
knowledge and hence his residual decision rights are very important for the crea-
tion of residual income stream, but at the same time the franchisee may not fully
use his local market knowledge to maximize the ex post surplus because he ob-
tains only a small fraction of ownership rights. Consequently, our view is that as-
sets characteristics (tangible/intangible) determine the allocation of decision
rights, and asset ownership must be co-located with the structure of residual deci-
sion rights. This reasoning is consistent with the modularity theory of the firm
(Langlois 2002a) that tries to answer the question which modularisation of the
firm organization will yield the best system decomposition. By applying our prop-
erty rights view, the degree of modularisation can be operationalized by the struc-
ture of decision and ownership rights.
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Appendix: Measures of Variables

Royalties (ROY): Franchisee’s royalties as percentage of sales (including advertising)
Percentage of Company-owned Outlets (PCO):
Company-owned outlets*100/(company-owned + franchised outlets)

Initial Training Days (IDAY): Number of the franchisee’s training days before opening
franchised outlets

Annual Training Days (ADAY): Number of franchisee’s annual training days

Fees (FEE): Initial fees

Advertising Fee (ADV): Franchisee’s payment of advertising fees (as percentage of sales)
Franchisee’s Knowledge Assets (LM1, LM2):

LM1 (‘Exploration Capabilities): Franchisee’s know-how advantage compared to the
manager of a franchisor-owned outlet evaluated by the franchisor concerning

1. Innovation
2. Local market knowledge
(no advantage 1 — 5 very large advantage)

LM2 (‘Exploitation Capabilities’): Franchisee’s know-how advantage compared to
the manager of a franchisor-owned outlet evaluated by the franchisor concerning

1. Quality control
2. Administrative capabilities
(no advantage 1 — 5 very large advantage)
Number of Outlets (OUT): Number of franchised and company-owned outlets
Outlet Size (SALE): Natural log of the average size of outlet sales
Years in Franchising (AGE)
Decision Index (DR) (Mean):
To what extent are the following decisions made by the franchisee?

Procurement decision, product decision, accounting system decision, resale price
decision, advertising decision, employees’ training decision, investment and fi-
nancial decision, recruiting decision

(no extent 1 — 7 to a very large extent)
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1 Introduction

The literature on franchising relies largely on the analysis of the transaction be-
tween franchisor and franchisees, sometimes also including company-owned out-
lets in the same investigation (Lafontaine 1992; Dant et al. 1996; Bai and Tao 2000;
Penard et al. 2002, Windsperger 2004). This paper argues that the appropriate de-
sign of franchise contracts depends not only on the features of the transaction be-
tween franchisor and franchisees, but also on other transactions undertaken by the
franchisor, particularly in upstream contracts, a hypothesis known as ‘governance
inseparability’. Inasmuch as the choice of a governance mode may be constrained
by the governance choice in other ongoing transactions, the appropriate design of
governance mechanisms should take into account the complete set of transactions
undertaken by a firm (Argyres and Liebeskind 1999). Moreover, certain institu-
tional environment features that affect the choice of governance mechanisms in
the supply chain may indirectly influence the design of franchise contracts. In or-
der to examine this hypothesis, this paper presents a discrete structural analysis of
21 case studies of food franchises in France and Brazil’. The cases compare fran-
chise chains in each country that share similar business features — e.g. McDonalds’
operations in France and Brazil — in an attempt to control variables related to
product and franchisor strategies.

The paper is structured as follows. Section 2 presents the main argument of
governance inseparability and its effect on the franchising literature. The third sec-
tion comprises the results of the analysis of the 21 case-studies. First this section
explores the effect of the risk of brand name loss on the choice of a portfolio of
governance mechanisms. Then it describes the existence of plural forms in the
transaction between the franchisor and its outlets and how they are complementary
to upstream governance mechanisms. Finally, it looks at the effect of institutional
variables on the choice of a portfolio of governance mechanisms. The last section
summarizes the main results and suggests directions for future research.

2 Governance Inseparability and Plural Forms

There are several private arrangements to govern transaction hazards. The litera-
ture on Transaction Costs Economics (TCE), since Williamson (1985), has pro-
vided a model that, given the characteristics of a particular transaction, predicts
the adopted governance structure. Moreover, transaction dimensions (asset speci-
ficity, frequency and uncertainty) are to some extent observable, thereby allowing
empirical tests of important TCE propositions.

3 The case studies comprise the following food sectors: fast food, grills, coffee shops,
sweets and chocolates.
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The argument initially presented by Williamson (1985) — and maintained in
subsequent works (Williamson 1991 and 1996) — matches transactions dimensions
to the choice of a singular governance structure (e.g. market, hybrid or hierarchy),
which is arguably the most efficient among the set of possible structures in miti-
gating transactions costs. However, there is empirical evidence that existing gov-
ernance arrangements influence the organizational choice of newer transactions
(Argyres and Liebeskind 2002). Inasmuch as governance decisions of each trans-
action seem to be related to each other, the choice of a particular governance
structure can not be analyzed in isolation, a proposition known in the literature as
governance inseparability.

Williamson (1985) was already aware of the gains from taking into consideration
the whole set of transactions in the analysis of governance structures. In his words,
TCE “normally examines each trading nexus separately. Albeit useful for displaying
core features of each contract, interdependencies among a series of contracts may be
missed or undervalued as a consequence. Greater attention to the multilateral ramifi-
cations of contract is sometimes needed” (Williamson 1985, 393).

A more general argument recommends that the choice of a governance struc-
ture for a given transaction should be inseparable from all other transactions the
firm takes part in. The main argument in the literature is that governance insepara-
bility arises because the existence of several contractual commitments with other
parties restricts the decision rights about governance choice (Argyres and Liebes-
kind 1999). These commitments constrain future governance choices because they
may impede switching to a superior form of governance mechanism if the firm is
already engaged in other governance structures in a similar transaction with other
parties; and they may obliterate governance differentiation since the firm is con-
strained to use the existing type of governance mechanism in other transactions. In
a more recent paper Argyres and Liebeskind (2002) identified a case of constraint
on governance differentiation in the biotechnology industry.

Inasmuch as past choices restrain present options, both constraints on govern-
ance switching and on governance differentiation make history relevant for the or-
ganizational strategies. This case of path dependence differs from the one based
on increasing returns (Arthur 1989), for which the timing alters the performance
of a governance structure because of gains from, for instance, learning and trust.
Since past choices influence present and future decisions, existing governance
mechanisms should be taken into account when deciding how to govern a newer
transaction.

As a consequence, the importance of past choices makes governance decisions
inseparable. However, this is not the only reason why governance inseparability
exists. The choice of governance structures for the various transactions undertaken
by a firm may be interdependent if there is some synergy between complementary
mechanisms of governance. This idea apparently contradicts the original insight of
Coase (1937), for whom different coordination mechanisms — in his initial proposi-
tion, restricted to market and firm — were alternative ways to govern a given transac-
tion. Even though this insight remains one of the main foundations of TCE, gov-
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ernance inseparability also reveals that, besides being alternatives, governance
structures may also be complementary. For instance, upstream contracts designed
to reduce variability of input quality may attenuate moral hazard effects in the
transaction between franchisor and franchisees.

The literature on franchising offers some cases where governance structures are
complementary and, as a consequence, the choice of governance mechanisms
should be inseparable. For example, Gallini and Lutz (1992) show that company-
owned outlets signal franchisor relevant characteristics, i.e., vertical integration is
complementary to franchising contracts. The literature on tapered vertical integra-
tion is also based on the notion of some complementarities between hierarchy and
other governance structures. For instance, Azevedo (1996) suggests that tapered
vertical integration may be adopted to improve bargaining position in a hybrid
governance structure. Michael (2000) proposes a similar argument, in which ta-
pered integration permits the acquisition of information about the subsequent pro-
duction stage’, with consequences on bargaining.

What are the consequences of assuming governance inseparability in franchis-
ing? The prolific literature on franchising focuses on the transaction between fran-
chisor and franchisees, sometimes incorporating company-owned outlets in the
analysis’. Nevertheless if franchising is subject to governance inseparability, other
governance mechanisms may have an effect on either the design of a franchising
contract or the decision not to franchise at all. As a consequence, upstream gov-
ernance structures employed by a franchisor — such as vertical integration on the
production of the inputs required by outlets — are missing variables in several
analyses about the determinants of franchising contracts. This may explain why
different franchise chains govern similar transactions with different governance
structures (different contract design or different proportion of company-owned
outlets), provided that they have distinct upstream governance arrangements.

3 Governance Inseparability in French and Brazilian
Franchising

This section consists of a comparative analysis of food franchise chains in France
and Brazil. In the French market, this paper analyzes the following cases: French
Grill Courtepaille, La Boucherie (both grills), Jeff de Bruges (chocolates) and
Comtesse du Barry (specialized in foie gras, a classic product of French cuisine).
The cases also included operations in the French market of Segafredo Zanetti, an

* Riordan (1990) emphasized this role of vertical integration, when he defined it as a
change in the information structure.

5 Ozanne and Hunt 1971; Caves and Murphy 1976; Rubin 1978; Mathewson and Winter
1985; Bradach and Eccles 1989; Gallini and Lutz 1992; Lafontaine 1992; Klein 1995;
Dant et al. 1996; Dnes 1996; Bradach 1997; Bai and Tao 2000 and 2000a; Azevedo and
Silva 2001; Lafontaine and Shaw 2001; Penard et al. 2002; Windsperger 2004.
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Italian group of coffee shops, and Quick, a Belgian fast food franchise chain. In
Brazil, four originally Brazilian coffee shop chains were analyzed (Fran’s Cafg,
Café Pelé, Café do Ponto (recently acquired by Saral.ee) and Casa do Pao de
Queijo) in addition to the Brazilian franchises Habib’s, China in Box, Vivenda do
Camardo (all fast food businesses), as well as Bon Grillé (grills), Kopenhagen
(fine sweets & chocolates) and Amor aos Pedagos (sweets & chocolates). The data
set also included the Brazilian operations of the American The Nutty Bavarian
(sweets & chocolates), Dunkin’Donuts (coffee & donuts) and Arby’s (fast food).
Finally the American McDonald’s (fast food) was compared in both France and
Brazil. In short, the comparative analysis includes 7 cases in France and 14 in
Brazil, McDonald’s being studied in both countries.

Companies were selected based on brand name value (according to Aaker (1991)
measured by their stability and experience before franchising, experience in fran-
chising (year franchising started) and geographic dispersion). Pairs of food franchise
chains were selected from the same business in each country, McDonald’s opera-
tions in both France and Brazil being the most extreme case, in which the same
company is compared in different institutional environments. Data collection was
based on semi-structured interviews (Yin 1989) with chain managers using the same
questionnaire that addressed issues such as growth and procurement strategies’. In-
terviews took place at company headquarters in France and Brazil between 1998 and
2002. In order to gain a deeper understanding of the cases, the environment, official
reports and general media documents were also analyzed. This multi-case study
therefore uses mainly information from franchisors and not franchisees. Interviews
with suppliers and franchisees would be interesting in order to check information
from company reports as well to better detect non-reported conflicts. The compara-
tive analysis of franchise chains in different countries, while not common, is neces-
sary when addressing the effect of variables of the institutional environment on the
choice of governance mechanisms. Institutional variables, such as competition pol-
icy and food quality regulation, may have an indirect effect on the choice of fran-
chising, by restricting the choice of upstream governance. As a result, in order to in-
vestigate this hypothesis it is necessary to contrast franchise chains that operate in
different institutional environments, the case of franchising in France and Brazil,
key-players in international franchising (see Table 1).

3.1 A Portfolio of Mechanisms to Mitigate the Risk
of Brand Name Loss

Several franchise chain strategies — from the way they organize their transactions
to innovation efforts — are designed to deal with the trade-off between the costs of
shirking and the risk of brand name loss (provision of services below quality

® The original questionnaires are available with authors.



102 Paulo F. Azevedo and Vivian L.S. Silva

standards by franchisees’). The higher the value of keeping quality standards, the
more likely the efforts the franchise chains will direct to overcome franchisees’
incentives to reduce quality. This is nothing new. However, this proposition has
strong implications on organizational choice, in both downstream (franchisor-fran-
chisees) and upstream (supply chain) transactions. Here lies our major point. The
same variable (e.g. brand name value) determines the organizational choice of dif-
ferent transactions, with different attributes. The organizational solution in up-
stream transactions has an effect on the choice of franchise contracts, which is
evidence of governance inseparability.

In almost all the 21 cases, when the value of maintaining product uniformity is
higher, the franchise chains tend to adopt organizational strategies that prevent free-
riding behavior among franchisees. The pay-off of maintaining quality standards de-
pends on both the brand name value and the consumer’s sensitivity to variations in

Table 1. Main players of international franchising in number of franchisors

Franchisors Ranking Franchisors Ranking Evolution
Country

2004 2004 2001 2001 2004/2001
China 1.900 1°. 600 10°. + 9 steps
USA 1.500 2°, 2.150 1°. - 1 steps
Japan 1.100 3°. 1.048 5°. + 3 steps
Brazil 900 4°, 1.010 6°. + 2 steps
Canada 850 5°. 1.370 2°, - 3 steps
France 765 6°. 650 9°. + 3 steps
Germany 760 7°. 1.125 4°. - 3 steps
Philippines 750 8°. 508 ND - steps
Australia 720 9°. 747 7°. - 2 steps
UK 695 10°. 665 8°. - 2 steps
South Korea NA NA 1.320 3°. NA

Based on information from both European Franchise Federation (EFF) and World
Franchise Council (WFC) announced by Franchising French Federation (FFF) at
<http://www .franchise-fff.com/index.php>. Concerning December/31 of each year. NA:
Data Not Available.

7 See for instance Bai and Tao 2000, Lafontaine and Raynaud 2002, Azevedo and Silva
2003, Bercovitz 2004, Windsperger et al. 2004.
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the attributes of products. In Barzel’s (1982) seminal argument, brand name has a
value because it transmits information about attributes of products that saves con-
sumers’ measurement costs. As a consequence, maintaining product uniformity is
worthwhile as it preserves the brand name’s ability to transmit information.

How sensitive consumers are to the variation in product attributes is also im-
portant. In Barzel’s terms, if consumers are quite sensitive (have low measurement
costs of product attributes), the seller must incur higher measurement costs to pre-
vent consumers from collecting information themselves. As a consequence, chains
will direct efforts to increase quality control, for instance, reducing franchisees in-
centives to reduce quality.

Among all the cases, Comtesse du Barry and Segafredo, in Europe, and Vivenda
do Camario, and Kopenhagen, in Brazil, are examples franchises with reasonably
sensitive consumers. For cultural reasons, French customers are capable of identify-
ing the slightest variance in the foie gras (Comtesse du Barry) and coffee (Sega-
fredo), among other products. Brazilian consumers of shrimps with cream at
Vivenda do Camario are also able to distinguish changes in the skimmed milk sup-
pliers and shrimp characteristics. Finally, Kopenhagen sells varieties of chocolates
as gifts for special occasions, comparable to jewels. Small variations in product at-
tributes also jeopardize its image as a present for Valentine’s Day or an engagement
proposal for instance. In all these cases franchisors vertically integrate the produc-
tion of inputs directly related to their brand names, such as foie gras, (Comtesse du
Barry), coffee beans (Segafredo in Europe), shrimps (Vivenda do Camarfo) and
chocolates (Kopenhagen). Furthermore these franchise chains have a higher propor-
tion of company-owned outlets — therefore franchisee incentive to reduce quality is
lower —, and certain innovative methods are used to limit tasks carried out by the
franchisee that might affect the quality of products.

In general, there are three ways to avoid the costs related to the misuse of brand
name by franchisees: reducing the variability of the inputs supplied to chain out-
lets, by means of governance structures such as hierarchy and hybrid modes in up-
stream transactions; providing better incentives for outlet managers to meet qual-
ity standards, by means of governance mechanisms in the transaction between
franchisor and franchisees (e.g. higher proportion of company-owned outlets or
safeguards in the franchise contract); and eliminating tasks performed by franchi-
sees that affect attributes of products, which may be achieved by means of innova-
tion (e.g. ready to use products which do not require any hidden action by franchi-
sees) and organizational strategies (such as central kitchens and pre-cooked meals,
which may be interpreted as vertical integration of some tasks originally per-
formed in the outlets).

A comparative analysis of coffee shops in Brazil and France is illustrative. Al-
though Brazil is one of the main coffee producers in the world, Brazilian consum-
ers have not developed the ability to distinguish and appreciate different coffee
flavors (Farina and Saes 1997), unlike French consumers. After decades of pricing
and trading regulation, Brazilian consumers have been used to low quality coffee
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and acquired drinking habits that attenuate the effect of coffee flavors®. After de-
regulation in the early 1990’s, some companies tried to explore all sorts of differ-
entiation strategies, but those based on coffee flavors did not pay off and were dis-
continued (Farina and Saes 1997).

In order to analyze the effect of varying consumer sensitivity to product attrib-
utes, four Brazilian coffee shops (Café do Ponto (owned by Saralee), Café Pelé,
Fran’s Café and Casa do Pao de Queijo) are compared to Segafredo Zanetti opera-
tions in Brazil and Europe. In all Brazilian chains of coffee shops, the franchisor
has control over the supply of roasted coffee by means of long term contracts
(Café Pelé and Casa do Pdo de Queijo), exclusive dealing contract (Fran’s Café)
and vertical integration (Café do Ponto). Apart from control over roasting and
grinding, the coffee chains in Brazil use the spot market to buy coffee beans with
negligible control on quality. Therefore given the low product sensitivity of Bra-
zilian consumers to coffee flavors, which depends primarily on the quality of the
coffee beans, chains do not exert control on the coffee bean market.

The comparison with Segafredo Zanetti operations in Brazil and Europe is strik-
ing. Segafredo Zanetti coffee shops have exclusivity on the distribution of the high-
end coffee blend (Nero) of the company, which also sells other blends to restaurants
and hotels. In order to strictly control the quality of coffee beans and roasting, Sega-
fredo vertically integrates coffee production on its own farm in Brazil and roasting at
its plant in Bologna, Italy, which supplies all coffee shops in Europe. Although Se-
gafredo sells some blends in the Brazilian market, the coffee beans that grow in Bra-
zil are sent to European coffee shops, which is additional evidence that consumer
sensitivity is an important variable to understand organizational strategies.

The cases clearly indicate that the higher the value of keeping quality standards,
the more likely the chances are for franchise chains to adopt a governance mecha-
nism that provides more control on all pertinent transactions. It is also observed that,
for a given level of keeping quality standards, the use of governance structures that
provide more control on the supply chain (upstream coordination) reduces the need
of incentives and control on the transaction between franchisor and outlet managers
(franchisees or managers of company-owned outlets). This is basically the idea of
governance inseparability, which is further investigated in subsequent sections.

3.2 Plural Forms in Franchise Contracts

Plural forms are an important subject in franchising literature. The co-existence of
franchised and company-owned outlets in the same chain is a well-known fact

1t is noteworthy that Brazilians tend to consume hotter and sweeter coffee, which re-
duces the consumer’s ability to distinguish different flavors. After 15 years of deregula-
tion, the market for premium coffee has been slowly increasing, together with the sensi-
tivity of consumers to slight changes in coffee bean attributes.
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which has received much deserved attention from researchers’. Nevertheless, organ-
izational forms in franchising are more diverse than suggested by the literature'’. In-
deed, in addition to hierarchy form (company-owned outlets) the franchise chains
under analysis use three different franchise contracts in the sample: conventional
franchising; partial franchising; and management contract. In conventional franchis-
ing, the franchisor transfers to the franchisee the totality of initial investments of
franchised units. In addition, the franchisee pays the franchisor a lump-sum fran-
chise fee as well as a proportion of sales in royalties. In contrast, in partial franchis-
ing, the initial investment of franchised units is shared between the parties. The fran-
chisor hands on the expenses incurred on the building (purchase/rent), retaining the
residual rights over it, whereas franchisees are responsible for investment in equip-
ment, furniture and staff. In addition to the regular taxes, the franchisee transfers to
the franchisor an additional proportion of sales as a rental fee. Finally, in the man-
agement contract the franchisor typically covers the totality of initial investment in
the unit, transferring only the management of the franchised unit to the franchisee. In
exchange, the franchisee pays the franchisor an administration fee as well as royal-
ties and a rental fee, and not necessarily a franchise fee. In this format, the franchisee
resembles a manager of company-owned outlet with variable revenues according to
unit performance. Table 2 shows the main features and consequences of each gov-
ernance structure identified.

An important difference among the various observed governance structures is
their role as a solution for capital restrictions (Ozanne and Hunt 1971; Caves
and Murphy 1976; Mendelsohn 1985; Coughlan et al. 2001). Whereas in the
conventional contract the franchisee is responsible for all investment, in the
management contract he or she receives similar high-power incentives without
immobilizing his/her own capital. The very existence of this type of franchising
contract (management contract) is evidence that raising capital is not the only
reason to franchise, although it remains important to explain the adoption of
conventional franchising.

Another important distinction is the role of each governance structure in provid-
ing incentives against shirking and reducing quality standards. Inasmuch as franchi-
sees retain part of the residual claims over variations on unit sales, conventional,
partial and management contracts transfer higher incentives to work harder to the
franchisee than to managers of company-owned outlets. Nevertheless, the three
types of franchising differ in their incentive intensity. Conventional franchising allo-
cates a higher proportion of the residual claims to franchisee, in the form of return
on his or her investment, which implies higher incentives not to shirk.

On the other hand, franchise contracts are more vulnerable to the moral hazard
on quality provision than company-owned outlets. These risks are comparatively
higher under conventional franchising, unless, in addition to the payment scheme
of this format, the franchisee incurs higher specific investment in the outlet

° See Bradach and Eccles 1989, Dant et al. 1996, Bradach 1997, Bai and Tao 2000 and
2000a, Azevedo and Silva 2001, Lafontaine and Shaw 2001, Pénard et al. 2002.

1% One exception is Bercovitz (2004) who also analyzes the choice of multi-unit franchising.
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(Azevedo and Silva 2001). By guaranteeing to the franchisor control over the build-
ing location, the partial and management contracts prevent former franchisees
from using the same location for a similar activity, free-riding on reputations to-
wards consumers. In order to attenuate these risks, conventional franchising uses
safeguards such as clauses of ex-post non-competition.

Despite this, it is noteworthy that in Brazil franchise chains do not fully exploit
the diversity of franchise contracts, as observed in France/Europe. Whereas in
Brazil company-owned outlets are often combined with a unique franchise contract
(in general conventional franchising), in France franchise chains employ a more
complex portfolio of governance structures in downstream transactions (Table 3).
This paper claims that the difference between the two countries is due to jurisdic-
tional uncertainty. This is detailed in section 3.4, which deals with the effect of the
institutional environment on the choice of governance.

Table 2. Features of portfolio of governance mechanisms identified in French and Brazilian
franchising

Characteristics Consequences of
Govern. Governance
Mechanism Payments OQOutlet Residual Risk X
Investment . . Mechanism
Scheme Control Claim Sharing
. . higher gains in capital
1 franchisee franchise . . E1Cr & P
g = N higher risk and human resources
S holds 100%  fee . . . .. .
Z 8 AP franchisee franchisee to franchi- raising; and in the
g5 .2 of initial in-  add ;
o - . see reduction of moral
vestments royalties s
hazard on shirking
franchisee franchisee .
. some risk
= and franchi- .. (lower than
-5 . . ditto add . ) transferred
= sor share ini- franchisor in conven- .
< P rent fee . to franchi- .
~ tial invest- tional con- sor higher franchisee
ments tract) motivation in work
Franchisor as harq as des1req by
. . franchisor, reducing
- (franchisee risk .
=] transfer to monitoring costs
S . resembles . shared be- . .
g 3 ditto add franchisee comparing to hierar-
o 5 .. the man- tween
[SIIR= Administra- (lower than . chy form
s 35 . ager of . franchisor
S0 tion fee partial con-
S . company- and fran-
b= franchisor: tract) )
S owned chisee
100% initial
. outlet)
investments
comparative gains in
higher the control of fran-
- franchisor - risk to chised brand name

franchisor (reducing moral haz-
ards on quality)

Hierarchy
(Company-
Owned Outlet)
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Table 3. Governance mechanism according to chain market

Company Governance Mechanism
Market  Conv. Partial Manag. Hierarchy  Business
ol Courgzp;llllﬁarkets . NA NA . Grills
Jeff de Bruges Sweets &
in all markets . NA NA . Chocolates
Comtesse du Barry
target markets . NA . . Fine Products
other markets . NA NA .
La Boucherie
target markets . NA . . Grills
other markets . NA NA .
Segafredo Zanetti
target markets . NA . . Coftee Shop
other markets . NA NA .
Quick target markets NA . . .
other markets . NA NA .
McDonald’s
global standard NA . . .
Brazil NA . NA .
Arby’s global standard NA . . . Fast Food
Brazil . NA NA .
China in Box Brazil
. NA NA .
Vivenda do Camaro
Brazil . NA NA .
Habib’s Brazil . NA NA .
Bon Grillé Brazil . NA NA . Grills
Dunkin’Donuts
global standard NA . . .
Brazil . NA NA . Sweets &
Amor aos Pedagos Chocolates
Brazil . NA NA .
The Nutty Bavarian
Brazil . NA NA .
. Fine Sweets &
Kopenhagen  Brazil . NA NA . Chocolates
Fran’s Café Brazil . NA NA .
Café do Ponto Brazil . NA NA .
Café Pelé Brazil . NA NA . Coffee Shop
Casa do Pao de Queijo
Brazil . NA NA .

NA: Data Not Available, Conv: Conventional, Manag: Management.
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3.3 Governance Inseparability in Upstream and
Downstream Transactions

As shown in the previous section, franchise chains use plural organizational forms
in transactions with their outlets. Not only do plural forms exist and are more di-
verse than the well known dichotomy of company-owned and franchised outlets,
but also the choice of a governance structure for one transaction seems to be re-
lated to the choice for the others. Our claim is that organizational choices are in-
terdependent because governance structures are complementary. In addition to
governance inseparability of franchisor-franchisee transactions, this section fo-
cuses on the role of upstream transactions, exploring the complementarities be-
tween upstream and downstream governance structures.

The Comtesse du Barry (foie gras) and Jeff de Bruges (chocolates) case studies
are illustrative. When compared with other chains, Comtesse du Barry and Jeff de
Bruges have the remarkable feature of supplying their units with ready-to-eat prod-
ucts'', i.e., they vertically integrate processing activities that could otherwise be per-
formed by either suppliers or the outlet itself. By means of this organizational strat-
egy, the company has greater control on quality standards at the outlet level,
inasmuch as franchisees do not process or manipulate the final product. The use of
governance structures that provide more control on the supply chain allows Com-
tesse du Barry and Jeff de Bruges to reduce the need for control on downstream
transactions. Indeed, Comtesse du Barry and Jeff de Bruges also employ licensing
contracts as an alternative mode of governance of outlets. The licencee, under an in-
dependent brand name, has full autonomy regarding the entire business format itself.
Among all other cases, only Dunkin’Donuts employs a similar marketing channel
strategy, combining licensing with company-owned outlets and franchised units.
However, their licensees must be located near franchised or company-owned units,
which are in charge of the supply of ready-to-eat products to licensees. In such ar-
rangement, Dunkin’Donuts also mitigates the risk of brand name loss.

The comparative analysis of Grill Courtepaille and La Boucherie (both special-
ized in grills) provides further evidence of governance inseparability in upstream
and downstream governances. Although they operate in the same market and share
similar business features, Grill Courtepaille and La Boucherie have a quite differ-
ent proportion of company-owned outlets, 79.2% versus 17.1% respectively in
2004. The reason for this remarkable difference in the level of control on the
transactions with their outlets is the governance structure used in the supply chain.
Grill Courtepaille relies on a branch of Accor Group (Accor Reste) for the selec-
tion of suppliers'?, but it does not maintain the decision rights over the choice of
suppliers. Even in the case of inputs directly related to their brand name (meat,

" For those products directly related to their brand name: foie gras and chocolates.

12" Accor Group is the main shareholder of Grill Courtepaille. In fact, Grill Courtepaille res-
taurants tend to be strategically situated physically close to hotels from Accor Group.
Some suppliers of Grill Courtepaille are shared with Accor hotel chain.
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bread, vegetables, cheese and wine), the franchisees have autonomy to deal di-
rectly with local suppliers to explore regional specificities. On the other hand, one
of the main competitors of Grill Courtepaille, the also French La Boucherie, has
vertically integrated the supply of its restaurants, particularly regarding its key-
products (meat, wine and other inputs related to La Boucherie business format,
such as equipment, fittings and marketing materials). Since 2000, Société
CAVIAR (Centre d’Affinage des Viandes de Restaurants) is responsible for:
selection, control and trading of product; traceability, hygiene and sanitary
controls of raw-material; cut meat; and optimization of both distribution and
service practices of La Boucherie restaurants. The control on the supply chain —
greater in the La Boucherie case — explains why it does not exert the same level of
control on outlets as Grill Courterpaille does.

3.4 Institutional Environment and its Effects on Franchise
Contracts: A Case of Governance Inseparability

The comparative analysis of case studies of France and Brazil allows the investi-
gation of the institutional environment effect on franchising contracts. In particu-
larly, the focus is the institutional variables that have a direct effect on some fran-
chisors’ transactions and how they indirectly influence the organizational choice
in the other transactions undertaken by the franchisor. This section details the fol-
lowing issues: a) jurisdictional uncertainty with regard to the enforcement of fran-
chising contracts; b) transaction costs in the capital market and c) competition pol-
icy restrictions to vertical arrangements.

The acknowledged inefficiency of the Brazilian judiciary and the consequences
of this on economic arrangements play an important role'’. This feature of the Bra-
zilian institutional environment has direct implications on the choice of governance
structures, particularly on the choice of the various franchising contracts (conven-
tional, partial and management) and the proportion of company-owned outlets. The
comparative analysis of plural forms, mentioned in section 3.2, exemplifies this.

The Brazilian institutional environment may be the reason why international
franchise chains do not adopt the same organizational strategies in Brazil as they
do in their countries of origin. Different from what is observed in other markets,
Dunkin’Donuts, The Nutty Bavarian and Arby’s do not make use of the diversity
of franchise contracts in Brazil, using only the dual structure of conventional fran-
chising and vertical integration. An exception is McDonald’s, which retains con-
trol over building location, as it does in its operations all over the world.

13 Pinheiro (2005), in an extensive survey, observed that Brazilian jurisdictional decisions are
too lengthy, unpredictable and biased towards the weaker party. Arida et al. (2005) argue
that the inexistence of a long term credit market in Brazil is caused by the poor guarantees
the judicial system offers creditors. Zylbersztajn and Nadali (2003) assert that the location
decisions in the agribusiness sector are sensitive to the way the regional courts judge con-
tractual litigations between agricultural producers and food processors. Such inefficiencies
are the consequence of the delays and uncertainties regarding court rulings.
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McDonald’s position of maintaining its international strategy in Brazil has gen-
erated conflicts between the company and its Brazilian franchisees. A crisis began
in 1996 when the company started a strategy of accelerated growth in the Brazil-
ian market, which resulted in a decline of unit sales. Since 1999, when Brazilian
currency was devalued, the conflict has worsened. Franchisees who had debts in-
dexed to the dollar took the company to court, resulting in a series of onerous law-
suits in Brazil. By increasing the costs of franchising in Brazil, the conflicts be-
tween McDonald’s and its franchisees have probably been the main causes for
changing the company organizational strategy towards a higher level of vertical in-
tegration, increasing the proportion of company-owned outlets (Figure 1).
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Figure 1. Evolution of the proportion of company-owned outlets employed by McDonald’s
in Brazil, France and in the world-wide.

*Forecast of stability for the next years = about 70%. ** McDonald’s estimate. Based on
primary data in addition to (2003) and Gazeta Mercantil (2003).

In short, the jurisdictional uncertainty that affects the costs of franchising has led
to a higher level of vertical integration. It could be argued that this is not a case of
governance inseparability, inasmuch as in each transaction the higher cost of con-
tracting increases the likelihood of vertical integration. Nevertheless, it is notewor-
thy that the use of franchising contracts that provide more control to franchisors
(partial franchising and management contract) is widespread in France and not ob-
served in Brazil. The higher proportion of company-owned outlets in Brazil re-
duces the need for control on franchising contracts.

The second argument is transaction costs in the capital market. Brazil has one of
the highest interest rates in the world'*. Macroeconomic foundations are certainly
part of the history that explains this anomaly in the Brazilian capital market, but
there are institutional variables that contribute to the high transaction costs in this

' In 2005 real interest rates were about 13% a year for fixed income securities.
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market. Arida et al. (2005) observed that long term credit market has not devel-
oped in Brazil because court rulings are biased towards debtors. As a consequence,
creditors do not use long term contracts, which are more likely to be litigious. In
contrast, the French capital market is far more accessible. This is another possible
explanation of why in France all types of franchising contracts can be found, as
opposed to Brazil, in which the conventional franchising is the absolute dominant
form. An imperfection in the transaction between franchisors and capital lenders
imposes capital restrictions that may be solved by the use of a franchising contract
(conventional) that attracts capital from franchisees. In France, the role of fran-
chising as an alternative to raise capital is attenuated because franchisors have
better access to the capital market. This is further evidence of governance insepar-
ability in franchising'”.

Finally, competition policy may constrain the choice of governance mechanisms
in upstream transactions, having an indirect effect on the design of the franchise
contracts. For instance, in France/Europe companies that have more than 30%' of
the market are not allowed to impose vertical restraints to franchised outlets, such
as exclusive suppliers or vertical integration of input production. It is expected
that those restrictions have an effect on the need for control on downstream trans-
actions, in order to preserve the brand name value.

However, the evidence of McDonald’s in France, a company subject to compe-
tition policy restriction, suggests, at first sight, that the above proposition is actu-
ally false. Inasmuch as McDonald’s cannot control the variability of inputs, it was
expected that it would use a higher proportion of company-owned outlets, which
is a way to prevent franchisees’ incentives to reduce quality. Contrary to these ex-
pectations, the proportion of company-owned outlets that McDonald’s holds in
France is historically significantly lower than the number observed in Brazil, even
before court rulings raised the costs of franchising (Figure 1).

A more detailed look at the franchising contracts and quality regulation in
France provides a possible explanation for this. The variability of input quality,
particularly of agricultural products, is lower in France than in Brazil due to more
effective French quality regulation. The lower the variability of inputs, the less
necessary it is to exert control on the supply chain. In addition, as already men-
tioned, franchising contracts in France are more diverse, including forms — such as
partial franchising and management contract — that provide better incentives for
franchisees to keep up with quality standards. In short, in comparison with Brazil,

'3 The first two arguments explain basically the same empirical regularity: variety of fran-
chising contracts in France and predominance of conventional franchising in Brazil. As a
consequence, we can not separate both effects, but they are both plausible arguments
based on the idea of governance inseparability.

'® European Competition Policy, according to the Regiment of Exemption 2790, of 1990,
establishes that retailing vertical arrangements, among then franchising contracts, are
subject to the following clause: companies with a market share that exceeds 30% are not
allowed to require exclusive suppliers.
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McDonald’s in France relies more intensely on franchising by means of types of
contracts that provide more control to the franchisor.

4 Concluding Remarks

There is little dispute that firms choose a portfolio of governance mechanisms in
order to deal with the whole set of transactions they are engaged in. Less well re-
searched, however, are the consequences of not taking governance inseparability
into account when explaining firm boundaries and contracts that govern particular
transactions. The literature on governance inseparability proposes that former
transactions constrain the choice of present governance mechanisms (Argyres and
Liebeskind 1999). In addition governance choice is interdependent because differ-
ent governance mechanisms employed by the same firm may be complementary.

Franchising is an interesting case where the appropriate design of a governance
structure of a particular transaction depends on other governance arrangements. In
a set of 21 case-studies there is evidence that franchisors choose a portfolio of
governance mechanisms to govern this set of transactions; upstream and down-
stream governance mechanisms are complementary, making the governance deci-
sion of each transaction inseparable from the others; and quality regulation and
competition policy restrain upstream governance mechanisms, having an indirect
effect on the design of the franchise contracts. The latter finding is particularly
relevant to the case of franchise chains that venture into foreign markets, being
subject to different institutional environments. If competition policy, for instance,
imposes some sort of restriction to vertical restraints, such as an exclusive supplier
to outlets, the franchisor will not be able to reduce quality variation of inputs and
therefore face greater risk of loss of brand name value. Under pressure to mitigate
hazards related to final product variability, the franchisor may be willing to adopt
franchising contracts that provide better incentives for franchisees to respect speci-
fied quality standards.

If this proposition is correct, existing governance mechanisms should be taken
into account in any analysis of the determinants of governance choice. As fran-
chising literature largely relies on the transaction of the franchisor and his/her out-
lets (franchised or company-owned), with no reference to upstream governance
mechanisms, these studies may have omitted variables. One important implication
of governance inseparability in empirical studies into franchising is that informa-
tion about the whole set of transactions undertaken by a franchisor should be taken
into account. However, how the absence of these variables affects current results
of the literature is not clear. In fact the huge empirical support of the basic TCE
argument (Klein 2004) suggests that omitting existing governance mechanisms
does not have a strong effect on the predictive power of the theory.

Moreover, governance inseparability has important management implications.
While the governance mechanism employed in the supply chain may have an indi-
rect effect on the design of franchise contracts, the need for coordination among
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different management areas is greater. For instance, areas that traditionally are
kept apart, such as procurement and the contract design with franchised and com-
pany-owned outlets, may have to coordinate their actions more often. Another im-
portant implication is the need to expand the variables that affect strategic man-
agement. For example, changes in quality regulation that reduce the variability of
input quality may indirectly affect the optimal design of a franchise contract and
monitoring activities undertaken by the franchisor.

For future research, it would be desirable to gather information on the whole set of
franchisors’ transactions to empirically test the effect of upstream governance on
downstream franchising contracts. Furthermore, a cross-country analysis in order to
capture the effects of institutional environment variability is also recommended.
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Entrepreneurial Autonomy, Incentives, and
Relational Governance in Franchise Chains

Olivier Cochet, Julian Dormann, and Thomas Ehrmann’

Abstract. Franchisee autonomy fosters system-wide adaptability and outlet-
owners’ motivation but also raises the costs from agency problems present in fran-
chisee-franchisor dyads. Advancing upon the understanding of agency issues in-
volved in franchising, we test the argument that chains counterbalance the loss in
control inherent to autonomy with relational governance mechanisms. The empiri-
cal results provided strong support for this presumption. In addition and most no-
tably, we found that relational governance becomes more important the weaker
agents’ incentives are aligned with the interests of the entire network. The moder-
ating effects of five franchisee characteristics influencing goal congruencies were
considered: multi-unit ownership, age of the relationship, geographic distance,
economic success, and the level of perceived intra-chain competition. Implications
for chain management are provided.

Keywords. Franchising, relational governance, decision-making, incentives

1 Introduction

Franchising is an attractive organizational form to pursue growth strategies
(Shane 1996). It does not only permit realizing economies of scale through sys-
tem-wide standardization in various functional areas such as marketing,
purchasing, and product development, but relative to company operations,
franchising additionally allows profiting from the expertise of independent
entrepreneurs to continuously adapt to local markets (Bradach 1997; Sorenson
and Serensen 2001). For their specific knowledge to be leveraged and local
market adaptation to occur, franchisees should be granted autonomy in various
operational aspects of the business.

Contact Information: Westfilische Wilhelms-Universitdt Miinster, Department of ~Stra-
tegic Management, Leonardo Campus 18, 48149 Miinster, Germany, Phone: +49-251-
8338330, Fax: +49-251-8338333.
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Leeway for independent action is furthermore important to the prospect of the
whole chain since it upholds franchisees’ satisfaction in the relationship and hence
their motivation to deliver performance (Schul, Little, and Pride 1985; Dant and
Gundlach 1999). That is, franchisees often choose the franchise option in order to
become their own boss and to run a business according to own decisions while
profiting from a proven business concept (Peterson and Dant 1990; Elango and
Fried 1997). Placing too narrow restraints on outlets’ operations increases the risk
of disappointing hopes for entrepreneurial behavior.

Notwithstanding the above benefits, increasing levels of autonomy equally
raise the potential costs from agency problems present in any franchisee-fran-
chisor dyad (for example, Pizanti and Lerner 2003). In consequence, autonomous
decision-making by downstream stores may or may not lead to increased perform-
ance from the franchisor’s perspective. Success eventually hinges on chains’ abil-
ity to counterbalance the loss in control inherent to autonomy with mechanisms
that achieve goal congruence between the exchange partners. Only under condi-
tions of common economic interests between the parties can the full economic po-
tential of decentralized dyadic decision-making be realized.

A growing body of literature analyzes the importance of social interactions in
the governance of channel structures. In particular, the functionality of trust and
relational norms — or more generally, the role of relational governance — in coor-
dinating vertical relationships has been subject to scholarly attention (Palay 1984;
Kaufmann and Stern 1988; Noordewier, John, and Nevin 1990; Poppo and Zenger
2002). In this paper, we empirically explore the reliance on relational governance
as a control mode to attenuate the agency problems resulting from franchisee
autonomy. Most notably, we hypothesize that relational governance becomes
more important to accompany autonomy the weaker franchisees’ structural incen-
tives are aligned with the franchisor. Hence, individual franchisee-franchisor dy-
ads from different networks are the units of analysis. We focus on the moderating
role of five franchisee characteristics which have previously been proposed to af-
fect agency issues in the dyad: (1) multi-unit ownership, (2) age of the franchisee-
franchisor relationship, (3) geographic distance between the outlet and the com-
pany’s head office, (4) franchisees’ past economic success, and (5) the level of
perceived intra-chain competition.

Our study contributes to the literature in the following ways. First, although
past work has investigated appropriate functional areas for independent action
by franchisees (Kaufmann and Eroglu 1999), little is known about the govern-
ance of behavior within these limits. Relative to Kaufmann and Eroglu’s concep-
tual study and earlier empirical literature which has been concerned with the ques-
tion of ‘who makes decisions’ in chains (Arrufiada, Garicano, and Vazquez
2001; Windsperger 2004), this paper shifts the research focus to the question of
‘how to assure that decision rights are not abused’. Our interest therefore is to inves-
tigate empirically how companies assure that franchisees use their autonomy in
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Pareto-improving ways such that it leads to better performance at the outlet
while having a non-negative impact on the viability of the system.

Second, by incorporating franchisee characteristics such as single- vs. multi-
unit ownership in the analysis, this study extends and corroborates earlier research
which found incentive effects of these characteristics to be important for channel
management (for example, Dant and Nasr 1998). From a practical point of view,
asking how a chain can achieve cooperation with outlet owners of differing expec-
tations and orientations is crucial (Griinhagen and Mittelstaedt 2005). By focusing
on the specific characteristics of each outlet, we advance the theoretical under-
standing of agency issues in franchising. This knowledge might also provide con-
ceptual guidance to managers in the field when structuring decision rights and
control mechanisms.

The paper is organized as follows. First, we define autonomy, elaborate on its
various structural sources and discuss the agency issues related to it. Second, the
construct of relational governance is introduced and hypotheses about the main and
moderated relationships between autonomy and relational governance are derived.
Third, an empirical test of our hypotheses is reported. Fourth, we discuss our find-
ings and provide implications for practitioners. We conclude in the last section.

2 Franchisee Autonomy

2.1 Definition and Structural Sources of Autonomy

Autonomy can be conceived of as the extent to which a party, here a franchisee, is
unconstrained to independently make decisions (Feldstead 1991; Strutton, Pelton,
and Lumpkin 1995; Dant and Gundlach 1999). Independence pertains to the prac-
tical fulfilment of a task as far as its content is concerned; more precisely, it relates
to the search for different solutions, to the choice of one feasible alternative and to
subsequent actions. Autonomy entails leeway not only on how but also as to
which task is performed — for example, the latitude of franchised outlets to select a
new project (Lewin-Salomons 1998). Thus, we refer to autonomy as the scope for
‘entrepreneurial freedom’ franchisees possess to operate affiliated units according
to own decisions.

Basically, four structural sources of entrepreneurial autonomy can be identified:
(1) the allocation of contractual rights, (2) contractual incompleteness, (3) control
costs as well as limited monitoring capacities, and (4) direct acceptance of deviant
franchisee behavior by the franchisor. Since formal, legal documents such as con-
tracts and operating handbooks are most often uncustomized within a network, the
first two factors above cannot explain differences in autonomy across individual
franchisee-entrepreneurs of a same system — which is the focus of this paper. Yet,
since control costs may differ among units (Lafontaine and Slade 1997), differen-
tial scopes for decentralized operations within any chain can emerge. Outlets
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which are more costly to monitor should then experience higher levels of auton-
omy compared to stores which are less expensive to monitor and therefore con-
trolled intensely. The degree of autonomy across a focal network’s franchisees can
as well fall apart for the company could accept deviations from contractually regu-
lated business procedures if beneficial outcomes for the whole channel are expec-
ted. Conversely, due to power asymmetries between the principal and the agents,
chains can enforce certain restrictions at (potentially opportunistic) stores even if
these constraints are not formally incorporated in the contract or the handbooks.
Lewin-Salomons (1998) argued and provided some anecdotal evidence that this
kind of informal allocation of decision rights is a central source of franchisees’
operational realm. Thus, “in a single franchising chain the level of control and
autonomy exercised may differ from one franchisee to the next” (Pizanti and
Lerner 2003, 138).

2.2 Agency Issues Related to Autonomy

Agency theory is concerned with the resolution of trading hazards inherent to “a
contract under which one or more persons (principals) engage another person (the
agent) to perform some service on their behalf” (Jensen and Meckling 1976, 308). In
distribution, the organizational form of franchising circumvents an important agency
problem which would arise between a system’s head office and an employee manag-
ing an outlet (Rubin 1978). In particular, franchisees’ residual claim on the profits of
their unit (net of royalty payments) induces greater effort than is provided by a com-
pany employee who receives mainly a fixed salary and who therefore seeks to
minimize his costs of effort. Notwithstanding, residual claims create another goal
conflict, namely incentives to free-ride on the chain’s brand name (Lafontaine and
Raynaud 2002). Examples of free-riding include underinvestment in advertising,
failure to comply with production standards, and insufficient supervision of staff.
Franchisees cheating on investments in the brand name by lowering the quality of
output reduce their costs and thereby augment profits since they are unlikely to loose
(short-term) sales if other units follow through with obligations. The reason is that
consumers credit the goodwill they attach to the trade name even to stores which fail
to deliver promised quality. Michael (2000) provided empirical evidence that the
horizontal externality problem related to a shared trademark combined with the re-
sidual claim status of franchisees have a negative impact on overall system quality.
He reported that the quality experienced by consumers was negatively related to the
incidence of franchising within any network. The extent of autonomy allocated to
franchised dealers determines the potential costs resulting from the goal con-
flicts described above (see, generally, Jensen and Meckling 1992) since decentral-
ized decisions involve a control loss for the franchisor. In the following, we describe
how relational forms of governance curb agency conflicts by aligning the eco-
nomic interests of the dyadic partners.
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3 Hypotheses

3.1 Controlling Franchisees: Relational Forms of Governance

We define relational forms of governance, also referred to as informal institutions
(North 1990), as norms of behavior and unwritten codes of conduct which safeguard
exchanges against potential conflicts. Norms, in turn, are defined as expectations of
behavior shared by dyadic partners (Heide and John 1992). They emerge from the
social embeddedness of a contractual relationship (Macneil 1980; Granovetter 1985;
Ring and Van de Ven 1994; Jones, Hesterley, and Borgati 1997) and/or are condi-
tioned by the prospect of realizing a higher transaction value in the future than
would be possible without such norms (Baker, Gibbons, and Murphy 2002). While
formal governance arrangements such as explicit contract terms are in general dis-
crete (that is, they either exist or are absent), relational forms of governance are con-
tinuous since they differ in degree rather than in kind (Zenger, Lazzarini, and Poppo
2001). An intensification of the specific norms considered below conforms to more
pronounced relational content in a business liaison (Macneil 1980). The major rea-
son why relational governance is suitable to control the behavior of dispersed fran-
chisees is that control in the day-to-day operations is guaranteed by means of per-
suasion — not authority (that is contracts). Bradach (1997, 288) cited one franchise
consultant — franchisor personnel charged with managing the contact to outlets —
who described that “relationships are crucial and when they deteriorate it becomes
extremely frustrating to try to get the company’s goals across”.

Most studies on relational governance in distribution channels have drawn from
the atmospheric dimensions initially proposed by Macneil (1980), though none con-
sidered all of the elements simultaneously (see, for a review, Ivens and Blois 2004).
Concerns about the consequences of incompleteness in the consideration of codes of
conduct can be partially accommodated. Noordewier, John, and Nevin (1990, 84)
noted that individual norms tend to be highly related to one another and might thus
be part of a “single higher order” relational syndrome. Our relational governance con-
ceptualization contains elements alluding to the following norms: (1) the harmoni-
zation of conflict norm, defined as the extent to which a franchisee and a franchisor
find mutually satisfying, non-opportunistic solutions to conflicts (Macneil 1980;
Mohr and Spekman 1994; Brown, Dev, and Lee 2000); (2) the intensity of coopera-
tion, referring to the extent to which exchange parties carry out their respective tasks
in a coordinated and cooperative way, thereby acknowledging that outcomes from
joint effort exceed those achievable through self-interest seeking and opportunism
(Anderson and Narus 1990; Heide and John 1990; Lambe, Spekman, and Hunt
2000); and (3) the prevalence of trust also acting as a mechanism against the risk of
opportunistic action (Bradach and Eccles 1989; Granovetter 1985; Bromiley and
Cummings 1995; Zaheer and Venkatraman 1995; Zaheer, McEvily, and Perrone
1998). The construct of relational governance encompasses these three aspects.

The observation that theoretically derived predictions about opportunistic action
in franchising translate into empirical facts (for example, Michael 2000) suggests
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that relational norms (but also formal controls) cannot perfectly enforce cooperative
behavior. Nevertheless, the above cited studies also indicate that relational norms do
define acceptable limits to behavior, taking the preservation of the relationship as a
constraint, and thus constitute a partial safeguard against the exploitive abuse of de-
cision rights (see, also, Heide and John 1992; Gundlach, Achrol, and Mentzer 1995).
We therefore argue that in a cross-section of franchisees within chains, relational
governance becomes more intense where stores possess more autonomy and thus
more room for opportunistic behavior. Formally:

H1: The extent of franchisee entrepreneurial autonomy is positively
related to the intensity of relational governance in any dyad.

3.2 The Moderating Role of Franchisee Incentive Characteristics

Thus far, we implicitly assumed that franchise networks accompany autonomous
decision-making at the outlets with equal relational governance intensity irrespec-
tively of franchisees’ incentives to engage in opportunistic behavior. However,
past research revealed idiosyncratic incentive characteristics across stores of a
same chain (Gal-Or 1995; Lafontaine and Slade 1997). In addition, we ignored
any costs being brought about by relational control. Yet, the setup of dense ties
with focal partners consumes time and resources (Larson 1992; Heide 1994; Ring
and Van de Ven 1994; Poppo and Zenger 2002). It is a planned activity and may
not only include costs of trust building but also those of failing to reach minimal
levels of trust (Das and Teng 1998). Thus, investments necessary to shape ex-
change norms constitute sunk certification costs (Mills and Ungson 2003) to be
borne primarily by the systems’ headquarters. As a consequence, franchisors
should commit resources to the development of intense linkages only in the pres-
ence of significant incentives of franchisees to deviate from the company’s inter-
ests. In sum, franchisees with incentive structures more closely aligned to those of
the company should be awarded entrepreneurial autonomy with less counterbal-
ancing through relational forms of governance. Formally:

H2: The degree of structural incentive congruence in a dyad will
moderate the relationship between the extent of franchisee auton-
omy and relational governance intensity: specifically, the positive
relationship between autonomy and relational governance will be
less strong the closer franchisees’ incentives are aligned with the
franchisor.

In the following, five incentive characteristics are considered with regard to their
impact on the link between autonomy and relational governance: multi-unit own-
ership, age of the franchisee-franchisor relationship, geographic distance between
a franchisee’s outlet and the chain’s head office, past franchisee success, and the
level of intra-brand competition faced by a unit.
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3.2.1 Multi-unit Ownership

Multi-unit ownership describes a situation where one franchisee owns, operates or
controls more than one outlet (Kaufmann and Dant 1996). While some multi-unit
franchisees start a single unit in the beginning and acquire the rights to operate ad-
ditional outlets over time, referred to as sequential expansion, others are entitled to
run multiple units from the outset, referred to as master franchising (Kaufmann
and Kim 1995).

Empirical evidence suggests that franchise companies must not worry about
opportunistic abuses of autonomy by multi-unit agents (Dant and Gundlach 1999).
This is because the interests of multi-unit owners are closely aligned with those of
the entire network. Most notably, incentives to free-ride on the common brand
name are weakly pronounced, even in nonrepeat customer industries (Dant and
Nasr 1998). By cheating on quality, multi-unit partners would jeopardize their
own sales to a greater extent than would their single-unit counterparts. In other
words, multi-unit ownership internalizes a large fraction of specific investments in
the trade name. Furthermore, due to higher stakes in question, head offices are less
likely to terminate or non-renew contracts of multi-unit than those of single-unit
franchisees. Therefore, the former should project their channel membership farther
into the future than the latter. Consequently, foregoing investments in quality
would impair future sales of franchisees owning multiple units to a relatively large
degree (Dant and Nasr 1998).

Dant and Gundlach (1999, 45) summarized the argument as follows: when al-
located decision-making authority, multi-unit franchisees “are not likely to exploit
such opportunities to deviate from the prescribed procedures because they can di-
rectly appreciate the rationale for discipline and standardization within a franchis-
ing context from the franchisor’s perspective”. Anticipating this incentive struc-
ture, the marginal benefits from investments in relational quality with multi-unit
owners should be smaller for every given level of autonomy compared to the
benefits derived from investments in good dealings with single-unit operators.

H2a: The number of outlets owned by a franchisee will moderate
the relationship between the extent of autonomy and relational gov-
ernance intensity: specifically, the positive relationship between
autonomy and relational governance will be less strong among
multi-unit than among single-unit franchisees.

3.2.2 Age of the Franchisee-Franchisor Relationship

Age of the relationship defines the time period since a franchisee started operating
an outlet. Relationship length has been argued to positively influence the expecta-
tions on both sides of the dyad about the continuity of the exchange in the future
(Dant and Nasr 1998). Franchisees’ incentives to invest in system-specific assets,
thereby refraining from free-riding, increase as the future time horizon over which
such investments can be amortized extends. Also, potential pecuniary advantages
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from opportunistic deviation that would accrue in the short-run are more likely to
be evened out by the gains from cooperation the longer the discounting period.

From the perspective of the chain, the age of a relationship can also be inter-
preted as an indicator for past agent behavior, namely whether autonomy has been
utilized constructively (see, generally, Eisenhardt 1989). Franchisors’ unilateral
discretion about periodical contractual renewal provides a bond to punish oppor-
tunism. Thus, the track record of franchised partners which have been part of the
system over two or more contractual periods should certify their quality (Dant and
Nasr 1998).

Besides the risk of opportunism, downstream decision-making independence
can also damage a system’s reputation due to a lack of knowledge about routines
and procedures on behalf of inexperienced franchisee-entrepreneurs. In this sense,
relational governance can be understood as a communication and cooperation
mechanism amenable to assist the outlets as they gain in control over decisions.
With the passage of time, the dispersed units acquire proficiency and specific
knowledge about operations and assistance should become less important.

The preceding arguments support a negative relationship between relationship
length and the need for shared behavioral norms. From the knowledge-based ra-
tionale above, however, one can also derive a positive relationship between age of
the relationship and the severity of agency issues. Since, over time, franchisees
gain in experience regarding specificities of local demand and efficient operating
processes, they develop own beliefs about quality and behavioral standards and
increasingly challenge the franchisor’s authority (Knight 1986; Baucus, Baucus,
and Human 1996). Their willingness to comply with imposed standards may de-
crease as a result, augmenting agency conflicts.

In sum, however, we feel that the motivation for franchisors investing less in rela-
tional governance at every level of autonomy when relationship length increases are
more compelling and we therefore expect the following hypothesis to hold.

H2b: Age of the franchisee-franchisor relationship will moderate the
relationship between the extent of autonomy and relational govern-
ance intensity: specifically, the positive relationship between auton-
omy and relational governance will be less strong among older than
among younger dyads.

3.2.3 Geographic Distance

Geographic distance denotes how far an outlet is physically remote from the fran-
chisor’s monitoring head office. Distance raises the level of behavioral uncertainty
about the agent and widens the information gap in the dyad (Fladmoe-Lindquist
1996). This is because monitoring is costly. More precisely, the costs of sending a
company representative to inspect a unit’s operations (for example, cleanliness,
product quality) increase in the number of kilometers between the system’s head
office and the outlet.
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Monitoring costs are central to agency theory’s prediction about the choice of
vertical integration versus franchising. The argument assumes that managers of
owned units have weak incentives to perform efficiently since a large fraction of
their salary is fixed. Although financial performance of a store can be gauged by the
company in each period, performance may not be attributable to either the outlet’s
manager or to other factors beyond his control, for example the general economic
environment. Where behavior-based monitoring is difficult, the franchisor may, in
consequence, franchise an outlet. Franchisees have higher incentives to perform
since they claim the unit’s residual profits. Brickley and Dark (1987) as well as
Fladmoe-Lindquist and Jacque (1995) provided empirical evidence in line with the
agency theoretic argument that physically removed outlets tend to be franchised
whereas those in proximity to headquarters are company-owned. Monitoring costs
thus have an important bearing on the organization of distribution channels.

The behavioral uncertainty associated with increased distance should amplify
agency problems associated with a shift of decision rights from the franchisor to
the outlets. Agrawal and Lal (1995) showed that monitoring costs negatively af-
fect the frequency of inspections by the franchisor and the level of service pro-
vided by franchisees. Since behavior-based monitoring is costly, outcome-based
controls may be a valuable substitute. However, electronic data transmission is of-
ten inadequate to communicate information that accurately reflects the outlet’s op-
erations (Fladmoe-Lindquist and Jacque 1995). In addition, franchisees seldom in-
tegrate their information systems with the head office (Bradach 1997). If relational
governance is a mechanism to reduce information asymmetries and behavioral un-
certainties, we would expect the relationship between autonomy and relational
governance to be stronger for distant franchisees than for those partners located
close to the network’s head office.

H2c: Geographic distance between a franchised outlet and the fran-
chisor’s monitoring head office will moderate the relationship be-
tween the extent of autonomy and relational governance intensity:
specifically, the positive relationship between autonomy and rela-
tional governance will be stronger among distant franchisees than
among those located closer to the monitoring head office.

3.2.4 Franchisee Success

Success pertains to franchisees’ satisfaction with past economic performance rela-
tive to comparison levels (Anderson and Narus 1990). Drawing from power-
dependence theory, Dwyer and Oh (1987) noted that because of their criticality for
systems’ access to growing markets, franchisee-entrepreneurs operating in munifi-
cent environments (that is, those who are generally successful) have power over the
extent of control exercised by the principal. Conversely, poor performing outlets are
more likely to actively seek centralized franchisor support (Peterson and Dant 1990).
Indeed, empirical evidence indicates that munificence in local markets decreases bu-
reaucratization (that is, formalization and centralization) thereby favoring down-
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stream independent decision-making (Dwyer and Oh 1987). In a similar vein, it
could be argued that networks’ dependence on successful franchised stores also in-
creases these agents’ bargaining power in case of conflict; bargaining power which
franchisees can exploit to their advantage and at the expense of the chain. This line
of reasoning would suggest relatively strong requirements for relational exchange
norms to accompany autonomy of successful franchisees.

Based on self-enforcement theory (Klein 1995), we alternatively submit that
high levels of satisfaction with past performance reduce the risk of opportunism.
Self-enforcement operates by leaving sufficient rents downstream such that the
threat of termination of the relationship ensures franchisee compliance. Chains
must observe performance at stores through monitoring and subjectively decide
whether it conforms to the desired level. Specifically, in order for the implicit con-
tract to be self-enforcing, franchisees’ discounted extra gain from opportunistic
behavior (before being terminated) must be smaller than the discounted rent
stream that accrues from cooperation in the long run.” The higher a franchised out-
let’s economic potential the more important the returns foregone upon termina-
tion. At every given level of autonomy, opportunism should then be better con-
trolled the higher a franchisee’s performance. Therefore, we expect:

H2d: Franchisee success will moderate the relationship between the
extent of autonomy and relational governance intensity: specifically,
the positive relationship between autonomy and relational govern-
ance will be less strong among franchisees which are more success-
ful than among those which are less successful.

3.2.5 Competition

Intra-chain competition usually becomes more pronounced with continued system
growth. Maturing franchisors seek to extract the full economic potential of already
developed areas by increasing the number and thus geographic proximity of affili-
ated outlets (Stassen and Mittelstaedt 1995). The clustering of peer outlets amplifies
horizontal externalities and fosters franchisees’ incentives for free-riding. That is,
multiple stores within the same geographic area reduce a focal franchisee’s market
size and thereby the fraction of returns from investments in reputation which can be
internalized. By reducing a franchisee’s market size and increasing price pressures,
intra-chain competition also compromises the functioning of the self-enforcement
mechanism (Klein and Murphy 1988). This mechanism, as outlined above, relies on
the provision of an ongoing rent to franchisees to assure proper behavior. The level
of these rents is, however, reduced by lower market size and product prices associ-
ated with increased competition. In consequence, realizing short-term gains from
cheating becomes more attractive for outlet-owners. In sum, agency issues are rein-
forced by intra-chain competition. Accordingly, we expect:

2 Note that a franchisor can credibly promise the payment of rents to franchisees only if
the franchising option is more attractive than using company-owned outlets.
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H2e: The level of intra-chain competition perceived by a franchisee
will moderate the relationship between the extent of autonomy and
relational governance intensity: specifically, the positive relation-
ship between autonomy and relational governance will be stronger
among franchisees which perceive higher levels of competition than
among those which perceive lower levels of competition.

4 Empirical Test

4.1 Sample

To test the hypotheses, we used cross-sectional data collected from a sample of
franchisees operating in Germany. The data was gathered through mail surveys
and for purposes of a broader research project on franchisee satisfaction during the
years 1999 to 2003. A self-administered questionnaire (see Table A1) was sent to
the whole population of franchised outlets within each of 11 different business-
format franchise chains participating in the study. Franchisors provided the postal
addresses of their partners to the researchers. Each mailing included the question-
naire, a cover letter describing the purposes of the study and guaranteeing anony-
mity to participants, as well as a postage-paid reply envelope.

The specific formulation of the Likert-type questionnaire items emerged from a
qualitative-explorative pre-study involving franchisors, consultants, and franchisee
focus groups. A total of four moderated focus groups gathered 15 franchisees from
eight different chains. In the framework of these meetings, participants were given
the opportunity to express important facets of the relationship to their franchisors.
Balance and trust in the partnership were named central criteria regarding relation-
ship quality.

In collaboration with the participating chains’ management teams, channel
members had been informed about the study in advance of the mailings to assure
that, following the key informant approach, the owners of the outlets personally
answered the questionnaire. Despite collaboration with the systems’ head offices
in conducting the survey, participation in the study remained voluntary. In order to
enhance response rates, subjects were offered a copy of the survey results; no
other incentives to participate in the study were provided.

In total, questionnaires were sent to 1050 franchisees. After reminder notices,
the survey yielded an overall average (weighted) response rate of 21 percent (sys-
tem specific response rates lay between 13.68 and 42.85 percent). Our final sam-
ple consisted of 208 observations. Table 1 provides a breakdown of the number of
sampled units across chains. Based on the detailed classification scheme used by
Lafontaine and Shaw (2001), each of the networks operated in a different industry
sector. The population our sample draws from is defined as the entirety of franchi-
sees from these sectors in Germany.
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Table 1. Distribution of franchisees in the sample (across chains and sectors)

System Sector Number of System-specific % of total number of

franchisees in  response rates  franchisees across
sample (in percent) systems in sample

1 Retail: Food 17 24 8.17

2 Business services 5 20 2.40

3 Retail: Home furnishings 3 43 1.44

4 Retail: Pet food 21 32 10.10

5 Retail: Building materials 34 18 16.35

6 Retail: Computer equipment 18 30 8.65

7 Repair 10 19 4.81

8 Retail: Other 13 14 6.25

9 Eating places: Full service 5 19 2.40

10 Retail: Tobacco 13 16 6.25

11 Travel 69 18 33.18

The average chain was 13.87 years old, had 104.12 franchised outlets and an entry
fee of about 19.000 €.

We tested for nonresponse biases by comparing the average sampled observation
in each system with the average outlet-owner computed from the population of
each chain along the dimensions age, gender, number of years in business, and
multi-unit ownership. To obtain information on the characteristics of the popula-
tions, we contacted officials in the chains. For System 4 (10 percent of cases in
our sample, see Table 1), we could not discuss our data with the chain’s manage-
ment because the network has dissolved since the survey was conducted. No evi-
dence of obvious nonresponse biases emerged for the remaining systems.

4.2 Variables

4.2.1 Dependent Variable

Relational governance was operationalized using items alluding to the exchange
dimensions identified in the theoretical section: harmonization of conflict, inten-
sity of cooperation, and prevalence of trust (see Table Al in the appendix for the
exact wording). The questions relating to the harmonization of conflict norm (5a-
5c) evaluated to which degree dyadic partners engaged in problem solving as op-
posed to cultivating disputes (see Dant and Schul 1992). Items 5d to 5f assessed
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Table 2. Factor matrix for relational governance

1 factor extracted (Eigenvalue > 1); Kayser-Meyer-Olkin-criterion: 0.885; Bartlett’s test of spherity:
Chi® = 826.47, df = 36, p < 0.001.

Factor Eigenvalue % of var.
1 4.698 52.205
Factor matrix Relational governance
5a) 0.652
5b) 0.765
5¢) 0.785
5d) 0.804
Se) 0.696
5f) 0.635
5g) 0.808
5h) 0.752
51) 0.577

Absolute values less than 0.3 were suppressed.

the most important element of cooperative behavior, namely, the extent to which
mutual interdependence was appreciated by the channel members in their respec-
tive business processes (see Anderson and Narus 1990). The trust specific items
(5g-51) tapped whether vulnerabilities on both sides were mutually exploited by
the other, a central theme of trust research (see Bigley and Pearce 1998).

The ‘syndrome’ of relational governance was expected to encompass these par-
tially overlapping norms. Results of a principal component factor analysis (see
Table 2) revealed that the three dimensions were indeed part of a higher order
construct. All of the items loaded highly on one factor (all factor loadings > 0.577),
suggesting that they were strongly associated with each other. We built a compos-
ite measure by summing and averaging — using equal weights — the scores of the
individual items.

Reliability of the summated scale was assessed by Cronbach’s alpha. The alpha
value of 0.87 was well above the lower limit of acceptability, set at 0.60 for newly
developed scales (Hair, Anderson, Tatham, and Black 1998). We also investigated
item-to-total as well as inter-item correlations. The results confirmed sufficient re-
liability of the relational governance construct. Furthermore, we assessed (conver-
gent) scale validity by inspecting the correlation between the summated scale and
a single item capturing franchisees’ overall satisfaction with the quality of the re-
lationship to the provider of the business-format (exact wording: How satisfied are
you overall with your relationship to the franchisor? 1-7; very unsatisfied-very sat-
isfied). The strength of the bivariate correlation was substantial (r = 0.773, p <
0.001). Concerning validity, we caution that we relied on a single source key in-
formant approach. John and Reve (1982) noted that sentiments variables, such as
exchange norms, may fail to converge across respondents from the opposite sides
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of a dyadic relationship. However, we claim that we measured relational govern-
ance on the ‘right’ side of the dyad (with franchisees), for relational governance
only safeguards against conflict when the party which has room for opportunism
(brought about by franchisee autonomy) perceives the above norms to be relevant
for his behavior.

4.2.2 Independent Variables

Respondents assessed their perceived level of autonomy on four separate ques-
tionnaire items (see Table Al). These intended to capture two notions of auton-
omy frequently reappearing in the literature: 1) the leeway to make independent
decisions and 2) quasi as a result, the extent to which a franchisee feels to be his
own boss (for example, Schul, Little, and Pride 1985; Feldstead 1991). Questions
6a and 6b grasped to what extent franchisees perceived to be unconstrained when
making decisions, referring to the first notion above. Items 6¢ and 6d measured,
corresponding to the second notion, whether the franchised partners considered
themselves as primarily executing directives, being employees, or rather managing
their outlet according to own decisions, being entreprencurs. Results of a principal
component factor analysis (see Table 3) indicated the four items to load highly on
one common factor (all factor loadings > 0.645). The scores on the four items
were summed and averaged — using equal weights.

Cronbach’s alpha of reliability for the composite autonomy measure was 0.64.
We further assured reliability through item-to-total and inter-item correlations.
With all inter-item correlations except one (being r = 0.29) exceeding the thresh-
old of 0.30 and all item-to-total correlations above 0.50 (the smallest correlation
being 0.55), we felt confident about reliability of the scale.

We assume that franchisors are aware of the level of autonomy each franchisee
disposes of. It could be argued that measuring franchisors’ perceived levels of
autonomy with regard to each individual outlet would have been more accurate.
However, John and Reve’s (1982) results accommodate this concern. They
showed that perceptions on structural variables such as the degree of centralization
of channel dyad decision-making converge across key informants from the differ-
ent sides of a dyad.

Consistent with earlier literature (for example, Dant and Gundlach 1999), a
nominal no/yes question, coded as a dummy variable (no = 0; yes = 1), was used
to ascertain multi-unit ownership, that is, whether a franchisee operated one or
more outlets (see Table Al).

Franchisees were asked to indicate the year in which they opened their outlet,
from which we calculated the age of the franchisee-franchisor relationship. This
measure is consistent with Dant and Nasr (1998).

Following Brickley and Dark (1987) as well as Minkler (1990), geographic dis-
tance was calculated as the number of kilometres (instead of miles) that lie in be-
tween a franchised outlet and the chain’s head office. In the questionnaire, respon-
dents specified the first two digits of their postal code. Although information
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about the full postal code, comprising five digits, would have added precision to
our calculations, only two digits were requested in order to guarantee anonymity.
To calculate distance, we used a standard route planning software; introducing
franchisees’ two-digit postal code as the destination and the five-digit postal code
of chains’ headquarters as the starting point.’

Franchisee success, or the extent of satisfaction with past performance, was
measured by four separate questionnaire items (see Table Al). The questions
asked respondents to evaluate their recent performance relative to different com-
parison levels. Comparison levels included 1) alternative activities 2) average in-
dustry sales growth 3) own income expectations and 4) own sales objectives.

Anchoring success by reference to comparison levels is in line with Anderson
and Narus (1990). The results of a principal component factor analysis (see Table
3) revealed the four items to load highly on one factor (all factor loadings > 0.633).
We built a scale which averaged — using equal weights — the sum of the scores on
the four items. Cronbach’s alpha of reliability was 0.83. Inspection of item-to-total
correlations and inter-item correlations provided further support for the reliability
of the scale. We verified convergent scale validity via the correlation between the
summated scale and a single item assessing franchisees’ overall satisfaction with
performance (exact wording: How satisfied are you overall with your perform-
ance? 1-7; very unsatisfied-very satisfied). The correlation can be classified as
substantial (r=0.713, p <0.001).

Table 3. Factor matrix for franchisee success and autonomy

2 factors extracted (Eigenvalues > 1); Kayser-Meyer-Olkin-criterion: 0.761; Bartlett’s test of spherity:
Chi® = 556.42, df = 28, p < 0.001.

Factor Eigenvalue % of var. cum. % of var.
1 3.191 39.893 39.893
2 1.660 20.747 60.640
Factor matrix Success Autonomy
4a) 0.633
4b) 0.855
4c) 0.880
4d) 0.850
6a) 0.645
6b) 0.778
6¢) 0.762
6d) 0.664

Absolute values less than 0.3 were suppressed.

* A two-digit postal code covers a surface of approximately 6000 square kilometres. There
are 99 different two-digit postal codes in Germany.
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Our measure evaluated the intensity of competition between franchisees of the
same chain, that is, intra-chain competition (see Table Al). Outlet owners were
called upon to report whether the number of franchised outlets in the chain ex-
ceeded a reasonable size. In our context, a perceptual measure seemed more ap-
propriate than an objective count of the number of outlets in the chain — as previ-
ously used by other researchers (for example, Arrufiada, Garicano, and Vazquez
2001). First, a simple count does not capture the geographic dispersion of outlets
and thus the level of intra-brand competition faced by each individual unit. Al-
though our measure did not ask respondents to state whether the number of fran-
chised outlets in their geographic area had exceeded a reasonable size, it is sensi-
ble to assume that answers were provided with this fact in mind. Second, actual
free-riding behavior generally needs to be preceded by the perception of the poten-
tial to improve one’s own performance at the expense of peer franchisees and/or
company-outlets. We checked validity of this measure by correlating it with the
number of sampled franchised outlets within each geographic area, as defined by
the two-digit postal codes. This is a measure similar to Minkler’s (1990) outlet
density, calculated as the number of stores within a five mile radius. The correla-
tion between our two measures amounted to only 0.19, but was significant at the
0.01 percent level. Given that we could only count franchisees which were in-
cluded in the sample, we felt that the correlation with the perceptual measure indi-
cated sufficient convergent validity.

4.2.3 Control Variables

In our empirical models, we did not need to control for contractual variables (for
example, royalty rates) usually considered by agency theorists in the study of
franchising (for example, Lafontaine 1992). This is because we focused on vari-
ance in autonomy across outlets of a same chain. As an empirical fact, franchisees
within any system face homogenous contractual conditions. Variance in contrac-
tual terms across the 11 different chains in our sample was captured by 10 system
dummy variables. We also included the variables which describe franchisees’ in-
centive characteristics as.

4.3 Methods and Results

4.3.1 Descriptive Statistics

Table 4 shows descriptive statistics on the variables used in this study (only arith-
metic means and standard deviations are reported).

Inspection of descriptive statistics on the dependent variable revealed that the
average franchisee perceived high relational governance intensity in the past
(mean = 5.35). With a minimum of 2.56 and a maximum of seven (s.d. = 1.06) the
data showed a high range of scores. The observed variance across franchisees as
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Table 4. Pearson correlation coefficients and descriptive statistics
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sured us that our measure captured ‘true’ relational facets. This observation is not
trivial since, for instance, Dant and Schul (1992) found — reflecting structural con-
ditions — virtually no variance on other atmospheric variables such as the degree
of solidarity within any dyad.

Table 4 shows bivariate Pearson correlations between the variables. We found a
positive and highly significant correlation (r = 0.55, p < 0.001) between autonomy
and relational governance, providing preliminary evidence for H1. But, significant
correlations among the independent variables suggested using multivariate regres-
sion techniques to examine the variance in the endogenous variable uniquely ex-
plained by the theoretical constructs of interest to the hypotheses.

4.3.2 Regression Results

As a multivariate dependence technique, we relied on hierarchical ordinary least
squares regressions (OLS). For testing the implications of franchisee incentive
characteristics on the relationship postulated in the first hypothesis (H2a through
H2e), moderated OLS regressions were estimated (Aiken and West 1991). These
are appropriate to reveal whether a certain variable, the moderator, has an influ-
ence on the strength and/or form of the relationship between an independent and a
dependent variable.

To assure that our results are reliable, we controlled that the assumptions of
multivariate regression techniques were met. Variance inflation factors, Kolmo-
gorov-Smirnov as well as Breusch-Pagan tests gave no indications for any of the
assumptions being violated.

We first regressed relational governance on the system dummies and the inde-
pendent variables except for autonomy (Model 1 in Table 5) and found this esti-
mation to be highly significant (adj. R* = 0.418, p <0.001).

Distance (b =-0.001, p <0.01), success (b = 0.255, p <0.001), and competition
(b=-0.103, p < 0.01) came out significant.* In a second step, we added autonomy
to the regression equation (Model 2). The coefficient for this variable was positive
(b = 0.489) and highly significant (p < 0.001). Hl was therefore strongly sup-
ported. With an adjusted R* of 0.48, explanatory power of Model 2 was high.
Compared to the null model in column 1, Model 2 added 5.2 percentage points to
the explanation of variance in the data. Significance of the overall model lay at the
0.1 percent level.

The results of the moderated regression models are presented in columns
three to seven of Table 5. H2a stated that franchisors would invest less in shared

* Note that System Dummy 1 and 4 were positively and significantly related to rela-
tional governance. The dummy variables may capture the general or average level of
franchisee autonomy within a chain and therefore be related significantly to relational
governance. This average level of autonomy, in turn, is determined by the business the
franchise system operates in, the level of competition the franchise system faces, and
environmental uncertainty.
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exchange norms for every level of decision-making authority of multi-unit com-
pared to single-unit franchisees since incentives of the former are more closely
aligned with the network. The coefficient of the interaction term was expected to
be negative, attenuating the strength of the positive relationship of HI. Model 3
displayed a negative (b = -0.397) and marginally significant coefficient (p < 0.10)
of the interaction term between autonomy and multi-unit ownership. Hence, H2a
was weakly supported by the data. The unique variance explained by the interac-
tion term amounted to 0.6 percentage points.

H2b supposed that the older the franchisee-franchisor relationship, the weaker
would be the need for relational safeguards. Although the coefficient of the inter-
action term was negative (b = -0.009), as expected, it was not statistically signifi-
cant (see Model 4). The data therefore did not support H2b.

H2c¢ suspected geographic distance between an outlet and the chain’s head of-
fice to positively moderate the strength of the relationship between autonomy and
relational governance. While the sign of the coefficient was in the direction ex-
pected (see Model 5), the influence was not different from zero on statistical
grounds. H2c was therefore not supported.

The data however lent support for H2d which presumed that it would become
less important to accompany decision-making independence with relational con-
trol mechanisms the more successful the franchisee (see Model 6). The coefficient
of the interaction term was negative (b = -0.142) and statistically significant (p <
0.05). The amount of unique variance explained amounted to 1.1 percent.

H2e suggested a positive coefficient of the interaction between the level of in-
tra-chain competition perceived by a franchisee and autonomy. Indeed, Model 7
revealed a positive (b = 0.083) and statistically significant (p < 0.05) coefficient.
H2e was therefore supported. The interaction term explained 0.8 percent of unique
variance in the dependent variable.

4.3.3 Post Hoc Analyses

For Models 3, 6, and 7, which revealed significant coefficients of the interactions
between autonomy and multi-unit ownership, success, and competition, respec-
tively, we conducted post hoc analyses (Aiken and West 1991). From these analy-
ses, we found that multi-unit ownership, success, and competition influenced, as
proposed in our hypotheses, the strength but not the form of the relationship be-
tween the autonomy and the dependent variable. It is especially noteworthy that
autonomy was, consistent with our predictions, not related at all to relational gov-
ernance for the group of multi-units owners. In addition, while the simple slope at
low levels of competition was insignificant, it was statistically different from zero
at mean and high levels of rivalry.
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Table 5. Regression results of direct and moderated effects

Dependent variable: Relational governance

Model 1 2 3 4 5 6 7

Constant 5.183 *** 5.158*** 5.153*x* 5.152%** 5.168 *** 5.204 *** 5.184***
(0.114) (0.108) (0.107) (0.109) (0.109) (0.108) (0.108)

System 1 0.749 ** 0.630** 0.648 ** 0.627* 0.633** 0.628 ** 0.652**
(0.253) (0.240) (0.239) (0.240) (0.240) (0.237) (0.238)

System 2 0.228 0.318 0.308 0.321 0.316 0.300 0.266
(0.385) (0.364) (0.362) (0.365) (0.365) (0.361) (0.363)

System 3 0.658 0.620 0.618 0.633 0.635 0.521 0.649
(0.496) (0.469) (0.466) (0.470) (0.470) (0.466) (0.465)

System 4 0.818** 0.685** 0.652** 0.674** 0.690 ** 0.778** 0.728**
(0.247) (0.235) (0.234) (0.237) (0.235) (0.236) (0.234)

System 5 -0.016 0.022 0.033 0.038 -0.022 -0.012 0.018
(0.228) (0.216) (0.215) (0.219) (0.220) (0.214) (0.214)

System 6 -0.135 -0.100 -0.072 -0.094 -0.106 -0.126 -0.071
(0.227) (0.215) (0.214) (0.216) (0.215) (0.213) (0.214)

System 7 0.265 0.263 0.262 0.270 0.271 0.186 0.295
(0.294) (0.277) (0.276) (0.278) (0.278) (0.276) (0.276)

System 8 -0.087 0.317 0.353 0.328 0.304 0.240 0.263
(0.260) (0.259) (0.258) (0.260) (0.260) (0.258) (0.258)

System 9 -0.593 0.160 0.305 0.158 0.204 0.434 0.175
(0.378) (0.389) (0.395) (0.390) (0.395) (0.403) (0.387)

System 10 0.466 1 0.380 0.396 0.378 0.384 0.405 0.361
(0.263) (0.249) (0.247) (0.249) (0.249) (0.246) (0.247)

Multi-unit 0.013 0.004 0.020 0.012 -0.001 -0.005 0.003

ownership (0.155) (0.146) (0.146) (0.148) (0.147) (0.145) (0.145)

Age of 0.007 0.009 0.009 0.007 0.010 0.010 0.008

relationship (0.013) (0.013) (0.013) (0.014) (0.013) (0.013) (0.013)

Distance -0.001 ** -0.001 * -0.001 * -0.001 * -0.001 * -0.001 ** -0.001 *
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

Success 0.255*** 0.196 *** 0.191 *** 0.194 *** 0.205*** 0.205 *** 0.207 ***
(0.052) (0.051) (0.050) (0.051) (0.052) (0.050) (0.051)

Competition -0.103 ** -0.073 * -0.072* -0.072* -0.072* -0.078** -0.073 **
(0.028) (0.028) (0.028) (0.028) (0.028) (0.028) (0.028)

Autonomy 0.489 *** 0.485*** 0.490 *** 0.479 *** 0.498 *** 0.477 ***

(0.100) (0.099) (0.100) (0.101) (0.099) (0.099)

Autonomy x -0.397F

Multi-unit (0.214)

ownership

Autonomy x -0.009

Age of rela- (0.018)

tionship

Autonomy x 0.000

Distance (0.000)

Autonomy x -0.142%*

Success (0.062)

Autonomy x 0.083*

Competition (0.042)

n 208 208 208 208 208 208 208

F 10.894 12.937 12.533 12.141 12.715 12.750 12.588

Adjusted R? 0.418 0.480 0.486 0.478 0.479 0.491 0.488

Ain adj. R? 0.062 0.006 -0.002 -0.001 0.011 0.008

F A in adj. R? 24.000 3.433 0.293 0.501 5.206 3.881

Standard errors in parentheses. Significance levels (two-tailed): *** p <0.001; ** p <0.01; * p <0.05; ¥ p <0.1. In-
dependent variables have been mean centered (all models) in order to circumvent problems of multicollinearity asso-
ciated with interaction terms.
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5 Discussion

5.1 Findings and Null Findings

The empirical results were fully supportive for our main thesis that franchisors
would confront agency problems triggered by franchisee autonomy with relational
forms of governance. However, we found only mixed evidence for franchisee in-
centive characteristics to affect the severity of these problems at every given level
of local decision-making independence such that the intensity of observed ex-
change norms would differ accordingly. While multi-unit ownership and success
attenuated, and competition exacerbated the need for relational control as ex-
pected, age of the relationship and geographic distance did not emerge as signifi-
cant moderator variables.

Concerning age of the relationship, one important shortcoming of our meas-
urement instrument may provide an explanation for the null finding. Measuring
age of the relationship as the number of years elapsed since the first outlet was
opened by any franchisee does not capture the full length of the relationship for
every sampled dyad. It is a frequent phenomenon that the career path of franchi-
sees involves employment by the company prior to starting an outlet (Bradach
1997). In addition, even if the full relationship length had been grasped, the meas-
ure would not plainly reflect the severity of agency issues at hand. For equal rela-
tionship lengths, the goal discrepancies are more severe for a franchisee not previ-
ously working at the chain’s head office compared to a former employee. In this
regard, prior socialization into an organization can be an effective way of aligning
interests (Ouchi 1980).” From a theoretical perspective, the insignificant interac-
tion term may stem from the two conflicting incentive effects possibly resulting
from an increase in relationship length as outlined in the argument leading up to
H2b. On the one hand, age of the relationship positively influences the expecta-
tions about the continuity of the liaison in the future and thus the time horizon
over which system-specific investments can be amortized. On the other hand,
franchisees gain in experience over time and may therefore be increasingly reluc-
tant to comply with imposed standards.

As regards distance, we already acknowledged a methodological problem re-
lated to its operationalization for we relied only on the first two out of five digits
of franchisees’ postal codes to determine the geographical position of each outlet.
Put into perspective, however, the inaccuracy of the measure did not appear to be

> A statement of the COO of one chain studied by Bradach illustrates this point: “The
company people know the system. They are proven operators and they appreciate the
importance of maintaining standards and running the business right” (p. 292). Hence,
former company managers understand the requirements to operate an outlet and their ex-
perience as company managers allows them to appreciate the importance of maintaining
standards.
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a serious concern as plausible and significant correlations of distance with other
variables emerged from the data; for instance with autonomy (see Table 5). One
theoretical account for the insignificant interaction term stresses that information
asymmetries may have become more independent of physical distance with the
rise in information technologies in the late 1990’s (Ehrmann 2002). As a result,
the severity of agency issues for remote and nearby outlets and the subsequent
need for relational safeguards are likely to have converged to some degree.

5.2 Implications for Managers

The present study bears clear implications for the management of franchised dis-
tribution channels. First, since our results revealed that multi-unit franchisees ne-
cessitate less governance intensity in light of decision-making independence, lim-
iting the number of single-unit partners could lead to efficiency gains.’ As a
consequence, the extent of intra-chain competition faced by each outlet would also
be reduced. Benefits may be derived from lower intra-chain competition as the
findings indicated that those franchisees facing few competing outlets require less
control. Furthermore, the data made a good case for the presumption that high per-
formance relative to comparison levels fosters incentive alignment with the com-
pany. Hence, it may potentially pay-off to leave rents downstream to induce effi-
cient decentralized operations.

Second, against the backdrop that the incentive characteristics of franchisees
are not easily modifiable in the short-run, franchisors should carefully pay atten-
tion to selectively grant decision rights to those partners which are expected to be-
have appropriately. This could help to increase returns from local adaptation as
smaller control costs should be incurred to achieve Pareto-improving results. More
generally, managers should be aware of the linkage between structural (that is,
autonomy) and behavioral (that is, relational governance) processes in the man-
agement of channel members.

Finally, our research draws attention to the value of relationships in governing
dispersed outlets. Though we did not provide empirical evidence on the perform-
ance effects of relying on relational governance to control decentralized decision-
making structures, our findings suggest that norms of behavior provide a powerful
safeguard against opportunistic abuses of decision rights. Companies which invest
in the relationships to their dyadic partners in the presence of exchange hazards
brought about by downstream autonomy should outperform those chains forego-
ing close ties, ceteris paribus.

6 Note, however, that multi-unit ownership also reintroduces some of the problems fran-
chising seeks to solve in the first place, namely shirking on effort on behalf of employed
outlet managers. These agency problems then occur between the (non-managing) multi-
unit owner and his employee-managers at the stores under his control.
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5.3 Limitations

This study is subject to several limitations. First, standard criticisms of data from
perceptual survey-type measures such as ambiguity of questions, nonresponse bi-
ases, and common methods variance apply. We sought to minimize the ambiguity
of questionnaire items by means of extensive pre-tests with franchisees and ex-
perts. Comparison of average sampled franchisees in each chain with the average
computed from the systems’ populations revealed no evidence for obvious re-
sponse biases. To deal with common method variance from social desirability,
guarantees of anonymity were provided to respondents. Normally distributed
summated scales were indicative of social desirability effects being negligible.

Second, it has to be noted that we relied on newly developed items to opera-
tionalize the relational exchange norms. However, care was taken in the construc-
tion of the scale. The formulation of the questionnaire items arose from a qualita-
tive-explorative pre-study with franchisee focus groups. In addition, the results
from a principal component factor analysis as well as inspection of Cronbach’s al-
pha, item-to-total and inter-item correlations, all reported earlier, accommodated
concerns about reliability issues.

6 Conclusion

Relying on franchised outlets for decision-making in various functional areas such
as marketing, product design or pricing can bring about important efficiency gains
and enhance system-wide adaptability. These positive effects from entrepreneurial
autonomy are threatened to be offset by agency costs which arise from imperfect
alignment of interests among the vertical channel partners. The theory led us to infer
that franchise companies would use relational forms of governance to counterbal-
ance their loss in control associated with allocating decision-making independence
to individual outlets. The results from an empirical analysis based on German fran-
chisees strongly supported this presumption. Furthermore, the data partly confirmed
our thesis that franchisee incentive characteristics alleviate or intensify the need for
relational safeguards in light of downstream decision control.

Though this study was conducted within the context of franchising, its implica-
tions may be extended to other inter- as well as intraorganizational relationships
between principals and agents (for example, between sales manager and salesforce
agents, between venture capital firms and their portfolio companies, and between
employers and empowered employees). While organizations make extensive use
of formal control mechanisms such as contracts, monitoring and certification,
some degree of residual vulnerability to individual self-interest seeking and organ-
izational goal conflicts often remains. As a consequence, realizing the full eco-
nomic value of agents’ specific knowledge is put into peril. Relational forms of
governance can play a prominent role in reducing the costs from trading hazards
thereby paving the way for successful decentralized decision structures.
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Table Al. Details of constructs and measures

Construct

Description of Measures

Cron-
bach’s a

1 Multi-unit ownership
2 Age of the relationship

3 Competition

4 Success

5 Relational governance

6 Autonomy

Do you own more than one franchise outlet? (no = 0; yes = 1)

In which year did you join the franchise system?

The number of franchised outlets has exceeded a reasonable
size. (disagree-agree, 7-point scale)

a

Within another activity and with the same level of effort I
could realize an income which is ... (higher-lower, 7-point
scale).

Compared to the average development of sales in my indus-
try I would rate my last period’s sales as being... (lower-
higher, 7-point scale).

Compared to my expectations my last period’s income
was... (lower-higher, 7-point scale).

Compared to my last period’s sales objectives my last pe-
riod’s sales were... (lower-higher, 7-point scale).

Harmonization of conflict

a

b

My franchisor understands my problems and concerns. (dis-
agree-agree, 7-point scale)

My franchisor seeks compromises to accommodate con-
flicts. (disagree-agree, 7-point scale)

Disputes are not typical for the relationship between me and
my franchisor. (disagree-agree, 7-point scale)

Cooperation

d

When making decisions which concern me, my franchisor
takes into account my opinion. (disagree-agree, 7-point scale)
My franchisor asks me for participation in his long-term
planning process. (disagree-agree, 7-point scale)

I receive information from my franchisor on time. (dis-
agree-agree, 7-point scale)

Trust

g

h

o

My franchisor does not exploit my dependency. (disagree-
agree, 7-point scale)

My franchisor’s trust in me is high. (disagree-agree, 7-point
scale)

I can follow the recommendations of my franchisor without
any hesitation. (disagree-agree, 7-point scale)

The franchisor’s standard operating procedures do limit my
autonomy... (agree-disagree, 7-point scale)

I am free to implement own ideas. (disagree-agree, 7-point
scale)

I am my own boss. (disagree-agree, 7-point scale)

As franchisee I feel more like an entrepreneur rather than
like an employee. (disagree-agree, 7-point scale)
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Abstract. Typical contracts assign both coercive and non-coercive means of power
to the principal’s side, providing the agent with a comparably small range of coun-
tervailing anti-power. Initially agents are therefore vulnerable to opportunistic prin-
cipal behavior and will rationally anticipate this threat upon signing a contract.

In this paper we analyze various forms of power and explain their asymmetrical
allocation in the franchising industry. We demonstrate how franchisors restore
those shifts in power that seem to disorder the desired balance by performing con-
tractual, financial and organizational adjustments. The nature of these measures
suggests that franchisors should cooperate with agents despite their freedom to
behave opportunistically. According to empirical data, the better a franchisor is
able to credibly alleviate a franchisee’s fear of being exploited by principal oppor-
tunism, the stronger the growth generated in the entire franchise system that em-
braces both the company-owned and the franchise arms.

Keywords. Franchising, plural form, ownership redirection, coercive power

1 Introduction

Driven by our interest in the organization of franchise chains, this work elaborates
on the allocation of power in franchise arrangements, thereby building on the in-
sights gained from two earlier papers.” Both deal with “plural forms” — a term re-
lating to the parallel use of company-owned and franchise outlets within the same
organizational structure’ —, and provide five findings to note before starting with
this current research:

Institute for Strategic Management, University of Muenster, Leonardo-Campus 18,
48149 Muenster, Germany, www.ism.uni-muenster.de; ehrmann@ism.uni-muenster.de;
spranger@ism.uni-muenster.de. We acknowledge financial support from the Konrad-
Adenauer Foundation for this work. Moreover valuable ideas and comments have been
provided by Frank Uhlen and an anonymous referee of the EMNet 2005 panel. An earlier
version of this work is part of the SSRN Working Paper Series: http://ssrn.com/ ab-
stract=764126.

% These are Ehrmann and Spranger (2004, 2005a) and Ehrmann and Spranger (2005b).
% See Bradach (1997), Bradach (1998), Lewin-Solomons (1999).
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Firstly, the franchisor’s income streams generated from either of the two distri-
butional channels differ greatly. Whereas franchisees generally outperform the av-
erage company-manager in terms of generating sales, the standard franchisor ex-
tracts more profit — gross profit and in terms of return on capital — from each
single company unit.* Secondly, plural franchise chains have proven more profit-
able than wholly franchised systems. Thirdly, despite these economic effects, plu-
ral chains do not strategically convert current franchisees back to full ownership,
probably because the benefits of plural structures are greater than their costs.’ It
has been shown — the forth aspect — that instead of using dual structures to lower
organizing costs, to improve short term growth or to optimize risk exposure
(measures promoting the company-owned arm at the expenses of the franchisees),
applying the plural form to improve a system’s level of total quality benefits both
franchisees and company-owned units. Thus being the fifth aspect, empirical data
indicates that successful franchisors prefer to cooperate with both types of agents
and refrain from exploiting the franchising part opportunistically. Other studies
support this hypothesis by presenting evidence that franchisors willingly abstain
from using their full range of power towards franchisees. Whether it is granting of
quasi-rents to franchisees, computing royalty rates based on revenue instead of on
profit or keeping contracts steady despite varying conditions (e.g. geographically,
macro-economically, franchisee individually, etc.)’ — these all indicate (voluntary)
cooperative franchisor behavior despite a formal ability to make use of their op-
portunistic power towards agents.

In order to provide a better understanding on how to best use the powers given
to the contracting parties of franchise organizations, this paper addresses both
franchisees and franchisors. While we explain with respect to the former, why it is
important that franchisors hold substantial powers when running a franchise sys-
tem successfully, from the perspective of the franchisors we propose how and why
these powers must be applied accurately for the benefit of all system members.

Doing this, in the first section we will lay out the formal power structure of
franchise systems, focusing on power asymmetries that favor the franchisor and
leave the franchisee with a rather small amount of countervailing power. It will
then be analyzed how, despite these power asymmetries, franchisors achieve to
credibly convince franchisees that they will not have to suffer from detrimental
opportunistic actions applied by the still powerful franchisor either ex-ante (sec-
tion two) or ex-post (section three) of signing the contract. Questioning the conse-
quences of what can be called (a more) cooperative principal behavior, in section
four we will investigate the consequences of cooperativeness, hypothesizing that

See Shelton (1967) for a discussion on franchise and company-owned outlet efficiency.
Such positive aspects need not only to make the combined distributional channels better
than just one form on its own, but they have also to compensate for those negative ef-
fects (e.g. an increase in complexity and monitoring costs) that arise when dealing with
two instead of just one organizational instrument.

6 See Ehrmann (2002), 1137-1144.
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cooperative franchisors may be eventually more successful in the long term than
their likely opportunistically acting competitors.

2 Power Allocation in Franchise Chains

Instead of fully integrating their channels of distribution, (plural) franchisors sell
some or all of the contractual rights for using a standardized concept to legally in-
dependent franchisees. Paying the fees’, the franchisee is permitted to use the con-
cept within the limits defined by the franchisor. He is simultaneously expected by
contract not to change or adapt the concept without the franchisor’s approval.
Within such franchise arrangements, power — such as the ability of some individ-
ual or group to control or influence the behavior of another — can be exercised by
both contracting parties towards each other. The franchisor’s sources of power en-
able him to apply both coercive and non-coercive forces to achieve control over
his franchisees. Due to French/Raven (1959) and Hunt/Nevin (1974) we know that
coercive power is based on the franchisee’s anticipation of possible punishment by
the franchisor in case of non-compliance. The four means of non-coercive force
on the other hand originate from the franchisor’s ability to exert reward, legiti-
mate, referent and expert power. For each case the magnitude of non-coercive
power is determined by the franchisee’s expectation of how effectively the fran-
chisor is able to grant rewards for obedience, how intensely the franchisor de-
serves compliance for being the legitimate superior, how much the franchisee re-
fers to the franchisor’s goals as those that also benefit himself and how strongly
the franchisee accepts the franchisor’s expertise as being equitable. The sum of
coercive and non-coercive forces determines the potential of the franchisor’s gross
power, which in turn is reduced to net power by the franchisee’s ability to coun-
tervail the principal’s force. According to Emerson (1962), controlled members
such as franchisees may build up anti-power by reducing their motivation to fol-
low the given goals, by seeking alternative gratification sources of those goals, by
improving their ability to adjust the goals according to their own wishes, and by
opposing the former alternative sources for achieving the principal’s goals.® One

7 These are a one-time franchise fee due upon joining the system, ongoing royalty rates for

using the trademark and marketing fees supporting efforts in national advertisement.

¥ These issues are more deeply discussed by Etgar (1976). Note that according to Gaski

(1984), 25, the countervailing agent power is of different nature than the power exerted
by the principal. “Countervailing power is channel member B’s ability to inhibit channel
member A’s power over B’s decision variables ... Countervailing power does not refer
to B’s ability to control A’s decision variables. That is B’s power over A and represents
a parallel structure. ... B’s ability to get A not to do something A would otherwise have
done (countervailing power) is formally equivalent to B’s ability to get A to do some-
thing A would not otherwise have done (power). The only operational difference is the
target decision variable set.” Within a broader economical context, Galbraith (1956),
111, therefore defines “countervailing power” as “restraints on power” — alternatively
one could term it “countervailing of power” as well.
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practical example for increasing negotiating power vis-a-vis the franchisor lies in
the forming of franchisee interest groups, a phenomenon highly visible especially
at large franchise chains. In total, a franchisor’s net power over his franchisees re-
sults from the sum of gross power corrected by the amount of franchisee counter-
vailing power. As long as the total of such net power differs from zero, we assume
the power structure of the franchisor-franchisee channel to be asymmetric.

As long as the franchisors need to control franchisees for sticking to the rules,
thereby safeguarding the business model as well as the good (i.e. compliant) sys-
tem members against detrimental actions by bad system members, the principal
needs to maintain a net power setting greater than zero. Such asymmetrical alloca-
tion of power favoring the franchisor benefits the system as long as it is not
abused for a single-sided exploitation of franchisees.

For the franchisor to use his powers effectively when building an environment
of franchisee compliance, he needs to know that the strength of his gross power is
determined rather by what power channel-members believe he is willing and able
to exert, than by what he could really exercise. As Lusch and Brown (1982) have
demonstrated, the more a subordinate channel member B (the franchisee) believes
another superior channel member A (the franchisor) will use potential coercive in-
struments, the more power A has over B. Thus in order to establish an environ-
ment of compliance, the (presumed) existence of coercive power is important, ex-
ercising it though is not. Moreover empirical work by Hunt and Nevin (1974)
suggests that the franchisee’s satisfaction level increases as the principal prefers
the use of non-coercive forces to coercive ones to run the organization. Gaski
(1984) proposes that exercising power to influence a channel member’s behavior
decreases the satisfaction of that individual and thus increases the potential of in-
trachannel conflict. Unexercised power is supposed to work exactly the opposite
way by increasing the member’s satisfaction and by decreasing the likeliness of
channel conflict. Practically, an increase in satisfaction will probably improve
both the franchisee’s morale and his cooperativeness, and will simultaneously re-
duce the likeliness of voluntary contract termination, the filing of lawsuits against
the franchisor and demanding further protective legislation.” In total, seeking fran-
chisee satisfaction should be a major task on the growth-oriented franchisor’s to-
do list. And indeed, franchisors widely refrain from first using coercive means of
power as long as other, non-coercive forces are available. As outlined in a study of
franchise channels by Frazier/Summers (1986, p. 175), principals seem to use co-
ercion with great reluctance, “only when other types of influence strategies have
failed to produce a satisfactory response on an important issue”. Concerning the
impact of an asymmetrical power structure on the effectiveness of a channel or-
ganization, their conclusion is twofold: First: “The positions of the manufacturer
and its dealers tend to be more congruent when the manufacturer has high power
based on the dealer’s dependence in the interfirm relationship. Furthermore, the
manufacturer is able to make more effective use of information exchange under

° Hunt and Nevin (1974), 187.
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these conditions. These factors tend to reduce the manufacturer’s need to engage
in overt influence attempts [both coercive and non-coercive] with its dealers.”

And second: “Manufacturers with high power are better able to utilize non-
coercive influence strategies (e.g. requests) effectively when overt influence at-
tempts seem appropriate, and thereby avoid the use of coercion.”'

As we understand from this analysis, even though the (presumed) existence of
coercive forces in the hands of the franchisor — widely adding to an asymmetrical
power structure — is vital to establish and to maintain compliance among subordi-
nate channel members and thus to increase a system’s organizational effective-
ness, using non-coercive means instead will positively impact the agent’s satisfac-
tion with the system. However, prior to joining a franchise system with
asymmetrical power structure, even potentially compliant members have to antici-
pate the application of damaging power if the franchisor should decide to act op-
portunistically. Thus for franchisors to attract good franchisees it is crucial to
credibly signal their restraint from exercising opportunistic action by abusing their
dominant power, both ex-ante and ex-post of the agent signing the contract.

3 Managing the Franchisee’s Ex-ante Risk

The process that prospective franchisees are supposed to complete when considering
joining a franchise system has been well documented by a variety of consulting
sources.'! Generally they advise franchisees to narrow the possible alternatives to a
finalist group by matching the available business opportunities with their own pref-
erences. Subsequently, and in order to decide on one system, the applicant should
thoroughly research his targets’ strengths, weaknesses, chances and risks by using
public (e.g. rankings, awards) as well as disclosed (e.g. the Uniform Franchise Of-
fering Circular (UFOC)) information and, important, by interviewing the franchisor
as well as current and former franchisees. Resource consuming evaluation processes
intend to match the agent’s needs with those of the principal, to select the optimal
work environment for the franchisee and to find an investment prospect where risks
and opportunities are balanced according to the investor’s profile and where the en-
trant’s investment is well protected against avoidable (capital) loss.

Opportunistic franchisor behavior is one of the most prominent of such pre-
ventable risk factors as its impact on the franchise investment performance is ex-
traordinarily detrimental. Therefore large parts of the system selection process are
concerned with finding a franchisor that will neither abuse his principal power ex-
ante nor ex-post of signing the franchise agreement.'> The more franchisees feel

1 See Frazier and Summers (1986), 175.

T Most prominent are online sources like www.smallbusinessnotes.com, www.betheboss.
com, www.aafd.org, www.franchise.org or www.entrepreneur.com (10/01/04).

2 It is the primary intention of disclosure statements like the (UFOC) to provide detailed
information on the franchise system and thus to protect the agent from disadvantageous
surprises ex-post of signing the contract.
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exposed to investment uncertainty, the more a franchisor is challenged by the fol-
lowing two issues: Firstly, prospective franchisees will be deterred from joining
the system ex-ante if one or more competitors are able to credibly offer a more se-
cure work environment and a more promising investment opportunity, i.e. one in
which the perceived risk to incur capital damage due to franchisor opportunism is
smaller, everything else being equal. And secondly, existing franchisees could be
motivated to leave the system as the perceived risk of being treated unfairly begins
to outweigh the supposed upside potential from being a member of the chain.

Taken together, both scenarios cause more substantial harm to the franchisor’s
reputation if made public, further increasing the difficulty of winning new mem-
bers to join the system and thus to maintain a durable strategy of system growth.

Statistics on intra-channel disputes demonstrate the importance of a trustworthy
franchisor-franchisee relationship. The National Franchise Mediation Program
(NFMP), established in 1993 by the CPR Institute for Dispute Resolution to re-
solve franchisor-franchisee conflicts without the expense and hostility of litiga-
tion, reports 96 cases filed by their 50 member chains in 1997 alone." Deducting
those seven disputes jointly filed, roughly 70% of the cases were filed by franchi-
sees. Concerning the subjects of the disputes, problems over encroachment'
(34%) dominated the list, exceeding alleged contractual (27%) and financial
(15%) violations. Less frequent were disputes dealing with the non-renewal of
agreements (10%), development rights (7%), lease claims (3%), the sale of a fran-
chise business (2%) and customer service (2%). Assuming that the number of dis-
putes settled over the NFMP resembles a small but representative fraction of all
lawsuits filed between franchisors and franchisees in 1997, the prospective fran-
chisee’s concern about minimizing conflict potential seems justified. Moreover the
higher the agent’s investment, the greater will be the risk of capital loss in case of
opportunistic franchisor behavior. Therefore it seems just rational for franchisees
to ask additional sureties from the franchisor against detrimental principal conduct
as investment volumes and/or asset specificity increase.

Such commonly used securities can be of public relational, of contractual or of
financial nature: The first group contains measures like participating in franchise
system evaluations (e.g. the yearly Franchise500 by the Entreprencur Magazine),
publishing internal franchisee satisfaction surveys, joining interest groups like the

1 Data is available at www.franchisemediation.org (01/10/04).

14" According to www.franchiselaw.net (02/10/04), encroachment is defined as “the situa-
tion when a franchisor opens a company-owned unit or allows a franchisee to open a
franchised unit near another franchisee’s unit. If the franchisee with the first unit suffers
economic harm as a result of the opening of the new unit, that franchisee may have a
claim against the franchisor for encroachment. Encroachment can also be caused by a
franchisor selling goods or services in a franchisee’s territory through non-franchised
channels of distribution.” There is no reliable data on the numbers of franchisors grant-
ing exclusive territories to franchisees. Personal interviews with franchisees though sup-
port the thesis this is a rather rare option to be offered. Franchisors seem to prefer to re-
main in charge of decisions concerning the exploitation of geographical entities.
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NFMP, or submitting to the standards of the AAFD which promotes the fair fran-
chising seal."> All of these measures intend to visibly strengthen the franchisor’s
reputation as being a fair and non-opportunistic contracting partner by allowing
for corporate governance transparency and open discussion on chain policy.

The second group of contractual measures includes concessions like the installa-
tion of a powerful franchisee advisory council-type organization that has a role in
decision-making and to which the franchisor is contractually committed.'"® Co-
chet/Ehrmann (2005a) propose such franchisee councils to strengthen the enforce-
ment of agent interests through threatening the deviant franchisor with collective
franchisee punishment. Another powerful contractual instrument in the hands of the
franchisor is to vary the length of the franchise contract. Due to the practical diffi-
culty of enforcing franchise contracts by court decisions, longer terms will signal the
franchisor’s motivation not to appropriate the franchisee’s rents opportunistically be-
fore the agent has received his projected return on investment.

Finally a third instrument for the franchisor to signal cooperativeness is to offer
financial support for franchisees that are about to invest into the system. By risk-
ing personal equity and thus holding a stake in the franchisee’s venture, franchi-
sors are able to signal their willingness to share some of the financial risk encoun-
tered by franchisees. The following quantitative analysis uses contractual and
financial instruments to explore whether and how franchisors achieve to overcome
franchisee’s ex-ante uncertainty.'” The hypotheses tested are the following:

HI: The length of franchise contracts are positively correlated with
the investments asked of the franchisee.’®

H2: The scope of franchisor financial support is positively correlated
with the investments asked of the franchisee."”

Out of the data provided by the Entreprencur Magazine and covering 925 US-
franchise chains from 1979 to 2003, 343 systems had length of contract informa-
tion (“Terms”) available and provided financial help (“Finance”) through in-house

The Fair Franchising Standards are controlled by the American Association of Franchi-
sees and Dealers (www.aafd.com). Other regions have comparable guidelines like the
ethic code of the European Franchise Federation (www.eff-franchise.com).

16 See Selden (2000).

Through the lack of appropriate data, public relational instruments could not be tested
within this process.

Such a concession keeps the franchisor from opportunistically appropriating franchisee
rents through the arbitrary cancellation or non-renewal of contracts, thereby refusing the
franchisee to amortize his investment and thus causing him financial harm.

As stated above the franchisor is able to signal credibility into cooperational conduct by
sharing part of the franchisee’s investment risk with personal equity or by using his
reputation and track record in order to acquire franchisee financial support through third
party sources.
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(“In-house”) or third-party (“Third-party”) sources. In order to avoid statistical
distortion through extreme values, the selected franchisors had to request an in-
vestment volume (“Intercept”) of less than two million dollars.*’

For the purpose of analyzing organizational measures in section 4, we employ
Lambda as the degree of franchising — this measure is arrived at by dividing the
number of franchised outlets by the number of all (franchised and company-
owned) units. Linear regression results are displayed in tables 1 and 2 below.”'
They reveal significant support for the hypothesized franchisor objective to con-
tractually and financially compensate franchisees for increased investment risk.

Table 1. Investment Volume and Financing Options

Coefficients (a) Non-standardized Standardized

coefficients coefficients
Model* B Standard er- Beta T Sign.

ror

Intercept 370,550 88,207 4201 ,000
Terms 7,902 2,664 ,152 2,966 ,003
In-house -28,877 12,036 -,132 -2,399 ,017
Third-party 25,648 7,175 ,199 3,575 ,000
Lambda -327,718 84,093 -,194 -3,897 ,000

(a) Dependent variable: Investment volume in T€
* N= 343, R-Square= 0,166, F= 16,840, Sign. at 0.1% level.

Table 2. Investment Volume and Financing

Coefficients (a) Non-standardized Standardized

coefficients coefficients
Model* B Standard er- Beta T Sign.

ror

Intercept 327,147 90,595 3,611 ,000
Terms 10,706 2,685 ,206 3,988 ,000
Finance 18,383 7,243 ,131 2,538 ,012
Lambda -332,631 86,814 -,197 -3,832 ,000

(a) Dependent variable: Investment volume in T€
* N=343, R-Square= 0,109, F= 13,764, Sign. at 0.1% level.

According to tables 1 and 2 the duration of the franchisee agreement is strongly
and positively correlated with the required investment volume. This is meaningful
for franchisees as two coercive means of franchisor power are affected when terms
increase: extraordinary contract termination, and the denial of contract renewal.

% Those chains sorted out by the $2M-cap represent only 4% of the entire sample of 925
but they account for 75% of the standard deviation in investment volumes.

2! See appendix 1 for correlation results.
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Concerning the first issue of terminating the contract, franchisors are generally
not supposed to unilaterally cancel the franchise agreement unless there was a
breach of contract by the franchisee. The actual definition of a violation that suf-
fices to end a franchise contract as well as the proper mode of applying it, is
largely determined by national or local legislation practices, by the franchise ethic
standards that apply and by the actual practicability to execute the written sanc-
tions. In the United States, for instance, state laws regulate franchise relationships.
Altogether 19 states have adopted restrictions on terminating franchise contracts.
Canceling a franchise agreement without good cause is illegal due to these regula-
tions. Such “good cause” includes incidents like the franchisee becoming insol-
vent or bankrupt, the franchisee voluntarily abandoning his operations, being con-
victed of a crime concerning the franchise operations or failing to substantially
comply with his material obligations under the franchise agreement.”” In a sample
of 76 franchise chains researched by Brickley/Dark/Weisbach (1991), all contracts
— both from states with and without termination rules — required a breach of con-
tract for cancellation and allowed a period for correcting the causes of such viola-
tions.” Even the International Franchise Association (IFA) advises all members to
establish a franchise relationship governed by “trust, truth and honesty”**, which
is severely impaired if a franchisor should act opportunistically and terminate con-
tracts unilaterally and without good cause. Finally Bradach (1998) reports on the
practical hurdles that franchisors encounter when asserting a breach of contract by
the franchisee. For ultimately canceling a franchise contract through litigation, in
the opinion of one of his franchisor interviewees: “You need a dead rat in the
kitchen, and preferably three of four, if you want a chance of winning”?’

Regarding the second issue of denying the renewal of a contract, some states
require “good cause” similar to that needed for terminating the contract. Others
oblige the franchisor to give the franchisee advance written notice of non-renewal
and impose restrictions such as repurchase of the franchisee’s assets or the waiver
of any non-competition restrictions.” In total, we agree with Bradach (1998) that
both termination and non-renewal are formal and powerful instruments, but actual
enforcement of them is limited by legislation, by ethic standards, or simply by not
being practical. Despite these restrictions, the threat of contract termination and
non-renewal constitute the franchisor’s ultimate tools to align the agent’s conduct
or to ultimately cancel any individual membership for the sake of all other system
participants. Hence increasing the length of contracts diminishes the power of
these means, which is true especially for the non-renewal threat. Longer contrac-

2 www.franchiselaw.net (10/09/04).

2 Excluded from the correcting period are criminal acts, bankruptcy and repeated contrac-
tual violations. See Brickley et al. (1991), 114.

2* IFA — The Code of Ethics, www.franchise.org (10/09/04).
5 Bradach (1998), 35.
26 www.franchiselaw.net (10/09/04).
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tual terms therefore reduce the franchisee’s risk of suffering capital damages due
to a principal opportunistically appropriating an agent’s rents.”’

Concerning the hypothesized financial concession of H2, correlations are inter-
estingly diverse between outside and inside financial sources. While investment
volumes increase, franchisors reduce their range of in-house financing and simul-
taneously strengthen their effort to provide more financial support through third-
party sources (table 1). For both sources taken together, the scope of financial
support is correlated significantly and positively to an increase in investment vol-
umes (table 2). Apparently, offering financial support through third-party sources
is more relevant to franchisors than providing equity.”® Although the franchisor
personally does not face financial risk when arranging third-party financing con-
tacts, the reputation of a fair franchisor requires the offering of such sources.

A common third-party financier is the governmental U.S. Small Business Ad-
ministration (SBA). The SBA approach of backing loans made by commercial in-
stitutions with a governmental guarantee transfers the risk of borrower non-
payment from the lender to the SBA. Thus the usual credit risk of commercial
banks is substantially reduced as soon as institutions like the SBA step in. Accord-
ing to SBA guidelines though, franchisees are eligible for SBA-loans only as long
as the appropriate franchisor does not retain “power to control operations to such
an extent as to be tantamount to an employment contract. The franchisee must
have the right to profit from efforts commensurate with ownership.”*’

A franchisor appropriating a franchisee’s rent through opportunistic action (e.g.
by terminating the franchise relationship before the franchisee has been able to
amortize his investment) would prevent the franchisee from realizing profit on his
investment and would consequently lose eligibility to negotiate third-party financ-
ing like the described SBA-loans. Qualification for offering financial assistance
through third-party institutions should therefore be regarded as a positive signal
by any prospective, risk-conscious franchisee. Neutral screening is a means to
create a trustworthy franchise business model and to reduce uncertainty in the

" The reported reactions concerning lawmaker’s idea to introduce restrictions of termina-
tion, demonstrate some of the importance of these tools for the franchisor. As Brick-
ley/Dark/Weisbach (1991, 116) state: “ The termination laws were opposed by major
franchisors. The International Franchise Association (IFA), the primary lobbying group
for franchisors, expended considerable resources opposing them ... A major argument
used by the IFA is that documenting good cause for the marginal franchisee ‘would be
difficult at best’, hence the laws are equivalent to granting franchisees ‘perpetual con-
tracts’. The IFA argues that perpetual franchises make it difficult, if not impossible, to

control quality within franchise system.”
2

o

41,2 % of the 343 chains offer in-house financing, while 76,7% arrange contacts to third-
party sources. These figures stand in contrast to those of the IFA in their Profile of Fran-
chising (1998) study, where of 1226 chains 32% offered in-house financing, while only
10% have so called third party sponsored financing programs.

2 The United States Small Business Administration, www.sba.gov (10/10/04).
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franchisor’s fair conduct.*® The findings of tables 1 and 2 indicate that franchisors
provide additional financial assistance as investment volumes increase substan-
tially. With the degree of investment uncertainty correlated positively to the size
of the investment volume, franchisors seem to signal cooperative conduct through
offering additional financial support via independent third-party institutions.

In summary, both contractual and financial concessions work to ease ex-ante
barriers that could otherwise deter potential franchisees from joining especially
systems requiring a high investment volume. Simultaneously they measure the
franchisor’s ability to exercise coercive power against system members. As ex-
pressed in the IFA’s position, set out in footnote 27, limiting franchisor power by
means of termination makes the punishment or the expulsion of detrimental sys-
tem members, and thus the maintenance of uniform quality standards, more diffi-
cult. Regarding the balance of power between a principal and an agent, in order to
reduce the ex-ante uncertainty of franchisees, the franchisor consequently sacri-
fices part of his principal power. Doing this, he becomes more dependent on an
increasingly powerful agent. As a result of this kind of shift in power, the franchi-
sor retains a smaller range of means to protect the good members of the system
from harmful actions by inferior system members. Due to the importance of the
franchisor as the central guardian of system quality, we suspect this net-loss in
power to be detrimental to the franchisor and to all good franchisees. Hence fran-
chisors may substitute the loss of coercive power with a gain in non-coercive
means also by effecting adequate organizational changes.

4 Managing the Franchisee’s Ex-post Risk

Just like any rational investor, a prospective franchisee will want to protect his in-
vestment against unwanted risks when joining a franchise chain.*’ As demon-
strated in the results of H1 and H2, franchisors perform contractual and financial
changes in order to create a more fair and trustworthy franchisor-franchisee rela-
tionship, which is supposed to guarantee restraint from franchisor ex-ante oppor-
tunism. The franchisor’s forfeiture of coercive power, which is a consequence of
these measures, is detrimental in two respects:

Firstly, both concessions — extending contractual terms, and using its reputation
to acquire third-party financial sources — shield the agents from exploitation only as

% The UFOC demands a description of any assistance available from the franchisor or its
affiliates in financing the purchase of the franchise.

31 We are fully aware that there are more risk factors for franchisees to consider prior to
joining a system than just being exploited by an opportunistically acting franchisor. Ob-
viously we picked one issue out of a broad spectrum that seemed central for us. Risk fac-
tors like choosing the wrong business concept, the wrong vicinity for the outlet or just
the wrong time for starting and many more still remain problematic even after the per-
fectly fair franchisor has been identified.
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long as the franchisor intends to manage and to grow the system for a time exceed-
ing the duration of the franchise contracts. Both measures are of little value if the
franchisor plays a one-shot game by attracting franchisees through signals of trust
and by bankrupting the system immediately once enough members are aboard. All
rational franchisees should therefore seek protection against franchisor opportunism
occurring ex-post of signing the contract as they are with safeguarding themselves
from ex-ante opportunism. From the franchisor’s perspective, granting additional fi-
nancial support through third-party sources works fine for securing against ex-ante
risk (see H2) only. After a franchisor’s cash-out, a ruined reputation though will not
hurt the principal much longer. Suffering from extra-debt related to increased in-
house financing on the other hand would serve as a burden even after the franchisor
has terminated the business. According to the reluctant use of equity displayed in the
data, financial concessions are, however, not applied to demonstrate the safeguard-
ing from a franchisor’s opportunistic ex-post action.

Secondly, shifting away the power from the franchisor by means of contractual
and financial adjustments results in substantial changes in a chain’s economics.
One extreme way of limiting franchisor power is by making more difficult the
principal’s ability to cancel a franchise contract through the introduction of legis-
lation restricting termination of franchise contracts. After the introduction of so-
called franchise termination laws, Brickley et al. (1991) found that franchisor give
up on an important instrument of controlling quality standards and, at the outmost,
of punishing misconduct by withdrawing the franchise agreement. As the cost of
controlling the behavior and the performance of system members increase, the
franchise channel becomes less efficient and makes a prospective company-owned
arm look more attractive.”” According to Brickley et al. (1991), such a strong uni-
lateral restriction of franchisor power results in decreased system efficiency, in
transfers of control away from the franchisor, and in significant wealth losses for
the chain’s shareholders.”® Without taking appropriate counter-measures, the ero-
sion of franchisor coercive power appears to destabilize the franchisor-franchisee
relationship and to be detrimental to the franchisor and to the franchisees.

Apparently, successful franchise systems need to insure agents ex-ante and ex-
post of signing the contract against opportunism by the principal. While the first is

32 Note the diametrical intentions that are behind a franchisors strategy to substitute fran-
chisees with company-owned units as the first become economically less preferable (be-
cause of increased controlling costs as termination laws are adopted), and a franchisor
managing growth by adding more company units than franchise ones in order to benefit
from the advantages of a plural form structure!

33 Other researchers have concluded that asymmetrical power distribution within coopera-
tional arrangements stabilizes the entire system and therefore is one important success
factor (Herrfeld 1998; Kuester 2000). Bonus and Wessels (1994) find power within fran-
chise chains to be benefiting for all system members. Frazier/Summers (1986) and
Sibley/Michie (1982) argue that vast franchisor power should not generally be abolished.
It is rather the actual and individual usage of this power that determines the success of
the franchisor-franchisee relationship.
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achieved via contractual and financial adjustments, any approach to insure agents
against the second will simultaneously need to provide the franchisor with appro-
priate means to prevent a disadvantageous loss of overall power of the principal.
According to the model developed by French and Raven (1959) and Hunt and
Nevin (1974), a principal’s net power is defined by the sum of his gross power
minus an agent’s countervailing power. The scope of coercive and non-coercive
forces defines the strength of the gross power. As has been explained in section 2,
non-coercive means are based on the franchisor’s ability to exercise legitimate,
expert, referent and reward power. In contrast to coercive means of power, all of
them are generally positive to the system performance. As Ehrmann and Spranger
(2004, 2005a) reveal, significant improvements of a system’s total quality are
achievable as a rather pure franchise system is transformed into one that is more
plurally structured. Plural franchise systems profit from signaling internal
information to outsiders, from aligning formerly diverse interests between its
actors, from accelerating the processes of innovation, and from fostering
competition between franchise and company-owned units. Moreover, all of these
benefits concerning total quality strongly increase a franchisor’s non-coercive
power potential. Thus adjusting the organizational structure of franchised and
company-owned outlets and allowing for a more plurally organized franchise
chain diminishes the risk of ex-post franchisor opportunism and results in a
beneficial regaining of power by the franchisor.

Zooming in on this effect, the sources of shifts in power that apply to plural
structures are fourfold: Firstly, every company-owned unit has to be set up by in-
vestments of the franchisor. Being a rational investor, the franchisor should avoid
any self-investment if he has little confidence in the success of his business model.
The existence of company-owned operations therefore increases the franchisor’s
financial dependence on the success of the business model. Operating company-
owned units successfully serves as a signal of trust towards all agents. It substan-
tially increases the franchisor’s credibility®* and expands its own important legiti-
mate power. Secondly, through the ownership of some units, the franchisor’s in-
terests as a principal become more lined up with those of his agents.”> By aligning
initially non-congruent profit schemes, the franchisor accepts the financial con-
cerns of his franchisees and thus enhances, in their view, the perceived degree of
expert power. Thirdly, the franchisor of a plural structure may benefit by each or-
ganizational form’s specific strengths to improve the innovation processes. While
franchises are stronger in the exploration of opportunities, company-owned units
prefer the exploitation of existing innovations.’® Thus by balancing both aspects
through mixing the organizational forms, the system’s innovational power is
raised. By accelerating innovation processes through the plural form, the franchi-
sor simultaneously develops referent power. And finally, the plurally organized

3 See Gallini and Lutz (1992); Michael (2000).
3% See Lewin-Solomons (1999).
3% See Sorenson and Serensen (2001); March (1991).
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franchise chain creates a more competitive environment where benchmarking
franchisees against managers of company-owned units leads to increased system
performance.’” By fostering such inner-firm competition, the franchisor gains on
what Hunt and Nevin (1974) have called reward power.

In total, the franchisor will strengthen his potential of non-coercive power when
rearranging a franchise chain’s organizational structure and emphasizing the com-
pany-owned distribution channel. Thus it is possible to increase the non-coercive
powers through organizational changes and thereby to compensate for a loss of
coercive powers caused by contractual and financial concessions.

What needs to be explored empirically is whether franchisors use such organ-
izational measures to insure agents against ex-post opportunism as they use con-
tractual and financial means to eliminate the risk of ex-ante opportunism. As
stated above, the franchisee’s risk exposure towards franchisor opportunism is
supposed to be positively correlated with the size of the requested investment vol-
ume. If franchisors use the plural form as an organizational instrument to provide
insurance against ex-post opportunism, the degree of franchising should therefore
be negatively correlated to the size of the investment volume.

H3: The share of company-ownership is positively correlated with the
investments asked of the franchisee.

For this analysis, we characterize a chain’s organizational set-up as the percentage
of franchised units out of the number of all outlets under a chain’s trademark (see
“Lambda” in tables 1 and 2). For the year of 2003, the 343 chains of the data dis-
play a mean in Lambda of 92% and a standard deviation of 16%. The mean (stan-
dard deviation) for those (N=674) of the 925 chains of that organizational data
was available for 2003 corresponded with 89% (19%).”® In total, the regression re-
sults of tables 1 and 2 offer strong support for H3. For the sample applied, com-
pany ownership is significantly positively correlated to the magnitude of the re-
quired investments. As the above arguments suggest, the more franchisees are
supposed to invest in a franchise business, the higher the risk they will face, and
thus the more the franchisor has to engage in company-ownership himself.
Although we lack instruments to reveal sequential causalities of the selected pa-
rameters, the empirical results allow us to hypothesize over the pattern that
evolves between the franchisor and his franchisees: When joining a franchise chain,
agents request credible insurance against franchisor opportunism. As the franchi-
see’s risks of suffering capital losses increases with rising investment volumes, the
quantity of insurance given by the franchisor needs to augment concurrently.
By providing additional financial sources and long-term contracts as investment
volumes increase, franchisors demonstrate abstinence from ex-ante opportunism.

37 See Bradach (1997) and Bradach (1998).

3% Pénard, Raynaud and Saussier (2002) compute a mean Lambda of 67% (standard devia-
tion 68%) for 521 chains from France. Lafontaine and Shaw (2005) receive a mean
Lambda of 78% (71%) for 4842 U.S. and Canadian franchise chains.
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In turn though, these securities cause a loss of coercive franchisor power which
weakens the necessary power asymmetry between the principal and his agents. By
establishing a plural form structure, and engaging into company ownership as in-
vestment volumes rise, franchisors subsequently (need to) insure agents against
detrimental ex-post opportunism. Becoming more dependent on the system’s suc-
cess, they will also protect all good members of the chain from deleterious behav-
ior by opportunistic agents. Equally important, franchisors restore the former
power asymmetry by gaining non-coercive powers due to the quality effects pro-
vided by plural franchise systems. While reducing ex-ante uncertainty of franchi-
sees can be achieved through contractual and financial measures, only the intro-
duction of an appropriate organizational structure seems to be powerful enough to
insure agents against fatal ex-post opportunism.’’ What remains to be analyzed is
whether offering securities against opportunism and refraining from agent exploi-
tation is a rewarding franchise strategy.

5 Consequences of Cooperative Franchisor
Management

Any assessment of a business strategy will be naturally biased by two factors:
First the definition of “success” will be subjective according to the preferences of
the evaluator. And second the availability of appropriate data will limit the choice
of parameters along which success can be determined. Financial resources like
balance sheets, income statements or stock prices are common means to evaluate
the success of a business model.*’ With a minority of all franchise firms being
publicly traded at stock exchanges, other parameters need to be identified to
measure the success of franchising strategies. We therefore propose employing the
number of outlets and their long-term development as indicators to reveal the suc-
cess of a franchise chain.*' 112 of the 925 chains contained in our sample display

%% Franchise consultants regularly perceive the successful running of company-owned units to
identify a cooperative franchisor. On the other hand, buying back franchise units, especially
prime sites, and reconverting them into company stores is viewed as indicating an oppor-
tunistic franchisor. Such franchisors use company stores as a tactical instruments for ap-

propriating the highest returns of the chain — a behavior strongly warned off by consultants.

0 In an attempt to investigate how termination laws affect the wealth of the franchisor and

the franchisee, Brickley/Dark/Weisbach (1991) examined stock returns of Californian
franchise firms around the introduction of these restrictions in California (p. 126-130).

They obtained only 32 publicly traded companies of that appropriate data was available.
4

It is widely accepted among researchers of franchising that increasing the number of outlets
is a plausible parameter indicating success. Future research though will have to combine
the number of outlets with the specific investment volume of each chain and relate the out-
come to organizational structure. Due to this logic, opening one restaurant unit for about $1
million equals setting up 10 units for $100.000 each of a service concept franchisor. This
aspect has been raised in a discussion with Rajiv Dant during EMNet 2005.
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such information for the entire time since the survey of the Entrepreneur Magazine
was started in 1979. Covering 24 years of franchise development, these 112 chains
suffice to analyze the efficiency of distinct organizational franchise strategies.

A descriptive overview of the actual growth rates of these chains reveals very
heterogeneous results. On average, each chain of the sample accumulated more
than 1200 stores and thus grew by nearly 500% over the period covered. The large
standard variations (growth by stores: 3630, growth by percent: 2000%) indicate
the diversity of the sample.*

As argued above, franchisors put into operation financial, contractual and or-
ganizational adjustments to their system in order to signal to their agents the fran-
chisor’s abstinence from opportunistic behavior. If these measures positively in-
fluence the development of the chain, those systems being governed rather by
cooperative franchisors should achieve significantly stronger growth than those of
less cooperative principals. According to the results in tables 1 and 2, a franchisor
is perceived to offer a higher amount of cooperation the more plurally the chain is
structured. Concerning the efficiency of cooperative franchisor behavior, we
therefore hypothesize:

H4: The degree of franchising (Lambda) is negatively correlated with
absolute outlet growth.

For the subsequent analysis of H4, the highly heterogeneous sample can be sepa-
rated into three clusters of growth: The first set includes systems (N=31, 28%) of
negative growth. From 1979 to 2003, these chains, on average, grew by —40% in
number of outlets. The second cluster (N=50, 44%) contains chains of small to
medium growth rates, growing by 157% in 24 years. The third set (N: 31, 28%)
finally consists of systems that achieved extremely strong growth, surging by
more than 1300% in outlets over the time covered.*

As displayed in figure 1 below, the three sets reveal very distinct organizational
structures. While strong (SG) and medium (MG) growth chains (sets 2 and 3) are
plurally structured with a very similar degree of franchising, negatively (NG)
growing systems (set 1) operated far fewer company-owned units and almost
completely relied on franchisees alone.*

Concentrating on the extreme examples of growth for sets 1 and 3, the results of
the group statistics (table 3 below) and of the independent sample t-test (appendix 2)
reveal even more distinctions in parameters beyond the degree of franchising.
Apparently, the strongly growing chains are not only more plurally organized, but

42 Extreme values are: Growth in stores (Min —1302/Max 24432); Growth in percent (Min
—89%/Max 16923%).

# Standard deviations are 3649% for the strong growth chains, 210% for the medium
growth chains and 25% for the negatively growing chains.

* In 2003, SG-chains were franchised to 91% (standard deviation of 12%) and MG-chains
to 89% (20%). NG-chains in contrast were franchised to 96% (6%) on average in that
same year.
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Fig. 1. Absolute System Growth and Organizational Structure
Table 3. Group Statistics
Group* N Mean  Std. Deviation Std. Error Mean
Lambda SG 31 .909 .11640 .02091
NG 31 .959 .05802 .01042
Investment SG 31 1225.1 1964.82 352.89
NG 31 575.5 832.27 149.48
Term SG 24 16.35 5.212 1.064
NG 28 12.57 5.397 1.020
In-house SG 31 .84 1.594 286
NG 30 37 .556 102
Third-party SG 31 1.90 2.399 431
NG 30 1.50 2.030 371
Finance SG 31 2.74 2.658 477
NG 30 1.87 1.925 351

* SG: Strong Growth, NG: Negative Growth

they also charge their franchisees a higher initial investment and offer longer
terms for franchise contracts than their negatively growing competitors. On aver-
age, SG-chains offer greater financial support to their franchisees, both for in-
house and for third-party sources.

The results of the independent sample t-test mark the differences of both ex-
tremes to be highly significant concerning Lambda, Investment Volume and
Terms. Diversities in financial support (In-house, Third-party and Finance) are as
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expected (see the directions of t-values), but they lack statistically sound signifi-
cance. Correlations between the parameters are also as projected. Results of the
Kendall’s Tau analysis are to be found in appendix 3.

The results of all of these tests clearly support H4. Plural franchise chains of the
dataset grow significantly stronger, they request higher investment volumes and
offer longer contracts than the rather purely structured systems. Interestingly, total
outlet growth is fueled by an increase in franchise and in company-owned units
and not by a substitution of one form for the other.* Other than the Brick-
ley/Dark/Weisbach (1991) report for their sample, franchisors of the SG- and MG-
chains successfully accompany contractual and financial concessions with benefi-
cial organizational adjustments. As every new company-owned outlet requires the
franchisor to invest in the system, he becomes more dependent on the chain’s suc-
cess as the plural form takes over. The more the franchisor requires the agent to
invest in the system, the stronger is the signal that evolves from running company-
owned units. Hence the franchisee’s ex-post risk of being exploited opportunisti-
cally is substantially lower when joining a plurally organized chain instead of the
purely structured system. The data researched in this paper suggests that franchi-
sees respect the franchisors’ signal for cooperation and reward such cooperative
franchisor management by joining the chain in larger numbers.

The findings of this paper correspond to transaction cost theory. Due to empiri-
cal data of Dahlstrom and Nygaard (1999), intrachannel opportunism causes fric-
tions stemming from costly bargaining, from monitoring and from maladaption.
Bargaining costs result from negotiation between transacting parties (Milgrom and
Roberts 1991), monitoring costs are expenditures to guarantee the fulfillment of
contractual obligations to the best interest of the channel members (Lal 1990) and
maladaption is costly because of deficient communication and poor coordination
between contracting partners (Reve 1986). Those costly frictions can be reduced
by improving the quality of two governance mechanisms: formalization and inter-
firm cooperation. While the level of formalization is determined by the scope of
written franchise contracts, its force is naturally limited by the inability of con-
tracting partners to define rules ex-ante for every thinkable situation of a business
relationship. For this reason interfirm cooperation is inevitably needed to accom-
pany formalization, as it stabilizes and guides a partnership precisely during those
situations which formalized contracts are unable to specify. Reducing franchisor
opportunism in franchise channels, both ex-ante and ex-post of signing the con-
tract, is therefore highly efficient and, as demonstrated, an important determinant
of strong chain growth.

* Compare appendix 3 for the highly significant correlations between Total Growth-
Growth FU, Total Growth Growth FU and Growth FU-Growth CU.
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6 Concluding Remarks

The purpose of the preceding pages has been to examine solutions to conflicts
arising from asymmetrical distribution of power between contracting partners of
franchise systems. With a franchisor’s net-power over his agents being greater
than zero, franchisees initially anticipate uncertainty of being exploited opportu-
nistically both ex-ante and ex-post of signing the franchise agreement. As has
been demonstrated, franchisors meet rising agent uncertainty (which, for example,
increases as the required investment volumes rises) by offering longer contractual
terms as well as by providing additional monetary support to franchisees. Whereas
the first instrument weakens the franchisor’s scope to terminate or to deny renewal
of contract before the franchisee’s investment has been amortized, the second puts
a franchisor’s equity and reputation at stake if an agent is exploited opportunisti-
cally. Thus both contractual and financial concessions effectively alleviate fran-
chisee’s ex-ante barriers and make joining the system more attractive.

The franchisor though, by lowering ex-ante barriers, automatically sacrifices
part of his ability to exercise coercive power over his agents, which is detrimental
if the franchisor’s role, of centrally guarding quality standards against harmful in-
fluence, is jeopardized. By increasing company ownership, franchisors are able to
re-establish the former power asymmetry. The advantages of such organizational
changes are twofold: Firstly, they gain non-coercive means of power through the
quality effects of the plural form. Secondly, by becoming more dependent on the
system’s success, they need to rely more closely on cooperative interaction with
all of their agents. Any emphasis of cooperative behavior thus greatly reduces the
agent’s risk of being exploited opportunistically.

Concerning a chain’s economics, exchanging a franchisor’s coercive means of
power with non-coercive means results in truly buoyant economical benefits for
the system. Chains that credibly signal cooperation generate significantly stronger
growth, both for the company-owned and the franchise outlet arms as well as for
the entire system. Thus to both franchisors and franchisees, the recommendations
based on the findings of this paper are straightforward:

Franchisees on the one hand need to acknowledge that a strong franchisor in
nothing to be afraid off in the first place (Frazier and Summers 1986; Sibley and
Michie 1982). Franchisors hold centralized power to achieve concerted effort from
all channel members towards meeting a chain’s primary challenges of adding new
units to the system, of maintaining uniformity across all outlets, responding lo-
cally when appropriate and keeping the system flexible for adaptation to new
threats or opportunities (Bradach 1998). Without the ability to exercise the utmost
coercive power, the franchisor exposes the entire system, including all compliant
members, to be vulnerable to manipulation by a minority of non-compliant agents.

Franchisors, on the other hand, need to anticipate and to manage the franchi-
see’s uncertainty of being exploited opportunistically by the potential asymmetry
of franchisor power. Therefore they should initially use coercion with the greatest
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reluctance and do so only when other means of exerting influence have failed to
achieve a satisfactory result (Frazier and Summers 1986). Using non-coercive
means while coercive force is available will increase both franchisee compliance
(Lusch and Brown 1982) and the satisfaction level (Hunt and Nevin 1974). Addi-
tionally, cooperative management will relax intrachannel frictions and thus pre-
vent costly litigation (Gaski 1984).

With a cooperative signaling function, building a more plurally organized sys-
tem does even more than just giving the franchisor additional non-coercive means
in his arsenal. Taken together, the empirical results of this study suggest the coop-
erative aspects of the plural form reward the franchisor through superior outlet
growth as systems mature.
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Appendices

Appendix 1. Pearson Correlation Table N:343

(=} *
2 *
g = 2 Investment Terms In-house  Third-party ~ Finance Lambda
n O
~ O =
- CC 1 246%* - 248%* 297** 164** -203%*
=
E Sig. . .000 .000 .000 .002 .000
o
E N 343 320 343 343 343 343
CC 246%* 1 -.196%** 244%* 141* -.022
é Sig. .000 . .000 .000 011 700
[
& N 320 320 320 320 320 320
o CcC -.248** -.196%** 1 -426%* 178%* 011
é Sig. .000 .000 . .000 .001 .832
.—é N 343 320 343 343 343 343
CC 297%* 244%* -426%* 1 814%* -.026
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= N 343 320 343 343 343 343
CC -.203%** -.022 011 -.026 -.021 1
% Sig. .000 .700 832 .628 .695
3 N 343 320 343 343 343 343

* significant at 5% level
** gignificant at 1% level,
**% CC = Correlation Coefficient, Sig. = Sig. (2-tailed), N = number of systems
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Appendix 2. Independent Sample t-Test

Levene’s Test* for

Equality of Variances t-test for Equality of Means
N Sig.  Meandif-  95% Confidence
*8 F Sig, T Df 2-tailed) ference  Interval of the Mean
ER
58 Lower Upper
© A 10334 .002  -2.11 60 038  -.049461 -.09619  -.00273
3
.11% NA 22,11 44.043 .040  -.049461 -.09654  -.00238
g A 3.751 .057 1.69 60 .095 649.52  -117.08  1416.12
g
b
E NA 1.69  40.430 .098 649.52  -124.79  1423.83
£ A .038 .847 2.56 50 .014 3.78 815 6.75
e NA 256 49.260 .013 3.78 .822 6.74
9 A 17.135 .000 1.53 59 .130 A7 -.144 1.08
=
5]
'E NA 1.55 37410 129 A7 -.143 1.08
z A 3.754 .057 71 59 482 40 =737 1.54
&
B
'[:: NA 71 57.978 481 40 -735 1.54
A 9.115 .004 1.46 59 .147 .88 -317 2.06
.uE_ NA 1.47 54709 .146 .88 -313 2.06

* If the significance value for the Levene test is high (typically greater than 0.05), the results that as-
sume equal variances for both groups apply. If the significance value for the Levene test is low in-
stead, the results that do not assume equal variances for both groups are relevant.

** A = equal variance assumed; NA= equal variance not assumed
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Appendix 3. Correlation Values N :112
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*** CC = Correlation Coefficient, Sig. = Sig. (2-tailed), N = number of systems
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Abstract. Not much is known about the primary drivers of performance in fran-
chising systems. With some notable exceptions, much of the franchising literature
on performance related issues has focused on either contrasting failure rates of in-
dependent small businesses and entrepreneurs with those of franchises and/or sys-
tem survival issues. The existing literature on franchising performance displays at
least three other characteristic patterns. First, most studies have restricted them-
selves to a single sector, usually, the fast food restaurant industry, since it is often
perceived and portrayed as the archetypical franchise sector. Second, existing in-
vestigations have tended to focus on a single measure of performance. Finally,
with the exception of survival articles, empirical studies have typically confined
themselves to cross-sectional examination of the evidence. In other words, we
know very little about what fosters long term performance.

Our investigation of the correlates of performance, then, contributes to the ex-
tant literature in three specific ways. Foremost, we attempt a systematic assess-
ment of the relative effects of a series of firm decision variables on performance.
Specifically, we evaluate the impact of four categories of drivers of performance.
Besides three covariates, a total of eleven hypotheses focused on drivers of per-
formance are investigated. Second, we utilize three different operationalizations of
our dependent variable, performance, in our investigation. Third and finally, we
estimate our empirical models using nine years of longitudinal panel data aimed at
deciphering the effects associated with our set of predictor variables using cointe-
gration analysis, a relatively new and advanced approach to modeling equilibrium
or long term relationships between economic variables in panel data. The results
show that seven out of eleven hypotheses were supported by the data using the
system size operationalization of performance.
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1 Introduction

Franchising has been cited as one of the fastest growing modes of retailing in the
U.S. as well as the world. Although its growing significance to the economy has
attracted research attention from diverse disciplines (including management, law,
economics, marketing, and finance), surprisingly fundamental knowledge gaps con-
tinue to characterize our current understanding of performance in business format
franchising. Even though extant research has looked at performance in franchise sys-
tems from multiple perspectives, a definitive understanding of such a multifaceted
construct has remained elusive and necessitated calls for further investigation. This
paper seeks to address some of the knowledge gaps related to the construct of per-
formance within the business format franchising sector.

The earliest studies of performance in franchise systems operationalized per-
formance as an attitudinal construct, for which self-reported measures were col-
lected from franchisors and/or franchisees. Hunt and Nevin (1974) and Lewis and
Lambert (1991) focused on ‘franchisee satisfaction’. Other researchers (e.g.,
Guiltinan, Rejab and Rodgers 1980; Anand and Stern 1985) have examined ele-
ments of franchisee cooperativeness. While these studies provide valuable insights
into factors underlying harmonious and productive franchise relationships, they
have drawn criticism for their use of attitudinal, self-reported measures of per-
formance.

More recent studies have chosen to focus on archival data-based measures of
performance in franchise systems. However, some of these studies are constrained
by the industry-specific nature of their performance measures that limit compari-
sons across industries — for example, performance measures like ‘Revenues per
room’ in the lodging industry (Kalnins 2004). Other studies use standardized fi-
nancial metrics that can be compared across industries but involve samples limited
to publicly traded companies, e.g., chain wide revenue growth (Sorenson and
Sorenson 2001), return on assets and market-to-book value (Combs and Ketchen,
Jr. 1999), shareholder returns (Leleux, Spinelli and Birley 2003), return on equity
(Alon, Drtina and Gilbert 2004), economic value added (EVA) and market value
added (MVA) (Aliouche and Schlentrich 2005). One limitation of these studies is
that their samples of publicly traded franchisors tend to be a homogeneous subsec-
tion of the franchising universe, and are arguably very different from the rest of
the franchising world.

Contrary to the conventional wisdom propagated in the popular press, it is not
easy for new franchisors and franchisees to survive. Failure rates for these organi-
zations are often similar (and at times exceed) the failure rates for corresponding
independent businesses in the U.S. (Castrogiovanni Justis and Julian 1993, Bates
1995, Shane 1996, Lafontaine and Shaw 1998, and Holmberg and Morgan 2003)
as well as in the U.K. (Stanworth et al. 1998). These trends, coupled with the limi-
tations associated with the previously mentioned attitudinal and archival measures
of franchise system performance, have made the related constructs of failure and
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survival the focus of much of the extant research on franchise system perform-
ance. Studies such as those mentioned above as well as others (e.g., Bates 1998;
Shane 1998a, Shane 1998b, Shane and Foo 1999, Shane 2001) have attempted to
identify factors that affect the survival of new franchisors and/or franchisees.

Historically, a research agenda focused on either contrasting failure rates of in-
dependent small businesses and entrepreneurs with those of franchises and/or sys-
tem survival issues was probably inevitable as this relatively novel approach to
business sought to legitimize itself as a viable economic activity. The repeated
comparisons with independent small businesses also reflect a common practice
within franchising to position itself to downstream would-be franchisees as an en-
trepreneurial activity.” Hence, the franchising sector has consistently felt the need
to showcase its superiority to the alternative of independent entrepreneurial enter-
prise, and the available literature on franchising performance reflects this preoc-
cupation.

Performance, however, is more than survival. In our view, performance is also
about growth. There are a number of ways to measure growth in franchise sys-
tems. However, financial measures (e.g., sales, assets) or employment numbers are
not as robust measures of franchise system growth as the number of outlets in the
system (Martin and Justis 1993). Blair and Lafontaine (2005) agree that growth in
the number of units in business format franchise systems is a suitable proxy for the
growth in business format franchising, affirming Sen’s (1998) finding of a signifi-
cant correlation between system outlet growth and system dollar sales growth.

Growth in franchise systems is not easily attained. Stanworth (1996) and Per-
rigot (2004) find that less than 50 percent of franchisors that survived continued to
grow at healthy rates in the UK and France respectively. In the U.S., Blair and La-
fontaine (2005, 23) find that, contrary to popular belief, growth in franchise sys-
tems has been modest and similar to that for the economy as a whole. Moreover,
they find considerable variation in growth across franchise systems: in 2001, ap-
proximately 45% of franchisors operated systems with less than 50 units, and ap-
proximately 89% of franchisors operated systems with 500 or fewer units (Blair
and Lafontaine 2005, 48). The findings from these studies raise the following
questions: Why is it that only a small percentage of franchise systems grow to be
large systems? What are the factors that influence the growth of these systems?
What are the decisions that a franchisor can take to enhance this central aspect of
franchise system performance?

Given the limitations associated with other measures of franchise performance
and the elusiveness of system growth and success, it is not surprising that few ex-
tant studies have attempted to identify and understand drivers of franchise system
growth and size. Shane (1996) analyzed data for 138 franchise systems and found

% Franchisees are frequently recruited using a “be your own boss” appeal by the franchi-
sors even though well-run franchise systems are very controlling of their franchisees for
a variety of reasons like quality assurance and ensuring the standardization of the offer-
ing (Bradach 1997).
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that a greater emphasis on franchising as an organizational form resulted in faster
system growth. In a study that covered 109 franchisors in the restaurant sector,
Sen (1998) examined the impact of increased franchising proportion and system
size on the change in number of system outlets between 1986 and 1990. He, too,
found a positive association between increased reliance on franchising and system
growth. Castrogiovanni and Justis (2002) investigated the effects of some other
strategic and contextual factors on a similar dependent variable for a sample of
246 franchise systems. Using a non-parametric approach characterized by the rank
transformation of continuous independent variables prior to their inclusion in mul-
tiple regression analyses, they found two strategic factors (‘franchise start up
costs’ and ‘franchisor growth orientation’) to have a significant positive impact on
the percentage change in total units in a franchise network over a five period from
1993 to 1998. Significant negative effects were found for two contextual factors
(‘industry growth’ and ‘franchisor age’).

Our investigation of the correlates of performance, then, contributes to the ex-
tant literature in three specific ways. First, we draw on agency theory, transaction
cost analysis, resource scarcity and resource-based theories to systematically as-
sess the relative effects of a comprehensive series of firm-level decision variables
on performance. Specifically, we assess the impact of three categories of drivers
of performance: (1) strategic decisions regarding firm goals (2) strategic decisions
related to the marketing mix variables and (3) strategic decisions involving struc-
ture and governance of the franchise systems. Second, we evaluate the empirical
models using nine years of longitudinal data from multiple industries. Third and
finally, we estimate our empirical models using cointegration analysis, a relatively
new and advanced approach to modeling equilibrium or long term relationships
between economic variables in panel data.

2 Hypotheses

The efficient functioning of a franchise system can be hindered by the presence of
franchisee free riding or ex-post franchisor moral hazard. Both of these disruptions
can be curtailed through the presence of higher royalty rates in franchise contracts.
These royalties provide franchisors with compensation that offsets costs associ-
ated with monitoring franchisees and enforcing contractual provisions to prevent
franchisee free riding (Brickley and Dark 1987). Knott (2001) finds the involve-
ment of the franchisor as a ‘hierarchical manager’ is necessary for the active en-
forcement of routine and the introduction of innovation in franchised units in the
system. Furthermore, higher royalty rates give the franchisor a bigger stake in the
performance of the franchise system and act to reduce the likelihood of ex-post
franchisor opportunism (Lal 1990). Gallini and Lutz (1992) view the presence of a
high royalty rate to be a signal of confidence about the product demand for the
concept from the franchisor to prospective franchises. The alignment of incen-
tives, revelation of favorable private information about product demand and
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presence of chain-wide efficiencies make participation more attractive to franchi-
sees, thereby facilitating system growth. Therefore, we expect a positive relation-
ship between a franchisor’s profit goals (as manifest in the royalty rate) and fran-
chise system growth.

HI1: Royalty rate is positively related to franchise system growth.

Carney and Gedajlovic (1991) find that franchisors vary in terms of the speed with
which they want to grow. Castrogiovanni and Justis (2002) found a positive rela-
tion between a franchisor’s growth orientation and the actual growth of its net-
work. It seems logical, then that franchisors that seek to grow at faster rates will
actually do so. Therefore:

H2: The aggressiveness of franchisor growth goals is positively re-
lated to franchise system growth.

Lafontaine and Shaw (1998) found the primary driver of franchisor survival to be
the number of years that the franchisor has been in business before starting to
franchise. The effort associated with simultaneously developing and refining a
business concept as well as undertaking the recruitment of franchisees and the es-
tablishment of a franchise system can be overwhelming for franchisors. When a
franchisor spends a greater amount of time developing the business concept before
commencing franchising, it is often able to come up with a better franchise con-
cept that rapidly engenders superior brand reputation and is therefore more attrac-
tive to franchisees. In addition, the franchisor is able to fully focus on the logistics
of establishing a franchise system once it decides to franchise. Therefore:

H3: Concept development time is positively related to franchise sys-
tem growth.

Consumer advertising is important for creating brand awareness. Higher levels of
awareness among end-users can create enhanced demand for a larger network of
units. High brand equity becomes a resource valued by prospective franchisees
(Combs and Ketchen, Jr. 1999). In addition, this brand equity creates safeguards
against ex-post opportunistic behavior by the franchisor. These two factors make
franchise systems with high levels of consumer advertising more attractive to pro-
spective franchisees. Therefore:

H4: The level of consumer advertising is positively related to fran-
chise system growth.

Extant research on franchise system growth (e.g., Shane 1996; Sen 1999) has
found a positive relation between the extent of franchising used by a franchisor
and franchise system growth. This result is consistent with the resource scarcity
view that franchising allows a franchisor to overcome capital, informational and
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managerial constraints and grow rapidly (Norton 1988). However, the signaling-
based agency theory literature (Gallini and Lutz 1992) suggests the opposite: a
franchisor is expected to signal favorable private information about product de-
mand to prospective franchisees through a higher proportion of company-owned
outlets. Therefore, we have competing hypotheses:

H5a: The proportion of franchised outlets is positively related to
franchise system growth.

and alternatively,

H5b: The proportion of company-owned outlets is positively related
to franchise system growth.

In recent years, franchisors have incorporated a number of growth initiatives into
their adoption of franchising. These include the use of multi-unit franchising (in
the form of area development agreements, sub-franchising or territorial expansion)
and allowing for conversion. Multi-unit franchising promotes system growth by
enabling franchisors to overcome resource scarcity and adverse selection problems
(Kaufmann and Dant 1996; Norton 1988). In addition it allows franchisees to in-
ternalize externalities and reduce spillover effects (Kalnins and Lafontaine 1996).
Finally, Bercovitz (2002) notes that multi-unit franchising enhances the down-
stream rent potential for franchisees, thereby creating the front-end of self-
enforcing agreements (Klein 1980). The subsequent alignment of incentives, low-
ering of agency costs and reduction of the likelihood of the use of contractually-
specified disciplinary devices increases the attractiveness of the franchise system
to prospective franchisees.

Conversion franchising entails the recruitment of franchisees from other chains
and franchise systems. Franchisors who are successful in using conversion
franchising acquire experienced franchisees that ‘hit the ground running’ and
facilitate system growth.

H6: The number of franchisor growth initiatives is positively related
to franchise system growth.

Franchisors perform a number of tasks that directly and indirectly support franchi-
sees, facilitating their success and the consequent growth of the franchise system.
These include the exercise of rigor in selecting new franchisees, the provision of
initial assistance to these franchisees and of ongoing services to all franchisees.
These activities enhance brand equity for the system and mitigate adverse selec-
tion, thereby creating incentives for high quality franchisees to join and grow the
system. Therefore:

H7: The extent of assistance provided by the franchisor to new fran-
chisees is positively related to franchise system growth.
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HS8: The extent of rigor used by the franchisor to select new franchi-
sees is positively related to franchise system growth.

HY: The extent of ongoing services provided by the franchisor to all
franchisees is positively related to franchise system growth.

Some franchisors allow for passive ownership on the part of franchisees. Although
this practice creates an additional layer of hierarchy and agency costs within the
system, it does expand the pool of prospective franchisees, and contribute to the
faster growth in the system size. Therefore:

H10: The extent of use of passive ownership is positively related to
franchise system growth.

In addition to these eleven hypotheses, we also investigate the effects of three co-
variates on the outcome measure of system growth. Two of these covariates
(namely, age and size of the organization in question) are commonly used in most
inter-organizational research for control purposes since they are expected to im-
pact various theoretically vested relationships in systemic fashion. The third co-
variate, proportion of units in the U.S., is unique to the context at hand in that
franchising has its genesis in the U.S., and therefore its domestic proportion may
have some systemic effects on the system growth.

3 Data Characteristics

We tested our 11 hypotheses using secondary data drawn from Bond’s Franchise
Guides from 1985 to 2004 (i.e., sixteen years of data as there were no Guides for
years 1986, 1987, 1990 and 2000). However, in a tradeoff involving the number of
years of data and the list-wise sample size across those years for the variables of
interest, we finally settled on the years 1995 through 2004 (i.e., nine years) with
annual sample size of N=76. Consequently, the cointegration analysis, the princi-
pal inferential statistical technique utilized, is based on panel data with N = 684 (9
years X 76) cases.

We employ three different measures of franchise system growth, our dependent
measure. Our primary measure of performance — the total number of franchised
and company owned outlets — is in keeping with previous literature on the subject
(Shane 1996; Sen 1998; and Castrogiovanni and Justis 2002). In addition, we in-
clude two secondary measures of performance: (1) breadth of system distribution
(i.e., total number of states and Canadian provinces covered by the system), and
(2) depth of system distribution (i.e., total number of outlets operating in the top
three states and/or Canadian provinces).

We present the details of operationalizations of our variables in the Appendix
and Table 1 presents the descriptive statistics related to our measured variables.
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Table 1. Descriptive Statistics: Means and Standard Deviations (N=684)

Variables Mean Stal}dz}rd
Deviation
H1: Goals: Profits (On Going Royalty Rate) 591 442
H2: Goals: Rapid Addition of New Outlets (Projected New Units to be 2218 2557
Opened)
H3: Strategy: Concept Development Time (Gap Between System Estab- 561 3.85
lishment & First Franchise Sale in Years) ' ’
H4: Strategy: Consumer Advertising (On Going Advertising Fee Rate) 1.53 1.60
HSa, HSb: Strategy: Signaling Through Company Units (Proportion of
11.34 18.58

Company Owned Outlets)
Hé6: Strategy: Franchise Growth Initiatives (Sum of 4 Initiatives, e.g., 299 1.00
Area Development, Sub Franchising) ' ’
H7: Strategy: Franchisee Assistances Package (Sum of 4 Assistances Ex- ) 88 102
tended to New Recruits, e.g., Financial & Site Selection Assistance) ’ :
H8: Strategy: Franchisee Selectivity Rigor (Sum of Importance Ratings 19.84 358
of 6 Franchisee Attributes, e.g., Financial Net Worth, Education) ' ’
H9: Strategy: Good Citizenship Behavior (Sum of 9 Ongoing Services 6.71 135
Provided to Franchisees, e.g., Central Data Processing & Purchasing) ' ’
H10: Strategy: Provision of Passive Ownership (Whether or Not Passive

i . 1.87 0.65
Ownership is Permitted)
Covariate 1 Age of Franchising (Current Year Minus First Franchise 24.38 10.70
Sale Year)
Covariate 2 Size of the Franchisor Organization 37.33 60.88
Covariate 3 Proportion of Units in the U.S. 79.73 3391
Dependent Variable 1: System Size (Total Franchised Units + Total 196.62 226.98
Company Units)
Dependent Variable 2: Breadth of Distribution (Count of Total Number 20.70 17.25
of States and Provinces Covered by the System)
Dependent Variable 3: Depth of Distribution (Total Number of Outlets 74.78 91.91

Operating in Top Three States and/or Provinces)
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4 Analysis and Results

4.1 Introduction to Cointegration Analysis

Traditionally, econometric analysis has consisted of cross-sectional analysis, time
series analysis, or panel data analysis with a small and fixed time series dimension.
In recent years there has been a growing interest in studying cross-sectional data
over time, i.e., using panel time series data. Panel time series analysis considers the
issues involved when the panel has a large cross-section dimension and a large time
series dimension. When working with nonstationary panel time series data, we must
deal with the nonstationary data from the time series but we gain additional power
from the increased data from the cross-section dimension.

Recent research has improved our ability to analyze nonstationarity, the spuri-
ous regression problem, and cointegration in panel data. These issues have been
studied extensively in pure time series, but only recently have these issues been
studied in detail in panel data. The methods used in panel time series analysis are
extensions of the traditional time series methodology, using the additional infor-
mation gained from the cross-section dimension of the panel.

As when doing traditional time series analysis, we first test for nonstationarity
(panel unit root). If we find that the panel is nonstationary, we must avoid the spu-
rious regression problem. To do this, we test for panel cointegration (Engle and
Granger 1987). If the tests indicate a cointegration relationship between the non-
stationary variables, we can then go ahead and estimate this long run relationship.

4.2 Cointegration Analysis®

All panel estimation and inference was carried out using the software program
NPT 1.0 and GAUSS 5.0. In order to consider the issue of panel cointegration, we
first test for a panel unit root in each of the data series. We use the panel unit root
tests suggested by Harris and Tzavalis (1999) under the fixed time dimension. We
begin with the Harris and Tzavalis (1999) model 1a: y;; = @yi..; + vi. When testing
for a panel unit root, the null hypothesis is that there is a panel unit root, i.e., the
data series is nonstationary. We do not reject the null hypothesis for all data series
at the 5% significance level, except H2, H4, HS, and D3 (i.e., Dependent Variable
3, namely, Depth of Distribution). Thus, it appears that H2, H4, HS, and D3 are
stationary data series, while H1, H3, H6, H7, H8, H9, H10, C1 (i.e., Covariate 1 or
age), C2 (i.e., Covariate 2 or size), C3 (i.e., Covariate 3 or proportion of units in

* For this data set the time dimension is T = 9 and the cross section dimension is N = 76.
This is a very small time dimension for this type of analysis. In fact, it is not possible to
estimate the models under a heterogeneous covariance structure. We must assume that
the covariance structure is homogeneous.
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the U.S.), DI (i.e., Dependent Variable 1 or System Size) and D2 (i.e., Dependent
Variable 2 or Breadth of Distribution) are nonstationary data series.

Since we found nonstationary dependent and independent variables for the de-
pendent variables D1 and D2, we must test for panel cointegration among these non-
stationary variables. Note that it does not make sense to consider the variable D3 as
a dependent variable in this case since the regression would not make sense with D3
stationary and nonstationary independent variables. We tested for panel cointegra-
tion using the tests proposed by Kao (1999). When testing for panel cointegration,
the null hypothesis is that the estimated equation is not cointegrated. We reject the
null hypothesis in each of these two equations (dependent variables D1 and D2). The
largest p-value for all of the panel cointegration tests considered is 0.0067.

Since we found that the estimated equations are cointegrated, we next estimate
the cointegration relationships using OLS (Tables 2, 3 and 4, for respectively, D1,
D2 and D3) and bias-corrected OLS (Tables 5 and 6, for respectively, D1 and
D2).* Since the equations contain nonstationary and stationary regressors, care
must be taken in calculating t-statistics. In order to calculate the t-statistics cor-
rectly, NPT 1.0 was modified to adjust the speeds of convergence for the station-
ary regressors. Kao and Chiang (2000) show that “the OLS estimator has non-
negligible bias in finite samples.” Therefore, we also present the bias-corrected
OLS results for these regressions.

Finally, for comparison, we repeated the preceding analysis beginning with
model 1b of Harris and Tzavalis (1999): y; = o; + @yi.; + Vi In this setup, we re-
ject the null hypothesis that the data series are nonstationary, for all variables ex-
cept Cl1 (i.e., Covariate 1 or age). This implies that we can estimate the model us-
ing traditional OLS. Note that if we include C1 in the regressions, we cannot rely
on the corresponding t-statistic, which will diverge. Even so, the coefficient on C1
is not significant in any of the models. Since all variables are stationary, OLS es-
timates are not biased. Therefore, we report traditional OLS results for all three
equations.

4.3 Summary of Results

Foremost, we find remarkable consistency in the results based on the OLS and
the Bias Corrected OLS results. In fact, only three changes occur. On the other
hand, there is considerable variation in results across the three operationalizations
of our outcome measure, system growth. In rank order, in terms of Adjusted R2
values, they were:

4 Bias corrected OLS results for D3 (i.e., Dependent Variable of Depth of Distribution) are
not presented because the basic traditional OLS model was non-significant (Table 4).
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Table 2. OLS Results: Dependent Variable Operationalization: System Size

Predictors B p-value

Goals: Profits (On Going Royalty Rate) H1 7.75 0.000

Goals: Rapid Addition of New Outlets (Projected New Units to be 2 0.07 0.296

Opened)

Strategy: Concept Development Time (Gap Between System Estab-

lishment & First Franchise Sale in Years) H3 293 0.002

Strategy: Consumer Advertising (On Going Advertising Fee Rate) H4 -0.35 0.431

Strategy: Signaling Through Company Units (Proportion of Com- H5b 1.70 0.045

pany Owned Outlets)

Strategy: Franchise Growth Initiatives (Sum of 4 Initiatives, e.g.,

Area Development, Sub Franchising) H6 3415 0.000

Strategy: Franchisee Assistances Package (Sum of 4 Assistances Ex- H7 4.50 0.068

tended to New Recruits, e.g., Financial & Site Selection Assistance) : '

Strategy: Franchisee Selectivity Rigor (Sum of Importance Ratings HS 31.65 0.000

of 6 Franchisee Attributes, e.g., Financial Net Worth, Education) ’ '

Strategy: Good Citizenship Behavior (Sum of 9 Ongoing Services HO 6.83 0.000

Provided to Franchisees, e.g., Central Data Processing & Purchasing) ' '

Strategy:'PfOV151on. of Passive Ownership (Whether or Not Passive H10 9.64 0.023

Ownership is Permitted)

Covariate 1 Age of Franchising (Current Year Minus First Franchise cl 143 0.110

Sale Year)

Covariate 2 Size of the Franchisor Organization C2 1.16 0.000

Covariate 3 Proportion of Units in the U.S. C3 -1.29 0.000

R Square = 0.5232, Adjusted R Square = 0.5139; F (13,670) = 56.5539, p-value = 0.0000

Note: System Size = Total Franchised Units + Total Company Units in the System
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Table 3. OLS Results: Dependent Variable Operationalization: Breadth of Distribution

Predictors B p-value

Goals: Profits (On Going Royalty Rate) H1 0.25 0.069

Goals: Rapid Addition of New Outlets (Projected New Units to be

Opened) H2 0.04 0.000

Strategy: Concept Development Time (Gap Between System Estab-

lishment & First Franchise Sale in Years) H3 0.05 0.290

Strategy: Consumer Advertising (On Going Advertising Fee Rate) H4 0.05 0.409

Strategy: Signaling Through Company Units (Proportion of Com-

pany Owned Outlets) H5b 0.07 0.006

Strategy: Franchise Growth Initiatives (Sum of 4 Initiatives, e.g.,

Area Development, Sub Franchising) H6 0.31 0.305

Strategy: Franchisee Assistances Package (Sum of 4 Assistances Ex-

tended to New Recruits, e.g., Financial & Site Selection Assistance) H7 0.07 0.404

Strategy: Franchisee Selectivity Rigor (Sum of Importance Ratings

of 6 Franchisee Attributes, e.g., Financial Net Worth, Education) H8 131 0.000

Strategy: Good Citizenship Behavior (Sum of 9 Ongoing Services

Provided to Franchisees, e.g., Central Data Processing & Purchasing) HY 0.12 0.265

Strategy: Provision of Passive Ownership (Whether or Not Passive

Ownership is Permitted) HI10 0.30 0.263

Covariate 1 Age of Franchising (Current Year Minus First Franchise cl 0.03 0380

Sale Year)
Covariate 2 Size of the Franchisor Organization C2 0.02 0.046
Covariate 3 Proportion of Units in the U.S. C3 0.02 0.108

R Square = 0.1740, Adjusted R Square = 0.1580; F (13,670) = 10.8568, p-value = 0.0000

Note: Breadth of Distribution=Count of Total Number of States and Canadian Provinces Covered by
the System
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Table 4. OLS Results: Dependent Variable Operationalization: Depth of Distribution
Predictors B p-value
Goals: Profits (On Going Royalty Rate) H1 1.38 0.313
Goals: Rapid Addition of New Outlets (Projected New Units to be 2 0.03 0.445
Opened)
Strategy: Concept Development Time (Gap Between System Estab-
lishment & First Franchise Sale in Years) H3 0.70 0.337
Strategy: Consumer Advertising (On Going Advertising Fee Rate) H4 3.86 0.128
Strategy: Signaling Through Company Units (Proportion of Com- H5b 0.57 0.113
pany Owned Outlets)
Strategy: Franchise Growth Initiatives (Sum of 4 Initiatives, e.g.,
Area Development, Sub Franchising) H6 338 0.294
Strategy: Franchisee Assistances Package (Sum of 4 Assistances Ex- o7 0.50 0.455
tended to New Recruits, e.g., Financial & Site Selection Assistance) ’ :
Strategy: Franchisee Selectivity Rigor (Sum of Importance Ratings HS 790 0.019
of 6 Franchisee Attributes, e.g., Financial Net Worth, Education) ’ '
Strategy: Good Citizenship Behavior (Sum of 9 Ongoing Services HO 0.83 0.401
Provided to Franchisees, e.g., Central Data Processing & Purchasing) ' ’
Strategy:'PfOV151on. of Passive Ownership (Whether or Not Passive H10 0.02 0.499
Ownership is Permitted)
Covariate 1 Age of Franchising (Current Year Minus First Franchise cl 0.92 0319
Sale Year)
Covariate 2 Size of the Franchisor Organization C2 0.35 0.039
Covariate 3 Proportion of Units in the U.S. C3 -0.21 0.249

R Square = 0.0307, Adjusted R Square =0.0120; F (13,670) = 1.6323, p-value = 0.0717

Note: Depth of Distribution=Total Number of Outlets Operating in Top Three States and Canadian

Provinces
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Table 5. Bias Corrected OLS Results: Dependent Variable Operationalization: System Size

Predictors B p-value
Goals: Profits (On Going Royalty Rate) H1 11.40 0.000
Goals: Rapid Addition of New Outlets (Projected New Units to be m 012 0328
Opened)

Strategy: Concept Development Time (Gap Between System Estab-

lishment & First Franchise Sale in Years) H3 2.82 0.008
Strategy: Consumer Advertising (On Going Advertising Fee Rate) H4 -0.01 0.466
Strategy: Signaling Through Company Units (Proportion of Com- H5b 1.07 0.018
pany Owned Outlets)

Strategy: Franchise Growth Initiatives (Sum of 4 Initiatives, e.g.,

Area Development, Sub Franchising) Heé 33.00 0.000
Strategy: Franchisee Assistances Package (Sum of 4 Assistances Ex- H7 0.60 0.425
tended to New Recruits, e.g., Financial & Site Selection Assistance) ’ '
Strategy: Franchisee Selectivity Rigor (Sum of Importance Ratings HS 3937 0.000
of 6 Franchisee Attributes, e.g., Financial Net Worth, Education) : '
Strategy: Good Citizenship Behavior (Sum of 9 Ongoing Services HO 730 0.000
Provided to Franchisees, e.g., Central Data Processing & Purchasing) ’ '
Strategy:.Pr.ov1s10n. of Passive Ownership (Whether or Not Passive H10 10.38 0.038
Ownership is Permitted)

Covariate 1 Age of Franchising (Current Year Minus First Franchise cl 0.95 0.245
Sale Year)

Covariate 2 Size of the Franchisor Organization C2 1.30 0.000
Covariate 3 Proportion of Units in the U.S. C3 -1.60 0.000

R Square = 0.5232, Adjusted R Square = 0.4947; F (13,670) = 56.5539, p-value = 0.0000

Note: System Size = Total Franchised Units + Total Company Units in the System
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Table 6. Bias Corrected OLS Results: Dependent Variable
Predictors B p-value
Goals: Profits (On Going Royalty Rate) H1 0.21 0.030
Goals: Rapid Addition of New Outlets (Projected New Units to be 2 0.04 0.102
Opened)
Strategy: Concept Development Time (Gap Between System Estab- H3 001 0.461
lishment & First Franchise Sale in Years) ' :
Strategy: Consumer Advertising (On Going Advertising Fee Rate) H4 0.01 0.446
Strategy: Signaling Through Company Units (Proportion of Com- H5b 0.06 0.264
pany Owned Outlets)
Strategy: Franchise Growth Initiatives (Sum of 4 Initiatives, e.g.,
Area Development, Sub Franchising) H6 0.20 0.345
Strategy: Franchisee Assistances Package (Sum of 4 Assistances Ex- o7 011 0338
tended to New Recruits, e.g., Financial & Site Selection Assistance) ’ :
Strategy: Franchisee Selectivity Rigor (Sum of Importance Ratings HS 132 0.000
of 6 Franchisee Attributes, e.g., Financial Net Worth, Education) ’ '
Strategy: Good Citizenship Behavior (Sum of 9 Ongoing Services HO 018 0.114
Provided to Franchisees, e.g., Central Data Processing & Purchasing) ' ’
Strategy:'PfOV151on. of Passive Ownership (Whether or Not Passive H10 0.18 0331
Ownership is Permitted)
Covariate 1 Age of Franchising (Current Year Minus First Franchise cl 0.01 0.479
Sale Year)
Covariate 2 Size of the Franchisor Organization C2 0.02 0.011
Covariate 3 Proportion of Units in the U.S. C3 0.04 0.008

R Square = 0.1740, Adjusted R Square = 0.1554; F (13,670) = 10.8568, p-value = 0.0000

Note: Breadth of Distribution=Count of Total Number of States and Canadian Provinces Covered by

the System
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1. System Size (OLS Adjusted R2 =0.51; p-value =0.0000)
2. Breadth of Distribution (OLS Adjusted R2 =0.16; p-value =0.0000)
3. Depth of Distribution (OLS Adjusted R2 =0.01; p-value = 0.0717)

In System Size operationalization, the results are identical in terms of significant
effects across OLS and Bias Corrected OLS runs (compare Tables 2 and Table 5).
In both Tables, we find support for 7 out of 11 hypotheses (i.e., H1, H3, H5b, H6,
H8, H9 and H10) both directionally and in terms of significance criterion. Only
H2 (Goal of Rapid Addition of Outlets), H4 (Strategy of Consumer Advertising),
H5a (the resource scarcity theory interpretation of the effect of the proportion of
franchised outlets), and H7 (Strategy of Franchisee Assistances Package) were sta-
tistically non-significant. Two of three covariates (i.e., Size of Franchisor Organi-
zation, and Proportion of Units in the U.S.) were also significant; however, co-
variate Age of Franchising was not significant. In terms of direction of effects,
there was one surprise: Covariate 3 (Proportion of Units in the U.S.) had a nega-
tive B coefficient. It appears that a preponderance of U.S. units does not help the
system size growth. In other words, expansion into international markets was an
important driver of system growth.

As regards the results associated with Breadth of Distribution operationaliza-
tion of our dependent variable, only 2 of 11 hypotheses received statistical support
at p<0.05 level using the Bias Corrected OLS results’ (see Table 6), namely, H1
(Goal of Profits), and H8 (Strategy of Franchisee Selectivity Rigor). In addition,
the covariates of the Size of Franchisor Organization and Proportion of Units in
the U.S. were significant at the 0.05 level. In addition, H2 (Goal of Rapid Addi-
tion of Outlets) was significant at the p<0.10 level. This time the significant effect
of Covariate 3 (Proportion of Units in the U.S.) was positive, hence, directionally
correct.

As regards the Depth of Distribution operationalization, the results are not mean-
ingfully interpretable given the small Adjusted R2 associated with this operationali-
zation of performance and the overall regression model being non-significant.

5 Conclusions

Our results have important implications for franchising practice and research, and
we identify a number of issues that merit further research.

What can a franchisor do to enhance system size growth? Although conven-
tional wisdom highlights the pioneering advantage for first movers, our results
suggest that a franchisor needs to guard against rushing prematurely into the mar-
ket and give itself enough time to refine their franchise concept. The franchisor

> The pattern of effects is somewhat different if we examine the basic OLS results pre-
sented in Table 3.
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can boost system growth by signaling quality and commitment through the royalty
rate and proportion of company-owned outlets. Growth is also facilitated when the
franchisor recruits high quality franchisees by establishing rigorous criteria for
qualifying franchisees. Finally, growth is accelerated when the franchisor (a) al-
lows passive ownership, (b) implements policies that assist franchisee growth
(e.g., area development agreements, multi-unit franchising) and (c) provides a
number of ongoing services to franchisees.

We make a number of contributions to research in franchising. In contrast to
extant research, we use longitudinal panel data and rigorous cointegration analysis
to systematically investigate the effects of a comprehensive set of firm-level deci-
sion variables on multiple measures of performance. Our results provide consider-
able support for signaling theories in franchising — signals of franchisor commit-
ment and quality like a higher royalty rate and higher proportions of company
owned outlets are associated with greater system growth. In contrast, resource
scarcity-based explanations for system growth are not supported — a higher pro-
portion of franchised outlets does not result in faster system growth even though
this rapid growth is positively associated with resource-intensive expansion into
international markets and having a lower proportion of U.S. based outlets.

Our results highlight a number of opportunities for future research. One avenue
is the reconciliation of our results with those of Shane (1996) and Sen (1998) re-
garding the reliance on franchising as an organizational form and system size. The
work of Bradach (1997) suggests nonlinearities and an optimal proportion of fran-
chised outlets for maximizing growth and performance. Although we investigated
multiple measures of performance, our models were most successful in explaining
total system size. Identifying key drivers of the other facets of franchisor growth
and performance — the depth and breadth of distribution — provides another oppor-
tunity for future research.
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Appendix: Operationalization of Variables

Predictors Operationalizations
Goals: Profits H1 On Going Royalty Rate
Goals: Rapid Addition of New Outlets H2 Projected New Units to be Opened

Strategy: Concept Development Time

H3

Gap Between System Establishment &
First Franchise Sale in Years

Strategy: Consumer Advertising

H4

On Going Advertising Fee Rate

Strategy: Signaling Through Company Units

H5a
H5b

Proportion of Company Owned Outlets

Strategy: Franchise Growth Initiatives

H6

Summation of Number of Yeses On Area
Development Permitted?

Sub Franchising Permitted?

Expansion in Territory Permitted?
Conversions Permitted?
(Yes=1,No=0)

Strategy: Franchisee Assistances Package

H7

Summation of Number of Yeses On
Financial Assistance Available?

Site Selection Help Available?

Lease Negotiation Help Available?
Co-Operative Advertising Available?
(Yes=1,No=0)

Strategy: Franchisee Selectivity Rigor

H8

Summation of Importance Ratings of
Financial Net Worth?

General Business Experience?
Specific Industry Experience?
Formal Education?

Psychological Profile?

Personal Interview?

(Unimportant=1, Very Important=5)

Strategy: Good Citizenship Behavior

H9

Summation of Number of Yeses on Nine
Ongoing Services Provided to Franchisees
Central Data Processing?

Central Purchasing?

Field Operations Evaluation?

Field Training?

Initial Store Opening?

Inventory Control?

Franchisee Newsletter?

Regional or National Meetings?

800 Telephone Hotline?
(Yes=1,No=0)

Strategy: Provision of Passive Ownership

H10

Whether or Not Passive Ownership is
Permitted? Score on 3 Point Scale:
Not Allowed = 1

Discouraged =2

Allowed =3
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Appendix: Operationalization of Variables (Continued)

Covariate 1: Age of Franchising

Current Year Minus First Franchise Sale Year

Covariate 2: Size of the Franchisor Organization

Size of Corporate (Franchisor) Staff

Covariate 3: Proportion of Units in the U.S.

Count of U.S. Outlets Relative to Total Units

Dependent Variable 1: System Size

Total Franchised Units + Total Company
Units in the System

Dependent Variable 2: Breadth of Distribution

Count of Total Number of States and
Canadian Provinces Covered by the System

Dependent Variable 3: Depth of Distribution

Total Number of Outlets Operating in Top
Three States and/or Canadian Provinces




Franchised Network Efficiency:
A DEA Application to US Networks

Carlos Pestana Barros' and Rozenn Perrigot’

Abstract. The concept of performance has been little explored in the franchis-
ing literature. In this paper, we explore the franchising network performance,
and more specifically the franchising network efficiency, from the franchisor
point of view and through a DEA approach (Data Envelopment Analysis) Two
main indicators of the franchisor revenues are used: the on-going franchising
royalties and the franchising fee. The purpose of this paper is built into an effi-
ciency perspective. Data concern the first 150 franchising networks of the En-
trepreneur’s 25 Annual Franchise 500" ranking (2004). The findings indicate
that most of the networks are under-efficient and one of the main reasons for
this stems from scale efficiency. A particular network is also studied in depth.
Moreover, four hypotheses are empirically tested. Implications of the study are
finally discussed.

Keywords. Franchising, efficiency, performance, US networks

1 Introduction

The widespread use of franchising agreements has increased over the last few
years, it being one of the most visible globalization dynamics in the market. Its
economic importance highlights the need for researchers to accumulate new con-
tributions in order to enlarge the franchising literature and help the franchising en-
trepreneurs - franchisors and franchisees - in their managerial and strategic deci-
sions (Kaufman and Dant, 1998).

Moreover, there is some evidence that entering and exiting the franchising in-
dustry is a common feature of the franchisors (Lafontaine and Shaw, 1998; Shane
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and Foo, 1999). This underlines the fact that competition in the franchising sector
is high and, therefore, efficiency is without doubt a relevant characteristic of this
sub-field of retailing. Indeed, competition is traditionally associated with effi-
ciency (Jones et al. 1990).

Researchers are increasingly analyzing the franchising industry because of its
novelty and the various theoretical approaches. Nevertheless, franchising perform-
ance remains under-explored (Combs et al. 2004; Watson ef al. 2005). Yet, the ef-
ficiency analysis is an established area in the retailing research (Donthu and Yoo
1998; Barros and Alves 2003, 2004; Barros 2005) which has not yet been ex-
tended to franchising, despite the traditional ranking of the franchising networks
published by the Entrepreneur Magazine (Clarkin ez al. 2002).

The main contribution of this paper consists of applying DEA -Data Envelop-
ment Analysis- frontier model to the franchising sector, using a population of 150
franchising networks whose data are published in the Entrepreneur’s 25 Annual
Franchise 500 (2004). The estimation of efficiency scores allows a new ranking
of the franchising networks. We are aware of very few papers using the frontier
models to analyze franchising decisions at the network level (Briec and Cliquet
1999; Perrigot and Cliquet 2003). The main applications of DEA in the franchis-
ing research have dealt with the comparison of franchised unit efficiency and non-
franchised unit efficiency (Anderson et al. 1998; Yoo ef al. 1998).

DEA was actually first developed by Farrell (1957) and deepened by Charnes,
Cooper and Rhodes (1978) as a non-parametric procedure that compares a Deci-
sion-Making Unit (DMU) with an efficient frontier using performance indicators.
DEA is particularly appropriate in the cases of multiple inputs converted into mul-
tiple outputs and of a small number of observations that prevents a parametric
analysis. DEA is a linear programming technique that enables the managers to
benchmark the best-practice DMUs (in the present research: the franchising net-
works with the best practices in terms of management procedures). Furthermore,
DEA provides estimations of potential improvements for inefficient DMUs.
Throughout this paper, we shall assume that the reader has some knowledge of the
DEA methodology. Readers not familiar with DEA are referred to Charnes ef al.
(1995), Coelli, Rao and Batesse (1998), Coelli (1996), Cooper et al. (2000) and
Thanassoulis (2001).

The paper is organized as follows. In Section 2, the franchising development
and the lack of research dealing with the concept of performance in the franchis-
ing industry are highlighted. In section 3, the Data Envelopment Analysis meth-
odology and the population of the franchising networks analyzed in the empirical
study are described. In sections 4 and 5, we successively indicate and discuss the
results of this study. In section 6, the limitations and tracks for future research are
indicated. And finally, section 7 presents the general conclusion.
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2 Franchising Network Performance
2.1 A Definition and an Overview of the Importance of Franchising

A franchising agreement is defined as a contractual arrangement between two in-
dependent firms, whereby the franchisee pays to the franchisor the right to sell the
franchisor products or services and/or the right to use his/her trademark at a given
place and for a certain period of time.

Following the globalization phenomenon, the number of franchise agreements
has considerably increased over time. For instance, all the contemporary malls or the
main streets of the city centers, whatever the country — developed or emerging, are
now populated by almost the same brands: Mc Donald’s, Subway, Century 21, Seven
Eleven, etc. The brand products and/or services are everywhere offered in a seem-
ingly equal form, establishing brand homogeneity from the consumer viewpoint.

Table 1 underlines the importance of franchising industry in the world display-
ing the number of franchisors and franchisees in various countries.

Table 1. Franchising in the World (World Franchise Council, 2004)

Countries Number of franchisors Number of franchisees
Australia 720 50000
Austria 330 4700
Belgium 100 3500
Brazil 900 19000
Canada 850 80000
China 1900 87000
Finlande 177 3700
France 765 34745
Germany 760 41000
Great-Britain 695 33800
Greece 430 6540
Hong-Kong 92 3000
Italia 650 40000
Japan 1100 220000
Mexico 550 28000
Netherlands 475 18500
New Zealand 350 4217
Singapore 380 3000
Slovenia 106 980
South Africa 391 22895
Sweden 400 18000
Switzerland 180 -

USA 1500 760000
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In the United States, sales from business format franchising (restaurants, dry clean-
ers, etc.) and sales from product franchises (gas stations, soda bottlers, etc.) accounts
for more than 40% of all retail sales (International Franchise Association, 2004).
And, in some sectors, franchising networks are particularly powerful as far as their
sales are concerned: printing and copying (71% of sales), tax preparation (67% of
sales), speciality food retailing (55%), restaurants (46% of sales), etc. (Combs ef al.
2004). In the United States, franchising accounts for about $1 trillion in annual retail
sales for approximately 320,000 businesses in 75 industries (Dant and Kaufman
2003). And, franchising business, concerning one out of twelve retail establish-
ments, now employs near ten million people in the United States (Alon 2004).

Commensurate with its economic importance and its omnipresent worldwide
development, franchising has not surprisingly caught the attention of researchers
from various fields such as entrepreneurship (Shane and Hoy 1996), marketing
(Kaufmann and Rangan 1990), economics (Lafontaine 1992), strategic manage-
ment (Combs and Ketchen 1999), law, finance, etc. (See Combs et al. (2004) for
more details).

2.2 Franchising and Performance

The franchising literature has mainly focused on the motivations for franchising
(Oxenfeldt and Kelly 1968; Caves and Murphy 1976; Norton 1988; Dant ef al.
1996), the relative failure rates of franchises compared with those of small busi-
nesses (Castrogiovanni et al. 1993; Stern and Stanworth 1994; Bates 1995a;
1995b; Stanworth et al. 1998) and the plural form development (Bradach 1997;
1998; Cliquet 2000a; Dant and Kaufman 2003).

Nevertheless, the concept of performance has been little explored in the fran-
chising literature (Combs et al. 2004; Watson et al. 2005). Two reasons for this
under-investigation were underlined by Combs ef al. (2004). Firstly, at the empiri-
cal level, data availability constitutes a real problem. Indeed, data on network per-
formance are difficult to collect. Secondly, at the theoretical level, the main theo-
ries used in franchising research, i.e. agency theory and resource scarcity, have not
really focused on financial performance.

The first aim of this paper is to explore the franchising network performance
from the franchisor point of view, and more specifically, the franchisor revenues.
Two main sources of the franchisor revenues can be studied: the franchising royal-
ties and the franchising fee, both of them paid by the franchisees to his/her fran-
chisor as defined in the franchising contract.

The franchising royalties usually correspond to a constant percentage of the
franchised unit sales. They are monthly or annually paid. The franchising fee is
paid only once at the beginning of the franchising contract, when a new franchisee
integrates the network. These two indicators of the franchisor revenues are usually
the same for all the franchisees joining the network at a same period of time. They
are displayed in public data sources such as franchising directories, or available
from the franchisors under request.
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In the franchising literature, the franchising royalties and the franchising fee have
been explored in three main perspectives: their evolution with the franchisor experi-
ence acquisition, their determinants and the links that can exist between them.

First, Lafontaine and Shaw (1999) found that, contrary to the predictions from
some specific theoretical models (Rubin 1978; Mathewson and Winter 1985; Gallini
and Lutz 1992), franchisors do not systematically increase or decrease their royalty
rates or franchising fees as they become better established. These authors concluded
that the variation in the franchising contract terms is more determined by differences
across firms than by within-firm changes over time. Further, their empirical study
also showed that once the terms of the contract were set by the franchisor at the birth
of his/her network, they changed very little over time.

Second, regression models and more precisely maximum likelihood Tobit esti-
mator were used under both a linear and a partially logarithmic specification in
order to highlight the determinants of franchising royalties on the one hand and
franchise fee on the other hand (Lafontaine 1992). In summary, empirical models
appeared more successful at explaining the franchised proportion of the network
than at explaining the terms of the franchising contract such as royalty rate and
franchising fee. Very few variables significantly contribute to explain these two
indicators. Network age surprisingly had a negative impact on the royalty rate (La-
fontaine 1992, 279).

Third, research works of Lafontaine (1992) and Lafontaine and Shaw (1999)
contradicted one of the main data patterns suggested by theoretical models of
franchising such as one- and two-sided moral hazard models, namely that fran-
chising fees and royalty rates should be negatively related.

As we can know, franchising royalties and franchising fee have not been explored
into an efficiency perspective. Besides, frontier models seem not to have been used
in franchising literature, except by Briec and Cliquet (1999) and Cliquet and Perrigot
(2003). Yet, efficiency appears relevant to analyze the franchisor revenues compared
to his/her investments. How the franchisor can optimize his/her resource allocation?

Thus, the precise purpose of this paper is to analyze the franchising network
performance into an efficiency perspective through the Data Envelopment Analy-
sis methodology. The franchisor efficiency, or symmetrically the franchising net-
work efficiency, is studied using several indicators of the network and the fran-
chising contract.

In order to complete this study, we also explore several hypotheses linked to
the main characteristics of the network.

Network size and dynamism of the franchising network members enable an in-
crease in the level of efficiency. Indeed, large networks can be characterized by
economies of scale (Huszagh er al. 1992), financial capital, brand name recogni-
tion (Aydin and Kacker 1990), market power (Huszagh ef al. 1992), etc. The cost
per unit becomes lower as the number of units increases due to economies of scale
throughout the network. Savings are realizable in such areas as purchasing, pro-
motion, R&D monitoring, quality control, and because of the centralization of ser-
vices like advertising and product development. The number of units in a franchis-
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ing network directly affects the financial resource base of the network, overall on-
going royalty income, brand name recognition and the resources of a network
through both cost savings and income generation. Additionally, the dynamism
within a network is generally associated to that of the franchisees. These are inde-
pendent business people and invest their money, their time and their energy in the
unit management. They will work in order to optimize the resource allocation
within their own unit. And then, they will tend to target the efficiency level for
their franchised unit.

From these key elements, size and specifically size associated to the franchised
part of the networks, a first hypothesis can be formulated.

H1: Franchising networks with many franchised units are more ef-
ficient than franchising networks with a few franchised units.

A successful franchisor-franchisee relationship enables a higher level of perform-
ance (Brown and Dev 1997). Indeed, in the franchising business, franchisors and
franchisees are involved in complex exchanges, they behave like partners. These
partnerships are longer term, more personal, and more intertwined than discrete
exchanges. They are characterized by explicit contracts: the franchising contracts.
Three elements of these contracts: duration, requirements in terms of investments
and cash liquidity seem very important to create and maintain a positive environ-
ment for the franchisor/franchisee relationship. In the franchisor perspective,
working closely with the franchisees is very important to increase the network per-
formance. According to Brown and Dev (1997), franchisors should view the rela-
tionship with the franchisees as important in and of itself and should genuinely
strive to preserve this relationship.

Long term contracts enable people, in both: the network headquarters and the
franchised unit, to develop personal rapports with each other. The long-term per-
spective offered through the initial contract will favor stronger relationships. Thus,
the more the unit and its franchise headquarters work as a team, the better the part-
nership overall performance (Brown and Dev 1997). A high level of initial require-
ments from the franchisor in terms of investments and cash liquidity can have a
negative impact on the franchisor/franchisee relationship and on the franchisee trust
in his/her franchisor. Moreover, franchisors with a low level of initial requirements
will try to optimize the resource allocation during all the relationship.

H2: Franchising networks with an extended franchising contract
duration are more efficient than those with a short franchising
contract duration.

H3: Franchising networks requiring a small investment to the fran-
chisees are more efficient than those requiring a high investment.

H4: Franchising networks asking for a low level of cash require-
ments are more efficient than those asking for a high level of
cash requirements.
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3 Research Methodology and Data

3.1 Data Envelopment Analysis

Following Farrell (1957), Charnes, Cooper and Rhodes (1978) first introduced
the term DEA (Data Envelopment Analysis) in order to describe a mathematical
programming approach of the production frontier construction and the efficiency
measurement of these frontiers. These last authors set up the CCR model (de-
signed according to their names: Charnes, Cooper and Rhodes) that adopted an
input orientation and assumed constant returns to scale (CSR). Later studies
have considered some alternative assumptions. For instance, Banker, Charnes
and Cooper (1984) introduced the assumption of variable returns to scale (VRS)
establishing in this way the BCC model (designed according to their names:
Banker, Charnes and Cooper).

Four other basic DEA models, now less frequently used in the literature, were
set up as well. These were the multiplicative model of Charnes et al. (1982), the
additive model of Charnes et al. (1985), the Assurance Region DEA model of
Thompson et al. (1986, 1990) and the Cone-ratio DEA model of Charnes et al.
(1990). These two last models include an a priori information (expert opinion, op-
portunity cost, transformation or substitution rate) in order to restrict the results to
just one best Decision-Making Unit - DMU (Assurance region DEA model), or to
link the DEA with multi-criteria analysis (Cone-ratio DEA model).

Some extensions of the DEA model also appeared in the literature. They were
the DEA-Malmquist model that disentangles the total productivity change into
technical and technological efficiency change (Malmquist 1957) and the DEA-
allocative model that disentangles technical and allocative efficiency.

All these models being well established and extensively discussed in the litera-
ture, we just briefly describe the main principles of the DEA methodology in the
present section.

DEA is applied to assess homogeneous units, called Decision-Making Units
(DMUs). A DMU actually converts inputs into outputs. The identification of the
inputs and outputs is a difficult and decisive step within an assessment process.
The literature review, the data availability and the manager subjective opinions
play an important role in this selection.

In the programming method, DEA “floats” a piece-wise linear surface to rest on
the top of the observation (Seiford and Thrall 1990). The facets of this hyper plane
define the efficiency frontiers. The degree of inefficiency is then quantified and
partitioned by a set of metrics that measures various distances from the hyper
plane and its facets.

In order to solve the linear programming problem, three characteristics of the
model must be specified: the orientation, the returns to scale and the weights of
the evaluation system.
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e The orientation choice, input orientation or output orientation, depends on the
DMU market conditions. In competitive markets, the DMUs are output ori-
ented. Indeed, it is assumed that inputs are under the control of the DMU
managers who aim at maximizing the outputs according to the market de-
mand. In the case of exogenous inputs, the production function presented in
Figure 1 is the natural choice (Kumbhakar 1987). In monopolist markets, the
DMUs are input oriented. Moreover, outputs are endogenous while inputs are
exogenous. The cost function is then the natural choice. The input orientation
searches for a linear combination of the DMUs that maximizes the excess in-
put use of the DMU i, subject to the inequality restraints.

e With regard to the returns to scale, they may be either constant or variable.
Both forms (CCR and BCC models) are often presented for comparative
purposes.

e In relation to the weights associated with the inputs and the outputs within
the objective function, these are subject to the inequality constraints. They
are endogenous and defined by the algorithm. They actually measure the
distance between the DMU and the frontier.

The production frontier that is constructed through the optimization process (Fig-
ure 1) consists of a discrete curve formed by the efficient DMUs, those that
maximize the outputs. The inefficient DMUs are below the production frontier be-
cause they do not maximize the outputs at the production level.

Efficient production frontier

Efficient DMU’s

Output (y)
A

Inefficient area

o
S " Inefficient DMU’s
\Y

Inefficient area

>
Input (x)

Fig. 1. Data Envelopment Analysis Production Frontier
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A Pareto-efficient DMU, also called a DEA-efficient DMU, is defined as a DMU
using m > 1 inputs to secure s > 1 outputs in either an output or input orientation.

The general purpose of DEA, developed by Charnes et al. (1978), considers n
DMUs (j=1,...,n) using k inputs to secure m outputs. Let us denote respectively x;,
y; the observed level of the k" input and m™ output at DMU ;.

An efficient score for the #™ DMU can be obtained by maximizing the ratio of
total weighted outputs over total weighted inputs for all DMUs subject to the con-
straint on all such ratios of the other DMUs in the sample to be less than or equal
to one. Mathematically, this can be written as follows:

()

where u are the output weights and v are the input weights. The system of equa-
tions (1) is a fractional programming model of computing technical efficiency and
can be solved with non-linear programming techniques. To simplify the computa-
tion, a transformation of the fractional programming model allows the system of
equations (1) to be formulated as a linear programming problem.

For the CCR model with constant returns to scale and a strong disposability of
inputs and outputs, the following linear programming problem is solved to ascer-
tain whether DMU i is DEA-efficient.

min /ll.
z,A

st

n
i ;1 xijzi —il.xl.j <0 2

n

- >
i=1
ziZO,ll.free

For the BCC model with variable returns to scale and a strong disposability of in-
puts and outputs, the following linear programming problem is solved to ascertain
whether DMU i is DEA-efficient.



200 Carlos Pestana Barros and Rozenn Perrigot

min A,
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where A is a scalar variable measuring the efficiency level.

The model works as follows. For a given set of possible A values, the left hand
side of the input- and output-related constraints specifies a production point within
the set of production possibilities. The model seeks a production possibility set
point which offers at least the output levels of DMU j, while using a proportion of
its input levels as low as possible. With the superscript * denoting optimal values,
the j, DMU is DEA-efficient if, and only if, ,{(“) =1.1If j’(‘) <1 the jo DMU is

DEA-inefficient ,{8 is a measurement of the radial DEA efficiency of DMU j.

The model assesses efficiency in a production context and its counterpart as-
sesses efficiency in a cost context. By virtue of duality, the primal and dual mod-
els yield the same efficiency ratings in respect to DMU j, (See Charnes, Cooper
and Rhodes (1978) for details).

3.2 Data

We used cross-sectional data concerning the 150 first US franchising networks
ranked in the Entrepreneur’s 25 Annual Franchise 500® (2004) in order to esti-
mate the production frontier for the franchising networks and test the hypotheses
formulated in the previous section. We have chosen to analyze the 150 first net-
works of the ranking in order to focus on the main and largest networks as already
mentioned in a previous paper of Ehrmann and Spranger (2004). We assumed a
franchising production being implemented by the franchising department of the
network. The outputs are defined as the receipt in value and quantity of the fran-
chising department. The inputs are defined as the direct costs of the franchising
department and the restrictions imposed to the franchisees.
We measured the outputs by the three following indicators:

e The average franchising fee (in K$),
e The average ongoing royalty (in % of the franchised unit sales),

e The one-year-variation in the number of franchised units in the US market
(between 2002 and 2003).
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And, we measured the inputs by four indicators:

e The number of employees in the franchising department of the network,

e The average investment required to the franchisee by the franchisor (in

K$),

e The duration of the franchising agreement (in years),

o The cash liquidity required to the franchisee by the franchisor (in K$).

The characteristics of these variables are depicted in Table 2. The combination
of these seven indicators ensured the DEA standards. Indeed, the minimum
number of DMUSs -in this case, a DMU corresponds to a franchising network- is
greater than three times the number of inputs plus outputs (150 > 3(3+4)) (Raab
and Lichty 2002).

Table 2. Descriptive Statistics of the Data

Variable Description Min Max Mean Standard
deviation
Outputs
Franchise fee |Fixed amount paid by the franchisee to
the franchisor when opening a new fran- 1 76 38.48 21.885
chised unit (in K$)
Ongoing Percentage of monthly or annual sales paid
royalty fee by the franchisee to the franchisor (in %), 1 39 19.75 10.932
including any advertising royalty
Change in One-year-variation in the number of fran-
franchised chised units within the franchising net- 9 2448 | 11495 | 283.162
units work in the US market
Inputs
Employees in |Number of employees in the franchising 2 186 30.63 45.810
the franchising [department of the network
department
Average total |Investment required to the franchisee by 55.5 9636.5 | 701.62 | 1175.855
investment in |the franchisor in order to open a franchised
K$ unit (in K$)
Duration of  [Duration of the franchising agreement 1 35 12.20 5.982
agreement in  |(in years)
years
Cash liquidity [Cash liquidity required to the franchisee 0 1200 92.31 146.353
requirements |by the franchisor (in K$)
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3. 3 Model Specifications

As mentioned above, the DEA index can be computed in several ways. In this em-
pirical study, we estimated an output-oriented, technically efficient DEA index,
assuming that the franchisors aim at maximizing their production.

The variable returns to scale (VRS) hypothesis was chosen because a strong
disposability of inputs and outputs was assumed. The use of VRS reference tech-
nology also has to be justified. If a strong disposability of inputs and outputs is as-
sumed, technical efficiency can be split up into two different components: pure
technical efficiency and scale efficiency (Fare er al. 1994). The VRS scores only
measure pure technical efficiency. However, the constant returns to scale (CRS)
index is composed of a non-additive combination of pure technical and scale effi-
ciencies. A ratio of the overall efficiency scores to pure technical efficiency scores
therefore provides a scale efficiency measurement.

As far as the test of the hypotheses is concerned, the Mann-Whitney U-test
was used.

4 Results

4.1 General Results

The relative efficiency of the most efficient franchising networks within the popu-
lation studied is displayed in Table 3. Several comments arise from these figures.

e The best-practice calculations indicate that finally a small percentage of the
franchising networks work at a high level of pure technical efficiency. Over
the 150 franchising networks studied, only 28 of them are 100% VRS-
efficient and 19 are 100% CRS-technical efficient as well as scale efficient.

e All technically CRS-efficient franchising networks are also technically
VRS-efficient. This means that the dominant source of efficiency for the
franchising networks is scale. Scale inefficient franchising networks ex-
perience either decreasing or increasing returns to scale. The experience of
decreasing returns to scale means that the network is too large in size to
take full advantage of scale. In this case, the franchisor should therefore
think about closures or re-organization of the activities. The experience of
increasing returns to scale means that the network is too small in size to
take a full advantage of scale. Thus, the franchisor should think about unit
addition or consolidation.

e According to the BCC results that represent pure technical efficiency due
to management skills, only 28 franchising networks out of 150 are effi-
cient. Management skills are consequently an additional reason for effi-
ciency. Moreover, very few of these 28 efficient networks are in the top of
the Entrepreneur’s 25 Annual Franchise 500 ranking.
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Table 3. DEA Technically Efficient Scores for the First 38 Efficient US Franchisors

Designation Technically Technically | Technically
Efficient, Efficient, Efficient

Constant Re- | Variable Re- Scale

turn-to-Scale | turn-to-Scale

CCR model BCC model
1 Curves 1.000 1.000 1.000
2 Jan-Pro Franchising Int'l. Inc. 1.000 1.000 1.000
3 Liberty Tax Service 1.000 1.000 1.000
4 Results! Travel 1.000 1.000 1.000
5 Entrepreneur's Source, The 1.000 1.000 1.000
6 Cruise Planners 1.000 1.000 1.000
7 Mr. Goodcents Franchise Systems Inc. 1.000 1.000 1.000
8 Wingstop Restaurants Inc. 1.000 1.000 1.000
9 Home Helpers 1.000 1.000 1.000
10 |Batteries Plus 1.000 1.000 1.000
11 |American Leak Detection 1.000 1.000 1.000
12 |Glass Doctor 1.000 1.000 1.000
13 |Brooke Franchise Corp. 1.000 1.000 1.000
14 |Sport Clips 1.000 1.000 1.000
15 |Hilton Garden Inn 1.000 1.000 1.000
16 |Wetzel's Pretzels 1.000 1.000 1.000
17  |Goddard Systems Inc. 1.000 1.000 1.000
18  |Cleaning Authority, The 1.000 1.000 1.000
19 |Fox's Pizza Den 1.000 1.000 1.000
20 |Anago Franchising Inc. 0.963 1.000 0.963
21  |Bruster's Real Ice Cream 0.94 1.000 0.940
22 |Hollywood Tans 0.813 1.000 0.813
23 |Martinizing Dry Cleaning 0.806 1.000 0.806
24 |Jazzercise Inc. 0.660 1.000 0.66
25 |Kumon Math & Reading Centers 0.603 1.000 0.603
26 |Heaven's Best Carpet & Uphol. Cleaning 0.579 1.000 0.579
27 |Action Int'l. 0.532 1.000 0.532
28  |Carl's Jr. Restaurants 0.464 1.000 0.464
29  |Dr. Vinyl & Associates Ltd. 0.967 0.991 0.976
30 |Assist-2-Sell 0.797 0.982 0.812
31 |Leadership Management Inc. 0.942 0.973 0.968
32 |HomeTeam Inspection Service, The 0.581 0.962 0.604
33 |Subway 0.639 0.956 0.668
34 |[Stanley Steemer Carpet Cleaner 0.875 0.942 0.928
35 |Money Mailer LLC 0.652 0.936 0.697
36 |CruiseOne Inc. 0.931 0.931 1.000
37 |Ben & Jerry's 0.559 0.912 0.614
38 |WSI Internet 0.848 0.905 0.936
500 |Jani-King 0.044 0.072 0.610
Mean 0.493 0.621 0.748
Median 0.466 0.642 0.814
Std. Dev 0.310 0.293 0.224
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e The median is higher than the mean for the BCC scores, signifying that the
majority of the franchising networks have a BCC score higher than the
mean. Furthermore, the values of the standard deviation are quite high in
the three columns. This indicates a significant dispersion of the efficient
scores within the population studied.

To conclude, the main reasons for efficiency are scale and managerial skills. Nev-
ertheless, the US franchising networks display a relatively low level of efficiency.

4.2  Adjustments Towards the Frontier of the Best Practices

Although DEA enables identification of inefficient franchising networks in the
population studied, it does not identify the reason(s) for this inefficiency. DEA ac-
tually identifies the slack for the inefficient franchising networks and gives them a
reference set (peer group) which allows to formulate some specific recommenda-
tions useful to improve the efficiency level.

Adjustments for the inefficient franchising networks can be identified for outputs
and inputs in order for these networks to join the efficient frontier. Table 4 depicts
these adjustments for a particular franchising network: Dr. Vinyl & Associates Ltd' .

Table 4. DEA Results for the “Dr. Vinyl & Associates Ltd.” Network

Outputs and inputs Original Radial Slack Projected
value movement value
Franchising fee 74.500 0.656 0.050 75.206
Royalty 37.750 0.332 0.000 38.082
Change in franchised units 2.000 0.018 24.806 26.824
Employees in the franchising 9.000 0.000 -0.706 8294
department
Average total investment 92.000 0.000 0.000 92.000
Duration of agreement 10.000 0.000 -2.056 7.941
Cash liquidity requirements 15.000 0.000 -2.824 12.176

We checked for this particular franchising network Dr. Vinyl & Associates Ltd
that there were some slacks in the outputs and inputs. There is actually some room
to decrease the inputs with slacks and to increase the outputs with slacks in order
for this franchising network to catch up with the frontier.

As far as the outputs are concerned, we verified that there were some slacks in
the franchising fee and in the change in the number of franchised units. Regarding
the inputs, we verified that there was some room to decrease the franchising
agreement duration and the cash liquidity requirement.

3 The results for other non-efficient franchising networks are available from the authors
under request.
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The projected value of outputs identifies the increase towards which the Dr. Vinyl
& Associates Ltd needs to perform in order to reach the efficient frontier. The
peers used to benchmark this franchising network are the ones belonging to the

frontier of the best practices.

4.3 Efficiency by Different Kinds of Franchising Networks

The results of the Mann-Whitney U-test for the efficiency scores obtained from
the CCR model (Bhapkar 1984) are displayed in Table 5. The Mann-Whitney U-
test has been recommended for a non-parametric analysis of the DEA results by
Grosskopf and Valdamanis (1987) and Brockett and Golany (1996). This test was
used in the present analysis because the efficient score results did not fit the stan-

dard normal distribution.

Table 5. Mann-Whitney Test of Differences in Efficiency

level of cash requirements

Reference Mann- V4 Asymptotic

Whitney significance
U test (two-tailed)

High number of franchised units vs. small 199.00 -1.40 0,030%*

number of franchised units within the

network

Low investment requirement vs. high in- 153.00 -1.58 0,042%*

vestment requirements

Extended franchising contract duration vs. 148.00 -1.89 0.025%*

short duration of franchising contract

Low level of cash requirement vs. high 123.35 -1.25 0.035%*

** Indicates significance at the 5% level.

The minus sign of the Z scores indicates that:

e The franchising networks with a large number of franchised units have
higher efficiency scores than those with a small number of franchised units.

HI1 is supported.

e The franchising networks with extended franchising contract duration have
higher efficient scores than those with short franchising contract duration.

H2 finds support.

e The franchising networks with low investment requirements have higher
efficiency scores than those with high investment requirements. H3 is sup-

ported.

o The franchising networks with low level of cash requirements have higher
efficiency scores than those with high level of cash requirements. H4 finds

support.

205
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5 Discussion

The overall conclusion is that the efficiency of the 150 franchising networks ana-
lyzed in the present study is heterogeneous with too many inefficient networks and
a small number of them that are really efficient. Hence, there is some room to im-
prove the inefficient franchising networks in order for them to upgrade their effi-
ciency and to converge on the frontier of the best practices.

The results also indicate that scale is the major issue in this business format ef-
ficiency. Indeed, the VRS scores are higher than the CRS ones, and all the CRS
efficient franchising networks are also VRS-efficient. Moreover, managerial skills
represented by the BCC scores are scarce.

Finally, some network features seem to enhance efficiency. Indeed, a high
number of franchised units, a low level of requirements in terms of investment and
cash liquidity, and an extended franchising contract duration induce efficiency.

What are the explanations of these findings? As mentioned earlier, DEA does
not identify the factors that cause the inefficiency and only focus on the DMU, in
this case the franchising networks, in which inefficiency exists. Nonetheless, this
consists of some valid information because the inputs and the outputs that contrib-
ute to this inefficiency are identified (Bessent and Bessent 1980). Probably, the
main reason for the observed inefficiency is linked to different strategically behav-
iour among different franchisors, mainly according to the industry in which they
are, their past experiences, their organizational structure, etc.

Other reasons that can be suggested as reasons for inefficiency in franchising
networks stem from the strategic-based groups and the differences in resources.
Firstly, strategic-based groups (Caves and Porter 1977) refer to differences in
structural firm characteristics within an industry, which induce differences in per-
formance. In the franchising industry, networks with similar asset configuration
usually pursue similar strategies with similar performance results (Porter 1979).
While there are different strategic options among sectors of an industry, because
of mobility impediments, not all options are available for each sector. This induces
a spread of the efficient scores within the industry. Secondly, the differences in re-
sources among the companies (Barney 1986, 1991; Rumelt 1991; Wernerfelt
1984) hold that franchisors are heterogeneous in relation to the resources and ca-
pabilities on which they base their strategies. These resources and capabilities may
not be perfectly mobile across the industry. This results in a competitive advan-
tage for the best-performing franchising networks.

Purchasable assets cannot constitute sources of sustainable profits. Indeed,
critical resources are not available in the market. Instead, they are built and accu-
mulated on the franchisor premises, their non-imitability and non-substitutability
being dependent on specific features of their accumulation process. Differences in
resources thus result in barriers to imitation (Rumelt 1991) and franchisor inability
to alter their accumulated stock of resources over time. In this context, unique as-
sets are seen as inherently exhibiting differentiated levels of efficiency. Sustain-
able profits are ultimately a return on the unique assets owned and controlled by
the franchising networks (Teece ef al. 1997).
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6 Limitations and Tracks for Future Research

This paper has two main kinds of limitations: these related to the data set and
these related to the DEA methodology itself.

As far as the data set is concerned, the homogeneity of the franchising networks
used in the empirical analysis is questionable. Indeed, we compared franchising
networks with different dimensions, different locations, and which may face dif-
ferent restrictions. They might be considered to be not directly comparable. How-
ever, we can always claim, whatever the empirical study, that the DMUs are not
comparable, and therefore, a ratio analysis could equally not be carried out. Yet,
the fact that all the companies studied are franchising networks and seem to follow
similar strategies - the use of franchising to develop their business - gives a suffi-
cient justification for analyzing them as a homogenous population. Nevertheless, a
relevant track for future research will deal with the implementation of such DEA
models to specific franchising industries. For instance, we could focus on the effi-
ciency of the restaurant, hotel, or real estate networks.

Moreover, the data set only concerns one year: 2003 and one country: the
United States, the conclusions are therefore limited. A panel data set or a multi-
countries data set would be relevant to increase the result generalization.

An important limit linked to the data as well consists of the non-availability and
then the non-use of the total network sales. Indeed, in order to measure the reve-
nues of the franchisor, we only used the royalty rate and the franchising fee. Even
if Stern and El-Ansary (1988) asserted that these two instruments make up over
50% of the franchisor total profit, the total sales is also a relevant measure of the
franchisor performance. This variable could be added to the outputs and would in-
crease the reliability of the model.

Regarding the DEA model itself, the DEA does not impose any functional form
on the data, neither does it make any distributional assumptions for the ineffi-
ciency term, nor does it make a prior distinction between the relative importance
of any combination of inputs and outputs. These limitations are precisely the most
distinctive and attractive characteristics of the DEA methodology. This efficiency
measurement assumes that the production function of the fully efficient franchis-
ing networks is known. In practice, this is not the case and the efficient isoquant
must be estimated from the sample data. In these conditions, the frontier is relative
to the population considered in the analysis. The least attractive characteristic of
DEA is that without any statistical distribution hypotheses, the DEA does not al-
low for random errors in the data, assuming away measurement error and chance
as factors affecting outcomes (Seiford and Thrall 1990).

Several tracks for future research can be mentioned. First, in this paper, the
DEA model allowed for complete weight flexibility. In situations in which some
of the measures are likely to be more important than others, DEA allows for re-
stricting factor weights through linear constraints. These linear constraints repre-
sent ranges for relative preferences among factors based on managerial input.
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Such analysis enables effective incorporation of managerial input into the DEA
evaluations. Second, the input and output are context-specific. More comprehen-
sive measurement of inputs and outputs allowing for non-discretionary factors,
such as environmental, socio-economic and qualitative features, would have to be
taken into consideration. The influence of non-discretionary variables, excluded
from the analysis, amounts to an assumption that these factors are constant across
the population. Third, non-parametric analysis, free-disposal hull analysis or alter-
natively parametric analysis, can be used to assess the efficiency scores. However,
previous research papers have shown that the DEA scores are usually inferior in
values to econometric scores, but that the ranking is preserved (Bauer et al. 1998).

7 Conclusions

This article proposed a simple framework for the comparative evaluation of a
population of US franchisor rationalization of their operational activities. The
analysis was based on a DEA model that allows for the incorporation of multiple
inputs and outputs in determining the relative efficiency scores. Benchmarks were
provided for improving the operations of poorly performing franchising networks.
Several managerial insights and implications arising from the empirical study
were discussed.

The general conclusion is that the US franchising networks display different
levels of efficiency. So, there is some room to upgrade the efficiency of the least
efficient franchising networks. A Mann-Whitney U-test confirmed that the fran-
chising networks with many franchised units are more efficient than those with a
low number of franchised units. Franchising networks with a low level of re-
quirements in terms of investment and cash liquidity tend to have higher effi-
ciency scores than those with a high level of requirements. Finally, franchising
networks with an extended franchising contract duration tend to have higher effi-
cient scores than those with a shorter contract duration.

Lastly, we must recognize that future DEA model applications will have to take
into account some additional qualitative variables in order to confirm the ade-
quacy of these first results.
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Franchising as Entrepreneurial Activity:
Finnish SME Policy Perspective

. 1
Mika Tuunanen

Abstract. The present study takes an entrepreneurship viewpoint to franchising.
To create a conceptual background, past franchising literature was reviewed and
prior studies considering franchising as entrepreneurial activity were analyzed.
The current Finnish Entrepreneurship Policy Program was utilized to explore the
domain of entrepreneurship and franchising. The question is, how franchising is
linked to the aims of the Entrepreneurship Policy Program and how franchising
could potentially be used to foster SME activity in the Finnish economy? The lit-
erature analysis showed that prior franchising studies have rarely regarded fran-
chising as a form of entrepreneurship. Likewise, theories explaining the birth,
growth and survival of franchising are rather distant from entrepreneurship. How-
ever, recent franchising enquiries have taken an approach that comes closer to en-
trepreneurship. Franchising is a rapidly growing form of business and its impor-
tance in the economy increases. The investigation indicated that franchising has
multiple features overlapping with the present small business policy agenda.
Hence franchising could be used as one vehicle to attain the set objectives.

Keywords. Franchising, entrepreneurship, small business policy, Finland

1 Introduction

This study focuses on franchising. Franchising is approached from the viewpoint
of entrepreneurship, in which case franchising is understood as a form of starting
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and conducting entrepreneurship and business.” The approach utilized in the study
is relatively new and little applied. The research tradition of franchising, like that
of entrepreneurship, is fairly short, its foundation is multidisciplinary and its theo-
ries are rather undeveloped.” In business studies, franchising has largely been
looked at from the point of view of marketing, i.e. as a retail distribution channel
solution and a form of international business, as well as from a management point
of view, i.e. as a form of organization, strategy and cooperation between enter-
prises. Earlier franchising studies have to a large extent been isolated, insuffi-
ciently integrated and relied too much on the viewpoint of one party, the franchi-
sor (see e.g. Elango and Fried 1997; Stanworth and Curran 1999; Hoy and
Stanworth 2003a; 2003b).

This conceptual paper is organized as follows: to begin with, prior franchising
research is generally reviewed and then examined from the entrepreneurship
viewpoint. Subsequently, the current state and scope of franchising in the Finnish
economy is charted. To set a scene for joint evaluation of franchising and entre-
preneurship, the present Entrepreneurship Policy Program is briefly presented.
The paper ends by showing the overlapping features of franchising and business
policy and pinpointing the potential measures how franchising could be used ad-
vancing the set goals of the program.

2 Previous Franchising Research — A Literature Review

Franchising research has a fairly short history. The oldest known and frequently
cited studies were published in the late 1960s. The Journal of Retailing, an academic
journal focusing on marketing channels, edited a special issue dedicated to franchis-
ing in winter 1968.* The issue included several articles that can be regarded as the

2 In New Venture Strategies from 1980, considered a classic, Karl Vesper saw franchising
as one of the main strategic forms of competitive advantage, the so-called “entry
wedge”, with the aid of which a new enterprise can be founded, thus giving rise to new
entrepreneurship in existing competition in the market without special innovation (Ves-
per 1990, 192-194, 217-224). Vesper’s view is in line with that of Baumol (1986). Ac-
cording to the idea presented by Baumol, entrepreneurs can be divided into two groups
on the basis of the nature of the business idea of the enterprise founded: initiative, i.e. in-
novative, and imitative entrepreneurs (cf. Aldrich and Martinez, 2001; innovators vs. re-
producers). In franchising, the franchisor could therefore be seen as being initiative and
franchisees as imitative entrepreneurs. In franchising, business concept and operation
that is already working and possibly successful is reproduced in a new market area. This
way franchising contributes to efficient dissemination of innovations.

E.g. Bygrave (1989, 7-13) described the multidisciplinary background of entrepreneurship,
timing the actual development of the entrepreneurship paradigm to the beginning of the
1960s, when systematic empirical entrepreneurship research began. (see also Grant and
Perren 2002).

* The special issue was published in the 43rd volume of the journal.
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first pioneering efforts in the field of franchising research. Research on the contents
of prior franchising studies was not launched until the late 1990s. For example
Kaufmann (1996) brought forward franchising-specific fields of study in his over-
view concerning the state of franchising research. These included the following: mo-
tivation to become a franchisee, franchisee failure rates and industry growth.

Subsequently Elango and Fried (1997) analyzed extensively the previously
published franchising studies. As far as is known, this was the first study of its
kind. Their research material consisted of 99 known and widely cited studies, all
of which were first summarized, after which their content was analyzed. They di-
vided the studies into three more comprehensive streams: franchising and society,
creation of the franchising relationship, and operation of a franchising system. The
classification was based on their observations of different orientations, perspec-
tives and research questions of the studies. The first category is politically ori-
ented, and its viewpoint is the societal impact of franchising. The latter two are
management-oriented. The second focuses on the organizational efficiency and
economic profitability of franchising. The third orientation uses the existing fran-
chising relationship and its operative issues as its starting point.

Table 1 has been drawn up based on the analysis of Elango and Fried (1997). It
shows, by research stream, the orientation, perspective and the disciplines of re-
search in which studies have been conducted, as well as the fundamental research
questions and most commonly studied individual issues in each category.

In addition to the semantic taxonomy of earlier studies, Elango and Fried
(1997) made several recommendations, particularly concerning improvement of
fragmented research. Firstly, they recommended that franchising theories would
be extended into resource-based theory, because according to them, franchising is
ultimately about pooling franchisees’ and franchisor’s different resources. Accord-
ing to their view, also the franchisor should be considered an agent, because fran-
chisees must monitor the operation of the franchisor.’ In their view, the agency
theory had been applied in a limited manner. All in all, they perceived that fran-
chisees should be looked at as an intelligent party of the franchise relationship, not
only as the implementer of the franchisor’s objectives, which seemed to be the
dominant view applied by earlier studies. Franchisees inevitably make their own
important contribution towards the success of the relationship. This point is a per-
tinent one when considering franchising from an entrepreneurship viewpoint.

The franchise relationship had been looked at in a static manner. According to
Elango and Fried, it has thus so far been impossible to study the changing and dy-
namic relationship. They felt that the fundamental question of the relationship and
the ultimate advantage of franchising, the relationship between decision-making
authority and division of residual claim rights deserves further research attention

> The moral hazard problem is two-sided in franchising since franchisees need to monitor
the franchisor. This causes a collective action problem for franchisees. (Lafontaine
1992).
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(cf. property rights theory). They also pointed out the need for franchising exami-
nations in individual business industries. (Elango and Fried 1997)

Table 1. Previous franchising studies elaborated

Main stream Orientation,
.. . Fundamental
of franchising perspective and . Issues
S research questions
study disciplines of study
I Public-policy ”Should we allow Economic efficiency vs.
franchising?” antitrust concern
Franchising Utility to society ”How much the — pricing
and franchisor might abuse ~ — exclusive territories and
society e Law the relationship to the dealings
e Economics detriment ()fthe — contract clauses
Jranchisee?” — disclosure
1I Managerial ”Should we conduct Franchising as a form of
business operations organization
Creation Performa.rlc?: an.d separately or in _ reasons to franchise
of the profit maximization collaboration with .
. — rent sharing
fran?hlsm'g ¢ Management othel.’s-thr()ugh a s — units to own or franchise
relationship e Mana t franchising system? . . ..
gemen international franchising
science
e Economics,
e cconometrics
I Managerial ”What is the best way to Franchising as a type of
operate the franchising marketing channel
Operation Franchisees existing system?”
ofa to operationalize the — control, power, autonomy
franchising system goals of the — co-operation
franchisor — trust, commitment,
satisfaction
e Marketing — conflicts
* Retailing — dependence-
interdependence-
independence

In their analysis of the methods used in franchising research, Elango and Fried
(1997) found several factors that had restricted the studies. Firstly, empirical stud-
ies had been exclusively based on quantitative methods, which give a limited
amount of information about a large number of cases. Results aiming at generali-
zation tend to mask variation, and the complexity which is evident in practice and
which qualitative case studies are able to reveal, is often lost. According to the au-
thors, data had many times been gathered by postal questionnaires, but the amount
of secondary data was also considerably high. In empirical studies on franchisees,
all subjects in a sample often came from a single franchise chain, whereas in stud-
ies on franchisors various franchise listings were used for sampling. The authors
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also observed a significant deficiency in the variables used for measuring per-
formance. According to them, turnover or the number of outlets were merely too
simplified as measures of performance. The main problem was from whose point
of view performance should be measured — that of the franchisor, the franchisees
or the system as a whole. Instead of descriptive studies that currently dominate the
scene, the focus should be on prescriptive studies. In this paper a pragmatic and
thus prescriptive approach in conjoining franchising and entrepreneurship in the
small business policy perspective is taken.

Subsequent the franchise literature classification by Elango and Fried (1997),
more limited classifications have been proposed in other instances. As they were
developing an integrative and comprehensive explanatory model for franchising,
Stanworth and Curran (1999) analyzed previous literature and listed the most fre-
quent subjects of franchise research. They were the following: franchisor’s mo-
tives for the adoption and retention of the franchise format, franchise contracts, the
franchisor-franchisee relationship, locational and pricing decisions, trends in own-
ership redirection, and international franchising and globalization issues. Later,
Hoy, Stanworth and Purdy (2000) came up with a partly similar classification.
They identified six issues that had dominated franchising research: distribution
channels, contract issues, international expansion and the benefits of internation-
alization, growth models and degrees of survival and failure.

Meanwhile Young, McIntyre and Green (2000) published a content analysis of
285 research papers presented at thirteen International Society of Franchising
(ISoF)° conferences held in 1986 and 1988-1999. This provided an applicable
means of inspecting earlier franchising research, because the community com-
prises many prolific frontline researchers and scholars, and many of the studies
presented at the conferences are later published in academic journals in the field.
The most popular subjects of the studies analyzed were as follows: international
franchising (18%), franchise management (17%), franchise relationship issues
(16%), performance and growth (13%), juridical and political issues (11%), mar-
keting (9%), nature and scope of franchising (9%), economics (3%), entrepre-
neurship (3%) and methodology and modeling (2%). The results of Young et al.
(2000) can thus be regarded as being mostly in line with those of Elango and Fried
(1997), although the studies published within the ISoF have included a relatively

® Founded in 1986 and operating in the US, the International Society of Franchising is an in-
ternational community of academic franchising scholars. The society did not meet in 1987,
but after that a conference has been arranged every year jointly with the annual convention
of the International Franchise Association (IFA). Around 30 research articles are published
each year in Conference Proceedings. The latest conference arranged in February 2006, in
Palm Springs, CA, USA, was the 20", The number of franchising studies published so far
exceeds 400. Until 1999 the Society was known as the Society of Franchising, but the
name was changed due to the increasing number of international participants. At present,
the Society has more than 150 academic members from some 20 countries.
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large number of themes related to franchising implementations which were called
for by Elango and Fried.

A total of 154 or slightly over half (54%) of the studies analyzed by Young et
al. (2000) were empirical studies. Secondary data was utilized in a good third
(37%) of the studies. Interviews had been used as the primary method of gathering
material in one out of seven (14%) studies, while postal surveys were the most
widely used method, in 50% of the studies. The least frequently used method was
case study, which was only used in ten studies. On this point the observation and
criticism of Elango and Fried (1997) regarding the scant utilization of case studies
is in line with the results of Young et al. (2000). There is a risk that studies relying
strongly on quantitative methods produce descriptive results that are of relatively
little use from the viewpoint of practical business management.’

The subjects of study of empirical research were fairly equally distributed. The
most commonly studied group was franchisees (39%), followed by franchisors
(34%) and other interest groups (27%). The observation of Young et al. (2000) is
surprising on this point, because the franchisor’s perspective has generally been
the dominant one. The majority of empirical studies were fairly exclusively lim-
ited to the hospitality sector, i.e. hotel and restaurant industries. One fourth of the
studies analyzed had been conducted outside the United States. In addition to the
US, research findings had been published from a total of 21 countries.’

Franchising-related research has been carried out for some 35 years. The schol-
arly publications have mainly been of North American origin, but increasingly
from other parts of the world as well. From the 1980s onwards, active research has
been carried out in this field in Europe, particularly in Great Britain, as well as in
Australia. The number of studies in the field has thus grown considerably since the
1990s. The franchising research has been multidisciplinary in nature. Economics,
marketing, law, sociology and psychology are some examples of sciences and dis-
ciplines in which franchising-related studies have been published. However, fran-
chising studies have rarely been carried out on the field of entrepreneurship.

3 Franchising from the Viewpoint of Entrepreneurship

Despite the tradition of franchising research and the increasing economic importance
of franchising, it has often been called to question whether franchising should be ac-
cepted as a legitimate field of study in its own right, or whether it should merely be
thought of as a fairly peripheral type of inquiry within some branch of science. Al-

According to Hoy (1997), the problem of the results produced by entrepreneurial studies
in general is their lack of practical relevance. Hoy and Stanworth (2003a, 6) do not re-
gard the problem to be equally serious in franchising studies.

Sixteen studies had been published on Europe, three of them on Scandinavia. Eleven
studies focused on the Soviet Union or Russia, ten on Asia, eight on Australia, two on
Central and South America, while there was one study each on Africa and India.
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though poorly understood at the moment, franchising is without a doubt a phenome-
non worthy of study (see Hoy and Stanworth 2003a, 1-5)

Published franchising literature can be roughly classified into three schools of
thought. The differences between them are based on their diverse approaches to
franchising (see Hoy and Stanworth 2003b, 9-10). The first school sees franchising
as functional activity of existing business, which is why it should be studied by ap-
plying the models and theories regarding those functions. Examples of this are mar-
keting and distribution channel studies conducted within marketing research, or
studies on management and related strategic and contract-based cooperation be-
tween firms. The second school sees franchising as an original phenomenon whose
characteristics can however be explained through existing theories. Examples of the
approach of this second school are general business theories such as agency theory
and transaction cost theory as well as life cycle theory.

The third and most recent school approaches franchising as a unique phenome-
non that can only be understood by developing or applying models or theories that
are particularly suited for the purpose. Franchising is thus seen as a separate, indi-
vidual phenomenon. Such early attempts have been put forth by Kaufmann
(1996), Stanworth and Curran (1999) as well as Hoy, Stanworth and Purdy (2000).
Kaufmann took up issues of research that were explicitly franchising-specific.
Stanworth and Curran developed a sociological franchising model, while Hoy et
al. identified six themes that had dominated franchising studies.

In this study, franchising is understood as a form of entrepreneurship and as
part of entrepreneurship research. The conceptual starting point of the study is the
uniqueness of franchising, which can be described and explained both by applying
existing theories from other fields of science and by developing them in a fran-
chising context (cf. 2™ & 3" schools). Franchising is defined in the same way as
Curran and Stanworth (1983, 11) ended up defining it as they studied the evolu-
tion of the franchising concept in earlier studies: ”A business form essentially con-
sisting of an organization (the franchisor) with a market-tested business package
centered on a product or service, entering into a continuing contractual relation-
ship with franchisees, typically self-financed and independently owner-managed
small firms, operating under the franchisor’s trade name to produce and/or market
goods or services according to a format specified by the franchisor.””

Franchising is properly suited as a field of entrepreneurship research. As a dis-
cipline, entrepreneurship comes close to and overlaps many subjects in the field of
business economy, such as marketing, management and accounting, while having
a multidisciplinary background. The interrelation between entrepreneurship and
franchising can be justified e.g. by the fact that franchising research is about en-
trepreneurial cooperation between two different types of entrepreneurs, franchisor
and franchisees (Shane and Hoy 1996). Spinelli, Rosenberg and Birley (2004, xvi)

° The definition is of European origin, and it describes most accurately Business Format
Franchising as opposed to Product Distribution and Trade Name Franchising. The defini-
tion has several deficiencies, e.g. in relation to market testing, financing and size of fran-
chisee, as the authors later became aware of as well (see Stanworth and Curran 1999).
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agree with the view, as they perceive franchisors and franchisees as entrepreneurs
(see also Stanworth 1995). In addition, franchising can be defined as a type of en-
trepreneurial organization. The operation of the franchisor, i.e. setting up the fran-
chise system, and the operation of the franchisee, i.e. implementation of entrepre-
neurship within the franchise chain, are undoubtedly entrepreneurial activities
(Hoy and Shane 1998). Vesper (1980) defines franchising as one form of entering
the market upon which a new business and entrepreneurship can be based on. In
their comprehensive analysis of the focus of entrepreneurship research,
Ucbasaran, Westhead and Wright (2001, 59; 65-66) placed franchising as one type
of organization that entrepreneurs select.

The above views of Hoy and Shane have later received support from the study
of Kaufmann and Dant (1999). It should however be taken into account that the
view of franchising as entrepreneurship is strongly contradictory to the previously
widely held belief according to which franchising was even seen as the antithesis
of entrepreneurship. According to this view, franchising is multiplication of suc-
cessful business operation that does not call for creativity, a typical feature of en-
trepreneurship (Kaufmann and Dant 1999, 6)."

Hoy and Shane (1998) identified significant overlapping between entrepreneur-
ship and franchising in the seven main approaches prevalent in entrepreneurship
research. By entrepreneurship research they referred to studies where the only unit
of analysis was venture, i.e. not individual nor environment, all three of which are
included simultaneously in the analysis of the process view of entrepreneurship.
The venture as part of entrepreneurship research forms an entity of its own, with
characteristics that distinguish it from the traditional firm or organization view (cf.
Davidsson and Wiklund 2001). The subject of study is value creation through ven-
ture establishment or acquisition, albeit so that entrepreneurial actions prior to and
subsequent start-up are included in the examination. Approaches to entrepreneur-
ship research (Hoy 1995) and their links to franchising are as follows:

Incubator Organizations."" Franchise systems act as incubators of new ventures
and franchise operations.

Business Plans. The franchisor requires that the franchisee has a business plan,
which is therefore much more common in franchising than in independent busi-
ness. In the United States, franchisors are obliged by authorities to draw up a pub-
lic “business plan”; a document entitled Uniform Franchise Offering Circular, in
order to ensure access to information of potential franchisees.'?

1 See for example Rubin (1978), Norton (1988), and Anderson, Condon and Dunkelberg
(1992).

""" In this connection, incubator refers to the organization the entrepreneur comes from prior
to establishment of the venture, i.e. not incubator in the traditional sense of the word.

2 The same applies to France.
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Investment criteria. Franchising is a source of capital needed for growth when
other sources of financing are not necessarily available to the franchisor. Venture
capitalists have played an increasing role as financers of franchise systems.

Success factors. Franchisors’ and franchisees’ failure and survival are a subject of
constant study. The aim is to compare the results obtained to the failure and sur-
vival of stand-alone firms.

Corridor Principle. Franchisors recruit potential franchisees among active entre-
preneurs. In addition, franchisors have often worked as entrepreneurs or business
managers prior to launching franchising.

Corporate Culture. In franchising, the franchisor must be able to establish and
maintain circumstances where new franchisees are recruited and where they own
and manage units independently (i.e. franchised units) or along with the franchisor
(i.e. company-owned units; dual distribution).

Life Cycle Models. In franchising, the key issue is to understand the birth of the
business organization and its later evolution into a franchise system.

Kaufmann and Dant (1999) combined research focusing on franchising, franchi-
sors and franchisees into a separate, field of entrepreneurship research. They based
this on an extensive analysis where definitions of entrepreneurship were first divided
into three semantic groups, after which the applicability of franchising was com-
pared to their contents. The three groups of concept were personal traits perspective,
process perspective, and activities perspective.”’ As a result of the comparisons car-
ried out, franchising was observed to be almost fully compatible with the concepts
of entrepreneurship. According to the authors, the notions of entrepreneurship re-
search are closely associated to manufacturing-type business, which on the other
hand is alien to the commonly prevailing retail-type franchising.

In addition, Kaufmann and Dant (1999) pointed out four special franchising-
related research themes that have relevance to entrepreneurship research. They
were the following:

Franchisor as Retail Entrepreneur. In retail franchising, often relying on narrow
niche segments, the scale of economically profitable business is significantly

1> The authors were aware of the deficiencies regarding the concepts of entrepreneurship as
well as the lack of consensus concerning a universal concept of entrepreneurship (e.g.
Low and MacMillan 1988; Amit, Glosten and Muller 1993). Therefore they concluded to
define entrepreneurship as a personal quality that is manifested by an individual engaged
in entrepreneurial activity, which in turn is defined as the activities of a unique individ-
ual called an entrepreneur (Kaufmann and Dant 1999, 9). Moreover, they applied view
presented by Venkataraman (1998). According to that view entrepreneurship as a schol-
arly field should seek to understand how opportunities for profit are discovered and ex-
ploited, by whom, and with what consequences. The view was in line with three perspec-
tives given to classify various definitions of entrepreneurship: how (action), by whom
(traits), and consequences (process) (see also Shane and Venkataraman 2000; Shane 2003).
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smaller compared to manufacturing. Franchising often involves development of a
unique and efficient operative system where service provision is industrialized and
transferable to franchisees. Identification, utilization and distribution of such con-
cepts are well suited as a subject of study in entrepreneurship.

Entrepreneurial Partnership of Franchising. Franchising is based on an entrepre-
neurial partnership, where the concept innovated by the franchisor is distributed to
the market through a network of outlets owned and managed locally by franchi-
sees. There are unique risks and challenges involved in the local markets and out-
let locations, even though the multiplied concept is the same.

Franchisee entrepreneur. For the franchisor, franchising is a means of acquiring
capital and of solving the agency problem. The franchisor’s risk is linked to devel-
opment of the brand, while that of franchisees is linked to development of the local
markets. All environments restrict entrepreneurship, but in franchising there are
clear restrictions related to changing the concept. On the other hand, the franchisee
is given a relatively large amount of freedom with respect to operating in the local
market. The decision-making process where a new entrepreneur chooses franchising
instead of setting up a stand-alone business deserves more investigation.

Multi-unit franchisee. Multi-unit franchisees are an increasingly common phe-
nomenon in franchising. Multi-unit franchisee is most commonly the result of ex-
pansion of individual franchise owners as they open new outlets, or a result of an
area development contract. Multi-unit franchisees change the balance of power
and risks in the franchisee-franchisor relationship. It is still unclear how franchi-
sors choose franchisees as collaborative partners in different circumstances.

Kaufmann and Dant (1999) mentioned the importance of franchising for the na-
tional economy, both in terms of domestic and foreign trade, as an additional mo-
tivation for defining franchising as a separate area of research (cf. also Kaufmann
1996; Lafontaine 1996).

Stanworth and Curran (1999) regard franchising undoubtedly as a manifestation
of modern economic individualism, where key cultural values typical of a com-
petitive capitalistic system such as autonomy, independence, material rewards and
even creativity are emphasized. These values have previously been linked too ex-
clusively to traditional forms of entrepreneurship.

The strength of the entrepreneurship perspective lies in its comprehensiveness
and its integrative nature. Entrepreneurship is properly suited as an approach for
analyzing the phenomenon under study, both as a whole and on different analysis
levels, e.g. franchisor (organization level), franchisee (individual level) and econ-
omy (macro level). According to the basic premise of the study, franchising is en-
trepreneurship, and franchising cannot appear without entrepreneurship.

The relatively short and multidisciplinary research tradition of franchising and
the multi-level study of the phenomenon has produced quite a large number of in-
dividual studies that are poorly linked to each other, with too much emphasis on
the franchisor point of view (see e.g. Stanworth and Curran 1999; Hoy and Stan-
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worth 2003a; 2003b). Franchising studies have also been limited by the reigning
paradigm (cf. Elango and Fried 1997). Franchising has been explained with the aid
of common economic theories. The theories used have been separate, but com-
plementary within a franchising context. A genuine, strong theory of franchising
has not yet been developed. The model of Stanworth and Curran (1999) has been a
pioneering effort to come up with such a model.

Theories, especially the oldest and the most commonly used theories explaining
franchising, transaction cost theory and agency theory, have limited explanatory
power, because their focus on franchising is very narrow: franchisor’s choice of
organization (management perspective) from the viewpoint of profit maximization
and economic efficiency (economics perspective). That is why franchising, as a
hybrid-form organization between markets and hierarchies, has remained without
a satisfactory theoretical explanation.

Theories that are more applicable, more recent and hitherto less used in the fran-
chising context include resource-based theory and property rights theory. The
strength of resource-based theory lies in its capacity to take into account both parties
involved in the business operation, i.e. the cooperation, and the complementary and
synergistic nature of their immaterial and material resources in business initiation
and implementation. Property rights theory (see Windsperger 2002), on the other
hand, complements and deepens the resource-based theory, because it too sees the
cooperation as being resource-based. Strategic and operational decision rights, own-
ership rights and residual income rights between the parties involved can be derived
from resources. The division of rights is set down in the franchise contract, which is
of strategic significance for both parties and which according to definition gives in
itself rise to franchising. Property rights theory is suited for studying both business
partners, and it can in principle be utilized on all levels of the model of Stanworth
and Curran (1999). In addition, it focuses on the key issues of franchising as pointed
out by Elango and Fried (1997), which should be given significantly more attention
in future research. Putting it simply, a synthesis of resource-based theory and prop-
erty rights theory takes us closer to a more comprehensive and flexible network the-
ory, with the aid of which it may be possible to model franchising as cooperation be-
tween companies and entrepreneurs.

The acceptance of franchising as an independent and legitimate field of study
will very likely strengthen its independent theoretical development in the future. It
has been estimated that strong theoretical development is close at hand, as pres-
sure has increased to come up with better, i.e. holistic, integrative franchising
theories with better explanatory power. Integrating customer markets into fran-
chising theories remains one of the challenges for the future.

4 Franchising in Finland

Franchising is a relatively recent form of entrepreneurship in Finland: it is still
poorly known and recognized despite its growing importance in the global and na-
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tional economy. First domestic franchise dates back to 1970’s and a stream of
franchises were initiated in the beginning of 1990’s. Franchising grew between
1999 and 2003 nearly 15% annually. The latest usable franchising statistics from
year 2003 show that there were a total of 177 franchise systems operating in
Finland. Of these, 76 operated in retail, 71 in services and the remaining 30 in the
restaurant sector. One fourth (n=44) of the franchise systems were of foreign ori-
gin and 75% Finnish. As many as one in five (21%) of the Finnish franchise sys-
tems had gone international, and 8% stated the intention of entering the interna-
tional markets at a later date. The franchise chains had about 6,600 outlets, two
thirds of which where owned and managed by a local franchisee. The total number
of franchisees in 2003 was about 3,700, which corresponded to about 1.7% of ac-
tive companies in Finland. The number of jobs created by franchise systems was
estimated at about 46,000 (less than 2% of the Finnish workforce). Combined
turnover of the franchise systems came to about €4.88 billion which is around
3.4% of the Finnish GDP) (Tuunanen 2003; Tuunanen 2005).

Franchise systems aiming at growth in the short term made up 75% of all fran-
chise systems, and the targeted increase in the number of outlets was over 700.
The high number may reflect the short tradition and early life-cycle stage of fran-
chising in Finland, and the importance of franchising as a growth strategy. About
half of the chains reported that they were in the growth phase of their life cycle,
and one in five stated that they were only just entering the market. Problems in re-
cruiting suitable franchise candidates have for many years been the biggest obsta-
cle to strong growth in the sector. As a result of the obstacles, targeted growth has
not been achieved (Tuunanen 2003, 2005).

5 Business Policy Perspective

At present there are more enterprises in Finland than ever before, a total of
230,400. The number of entrepreneurs, 213,000 (farming excluded) makes up 9%
of the total workforce. The number is however significantly lower than in Euro-
pean countries with higher entrepreneurial activity (see Hyrsky and Lipponen
2004). In Finland, entrepreneurship seems to be commonly held in high regard,
and the atmosphere promoting entrepreneurship has developed in a positive man-
ner. Despite this, there are too few of those who choose an entrepreneurial career.
Culturally, Finland is still far from an entrepreneurial society (cf. Hyrsky 2001)."
At the beginning of 2000, the Ministry of Trade and Industry launched an “En-
trepreneurship Project”, which was included in the then Government’s pro-
gramme. The objective of the project was to promote stable economic growth,
employment and competitiveness by enhancing the establishment of new firms
and the growth and development of existing companies. The project was imple-

' For cross-national assessment of entrepreneurial activity, see Global Entrepreneurship
Monitor 2005 Executive report (Minniti, Bygrave and Autio 2005).
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mented in an ongoing basis which meant that measures were consecutively initi-
ated and applied to promote entrepreneurship and business activities (The Ministry
of Trade and Industry 2002).

In 2003 the current government launched an “Entrepreneurship Policy Pro-
gramme”, which continued the work already done within the Entrepreneurship Pro-
ject. The Ministry of Trade and Industry leads and coordinates the program. The
main objectives of the program are to safeguard a stable and predictable operational
environment for enterprises, to ensure that resources available for promotion of en-
trepreneurship in various administrative branches will be utilized to the full and effi-
ciently and to place Finland among the top countries in Europe in terms of excellent
conditions for business (Ministry of Trade and Industry 2005).

Initially a concrete objective for the Entrepreneurship Policy Programme was
set. It was declared that there is a need for 90,000 new small business owners by
the year 2010. The figure was based on two things. First, the government set an
employment goal of 100,000 new jobs and 30,000 new enterprises were required
to reach that goal. Second, it was predicted that 60,000 enterprises will undergo a
transition of ownership from one generation or owner to other during this decade.
Nonetheless, the objective was rephrased afterwards and the programme does not
include specified targets anymore. The main focus of the programme is on con-
crete projects that support entrepreneurship. Responsibilities and schedules are set
up for each project to help coordination process and the follow-up measures (Min-
istry of Trade and Industry 2005).

The contents of the Entrepreneurship Policy Programme are in line with the
strategic outlines of the report “Green Paper: Entrepreneurship in Europe” drawn
up by the European Commission (Commission of the European Communities,
2003)." The general objectives of the policy programme are included in the gov-
ernment agenda of Prime Minister Matti Vanhanen’s cabinet entitled “Employ-
ment, entrepreneurship and common solidarity: the keys to an economic rebound”.
According to the government agenda, the aim of business policy is to promote
economic growth and employment, to diversify production structure, to support
stable regional development and to ensure the competitiveness of the Finnish
economy. The aim of economic policy is to promote the establishment and growth
of businesses, generation transfers and internationalization. The Entrepreneurship
Policy Programme charts e.g. how entrepreneurship can be made more attractive
as a career alternative, and how the operation and expansion of SMEs during the
initial and growth phase as well as woman entrepreneurship can be supported. In
addition, legislation will be developed so that unnecessary bankruptcies of viable
businesses can be avoided (see The Government Programme of Prime Minister
Matti Vanhanen's Government 2003).

The key to increased employment and generation of economic growth seems to
be growth oriented entrepreneurship. It has been estimated that 3-5% of new busi-
nesses generate as many as three fourths of all new jobs created by new businesses.

15 See also European Charter for Small Business (2000).
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Sixty-one per cent of the fast growing businesses operate in the service sector,
which is somewhat surprising (Hyrsky and Lipponen 2004, 35, 73).

In an international perspective, maintaining Finland’s current high economic
competitiveness calls for expansion of the foundation of productivity growth, so that
the standard of living of the welfare society can be raised. The GDP shares of busi-
ness industries with poor productivity growth are quite significant, and the industries
are overly dependent on domestic demand. Such service business categories include
transportation, education, business services as well as health care and social services.
Harmful labor market and goods regulation should be reduced in order to increase
productivity growth and openness of the economy. The greatest opportunities are
probably linked to setting up entrepreneur-driven well-being services. Compared to
other OECD countries, there is more regulation and lack of competition in Finland.
In addition, the public sector as well as the state-owned companies makes up a large
share of total production, while the share of foreign subsidiaries operating Finland is
low (see Lipponen and Viitamo, 2003, 1, 9, 79-82)'¢.

6 Overlapping Features of Franchising and SME Policy

Franchising does in fact have multiple linkages to today’s Finnish business policy
and promotion of entrepreneurship. Franchising is not presented here as a universal
remedy, but rather as a mean among others for achieving goals. Several facts indi-
cate that franchising will continue to grow in Finland in the near future as well. By
fostering and speeding up this growth a number of outcomes can be achieved that
have been set as objectives for business, economic and entrepreneurship policy. The
following features conjoin franchising to the current business-policy.

Striving for growth. Franchising is a growth strategy enabling fast regional expan-
sion of business. Growth is the inherent characteristic of franchising and one of the
prerequisites behind its success. Regionally, franchisee-owned units are at times es-
tablished peripherally, outside centers of growth. This may affect the supply and
availability of goods and services in smaller towns and rural areas and therefore con-
tribute towards a more balanced regional development. Growth firms, so called ga-
zelles, are a rare phenomenon in Finland. About one in 600 firms, i.e. 0.17%, in
Finland seems to be gazelle business characterized by fast and strong growth (Halt-
tunen 2004, 297). Franchisors may be similar kind of growth oriented and growth
intense businesses. It is necessary to state that perspectives and studies on growth
enterprises have been too limited in scope. Growth has traditionally been seen only
as the organic growth of firms, as growth obtained through diversification or as
growth through corporate acquisitions or mergers (cf. Halttunen, 2004). The growth

'S For nations’ competitive rakings see IMD World Competitiveness Yearbook 2005 and
World Economic Forum Global Competitiveness Report 2005-2006 (Porter, Schwab and
Lopez-Claros 2005).
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of franchising is multidimensional and occurs on various levels (Tuunanen and
Koiranen 1998). The growth of the franchisor through a franchise-form hybrid or-
ganization deserves more attention, as growth can be measured immediately as new
venture start-ups, not just in terms of turnover generated or jobs created.

Education and training. Franchising is learnable and teachable matter. In franchis-
ing an essential part of operation is the efficient transfer of know-how necessary
for business and entrepreneurship so that a person with no or limited previous en-
trepreneurial background and competence is able to run a business independently
(Stanworth, Price, Porter, Swabe and Gold 1995, 4-6; Stanworth, Price, Purdy,
Zafiris and Gandolfo 1996, 33-34; Stanworth and Curran 1999). A characteristic
feature of our young franchising culture is the fact that franchising is poorly
known. That is why determined action should be taken to make franchising more
widely known at educational institutions, polytechnics and universities as one of
the many manifestations of entrepreneurship, not just as a distribution channel so-
lution or a form of export in the teaching of retail and international business. Fran-
chising awareness should also be raised among business associations and organi-
zations, among parties promoting and supporting entrepreneurship as well as
among commercial banks and financial institutions. Rapid and encouragingly
promising results have however been obtained by arranging franchise entrepre-
neurship training programs for the unemployed by TE-centres (Torikka and
Tuunanen 2003; Torikka 2004; Torikka and Tuunanen 2005). Strengthening the
supply of franchisees is pertinent, bearing in mind that the factor limiting the
growth of franchising most strongly at the moment is lack of appropriate candi-
dates (Tuunanen 2002).

Franchising lowers the threshold to entrepreneurship. Earlier studies have shown
that franchising creates entrepreneurial career opportunities for persons who do
not necessarily pose the prerequisites required for self-employment and who
would not become small business owners if franchising was not available as an
option (see Stanworth and Curran 1999). The initial training and continuing sup-
port services provided by the franchisor, in addition to a pre-tested business con-
cept that may be based on a well-known trade name, lower significantly the
threshold to become a small business owner. Franchising increases entrepreneurial
opportunities in society by increasing the number of potential self-employed.

The birth of vital new firms. The growth aimed at by the franchisor occurs in co-
operation with the franchisees. Growth gives rise to new ventures. The entrepre-
neurial risk of franchised enterprises has been claimed to be considerably lower
than that of other SMESs, because the survival rates of franchisees’ ventures are
higher. Franchising may thus lower mortality among new enterprises. According
to statistics, 53% of enterprises established in Finland have ceased after the first
five years of operation (Hyrsky and Lipponen 2004). It has been estimated that the
corresponding figure for franchise ventures is around 10-12%. Franchising gives
rise to new enterprises, and they are often based on a healthy and vital foundation.
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Women entrepreneurship. Studies show that franchising creates entrepreneurial
opportunities for women in particular. Several reasons have been given for this:
business industry explanation, risk-taking propensity, family or couple based en-
trepreneurship and the versatile support provided by the franchisor (Tuunanen
2002). If there is an aim to promote womens’ self-employment in particular, fran-
chising offers one avenue. This is closely linked to prevailing entreprencurial
growth potential in the service sector.

Internationalization. Besides being a growth strategy, franchising is also a form of
internationalization. Internationalized Finnish franchise systems generate export
income for our country. Studies show that Finnish franchisors have been active in
their internationalization efforts, and the number of those who are planning to go
international in the future is relatively high. According to statistics of tax authori-
ties, only some 3.5% of all firms in Finland are export firms (see Hyrsky and Lip-
ponen 2004, 71). Promoting franchising would thus also indirectly increase enter-
prises’ internationalization. In terms of internationalization, increased attention
should be focused on the markets close at hand, the Nordic countries, the Baltic
area, Central and Western Europe. Russia is however the area that merits special
attention. Compared to the domestic Finnish market, the metropolitan areas of St.
Petersburg and Moscow make up a market that is more than three times larger,
and its purchase power is increasing all the time. Finnish companies have a num-
ber of advantages when it comes to making use of the Russian market (see Koira-
nen and Tuunanen 1996; Tuunanen and Koiranen 1998; Anttonen and Tuunanen
2004; Anttonen, Tuunanen and Alon 2005).

Franchising creates efficiency and competition. The service sector offers the
greatest potential for productivity growth as well as an increase in franchising in
Finland. Deregulation and opening up public sector service provision for private
companies and competition is crucial. Many well-being, social, healthcare, elderly
and housekeeping services as well as personal services can be provided, and are
already partly provided by the private sector. In the United States, for example,
these services have in recent years been among the fastest growing business cate-
gories in franchising. There is no reason to doubt why this could not happen in
Finland and other Western countries that have experienced World War I and
where the relative proportion of elderly people is constantly growing.

Generating new franchise businesses. New innovative franchise concepts can be
innovated in Finland, in addition to which they can be imported here by contract.
Alternatively, they can be imitated and adapted to the domestic market. New con-
cepts can also be based on the utilization of high technology and be informa-
tion/competence-intensive in nature (e.g. people working in expert professions).

Young Finnish franchising culture. The gap in the franchising knowledge and
competence in our country has been a fact, although there has been some im-
provement as franchising has grown. Increased awareness and strengthened com-
petence promote the growth and success of franchising. Since franchising penetra-
tion in our country is lower than in the comparative countries, there seems to be
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unexploited potential. Lack of appropriate future franchisees is in particular a fac-
tor that limits faster growth of franchising in our country.

The special characteristics of franchising listed above are features that make
franchising as a multifaceted form of entrepreneurship worthy of more attention in
research, education and the business policy applied. The list shows several poten-
tial areas where franchising can be utilized to foster SME activity in the Finnish
economy. There are many linkages between inherent features of franchising and
present business policy and its goals.

7 Discussion and Concluding Remarks

Based the foregoing sections, the following argument can set forth:

Franchising and entrepreneurship are overlapping domains. Although much of
the success of franchise organizations is due to routinizing procedures and repli-
cating models, there is a body of evidence documenting creativity and innovation
within franchise systems. The creation and growth of a franchise network is an en-
trepreneurial act. Franchise organizations foster environments for innovating on a
small scale, followed by cost efficient implementation of the innovation through-
out the system. Most importantly, franchise organizations have proved to be major
wealth creators for both franchisors and franchisees. And this wealth is often rein-
vested in other productive means within a society.

Governments encourage entrepreneurship initiatives that support economic de-
velopment. For example, the European Union has made improving the culture for
entrepreneurship a cornerstone of the strategy for long-term economic progress in
the trading block. The “European Charter for Small Business” was adopted in
2000. The Charter is a policy framework for sharing best practices and bench-
marking progress in stimulating the formation and growth of small businesses. In
this paper attention has focused on the case of EU member Finland to demonstrate
how one country is attempting to increase the number of individuals who choose
to engage in entrepreneurial careers. Finland is an especially interesting laboratory
for investigating entrepreneurship policy initiatives because prior studies have
shown that Finns have among the lowest rates of entrepreneurial orientation of any
developed country.

Franchising possesses unique characteristics for stimulating entrepreneurial ac-
tivity. As explained in the previous section, there are several features of franchis-
ing that indicate a role for this phenomenon is economic development. Growth,
education and training, opportunities for women and minorities, and increased ef-
ficiencies in business channels are among many obvious attractive characteristics.
Let’s consider just two typical objectives of economic development policies: job
creation and international competitiveness. First, it is well established that healthy
economies are characterized by large numbers of venture start-ups and by an envi-
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ronment in which gazelles, i.e. rapidly growing firms, can excel. New jobs are
created by both groups. Also, because they operate from detailed operating manu-
als, franchise organizations are typically employers of first resort, offering entry
level jobs to individuals with limited experience or skills. Second, franchises fre-
quently serve as incubator organizations, helping inexperienced store employees
and managers acquire knowledge and skills that they may transfer subsequently
into their own ventures. Further, other prospective entrepreneurs may create ven-
tures that become part of the supply chain for the franchises. Part of the natural
progression for franchise systems and their supply chain partners has been grow-
ing to a saturation point in domestic markets, and then expanding internationally,
applying a model of proven success.

Few public policy officials have recognized the potential for impacting eco-
nomic development that franchising has. One reason for this omission may be the
failure to perceive franchising as an entrepreneurial activity. In this paper an at-
tempt to remedy that failure has done by defining the entrepreneurial nature of the
franchise form of business organization. Although this conclusion may be self-
evident based on prior research, the argument to date has not been successful in
enlightening policymakers to the extent that they have incorporated franchise for-
mation and growth into entrepreneurship development policies. Thus, it is pro-
posed future research efforts that explicitly examine the effects of franchising on
job creation, wealth formation, and internationalization of domestic enterprises as
a start in this direction.
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Creating Franchised Businesses
Through Franchisee Training Program —
Empirical Evidence from a Follow-up Study

Jenni Torikka'

Abstract. The Finnish franchisee training program was a unique training program
since it was government financed and provided to prospective franchisees by a
third party. The organizing parties were the Finnish Employment and Economic
Development Centres and a private consultation company specialized in franchis-
ing. The training program aimed to find people interested in becoming franchisees
and to give them the essential skills and knowledge a franchisee needs.

Since the mid-90s the number of franchises operating in Finland has been
growing around 15% yearly and the growth is expected to continue in future. Nev-
ertheless, franchisors have indicated difficulties in finding and recruiting franchi-
sees, representing the most significant obstacle to growth. Franchisee training pro-
gram served as a get-together venue for franchisors and people interested in
buying a franchise. In total more than 200 trainees completed the ten programs
held in 1999-2001. Those trainees comprise the initial sample of this follow-up
study. The data was collected with phone-interviews and the usable data consisted
of 143 responses i.e. 70 percent of the initial sample. The purpose of the study is
to analyze the effectiveness of the franchisee training program as a part of the ca-
reer decision-making process of the trainees. The study concentrates on those
trainees who established a franchised business (n=24) or started or bought a stand-
alone business (n=22) after the training. The results are interesting and encourag-
ing — the impact of the training program was positively associated with becoming
a franchisee or a stand-alone business owner. Moreover, a logistic regression
analysis showed clearly that measures pertaining to effectiveness of the training
program predicted becoming a franchisee.

Keywords. Entrepreneurship education, training, effectiveness, franchisees
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1 Introduction

The need for new franchisees continues to be the most severe growth barrier for
franchise chains in Finland. Franchisors face problems in finding and recruiting
proper franchise owners for their expanding systems. Indeed, while entrepre-
neurship seems to be appreciated in the society, only few people set up a busi-
ness. The situation is the same in whole Europe except the southern parts of the
continent, where entrepreneurial activity is higher (cf. Green Paper: Entrepre-
neurship in Europe). At the beginning of 2000, the Finnish Ministry of Trade
and Industry launched an Entrepreneurship Project, which was included in the
then government’s programme. The objective of the Entrepreneurship Project
was to promote stable economic growth, employment and competitiveness by
enhancing the establishment of new firms and the growth and development of
existing companies. The current government continued the work and set promo-
tion of entrepreneurship as one of the top priorities in its program in 2003. For
this purpose, the Ministry of Trade and Industry launched an implementation
plan for the Entrepreneurship Policy Programme which was a continuum for the
Entrepreneurship Project. The programme’s objectives are to ensure stable de-
velopment of the business environment of enterprises and to raise Finland
among Europe’s leading countries in terms of the operating conditions for entre-
preneurship (Ministry of Trade and Industry 2004).2

In order to allocate the scarce public resources in a best possible way to pro-
mote entrepreneurship, the activities under the policy programme should be
evaluated and their results disclosed. Even though not mentioned in the policy
programme, the franchisee training program presented in this paper was one of
the government funded activities to foster entrepreneurship. To assess the out-
puts of the training program, it is essential to gauge its effectiveness. Objective
information on the outcomes of the training program is therefore valuable to
numerous stakeholders such as the government, the Ministry of Trade and In-
dustry and other small business policy makers as well as to franchisors and pro-
spective franchisees.

To be able to evaluate the impact of public policies their objectives should be
specified in a quantitative manner in the form of targets. However, many govern-
ments do not follow that (Storey 2000). The Finnish government is not an excep-
tion. Initially, the Minister of Trade and Industry outlined concrete objectives for
the entrepreneurship policy programme (Pekkarinen 2003). Nonetheless, the ob-
jectives were rephrased afterwards and no specific targets were included in the
programme. The set clear target would have enabled the impact of the policy to be
evaluated and further, the successfulness of it to be judged (see Storey 2000). The
current follow-up study aims to analyze the effectiveness of the franchisee training

2 The objectives of the policy programme coincide with what has been reported from other
European countries, for example U.K. See Curran (2000); Storey (2000); Laukkanen
(2000); Henry, Hill and Leitch (2004).
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program and indirectly contribute to evaluating the impact of the entrepreneurship
policy programme.

The study is related to ‘creation of the franchising relationship’, which is one of
the three main streams of franchising research defined by Elango and Fried
(1997). They suggested topics for future research and brought up a need for stud-
ies on training. Furthermore, this study adds to the discussion on a decision-
making process of a person exploring franchisee career option. Research on the
decision-making process of becoming an entrepreneur is diverse whereas studies
on an equivalent process of a potential franchisee are scarce. For instance, Stan-
worth and Kaufmann (1996), Price (1997), Kaufmann and Dant (1999) and Stan-
worth and Curran (1999) have brought this out.

The paper begins with an introductory section that starts off with a brief over-
view of franchising in Finland. In addition, the franchisee training program is de-
picted. Following, discussion on the theoretical context for entrepreneurship edu-
cation, evaluation of the impact of the education and franchisee career choice
decision is portrayed. Then research design is described and the empirical results
of the survey are presented. The paper concludes with a discussion, implications
and recommendations for future research.

2 Background

2.1 Franchising in Finland

A breakthrough of business format franchising appeared in Finland in the late 1980s
when a stream of franchises was founded and the national franchising association es-
tablished. The first known business format franchise in Finland started its franchis-
ing operations in the late 1970s (Tuunanen and Hyrsky 2001). Yet today franchising
is rather novel and under-recognized form of entrepreneurship in Finland.

Since the mid-90s the number of franchises operating in Finnish markets has
been growing nearly 15% yearly. The latest 2003 statistics indicate there being
177 franchises with more than 6,600 outlets. Two thirds (67%) of the units are
franchisee-owned whereas one third is company-owned. Majority of the franchises
are retailing (n=76) and service (n=71). In addition, 30 franchises operate in the
fast food, café and restaurant sector. Three quarters of the franchises originate
from Finland. According to 2003 statistics, franchising employs nearly 46,000
people and generates a gross annual turnover of 4.88 billion EUR. Franchising ac-
counts for around 3.4% of the gross domestic product (GDP), and merely 1.7% of
all active and registered companies in Finland is franchised. The upward progress
of Finnish franchising is expected to continue for several reasons. For instance, the
growth continued despite the years of recession in the early 90’s and there is room
for new franchises particularly in consumer and business-to-business services. In
addition, one out of five (21%) franchises indicated being in the “market entry-
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phase” of their lifecycle. Franchisors operating in the market pointed out a need
for several hundred new franchisees in the year 2003 (Tuunanen 2005). Lack of
proper candidates is perceived by the franchisors as the most severe factor re-
straining the growth of franchising (Macmillan 1996; Tuunanen 2003). If the
growth of franchising continues as estimated, the number of franchises in Finland
will exceed two hundred in 2005.

2.2 Franchisee Training Program

The franchisee training program was created in the late-90s. The program was de-
veloped to find people interested in franchising and to give them the essential
skills and knowledge a potential franchisee needs. The organizing parties behind
the training were the Finnish Employment and Economic Development Centres’
(T&E Centres) in (T&E Centres) in the three major cities Helsinki, Turku and
Tampere. A private company specialized in franchise consulting took responsibil-
ity for the implementation. The training programs were partly supported by the
European Social Fund (ESF). The rest of the finance was provided by the T&E
Centres. The programs were open to everyone interested in franchising. Moreover,
there were no capital requirements for the applicants. Trainees were charged a
nominal fee of 170 EUR to cover studying materials. The first two training pro-
grams were organized in 1999 in the capital city Helsinki. By the end of 2001, ten
programs had been completed with close to 200 participants finishing the pro-
gram. This study concentrates on the first three years when the ten programs were
organized uniformly. From the beginning of 2002, the format of the training was
changed considerably and therefore, the programs arranged subsequent to that
were not comparable to the first ten programs. For that reason, trainees who com-
pleted the training after 2001 are not included in the current study.

The training programs were advertised in national and regional newspapers
and those interested were able to learn more about them in the T&E Centres and
local employment offices. The applicants went through a selection process that
included a written application and interviews. Even though some of them were
not selected for the training, they might have been predisposed to franchising
and considered becoming franchisees or stand-alone small business owners. Ap-
proximately 20-25 participants were selected for each program. The back-
grounds of the trainees were rather heterogeneous. A part of them had regular
full-time or part-time job, some were unemployed and looking for a job, some
were students and some even ran their own businesses when entering into the
program. Nevertheless, none was a franchisee. Despite the dissimilar starting

3 The Ministry of Trade and Industry, the Ministry of Labour, and the Ministry of Agricul-
ture and Forestry supply their regional services from one office — the Employment and
Economic Development Centres (T&E Centre).
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points, a common feature uniting the participants was the interest in starting a
franchised business.

The programs were introduced to franchisors operating in Finland and they
were given a chance to present their franchise offerings and to meet the trainees.
Especially for franchisors recruiting new franchisees, participation in the programs
was a useful avenue for targeting capable candidates. A noteworthy feature of the
Finnish market is a shortage of events where franchisors and potential franchisees
can meet. Most often franchisors seek franchisees via advertising in national
newspapers. The domestic market is small with 5.2 million inhabitants. Unlike in
larger EU countries or the USA, there are no franchise fairs and expositions. A
further indication of the significance of franchisee training programs is that in a
franchise relationship the franchisor is responsible for arranging initial and on-
going training for the franchisees. Nevertheless, most franchisors do not have
enough resources to arrange in-depth training on entrepreneurship and franchising
for their new franchisees (Libart Itd. 1998). Instead, they tend to concentrate on
system specific training.

For the trainees the program was approximately five months period of reflec-
tion and decision-making, during which many of them decided whether they want
to become franchisees. A typical training program consisted of 20-25 day class-
room instruction period, distant learning and self-studying exercises, and individ-
ual consultation. Franchising experts (e.g. consultants, attorneys) and profession-
als in various subjects (e.g. accounting, entrepreneurship, human resources, and
marketing) served as lecturers. Each program taught a standard curriculum. The
lecturers aimed to provide the participants with a realistic view of the time, finan-
cial and skills demands of franchise ownership. During the course of the lectures,
the advantages” and disadvantages® of franchising were discussed.

The training started with classroom lectures and a self-studying period which
lasted nine to fourteen weeks. This phase included three to five one-week breaks
for distant learning and assignments. Classroom instruction was normally given
two to four days per week. Assignments were related to various topics (e.g. book-
keeping, payroll, value added tax, business taxation) and completion of exercises
was required. Every trainee was expected to choose one franchise according to his
or her own preference and to compose a detailed case analysis of it. The goal of
the analysis was to learn to evaluate various franchise offerings and to gather the
necessary information for deciding whether to buy a franchise or not. Based on the
participant’s needs and wishes, she or he was given personal consultation lasting
up to two days. Appointments with a franchising consultant, a franchise attorney
and a career tutor were arranged upon a trainee’s request. Generally, the first con-

For franchisee advantages see e.g. Hunt (1977); Stanworth, Curran and Hough (1984);
Knight (1986); Peterson and Dant (1990); Dant (1995); Stanworth and Kaufmann
(1996); Price (1997); Kaufmann (1999).

> See e.g. Hunt (1977); Carman and Klein (1986); Brickley and Dark (1987); Justis, Olsen
and Chan (1993); Floyd and Fenwick (1999); Tuunanen and Hyrsky (2001).
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sultation meeting took place after the classroom and self-studying phase. The
meeting involved a feedback interaction and discussion on the trainee’s career
path and options. Moreover, the trainee and the consultant together designed the
following action. Those who clearly indicated an interest in buying a franchise re-
ceived further advice and guidance as to the negotiations with franchisor, the fran-
chise contract, start-up investments, financing, spreadsheet and other relevant is-
sues related to the franchise offering and business plan.

3 Theoretical Framework

The theoretical underpinnings of the study are discussed in the following order:
first, entrepreneurship education and training; second, effectiveness of the entre-
preneurship education and training; and last, the decision-making process of be-
coming a franchisee. The third issue is dealt in the wider context of becoming an
entrepreneur.

3.1 Entrepreneurship Education and Training

Increasingly recognized and discussed in the western market economies during the
past ten to twenty years is the role of entrepreneurship enabling change and devel-
opment. As for instance, Johannisson (1991), Garavan and O’Cinneide (1994),
Curran (2000), Laukkanen (2000), Westhead, Storey and Martin (2001), Gibb
(2002) and Henry, Hill and Leitch (2004) have noted, policy makers and others
have come to view small and medium-sized enterprises as important sources of
jobs, innovation and growth. The growing interest has been accompanied by an
increased level and variety of public and private sector policy initiatives at local,
regional, national and international scales to stimulate and support the develop-
ment of the sector. One of the initiatives is entrepreneurship education and train-
ing. There has been a raise in the number and type of such programs and courses
but there are some challenging issues related to them.

Gibb (2002) brought up the major perceived problems in responding to the chal-
lenge of entrepreneurship education and took mainly a European perspective’. He
saw that the key trigger for the growing interest in entrepreneurship is globalization.
According to him, we are faced with more uncertainty and complexity and there is a
need for entrepreneurial behaviour in wide range of tasks in the community. More-

7 Gibb (2002, 235-243) discussed on number of problems under the following headings:
the entrepreneurial concept, academic acceptability, client segmentation and needs, or-
ganization of knowledge and pedagogy, teacher supply and competency, evaluation and
assessment, location and capacity of delivery vehicles, funding. Others who have ad-
dressed the matter are for example, Ronstadt (1985); Johannisson (1991); Garavan and
O’Cinneide (1994); Laukkanen (1997a, 1997b, 2000); Levie (1999); Menzies and Gasse
(1999); and Cox, Mueller and Moss (2002).
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over, entrepreneurship education should be given also elsewhere than in business
schools. Gibb (2002) made a point that despite the growing rhetoric of the policy
makers on the importance of entrepreneurship, there would appear to be no common
agreement as to what pursuit of entrepreneurship and the enterprise culture means.
For instance, he asked whether the entrepreneurship education provides the skills
and knowledge an entrepreneur needs in today’s uncertain and complex environ-
ment. He was also concerned about what is taught under the umbrella of enterprise
and entrepreneurship, the ways entrepreneurship is taught, to whom it is taught, and
what are the needs of the different “client” groups of entrepreneurship courses and
programs. Further, he had reservations about the competency of teachers of entre-
preneurship and teacher supply, methods used in evaluation and assessment of pro-
grams and courses as well as the design of delivery organizations. Finally he pointed
out the funding of entrepreneurship education and possible impacts that the different
sources might have on the education provided.

The current study is concerned with a unique entrepreneurship education pro-
gram that aimed at introducing one form of entrepreneurship i.e. franchising to
everyone interested in starting a franchise business and in that way enhancing en-
trepreneurship in the society. The study focuses on evaluation and assessment of
the impact of entreprencurship education programs, one of the problems men-
tioned by Gibb (2002).

3.2 Effectiveness of Entrepreneurship Education and Training

Scholars of different disciplines, say pedagogy, economics and psychology, have
shown that the effectiveness of education is a multifaceted and controversial phe-
nomenon. For instance, as Orser and Hogarth-Scott (1998) found, the assessment
of education and the perceived value of its outcomes may be dependent upon the
stakeholders (i.e. trainers, delivery agents, public policy makers, business owners
and employment equity groups) vested interest in the education. Vaherva (1983)
added that effects of education can be seen in the functioning of those educated
and the surrounding society and which last as long as the following generation.
Besides, according to his view, the impact analysis should not be limited merely to
outputs. Rather, the costs and other inputs of education, educational process and
immediate results should be taken into consideration and be brought into relation
with the final goal-oriented outcomes. Furthermore, as McMullan, Chrisman and
Vesper (2001) noted, outcomes of an education or training program typically have
multiple causes, only one which may be the impact of a program.

While there is an agreement on the importance of determining the effectiveness
of entrepreneurship education and training programs, conducting evaluations can
be problematic (see e.g. Curran 2000; Storey 2000; McMullan et al. 2001; Cox,
Mueller and Moss 2002). Vaherva (1983) and Mikkonen (1997) put forward that
primary or immediate, secondary and even tertiary effects of education can be
measured. Participants’ satisfaction or reactions is the first level, learning the sec-
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ond and changes in their behaviour (i.e. have those educated being able to apply
the learned skills in practice) the third. Measuring the bottom-line effects is de-
manding, time consuming and requires following the whole process and determin-
ing the expected or desired effects already beforehand. In the same way, Storey
(2000) saw that evaluation is not possible unless clear and measurable objectives
are specified. According to McMullan et al. (2001) the best methods for program
evaluation are those that directly relate program outcomes to program objectives.

Storey (2000) differentiated between monitoring and evaluation. According to
him, monitoring relies upon the views of the recipients of the scheme, whereas
evaluation seeks to compare the views and performance of the recipients with
other groups of individuals or enterprises. McMullan et al. (2001) dealt with three
types of evaluation measures: respondents’ subjective assessments on their satis-
faction towards the education or training program, respondents’ attributions of the
impact of the education or training program to their subsequent performance, and
objective measures. They indicated that subjective approach has been used in
various studies and many evaluations will continue to employ it. They also saw
that subjective and objective measures gauge different constructs and advised pro-
gram evaluators to be particularly careful in selecting the measures and making in-
ferences for the findings. Westhead, Storey and Martin (2001) agreed with
McMullan et al.

McMullan et al. (2001) suggested that subjective variables would be used in con-
cert with objective and attribution variables to estimate impact. Storey (2000) dis-
cussed several problems with attribution measures such as the difficulty for respon-
dents to provide accurate estimates especially after a long lapse in time, and a
potential tendency among respondents to provide answers they think the questioner
wants to hear. He also noted that attribution measures do not necessarily have any-
thing to do with performance. On the other hand, the use of objective performance
measures of the firms is difficult if none of the participants of an education or train-
ing program establishes or acquires a company after the program. This problem was
recognized by McMullan et al. (2001) and Westhead et al. (2001). The findings of
McMullan et al. (2001) showed a correlation of attribution measures with objective
measures. Thus, they proposed that attribution measures focusing on specific out-
comes, used in concert with objective measures, might help in strengthening an ar-
gument of a causal link between education or training program and performance.

Time also plays a significant role in assessing effectiveness or impact of educa-
tion and training programs. There might be an interval between subjective evalua-
tions of effectiveness and objective impact. Chrisman and Katrishen (1994) sug-
gested that one-year time lag is sufficient to show impact, but as proposed by
Chrisman and McMullan (2000) later, one year may not be sufficient to capture a//
impacts of education. The possible influence of a time lag should be taken into con-
sideration in both cross-sectional and longitudinal studies. As recorded by Henry et
al. (2004) related to time is also the problem of “mortality” of those being studied.

The use of a control or comparison group in assessing the impact of entrepreneur-
ship education and training programs has been widely discussed in prior research.
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Many scholars (e.g. Garavan and O’Cinneide 1994; Storey 2000) advocate using
control groups. They see it as the way to estimate what would have happened had
those educated not taken part in training. However, several problems exist in using
control groups and they relate to matching and selection. To put simply, perfect
matching upon all chosen criteria simultaneously can be difficult and even though
the matching characteristics of the two groups are kept constant, there may be
other ways in which they differ. For example, as Storey (2000) and Henry et al.
(2004) noted, those individuals attending education or training programs might be
more motivated, better educated or more open to new ideas. In these cases self-
selection to the education or training might take place. Another source of bias can
occur when participants are selected to the education or training program. If there
is competition, selectors will have to choose between applicants and they will se-
lect the ones who appear the best. The performance of the selected group is likely
to be superior to that of the control group since better candidates have been cho-
sen. Henry et al. (2004) observed one more source of bias in comparison of the
groups: the possibility of exits of the participants during the course.

Prior research has brought up the fact that while designing the methodology to
evaluate programs and courses may be comparatively easy, it is difficult to ensure
that the approach adopted is actually valid. Therefore, it can be said that
Wyckham’s notion ‘no universally accepted criterion to evaluate the effectiveness
of entrepreneurship education and training programs has yet been identified” from
year 1989 still holds true. In the current study subjective, attribution and objective
measures were applied. However, no control group was used since the trainees
were contacted subsequently concluding the program and naming a control group
afterwards would not have served the purpose. Moreover, due to the unique nature
of the program, the problems related to matching and selection would have been
very difficult to overcome.

3.3 The Decision-Making Process of Becoming a Franchisee

Subsequently the decision-making process of becoming an entrepreneur is dis-
cussed first in general terms and then from a point of view of a franchisee. The lat-
ter is based on the notion of franchising as a form of entrepreneurship. The study
of entrepreneurship spans a wide range of fields including decision sciences, eco-
nomics, management, sociology and psychology. Thus, entrepreneurs and their
behaviour have been examined from different disciplinary angles. Entrepreneur-
ship has also been seen as a process® and a career’. However, no consensus exists

¥ For instance, Moore (1986) and Bygrave (1989) have discussed about entrepreneurial

process.

° Entreprencurship as a career has been studied by e.g. Katz (1994); Dyer (1994); Hender-

son and Robertson (1999); Feldman and Bolino (2000); Carter, Gartner, Shaver and
Gatewood (2003).
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of the exact meaning of entrepreneurship and the role of entrepreneurs (see e.g.
Amit, Glosten and Muller 1993; Gibb 2002; Chell 2001; Grant and Perren 2002).
Nor it is known whether there is an essential set of entrepreneurial characteristics
and what that set is or what are the factors that induce entrepreneurial activity.
None of the various perspectives taken has been able to answer those questions'’.

Huuskonen (1992) saw the earlier perspectives to the process of becoming an
entrepreneur as explaining entrepreneurship from outside''. Therefore, he made an
attempt to create a more comprehensive model considering the process from a per-
son’s subjective point of view. According to him, background factors (e.g. work
experience in a small business, entrepreneurial parents or other role models, fam-
ily business) give potential entrepreneurs a set of values, knowledge, attitudes and
abilities that affect their orientation on the career path. Furthermore, personal fac-
tors (e.g. personality, locus of control, risk bearing attitudes, need for achieve-
ment, power and autonomy, values and attitudes) explain why different people
evaluate entrepreneurship in different ways and have varying interpretations of
their business environment. As a result of learning and socialization processes
they have internalized the norms, ideas and behavioural patterns they follow.

Huuskonen (1992) summarized his analysis as follows. Entrepreneurship re-
quires a delicate balance of the person and the environment for the intention to
become an entrepreneur to develop. Throughout the decision-making process the
perception of the utility of the entrepreneurship must be maintained. This means
that neither the perceived external opportunity nor the motivation of the actor
may disappear. Otherwise, the process will be slowed down or halted. In his
model, Huuskonen (1992) brought out that if a person gives up the intention to
become an entrepreneur the negative decision might not be permanent. The de-
cision connects back to background, personal and environmental factors and the
process may start again later. The findings of Huuskonen are by and large con-
gruent with Bird (1989).

19 Becoming an entreprencur has been investigated e.g. from the following perspectives:
the trait model McClelland (1961); Brockhaus (1982); Bandura (1986); Chell (1986);
Stanworth, Stanworth, Granger and Blyth (1989); Cunningham and Lischeron (1991);
Cooper and Gimeno-Gascon (1992); Caird (1993); Curran and Blackburn (1994); Vesper
(1996); Miner (1997); the sociological approach Gibb and Ritchie (1982); Chell (1986);
structural location theory Lundmark and Malmberg (1988); economic rationality ap-
proach Mikinen (1977); Julien (1988); Hébert and Link (1989); network approach
Birley (1985); Johannisson (1995); Low and MacMillan (1988); Curran, Jarvis, Black-
burn and Black (1993); the models of new venture performance Sandberg and Hofer
(1987); McDougal, Robinson Jr. and DeNisi (1992); Sapienza and Grimm (1997); Ens-
ley and Spencer (1997); contingency theory approach Lawrence and Lorsch (1967); Gi-
lad and Levine (1986); Bings and Jennings (1986); Storey (1991); Reynolds (1992);
Tervo and Niittykangas (1994); Armington and Acs (2002). Author notes that the given
list is by no means comprehensive.

Deterministic perspective — an individual and his/her actions are determined by the situa-
tion or environment in which he/she is located. See Burrell and Morgan (1989, 6).
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Franchising is a form of entrepreneurship and several franchising scholars have
recognized that the decision-making process of becoming a franchisee is related to
the process of becoming an entrepreneur (see e.g. Bradach and Kaufmann 1988;
Price 1997; Kaufmann 1999; and Williams 1999). The decision to become self-
employed versus to pursue some other career option precedes the decision be-
tween self-employment and franchise ownership. However, as noted previously,
research on the decision-making process of becoming an entrepreneur is diverse
whereas studies on an equivalent process of a potential franchisee are scarce (see
e.g. Stanworth and Kaufmann 1996; Price, 1997; Kaufmann and Dant 1999; Stan-
worth and Curran, 1999). Following are some of the key findings on the process of
becoming a franchisee.

Kaufmann and Stanworth (1995) found that the persons with a history of self-
employment will be more interested in becoming franchisees than persons without
such history. Later, Kaufmann (1999) discovered that the greater the importance
attached to financial and business (e.g. proven brand name, franchisor support)
benefits of franchising, the more likely is the purchase of a franchise compared to
establishing a stand-alone business. Meanwhile, Williams (1999) observed that
entrepreneurs are more likely to adopt the franchise contractual form the more
education and work experience they possess, and the fewer years of previous
business experience. Nonetheless, he stressed that entrepreneurs’ valuation of
franchisor-supplied inputs diminish with their ability to contribute inputs of the
same type and quality i.e. the higher their skill level in the particular business sec-
tor is. Entrepreneurs are also more likely to adopt the franchise form the greater
their financial capital and the more risky the industry. Spinelli (1994) provided a
formula for the choice between a franchise and a stand-alone business. He noted
that franchise decision is appropriate when the present value of the increased net
income from the value of the franchise trademark is either equal or greater than
the franchisee fee and the present value of royalties.

Price (1997) applied career approach to franchisee buying decisions. He pre-
sented two sets of variables influencing the propensity to become a franchisee, the
antecedent variables (e.g. social network, life stage and prior employment experi-
ences) and the career choice process. Further, he emphasized the meaning of cul-
ture stating that the antecedent variables are culturally embedded and permeate the
individual’s career choice procedure.

In addition to the franchising studies mentioned above, the decision-making
process of becoming a franchisee might have been discussed in studies concerning
franchisee recruitment and selection.'' What is more, as noted for instance by
Kaufmann and Stanworth (1995), Price (1997), Kaufmann (1999), and Guilloux,

""" See e.g. Bernstein (1968-1969); Wattel (1968-1969); Tatham, Bush and Douglas (1972);
Hunt (1977); Knight (1984); Brannen (1986); Weinrauch (1986); Schell and McGillis
(1990); Withane (1991); Schell and McGillis (1992); Justis, Olsen and Chan (1993);
English and Hoy (1995); Hing (1995); Kaufmann and Stanworth (1995); Stanworth
(1995a); Macmillan, (1996); Morrison (1997); Stanworth and Kaufmann (1996); Price
(1997); Jambulingam and Nevin (1999); Tuunanen (2002); Clarkin and Swavely (2003).
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Gauzente, Kalika and Dubost (2004) consideration of the advantages and disad-
vantages of franchising are part of the potential franchisee’s decision-making
process. According to Tuunanen and Hyrsky (2001) the advantages that franchi-
sees encounter in operating their businesses are actually the same ones that moti-
vate people to buy a franchise. These business boons and motivational factors
include ‘recognized trade name’, ‘proven business concept’, ‘ease of entry’, ‘on-
going franchisor support’, ‘training’ and ‘reduced risk of failure’.

Concluding from the prior literature on entrepreneurship and franchising it can
be said that no individual factor or even a group of favourable background, per-
sonal, environmental and situational factors will make a person to become an en-
trepreneur or a franchisee. Becoming an entrepreneur or a franchisee seems to be a
process which varies by person by duration and relating factors. The process can
be paused or steps forward and backward can be taken at anytime for various
causes. Likewise, the final step, an establishment or acquisition of a business may
or may not take place. An entrepreneurship education or training such as the fran-
chisee training program might be part of the decision-making process to become
self-employed and/or franchisee. The training program may have created an inten-
tion, strengthened it or even acted as a triggering event in the process leading to a
person’s entrepreneurial decision."” Yet, besides the training program, it is likely
that there were many other factors influencing the trainees’ situations and deci-
sions. Therefore, the program hardly made any franchisees or stand-alone small
business owners on its own. In the empirical part of the study some of the back-
ground factors (such as previous nearness to entrepreneurship via role models,
family business and work experience in a small business) were examined.

4 Research Design

4.1 Scope of the Study

In understanding the context of the franchisee training program, it is essential to
recognize the differences between forms of franchising. In Europe, only Business
Format Franchising is regarded as franchising. Consequently, when discussing
franchising in this article, only Business Format Franchising is considered.

The term entrepreneur does not refer here to a highly creative venture based on
a new and novel product and service. Instead, it is used in a more everyday sense
and is meant to be interchangeable with the term self-employed or small busi-
nessman/-woman.'* Furthermore, in this article expression entrepreneurship edu-

13 The notion of triggering event was introduced by Shapero (1984).

'* Entreprencurship and entreprencurial in the English language are often qualitative state-
ments of people who take care of their firms in a certain way. In contrast yrittdjd (noun)
and yrittdjyys (adverb) in the Finnish language simply refer to being in business. These
words have no clear connotations of being oriented towards growth, being successful,
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cation and training programs is used to refer education targeted to people inter-
ested in becoming entrepreneurs, self-employed or small business owners."

Approach applied in this study is to consider franchisees as entrepreneurs'® (see
e.g. Stanworth 1995b; Shane and Hoy 1996; Stanworth and Kaufmann, 1996; Hoy
and Shane, 1998; Kaufmann and Dant 1999; Stanworth and Curran 1999; Hoy,
Stanworth and Purdy 2000, Hoy and Stanworth 2003; Spinelli, Rosenberg and
Birley 2004). Over the past years, several contrary statements have been presented
against the view (see e.g. Rubin 1978; Norton 1988; Anderson, Condon and
Dunkelberg 1992).

4.2 Data Collection

The study on the effectiveness of the Finnish franchisee training program is a fol-
low-up study. It is an independent, academic study that is not related to the organ-
izers of the program. The first phase was carried out as a mailed survey while
phone interviews were utilized in the second phase. The 214 participants of the
programs 1-10 were chosen as respondents for the first phase. The respondents of
the survey, 176 persons, were targets of the phone-interviews. The programs 1-10
were organized during 1999-2001. A broader description of the franchisee training
program including its background is given and results of the first phase of the fol-
low-up study are reported in two published previous articles by Torikka and
Tuunanen (2003), and Torikka (2004).

Data for the present study were gathered with phone-interviews. Those
respondents of the mail-survey who participated in the first five training
programs were interviewed in fall 2003 and the ones who completed programs
6-10, in the beginning of 2004. In total, 152 responses were obtained. Nine
answers came from people, who were stand-alone small business owners when
entering into the program, during the program as well as afterwards. They
continued running the businesses and no changes took place in their professional
statuses in either phases of the follow-up study. Hence, it seemed they had made
their career decisions already and that they were in a different position than the

admirable or anything of the like. The authors agree with Huuskonen (1992) in that be-
ing growth-oriented or opportunistic are not sufficient criteria to define an entrepreneur.
The empirical fact is that entrepreneurs cannot be distinguished from the general popula-
tion or business managers that way. International comparisons are difficult, because the
core term entrepreneurship is very culturally oriented (Huuskonen 1992, 194).

Previous research has introduced several expressions on education aimed at people inter-
ested in becoming an entrepreneur or a small business owner or a self-employed. Terms
such as entrepreneurship, entrepreneurial and small business ownership are attached to
words education, training, course and program. Additionally, notions formed might have
different meanings in different countries and cultures.

Relating to this is the notion that research in franchising is part of the field of entrepre-
neurship. See e.g. Shane and Hoy (1996); Kaufmann and Dant (1999); Hoy and Stan-
worth (2003); Spinelli, Rosenberg and Birley (2004).
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sions already and that they were in a different position than the rest of the re-
spondents. In their case, the training program could be seen as a small-business
assistance program rather than an entrepreneurship education or training given
to people interested in becoming entrepreneurs. These nine responses were left
out from the analyses and thus, the usable data consisted of 143 responses. Con-
sequently, the response rate was 86% in the second and current phase of the fol-
low-up study (70% of the sample of 205).

4.3 Career Decision-Making

The present study concentrates especially on those trainees who established a
franchised business or started or bought a stand-alone business after the training
program. This focus was chosen because the ultimate aim or idea of the training
program was that the trainees would become franchisees. Additionally, in order to
investigate the career decision-making process of the respondents, their entrepre-
neurial backgrounds and related experiences were explored. Besides the two
groups of focus in the current study, franchisees and stand-alone small business
owners, there were two other noteworthy respondent groups, salaried employees
and unemployed. Salaried employees remained as the biggest group in all phases
of the follow-up study. Unemployed were the other large group at the beginning of
the training, but many of them managed to make a career shift'’. As a result, the
amount of unemployed decreased considerably subsequent the training.

One of the goals of the study was to find out the career choices the respondents
made following completion of the program. The phases of the follow-up study
and the career paths of the respondents are illustrated in Figure 1 (see Appendix
1). In the Figure 1, the boxes on the left depict the statuses of the trainees upon
entry into the program. The entry statuses were inquired in both phases of the
follow-up study. Moreover, the organizing parties provided background infor-
mation on the trainees at the beginning of the study. The boxes in the middle de-
scribe the professional statuses of the respondents in the first phase and the
boxes on the right in the second phase of the follow-up study. The fine arrows
present respondents’ career paths when a career shift took place. The wider ar-
rows portray change — respondents made a career choice and so, shifted from
one professional status group to another.

'7 Relationship between unemployment and new firm formation is a controversial issue that
has received academic attention, see e.g. Bannock and Stanworth (1990); Tervo and Niit-
tykangas (1994); Orser and Hogarth-Scott (1998). In broad terms, time-series studies
tend to show that entrepreneurship could be induced by high unemployment while cross-
sectional studies have indicated the reverse.
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4.4 Measures of Impact

Following, an attempt to categorize the questions asked in phone-interviews and
the items applied in assessing the effectiveness of the training program according
to the measures provided in earlier studies is presented. Consequently, Table 1
portrays the main items used in the current study to assess the impact of the fran-
chisee training program.

According to Storey’s (2000) view on impact evaluation all measures applied in
this study were monitoring, since no control group was used. In the data analyses
descriptives, binominal tests, U-tests, T-tests, one-way ANOVA and Logistic Re-
gression Analysis (LRA) were utilized.

Table 1. Measures of impact applied in the present study

Type of impact Questions and items
assessment measures applied in the study Type of scales
Vaherva (1983), Reaction
Mikkonen (1997): 1) overall satisfaction towards the training |1) a five point Likert-type scale
- reaction 2) intention to participate today based on |2) dichotomized, nominal scale
- learning prior experience 3) dichotomized, nominal scale
- behavior 3) intention to recommend the program to |4) dichotomized, nominal scale
- ultimate outcome others

4) intention to buy a franchise or intention
to set up or acquire a stand-alone busi-
ness in future (applied only to the oth-
ers-group)

(Learning)

— knowledge, skills, and attitudes
obtained and the relations created by
the trainees)

not applicable
(were inquired in the first phase
of the follow-up study)

Behaviour

1) effect of the program to the career 1) a five point Likert-type scale
choice made afterwards 2) a five point Likert-type scale

2) satisfaction towards the career choice |3) dichotomized, nominal scale
made 4) metric scale

3) belief that would have made the same
career choice without taking the training

4) effect of what was learned in the
training on one’s career

Ultimate outcome
Questions concerning the firms estab- open-ended questions concerning
lished and bought by the respondents and |€-g. annual turnover, number of
the impact of the businesses on the soci- |employed staff — metric scale was
ety and economy. Some questions were used

open-ended, some had structured options
for answer
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Table 1. (continued)

Type of impact Questions and items

assessment measures applied in the study Type of scales

McMullan, Chrisman  |Subjective measures

and Vesper (2001): 1) overall satisfaction towards the training 1) a five point Likert-type scale

— subjective measures |2) intention to participate today based on 2) dichotomized, nominal scale

— attribution measures prior experience 3) dichotomized, nominal scale

— objective measures  |3) intention to recommend the program to 4) dichotomized, nominal scale
others

4) intention to buy a franchise or intention
to set up or acquire a stand-alone busi-
ness in future (applied only to the oth-
ers-group)

Attribution measures

1) effect of the program to the career 1) a five point Likert-type scale
choice made afterwards 2) a five point Likert-type scale

2) satisfaction towards the career choice |3) dichotomized, nominal scale
made 4) metric scale

3) belief that would have made the same
career choice without taking the training

4) effect of what was learned in the
training on one’s career

Objective measures

Questions concerning the firms estab- open-ended questions concerning
lished and bought by the respondents. e.g. annual turnover, number of
Some questions were open-ended; some  |employed staff - metric scale was
had structured options for answer. No used

measures were applied to the others-group.

5 Results

5.1 Sample and Sub-Group Descriptions

The current study concentrated on those respondents who chose an entrepreneurial
career either as a franchisee or as a stand-alone business owner. Hence, the re-
search data were categorized according to the professional statuses of the respon-
dents at the time of the interview. The total sample (n=143) was divided into three
subgroups of franchisees (n=24), stand-alone small business owners (n=22) and
others (n=97). The others-group consisted of those respondents who had not estab-
lished or bought a stand-alone firm or started a franchised business after comple-
tion of the training. Following, the results of the data analyses for the three sub-
groups as well as for the total sample are presented.

No statistically significant differences were found among the analyzed subgroups
regarding gender, age, marital status, education levels or the length of the trainees’
prior work experience. See Table 2 for more detailed description of the sample and
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Table 2. Description of the sample and sub-groups
Franchisees Small Others Total
(n=24) Business (n=97) (n=143)
% Owners % %
(n=22)
%
Gender Male 50 64 44 48
Female 50 36 56 52
Age younger than 35 8 9 19 16
35— 44 years 42 32 28 31
45 — 54 years 33 45 39 39
55 — 64 years 17 9 13 13
65 or older 0 5 1 1
Min. - Max. 28 -57 24 -67 26 - 68 24 - 68
Md. (Mean) 44.5(45.5) | 45(44.82) | 45(44.05) | 45(44.42)
Marital status Married 62 59 54 56
Long term 17 14 15 15
relationship 4 4 20 15
Single 17 18 11 14
Divorced or
widowed
Highest level of Vocational training 25 47 39 38
education completed | Vocational college 40 32 33 34
prior to training Polytechnic 15 0 8 8
program University 20 21 14 20
Length of work Less than 10 years 4 27 23 20
experience priorto |10 — 14 25 0 15 15
training program 15-19 25 23 17 19
20-24 21 27 23 11
25-29 4 5 12 10
30 years or more 21 18 10 25
Min. - Max. 4-35 1-42 2-41 1-42
Md. (Mean) 16.5 (18.92) | 19 (18.30) | 16.5 (16.77) 18 (17.39)
Job status upon Unemployed 29 32 43 39
entry into the Employed in
training program ... private sector 46 41 39 40
... public sector 8 5 6 7
Self-employed 4 14 4 6
Student 13 0 6 6
Retired 0 4 1 1
Other 0 4 1 1
Experience as a self-|Yes 29 55 24 30
employed priorto  [No 71 45 76 70
the training program
Entrepreneurial Yes 63 68 63 64
background prior to |No 37 32 37 36
training program
Work experience Yes 67 68 42 50
from micro-size No 33 32 58 50

company prior to
training program

Note: all the sums may not add to 100 due to rounding.
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subgroups. Nevertheless, some interesting marks regarding the trainees’ personal
characteristics mentioned above are pointed out in the following. The stand-alone
small business owners-group was the most male dominated as nearly two of three
(64%) were men (see Table 2). This corresponds to the distribution of sexes in
Finnish entrepreneurs’ population (Hyrsky and Lipponen 2004). To compare,
there was an exactly equal number of females and males in the franchisees-group.
The observation implies that franchising creates equal entrepreneurial career op-
portunities for both sexes (cf. Dant, Brush and Iniesta 1996; Tuunanen 2002).

Trainees’ job statuses upon entry into training program varied a lot (cf. Figure 1,
Appendix 1). The two biggest respondent groups were salaried employees (47%)
and unemployed (39%). Over half (55%) of the respondents in the stand-alone small
business owners-group had prior self-employment experience. The figure was sig-
nificantly bigger that what was seen in the other two sub-groups. In addition, fran-
chisees and stand-alone small business owners had significantly more frequently
work experience from micro-sized companies than others. However, when exploring
trainees’ entrepreneurial backgrounds it turned out that the sub-groups did not differ
in this regard. The expression entrepreneurial background here means close (a life
companion, parent/-s, a close relative) entrepreneurial role model who operates as a
small business owner, and/or work experience from family business.

In the others-group prior unemployment seemed to appear more frequently than
in the two entrepreneurial groups as illustrated in Table 2. This may hint to diffi-
culties that unemployed persons might have faced in pursuing entrepreneurial ca-
reer options. Statistically unemployment seemed not to be the most fertile ground
for self-employment since the majority of the franchisees and stand-alone small
business owners did not have unemployment background. The question is whether
franchisee training program as an entrepreneurship education alleviated problems
that hindered unemployed persons’ self-employment? And if so, how did the pro-
gram help them and to what extent?

5.2 Effectiveness of the Franchisee Training Program

Overall satisfaction towards the training program. A five point Likert-type scale
was used to measure trainees’ total satisfaction towards the training program. The
satisfaction score for the total trainees’ population was 3.31 (see Table 3). Among
the investigated three sub-groups the highest scores were given by the stand-alone
small business owners-group (3.55) and the lowest ones by the others-group
(3.24). Franchisees-group was in the middle with the score of 3.38. However, the
differences showed to be statistically insignificant (at level .207).

Satisfaction - intention to recommend the training program to others and intention
to do it again. The trainees’ overall post-program satisfaction was additionally
measured through two dichotomous nominal scales, which pertained into their in-
tentions. The first scale concerned trainees’ inclination to recommend the training
program to other potential participants. An overwhelming majority, 94% of all re-
spondents were prone to recommend the training. Likewise, results regarding the
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three sub-groups were also quite promising. In every group the respective percent-
age was more than 90%. The franchisees-group was the most likely to recommend
the training while around 96% of them indicated a positive intention. Interestingly,
the stand-alone small business owners were slightly less likely to recommend the
program than the respondents in the others-group as the respective figures were
91% and 95%. In spite of that, the differences between the percentages were rela-
tively small and thus statistically insignificant as illustrated in Table 3. The second
nominal scale measured trainees’ post-course proclivity to make the same decision
again i.e. to take part in the program now if given a chance. In total, three out of
four trainees (75%) responded positively when asked whether they would take the
program again. When comparing the studied three sub-groups, franchisees-group
was distinctive. More than nine of ten (92%) were ready to take the program again
while in two other groups the respective percentages were significantly lower,
77% for stand-alone small business owners and 71% for the others.

For the others-group (n=97) effectiveness of the training was additionally
measured via their entrepreneurial intentions (see Table 3). A quarter of respon-
dents (25%) indicated an intention to set up a stand-alone business in the future.
Meanwhile every seventh (14%) expressed a future interest on buying a franchise.
Nevertheless, the biggest group of respondents was those who were unsure of their
intentions regarding inquired two entrepreneurial career options.

Satisfaction towards the career choice made. A five point Likert-type scale rang-
ing from 1, very dissatisfied, to 5, very satisfied, was developed to measure train-
ees’ satisfaction towards the career choice they made after completing the training.
The total mean score of the measure was 3.59 indicating a fairly good level of sat-
isfaction (see Table 3). Seventy percent of all respondents were satisfied or very
satisfied with their career decision whereas some 22% were dissatisfied or very
dissatisfied. When comparing the three sub-groups it emerged rather surprisingly,
that the most satisfied group was stand-alone small business owners who scored
4.09 on the scale. Franchisees’ respective score was 3.88 and the lowest mean
3.41 was scored by the group of other participants. One-way ANOVA analysis re-
vealed the scores being statistically significantly different at level .018.

Effect of the training program on the trainees’ career choice. A five point scale
ranging from insignificant, corresponding the value 1, to very strong, correspond-
ing the value 5, was used to chart the strength of the effect of the training program
on the trainees’ career decision made after completion of the program. The total
mean score of the measure was as low as 2.21 indicating well under median effect
of the training. More detailed, roughly half of the respondents (47%) told that the
program had an insignificant effect on their post-training career choices whereas
every fifth (21%) described the effect strong or even very strong. The examined
three sub-groups were very distinct from each other in this respect (see Table 3).
The highest mean score was achieved in the franchisees-group, 3.46. Half of them
(50%) expressed that the training had strong or very strong effect on their career
decision. Almost an equal share in the stand-alone small business owners-group
(45%) indicated the same. However, the mean score 2.95 was statistically signifi-
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cantly lower (at level .000) than in the franchisees-group. This was accounted by a
considerable share (23%) of those stand-alone small business owners who de-
scribed the effect being insignificant. Respectively, the corresponding percentage
among franchisees was nearly three times less, just eight percent. The others-
group scored the lowest mean value 1.72. In that group more than 63% rated the
effect of the training being insignificant.

A further question, with two given answer options, yes or no, on the effects of
the program was used to shed light on multi-dimensional outcomes of the pro-
gram. The aim was to capture trainees’ genuine opinion on the program’s effect on
their current career position (see Table 3). In total, some 85% of all participants
believed that they would be in their present career position without completing the
training. Despite this, significant differences were discovered between the three
sub-groups. The franchisees-group was clearly distinguished in this regard as
more than a half of them (54%) viewed that they would not be franchise owners
without the program they took. The respective percentages were 14% for stand-
alone small business owners-group and only 6% for the others-group. These re-
sults highlight the strong effect of the training focused on the franchising issues.

Although very sharp distinctions were found between the opinions of the three
groups, none of the respondents stated that the training would have disadvantaged
their career. Yet, only little less than every fourth (23%) believed that it advantaged
their career as shown in Table 3. Rather surprisingly, the stand-alone small business
owners-group perceived that the knowledge, skills and attitudes obtained and rela-
tions created during the training had advanced their career the most of the examined
three groups. Approximately 45% of the stand-alone small business owners and one
third of the franchisees (33%) believed the training promoted their career. The re-
spective amount was merely 16% among the others-group. The results are particu-
larly interesting regarding stand-alone small business owners. It turned out that they
were able to utilize the contents of the program in relation to their own entrepreneu-
rial plans although the curriculum was quite limited to franchising issues.

Analyzing the effect of the training program on becoming a franchisee. A logistic
regression analysis was performed to find out whether the measures used to gauge
the effectiveness of the training program could be used to predict becoming a
franchisee (see Table 4). The stand-alone small business owners -group (n=22)
was isolated from the analysis. The model appeared to have decent properties and
strong explanatory power. Out of all the observations 91.5% was classified cor-
rectly by the LRA model. Importantly, the model had fairly good predicting power
concerning those who actually started a franchised business. Particularly three
items stood out. The effect of the training program on the career choice decision
and the intention to take the training program again were statistically significant
predictors in the model. In addition, respondents’ belief that they would not be in
the same career position at the time of the interview without completing the train-
ing program, seemed to be a proper variable to predict a franchise start-up. The re-
sults of the analysis indicated that the program had a clear impact and contribution
on becoming a franchisee.
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Table 3. Effectiveness of the training program
Franchisees| Small Others Total
(n=24) Business (n=97) (n=143)
% Owners % %
(n=22)
%
Overall satisfaction
How did the training Surpassed considerably 8 14 5 7
meet your initial Surpassed slightly 25 36 25 27
expectations? Met my expectations 63 41 61 58
Fell short slightly 4 9 7 7
Fell short considerably 0 0 2 1
Mean 3.38 3.55 3.24 3.31
Intentions
Intention to recommend |Yes 96 91 95 94
the training program No 4 9 5 6
‘Would take the training |Yes 92 77 71 75
program again No 8 23 29 25
Intention to set up or buy |Yes NA NA 25 25
a stand-alone business  |No 14 14
in the future Cannot say 61 61
Intention to buy a Yes NA NA 14 14
franchise No 38 38
In the future Cannot say 48 48
Satisfaction towards Very satisfied 25 41 11 18
the career choice Satisfied 54 41 54 52
decision Cannot say 8 4 9 8
made after training Dissatisfied 8 14 17 15
program Very dissatisfied 4 0 9 7
Mean 3.88 4.09 3.41 3.59
How would you describe [Very strong 21 4 0 4
the effect of the training |Strong 29 41 8 17
program on the career  |Intermediate 33 23 18 22
choice decision you Slight 8 9 11 10
made after the training  |Insignificant 8 23 63 47
program? Mean 3.46 2.95 1.72 221
Do you believe that you
would be in your current |yeg 46 86 94 85
career position without N 54 14 6 15
completing the training
program?
What kind of effect the |Advanced my career 33 45 16 23
knowledge, skills and No effect 42 50 74 65
attitudes obtained and  |Disadvanced my career 0 0 0 0
relations created during |Cannot say 25 5 10 12
the training program
have had on your career?

Note: all the sums may not add to 100 due to rounding.
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Analyzing the effect of the training program on becoming a franchisee. A logistic
regression analysis was performed to find out whether the measures used to gauge
the effectiveness of the training program could be used to predict becoming a
franchisee (see Table 4). The stand-alone small business owners -group (n=22)
was isolated from the analysis. The model appeared to have decent properties and
strong explanatory power. Out of all the observations 91.5% was classified cor-
rectly by the LRA model. Importantly, the model had fairly good predicting power
concerning those who actually started a franchised business. Particularly three
items stood out. The effect of the training program on the career choice decision
and the intention to take the training program again were statistically significant
predictors in the model. In addition, respondents’ belief that they would not be in
the same career position at the time of the interview without completing the train-
ing program, seemed to be a proper variable to predict a franchise start-up. The re-
sults of the analysis indicated that the program had a clear impact and contribution
on becoming a franchisee.

A similar logistic regression analysis was carried out for the stand-alone small
business owners —group and this time the franchisees (n=24) were left out from the
analysis. The same variables were used in the analysis as previously with the fran-
chisees group. As expected, the explanatory power of the LRA model was weaker as
86.2% of all observations were classified correctly (40.9% of the stand-alone small

Table 4. Logistic regression analysis for predicting of becoming a franchisee

Variables Coefficient S.E. Sig.
Opverall satisfaction towards the program:

Expectations -.191 .584 743
Intentions:

Recommendation -1.790 1.937 356

Participation 3.007 1.451 .038
Satisfaction towards the career choice 462 320 .149
Effect of the training program on career choice:

Effect 1.169 325 .000

Belief -1.566 745 .035

Knowledge, skills, attitudes 714 813 .380
Constant -5.238 2.570 .042
Nakelkerke R Square 574
Hosmer and Lemeshow Test .808

Predicted Percentage
Observed C tg
Franchisees Others orree

Franchisees (n=24) 17 7 70.8
Others (n=94) 3 91 96.8
Overall Percentage 91.5
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business owners and 96.8% of the others—group). In addition, the predicting power
of the model was weaker. Only one item, the effect of the training program on the
career choice decision was statistically significant (Sig. .001) in predicting becoming
a stand-alone small business owner. The LRA model was tested once more with the
total group of entrepreneurs i.e. the franchisees and stand-alone small business own-
ers (n=46). This time, the model was able to classify correctly 82.1% of all observa-
tions (65.2% of the entrepreneurs and 90.4% of the others —group). Furthermore, the
effect of the training program on the career choice decision was the only statistically
significant (p < .001) item in predicting becoming an entrepreneur. However, the
Nagelkerke R Square value was higher for the total group of entrepreneurs as it was
for stand-alone small business owners, values being 35.3% and 46.6% respectively.
The results strengthen the conclusion that the program had an impact and contribu-
tion on becoming a franchisee.

5.3 Outcomes Resulting from the Stand-Alone Businesses Started
or Acquired and Franchised Ventures Founded

Of the 143 respondents of the current follow-up study, 24 established a franchised
business and 22 established or bought a stand-alone business subsequent to the
training. As part of the interview, the franchisees and stand-alone small business
owners were inquired about their firms. The purpose was to examine some of the
key figures relating to those companies and to analyze the potential differences be-
tween the two business formats. Table 5 illustrates the following results.

In total the 46 franchised and stand-alone firms reached an annual turnover of
14.5 million euros in 2003. Nevertheless, the size difference between the fran-
chised and non-franchised companies appeared to be dramatic regarding annual
turnover. On the average, franchised companies made approximately seven and
half times greater revenue than the stand-alone businesses. Franchised companies’
average annual turnover was 668,000 euros, whereas the stand-alone businesses
generated an average turnover of 89,400 euros. The difference was statistically
significant (at level .000).

Together the stand-alone and franchised firms employed 151 salaried em-
ployees. However, a statistically significant difference was found regarding the
average number of the employees between the stand-alone and franchised firms.
Franchised companies were nearly five times greater in size compared to stand-
alone firms when measuring the number of staff. While franchised companies
had on average 5.57 jobs, the respective number in the stand-alone businesses
was only 1.15. In detail, 85% of the stand-alone businesses employed less than
three persons while the corresponding percentage in the franchised firms was
44. Thus, more than half of the franchised companies employed three or more
employees.

Both the franchisees and stand-alone small business owners viewed the profit-
ability of their companies in a quite similar way. Some 70% of the franchisees
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perceived their companies presently profitable, while the respective figure was a
bit higher among stand-alone small business owners, 75%. Moreover, no consid-
erable distinctions concerning the future visions of the stand-alone and franchised
businesses were recorded. Roughly equal amount of respondents, two out of three
in both explored groups estimated that the turnover of their companies will grow
in the future. Similarly, majority of the stand-alone small business owners and
franchisees, more than 80%, predicted that the size of the staff in their firms will

stay the same.

Table 5. Businesses of the respondents

Franchisees Small Business
(n=24) Owners (n=22)
% %
Legal form of the firm Proprietorship 26 65
Partnership 13 0
Limited company 61 35
Turnover of the firm Min. — Max. 50 -2,500 0-250
(in thousands euros) Md (Mean) 435 (668) 50 (89.4)
Sum 13,353 1,162
Number of employees of the firm None 9 25
1 9 50
2 26 10
3-10 48 15
More than 10 8 0
Min. — Max. 0-27 0-3
Md (Mean) 4(5.57) 1(1.15)
Sum 128 23
Present perception of the business
I consider my business profitable Yes 70 75
No 26 15
Cannot say 4 10
Future visions of the business
In the future, turnover of my firm... | will grow. 64 65
will stay the same. 36 30
will decline. 0 5
In the future, the number of employ- | will grow. 18 15
ees in my firm... will stay the same. 82 85
will decline. 0 0

Note: all the sums may not add to 100 due to rounding.
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6 Discussion and Implications

The results of the current study measuring the effectiveness of the franchisee train-
ing program were rather promising especially regarding the respondents who
made the decision to become franchisees or entrepreneurs. The training program
had an impact on the respondents’ career decisions. Over a half (54%) of the fran-
chisees indicated that they would not be franchisees if they had not taken the train-
ing. The expression was strongly supported by the logistic regression analysis
where several impact measures were utilized in predicting potential start-up of a
franchised business. The training seemed to be useful and valuable also to those
respondents who established or bought a stand-alone business. However, it is im-
portant to note that as such the training program hardly produced any franchisees
or stand-alone small business owners. Rather, it was part of a wider decision-
making process with many other influencing background, personal and environ-
mental factors. Nevertheless, the LRA displayed that the background factors did
not have a major role on the decision-making process of those trainees who be-
came franchisees or entrepreneurs. This may emphasize the impact of the training
program on the decision-making process even more.

The effects of education and training might be seen after diverse periods of
time and appear in various ways for different people or parties. Therefore, when
examining effectiveness of entrepreneurship education and training, ‘following
up’ and observing those educated in a long term is important. In addition, different
points of view should be considered. The findings of the follow-up study corre-
spond to the findings of McMullan et al. (2001) who showed a correlation of attri-
bution measures with objective measures.

The present follow-up study was conducted by the university, and thus, the or-
ganizers were not involved in the assessment. In order to make the analysis more
reliable, several complementary measures were applied. What further enhanced
the reliability is that the response rate remained relatively high in both phases of
the follow-up study. To improve the validity of the measures used, an extensive
literature review was carried out. Moreover, both quantitative and qualitative
measures were applied. However, to be able to assess the impact of the franchisee
training program more comprehensively, applying qualitative methods might be
appropriate. In that way the various factors relating to the process of becoming an
entrepreneur and the actual role of the training program, if any, could be exam-
ined. It may be difficult to capture the various effects of education and training
with quantitative measures, but utilizing qualitative methods might help to con-
quer the problems.

The franchisee training program is a useful scheme and well worth continuing
already because of its unique nature and contribution for the Finnish franchising
sector. The program has served as a franchising information channel in Finland,
where franchising is still rather poorly known and understood method of business.
In addition, it has been a get-together venue for franchisors and potential franchi-
sees in a market that lacks franchise fairs and expositions. The program provided
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the basics of franchising and small business ownership to the trainees and in that
way assisted franchisors and allowed them to concentrate on system specific train-
ing with those who bought a franchise. Furthermore, the program has many sig-
nificant indirect effects such as the franchise and stand-alone businesses estab-
lished or bought as well as the revenue and jobs created by those companies. What
is more, one of the trainees who set up a franchise business is a master franchisee
with nearly twenty additional franchised outlets.

Despite the many positive outcomes of the program, measuring its effectiveness
is problematic. This is partly due to a lack of clearly set objectives. Therefore, a
redesign of the program might enhance its status and be beneficial for all the par-
ties involved directly and indirectly. Setting understandable, feasible and measur-
able objectives would be a good starting point. It should also be considered,
whether the program could better target the knowledge and skills needs of an en-
trepreneur and/or a franchisee in today’s uncertain and complex environment
(Gibb 2002). Furthermore, motivational training might be a valuable additional
aspect to the program to help the trainees to success (McClelland 1961; Timmons
1971; Miron and McClelland 1979).

Selection of the trainees could also be done more carefully. Their intentions,
background and personal factors should be tested to confirm that favourable in-
gredients for becoming franchise owners exist. This might reduce the amount of
trainees to some extent and thus, the training should be extended outside the three
large cities. The programs should be started also elsewhere in Finland to increase
the number of graduates and to balance the regional development. Especially areas
with no large employer/s and a high density of entrepreneurial activity might pro-
vide a fruitful soil for extensions of the program (Stanworth et al. 1989; Tervo and
Niittykangas 1994). To conclude, the franchisee training program has been an ap-
plicable government financed small business policy activity and should be contin-
ued. It has served to satisfy the strong need for new franchisees and benefited the
Finnish franchise sector as well as indirectly the economy through the established
and continued businesses. With minor alterations its role and impact could be fur-
ther increased.

7 Propositions for Future Studies

The study on the impacts of the franchisee training program is valuable and well
worth continuing. The follow-up study could be carried on in three ways: those re-
spondents who intended to become franchisees or entrepreneurs in future could be
contacted to see whether they have been able to implement those intentions. Sec-
ondly, those respondents who were franchisees or entrepreneurs at the time of this
study could be examined to find out the potential impact of the franchisee training
program on the survival and success of those businesses. Thirdly, some interesting
examples among those franchisees and entrepreneurs could be chosen for case-
studies. The purpose of the case-studies would be to deepen the understanding on
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the process of becoming a franchisee or an entrepreneur (the motives) and whether
the franchisee training program had an impact on the decision-making process and
if so, what kind of impact.

Franchisors were not the focus of the current study and therefore it did not pro-
vide information on their opinions on the program and the trainees who completed
the training. However, investigating the franchisors’ point of view might provide
very useful information for developing the program and help to gauge its effec-
tiveness. Furthermore, no control group was employed which is a limitation of this
study. The franchisee training program was an entreprencurship education pro-
gram and the participants were interested in making a career change. The program
aimed at providing them information on one career option, being a franchisee. To
overcome the lack of information from a control group at least to some extent, the
results of the franchisee training program could be compared to the results of for
instance, other government financed entrepreneurship education programs.
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Understanding Strategic Interactions in
Franchise Relationships

. i
Evelien Croonen

Abstract. This paper aims to grasp the complexity of how and why franchise
partners as strategic alliance partners interact with each other given March’s ex-
ploration/exploitation trade-off (March 1991). A research model is presented that
distinguishes five types of responses that partners may adopt in their relationships.
The empirical part consists of a case study which focuses on two ‘strategic change
trajectories’ (SCTs) in a franchise system in the Dutch drugstore industry. During
these SCTs the franchisor tried to implement strategic changes in the franchise
system. This paper discusses what responses franchisees adopted in a reaction to
the introduction of these SCTs by the franchisor, what responses the franchisor
adopted toward these franchisees in turn, and why both partners adopted these re-
sponses. The paper concludes with adding a new response type to the current re-
sponse typology, with providing insight in why franchise partners adopt certain re-
sponses, and with discussing the implications of this study.

Keywords. Franchising, strategy, interactions, drugstore industry

1 Introduction

This paper considers franchise relationships as a specific form of strategic alliance.
In recent years, researchers have slowly started to recognize that different strategic
alliance forms have different capabilities and limitations. According to Osborn
and Hagedoorn (1997), this differentiation among forms is also accompanied by a
broader view on alliance functions and motivations. Koza and Lewin (1998) di-
vide the different motivations that alliance partners may have into two categories:
a motivation to exploit existing resources (‘exploitation alliance”) and a motivation
to explore new opportunities (‘exploration alliance’). This distinction of explora-
tion and exploitation is based on March (1991). Exploration includes issues such
as search, variation, risk-taking, experimentation, play, discovery, and innovation.
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Exploitation includes aspects such as refinement, choice, production, efficiency,
selection, implementation, and execution. March argues that firms should try to
find a proper balance between exploration and exploitation in order to survive and
prosper in their environments both in the short and the long run. Organizations
that engage in exploration resulting in the exclusion of exploitation may find that
they suffer the costs of experimenting without gaining a great deal of its benefits.
On the other hand, organizations that engage in too much exploitation might be-
come inert and unable to adapt to their environments in the long run.

This paper focuses on how franchisors and franchisees interact with each other
given the abovementioned trade-off. A great deal of franchising literature views
franchise relationships from narrowly defined perspectives and merely considers
‘exploitative’ aspects of franchising, such as fee calculation or efficient governance
structures (Stanworth et al. 1996; Sorenson and Sgrensen 2001; Clarkin and Rosa
2005). Winter and Szulanski (2001) discuss the exploration/exploitation trade-off in
connection with situations in which a large number of similar units deliver a product
or perform a service. In this context, they refer to operating a large number of simi-
lar units as a ‘replication strategy’, of which franchising is an example. In franchis-
ing, the franchisor is the replicator who replicates a business format through franchi-
sees and sometimes also through company-owned units. According to Winter and
Szulanski (2001), a replication strategy is often conceptualized as little more than
the exploitation of a business format. However, there are three complicating factors
in replication strategies in general and franchising in specific.

First, an important challenge for replicators is the question how to replicate the
business format in different local circumstances. In the franchising literature this is
often referred to as the tension between standardization of the business format across
all units versus local adaptation (cf. Bradach 1998; Kaufmann and Eroglu 1998). By
standardizing the business format, the franchisor maintains the shared identity of the
franchise system and is able to benefit from scale and scope advantages (exploita-
tion). On the other hand, individual units may face different competitive circum-
stances that necessitate the adaptation (exploration) of the business format.

The second complicating factor in replication strategies is that a business for-
mat is not a timeless concept. According to Winter and Szulanski (2001) a replica-
tion strategy should be considered as a process that involves a phase of explora-
tion in which a business format is developed and refined followed by a phase of
exploitation in which the business format is stabilized and leveraged through
large-scale replication. This phase is then followed by yet another phase of explo-
ration and exploitation and so on. Bradach (1998) also points at this tension:
sometimes the business format needs to be adapted to the system as a whole in or-
der to discern new threats and opportunities.

The third complicating factor is not explicitly distinguished by Winter and Szu-
lanski (2001) because it only applies to franchising as a specific kind of replication
strategy. Franchising involves independent business owners, which is completely
different from replication by company-owned units. The literature often considers
franchise relationships as static relationships with franchisees as passive and non-
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intelligent partners, which is too simplistic (Elango and Fried 1997; Clarkin and
Rosa 2005). Moreover, Tuunanen and Hyrsky (2001) point out that past research has
paid very little attention to ambiguity and contradictions in franchise relationships.
Therefore, this paper considers franchisors and franchisees as strategic alliance part-
ners that aim to create mutual advantage through cooperation but at the same time
they have to deal with the risk of dependence in their relationship.

In sum, the main objective of this paper is to grasp the complexity of ow fran-
chise partners as strategic alliance partners respond to each other given the explo-
ration-exploitation trade-off and why they adopt these responses. This paper is part
of a larger study?, consisting of the following four phases:

Phase 1: development of an initial research model. The first phase started
with the development of a model for understanding responses of alliance
partners in general. This was based on a review of strategic alliance litera-
ture. This general model formed the basis for a specific research model to
gain insight into the responses of franchise partners as specific type of alli-
ance partners. This model was based on a review of scientific franchising
literature, specialist magazines and exploratory interviews with franchisors
and franchisees from several Dutch franchise systems in various industries.
Within each system, one manager or the CEO from the franchisor’s organi-
zation and at least one franchisee who had some knowledge about impor-
tant developments in the system from the perspective of the franchisees
were interviewed. For both franchisors and franchisees topic lists were
used, including topics such as reasons for franchising/becoming a franchi-
see and conflicts in the franchise relationship.

Phase 2: development of a detailed case study design and elaboration of
the research model. At the end of Phase 1 the Dutch drugstore industry was
selected as the empirical setting for the remainder of the study. Phase 2
consisted of exploratory interviews with all franchisors and several franchi-
sees from the franchise systems in this industry. The aim of this step was to
elaborate on the research model and to develop a detailed case study design
for the case studies in Phases 3 and 4. Phases 1 and 2 are referred to as the
preliminary study.

Phase 3: execution of case studies in four Dutch drugstore systems, and
Phase 4: analysis and conclusion drawing. Phases 3 and 4 were highly in-
terrelated and the boundaries between them were not so clear as for the
other phases. Case studies were conducted in four franchise systems in the
Dutch drugstore industry. However, this paper focuses on only one of
them, namely the DA system. Section 3 will discuss the methodological
choices for these phases.

2 Croonen (2006) discusses the larger study in detail (i.e. theoretical backgrounds, the re-
search model, methodology, the case studies and their analyses, the conclusions and dis-
cussion).
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The structure of the paper is as follows. First, section 2 discusses the research
model. Section 3 deals with the methodological choices concerning the case stud-
ies in Phase 3. Section 4 introduces the DA system and discusses which responses
both franchise partners adopted toward each other and why. Section 5 deals with
the conclusions and a discussion.

2 The Research Model

Fig. 1 presents the research model for franchise relationships from the franchisee’s
perspective. The model can be reversed to the franchisor’s perspective. This is not
presented here because it is the same model but only the FRE’s and FRO’s are
changed.

The model in itself is not dynamic; it represents a ‘snapshot’ of the relationship
from one partner’s perception of the independent variables and his response at a
certain point in time. In the case studies, several ‘snapshots’ were made on the basis
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of this model to create a more dynamic picture of the franchise relationship over
time. The details of this approach are discussed in section 3.

The model distinguishes five so-called ‘franchise system characteristics’ on
which franchisors have to make strategic decisions in managing the explora-
tion/exploitation trade-off in their franchise systems. These five franchise system
characteristics are proposed to influence both franchise partners’ perceptions of
strategic compatibility (SC). ‘Strategic compatibility’ refers to the strategic value
that partners ascribe to their alliance (Niederkofler 1991; Medcof 1997). The fran-
chise system characteristics are partly based on Bradach’s trade-off of control and
innovation in franchise systems (Bradach 1998). He argues that franchisors face
four primary challenges: 1) maintaining uniformity across all units of the system,
2) allowing local responsiveness, 3) making system wide adaptations, and 4) add-
ing units to the system. Bradach’s challenges have served as a starting point for
developing the five franchise system characteristics; however, some small adapta-
tions have been made to these challenges. Moreover, based on the findings of the
preliminary study, two other system characteristics have been added: the position-
ing of the system and the organization of franchisee strategic participation. This
has resulted in the following franchise system characteristics:

e Positioning. This refers to the way the system is positioned in the market;
is the business format a high-price, high-added value format or does it have
a low positioning with relatively lower quality and prices? This relates to
Porter’s competitive strategies; overall cost leadership, differentiation and
focus (Porter, 1980). Cost leadership means that firms compete at low
costs. This requires cost control and economies of scale. The differentiation
strategy refers to differentiating a firm’s products and/or services to create
something that is unique in the industry. The positioning of a system can
vary from very low to very high in the market.

e Hardness. In general, the trade-off between maintaining uniformity versus
local adaptation is well-known in the franchising literature (cf. Kaufmann
and Eroglu 1998; Dant and Gundlach 1998). This is related to Bradach’s
challenges of maintaining uniformity and local adaptation. However, Brad-
ach’s challenges are two sides of the same coin, and therefore they are
combined to form a single franchise system characteristic. In this paper,
hardness refers to the tension between standardization (exploitation) and
local adaptation by franchisees (exploration). In a ‘hard’ system virtually
every aspect of a unit’s operations is formulated in operating manuals and
procedures that the franchisee is obliged to follow. In a ‘soft system’ there
are fewer rules and procedures and franchisees therefore have more room.
A system’s hardness can vary from very soft to very hard.

e Innovativeness. This is related to Bradach’s system wide adaptation (Brad-
ach 1998). As pointed out, a business format is not a timeless concept and
sometimes adaptations need to be made for the system as a whole. Innova-
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tiveness refers to how quickly adaptations are made to the business format.
Bradach only focuses on product innovations, while according to this paper
adaptations can take place on three levels: adding new products or services
to the business format, adding new product groups and/or service groups,
and adapting the business format as a whole. A system’s innovativeness
can vary from very low to very high.

The organization of franchisee strategic participation. This characteristic
was included on the basis of the preliminary study. This refers to the degree
to which franchisee involvement in strategic decision making for the fran-
chise system is organized. This mainly concerns the presence of a Fran-
chise Advisory Council (FAC), its rights and the degree to which proce-
dures concerning the FAC are formulated. This characteristic can also vary
from very low to very high.

Growth objectives. This characteristic was also included based on the
preliminary study and it is related to Bradach’s challenge of adding units.
In this paper it refers to in what way the franchisor wants the franchise
system to grow. Growth objectives can vary from ‘mostly quantitative’ to
‘mostly qualitative’. Through quantitative growth, a franchisor aims to
grow by means of adding more units to the franchise system, with rela-
tively less concern for the performance of individual units. Through
qualitative growth, a franchisor mainly aims at growing by means of im-
proving the performance of existing units and/or by attracting units that
fit certain criteria.

As was already indicated, these five franchise system characteristics result in five
types of strategic compatibility.

Next to strategic compatibility, the franchise partners’ perceptions of opera-
tional compatibility (OC) were proposed to influence their responses. ‘Operational
compatibility’ refers to the alliance partners’ perceptions of the way in which the
relationship is implemented (Niederkofler 1991; Medcof 1997). Regarding opera-
tional compatibility in franchise relationships, a distinction was made in the fol-
lowing three factors:

Operational compatibility regarding capability. This refers to each
partner’s capability to carry out its role in the relationship as perceived by
the other partner (Medcof 1997). From the franchisee’s perspective these
capabilities refer to the franchisor’s capabilities regarding managing the
franchise system. Important capabilities of the franchisor are: the degree
and quality of supporting its franchisees, purchasing prices, automation,
logistics, communication, and information provision. In the eyes of the
franchisor, the most important franchisee’s capability is whether the
franchisee is able to fulfill his financial obligations toward the franchisor,
such as the payment of royalties.
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e Operational compatibility regarding the profitability of the relationship.
This concerns the net returns for both franchise partners in the relationship.
From the franchisee’s perspective, the profitability of the relationship is the
result of the franchisee’s turnover of his unit(s) achieved by applying the
business format minus the costs of operating on behalf of this business
format. These costs consist of the fees and royalties that have to be paid to
the franchisor and investments that need to be made. From the franchisor’s
perspective, the profitability of a specific franchise relationship depends on
the fees/royalties the franchisor obtains from the franchisee and possibly
income from wholesaling activities.

e Operational compatibility regarding trust and fair dealing. This is about the
degree to which the franchise partners trust each other. According to
Nooteboom (1999,30): “To have trust in the narrow sense, or “real” inten-
tional trust is to accept or neglect the subjective probability that a partner
will not utilize opportunities for opportunism even if it is in its interest to
do so’. Opportunism entails actions against the interest of a partner and
against the letter or intent of an agreement, if necessary by cheating or con-
cealment of the truth. In short, the research model states that when one
franchise partner trusts the other, it means that the franchise partner be-
lieves that the other is likely to cooperate, even if he is not coerced to do so
and has no direct material interest (Nooteboom 1999). Ring and Van de
Ven’s concept of ‘fair dealing’ is very close to trust (Ring and Van de Ven
1994). A partner perceives a certain degree of fair dealing when it has the
impression that in the relationship with the other partner his benefits are
proportional to his investments. This concept is related to trust because it
requires the partners to represent the costs and revenues of the relationship
truthfully and not to act opportunistically.

Next to strategic and operational compatibility, two other independent variables
were hypothesized to influence the franchise partners’ responses in their relation-
ships. The first variable is the attractiveness of available alternatives (Emerson
1962), and the second variable is formed by the switching costs; i.e. the costs of
switching to such an alternative (Emerson 1962; Nooteboom 1999).

The dependent variable of the model is represented by the responses that each
franchise partner can adopt in the relationship at a certain point in time (see Fig.2).
In the literature responses in relationships are often based on the work of Hirschman
(1970), who makes a distinction between two general options for dealing with prob-
lematic situations in firms, organizations and states: ‘exit’ or “voice’. The exit option
refers to ending the relationship, while the voice option refers to actively expressing
and discussing one’s problems with the intent of trying to improve conditions.
Hirschman argues that the presence of ‘loyalty’ makes exit less likely. Loyalty refers
to remaining silent and confident that the problematic conditions will get better by
‘giving things some time’. Based on research on customer relationships, Ping (1993)
adds a fourth option for dealing with relationship problems: ‘neglect’, which means
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passively allowing the relationship to deteriorate by ‘letting things fall apart’. In a
research on employer-employee relationships, Hagedoorn et al. (1999) argue that
the category of voice responses is considered too homogeneous and needs to be
differentiated further. Therefore, they distinguish between ‘aggressive voice’ and
‘considerate voice’. Considerate voice consists of attempts to solve the problem
concerning one’s own concerns as well as those of the other partner. Aggressive
voice is more destructive than considerate voice, but less destructive than exit. A
partner who adopts this response wants to win, without considerations for the con-
cerns of the other partner. This response can be seen as a ‘cry for attention’ be-
tween a destructive and constructive response.

Active
Considerate Aggfressive .
. ] Exit
voice voige
Constructive Destructive
Loyalty Neglect
Passive

Fig. 2. Typology of responses in relationships (based on Hagedoorn et al. 1999)

3 Methodology

In this study, case studies have been used to gain insight into the strategic interac-
tions between franchise partners. Not so long ago, qualitative research (including
case studies) was considered as a research approach without precision (read: quan-
tification), objectivity and rigor. This was due to the fact that methods of qualita-
tive data analysis were not formulated adequately compared to those of quantita-
tive data analysis. Only in recent years, authors have increasingly focused on
procedures and criteria for evaluating qualitative research, for example Yin
(1994), Eisenhardt (1989) and Miles and Huberman (1994). Yin’s criteria are
based on criteria common to all social science methods: construct validity, internal
validity, external validity and reliability. Construct validity involves establishing
the correct operational measures for the concepts being studied. Internal validity
refers to determining causal relationships between variables. This was an impor-
tant criterion for this study because the case studies are explanatory case studies.
External validity deals with the domain into which the study’s findings can be
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generalized. The reliability of the study has two aspects; whether similar results
would be obtained if the same research was repeated and whether the results
would be similar if the same research was conducted by another researcher.

This section discusses the steps taken during the case studies in Phases 3 and 4
together with the instruments that have been used to satisfy Yin’s criteria. A de-
tailed case study design and a codebook were developed on the basis of the pre-
liminary study (see Croonen 2006), and a case study database was developed dur-
ing the case studies. According to Yin, this increases the reliability of the study.
This section is actually a short version of the case study design.

In the larger study, four franchise systems in the Dutch drugstore industry were
studied: DA, STIP, ETOS and Uw Eigen Drogist (UED). The focus on only one
industry might have limited the external validity of this study, because it may be
difficult to generalize the results by applying them to other industries. However,
the drugstore industry is a retailing industry, and it was expected that the results
could at least be generalized to other retailers. Moreover, the initial research
model was developed on the basis of literature about different industries and inter-
views with franchisors and franchisees from different industries.

For each system two ‘strategic change trajectories’ (referred to as SCTs) were
studied in which the franchisor aimed to make adaptations to one or more of the
five franchise system characteristics. This was expected to result in changes in the
franchisee perceptions of strategic compatibility and thereby resulting in certain
responses by franchisees. For each SCT, the franchisor started with the introduc-
tion of the SCT to the franchisees, the franchisees adopted different responses in a
reaction to it and the franchisor in turn adopted responses toward these franchi-
sees, resulting in interactions between the partners. The case studies deal with
what responses both franchise partners adopted during these SCTs and why they
adopted these responses. This paper focuses on one of the four case studies,
namely the Dutch DA system with its two SCTs (SCT1: ‘Toward business-format
thinking’ and SCT2: ‘Integration and renegotiation’).

For each franchise system, one SCT was selected that occurred in the past and
the other one was a contemporary SCT. In this paper SCT1 is a past SCT while
SCT2 is a contemporary one. Leonard-Barton (1990) points at the advantages of
having such a ‘dual methodology’ for case studies. She argues that a combination
of real-time longitudinal case studies with retrospective case studies about the
same phenomenon is advantageous because specific strengths in one method com-
pensate for weaknesses in the other. The past SCT provided the opportunity to
study developments over time; however, the most serious difficulty with the past
SCT is that it is difficult to define causes and effects (internal validity). The con-
temporary SCT provided a better opportunity to establish cause and effect; how-
ever, due to time restrictions in the study it was not possible to conduct a real lon-
gitudinal study (see section 5).

Studying phenomena in retrospect can cause problems due to the dependence
on interviewee recalls of past events. However, according to Leonard-Barton
(1990) studies have shown that participants in organizational processes do not for-
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get key events as quickly as one might suppose. Additionally, participants may
remember events differently from the way they occurred. A problem relating to
this is pointed at by Aldrich (1999), who calls it the ‘retrospective fallacy’. This
fallacy refers to viewing earlier events as though they were controlled by their
subsequent outcomes, while other outcomes might have been equally possible.
Aldrich refers to several examples where authors explained certain historical out-
comes by factors that could not have been known at the time. In the case studies
the use of multiple sources of data next to interviews with participants helped to
increase the internal validity of the research. The following data sources were used
in the case studies: information from specialist magazines, year reports, franchise
contracts, format handbooks, and most importantly, interviews with different
managers from the franchisor’s organization and interviews with franchisees.
These multiple sources provided additional information on important events as
well as on the sequence of these events so that it could be noticed when a respon-
dent’s story did not correspond with the other respondents and data sources.
Moreover, according to Yin, such ‘data triangulation’ helps to improve construct
validity. Another instrument with respect to construct validity was the preliminary
study in which constructs were developed based on existing literature and inter-
views with franchisors and franchisees in various systems.

Robson (2002) indicates that the internal validity of three types of qualitative
research, namely description, interpretation and theory building, is subject to
different threats.

In describing phenomena there is a risk that the data are incomplete or inaccu-
rate. According to Robson (2002) this implies that when collecting data, audio- or
videotaping should be used. In Phase 1 audio taping was not used, but instead
notes were taken. From Phase 2 onward, the interviews were audiotaped in order
to increase the accurateness and completeness of the data.

With respect to inferpretation the greatest danger is to artificially construct a
framework or meaning of what happened rather than allowing this framework to
emerge from the knowledge acquired during the research. In this study several
data displays have been used to present the data of each case in a standardized
way so that certain patterns and/or explanation could be detected more easily and
conclusions could be drawn more effectively.

As regards understanding, Robson (2002) points at the following three threats
to validity: reactivity, respondent bias, and researcher bias. Reactivity means that
the researcher’s presence may interfere in some way with the setting on which the
study is focused and especially with the behavior of the people involved. Since the
study was partly retrospective and the behavior of the people involved could not
be influenced, this risk was reduced. Respondent bias can occur in different forms,
for example, by withholding information or by providing answers which, in the re-
spondent’s view, the researcher may want to hear. Researcher bias refers to a re-
searcher’s assumptions and preconceptions, which may influence the way in
which he/she behaves in the research setting. One important strategy for dealing
with the abovementioned problems consists of different forms of triangulation:
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data triangulation, observer triangulation, methodological triangulation and theory
triangulation (Robson 2002). In this study, data triangulation was used by collecting
data from multiple sources, theory triangulation was used by adopting multiple
perspectives in the research model, and observer triangulation was used by means
of discussing results with fellow researchers.

Managers from the franchisor’s organization were asked to estimate how their
franchisees were divided over the five response types directly after the introduc-
tion of the SCT and to give a few names of franchisees for each response type.
The aim was to interview at least two franchisees per response type for each SCT.
In the selection of franchisees to be interviewed, it was monitored whether the se-
lection of franchisees would not become too one-sided (i.e. focusing on certain
types of responses).

The franchisees were contacted and were asked whether they were willing to
participate in the study by means of a structured interview with open-ended ques-
tions in his/her store. These interviews took about 75 minutes. For understanding
the franchisor’s perspective, several members of managementl (SCT1) and man-
agement2 (SCT2) were interviewed. Table 1 presents an overview of respondents.

Table 1. Overview of respondents for the DA system

At franchisor’s organization |Function Date

(Dynadro BV)

For SCT1 Manager (during SCT1) 17-04-2003
26-09-2003

For SCT1 Manager (during SCT1) 19-05-2003

For SCT 1 CEO (during SCT1) 03-02-2004

For SCT2 CEO (during SCT2) 03-07-2003

For SCT2 Manager (during SCT2) 28-08-2003

Franchisees

Total of franchisees interviewed for the DA system: 19

Franchisees interviewed about both SCT1 and SCT2: 6

About SCT1: 13 franchisees

About SCT2: 12 franchisees

In the third phase detailed analyses were conducted of what responses individual
franchisees adopted and why during the SCTs. As pointed out, several data dis-
plays were used in these analyses. For all SCTs, the development in franchisee re-
sponses was presented in a figure (see Fig. 3 for SCT1). In these figures, each
number represents an individual franchisee. In the detailed analyses each response
type (‘X-response’ as example) is discussed according to the same structure. The
franchisee responses are the point of departure here. The structure is as follows:
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e Responses preceding the X-response (dashed lines in Fig. 3).

e The X-response as initial response (bold numbers in Fig. 3). This is the fo-
cal point of analysis where the ‘determining variables’ and the franchisee
perceptions on these variables are discussed to explain why they adopted
the X-response. With ‘determining variables’ is meant which variables
franchise partners take into account when adopting a response.

e Responses subsequent to the X-response (normal lines in Fig. 3).

In the detailed analyses, the franchisor’s responses to the franchisee’s responses are also
discussed in detail, but this paper only presents the most important results.

4 Case Study: Dutch Druggists in Distress

This section discusses the franchise partners’ responses during SCT1 and SCT2
and their reasons for adopting these responses. As the title of this section indi-
cates, several druggists were in distress about the changes during SCT1 and SCT2,
which made it interesting to study their responses and those of the franchisor.

4.1 Introduction to the DA System and its SCTs

In 1942, five Dutch druggists started a cooperative called ‘Dienende Actie’ (DA),
which can be translated as ‘Serving Action’. They were dissatisfied with the turn-
over of their businesses and the performance of their suppliers and decided to
form a mutual support network. In the early years, the DA druggists only focused
on joint purchasing and the use of the DA name on their stores. In 1947, the name
‘Dienende Actie’ was changed into ‘Drogisten Associatie’ (‘Druggists Associa-
tion’). In the years that followed, the group of DA druggists grew rapidly and its
activities became broader. In 1950, the DA system already consisted of 150 drug-
gists. In 1960, it had grown to 500 druggists and in 1982 even to 1000.

At the outset of SCT1 in 1992, the DA system was loosely organized, and DA
stores varied from small stores in villages, to medium stores in towns, to large and
luxury stores in city centers. Management during SCT1 (managementl) intended
to develop different systems with distinguishable business formats that would be
suited for these different types of stores. Management1 aimed at making each sys-
tem more homogeneous in terms of types of stores, which would make a struc-
tured and standardized approach and therefore uniformity for each system easier.
The most important change during SCT1 was the increasing hardness. Manage-
mentl aimed to change DA from a very soft system to a hard system. Moreover,
management aimed to adapt DA’s positioning from relatively high in the market
to a middle positioning and to increase DA’s rate of innovation.

Managementl only partly reached its goals for SCT1. After a process of ten
years, it had not succeeded in introducing a franchise contract for all franchisees
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and the DA system still was not very uniform. In 2003, a new management (man-
agement2) started and it introduced SCT2. Management2 aimed to introduce three
changes. First, DA had to be merged with other drugstore systems of the franchi-
sor into one DA system with a new commercial policy. Research had shown that
DA was well-known among consumers, while consumers were not very familiar
with the franchisor’s other two systems. To benefit from the well-known DA
name, management2 thought these systems should be added together into one new
DA system with an even better-known name and a somewhat lower positioning.
Second, management2 aimed to introduce a standardized contract between Dyna-
dro and all its druggists. This had been an issue of discussion between manage-
ment] and the druggists for several years. Management2 thought that such a con-
tract was necessary for the new DA system in order to improve its decisiveness
and DA’s degree of uniformity. In other words, management2 wanted DA’s hard-
ness to increase. Third, management2 aimed to speed up decision making proc-
esses and to improve the transparency of these processes both within the organiza-
tion itself and toward its franchisees. In earlier years, there had been many Boards
that had been involved in decision making and management2 was aware of diffi-
culties with franchisee strategic participation in earlier years. Therefore, manage-
ment2 aimed to adapt the organization of franchisee strategic participation.

4.2 Understanding the Franchise Partners’ Responses During
the SCTs

4.2.1 Understanding Franchisee Responses

Fig. 3 presents the development in responses of the franchisees interviewed for
SCT1. A limitation of Fig. 3 is that it does not indicate the time lapses between the
switches of one response to another, while these varied from a few weeks or
months to several years. For a better understanding of the development of re-
sponses, I refer to the detailed analyses in Croonen (2006).

First of all, Fig. 3 shows that franchisees switched between responses in a reac-
tion to the developments during SCT1 over time. This also became clear from the
Figures that were drawn for the other SCTs. The following insights about franchi-
see responses are based on the detailed analyses for SCT1 and SCT2:

1) Adapting the response typology.
2) Understanding franchisee responses during the SCTs.

3) Triggers for response switches.

1) Adapting the response typology

The analyses reveal the existence of a new response type (see Fig. 3). This is ‘am-
biguous loyalty’. It refers to a response where a partner does not know how to react
and therefore passively waits to see what happens before adopting any further re-
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sponses. It is more destructive than loyalty but less destructive than neglect, and
therefore it is considered a separate response type. For management, this franchisee
ambiguous loyalty was difficult to detect; most of the time management considered
these franchisees as loyal while in actual fact this franchisee loyalty was ambiguous.

2) Understanding franchisee responses during the SCTs

From the analyses, it turned out that for understanding why a certain franchisee
adopted a certain response at a certain point in time the following factors are im-
portant:

A) The franchisee’s ‘determining variables’ at that point in time.

B) The franchisee’s perception on these determining variables and his future
expectations on these determining variables.

C) The franchisee’s thresholds on these determining variables.

These factors are discussed below.

2A) The franchisee’s determining variables

First of all, it turned out that during both SCTs for almost all franchisees, OC profit-
ability was the most important independent variable. Moreover, several franchisees
emphasized their cost level as part of profitability because they considered their
turnovers as stable. These franchisees thought they could not improve their turnover
and profitability by means of extra investments and costs’. For these franchisees, the
increasing degree of hardness was undesirable because it would increase their cost
level without increasing their turnover. For some franchisees SC hardness was the
most important variable. These franchisees considered their status as a small busi-
ness owner as very important and therefore they rather wanted to be part of a soft
system rather than a hard system. During SCT1 several of these franchisees had
stayed because of the low enforcement by the franchisor, but during SCT2 they felt
that management2 would actually enforce the obligations and cost levels would ac-
tually increase and they started adopting more active responses.

Nevertheless, SC hardness was a very important variable for all franchisees.
During both SCTs all franchisees had to deal with the tension between their de-
sired degree of hardness and their cost level. DA franchisees differed in the degree
to which they considered a well-known brand name as important and therefore dif-
fered in their desired degree of hardness. Franchisees who did not consider a well-
known brand-name as important mostly looked at the cost level of participating
because they considered their turnover levels as stable. These franchisees per-
ceived a decreasing SC hardness and decreasing OC profitability during the SCTs.

3 This was mainly caused by their competitive circumstances. These franchisees often
owned smaller stores in villages with relatively stable competitive environments. The
franchisee’s competitive circumstances turned out to be an important ‘background vari-
able’, see the discussion in section 5.
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Fig. 3. Development of franchisees’ responses for SCT1

For SC positioning and SC innovativeness, the analysis demonstrates that these
became more important once the degree of hardness increased. During SCTI,
some obligations on positioning and rate of innovation were introduced and there-
fore the franchisees considered it important to have a certain degree of strategic
compatibility with the franchisor on these aspects. Franchisees during SCT2 had
the same determining variables as for SCT1, but the difference with SCT1 is that
SCT2 involved more obligations on these variables. Therefore, SC positioning had
become an even more important variable for the franchisees during SCT2 than
during SCT1. The same applied to rate of innovation.

Because of the increasing obligations during both SCTs OC trust/fair dealing
and SC strategic participation had also become more important variables for the
franchisees. OC trust/fair dealing had become important because the franchisees
felt they would become more dependent on the franchisor due to the increasing
obligations. The franchisees therefore wanted to trust that the franchisor would not
act opportunistically and that costs and benefits of the relationship would be di-
vided fairly between the franchise partners. Before the introduction of SCT1, sev-
eral franchisees had had a low perception of OC trust/fair dealing for a long time
because they had had the idea that the franchisor aimed to receive extra royalties
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by charging higher prices on purchasing, automation etc. The franchisees consid-
ered these ‘implicit charges® as very intransparent; they did not know what the
real costs were and what the additional charges were. However, this low OC
trust/fair dealing became a problem only after several obligations were introduced
because from that time franchisees were obliged to purchase certain goods and
services from the franchisor (to which the ‘implicit charges’ applied). The same
applies to SC org. The largest part of DA druggists perceived a low SC franchisee
strategic participation due to a lack of procedures. The DA-Boards’ did not have
any decision rights and the majority of franchisees perceived a high degree of un-
fairness in the selection of franchisees to be involved in these Boards. The franchi-
sees’ low perception of SC strategic participation only became a problem once ob-
ligations were introduced and the franchisees felt that they became more
dependent on the organization of franchisee strategic participation. This was con-
sidered especially important since DA has started as a cooperative that was owned
by the druggists themselves. OC trust/fair dealing and SC strategic participation
became even more important during SCT2 because even more obligations were
introduced during SCT?2.

There were some variables that franchisees considered less important during
both SCTs. From the variables of strategic and operational compatibility, OC ca-
pability and SC growth objectives were considered not determinant during SCT1
because there were very few obligations for franchisees for which they depended
on the franchisor’s capabilities and there were no obligations due to growth objec-
tives. During SCT2, OC capability also became more important because the new
franchise contract stated several obligations with respect to services that had to be
taken from or via the franchisor, such as automation and purchasing. However,
OC capability was still considered less determinant than the other variables be-
cause franchisees expected that problems with franchisor capabilities could be
solved on relatively short term and these services would not be better when of-
fered by another party or when the franchisee arranged these by himself.

The attractiveness of alternatives and switching costs were not determinant
during both SCTs. Franchisees first evaluated the attractiveness of their current re-
lationship based on their perceptions of strategic and operational compatibility.
Only after a franchisee evaluated the relationship as ‘unattractive’ he started to
evaluate alternatives and switching costs. Sometimes franchisees adopted a not so
attractive alternative, mostly when a franchisee felt ‘forced’ to exit. The same ap-
plied to switching costs.

According to Caves and Murphy (1976), ‘implicit charges’ are an instrument for franchi-
sors to appropriate rents from franchisees. However, in the DA case this resulted in a low
perception of OC trust/fair dealing on the part of the franchisees.

During SCT1, there was not one Franchise Advisory Council, but there were various
commissions and working groups of franchisees. For the sake of simplicity, these are re-
ferred to as ‘Boards’.
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2B) The franchisee’s perception on determining variables and future expectations

For understanding a franchisee’s response toward the franchisor at a certain point
in time, it is not only important to understand what this franchisee’s determining
variables are, but also the franchisee’s perception of these variables and his expec-
tations for the future. Several franchisees knew that their objectives differed from
the ones of the franchisor and therefore expected lower degrees of compatibility
on certain aspects in the future. However, during SCT1 management!l did not
really dare to enforce several obligations because it was afraid of destructive re-
sponses by franchisees and therefore franchisees still perceived a great deal of
freedom in running their businesses and did not feel the need to respond actively.
Over time, the obligations slightly increased which resulted in several franchisees
adopting more active responses.

2C) The franchisee’s thresholds on determining variables

The analyses show that franchisees had certain thresholds on their determining
variables; franchisees accepted a certain level of strategic and/or operational com-
patibility. Only after their perceptions of their determining variables had reached
below their thresholds franchisees were triggered to adopt another response to deal
with this (see point 3 below). In the years after the introduction of SCT1, several
franchisees still perceived a medium —instead of low- score on their determining
variables even though management had very different objectives. Management1
did not really enforce the obligations and the franchisee still had much freedom. In
other words, due to the low enforcement by managementl, several franchisees had
not reached their thresholds on their determining variables and they just remained
passive. Management2 argued that it would enforce obligations more strictly.
However, it is difficult to determine whether the degree of hardness actually in-
creased because this process is still going on.

3) “Triggers’ for response switches

Fig. 3 shows that most interviewed franchisees switched between responses over
time during SCT1, except from some ‘considerate-voice franchisees’. This was
also the case for SCT2. These franchisees had close relationships with manage-
ment and therefore almost automatically adopted considerate voice. During the
SCTs, several franchisees switched from a passive response to a more active one
at a later point in time mostly because they reached their thresholds on their de-
termining variables and felt that they needed to take action. Some of them imme-
diately adopted exit while others adopted considerate voice to try to solve their is-
sues. What responses individual franchisees adopted highly depended on their
individual situations, such as their competitive circumstances, personality, or age
(these are so-called ‘background variables’, see section 5). Based on SCT2, it be-
came apparent that another trigger for franchisee response switches was in the re-
sponses of the franchisor. For example, there was one franchisee with several
stores who decided to exit immediately after the introduction of SCT2. However,
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for the franchisor he was an important wholesale customer and franchisee who
was very profitable (high OC profitability). Moreover, the franchisor would loose
several locations if this franchisee exited. Therefore, the franchisor tried to keep
this large franchisee by means of threatening with a lawsuit (aggressive voice).
Because the franchisee did not want a lawsuit, he adopted considerate voice, and,
eventually, the franchise partners came to an agreement and the franchisee stayed
in the system.

4.2.2 Understanding Franchisor Responses

The franchisor’s responses were more ‘stable’ than the franchisee responses; man-
agement adopted mostly passive responses during both SCTs. Only toward some
franchisees the franchisor adopted considerate voice because it believed these
franchisees could help in creating support among the large group of franchisees
for adopting the proposed changes.

For both SCTs, for the franchisor it was a necessary condition that franchisees
could fulfil their financial obligations to the franchisor (OC capability). In other
words, OC capability was always a determining variable for the franchisor. Addi-
tionally, in deciding how to respond to franchisees, management had to deal with
a certain tension, especially toward franchisees who did not want to adopt the ob-
ligations. Managementl wanted a certain degree of hardness and therefore it con-
sidered SC hardness as important. However, some franchisees did not want the in-
creasing hardness and did not want to adopt obligations. This would result in a
low SC hardness with this franchisee from the franchisor’s perspective. However,
franchisees were a very important source of income for the franchisor because of
the payments of royalties and because they were (at least supposed to be) whole-
sale customers of the franchisor. In other words, individual franchise relationships
had a certain degree of profitability for the franchisor (OC profitability) and the
franchisor rather did not want to loose franchisees with a high profitability. Addi-
tionally, with the loss of a franchisee, the franchisor would also loose the store’s
location, which it took into account in adopting a response.

For management?2 the tension between imposing and enforcing obligations and
the risk of loosing profitable franchisees became even bigger, because it now
really wanted to enforce obligations. The higher the desired degree of hardness
and profitability of the franchisee for the franchisor, the larger the tension; espe-
cially when a very profitable franchisee did not want to adopt certain obligations.

5 Conclusions and Discussion

First of all, an important conclusion from this paper is that franchise relationships
are more dynamic than so far assumed in most franchising literature. This supports
Clarkin and Rosa’s (2005) conclusion that there are complex and dynamic patterns
of relationships between franchisors and franchisees. More in-depth research is re-
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quired that views franchise relationships as dynamic. Such approaches also involve
requirements with respect to the methodology. According to Langley (1999), re-
search on dynamic phenomena has been approached in two ways. Some researchers
have used coarse-grained research approaches in order to test a-priori formulated
theories, while others have used fine-grained qualitative research approaches in an
attempt to build theory. The current franchising literature is often based on coarse-
grained approaches (Elango and Fried 1997). A relevant suggestion for further fran-
chising research is to conduct in-depth longitudinal studies in which the responses of
partners toward each other are traced over a longer period of time.

The DA case has shown that when the franchisor tried to increase the hardness
of the system the franchise relationships became more complex because a higher
hardness resulted in a higher dependence between the partners and therefore more
determining variables. The case study also shows that a difference should be made
between the desired hardness by the franchisor and the acfual hardness of the sys-
tem. Several franchisees adopted destructive responses in a reaction to the intro-
duction of the obligations, such as not adopting obligations or negotiating about
them and exiting the franchise system. The franchisor did not really dare to en-
force obligations because it was afraid of loosing these franchisees. Future fran-
chising research should deal with such issues of negotiation and tensions in fran-
chise relationships because this may have an important influence on the realization
of strategic objectives and the performance of the franchise system (cf. Tuunanen
and Hyrsky 2001; Clarkin and Rosa 2005).

Additionally, issues of trust and fair dealing and the organization of franchisee
strategic participation became more important in the eyes of franchisees when the
franchise system actually got harder. Especially, the issue of trust and fair dealing
requires some extra attention in the franchising literature because current literature
has hardly paid any attention to it, while a lack of it may lead to destructive re-
sponses by franchisees. Croonen (2006) distinguishes several forms of trust within
franchise systems and discusses several instruments that the franchisor can use to
increase the franchisee trust in the franchisor and its system.

Another important conclusion from this paper is that responses in relationships
are more heterogeneous than so far suggested in the literature. An important con-
tribution of this paper is the addition of the ‘ambiguous loyalty response’ to the
existing response typology as presented by Hagedoorn et al. (1999). Ambiguous
loyalty is a form of passive response which is more destructive than loyalty, but
less destructive than neglect (see Fig. 3). Franchisees adopting these responses
were in doubt of how to react to certain changes and therefore waited to see what
would happen and how this would affect their relationship with the franchisor. It is
highly likely that ambiguous loyalty also occurs in other forms of human interac-
tion, such as other forms of networks or strategic alliances. One partner’s ambigu-
ous loyalty may be ‘dangerous’ for the other partner because it is not so easy to
detect, and it might lead to unexpected exits by valuable partners.

In the larger study, several variables have been distinguished that have an indi-
rect or moderating influence on the relationships between the independent vari-
ables and the responses (‘background variables’). As section 4.2.1 pointed out, the
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franchisee’s location and its competitive circumstances largely influenced how a
franchisee perceived the relationship with the franchisor, and therefore this influ-
enced his responses. Croonen (2006) distinguishes a total of four categories of
background variables from the franchisee’s perspective: store characteristics (e.g.
the location/competitive circumstances, store performance), franchisee character-
istics (e.g. psychological characteristics of franchisee, age, history of the franchi-
see), franchisor characteristics (e.g. management style), and characteristics of the
franchise system (e.g. degree of company owned units, history of the franchise
system). The franchisees in the DA system differed with respect to their back-
ground variables, and this explains differences in their determining variables, their
perceptions of these variables and, as a result, their responses toward the franchi-
sor. In the entrepreneurship literature, it is increasingly recognized that entrepre-
neurs/small business owners form a heterogeneous group. However, in the fran-
chising literature this is not (yet) apparent; there are only a few studies that
distinguish different types of franchisees in general and within franchise systems
(cf. Dant and Gundlach 1998).

One final comment that has to be made is that the DA system is a specific case
because of its cooperative structure: the DA druggists were also the owners of the
franchisor’s organization. This especially influenced the franchisee perceptions of
SC strategic participation. Due to the cooperative structure, DA franchisees con-
sidered a high degree of organization of franchisee strategic participation as im-
portant, and since this was generally low this often resulted in destructive franchi-
see responses. In the other case studies (except STIP because this was from the
same organization), the organization of strategic participation was considered as
less important. ETOS had a large number of company-owned units with which the
franchisor could convince the franchisees that it would take franchisee interests
into account when it increased obligations. At UED franchisees considered a high
degree of franchisee strategic participation as not necessary because their system
was still relatively soft and they still had much room in running their businesses.
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Administrative and Social Factors
in the Governance Structure of European
R&D Networks

Nieves Arranz and J. Carlos Fdez. de Arroyabe’

Abstract. This paper analyses governance structures used to organize partnerships
in R&D networks emphasizing the degree of administrative and social factors they
embody. Data was obtained from European R&D networks created through
Framework Programmes, which include a great number of universities, non-profit
institutions and firms. We argue that governance structures are related to the ap-
plicability of the technology developed in the network. Findings show that two
kinds of networks exist in which administrative structures as well as the openness
and cohesion of the R&D network have different relevance in governance struc-
tures. This study not only provides a theoretical model to analyse governance
structures of these networks, but is also useful both for improving the management
of networks and for fostering collaboration at an international level.

Keywords. R&D networks, governance, administrative and social factors

1 Introduction

The number of R&D alliances has increased substantially during the last decades,
in companies as well as public administrations (Hagedoorn et al 2000). R&D net-
works are considered contractual structures used to organize partnerships in R&D
development (Powell and Smith-Doerr 1994; Ring and Van de Ven 1992 and
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1994). Ring and Van de Ven (1992) and Teece (1992) state that R&D networks
are a form of business organization, although there is great dispersion on how to
approach the different governance structures of R&D networks.

With the aim to contribute to the theoretical and empirical literature on R&D
networks, we will approach the analysis of governance structures in networks from
two points of view. Firstly the more classic view, from a transaction cost approach
which states that different governance modes can vary from more structured forms -
near to the enterprise- and less structured forms -near to the market- (Williamson
2002). The objective of this approach is to minimize transaction costs. Secondly,
from the social capital approach which considers networks as a social form of inter-
relation (Gulati 1998; Gulati et al. 2000). From this viewpoint, governance modes
range from highly cohesive and closed networks to opened and sparse networks. The
variability of these modes is a function of the exploitation or exploration degree of
information. Additionally, in the literature (Brockhoff 1992; Sakakibara 1995, 1997,
Trott 1998; Savioz and Sannemann 1999), activities and objectives of R&D net-
works are measured by means of applicability which has the attributes of immediacy
and acceptability: immediacy in its utilisation and acceptability in the market. Thus,
the networks undertake different activities, ranging from generic activities centered
on basic research to applied activities centered on product development (Teece
1992; Kotabe and Swan 1995; Hagedoorn et al. 2000).

This study sets out to provide the theoretical basis and empirical evidence to ana-
lyse the governance structures in R&D networks. With this aim, we have revisited
the main theoretical and empirical studies on this subject, selecting those factors
with the greatest significance in the literature concerned. Hence, a series of key fac-
tors relevant to the governance structures have been identified and clustered into two
categories: those derived from the transaction cost theory and those derived from
considering the R&D networks social structures of ties embedded in the environ-
ment. The first category includes structural mechanisms —planning criteria, solving
problems and the organisation of activities between partners— and safeguards
mechanisms —such as the selection of a partner, the definition of responsibilities or
the monitoring and control in the R&D network— (Geringer and Herbert 1989; Gu-
lati and Singh 1998; Fdez. de Arroyabe and Arranz 2000; Artz and Brusch 2000).
The second category specifies the degree of cohesion and the degree of openness of
the network, which are related to the management of information in the network and
the technological results obtained (Robertson and Gatignon 1998; Gulati 1998;
Rowley et al. 2000). Furthermore, we are interested in the effect that the two groups
of factors may have on the technological results of R&D networks. Therefore, taking
the relationships between partners in a R&D network as a unit of analysis, we will
offer findings for different kinds of networks.

Once analysed, the approaches on governance structures will be looked at in the
next section, we will formulate the hypotheses for further contrast in section three.
In section four, the sample employed will be described, together with the measures
used for each variable involved. Finally, the main results will be presented and
conclusions formulated. Future lines of research will be indicated.
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2 Background on Governance Structures in
R&D Networks

Gulati (1998) defines governance structures as the formal contractual structures
used to organize partnerships in strategic alliances. Williamson (2002) for his
part, points out that the objective of governance structures is to infuse order in a
relation where potential conflict can arise, and where opportunities to make
common gains exist. Williamson (1991) also illustrates that the mode of govern-
ance depends on the incentive intensity, the administrative controls and the legal
rules regime.

R&D alliances as voluntary arrangements between two or more firms, as
pointed out by Gulati (1998), require a suitable governance structure; it has the ob-
jectives of solving conflicts (Lorange and Roos 1992; Mohr and Spekman 1994),
coordinating common tasks (Geringer 1988, 1991) and distributing results (Ring
and Van de Ven 1994). In sum, the objective is to increase the probability of suc-
cess of the alliance (Killing 1983; Harrigan 1986; Doz 1988; Ring and Van de
Ven 1992, 1994; Saxton 1997; Gulati 1995, 1998).

Governance structures in R&D networks have their own singularities, amply
reflected in the literature. Baker (1990) considers that networks are character-
ized by high degrees of flexibility in their structure, decentralized planning and
control, and lateral links instead of vertical links. Other authors remarked that
technological networks are founded on a simple consensus-based structure
(Fdez. de Arroyabe and Arranz 2000; Gulati et al 2000; Williamson 2002).
Thus, the network promoter, whose capacity of decision taking and supervision
is limited, generally takes on coordination, which is subject to the consensus of
partners (Nooteboom et al 1997; Gulati 1998). There is not a marked hierarchi-
cal structure, and lateral links serve as the main mechanism for coordination be-
tween partners (Gulati 1995).

Another characteristic that influences governance structures is the dilemma
between conflict and cooperation (Gulati 1998; Williamson 2002) which arises
in networks because they are made up of firms and organizations which have
their own objectives, which do not always coincide with the objectives of the
network. This circumstance can generate discrepancies among partners (Killing
1983; Gomes-Casseres 1987). Marschak (1974) has described this situation
based on the concordance of objectives using three levels: team, foundation and
coalition, that is, ranging from unanimity among partners to discrepancy. This
feature of networks makes the inclusion of certain safeguard mechanisms neces-
sary in governance structures with the objective of mitigating situations of po-
tential conflicts (Gulati 1998). Some authors differentiate between ex-ante and
ex-post safeguards mechanisms (Contractor and Lorange 1988; Hill 1990;
Balakrishnan and Koza 1993). In the first one we can include the very process
of selecting a partner (using criteria such a trust and commitment, previous ex-
periences, and so on) and professional skills. Other ex-ante mechanisms appear
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in the contractual definition of responsibilities among partners in terms of con-
tributions and distribution of benefits. As for the ex-post mechanisms, these are
based on control systems of the activities and on the objectives that each partner
must achieve. A variety of control mechanisms exists that range from regular
reporting to the meetings among partners.

In spite of these common characteristics of technological alliances, we find a
great variety of forms in the governance structure of alliances, as indicated by
Powell (1987, 1990). This has generated a line of investigation in which the key
explanatory variable is the choice among alternative modes of governance (Wil-
liamson 2002) He considers the alliance as a contractual form between the mar-
ket and the firm. In a heuristic way, he states that the choice of a governance
structure shifts from the market to the firm. This can be interpreted as the move
from simple to complex. Explain similarly, Imai and Itami (1984) consider alli-
ances as hybrid forms of organisation between the market and the firm. For
these authors the structure of alliances varies from those forms closer to the
market (in which the interaction between agents and the existence of common
objectives are infrequent) to those closer to the firm (in which case there is
greater the interaction and concordance of objectives). In general, in the trans-
action costs approach the explanatory variables for governance structures are
specificity and appropriability (Robertson and Gatignon 1998). Here, the objec-
tives of governance structures are minimising transaction costs and opportunistic
behaviour, turning them into structural mechanisms and appropriation costs.
From this point of view the more the specificity of an alliance, the more struc-
tured form of governance and the greater the appropriation of technology the
greater the safeguard mechanisms.

Nevertheless, the exclusive use of transaction cost approach is considered in-
sufficient to explain the governance form of alliances. Numerous studies (Powell
1990; Ring and Van de Ven 1994; Gulati 1995) show the need to introduce other
variables to explain the governance form of alliances. Thus, the degree of interac-
tion between partners, the degree of external openness and the cohesion of the
network are variables that intervene in the definition of governance forms. Trans-
action costs has therefore been enriched by other approaches (see Powell 1990;
Zajac and Olsen 1993). Furthermore, Gulati (1998) shows the importance of social
structures resulting from prior interaction between partners. He suggests that firms
select contractual forms for alliances not only based on the activities they include
and the related appropriation concerns they anticipate at the outset, but also on the
basis of the existence of the social network of prior alliances in which partners
may be embedded (Gulati 1995). Thus, the development of joint R&D projects in
a network implies the execution of activities that will create interactions and con-
tacts in the dynamic process of the accomplishment of objectives. Powell (1990)
suggests that R&D networks are social networks with a series of interrelated nodes
(that comprise institutions and individuals), which permit networks to be defined
in terms of structures of ties. These networks of contacts between actors can be an
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important information source for participants, and therefore, the ties (or the rela-
tions between agents) and the information in the network acquires a great impor-
tance in the definition of governance structures. The strength or weakness of ties
will be based on a combination of length of time of the tie itself, emotional inten-
sity, intimacy or mutual confidence, and reciprocal services between the partners
of network (Granovetter 1973).

Many authors have justified the ties between partners as a mechanism of gov-
ernance structures since strong ties develop a shared understanding of the utility of
certain behaviours as a result of discussing opinions in highly socialized relations,
which in turn influence their actions (Gulati 1998; Rowley et al. 2000). In addi-
tion, these strong ties increase the mutual gains, the reciprocity and the long-term
perspectives through a history of interactions (Powell 1990; Larson 1992). There-
fore, strong ties serve as a part of the social control mechanisms that govern part-
nership behaviour. According to Granovetter (1973), an actor’s collection of weak
ties is more likely to be a sparse governance structure reaching divergent regions
of the surrounding networks. Networks in the weak tie class require less coordina-
tion of activities across partners and therefore less interaction in terms of fre-
quency and depth.

Completing this theoretical approach, Hagedoorn et al. (2000) indicate that
technological projects must have external links in order to search for information
and knowledge. In this sense, numerous studies emphasise the importance of ex-
ternal sources of knowledge for new product development (Nonaka and Takeuchi
1995; Peters and Becker 1998; Teece 1998). Therefore, we can consider R&D
networks as organizational units, which have the objective of developing techno-
logical processes via outside interactions. The last argument allows us to define
R&D networks as social structures of ties (Granovetter 1985), embedded in the
environment looking for information on the market (Powell and Smith-Doerr
1994) or technology knowledge (Nonaka and Takeuchi 1995). The variety of gov-
ernance forms from this approach is illustrated by Dyer and Nobeoka (2000).
These authors show two distinct activities through the case of Toyota's suppliers
pointing out that two kinds of networks exist depending on the processing of tech-
nological knowledge. The first one network serves to explore information with a
great number of partners, and is characterized by low cohesion and weak ties be-
tween partners. Its objective is to obtain technology information. Granovetter
(1973), in this sense, argues that weak ties are conduits across which an actor can
access novel information. On the contrary, the second one constitutes a highly co-
hesive network with strong ties and a small number of partners and which has the
objective of exploiting information in order to, for example, obtain an innovative
product. Rowley et al. (2000), indicates that strong ties are the appropriate channel
to transfer tacit knowledge. Hence, from this approach, we can consider that the
networks will vary from the very integrated with strong ties and whose fundamen-
tal goal will be to exploit information, to networks which are sparse and open with
weak ties, and whose aim is to explore information.
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3 Hypotheses

To analyse the variability of governance structures in R&D networks we will ana-
lyse two factors: the kind of activity developed and the technological objectives of
network. The field of technology management classifies technological activities in
function of their applicability (Brockhoff 1992; Sakakibara 1995, 1997; Trott
1998; Savioz and Sannemann 1999). Technological activities can be classified as
ranging from generic activities with low applicability (such as basic research) to
those that generate products with immediate application, such as technology trans-
fer or product development. Applicability refers to the immediacy or quickness in
use or acceptance by the market of a technology. Dosi (1988) points out that basic
research involves high levels of uncertainty in terms of expected results and time.
We classify basic research therefore as an activity with low applicability.

From this perspective the concept of applicability can be related to the transac-
tion costs view. Thus Brockhoff (1992) links applicability with appropriability.
He explains that the more general and less applied the research is, the greater the
degree of uncertainty will be, the retrieval period of investment, and the difficulty
of appropriation of the results. Hence, greater applicability corresponds to greater
appropriability and therefore to an increased risk of opportunistic behaviour and
the need to create safeguards mechanisms. This argument leads to the following
hypothesis:

Hypothesis 1: The greater the applicability of the technology managed in R&D
networks, the greater the importance of safeguard mechanisms for its governance.

A second question to deal with is how to relate applicability with specificity of
technology. Asset specificity is a major aspect of transaction cost theory. Techno-
logical development in a network involves partners signing a contract, which re-
quires specific investments to transact, generating a relationship of mutual de-
pendence (Robertson and Gatignon 1998). These technological specific assets
involve investments in human and physical capital that cannot be redeployed
without losing productive value. A product or technological activity with high ap-
plicability has a more restricted alternative use and can be considered a very spe-
cific product in its application. In the logic of transaction cost theory, greater
specificity of assets involves contractual or organizational forms which are very
structured and nearer to firm. Therefore, the greater applicability of technological
activities developed in the network the more highly structured form of govern-
ance. Thus, we can propose:

Hypothesis 2: The greater the applicability of technology managed in R&D net-
works, the greater the importance of structural mechanisms for its governance.
Conversely, we have seen that networks can be analyzed from a social perspec-
tive as social networks. The generation of technological knowledge requires the
development of activities of exploration and exploitation that, in many cases, can
take place simultaneously (March 1991). This author also points out that explora-
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tion entails essentially the experimentation of new possibilities and alternatives
and, in the same sense, Rowley et al. (2000) indicate that experimentation might
lead to future innovations and increased profit. Exploitation, as March shows, is
the refinement and extension of technological competencies to develop current
competitive advantages. As we have indicated, applicability means immediacy in
the application of a technology, therefore, we can point out that the higher the ap-
plicability of a technology the greater its degree of exploitation. Furthermore, we
have seen that the activities of exploitation are developed in highly cohesive net-
works and, therefore, we can say that networks which develop activities with a
high degree of applicability, will be networks based on strong ties among the part-
ners. Hence, we can propose:

Hypothesis 3: The greater the applicability of technology managed in R&D net-
work, the greater the importance of cohesion for its governance.

Similarity, we can relate applicability with the exploration activities. As we
have pointed out, a characteristic of technological exploration activities is the mi-
nor degree of applicability (March 1991; Rowley et al 2000). These activities are
developed through sparse networks, with weak ties among the partners. Conse-
quently, we can say that technological activities of lower applicability are devel-
oped in networks with low cohesion and weak ties among partners and will have
numerous external contacts to seek information. Hence, we can propose the fol-
lowing hypothesis:

Hypothesis 4: The lower the applicability of the technology managed in R&D
network, the greater the importance the degree of openness for its governance.

4 Methodology

4.1 Sample

Having identified the initial conditions and variables, we use data collected from a
large sample of joint projects developed into R&D networks to further explore
their forms of governance structure. The data were collected in 1999 on joint pro-
jects developed under the III-IV R&D Framework Programme the European
Community, between the years 1990 and 1998. A sample of 202 institutions was
selected for a mail survey. The horizontal character of Science and Technology
Policy goals has forced us to consider a large number of projects among the dif-
ferent activities marked in the III and IV Framework Programmes (information
technologies, telematics, industrial and material technologies, environment and
climate, socio-economic research, agriculture and fisheries, and so on).

During this period, a great number of industrial liaison organisations (ILOs)
from different sources (universities, non profit institutions, corporate groups, con-
sortiums of institutions, and so on) have participated with high frequency (nearly
90 percent of response rate) in R&D projects.
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The distribution of replies by country includes 16 from the EU and EFTA (see
Table 1). The basic results of the networks typology show that the most frequent
type of partners are universities, industrial partners and research institutes, fol-
lowed by consultants. The most frequent number of partners ranges from 5 to 7,
followed by 3 to 4 and, with a lower frequency, joint projects made up of 8 to 10
partners. In relation to the number of countries that participate in joint projects, the
most frequent is 4 to 6.

Table 1. Distribution of replies by country

EU and EFTA Country (%)
Austria 2
Belgium 2
Denmark 2
Finland 3
France 15
Germany 13
Greece 3
Ireland 3
Italy 11
Netherlands

Norway 2
Portugal

Spain 15
Sweden 3
Switzerland 1
UK. 15

We pre-tested the survey instrument with a small group of ILO from different
countries before sending out the final version. The final questionnaire was then
sent to the whole set. The response rate to our questionnaire was 93.5 percent (189
valid surveys).

4.2 Measurement

We have used empirical precedents to develop these measures; we relied on extent
literature and fieldwork to select individual items for our scales. Table 2 provides
a synthesis of items used to measure each construct from a review of joint research
projects, which analyse these issues.

Multi-item scales were used to collect data on most of the variables. Simplicity
in scoring was sought by using a balanced 5-point Likert-type scale. Basically,
each respondent was asked to indicate the extent to which he/she agreed with the
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given statement or frequency, thus, 1 is strongly disagrees or low frequency and 5
is strongly agrees or high frequency. We pre-tested the survey with a small group
of managers from different ILO’s before sending out the final version. This helped
us modify the suitability of the language used and reject items that were difficult
to understand, or in order to avoid repetition.

In relation to independent variables, the first group refers to the structural
mechanisms governing R&D networks and is explained from a transaction cost
perspective. The first variable is the degree of structure depending upon the simi-
larity of the network structural elements to the market or the firm. The mecha-
nisms used are derived from the need to plan, decide and organize the activities to
be developed (see Geringer 1991; Lorange and Roos 1991 or Bleeke and Ernst
1991). In relation to the planning and organization of network, diverse criteria are
cited in the literature (Ouchi and Bolton 1988; Mytelka 1991; Fdez.de Arroyabe
and Arranz 2002). The first is linked to the balance among partners, and in Euro-
pean transnational projects also includes the country factor, which seeks certain
balance in the distribution of tasks. The second criterion considers the scientific
and technological specialization of the partners. The last one refers to the special
requirements of the project, mainly in sponsored projects. Regarding decision-
making, the specific literature shows that two centres of decision making exist: the
coordinator of network and the consensus between partners. The second group of
independent variables is related to safeguard mechanisms, which govern R&D
networks in order to avoid opportunistic behaviour (Ouchi and Bolton 1988; Tidd
and Trewhella 1997; Williamson 2002). The specific literature on networks asserts
that the selection of a partner, based on previous experiences and confidence serve
as important factors to minimize opportunistic behaviour. Furthermore, the defini-
tion of responsibilities (both in the inputs and the sharing of benefits as well as in
the definition of tasks) and the control mechanisms (reports and meetings among
partners, the role of coordinator and so on) are frequently used as safeguard
mechanisms (Geringen and Hebert 1989; Ring and Van de Ven 1994; Mohr and
Spekman 1994).

As we have indicated in the literature review, the point of view of transaction
cost is not the only factor that can explain the governance forms of networks. We
will introduce a set of variables, following the approach from social capital, to
help us understand the form of governance chosen in the network. From this ap-
proach, the variables used refer to the degree of cohesion in the interaction among
partners and to the degree of openness of the network. As Rowley et al. (2000) in-
dicate, to measure the degree of cohesion of a network, the intensity and density of
contacts among the partners must be born in mind. Contractor and Lorange (1988)
point out that the greater the intensity and density of contacts the greater the cohe-
sion of the network. The degree of openness is determined by the frequency and
the diversity of external contacts of the network. Thus, the greater the frequency
and the diversity of contacts the more open the network is to the exterior. Follow-
ing Roberts (1984) we can differentiate among external contacts with suppliers,
clients and competitors, institutions, documental sources and so on.
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Table 2. List of items used to measure each theoretical construct

Latent construct

Reference source

A.- Structural Mechanisms
e R&D Planning Criteria

1. Technological and Scientific Knowledge
Equal Distribution to all partners and countries
“Ad hoc” decisions
Requirement of UE institutions

Rt

e Decision making Opinion in solving problems
1. The opinion of the coordinator
2. The opinion of the partners

o Organisation of activities among partners
1. Each partner develops activities independently
2. Teams to develop activities

B -Safeguards Mechanisms
o Selection of partner
1. Previous experiences
2. Scientific and technological qualification
3. Requirements of EU programmes
4. Other

o Definition of responsibilities
1. Contribution of each partner
2. Allocate profits
3. Define tasks

e Monitoring and control of R&D network
1. Partner reports
2. Informal communication
3. Meeting with partners
4.  The project coordinator

C.-Cohesion Degree
1. Density of contacts
2. Intensity of contacts

Ouchi and Bolton 1988

Geringer 1991

Lorange and Roos 1991

Bleeke and Ernst 1991

Mytelka 1991

Fdez. de Arroyabe and Arranz 2002

Ouchi and Bolton 1988
Geringen and Hebert 1989
Ring and Van de Ven 1994
Mohr and Spekman 1994
Tidd and Trewhella 1997
Williamson 2002

Granovetter 1985

March 1991

Powell and Smith-Doerr 1994
Dyer and Nobeoka 2000
Rowley et al. (2000)

D.- Openness Degree

Frequency of contacts
Customer

Supplier

Competitors

Research centres
Universities

Companies

Trade fairs

9. Conferences and workshops
10. Technical and scientific literature
1. Results of public programme
12. Legislation and standards

13. Professional organization

PNAN R LN =

Roberts 1984

Nonaka and Takeuchi 1995
Peters and Becker 1998
Teece 1998

Hagedoorn et al. 2000
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The dependent variables attempt to analyse the activities developed in the R&D
network. Brockhoff (1992), Sakakibara (1995, 1997) and Trott (1998) classify
technological activities in function of their applicability: from pre competitive or
generic activities, such as basic research, to very applied activities designed to ob-
tain commercial products —through an innovative process, for example— and de-
veloping activities intended to the transfer of technology. To determine this factor,
we propose two key variables: the first related to the activities developed in the
network and the second related to the kind of objectives pursued.

Table 3. Activities and objectives in function of their applicability

Applicability Activities Objectives
Higher = Product Development = New Products
. Applied Research = Patents
= Pre-commercial = Training
applied research = Resources and research databases
Lower *  Basic Research = Scientific publications
5 Results

In the first stage, we homogenized and simplified the variables with the aim of ob-
taining constructs or factors that represent the governance form of the network. In
the second stage, we will apply the causal model, relating the factors that define the
governance form to the applicability degree of the technology managed in the net-
work. Both refer to the activity developed and to the objectives pursued. Table 4
shows the group of different variables that were obtained through a factor analysis.

To assess reliability we computed Cronbach alphas () for each multiple scale
item and found this to be well above the cut-of value of 0.7 in each case (Nunnally
1978). Table 5 provides the correlation matrix of the key variables (Bagozzi and
Yi 1988). We obtain satisfactory results for validity and reliability of factors.
Thus, we can accept the validity of factors.

Causal Analysis

To examine the relationships among the applicability of technologies developed in
a network and the forms of governance, we constructed an OLS regression model.

The OSL regression model (Table 6 and 7) examines the influence that factors
of governance (structural mechanisms, safeguard mechanisms, cohesion and
openness degree) have both on technological activities and on the objectives of
projects.
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Table 4. Descriptive statistics of governance forms

Description Factorial Reliability

value Analysis  Analysis
Latent construct
Mean Weight a
A.- Structural Mechanisms 0.813
e R&D Planning Criteria
1. Technological and Scientific Knowledge 2.5 756
2. Equal Distribution partners and countries 3.6 .837
3. “Adhoc” decisions 2.1 .644
4. Requirement of UE institutions 3.0 785
e Decision making Opinion in solving problems
1. The opinion of the coordinator 3.7 811
2.  The opinion of the partners 4.1 .823
o Organisation of activities among partners
1. Each partner independently 3.4 530
2. Teams to develop activities 25 372
B -Safeguards Mechanisms 0.732
e Selection of partner
1. Previous experiences 4.0 794
2. Scientific and technological qualification 33 422
3. Requirements of EU programmes 3.7 617
o Definition of responsibilities
1. Contribution of each partner 39 811
2. Allocate profits 3.8 .809
3. Define tasks 33 .790
e Monitoring and control of R&D network
1. Partner reports 2.7 450
2. Informal communication 33 547
3. Meeting with partners 4.1 765
4. The project coordinator 3.2 201
C.-Cohesion Degree 0.741
1. Density of contacts 3.2 798
2. Intensity of contacts 43 -840
D.- Openness Degree 0.680
1. Frequency of contacts 2.0 .673
2. Customer 22 ATT
3. Supplier 3.5 545
4. Competitors 1.6 273
5. Research centres 27 331
. .. 2.9 460
6. Universities 28 495
7. Companies 29 584
8. Trade fairs 13 380
9. Conferences and workshops 2.0 510
10. Technical and scientific literature 1.8 335
11. Results of public programme 1.4 297
12. Legislation and standards 12 253

13. Professional organization
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Table 5. Correlation matrix between factors

Structure Safeguard Cohesion Openness
Structure 1.000 0.189 0.197 0.053
Safeguard 1.000 0.064 0.017
Cohesion 1.000 0.058
Openness 1.000
Table 6. Technological activities of the network (OLS regression model)
. Beta coefficient
Variable
Basic Research Pre-commercial  Applied Research  Product dvelop.

(Constant) .056 -.042 112 .099
Structure -.034 .053 374 510
Safeguard -116 -.048 271 358
Cohesion .003 .022 311 490
Openness 435 489 .032 .045

R? (adjusted) 415 510 .691 .580

Table 7. Objectives of network (OLS regression model)
. Beta coefficient
Variable
Basic Research Pre-commercial  Applied Research  Product dvelop.

(Constant) .024 -.005 .198 -.013
Structure 332 107 523 -.053
Safeguard 210 .065 302 -242
Cohesion 454 .078 .609 .097
Openness .087 173 .076 .007

R? (adjusted) .506 .652 .540 243

6 Discussion

The results corroborate that the structural factor has a large impact on product de-
velopment (.510) and applied research (.374) in the R&D network. Furthermore,
the structural factor is significant when the objective of the network is the devel-
opment of new products (.523). Regarding the evolution of the safeguard mecha-
nism factor, we must point out that the structural factor has greater weight in the
case of applied research (.271) as well as in product development (.358). As re-
gards the objectives of the network, these mechanisms gain relevance if the goal is
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to develop new products (.302) and in the case of obtaining patents (.210). In our
model, the cohesion and openness factors have been introduced in order to analyse
both the density and intensity of contacts, the frequency and the kind of external
contacts. Hence, it can be affirmed that openness factors are more important in the
case of basic research (.435) and pre-commercial applied research (.489) as well
as when the objectives are training (.173) and scientific publications (.133). The
cohesion factor is more important in technological activities directed to product
development (.490) and applied research (.311) as well as when the objectives are
to achieve new products (.609) and patents (.454).

All these results have allowed us to contrast the hypotheses stated in this study
and to confirm them positively. The first hypothesis or link between applicability
and safeguard mechanisms is confirmed as much in the kind of activities as in the
objectives of the network. Applied research and product development are activi-
ties with high a high degree of applicability. Their evolvement through R&D net-
works can lead to opportunistic behaviours of the agents. From the viewpoint of
objectives, safeguard mechanisms are established because new products and pat-
ents have immediate applicability. In the case of activities with low applicability
—such as basic research or pre-commercial applied research— and in the case of
objectives related with the diffusion of knowledge —such as training, scientific
publications and research databases— no direct relationship has been found.

Moreover, the structural factor is significant again both in the case of activities
with high applicability (product development and applied research) and in the case
in which the objectives of the network can be implemented immediately, such as
new products or patents. Therefore, regarding hypothesis 2, results allow us to ac-
cept the relationship between the applicability of technology and the degree of
structural mechanisms in the network. If focusing on the activities with low appli-
cability —such as basic research— and on less applied objectives -such as generat-
ing scientific publications or resources and data base- the structure mechanisms do
not seem to be important. These findings are consistent with transaction cost the-
ory in which greater applicability tends to create contractual structures (William-
son 2002), designed to manage the technology in the network. On the contrary,
when the applicability of technology is lesser the structure is less important.

Our findings show that in the case of technological activities developed in the
network, the cohesion factor is very important regarding pre-commercial applied
research, applied research and when the activity undertaken is product develop-
ment. Likewise, we can observe that cohesion has minor importance in the case of
basic research. On the other hand, when analyse the network objectives, we found
that cohesion inside the network is important when the purpose is to develop new
products or to obtain patents or licenses. Therefore, the cohesion factor is impor-
tant in more applied activities and objectives, in which exploiting information is a
key question. Hence, we can confirm hypothesis 3 that applicability has a positive
influence on the cohesion of a network.

External openness factors are important when the activities developed in the
network refer to basic research. As for the objectives of network, external sources
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are shown to be more relevant both in scientific publications and research data-
bases and in the case of training. Therefore, network openness has great impor-
tance when applicability is lesser, that is, when the aim of R&D network is to
spread knowledge or is designed to gather information. Hence, as regards hy-
pothesis 4, we find a relationship between the degree of applicability and the de-
gree of openness of the network.

Our results confirm that the applicability of technology has an influence both
on administrative structures as well as on the openness and cohesion of R&D net-
works. We show that two kinds of networks exist. The first category of networks
which have the objective of developing more applied activities or, as March
(1991) points out, carrying out exploitation activities which lead to a competitive
improvement of products or services. In this first category, governance form is
based on a higher cohesion characterized by high density and intensity of contacts
among the partners of network and a structural framework designed to execute its
activity. Thus, this first category uses mechanisms of planning and organization in
its governance form and the decision-making is carried out by the consensus be-
tween the coordinator and the partners. Furthermore, this type of network adopts a
series of safeguard mechanisms mainly based on the selection of partners, the
definition of responsibilities, monitoring and control mechanisms. In addition, the
opening degree and external contacts are minimal.

The second category are networks designed to develop lesser-applied activities,
or in March’s terminology, to perform exploration activities. Their governance
form is characterized by the low importance of administrative factors and safe-
guard mechanisms and the primary goal is capturing information (March 1991;
Rowley et al. 2000). To undertake these activities of exploration, external contacts
and a higher openness degree are important, while the cohesion factor —in terms of
density and intensity of contacts— has low significance.

7 Conclusions

Given the limited number of studies that provide empirical evidence regarding
governance structures in R&D networks, the purpose of this paper is to add this
body of literature. We characterize the forms of governance in terms of the appli-
cability of the technology managed in the networks. To do so, a set of factors were
selected and grouped into two categories. Structural or administrative factors se-
lected, basic for the analysis of governance forms, have been planning criteria, de-
cision-making and organization of activities. The social factors chosen were cohe-
sion and openness degree of network. Next, they were tested in a sample of
European R&D networks where firms and research organizations were involved
during the period 1990 — 1999. In summary, this study contributes to the under-
standing of governance structures in R&D networks.

Unlike previous studies, where research has been limited to the analysis of gov-
ernance structures from a single approach, our study analyses the forms of govern-
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ance from the two main approaches that explain the dynamics and implications of
network management. The results lead us to observe that the applicability of R&D
developed in the network is the factor that determines its governance form. These
results constitute an empirical contribution to the study of the management of R&D
networks. Moreover, we have obtained a series of conclusions and implications that
can be valuable to the academic world and the management of R&D networks. First,
we have elaborated and tested a theoretical model that identifies the determining fac-
tors of governance structures in R&D networks. Factor grouping into two categories
(administrative and social) makes a novel contribution to the study of the govern-
ance of R&D networks as it provides a way to integrate previous studies. In this
sense, we find that our model allows to overcome the heterogeneity of more special-
ized studies. Second, we have collected data from research organizations that oper-
ate in the context of Framework Programs fostered by the European Union. Results
reveal the importance that technological objectives pursued and technological activi-
ties developed have on the performance of the network. We highlighted the am ad-
ministrative aspect and the cohesion and openness degree among partners. These as-
pects give us a more comprehensive and detailed perspective of this kind of
networks and can be considered an original and relevant contribution due to the lack
of precedents and the importance of technological cooperation for the development
of European Science and Technology Policy.

To conclude, this study represents a starting point for future research in order to
widen theoretical and empirical evidence about the performance of R&D net-
works. As a research agenda, we suggest an in-depth analysis of the factors identi-
fied for governance structures, as well as the identification of new factors that
might, in some way, have an influence on governance forms. Furthermore, we be-
lieve that the consideration of particular projects as a unit of analysis might offer
results more specific about each kind of network. In this sense, it would be of in-
terest to analyse governance structures in which partners are featured differently
(firm-firm, customer-supplier, and so on) comparing administrative and social fac-
tors with those applied in sponsored networks. Finally, generalizing the results re-
quires contrasting our findings with other samples of technological international
networks because of the increasing relevance of this kind of cooperation for the
development of countries and with the aim of capturing the richness of network
governance choices.
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Firm and Industrial Organization Frontiers:
An Empirical Model of Inter-firm Network in
the Winter Sports Industry

Rachel Bocquet'

Abstract. This paper explores a model of inter-firm network in the case of the
winter sports industry. It discusses the problem of skiing resort frontiers and the
nature of the inter-firms arrangements to produce the final product i.e. spending
holidays in a mountain resort. Two network archetypes are defined. They ensue
from two approaches in economics: the Transaction Cost Economics and the
French Theory of Conventions. In conclusion, we show that these two networks
are complementary. Thus, skiing resorts can no longer be seen as autonomous or-
ganizations with spatial boundaries. Their frontiers are extended to the contractual
or conventional arrangements which characterize the new winter sports industrial
organization.

Keywords. Inter-firm network, industrial organization, winter sports industry

1 Introduction

The objective of this paper is to build a model of inter-firm network in the case of
the winter sports industry. More precisely, we discuss the problem of skiing resort
frontiers and the nature of the inter-firms arrangements to produce the final product
i.e. spending holidays in a mountain resort in a restructuring context. We try to ex-
plore a certain paradox in economic research applied to the winter sports industry.
On the one hand, the models dedicated to the analysis of industrial structures
consider the skiing resort as a simple “technical or technological” stage of the
global added value chain. Serious well-known criticisms can be addressed to these
models: organizational dynamic between firms is ignored, the vertical dimension
of arrangements is overestimated (De Bandt 1989), and frontiers of industries are
designed with institutional conventions which are not consistent with firms’ core
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activities (Valla 1982). On the other hand, researchers in the field of local devel-
opment discuss the question of the nature of “internal” frontiers of the skiing re-
sort focusing on the exclusive impact of spatial or non economic dimensions (Ral-
let 1993). Skiing resorts are not placed in their strategic environment, which can
impact their final performance.

We attempt to reconcile these two viewpoints showing that relevant frontiers of
skiing resort must be defined in an extended way, not limited to structural determi-
nants or spatial proximities. Thus, we explore a network model to capture the skiing
resort as an organizational form extended to a cluster of independent firms, verti-
cally linked, which contribute to the same final product. Our construction mobilizes
two theoretical conceptions of inter-firm network. The first one is the transaction
costs tradition, which considers the network as a hybrid form without a proper exis-
tence. The second one is the French theory of conventions yielding another vision of
inter-firm network as a collective and non-contractual governance structure. With
these two conceptions, we construct two business network archetypes.

The empirical methodology is qualitative and based on interviews with 10 top
managers of winter sports industry firms (from all levels of the added value chain
of the final product). The first objective is to confront empirically the two busi-
ness network archetypes. A first series of variables captures the nature of net-
works in the winter sports industry. A second series of variables describes the
structure of business networks through five central dimensions (formalization,
density, intensity, centrality and stability). A second objective is to test the com-
plementarity or the substitutability of the identified networks.

In conclusion, the main issue under discussion is the nature of skiing resorts
and business networks frontiers. Can we continue to consider skiing resorts as
autonomous organizations with spatial boundaries or can we extend skiing resorts
frontiers to contractual or conventional dimensions?

2 The Winter Sports Industry: Structure and
Organizational Dynamics

The objective here is to describe the winter sports industry and its evolutions over
the last ten years. It stresses new economic processes like industrial concentration,
networking and power reversals in the added value chains (2.1). It results in the
emergence of a new industrial organization shaped by inter-firm networks. This
puts forward the question of the relevance of the theoretical frameworks in use up
to now (2.2).

2.1 The Two Value Chains of the Winter Sports Industry

The production of the final product (spending holidays in mountain resorts) re-
quires a specific organization to match with two types of consumption. One is
dedicated to the set of skiing equipment (textiles, shoes, skis or other tools, acces-



Firm and Industrial Organization Frontiers 315

sories...). The other concerns the practices in mountain resorts. The winter sports
industry is in fact organized along two value chains. The first focuses on the produc-
tion of sport good outfits. The other produces a system of services that is less or
more capitalistic® to fulfil the needs of the tourist during his stay in the skiing resort.

Figure 1 gives us a global representation of the production of the final product.
We make a distinction between the agents which are outside the mountain resorts
(suppliers and retailers) and the local agents embedded in mountain resorts territo-
ries (including ski lift companies and lodging producers).

These two value chains are undergoing major changes through the impact of
new constraints such as Information Technology (IT) diffusion, the evolution of
consumers’ needs, new competitive pressures, the globalization of markets. “It is

Value chain 2: winter sports practices Value chain 1: Sport good outfits
E Snow producers | Sport goods
= producers
g |
=
7
Heavy equipment Developer | Event producers
suppliers contractors I
£ Ski lift companies Lodging |
5 producers
g |
L
8l
E Tourist accommodations, local private | Sport goods
7 agents and local public institutions I retailers
(including tourist bureau)
E Tour Operators (TO) / Travel agencies/ |
= Global Distribution System (GDS)
3 |
&
1
% Final demand (tourist)
«
E
=
4=
=

Fig.1. The industrial organization of the production of skiing holidays

% It depends on the governance structure of the skiing resorts. Some resorts are owned by
private firms, others by public institutions.
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undeniably true that a comparison can be drawn between this industry and the
food industry ten years ago™ . This shows how the new industrial dynamics make
a break with the previous path. Three main elements can explain such an evolu-
tion. First, it would be pointless to deny the impact of the new production model
based on competencies to face consumer requirements. Second, the uncertainty
and the cognitive complexity of the external environment lead to new patterns of
coordination between firms to guarantee a better reactivity and flexibility. Finally,
the pressure of shareholders compels firms to rationalize and focus on their core
competencies (outsourcing non valuable activities). It results in new firms’ strate-
gies valorising internal capabilities and taking advantage of synergy effects with
external partners in order to create global answers for consumers.

2.1.1 The Value Chain 1: Sport Good Outfits

The intensification of the concentration process is a typical characteristic of this
value chain. Seasonality is a true constraint and reinforces this process. The down-
stream side was the first concerned with this phenomenon in response to market
demands. Consumers become actors. They are more autonomous, more responsi-
ble but also more capricious, looking for a fully dedicated offer. These new re-
quirements are supported by the acceleration of the IT diffusion which guarantees
easily accessible and less anonymous choice solutions’. Retailers take advantage
of this new trend extending their offer to new products and services (packages).
To achieve this, most retailers have engaged long-term relations with external
partners to assume complementary investments or proceeded in fusions and merg-
ers operations. These strategies reduce information asymmetries for consumers.

In response to this concentration process, the upstream producers engaged simi-
lar strategies. They centred upon propriety and designed new firm frontiers. To
take an example: just consider, by way of illustration, the recent mergers of Ros-
signol by Quickquilver or Salomon by Amer. This shows us the firms’ strategic
intent to gain winter markets and internalize core competencies to cope with un-
stable and innovative markets. These operations of external growth also illustrate
the firms’ ambition to set out to conquer a lost monopoly market power.” Reach-
ing a “rank optimum”, relations between producers and retailers seem to be on
equal terms in a context of “coopetition”. But, in reality, there is no evidence to
support this fact. Some producers declare: “they’re holding a gun to my head”®.
They do not have solutions to « negotiate » with powerful retailers. Other produc-
ers disagree with this opinion and declare they have a real autonomy and relations
based on equal terms with retailers. It is not surprising if we consider their ability
to create their own franchise network such as Salomon, Rip’Curl, Oxbow.

According to a top manager of a large sport goods retail company.
For more details about the impact of Internet upon tourism markets, see Longhi (2004).

The sport goods producers suffer from a stiff competition of large retail companies
which develop their own brand.

According to a sport goods producer.
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2.1.2  The Value Chain 2: Winter Sports Practices

The value chain 2 undergoes the same kind of changes with the IT impact and the
evolution of consumption standards. The Tour Operators saw the business oppor-
tunities and have developed on line all inclusive offers. This product innovation
has contributed to the emergence of new partnerships between agents of the value
chain. The most striking examples of cooperation are the ones between Tour Op-
erators and ski lift companies on the one hand, and between Tour Operators and
sport goods retailers on the other hand. Some retailers blame firms for doing this.
For instance, a top manager of the largest French retailing company declares:”Our
major competitor sells 50 euros to Tour Operators instead of 100 euros to the con-
sumer. We prefer to sell 80 euros to the final consumer and stay independent”’. In
his view, the presence of Tour Operators as central agents in the whole system
regulation produces a destructive competition and domination effect.

By opposition, firms agree with the fact they have more action of freedom in
the business to consumer segment (B2C) Indeed, when they can sell directly, the
system is not the same. What is important at that level is to improve the global at-
tractiveness of the skiing resort. Despite the high degree of rivalry between skiing
resorts and the pressure of substitutes, most of the time, the actors play a coopera-
tive game. Some relations of cooperation (more or less formalized) can be con-
cluded to create new productive solutions and valorise the final products. The
partnerships dedicated to the production of events in skiing resorts are good ex-
amples. These relations engage firms embedded in a same territory as well as ex-
ternal firms. Let us consider, for instance, the arrangement between a snow-
grooming machine producer and a famous brand of street and surf wear to organ-
ize “free style” exhibitions in mountain resorts. The long-term contractual ar-
rangement between the world leader of ski outfits and a car maker to create their
own world tour is another example. These formal or tacit agreements can require a
large scope of actors (private firms but also local or professional institutions).
Multilateral relations between firms and institutions are set up to pursue a com-
mon objective. They share a common interest: to improve the image and the repu-
tation of products brands and territories labels.

2.2 Industrial Concentration and New Patterns of Cooperation in
the Winter Sports Industry

From all this, two evolutions characterize the changes in the winter sports indus-
try. The first one is the intensification of the concentration process at all stages of
the global added value chain. The consequence is more competition at each stage®.

" This strategy is possible because the retailer adopted a e-commerce network (via a market
place).

For instance, the brand manager of a famous sport goods producer says that “the market
is very competitive. Barriers to entry, especially technological ones are very low. There
are more and more products on the market. The competitive advantage is only based on
marketing competencies”.
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The second one is the emergence of new patterns of cooperation between the ac-
tors of the two value chains (at different stages) which result in the creation of
new business (e.g. events), products and services (e.g. packages). This reconfigu-
ration means a new industrial organization which contributes to reduce costs and
information asymmetries under reinforced competitive pressure. At the same time,
this industrial organization contributes to improve firms’ competencies and their
ability to innovate. It is clear that the whole industrial dynamic acts on firms and
industrial organization frontiers.

The empirical literature mobilizes two theoretical traditions to describe the pro-
ductive system. On the one hand, the approach in terms of value chain is able to
describe the structure of the production process and sometimes its dynamics when
in the case of well identified activities (as regards accounting). On the other hand,
the approach in terms of local governance focuses on spatial dynamics of the local
system. Even if there is a fundamental difference between these two approaches
because they do not deal with the same object, they ask the same question: What
are the key-success factors of a (local or industrial) tourism system? We can con-
clude that researches dedicated to the local tourism system set the value chain
as “an endogenous mechanism able to produce a self development process” (Mor-
van 1991, 258).

3 The Winter Sports Industry: Between Deterministic
Conditions and Territorial Dynamics

In this section, we examine if the two theoretical traditions mentioned above are
relevant to capture the new industrial organization. The value chain model is in-
teresting because it looks at the industrial organization but fails to convey its dy-
namics (3.1). By opposition, the local governance model is able to describe the in-
ter-firm relations and their evolution but confines the productive system to
territorial proximities (3.2). We show how the concept of network is useful to
have a proper look at the coordination between firms and how networking shapes
the industry (3.3).

3.1 The Winter Sports Industry as Value Chain Model:
Pros and Cons

The value chain model is unable to explain the evolutions just described above.
Theoretically, the value chain is seen as an organizational sequence which, start-
ing from raw materials, adds value through different stages of transformation,
transport, storage, availability to end in the final output. This techno-economic
viewpoint is largely used in empirical studies applied to tourism systems. The in-
dustrial organization is reduced to a simple summation of activities, which results
itself in an aggregation of firms producing the same output. It describes statically
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the way the final market influences the production processes. More precisely, the
structure of the value chain is determined by three key dimensions: the nature of
the market, the nature of the final product and the nature of the technology. In dy-
namics, its evolution is a function of some element or other of these key dimen-
sions which in turn will affect the whole system.

This deterministic vision is largely criticized because it cannot explain the tour-
ism business reality. A first critic deals with the frontiers of the observed system:
“Things are never so simple” (Morvan 1991, 251). Flows can concern different
businesses, a diversity of technologies and know-how. This raises the problem of
the definition of the value chain. In fact, this definition depends on the availability
of data which describes the production system in a public finance. This does not
correspond to the significant activities of firms (Valla 1982). Most often, this ac-
counting definition locks in firms into unrealistic activities and ignores inter-firms
relations outside the initial perimeter. In empirical studies, this definition defies
credibility because it separates the two value chains which should be, on the con-
trary, highly connected. However, this is only one part of the criticism; added to
this the inter-firm relations are only seen vertically and chronologically. Horizon-
tal flows are ignored (De Bandt 1989). Moreover, inter-firm relations are seen as
buying and selling transactions. No attention is given to specific arrangements
which do play an important role in the dynamics of the tourism system. Finally,
the organizational density is ignored. Firms are seen as black boxes, as places of
technical operations whose main objective is to transform input into output. Noth-
ing is said about how it is produced in the added value chain. Actually, these op-
erations need a set of more or less hierarchical organizations. They require spe-
cific procedures and routines, different governance structures such as markets,
institutions, firms and cooperation. They also need an information system to coor-
dinate the whole system and valorise each semi product with market or transfer
prices to produce the final output. The coordination of activities is an essential
question. To tackle this point, we must overcome this deterministic vision which
ignores the organizational dimension of coordination. It is more accurate to adopt
a conception in terms of industrial organization. This suggests that the study of in-
ter-firm relations is more important than the study of micro-economic agents
themselves, interacting in a given market structure. The relations that firms build
together become the main issue.

3.2 The Skiing Resort as a Governance Model: Pros and Cons

After studying the deterministic vision of the value chain model, let us consider
now another meso-economic approach that cannot be neglected here because of its
importance in the field of tourism. We refer to the local governance model stem-
ming from localized industrial system models. In these approaches, the territory is
seen as an actor. The final product is no longer the link between firms; it is the lo-
cal dimension that becomes the nexus of integrated actions. Then, it is important
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to observe the quality of coordination between actors embedded in a same terri-
tory. This representation emphasizes the collective dimension of coordination.

The local governance viewpoint considers the economic system as a spatial
one. Applied to the winter sports industry, it is the mountain resort as the final
sphere of valorisation of the product which is observed. The mountain resort is a
localized system in which private and public agents can interact (Beccatini 1992;
Courlet and Pequeur 1992). According to this conception, the productive organiza-
tion regulates the system. The production requires non-market coordination
mechanisms such as trust, reciprocity, power, social conventions (Storper and
Harisson 1992; Storper and Walker 1989). Hence, this concept of the governance
supposes intermediary modes of regulation between institutional mechanisms and
market rules, which reconciles private and public interests, economic and social
aspects (Benko and Liepietz 1992). The empirical studies look at the skiing resort
as a set of four central dimensions: a place where (1) private and public actors can
interfere, (2) intentions and coordination of embedded actors are central, (3) the
patterns of coordination are complex (ie. vertical as well as horizontal coordina-
tion, formal and informal agreements, cognitive learning process and power), (4) a
place which has a collective identity.

From all this, it follows that the competitive advantage of the localized system
is based on the quality of its embedded coordination. In that sense, it is richer than
the technico-economic approach seen above. First, horizontal inter-firm relations
are explicitly taken into account. Second, we are able to discuss the nature of in-
ter-firm relations as well as their mechanism of regulation. Finally, it tackles the
problem of coordination between public and private actors. Nevertheless, serious
limits originate from the overestimation of the spatial determinants in the whole
economic dynamics. It is the icon of the territory as an actor which is the building
block of a general model of coordination rather than as special kind of network.
Yet, competitive advantage and innovation process do not come only from territo-
rial patterns of coordination. There are other well-known efficient means of coor-
dination such as organizational network, cooperation, trust ...which are not neces-
sarily embedded.

To sum up, the local approach improves the industrial conception because it
considers the value chain through an endogenous mechanism which builds its
competitive advantage. Yet, the spatial proximities are largely overestimated and
we cannot consider the territorial network of actors as an independent organiza-
tion. It is most important not to reduce the industrial reality into an ad hoc repre-
sentation with fixed spatial boundaries.

Although the discussion about these two approaches is still open (see Table 1),
we can accept that both of them do not explain the frontiers between the firms and
their industrial organization. These frontiers are confined to given deterministic
conditions. An alternative may be to develop an industrial organization approach
(Richardson 1972; Ravix 1990). The tourism system can be seen as a set of activi-
ties which need to be coordinated according to different patterns. At each step, the
question of the choice of the coordination arises. The answer is different depending



Firm and Industrial Organization Frontiers 321

on the time, the place, and the stage of production. There are no given structures.
Therefore it is important to have a new theoretical framework to explain inter-
firms coordination modes without pinpointing at first any coordination mecha-
nisms. It is quite certain that the network concept can be the building block of this
alternative paradigm.

Table 1. Value chain model versus local governance model

Value chain model Local governance model
Main issue Product focus Spatial focus
Unit of analysis Transaction Rules

Any kind of mechanism,

Coordination mechanisms Transfer and market prices . .
especially non market mechanism

Industrial organization Confined to the
. & product/market/technology Confined to the territory
frontiers .
constraints
Nature of the industrial Firm aggregation in a given Collective body in a given
organization market structure territory

Organizational dimension of
coordination is limited to
spatial area.

Organizational dimension of

Main limits L
coordination is ignored

3.3 The Inter-firm Network: Towards a New Industrial Organization
Conception?

The concept of network is particularly adapted to the winter sports industry. The
final output is the collective result of complex patterns of market or non market
relations between a large number of actors. These relations are far beyond spa-
tial or accounting representations. The concept of network stresses the impor-
tance of coordination between firms rather than firms themselves. In the theory
of the firm, it suggests “to leave aside the image of the autonomous firm con-
fronted with its environment for the image of a firm connected with its environ-
ment” (Bouvier-Patron 1993, 8). Nevertheless, this move from intra towards in-
ter-organization does not produce a unified framework. Obviously, there is a
sharp split between the transactional approach and the approach in terms of in-
dustrial organization. The transactional cost economics considers these « grey
areas » as a simple continuum between market and hierarchy (Coase 1937,
1987; Williamson 1992). On the opposite, the French theory of conventions sees
in these « grey areas » specific governance structures (Richardson 1972; Simon
1957; Favereau 1989b).

In the theoretical literature, the network concept is a fuzzy and ambiguous
one. On the one hand, the transactional approach extends the coordination phe-



322 Rachel Bocquet

nomenon to internal organization while holding tight the optimization hypothe-
sis. It results in a radical change of the unit of analysis: “the transaction rather
than the firm or the market” (Williamson and Ouchi 1983, 1). This move per-
mits the analysis of intermediate forms of coordination. The inter-firm network
is not a distinctive form compared to market or hierarchy. It is a hybrid ar-
rangement whose main object is efficiency (cost minimization). The main issue
is to give autonomy to the theory of the firm recognizing an alternative to the
firm/market dichotomy.

On the other hand, the industrial organization approach builds up a real theory
of inter-firms relations (Ravix 1990). It overcomes the limits of transactional cost
economics: the hybrid forms becoming specific objects of study where we can
clearly find relations of coopetition. This conception necessitates a hypothesis of
complex rationality: the procedural rationality’ (Simon 1957, 1959) while assert-
ing the reference to internal coordination.

These two concepts of network highlight a wide gap on epistemological, meth-
odological and theoretical grounds. We aim here to confront these two concep-
tions with the winter sports industry in order to describe the real nature of coordi-
nation and the structure of business networks. In this way, we evaluate the
significance of the two theories (a priori rivals) within a unified framework.
Therefore, we consider the network as “a plain tool able to analyze the emergence
and the dynamics of basic institutional forms in the economy, from partnerships
more or less explicit to market structures” (Cohendet et al. 2003, 17).

4 The Inter-firm Network Model: Between Transactions
and Conventions

We will conduct a theoretical survey on Transaction Cost Economics (4.1) and the
French Theory of Conventions (4.2) to answer the following question: “what is the
nature of an inter-firm network?” This survey aims to elaborate a grid reference to
capture two archetypes of networks which ensue from these theories (4.3).

4.1 Transaction Cost Economics: The Continuum Thesis

The methodological posture of Transaction Cost Economics is of a strict individu-
alism (e.g. complete rationality and imperfect information). That is why, hybrid
forms are not distinctive objects compared to market or hierarchy. This is the con-
tinuum thesis (Baudry 2004).

Williamson sees the network as a hybrid organizational form consistent with
specific assets. It is an efficient governance structure because it maintains market

’ This concept is the generic one. It has been keenly studied and qualified (e.g., situated
rationality, interpretative rationality).
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incentives while bureaucratic distortions are avoided (cost minimization). The in-
ter-firm network is considered as a trade system able to plan or react like an inte-
grated firm whose internal efficacy could be compared to market mechanisms
(Williamson 1985). For the author, the market and the hybrid form are two alter-
native modes of governance. The choice does not depend on the nature of attrib-
utes but on their degree. As a matter of fact, the network is not a proper object.
From the introduction of the hybrid firm, it follows that the initial dichotomy be-
tween firm (labour relation) and market (trade relation) becomes fuzzy. There
would be only contractual arrangements (firm, market and network) in competi-
tion. In this continuum thesis, the concept of network is defined by default: no
market, nor hierarchy. Williamson does recognize that the network is an unstable
form per se and will move towards hierarchy or market according to the level of
transaction specificity.

In this tradition, the network is a strict cooperative game. The players who have
concluded contractual and explicit arrangements are part of the network. These
cooperative contracts are made to constrain the parties to respect the commitment
taken ex ante. Yet, these contracts are still incomplete contracts and they are not
efficient tools to protect against opportunistic behaviour. In the case of significant
specific assets, their internalization can only lessen that kind of risk (propriety of
assets). There appears to be “an overestimation of positive effects ensuing from
propriety and an underestimation of positive effects ensuing from contracts taken
outside the hierarchy” (Baudry 2004, 263).

According to that conception, the network has no organizational density. Each
contract is studied separately. The collective dimension is erased by a series of
contractual arrangements between individual firms endowed with unbounded ra-
tionality. There is no explicit hierarchy between the co-contractors, or any kind of
power. If power can exist in the model, it is confined inside the firm via the pro-
priety of specific assets.

Many researchers have criticized this continuum thesis. They put forward an-
other conception we will name «the integrated organization” (Fréry 1997; Rajan,
Zingales 2001a). In their sense, the inter-firm network must show “an explicit hi-
erarchy along with its supervision apparatus, subordination levels between firms
and a central mode of regulation for strategic orientation” (Fréry 1997, 39). The
basis of integration is no longer the propriety of assets. Fréry states that three
modes of integration give power to a central firm over the other partners of the
network: (1) media integration coming from brand power that ensures partner loy-
alty, (2) logistic integration built on Information Technologies to control partners
remotely, (3) cultural integration based on reciprocity and social conventions to
cement non market relations between partners.

Thus, Fréry shows that firm frontiers are not always designed by propriety
rights. In many situations, other “critical resources” (Rajan, Zingales 2001a) ex-
tend these firm frontiers to those of the network.
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4.2 The French Theory of Convention: The Specificity Thesis

Based on a hypothesis of complex rationality, the French Theory of Conventions
differs from the Transaction Cost Economics. This hypothesis introduces two
kinds of uncertainty: (1) an external uncertainty because firms do not know the
entire list of the possible outcomes and do not anticipate the consequences of their
action; (2) an internal uncertainty which hinders firms from obtaining an optimal
result. This duality implies to look differently at inter-firm coordination. As a
matter of fact, the contract is no longer sufficient in itself because all contracts are
incomplete. We need other kinds of rules or conventions. These new rules are not
intentional (as the contracts are), nor completely unintentional (as the constraints
are). Firms create these rules by interacting but they do not hold these created
rules. These rules become a frame of constraints outside the firm. The stabilisa-
tion of these rules is possible because firms have forgotten the mere reason why
they have created these conventions.

The importance of rules to coordinate firms’ behaviour results in the inversion
of the role of the market: as long as contracts are incomplete, effective inter-firm
relations are based on social forms that are outside the market. These social forms
are collective knowledge crystallized in specific rules (no contracts, nor con-
straints) (Favereau 1989b). According to Favereau, it is possible to describe situa-
tions where an organization has to learn if we build a proper theory of rules and
define the organization as an internal market.

Favereau defines rules as collective mechanisms (conventions) which capture
the knowledge and permits firms to solve problems with the sole necessary and
sufficient condition: to master the rules’ vademecum: firms have to know “how to
do things?” and are dispensed from knowing “Why to do things?”

Organization and market are opened to each other. Eymard-Duvernay (1986) il-
lustrates this aspect showing the importance of product in the interaction between
these two areas. As soon as the hypothesis of product homogeneity is dropped, qual-
ity is no longer an objective reality. On the contrary, it becomes a specific construc-
tion because “the transaction can be on a service, and be done by personal relation-
ships without explicit media like rules or tools” (Eymard-Duvernay 1986, 240).
Some tools, some forms, ensuring product qualification are necessary to regulate the
relations between seller and buyer. Thus, firms create conventions of quality to ob-
tain the expected result. This qualification is based upon a variety of management
criteria according to the nature of the product. In other words, there is no one best
way to manage the inter-firm coordination problem. Basically, the inter-firm net-
work is a very adapted form to manage with uncertainty: firms share a common vi-
sion of problems and solutions. “The achievement of the product and the profitabil-
ity of firms are at the same time the motive to cooperate and the hazardous outcome
depending on complex coordination patterns” (Ughetto 2000, 64).

In the French Theory of Conventions, the firm acts in the production sphere
rather than in the transaction one. The objective is to pass the test of selling the final
collective product. This success rests on specific investments in rules which
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Table 2. The two theoretical conceptions of inter-firm network

Dimensions

Transaction Cost

The French Theory of

Economics Conventions
Efficiency (transaction Learning process (production
sphere): sphere):
.. To reduce the transaction To create new competencies, new
Objective of

inter-firm network

Nature of inter-firm
network

Regulation
mechanism

Structure of
inter-firm network

Production and
coordination

and production costs, to
manage information
asymmetries (informational
coordination)

Hybrid form between
market and hierarchy (no
self identity)

Formal contracts between
firms (cooperation)

Network of bilateral
contractual arrangements

Dichotomy

solutions in a context of radical
uncertainty, quality oriented
coordination (cognitive
coordination)

Collective and autonomous
governance structure (self identity)

Conventions between firms
(cooperation and/or competition)
Network of multilateral
conventional arrangements

Interdependence

guarantee the coordination between firms. The firm is no longer seen as a mere
function of production which only combines production factors and contractual ar-
rangements. The firm must develop a collective learning process based on com-
plex interactions with other firms. This learning process is essential for creating
stabilized rules to attain the objective. What is at stake here is the firms’ capabili-
ties to manage the collective coordination. The success on the market relies basi-
cally on the quality of this coordination (Eymard-Duvernay 1986).

Hence, the networking of firms depends on the resources complementarity and
no longer upon transaction attributes. The inter-firm network is firstly, a place of
coordination between heterogeneous actors and secondly, a place of on-going
learning process to create new collective competencies. The collective body is not
given but constructed by rules. These rules can be elaborated by different means
such as resources, experience... (Granovetter 1985; Favereau et al. 2003). Table 2
sums up these two clear cut conceptions of inter-firm network.

4.3 Empirical Model: The Two Archetypes of Inter-firm Network

These theories lead to two distinct representations of inter-firm networks accord-
ing to their objective and structure. Five central dimensions are used to establish
their differences.

A first dimension is how inter-firm networks are regulated. In Transaction
Costs economics, networks regulate internal relations between their members
through explicit agreements (formal contracts) that define rights and obligations
between specific parties. By opposition, the conventionalist tradition considers
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other mechanisms such as conventions and ties embedded in deeper social rela-
tions between members.

A second dimension concerns the number and complexity of relations that are
considered in the network. The focus of analysis may range from relations be-
tween a small number of members as is found in Transaction Cost Economics (bi-
lateral dimension), to complex patterns of relations creating a collective body
(Economics of Conventions)

A third dimension is how important the network is to its members. In Transac-
tion Costs Economics, firms may have committed substantial resources to the
network they cannot really use for alternative purposes (significant specificity).
According to conventionalist model, firms cannot survive alone in a context of
radical uncertainty. Moreover, the final product may require some resources con-
trolled by other firms (complementarity).

A fourth dimension is about the way power is distributed through the network.
In Transaction Cost Economics, this notion is absent. There is no relation of sub-
ordination between the parties. But, we can argue that a central firm is necessary
to coordinate scattered transactions in the absence of a collective body. The power
of the central firm is not unilateral but depends on the degree of specialization of
members with regard to the central firm’s assets. The “integrated organization”
thesis (Baudry 2004) holds a different point of view. The power of some firms in
the network is real and not only due to propriety rights on specific assets. Power
depends also on critical resources such as ideas, good relationships with custom-
ers, new machines, management tools... From the conventionalist perspective, no
particular member is central to the network. On the basis of common rules, mem-
bers can create a central body to share the decisions, manage common resources,
facilitate information flows and create new products and processes. This does not
suggest that conflicts are absent between members. But each firm can participate
to the evolution of the collective rules and processes.

The fifth dimension stands on the stability of networks. The exchange perspec-
tive suggests that network is an efficient arrangement to reduce information
asymmetries. In dynamics, the stability of the network is not guaranteed: as far as
the level of specificity varies, so does the nature of contractual arrangements. The
overestimation of opportunism implies the instability of the network. By opposi-
tion, the production perspective considers the network as a mean to create new
competencies and increase the predictability of the external environment. The col-
lective dimension based on conventions, confidence, social and cultural em-
beddedness contributes to enforce the stability of the network.

From this short review, two archetypes of inter-firm network emerge (see Fig-
ure 2). The first type supports the contractual perspective (efficiency). In this net-
work, we expect a central firm which coordinates the different elements of the fi-
nal product. We will call this archetype “the star network”. The second one
illustrates the conventional perspective. In this network, firms may pursue com-
mon and complementarity goals. Coordination is not based on centralized mecha-
nisms. It is based on common and collective well-accepted rules. We will call this
second archetype the “community network”.
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Objectives of inter-firm network

Contractual perspective Conventional perspective
Efficiency: Learning :
To reduce costs and information asymmetries To create new collective competencies

Organizational design of inter-firm networks
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Fig. 2. The two network archetypes (Adapted from Williams 2005)

Three propositions are formulated to test the relevance of the network theories to
explain the new industrial frontiers. Meanwhile, these propositions allow us to
specify the nature and the architecture of inter-firm networks at work in the winter
sports industry.

4.4 Propositions

At the beginning, we have formulated the idea of explaining the emergence and
the nature of inter-firm networks in the winter sports industry. To set up this ques-
tion on solid grounds, we explored four theoretical approaches.

The first two deterministic approaches do not give a model of inter-firm net-
work. Yet, they explain the emergence of inter-firms relations in a productive sys-
tem (industrial or spatial). The determinants of networking are exogeneous. They
are taken into account in our empirical model as control variables (see Appendix
2). In that perspective, we can formulate a first proposition related to the emer-
gence of inter-firm network in the winter sports industry:

P1 — The inter-firm networks frontiers in the winter sports industry are not con-
fined to territories or firms’ core business. The inter-firm network frontiers are
defined by contractual or conventional strategic arrangements.
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The last two theories helped us to design two types of inter-firm networks (star
network and community network). These archetypes are different according to
their objective (efficiency versus learning) and their structure (formalization, den-
sity, intensity, centrality and stability). To explore these models empirically, we
can formulate the following propositions:

P2. In the winter sports industry, the two inter-firm networks archetypes can
coexist: the star network is a guarantee for temporary adjustments. The com-
munity network is for long-term arrangements and allows firms to create new
capabilities and competencies to cope with uncertainty.

P3. In the winter sports industry, the two archetypes are complementary. The
community network may be the link between firms belonging to the value
chain and firms belonging to the territory (skiing resort). This network is the
area where they can discuss and invent common values and rules.

5 Results

We used a qualitative method to collect data from the actors of the winter sports
industry. An interview grid was especially designed for this purpose. This meth-
odology is consistent with our exploratory step which aims to qualify logics and
forms of coordination between the actors'.

We selected the major firms of the two value chains. The interviews of their top
managers were conducted from April 14™ 2005 to July 1*' 2005. Each stage of
production is present (suppliers, producers, retailers). Ten top managers were in-
terviewed (see Appendix 1). All firms act in very concentrated market configura-
tions'’. Each interview lasted on average three hours and was conducted by two re-
searchers. The retranscription of the talks has been validated by each respondent.
The check of the communicated data was carried out in a documentary way as
well as with a posteriori cross validation with other interviewees.

Data were processed through two techniques: (1) post-coding the textual data
with the assistance of each interviewee, (2) use of a « verbatim » data processor
with the Sphinx Lexica software.

In this section, the three propositions are tested to specify the nature and the
structure of inter-firm networks in the winter sports industry. The first proposition
aims to define the significant industrial frontiers (5.1). The second proposition
tries to assert the coexistence of the two types of inter-firm networks (5.2). The
third proposition questions the complementarity of the two networks (5.3) and the
role of local actors in the game (5.4).

' We have studied the network from the final product point of view (tourist stay). This
methodology is well adapted to analyse the relation patterns between the members and
their ongoing behaviour.

""" In each market, the main actors are generally less than seven.
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5.1 The Inter-Firm Networks: Validity of a Territorial or Industrial
Activity Division (P1)?

Figure 3 below describes the relations between upstream and downstream actors
according to the nature of the final product (skiing holidays). We conducted a
bivariate analysis on the nature of the respondents and which kind of actors they
were in relation with'?. The results of this analysis are mapped to facilitate the
interpretation. It shows the proximities that exist between actors in the winter
sports industry. We note the coexistence of two inter-firm networks that are a
priori distinct.

These two inter-firm networks share a common point: they federate heteroge-
neous firms through their principal activity and their position in the industry. Yet,
these relations relate indifferently to firms belonging to the two value chains at
any stage of the industry. This first observation confirms the limits of the classical
industrial models. The final product cannot be confined to a branch of activity
(within the meaning of accounting methods). It is a complex product, combination
of separated elements (lodging, leisure, sports practices ...) sold contractually.
This concept of assembling and regrouping is at the core of network activities.

The difference between these two inter-firm networks can be appreciated in
terms of the nature of the actors. One network excludes the intermediate actors
who usually sell a total service such as Tour Operators. The reference product here
is a Business to Consumer product (B2C). It is the tourist himself who carries out
the task of researching and assembling, by establishing direct relations with the
service providers or the product retailers. This “actorconsumer” may use IT (e.g.
market places) to guide his choice or use more traditional information systems
(e.g. Tourist bureau).

By opposition, Tour Operators stand in the centre of the second network (Busi-
ness to Business network). They are major providers of all inclusive offers. They
are in charge of combining and booking any elements of the final product (lodg-
ing, ski lifts, ski packages ...) and sell it under particular price conditions.

The role of the skiing resort is very different depending to the network. In net-
work 1 (B2C), firms are totally anchored in a territory. The tourist chooses first his
destination, the skiing resort. When on the spot, he will choose all the services to
put together his holidays. The local producers will coordinate themselves to in-
crease the final product value. From that point of view, “the coordination of the
activities on the spot is the fundamental element: the actors and their interactions
are more important than their products” (Longhi 2004, 73). The emphasis is put on
the organizational complementarity and the interdependence between actors shar-
ing the responsibility to manage flows of tourists.

12 0= no relation; 1= relation with equipment producers; 2= relation with sport goods pro-
ducers; 3= relation with sport goods retailers; 4= relation with Tour Operators;
S=relations with events producers; 6= relation with developer contractors and lodging
providers; 7=relation with ski lift companies; 8= relation with local public institutions.
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On the contrary, in network 2 (B2B), the actors acknowledge the a-
spatialization. Their role is to ensure the production and the management of the
whole bundle of destinations in competition. Insofar as the final product is all in-
clusive, the local actors have little role to play. As we shall see further, they have
very small room for manoeuvre.

The place of the skiing resort differs according to the type of the product. This
second observation puts at fault the territorial approaches of the tourism system.
Indeed, the territory cannot be seen independently of the upstream actors even if
they work to extract themselves from any territorial anchoring (B2B).
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Fig. 3. The two inter-firm networks and their members

5.2 The Objective of the Two Inter-Firm Networks:
Contractual or/and Conventional Perspectives?

According to the objective of the managers “to pursue common goals” and “to
preserve a reputation”, we can assess that network B2C looks consistent with the
conventionalist perspective. Indeed the collective dimension looks fundamental, as
one of the managers declares “we feel very close to all skiing resorts in every
country. Skiing resorts try to capture the tourists; we try to equip the tourists with
sport goods. There is a community of interest”. This dynamic is supported by a
low competitive pressure insofar as the consumer has already chosen his destina-
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tion. The objective is to offer on the spot services and products of high quality to
increase the tourists’ consumption and gain their loyalty.

The common critical resource of the firms in the network is the image of the
skiing resort. The valorisation of this image is due to the organizational comple-
mentarity between all actors. For instance, some key actors such as events produc-
ers, sport goods producers and retailers contribute directly to increase the value of
the final product by mean of events. The firms in network 1 (B2C) show clearly a
logic of complementarity and collective learning to create new productive solu-
tions to provide a tailored offer (One to One offer).

The internal mode of regulation of the network is mainly based on non contrac-
tual devices such as the feeling of belonging to the same community, common
rules of behaviour, shared representations and conventions (see Appendix 3). Re-
lations are essentially informal and based on confidence. However there is one ex-
ception: the relations between the sport goods producers and the retailers are made
on contractual arrangements. These arrangements are most often negotiated by
central merchandisers leaving few rooms for manceuvre to the local retailers.

Network 2 (B2B) works on another kind of logic (see Appendix 3). The all
inclusive formula is the result of a cooperation aiming at the optimization of the
occupancy rate and the short-term profitability of the skiing resort. “It is a com-
prehensive insurance against the risk of a bad weather forecast”". The task of
the actors in the network is to sell an all inclusive service at a fair price. The at-
tractiveness of the skiing resort rests on its capacity to propose the best qual-
ity/price ratio.

The pressure exerted by Tour Operators is strong and their capacity to negotiate
their commission is illustrative of that aspect. This type of network excludes a pri-
ori some non significant actors or those who refuse to integrate this kind of prod-
uct (e.g. Intersport). The division of the quasi-rent takes place primarily between
two types of large firms. On the one hand, there are Tour Operators who hold the
critical resource of access to the market. On the other hand, there are lodging pro-
viders and ski lift companies who own the localized specific assets. The posted
objective is to minimize the costs and optimize the result.

This objective is sustained by formal and explicit contracts between Tour op-
erators and ski lift companies, and these contracts are renegotiated each year.
Market incentives are still present. They protect against opportunistic behaviour.
This dynamics is consistent with the transactional description. Yet we can notice
that some lodging providers and some developer contractors do not regulate their
relations with Tour Operators and ski lift companies on contractual mechanism
(i.e. confidence). This is not surprising insofar as some ski lift companies or Tour
Operators do themselves provide the lodging or develop the skiing-resort (e.g. In-
trawest, Transmontagne).

13" According to the top manager of a ski lift company.
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5.3 Coexistence and/or Complementarity of the Two Inter-firm
Networks? (P2)

Let us describe the two inter-firm networks according to the five dimensions of
our empirical model. The post-coding operated on the five variables: formaliza-
tion, density, intensity, centrality and stability of the network, leads to the follow-
ing results (see Figure 4 below):
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Fig. 4. Organizational design of inter-firm networks

Network 1 (B2C) is composed of a large number of heterogeneous actors, linked
on the basis of complex patterns of cooperation, going from “daily break at the
coffee-shop to the annual meeting of the tourist bureau”. Some managers ac-
knowledge concluding new partnerships on a simple handshake.

The social, cultural, spatial and organizational proximities contribute to a climate
of confidence between actors who do not require a priori formal arrangements what-
ever the nature of investment. The exercise of formalization would drive to an un-
productive result and would generate a climate of suspicion and control.

The actors consider the intensity of the relation to be strong. They easily con-
ceive strategic dimensions associated with the objective “fo do better together”.
The mutual interest is well understood and the prospect of increasing the quality
of the collective final product is part of their concerns. The perception of their
own contribution to the output gives them a fair representation of the quasi-rent
division. Coordination between the actors is made complex because of a multitude
of interaction in time and space. There does not exist a priori a central firm whose
object would be to organize the collective production on the spot. However, two
significant actors appear. These actors are the ski lift companies and the tourist bu-
reau. The former plays a part in the diffusion of information towards the other ac-
tors to create the basis of a common representation or a “strategic vision for the
future”. They put at the disposal of the local actors, each year, their market infor-
mation system so as to create a learning process. It is important however that the
ski lift companies do not impose their own vision and individual objective going
against any collective dynamics. From this point of view the tourist bureau is re-
sponsible for setting up governance committees open to the whole set of producers,
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including the non localized producers. The meetings are held out according to
variable reasons and rhythms. No formal instrumentation is required.

The stability of network B2C is real and enforced by the small number of new
entrants or the proximities between actors: “every omne knows everyone; it is a
small milieu!™ «.

Network 2 (B2B) differs from the expected results on the basis of two dimen-
sions (centrality and stability). This leads to amend partially the theory of Transac-
tion Cost Economics. Regarding formalization, density and intensity, our results
are in line with the theoretical predictions. Relations between actors are generally
bilateral and rest on the couples of Tour Operators/Ski lift companies and lodging
providers/Tour Operators. These relations are controlled by formal contracts in
which all the characteristics of transactions are negotiated. Some contracts com-
prise specific clauses (exclusiveness) to fight against opportunism. The relations
between contracting firms can be conflicting. However, the impact of Internet is
real and gives power to ski lift companies over Tour Operators. The result is more
balanced relations insofar as some ski lift companies operate a large bundle of ski-
ing resorts. The strategic value associated to this B2B network is essential for the
skiing resorts because it ensures interesting markets (China, Central Europe, East-
ern countries). Some ski lift companies seek to gain power over Tour Operators by
developing their own tour operating activity (e.g. Transmontagne). The evolution
of this type of network may result in an exacerbation of the competition generat-
ing new fears, suspicions of opportunism.

This implies a certain ambiguity on the centrality dimension. Our interviews
showed the power of actors. Power is scarcely exerted by the firm which holds the
localized specific assets (as stated in the Transaction Cost Theory). More often, it
is the firm which has the critical resources (access to the market) which is able to
exert power. These critical resources represent expansive investments in IT. Thus
one could conclude to the existence of symmetrical relations. However, the ski lift
companies tend to gain power, investing directly in tourism market places or cre-
ating their own on-line travel agencies. We are not able to measure precisely the
level of commitment of these companies in this direction. Nevertheless, it seems
significant for at least one actor out of two.

Ski lift companies are able to offer exclusive and quality oriented products.
This kind of offer helps them to negotiate with Tour Operators on better condi-
tions. This implies that the success of the all inclusive final product depends on
the quality of the coordination between all the producers. We understand here why
ski lift companies, relayed by the tourist bureau, act as an interface between the
two network dynamics.

' According to a snow-grooming machine producer who commits himself to the organiza-
tion of events in skiing resorts.
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5.4 What Part Do the Local Actors Play in the Final Product? (P3)
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Fig. 5. The winter sports industry: two complementary networks

The firms interviewed are at the core of the two logics (see figure 5). For some of
them at the end of the value chain such as sport goods producers or retailers, res-
taurants, leisure services, these two logics may appear contradictory. The pressure
exerted by some retailers and the incapacity of the ski lift companies (or public in-
stitutions) to negotiate advantageous conditions results in a destructive competi-
tion and depreciates the global image of the skiing resort.

The ski lift companies do not always play the collective game. They are most
often trying to increase the short term profitability. However, one respondent as-
serted a 15% total growth in turnover while only 3% growth in volume. This re-
veals the effectiveness of the coordination between all the actors of the industry.
Obviously, this valorisation of the tourist stay is due to the two (B2C and B2B)
networks. It is by an increase of quality on the spot that the intermediaries agree
to negotiate their margins insofar as the strategic variable is no longer just the
price. This strategy of valorisation and differentiation of the final product con-
firms the importance of the community network. The community network may
be the link between firms belonging to the value chain and firms belonging to
the territory (skiing resort). This network is the place where they can discuss and
interpret common values and rules. Up to now, there was no other area where
they could confront their different values. As a matter of fact, the B2B network
federates only the large operators mostly subjected to profitability requirements.
The values are industrial and financial. The B2C network is structured around
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the same large actors who hold the localized specific assets as well as small
firms which carry on community and patrimonial values. Their ability to create a
common vision and operate a collective learning process is the key success fac-
tor of the territory (skiing resort). Thus, it is necessary to study the mechanisms
of regulation (stakeholder governance). This must be done not only within the
geographical boundaries of the skiing resort but also within the frontier defined
by shared conventions.

6 Conclusion

The reorganization of the winter sports industry results in new inter-firm relations
whose nature and frontiers exceed the traditional scheme of economics. On the
one hand, these relations are not due to exogenous constraints, which the actors
would undergo. It reveals a real strategic intent of the actors to coordinate each
other in quality. From this point of view, the deterministic models must be dis-
missed. On the other hand, we have shown that the coordination to produce the fi-
nal tourist stay is more important than the actors themselves. This could be done
thanks to the concept of inter-firm network. This concept has been analyzed
through two a priori different approaches. Hence, we have defined two network
archetypes. In the star network, actors seek efficiency and are linked by bilateral
contractual agreements. By opposition, the community network aims at creating
new productive solutions where “scattered” actors are engaged in a learning proc-
ess. Multilateral and non contractual relations are guiding their path.

From the confrontation of these two networks, we can conclude that they are
complementary. This complementarity is mainly due to the role of the ski lift
companies and the tourist bureau. This does not mean that they have received a
delegation of responsibilities, or that they exert their power. Would it be the case,
there would be no collective dynamics. Indeed, it is more a game where cognitive
resources are put at the disposal to the networking firms in order to build together
new conventions.

The data collection we are actually carrying out in nine French skiing resorts
will help us to better understand the dynamics of the community networks. We
will then be able to analyze thoroughly the collective learning processes within the
conventional frontiers of the skiing resorts.
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Appendices

Appendix 1. Nature of the respondents

Value chain Market share or Function of the
position on the pertinent market respondent

Value chain : leisure and sports practices in mountains

cauipment York Neige ofthe European

o .

providers (37,77% - leader of the snow production) subsidiaryYork Neige
Késsbohrer General manager of
(60% - leader of the snow grooming £t ¢

. the French subsidiary

machines)

Ski lift companies Compagnie des Alpes General manager-
(Largest ski lift company ; operates ski CDA Domaines
lifts in many European skiing resorts) Skiables
Transmontagne .

e e h f th
(French leader operates ski lifts in skiing Eolzgir:lnan of the
resorts of medium size (from 2 to10 M &
Transmontagne

euros)

Tour Operators,
developer-
contractors and

Intrawest
(developer contractor and operator. World
leader)

Vice-Chairman of the
European division

lodging providers

(World leader in ski poles)

Pierre&Vacances Operations manager
(Lodging provider. European leader) Rhoéne-Alpes

Value chain : sport good outfits

Sport goods Salomon Brand

producers (World leader) rand manager
Scott USA General manager of

the French subsidiary

Sport goods retailers

Intersport
(French leader of sport goods retailing)

Mountain retail
manager

Ski Set
(French leader of ski rent)

Chairman of the
company
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Appendix 2. Architecture of the Interview Grid

To describe the nature of inter-firm relations
in the winter sports industry

- To define the activity frontiers of the firm
(position and strategic orientation in its core
activity and in the winter sports industry

- To understand the main patterns of coordination
between the other actors of its core activity and
the actors of the winter sports industry (market
cooperation, network ...)

- To spot the existence and the nature of networks

>

Control variables (value
chain model)

_P

Explicative variables
(inter-firm network
models: Transaction Cost
—>Economics vs French
Theory of Conventions)

To identify the structure of the inter-firm
networks in the winter sports industry

- Networks structure (Star network vs community
network)

.

To identify the complementarity of network
archetypes
- Position of the skiing resorts in networks

Control variables
(local governance model)

- Consequences on their viability
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Appendix 3. The Nature of the Two Inter-firm Networks:
Contracts Versus Conventions

We explore the nature of the inter-firm arrangements between the respondents and
the actors of the winter sports industry (blank= no relation; 2= formal and contrac-
tual arrangements; 3= informal and conventional arrangements). With this result,
we have a clearer representation of the nature of the two inter-firm network arche-
types. The conventional inter-firm relations are dominant in the B2C network
whereas the contractual relations are more important in the B2B network.

Table 1. The B2C Network

£ E 2 £ £
n &, 7 2 @D & [z 3 .
Compagnie des Alpes 2.00 - - - 3.00
INTERSPORT 2.00 - - 3.00 3.00
INTRAWEST 2.00 2.00 2.00 3.00 3.00
Kassborhrer 2.00 - 3.00 2.00 3.00
Pierre & Vacances Tourism - 2.00 - 2.00 3.00
SALOMON SA 3.00 2.00 2.00 - 3.00
SCOTT 3.00 2.00 - - -
SKI SET 2.00 - - - 3.00
TRANSMONTAGNE - - - - 3.00
YORK - - 3.00 2.00 2.00
MEAN 2.29 2.00 2.50 2.40 2.89
Blank = no relation ; 2 = contractual arrangements ; 3 = conventional arrangements
Table 2. The B2B Network
- - ¢
553 55 2253
T T & £ & QS 8§ &
Compagnie des Alpes 2.00 2.00 2.00
INTERSPORT - - -
INTRAWEST - 2.00 -
Kassborhrer - - -
Pierre & Vacances Tourism - 2.00 3.00
SALOMON SA 2.00 - -
SCOTT 2.00 - -
SKI SET - 2.00 3.00
TRANSMONTAGNE 2.00 2.00 3.00
YORK 2.00 2.00 -
MEAN 2.00 2.00 2.75

Blank = no relation ; 2 = contractual arrangements ; 3 = conventional arrangements



The Influence of Financial Institutions and
Investor Behaviour on Company Management
Practice

Tahir M. Nisar'

Abstract. New trends in investor behaviour have emerged in recent years. It is be-
lieved that activist investors involve themselves in the companies in which they
invest through influencing company strategy and through using their knowledge
and contacts to introduce portfolio companies to networks of suppliers and cus-
tomers, professionals and alternative sources of finance. We carry out a case study
research to examine these trends. The findings empirically confirm the importance
of organizational structure for the process of investor engagement. They show that
independent and more specialized investors are much more involved with their
companies than captives. Experienced and knowledgeable partners are also more
likely to offer advice and support services. We also find examples of investor in-
fluence in company management in areas such as strategy, human resource
management and performance evaluation.

Keywords. Investor engagement, organizational focus, venture capital.

1 Introduction

It is widely believed that investing institutions can have a considerable impact
on management behaviour of those companies in which they invest. Investor be-
haviour and the relations between investors and management practice have acquired
new significance because of the rise of shareholder value as the measure of cor-
porate performance, enforcement of higher standards of financial responsibility,
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and investors’ grievances about some key aspects of management practice
(Black 1998; Karpoff 2001). However, as Porter and Ketels (2003) note in their
report on UK Competitiveness, ‘there is little systematic evidence on the impact
of the UK financial market on UK companies’ strategy and investment choices.’
We carry out a case study research to examine the influence of financial institu-
tions and markets on company management practice. The assumption behind
this work is that investors, in order to maximize their returns from their in-
vestment, will pay considerable attention to the strategic and human resource
practices.

The relationship between investor behaviour and human and organizational de-
velopment (involving different types of investors, including private trusts, private
equity investors and institutional investors) has only recently become an active re-
search area. Investor activism is used in this literature as a term for the use of
power by an investor to influence actively the management processes or outcomes
of a given portfolio company (Black 1998). This can be contrasted to a traditional
‘arms-length’ approach to investment which relies mainly on the threat by the in-
vestor of ‘exit’ and executive incentive contracts to align the interests of investors
or owners and managers. The literature suggests that other governance tools are
necessary for the efficient control of agency costs and the management of risks.
Investors can reduce such problems by directly engaging with the company
(Romano 2002). Engagement therefore is a means of matching investor expecta-
tions and actual company practice.

The chapter examines these relationships, drawing upon eight private equity
fund case studies and eight case studies of portfolio companies funded by private
equity finance. The results of this research suggest that investor engagement is
alive and well, both in the form of shareholder activism and the more direct and
active form of investor participation in company management decisions. The case
studies further suggest that there are significant returns to investor engagement,
particularly when investors have considerable expertise in the areas in which they
are investing. The research did not find evidence of a negative effect of investor
activism through an overly short-termist approach on the part of investor funds.
The business models vary from one investor firm to the next, but at least in these
case studies, it would probably be fair to characterise the investors’ time frame as
medium-term.

The chapter is organized as follows: The first section introduces the relevant
literature and suggests the likely areas of investor influence in company manage-
ment practice. We then discuss our case study findings, including an evaluation of
the deals completed by private equity firms. We conclude by indicating potential
areas of future research.
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2 Conceptual Framework

Conventional agency theory is concerned with aligning the interests of sharehold-
ers (the principal) and those of managers (the agents) (Jensen and Meckling 1976).
Shareholder value results from managers’ actions, which shareholders are not in a
position to monitor directly; their success is only evident ex post. Managers re-
ceive compensation according to their ‘effort’ and success. For shareholders, the
major problem is to incentivise managers to act in the best way to maximize
shareholder value. However, shareholders are unable to ensure such maximization
because of the lack of information on management practice. To remedy this defi-
ciency the conventional solution is the creation of interest alignment through stock
options and similar arrangements. However, this alignment is fragile because of
information asymmetry, i.e. the shareholder’s lack of knowledge compared with
managers. Accordingly, more investor activity is required. It is hypothesized that
investor engagement can positively influence the value of equity.

The most fundamental change in investor behaviour in recent times is in-
creased investor activism (Romano 2002). However, there is a problem in defin-
ing investor activism. Merely taking the time to understand what’s going on in
the company and vote is a form of activism, as is any kind of proactive approach
to company mismanagement. But much of the action is done behind closed
doors. We define investor activism as the exercise of ownership rights by a con-
cerned party either to influence a particular company’s management processes
or to evoke large-scale change in management processes across multiple compa-
nies through the symbolic targeting of one or more portfolio companies. All
such actions can be described as the engagement process. Through these en-
gagement processes, activist investors attempt to affect the strategic direction
and performance of portfolio companies.

Investor engagement can be easily conceptualised within the principal-agent
paradigm of corporate governance. As indicated above, agency problems typically
involve asymmetric information and incomplete contracts in which gaps may be
filled through the practice of engagement. Investor engagement thus involves rela-
tionships that are inherently incompletely specified and in which the knowledge of
investors and managers differs. Engagement allows investors to influence key
management practices to ensure optimum shareholder value, in contrast to the
‘arms-length’ relational approach favoured by the conventional finance model.
Such approach is more sensitive than the financial version to the shortcomings of
agency theory.

Within this framework, investor engagement is a contribution to shareholder
wealth maximization. This assumes that company financial performance can be
enhanced by improvements in its management practice. The UK’s 2001 Modern
Company Law Review advocates such ‘enlightened shareholder value’ — arguing
that to maximize returns to shareholders, good managers must take the interests of
other stakeholders into account.
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As the goal of engagement varies, so, too, does the form of engagement, which
ranges from co-operative to hostile. Some investors begin their intervention with
behind-the-scenes influence and negotiation in private, co-operative meetings with
company management (Byrne 1999; Pellet 1998); if this approach fails, they may
next contact board members and company advisers (Useem 1996). Myners Princi-
ple Six advocates an explicit activism strategy addressing when the fund will in-
tervene, with what approach, and how effectiveness will be measured (Committee
on Corporate Governance 2000). The Combined Code states that institutional in-
vestors should make considered use of their votes, and where practicable enter
into dialogue (Committee on Corporate Governance 2000). This suggests that in-
vestors can influence company governance in a variety of ways, including external
control measures, internal governance measures, and measures relating to execu-
tive compensation that align incentives (Karpoff, Malatesta and Walkling 1996;
Chidambaran and Woidtke 1999). The traditional ‘arms-length finance paradigm’
of governance is represented by control measures that affect outside bidders’ abil-
ity to gain control and thereby maintain the option of ‘exit’ (Parkinson 1995). By
contrast, engagement enables investors to exercise ‘voice’, and discipline man-
agement more directly and flexibly.

Although several leading UK and US investors now routinely apply en-
gagement strategies, there are no agreed standards of engagement content,
practice, reporting or governance against which their effectiveness and quality
could be assessed (Deakin et al. 2001). We therefore develop a spectrum of en-
gagement practices in Figure 1 that fall between ‘indirect control’ (of which
exit and the threat of exit represent examples) and ‘direct corporate control’ as
means of disciplining management. The means used to exert influence range
from exit or the threat of exit, the traditional ‘arms-length’ approach, to direct
shareholder control.

Indirect Control Direct Control
< >
Responsive (Private investment Pro-active (Dialogue and

decisions related to performance) negotiation to affect performance)

Fig. 1. The spectrum of engagement

Effective negotiations require credible threats. For example, in the case of private
equity, this may involve the refusal to issuance of new securities by the portfolio
company, the change in managerial incentives or the outright dismissal of the ex-
isting management team. Investor engagement therefore differs from arms-length
approaches, as institutions typically use their leverage to negotiate or demand
changes in management practice (see Table 1). Therefore dialogue rather than the
threat of replacement is the norm in the current climate of equity investment.
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Table 1. The paradigms contrasted

Arms-length approach Engagement approach

Aim To maximize shareholder value To maximize shareholder
value

Business case for To create suitable management To improve company man-

‘activism’ incentives agement practice

Use of voice In response to performance To affect and improve per-
formance

Engagement targeting Company-oriented Issue-oriented

Collaborative partners Primarily other investors Investors and stakeholder

groups, including senior
managers, employees and
suppliers

Standards for engagement Loose; open ‘Proprietary’ to a coalition;
process and content

3 Case Studies

The extent of engagement by private equity funds and their influence on manage-
ment practice was explored using primary case studies. This research covers eight
private equity fund case studies and eight case studies of portfolio companies
funded by private equity funds (Appendix 1). Each private equity fund also sub-
mitted three to five deals from which they had exited. Private equity investments
are structured so as to provide strong incentives for portfolio company manage-
ment and to provide mechanisms through which general partners can effectively
monitor and control their investments. In addition, private equity firms can exert
influence through staging funding to portfolio companies, with additional funding
being contingent on company and managerial performance. This investment ap-
proach thus lends itself easily to a detailed examination of how investors can in-
fluence company management practice.

This study is of an exploratory character. The purpose was to increase our
knowledge of investor-investee relations by conducting and comparing the case
studies (Lijphart 1975). The analysis enables us to gain an idea of how the proc-
esses have evolved and of the problems and patterns which crop up within them,
make a preliminary assessment possible. In addition, the study may form the ba-
sis for a more well-founded evaluation of the course and outcomes of investor-
investee relationships and offers indications for the improvement of the quality
and effectiveness of investor engagement. The research population consists of
major private equity firms and portfolio companies, representing all key sectors
of the economy. The cases studied form a substantial part of this population,
which justifies generalizations about the influence exercised by investors in
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company management. The case studies are based on interviews with companies
and investors, supplemented by desk research that includes company literature
and press reports. The degree of detail included in each study varies but the
main areas covered are:

For investor companies:

e how they approach the monitoring of, and interaction with, investee com-
panies - what makes investors more active and engaged with the companies
they finance;

e their engagement style - how engagement activities are performed and
structured;

e their evaluation and reporting - their formal and informal interaction with
investee companies;

o their influence over investee company management through all these
means; and

e the extent to which better performance leads towards a planned/early inves-
tor exit.

For investee companies the influence of investors on:

e strategy and performance - including overall strategy, strategy on acquisi-
tions and disposals, new product development and operational performance;

e approach to general management issues such as employee recruitment,
compensation, marketing activities, outsourcing etc; and

e conventional corporate governance, such as compliance with the Combined
Code, directors’ remuneration, board succession etc.

Case studies are also used to assess the assumption that equity partners: (a) use se-
lective methods to engage with the companies in which they invest; and (b) have a
significant impact on company performance when they do intervene (this can be
seen from the planned/early exit of investors). Thus investor engagement involves
valuable services to portfolio companies like advice, support and corporate gov-
ernance. However, the form of intervention by institutions depends on an under-
standing of the full effect of such interventions on portfolio company management
practices.

4 Investor Engagement

A central question for understanding investor behaviour is the extent to which in-
vestors play an active role in the companies they finance in addition to allocating
funds. The literature on private equity funds identifies several dimensions of en-
gagement, such as monitoring, corporate governance, as well as a number of in-
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formation-based advice and support services. Central to this approach is the ob-
servation that investors not only supply capital but they also proffer necessary ex-
pertise and advice, in addition to facilitating information exchange and dialogue
among a network of portfolio companies. In seeking private equity investment a
company is thus keen to use the investor firm’s reputation and access to a network
of relationships - with customers, suppliers, investments bankers and other impor-
tant stakeholders. However, in the wake of the collapse of the new technology
bubble of the 1990s, new developments in investor-investee contractual relations
(e.g., term sheets) suggest that funds have tended to include stringent conditions in
the way they structure their financing arrangements with portfolio companies.
This is to ensure compliance with the funds’ safeguards on matters ranging from
portfolio company recruitment to supplier deals. However, the investor-investee
relationship goes significantly beyond the provisions of a term sheet. We first dis-
cuss what makes an investor more active than others, and what types of strategies
are at its disposal to influence the portfolio company management, including in-
vestment strategies, networking and corporate governance.

4.1 Active Investors

What makes some investors more active and engaged with the companies they fi-
nance than others may also shed light on the nature and scope of investor engage-
ment. We argue that organization’s ‘strategic fit’ is a key enabler of investor en-
gagement, that is investors’ capabilities/skills that match the needs of investees.
Management research emphasizes strategic fit as a key component of corporate
strategy (Milgrom and Roberts 1995). Furthermore, recent theories of investor be-
haviour and financial structure stress the role of organizational structure (e.g. in-
vestor focus in terms of its specialisation). In particular they show how organiza-
tional structure affects the processing of ‘soft’ information, which is at the core of
financial intermediation. For example, private equity capital is one important form
of financial intermediation. Equity fund partners can choose how much to become
involved with their portfolio companies. Active partners can help their portfolio
companies in many ways, including helping with professionalizing the manage-
ment team, giving advice and support, creating strategic alliances, or exercising
corporate governance.

How then does the strategic fit of a private equity firm - both in terms of organ-
izational focus and human capital - affect its involvement with the companies it fi-
nances. Two main results are strikingly consistent across our measures of engage-
ment. First, the engagement style is strongly related to a private equity fund’s
organizational focus. Private equity funds investing in one particular specialized area
(e.g., biosciences) are significantly more likely to get involved with their companies.
The same is true for firms that specialize their investment activities exclusively in
venture capital deals (i.e. they do not engage in other investment activities such as
buy-outs etc.) and for firms which concentrate on relatively few deals per partner.
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Second, beyond strategic fit at the organizational level, we find that human capital is
also associated with a more active engagement style. General partners with prior
business experience are significantly more involved with the companies they fi-
nance. Table 2 summarizes our results from eight private equity firms.

Table 2. Investor engagement strategy

Engagement Method Comment Fund Practice (n=8)

Board membership Funds nominate non-executive  This has now become standard
director (s) on portfolio com-  industry practice (although 3i has
pany’s board only recently adopted the prac-

tice.)

Syndication Funds collaborate with other in- This is mostly a sector-specific
vestors practice, with three of the tech-

nology Funds studied collaborat-
ing with their peers.

Advisory Board Funds have industry experts on A standard industry practice.
their advisory board (e.g. IT
luminaries in the IT sector)

Affiliate Fund Specialist fund for experts / Mostly found in the technology
prominent people (to get their  sector. The practice was first
help for portfolio companies)  used in Silicon Valley.

Partners have back- Partners have education or ex- A shift has taken place in recent

ground in specialist perience in a specialist area such years from regional allocation of

areas as science background or busi-  investment to sector-based allo-
ness experience cations in all ventures studied.

Being a specialized private equity firm strongly favours an active engagement
style. The more activist firms in our sample such as Merlin Biosciences and Sitka
specialize in health-related businesses, whereas Kleiner Perkins and Sequioa are
more concerned with high-technology firms. Furthermore, general partners in
these firms deal with on average three portfolio companies at a time, while the in-
dustry practice is six on average. This means that firms that focus on one activity
(i.e. venture activity in one particular sector) and firms that focus on financing
relatively few companies per partner provide more governance and support to
their companies.

The move towards the sectoral approach has not all been smooth sailing for
many investors. Companies have had to confront organizational legacies stem-
ming from their original regional approach to investing. For example, even though
most of the 3i Group’s deal flow still comes from its far-flung offices, the setup
has not always contributed to teamwork. “If you go back ten years, there was an
attitude that ‘this is my fiefdom, I will find the investment opportunities I want
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within my territory, and the contacts within it belong to me,” says the partner in-
terviewed.

To ensure that new investments make sense for 3i, the company has designated
sector specialists, or domain experts, to vet proposals regardless of location. ‘A
deal is looked at from a global perspective,” explains the 3i partner. ‘What looks
like a very good deal at a local level can on an international basis look very poor.’
Professional staff anywhere can propose an investment, but it must be reviewed by
a sector expert. For example, a country head of 3i takes a look at many proposals
relating to his specialty in an area such as telecommunications. But in a bow to in-
ternal political realities, the country team can veto an expert’s demurral and pro-
ceed with the investment.

The challenge for general partners, if they want to develop a key role, is to un-
derstand more about a sector than anyone else and all the big firms, like 3i and
Carlyle, are moving that direction. Sector specialization means not only knowing
the business issues prevalent in a particular sector well but also getting to know
the key people in that field. Increasingly, competitive advantage will be built on
this expertise because of the nuance and contextual detail needed for screening
quality projects. To this end the large private equity firms are building up speciali-
zations in areas like biosciences, retailing and media so they can capitalise on new
business ideas in those fields. “We’ve split our organization along industry focus
lines so we don’t just have people who understand private equity as a market but
can also deliver insight on individual sectors. Our strategy is to focus on sectors
where there will be a real payback in corporate finance activity,” says the partner.

Investors also seek out expertise before committing themselves. In majority of
the best deals, investors screened the deals by consulting the board, management,
or an external expert source; thus securing the privileged knowledge was the first
initial step in most of the successful instances. For example, Kleiner looks for en-
trepreneurs with interesting ideas for large, un-served markets, and they put those
ideas into a framework of initiatives. In Kleiner’s definition, an initiative is when
several of its partners collaborate in an embryonic area. At any time, they have
three or four initiatives that they are pursuing. These initiatives require intensive
dialogue and coordination with portfolio company managers - providing advice
and support in recruitment and any new contacts with suppliers and other outside
parties. Sometimes Kleiner succeeds, as with communications, telecommunica-
tions, fibre optics, and the importance of that for Netscape and Amazon - two of
its portfolio companies. Other times, Kleiner fails, as with pen computing. This
sectoral emphasis - initiatives - is the key driver of Kleiner’s success in the ven-
ture industry.

A more active engagement style is also found to be associated with private eq-
uity partners’ human capital. This is in line with the results of Kaplan and Schoar
(2003). They investigate performance persistence and the relation of fund per-
formance to capital flows, fund size, and overall fund survival. They find that per-
formance increases with fund size and partnership experience. The types of issues
on which general partners are involved are to do with monitoring, networking and
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strategic issues. This reflects the special abilities that general partners possess.
Contacts that general partners have with a range of companies, professionals and
other financial institutions provide a network that managers can use in running and
developing their companies. The knowledge that general partners have acquired
through investments over time in other companies also is of use to the manage-
ment of present investments in developing and implementing strategies. Our case
studies find that the skill mix of private equity firms particularly influences the
relationship with portfolio companies. Specifically, the more activist partners
are those that:

e Have worked for many years in the equity capital industry;

e Have run businesses so could understand the challenges faced by portfolio
companies; and

e Have specialist or a technical background that is aligned with the investee
company (e.g. bioscience or IT).

There is less evidence of general partners assisting with operational issues, and
there are suggestions that general partners are not involved in day-to-day man-
agement. General partners also have an important role in the dismissal of existing
managers and the appointment of replacements. This would be consistent with the
general partners taking the view that the success of portfolio companies depends
on the quality of their managements. If the composition of the management team
is the key to success, then it is appropriate for private equity firms to play a key
part in dismissal and appointment proceedings.

4.2 Engagement Styles

Investors in private equity firms demand a high rate of return, and the structure of
limited partnerships provides general partners with incentives to meet these de-
mands. The way in which private equity investments are structured both provides
managers of portfolio companies with incentives to meet the expected high re-
turns, and allows general partners to monitor and intervene in portfolio companies.
There is some uncertainty about the extent to which private equity firms do in fact
intervene in companies in order to obtain superior returns. Baum and Silverman
(2003) suggest that in the case of start-up companies, private equity firms act as
both scouts in identifying companies with potential, and coaches who assist in re-
alizing that potential. The high returns may be secured through the selection of
companies in which to invest, and/or through active post-investment involvement.

4.2.1 Patient Capital

In line with Baum and Silverman’s arguments, the present research finds that pri-
vate equity firms are both expert scouts and coaches and that they take a long-term
view in their investment goals. The evidence shows that the built-to-last strategy
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can reward patient investors. Sequoia is still on the board of Cisco (an IT outfit),
13 years after it first invested. Similarly, one of its partners has been on Intel’s
board since the early 1970’s. Sequoia has maintained a long-term commitment to
building companies that contribute not only to Silicon Valley, but also to the na-
tional and global economies. As its partner interviewed put it: “Our primary goal
is to encourage investment in growth activity — we aren’t necessarily looking for
short-term gains. The firm’s ethos is all about promoting procedures and processes
that create the possibility of long-term growth.”

The rewards associated with this built-to-last strategy are likely to result in eq-
uity capitalists structuring their portfolios in a way that helps meet their long-term
commitments. Consequently, they are likely to work to identify new products or
technology applications with potentially large markets that provide opportunities
to build major companies, whether in the US, Germany or the UK. For example,
the working models of Amadeus in the UK and TechnoStart in the Germany are
similar to the Sequoia’s. The selection mechanisms they use invariably favour
business concepts with the potential to generate long-term returns.

Sequoia is an interesting example of ‘new economy’ firms. They attempt to
create value in ways that differ greatly from the manufacturing model. In tradi-
tional value chain firms (e.g., mass production organizations such as Ford and
General Motors), the main activity trade-off is between differentiation and low
cost. Increasingly, however, firms are creating value through people and IT net-
works (e.g., AOL) or by providing knowledge-based solutions for customers (e.g.,
Kleiner). Knowledge firms, such as Kleiner and Sequoia make tradeoffs between
the depth of specialization in particular areas - which can only be acquired after a
period of time - and the breadth of problems they can take on. For example, Se-
quoia has a policy of limiting its investment to a few specific areas like high tech-
nology industry. Similarly, Amadeus concentrates only on bio-sciences projects
while TechnoStart’s main focus is high technology firms. These trade-offs not
only help create specializations, as we discussed above, but they also add value to
the existing concerns.

4.2.2 Investor Networking

Private equity firms differ in the amount of time they devote to post investment
monitoring and intervention. Elango, Fried, Hisrich and Polonchek (1995) identify
three levels of involvement: inactive, active advice-giver, and hands-on. Involve-
ment by the inactive group is mainly confined to attendance at board meeting.
This classification is similar to the one of MacMillan, Kulow, and Khoylian
(1989) who found three clusters: laissez faire, moderate, and close tracker. These
classifications underline the fact that investors seeking high levels of engagement
can help their portfolio companies in many ways, including giving advice and
support, helping with the team culture, creating strategic alliances, or exercising
corporate governance. Equity funds can also spur their companies’ innovation.
However, as the above findings show not all equity funds are alike. Using the in-
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dustry’s language, some are “hands-on,” while others are “hands-off” investors
(BVCA 2002).

Where private equity firms adopt a hands-on, or active, approach to managing
their investment they become involved as a business partner in the portfolio com-
pany. In many cases they participate through representation on the board, with either
an executive of the private equity firm or external consultant appointed as a director.
The BVCA comments that private equity firms are rarely involved in the day-to-day
operations of the portfolio company. Private equity firms taking a hands-on ap-
proach both monitor portfolio firms through, for example, reviewing management
accounts and board minutes, and through involvement in decisions such as the pur-
chase of major capital items, acquisitions and disposals, changes in strategic direc-
tion, appointment of directors and auditors, and changes in capital structure.

One example of this “hands-on” approach is the funds’ emphasis on network-
ing. Kleiner subscribes to the idea of keiretsu, a Japanese concept referring to
networks of companies bound together by mutual obligations and contacts. Entre-
preneurs gain access to its portfolio of companies and associations with global
business leaders. These relationships are the foundations for strategic alliances,
partnership opportunities, and the sharing of insights to help build new ventures
faster, broader and with less risk. For Kleiner, internet-based technologies have
provided a major opportunity to forge such a network. The Keiretsu reinforces the
fund’s ability to leverage the local insight of its investment professionals, collabo-
rating across the firms’ investment disciplines from deal sourcing and due dili-
gence through portfolio company development. The result is a broader view of po-
tential investment opportunities and deeper level of expertise, creating value for
portfolio companies that translates into superior returns for investors. For exam-
ple, Kleiner claims to facilitate inter-organizational cooperation among its network
of portfolio companies by ‘brokering’ strategically important information among
them. As evidence, the company claims that there are over 100 strategic alliances
among its portfolio companies.

4.2.3 Corporate Governance

As the discussion above suggests how involved general partners should be with
companies in their investment portfolios is an issue for both investors and investee
companies. Traditional wisdom is that partners should offer at least some level of
non-monetary support to portfolio-company managers, perhaps by serving on the
board of directors and providing financial guidance or advice on business policy
decisions. Indeed, equity firm partners may have a level of control and directional
power that exceeds their minority stakeholder position. Nevertheless, key ques-
tions remain about what type (i.e., formal and/or informal) and degree of investor
involvement will most enhance the competitive position of a portfolio company.
We find that private equity firms exert control and influence primarily through
formal board membership. General partners may be directors of portfolio compa-
nies and/or they may nominate outsiders as directors (see Table 2). In many cases
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private equity firms dominate the boards of portfolio companies. Like voting con-
trol, the composition of the board membership may be contingent on the perform-
ance of the portfolio company, with poor performance leading to greater represen-
tation of the private equity firm on the board. Kaplan and Strémberg (2000) find
that on average boards have just over six directors. Private equity firms have con-
trol in 26 per cent of portfolio companies, management have control in 12 per cent
of cases, and in the remaining 62 per cent of companies neither the private equity
firm nor management have control. In this study, we find that management had
overall controls in most cases, although private equity firms maintained a mini-
mum level of representation on each company’s board.

In the early stages of company development, Sequoia tends to be involved with
key hiring decisions, major changes of strategic direction, company positioning
and financings. This is achieved by Sequoia holding a board seat with most of its
companies, but not all. In some cases it has remained directors of companies for
over ten years. Similarly, Merlin normally has a seat on each company board and
likes to play a leading role in financing and other strategic events. Since many
management decisions require discussion and dialogue, we find that investors’
representatives influenced key decisions by attending board meetings, requesting
additional information and/or recommending outside expertise or help. Many of
the key decisions as examined in the case studies were taken at the relevant board
meetings (e.g., the adoption of a stock option scheme by Evotec, recruitment of
senior personnel by Ardana etc). These results are similar to the findings of Wi-
jbenga, Postma, Van Witteloostuijn and Zwart (2003) who observe that the boards
of portfolio companies serve as a sounding board, assist in formulating business
strategy, assist in dealing with short-term crises or problems, and recruit and/or
replace managers.

5 Investor Influence on Management Practice

It has earlier been noted that when equity funds support the professionalization of
their portfolio companies, they are not only concerned with recruiting chief execu-
tive officers (CEOs), but can also become involved more deeply with building an
entire management team. As companies develop from being start-ups to becom-
ing large complex organizations, attracting highly talented employees becomes a
key challenge. The development of human resource functions, including skill de-
velopment, thus becomes an important aspect of professionalization, especially in
high-technology and health sectors where human capital is critical. In traditional fi-
nancial arrangements, investors concern themselves mostly with the financial as-
pects of the firm, but leave matters of internal organization to the entre-
preneurs. The notion of investors being closely involved with investees suggests
that they may even go as far as helping companies with their internal organiza-
tion, including helping make decisions about specific marketing plans. This may
involve introducing a new array of management practices, for example, stream-
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lined inventory systems, more appropriate executive incentives and targeted sales
and marketing strategies. In 71 percent of the deals studied, investors were found
to be extensively involved in these activities. The investor influence is more viv-
idly reflected in public to private deals.

These findings underline the widely-held belief that it takes more than solid fi-
nancial support to get a company off the ground. Furthermore, as shown in Table
3, private equity firms influence developments further down the organization, in
terms of playing a role in the introduction of stock option/bonus plans, the hiring
of specialists such as sales and marketing personnel, specific marketing campaigns
and the formulation of human resource policies.

Table 3. Engagement practice

Particular management areas of Specific Case Study Deal Structures
concern Examples (n=8) PEF Deals (n=30)

Participated in discussions with in- Ardana, iOra, and Primal had de- 64% of deals
vestors over strategy (e.g., market tailed discussions about alliances

share, competition, strategic and partnership agreements.

alliances)

Management process Edscha, Blackboard and Evotec  71% of deals
OALI took advice and technical
help

Innovation policy Primal Pictures and Plastic Logic 73% of deals
discussed product development
strategy

Employee recruitment & retention Evotec OAI introduced specific  64% of deals
programmes

Executive stock options/incentives Edscha and Evotec OAI imple-  32% of deals
mented incentive schemes

Marketing or advertising cam- Blackboard implemented inves- 40% of deals
paigns tor proposals

Outsourcing Edscha outsourced its activities  58% of deals
Performance measurement Ardana, Primal and Plastic Logic 79% of deals

introduced well-defined systems

5.1 New Managerial Processes

Venture-funded start-up companies often operate as a loose organizational system.
Temporary teams are set up for specific skills (like securing initial funding, devel-
oping the first product, or building a sales organization), allowing different sets of
skills to be brought in at each stage of a company’s development. One conse-
quence of this structure is that people move frequently from job to job based on
personal contacts and networking. Their tenure is therefore often limited to very
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short spells of stay with a particular company - ranging from a couple of years to
only a few months. Such a fluid organizational structure presents opportunities as
well as dangers to the very existence of the project concerned. Consequently, pri-
vate equity firms strive to ensure stability and continuity of personnel and proce-
dures to the extent it is desirable for a project’s fruition.

The investor influence is most profound in the area of establishing new portfo-
lio company managerial structures and processes. In 71% of the deals, general
partners had either directly proposed some managerial process/action or arranged
some technical help on a specific issue of concern to a portfolio company. Ama-
deus assists its portfolio companies in adopting innovative management practices,
as for example when it provided technical help to leatherXchange for instituting a
proprietary grading system for hides. The manager interviewed stated: “Leather is
a worldwide industry that needs a central, neutral source of information and inter-
national standards. LeatherXchange’s progress this year is indicative of the poten-
tial in this market.” He further observed, “the company started with a good idea,
but lacked the skills needed to succeed in this kind of business. This was the major
area of concern for us. We had to work together to ensure that leatherXchange de-
velops its capabilities in its target areas of operations. For example, the develop-
ment of the company’s grading system was what we thought its core competitive
factor. We worked on it by bringing in outside expertise and consultative ar-
rangements.”

TechnoStart provides support and expertise to develop academic projects as a
start-up company. After finding that the technology works on a laboratory scale,
further funding is used to support exploring the full commercial potential of the
now validated technology platform. For example, it set up workshops with patent
lawyers for ItN Nanovation — a company that makes nanoparticles for ceramic
products.

5.2 Strategy

Extant literature highlights ‘strategy’ as a potential area of investor influence.
Goodstein, Gautman, and Boeker, (1994) identify three functional duties of com-
pany boards: (1) networking activities which are to do with forming links between
the company and its external environment, and securing critical resources; (2)
monitoring activities which include dealing with internal governance issues, moni-
toring company performance and providing mechanisms to align the interests of
management with shareholders; and (3) strategy-making activities contributing to
the company’s strategic decision-making processes. Our case studies demonstrate
these effects in many ways (see Table 3 for information on deal structures). For
example, network contacts of ventures can be useful in identifying business
growth opportunities for investees (e.g., Vectura diversified its product range with
the aid of Sitka), assembling investee staff with complementary skills (e.g., Sitka
enabled MSL to form an experienced team of specialists) or helping conclude an
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acquisition (e.g., Kleiner supported a merger between Excite and @home - two of
its portfolio companies).

Ardana has used its venture funds to accelerate in-house research projects and
to carry out a number of strategic initiatives for the acquisition, in-licensing and
co-marketing of reproductive health products (for example, the second round
funding in 2002 helped Ardana acquire two companies and make one licensing
agreement). Ardana’s success in developing an attractive product range has also
prompted its ventures to pop up the question of its IPO (Initial Public Offering).
As a result, Ardana has taken a major step closer to flotation by appointing a vet-
eran of the industry as a new non-executive director. Its Chief Executive com-
mented: “Luring a big hitter to join the company follows a stream of good news
on funding, product launches and acquisitions over the recent past. Strengthening
the board would make it easier for Ardana to float within the next 18 months — the
target set by the ventures earlier this year.”

Care UK’s venture - Sovereign Capital - has helped the company to create new
business concepts in areas as diverse as home from hospital, rapid response
schemes, intensive homecare, and extra care schemes. Sovereign generally ensures
that all fundamentals are in place: a high-calibre entrepreneurial management team
with a proven track record, a compelling pitch, a clear vision, and the determina-
tion to build a scaleable business that has the potential to emerge as a brand or
market leader. This is how Sovereign was able to mould the management practice
of Care UK into delivering an innovative range of services in the UK’s social ser-
vices market.

Investors may also seek to influence those decisions which traditionally fall
strictly within the company’s operational domain. Marketing or advertising deci-
sions are a case in point. Among the investment criteria of 3i are long-term in-
vestment period of 3 to 7 years and adding value in the investee companies by of-
fering advice, assistance in developing new products and services, recruiting key
personnel and introduction to potential customers, strategic partners, financiers
and investment bankers. In particular, the portfolio businesses must show they can
advance to a higher level, such as capturing large global market share with a top
quality product. Silver Bird Group Bhd, for example, has managed to repackage
its bread and cakes in an innovative way to appeal to overseas customers. 3i part-
ners were instrumental in the way Silver Bird re-designed its packaging to create
value for both itself, its customers and the 3i Group.

Private equity firms are also frequently involved in outsourcing decisions (58%
of the deals studied had an outsourcing component). Carlyle insists, as a condition
of investment, that any company it invests in outsource its computer programming
tasks to the greatest extent possible. Outsourcing has now moved up the so-called
‘value chain.” The tasks being outsourced are increasingly sophisticated, and thus
less subject to commoditization down the road (e.g., Edscha introduced a new
supply chain management system at the behest of its investors). For investors such
as Carlyle it has thus become vital to promote outsourcing as part of the general
drive to maintain focus in investee company operations.
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5.3 Innovation and Value Creation

The nature and scope of innovation (e.g., the provision of seed capital or incre-
mental or continuous innovation) in start-up and growth companies can be a major
investor area of concern. In 73% of the deals studied, investors gave advice or
provided/arranged expertise on matters relating to innovation or research and de-
velopment. Our case studies also document a number of methods which general
partners employed to influence the innovation and R&D activities of their portfo-
lio companies. For example, Plastic Logic is one of the innovative companies in
Dow’s Venture Capital portfolio which is creating ‘game changing’ technology.
Plastic Logic, which spun out of Cambridge University’s Cavendish Laboratory,
has developed printable semiconductor polymer technology applicable to a variety
of electronic products. Dow has provided initial finance to test and commercialize
the company’s technology. In 1997, Merlin established its first investment part-
nership to provide seed capital for U.K.-based biotechnology companies. The
companies have since matured into some of the leading private biotechnology
firms in Europe.

Other examples include PrimalPictures, Ardana and Evotec where venture
funds were involved in one way or another in promoting new scientific or R&D
projects. It may take the form of helping establish company relationships with
universities or independent research bodies (e.g., PrimalPictures has extensive
links with University College, London), getting the company to enter into partner-
ship agreements with other innovators (e.g., Ardana concluded such agreements
with the support of its ventures) or advising the company in relation to incentive
packages for researchers or scientists (e.g., Evotec offered share ownership
scheme at the recommendation of its equity partners). Companies in sectors such
as new technology need to maintain a variety of innovation efforts if they want to
flourish over the long run. One component of this strategy is to constantly pursue
incremental innovations — in the case of iOra it was further developments in off-
line networking products. iOra has from the beginning established an information
sharing mechanism that ensures that its investors have full information and ration-
ale for its developmental efforts.

5.4 Employee Recruitment and Retention

The process of building up the internal organization, and, in particular, the em-
ployee base of a company, begins with the recruitment process. To address the con-
tribution of equity funds more directly, we asked if investors were influential in
shaping the human resource policies of a portfolio company. Our conclusions on
the importance of sector specialization are echoed in findings on recruitment for
senior level personnel. More focussed equity capitalists whose partners have ex-
tensive business experience are found to be fully involved with recruiting irrespec-
tive of the particular position in the management team. In 64% of the deals, inves-
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tors had contributed to the formation of the company’s human resource manage-
ment policy.

The timing of certain milestone events that occur within the organization may
also shed light on the extent to which investors are pressing for certain changes
within the boundaries of a portfolio company. We examine if and when portfolio
companies adopt stock option plans/bonus pay plan and we look at the first hiring of a
vice president. Stock option/bonus plans are important for a variety of reasons -
helping to attract and retain talent, providing high-powered employee incentives,
or simply supporting the change within the organisation. Obtaining equity capital is
indeed associated with a significant increase in the likelihood of adopting a stock
option/bonus plan (e.g., Evotec and TechnoStart have offered stock options with
increased venture activity), in addition to recruiting new staff. In many of these in-
stances, the goal was to institute substantial and focused performance incentives -
usually a system of rewards equalling 15 to 20 percent of the total equity. In some
cases, share ownership plans covered the whole organization, but in most other
cases incentives were targeted at a company’s leading executives.

These results confirm the findings of Fenn, Liang and Prowse (1995) who re-
port that the senior management of portfolio companies frequently own a signifi-
cant share of the companies’ equity. This means that the returns on share owner-
ship potentially represent a sizeable component of senior management’s total
compensation. The incentive effect may be further heightened by the inclusion of
an equity earn-out which allows management to increase their holdings if certain
performance conditions are met. While senior management may hold ordinary
shares, or common stock, private equity firms usually hold convertible preferred
shares issued by the portfolio company.

5.5 Leadership’s Role in Company Development

The evidence as discussed above shows that private equity firms play a key role in
building the internal organization, and specifically the skill development, of the
companies they finance — including building operational teams, introducing new
management practices such as inventory systems or helping create new manage-
ment capabilities such as patent systems. An important question is whether ven-
ture capital affects the leadership at the very top of the organization. The CEO has
the central role in building up all aspects of the company. To begin with, the foun-
ders naturally take the leadership position in their own company. While founders may
be very suited for the initial phases, not all founders can make the transition from
entrepreneur to manager. Our case studies suggest that as companies grow, they tend
to bring in an outsider for the position of CEO or CFO (e.g., Ardana and Plastic
Logic appointed a new CEO and CFO, respectively, in the second round of venture fi-
nance. A new CEO or CFO was also installed in 33% of the deals studied).
Leadership qualities are demonstrated in the way top managers attempt to cre-
ate efficiencies by introducing new organizational systems and procedures. Merlin
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ties portfolio company leadership development to the business drivers. First, it
looks at the company’s strategy and finds out how executive development will get
the portfolio company CEOs and other senior managers to the next stage of devel-
opment faster. Second, it talks to the unit managers to learn what is working, what
is not, and what is missing — examples of learning by doing and learning by ex-
perimentation. Merlin also helps its portfolio companies articulate the focus and
metrics for their executive development programmes. For example, in the case of
merger activity, leadership development programme could focus on accelerating
the integration of merged companies. Merlin believes that executive development
can contribute to business success in many ways during a merger.

5.6 Performance Measurement

Increasing number of companies have been measuring employee satisfaction, cus-
tomer loyalty and other performance areas that are not financial but that they be-
lieve affect profitability. For instance, Care UK’s ventures have insisted on the
company establishing better linkages between strategy and performance measure-
ment system to achieve a better allocation of resources, especially in its invest-
ment in training. Although a great deal of subjectivity is involved in measuring
what is important to customers, employees, suppliers or other stakeholders, a bet-
ter understanding of the underlying assumptions could fill the gap between subjec-
tive assessments and actual financial returns. These assumptions are primarily re-
lated to setting the right performance targets in terms of what is desirable on the
part of investors or other stakeholders; for example, Care UK’s ventures value
long term performance such as growth and stability more than short-run financial
gains. The focus of Care UK on growth and employee development indicates an
area of performance that is of concern to its investors. Performance management
also emerges as one of the key factors in the planned or early exit of investors.
Nearly 79 percent of the deals from which investors exited on time (or earlier than
planned) had well-defined performance evaluation systems, stating clearly the ex-
pectations of investors and what was required of portfolio companies in terms of
performance achievements.

6 Conclusions

What makes investment funds more or less active investors? The paper uses case
study information on private equity funds (and their portfolio companies) to exam-
ine investor heterogeneity, and how it affects investment styles. Extant literature
suggests that the role of equity capitalists extends beyond that of traditional finan-
cial intermediaries like banks, and that investors can play a pivotal role in the de-
velopment of the companies they finance. One of the central finding of this litera-
ture is that human capital is the key determinant of new company development
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and growth. The present study examines the hypothesis that private equity funds
foster human resource and organizational capabilities in portfolio companies. In
particular, the evidence that private equity fund-backed portfolio companies are
different from other companies in the way that they develop their human capital
base is examined.

Additionally, the study assesses skill utilization and human capital in investor
firms along three dimensions: a partner’s accumulated experience as venture capi-
talist, a partner’s previous business experience, and a partner’s scientific educa-
tion. It thus builds human capital profile of individual partners responsible for
specific deals. All the three dimensions support our contention about the specific
role of human capital in investor-investee relations. We have seen evidence that
suggests that private equity firms get involved with the development of start-up firms,
and that there can be different facets to this involvement. On the one hand, private
equity firms frequently concern themselves with providing leadership at the top of
the organization. On the other, they are involved in team building and pro-
fessionalization further down the organization.

There are various ways in which private equity firms may engage with portfolio
companies. Busenitza, Fiet, and Moesel (2004) suggest that some common forms
of intervention include: (1) being a member of the portfolio company’s board; (2)
acting as a sounding board for management; (3) making customer and supplier in-
troductions, (4) monitoring operating performance; and (5) assisting with strategic
issues. We also find examples of investor influence in the following areas of
portfolio company management:

e strategy and performance - including overall strategy, strategy on acquisi-
tions and disposals, new product development and operational perform-
ance;

e approach to general management issues such as employee recruitment,
compensation, marketing activities, innovation, outsourcing etc; and

e conventional corporate governance, such as compliance with the Combined
Code, Directors’ remuneration, board succession etc.

Specifically, private equity firms influence the skill acquisition strategies of port-
folio companies through recruitment (e.g., making sure the portfolio company has
expert individuals in key positions), retention strategies (e.g., employee share op-
tions and other incentive schemes) and team-building (e.g. training programmes).
Private institutions of venture skill support such as side funds and syndications are
also aimed at providing technical and expert support for the skill requirements of
portfolio companies. The investor influence in these areas underlines the increas-
ing role of financial institutions in designing and shaping outcomes in many sig-
nificant areas of company management.

The case study results have several important research implications. For one,
this research hopes to bring human capital (of investors) to the forefront of finan-
cial behaviour research. Theories of financial structure typically assume homoge-
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nous agents, effectively abstracting away from human capital (Hellmann and Puri
2002). Yet, if we take economic and finance researchers’ emphasis on the process-
ing of soft information seriously, we recognise that differences in experience and
ability are likely to be an important determinant of the process of financial activity
and behaviour. We thus hope that our findings will provide a broader impetus for
looking at the role of human capital in financial structure and behaviour.

This paper focuses on private equity firms, but future research might want to
extend this kind of analysis to other financial transactions too. We examine the
hypothesis that private equity funds play a role beyond the traditional roles of fi-
nancial intermediaries. We provide evidence for the role of investors in the devel-
opment of portfolio companies. For example, obtaining equity capital is related to a
variety of organizational milestones, such as the formulation of human resource
policies, the adoption of stock option plans, or the hiring of a vice president or
chief financial officer. Future research can examine the effects of these organiza-
tional initiatives on the long-term dynamics of investor-investee relationships.
Whilst the evidence presented in this paper is insufficient for judging whether a
particular economic sector is suffering because its investors are less activist in
comparison to those in other economic sectors. It does suggest that there are fur-
ther benefits to be gleaned from investors being more engaging where they have
the expertise to give sound advice to portfolio companies.
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Appendix I: List of Companies Studied
Private Equity Fund Case Main Activity (Investment stage) Turnover (2004)
Studies in thousands (GBP)

1. Amadeus Capital Partners
.3iPLC

. Merlin Biosciences

. Sitka

FNENVS I )

. Kleiner Perkins

. Sequoia Capital

. The Carlyle Group
. TechnoStart

o 3 N W

Private Equity Fund Port-
folio Company Case Stud-
ies

. Plastic Logic

. Care UK

. Ardana

.10ra

. Primal Pictures

. Blackboard

. Edscha

. Evotec OAI

0 N AN L BN =

Technology; Early and growth stages 7,304,431
179,602
Biotechnology; early & growth stages 8,110,184

All sectors; all stages

Technology & Biosciences; early & 488,839
growth stages
Technology; early stage Not available
Not available
287,500,000

Technology & Biosciences; early & Not available
growth stages

Technology; early stage

All sectors; all stages

Technology

Health & Social Care Services 136,074
Biotechnology 89,000
Technology 72,000
Technology 93,000
Technology 114,403
Supply Chain Management 987,327
Biotechnology 33,887

Yet to start production
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Abstract. The evolution of large international audit firms was driven by client
needs and legal regulations specific for the audit industry. The organizational
structure of these professional service firms can be characterized as a specific
form of a strategic network. The national member firms have to adapt to their dif-
ferent legal, cultural, and economic national environment. In particular, the legal
rules in the audit sector establish barriers of entry for foreign competitors and pre-
vent more common forms of market entry, e.g. the acquisition of another audit
firm or the establishment of a subsidiary in a foreign country.

Networks of audit firms are a prime example of hybrid governance structures
between markets and hierarchies and are organized by contractual relationships
between legal and economically autonomous partnership entities from different
countries. These networks are controlled by a committee structure. Strategic deci-
sions are made by one or more lead firms.

This article describes the governance structure of international audit firm net-
works. Furthermore, we analyse how coordination and incentive problems, e.g.
hold-up and moral hazard situations are dealt with in these network structures. Ex-
clusive rights, referral work, brand names, network-specific investments, and
profit pooling are means to ensure that network members cooperate.
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1 Introduction: Accounting Firms as Global
Professional Service Networks

The leading international accounting firms describe themselves as global networks
of professional service firms providing audit, tax, and advisory services:

“KPMG International ... is the coordinating entity for a network of independent
member firms that provides audit, tax and advisory services to a wide variety of
public and private sector organizations.””

“PricewaterhouseCoopers firms come together through their membership of
PricewaterhouseCoopers International Limited, a membership based company or-
ganised in the United Kingdom. Upon joining the PricewaterhouseCoopers global
network and becoming members of PricewaterhouseCoopers International Limited,
member firms have the right to use the PricewaterhouseCoopers name and to gain
access to common resources, methodologies, knowledge and expertise. In return,
they are bound to abide by certain common policies and to maintain the standards of
the global network as formulated by the CEO of PricewaterhouseCoopers Interna-
tional Limited and approved by its Global Board.”

“BDO International is a world wide network of public accounting firms, called
BDO Member Firms, serving international clients. Each BDO Member Firm is an
independent legal entity in its own country. Nothing in the arrangements or rules
of BDO International shall constitute or imply a partnership between BDO Mem-
ber Firms.”*

Despite the offering of a multitude of service lines, the core service remains
the auditing of financial statements, which is a highly regulated service line in
most developed countries. An audit of financial statements enables the auditor
to express an opinion whether the financial statements are prepared, in all ma-
terial respects, in accordance with an applicable financial reporting framework
(e.g. International Financial Reporting Standards (IFRS)’, U.S. Generally Ac-
cepted Accounting Principles (US-GAAP)). Audits are a subset of assurance
engagements, i.e. engagements in which a practitioner expresses a conclusion
designed to enhance the confidence of intended users other than the responsible
party, about the outcome of the evaluation or measurement of a subject matter
against specific criteria.

The evolution of large international audit firms was driven by the emergence of
multinational enterprises, which needed an audit of their foreign operations®, spe-

2 KPMG International (2005, 1).
PricewaterhouseCoopers International (2004, 45).
* BDO International (2005, 2).

> International Standard on Auditing (ISA) 200.2.

Klaassen/Buisman (2000, 439-444) discuss reasons for the internationalization of audit
firms.
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cific legal regulations for the audit industry, and cultural factors. Clients of audit
firms often have subsidiaries in different countries around the world with different
cultural, social, and legal norms and rules, e.g. accounting and tax laws. There-
fore, the clients of an audit firm in their home country need audit and consulting
services with respect to their subsidiaries abroad. “Generally speaking, especially
when multinational enterprises prepare consolidated financial statements, they will
need audits of those statements on the basis of rules of the home country of the
multinational enterprises.”’

The organizational form of an international accounting firm is heavily influenced
by regulations. In most countries the right to practice as a certified audit firm is
granted only to national firms in which locally qualified professionals have majority
or full ownership. Therefore, member firms of an accounting network are locally
owned and managed. The control of the network members can not be exercised via
majority ownership. Furthermore, the detailed national rules concerning corporate
law and accounting require a high degree of local knowledge, which creates a natu-
ral barrier of entry for foreign audit firms without local knowledge.

The organizational structure of these professional service firms can be
characterized as a specific form of a strategic network. The national member
firms have to adapt to their different legal, cultural and economic national
environment. Especially the legal rules in the audit sector establish barriers of
entry for foreign competitors and hinder more common forms of market entry,
e.g. the acquisition of another audit firm or the establishment of a subsidiary in
a foreign country.

International audit and consulting firms proved to be extremely successful or-
ganizations in the last decades, some realizing double-digit growth rates. Today,
most middle and large audit firms are members of an international network of in-
dependent firms, which enables the support of clients who operate in different
countries.® For example, the audit of consolidated financial statements requires the
cooperation of audit firms and auditors with knowledge of different country-
specific cultural and legal rules, accounting and auditing principles. The efficient
management of the local and global needs of a multinational client is of crucial
importance.” One gets an impression of the importance of audit firm networks, if
one looks at the largest audit firm networks. During 2004, worldwide fee income
of the 15 leading global accounting networks was 80.4 billion dollars and total
staff was 619,616 (see Table 1).

7 Klaasen and Buisman (2000, 439).
8 See Fisher (2005).

See for a detailed field study of the linkage between the local and the global under a
structuration perspective Barrett et al. (2005).
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Table 1. Fee and staff data for leading global accounting networks (Source: IAB, No. 360, 17.
Dec. 2004: 9-10; KPMG data: KPMG International 2004 Annual Report; www.kpmg.com).

International network Fee income 2004  Partners Professional ~ Total staff
(S m) 2004 staff 2004 2004
PricewaterhouseCoopers 17,600.0 7,753 88,471 122,471
Deloitte Touche Tohmatsu 16,400.0 7,711 84,364 114,932
Ernst & Young 14,500.0 6,973 70,070 100,601
KPMG 13,400.0 6,448 70,095 93,983
BDO International 3,017.5 2,222 17,690 25,118
Grant Thornton 2,092.0 2,026 14,257 20,486
RSM International 2,088.0 2,140 13,187 20,371
Baker Tilly International 1,815.0 2,199 12,749 18,583
Horwarth International 1,777.0 2,282 13,046 18,776
Moores Rowland Int. 1,735.5 2,113 12,169 19,176
Nexia International 1,608.0 1,614 12,560 15,902
PKF International 1,169.6 1,646 8,387 12,627
Kreston International 1,128.0 1,128 7,447 11,471
HLB International 1,114.0 1,617 7,920 12,060
Moore Stephens Int. 880.2 1,516 8,837 13,059
Total 80,324.8 49,388.0 441,249.0 619,616.0

The purpose of this study is (a) to identify the key determinants of the evolution of
international audit firm networks, (b) to characterize their governance structure,
and (c) to investigate how coordination and incentive problems (e.g., hold-up and
moral hazard situations) are dealt with. Legal regulations specific for the audit and
accounting industry seems to be a main factor, which has shaped the organiza-
tional form of international audit firms. The study finds that international audit
firm networks can be categorized as strategic networks. Exclusive rights, referral
work, brand names, network-specific investments and profit pooling are means to
ensure that network members cooperate.

Our study contributes to the existing literature in several ways. The prior audit
literature, predominantly written by audit practitioners, has addressed the subject
of our study primarily in a descriptive manner, whereas until now organizational
theorists have not discussed audit firms as a specific and economically important
network organization in detail. Thus, we contribute to the existing literature by
trying to bridge the gap between audit and organization research. Furthermore, we
attempt to provide a full picture of audit firm networks including the identification
of potential external and internal factors, which determine the organizational form.
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Our study also provides a basis for the development and subsequent tests of hy-
potheses concerning audit firm networks.

The remainder of the paper is organized as follows. In Section 2 internalization
strategies of audit firms are described. Section 3 argues that distinctive features of
the audit market influence competition and organizational structure of audit firm
networks. Section 4 analyses in detail the organizational structure of global audit
firm networks and shows how coordination and inventive problems are solved
within the networks. The last section summarises and concludes the study.

2 Internationalization Strategies of Audit Firms

We differentiate between two general modes of service delivery in foreign coun-
tries: Going-alone and cooperation (see Fig. 1).

Internationalisation strategies

[ |

Going-alone Cooperation
Employ_ee Foundation Aquisition ,,l\_/lerg_er Cooperation- Correspondence
delegation of int. firms contract contract

Audit firm networks

Fig. 1. Evolution of international audit firm networks (Source: Lenz and Schmidt 1999, 116)

A form of a going-alone-strategy is the cross-boarder delivery of services where
employees of professional accounting firms located in one country move tempo-
rarily to another country (employee delegation). Because of the high costs of the
appropriation of local knowledge, of the national accreditation as auditor, and of
travelling, in the long run this strategy is inapplicable.'® A further form is the es-
tablishing of a commercial presence in another country in form of a regional office
or a (wholly owned) subsidiary (formation of an audit firm) or the acquisition of
an existing audit firm (direct foreign investments in audit firms). Well-defined
property rights enable directive and control rights and therefore the enforcement

10 See Havermann (1993a, 173f.), Lanfermann (1995, 381f.); Linden (1989, 336); Liick and
Holzer (1981, 2037).
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of a worldwide uniform strategy and audit quality. A possible disadvantage is that
these strategies are time and cost intensive and many developed audit markets
don’t allow the majority acquisition of a local audit firm through non-locally li-
censed audit firms or auditors.

We differentiate between the following basic forms of cooperation between au-
dit firms: Correspondence contracts, cooperation contracts and (as special form)
mergers of audit networks on an international level.

Correspondence contracts: Small-sized national audit firms with a small num-
ber of international oriented clients agree with audit firms in other countries to
represent each other if required. The exclusive or non-exclusive correspondence
contract typically does not regulate explicitly audit quality and audit standards.
National audit guidelines govern the audits and in each individual case the guide-
lines are individually agreed upon between the partners of the cooperation. With
exclusive correspondence contracts referred foreign work is assigned exclusively
to the network firm in the respective country. Non-exclusivity means that multiple
network firms are domiciled in a country.'" Partner meetings at regular intervals,
the exchange of employees between network firms and continuous quality controls
do not take place. For branding purposes a common international name can be
chosen but for the provision of audit services the local name is used. Many small
or medium-sized networks utilize this contract form.

Cooperation contracts: These contracts, which regulate the rights and duties of
the member firms, e.g. use of the network name, exclusive representation in a
specified territory, quality standards, funding, create a stronger institutionalised
structure (see Section 4.2 for details).

A separate discussion is needed for mergers of international networks. The stra-
tegic leaders of two international networks propose a worldwide merger. If the pro-
posal is accepted by the partners of the national member firms a merger of national
firms usually follows. On the international level the merger is realized via contrac-
tual cooperation agreements whereas on the national level depending on the jurisdic-
tion the purchase or exchange of shares can be used to form a group of audit firms.

The European Commission investigated the merger between Price Waterhouse
(PW) and Coopers & Lybrand (C & L) because the European merger regulation
required an approval by the Commission. The Commission described the merger
as follows: “As both organisations are international networks of national offices,
overseen by international bodies, their merger will achieved by a series of transac-
tions and contractual arrangements through which the two networks will be com-
bined worldwide. In practice, the parties will accede to a new integrated structure
(the ‘Combination Agreement’) which will reflect the existing structure of the
“PW Combination Agreement’. In practical terms, the PW firms carrying on busi-
ness in any particular territory will merge with the C & L firms, which carry on
business in the same territory. Depending on national laws concerning the provi-
sion of audit and accounting services, in some cases integration will be effected by

" See Linden (1989, 342f.).
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a formal merger of the relevant firms, in other cases by the acquisition by one
entity of the business and assets of the other, while in some other cases the firms
will be formally dissolved and a new successor firm created.”'?

For example, in Germany the resulting entity PwC Deutsche Revision AG is a
non-listed stock corporation whose shares are held by the partners which is the par-
ent entity for 29 subsidiaries. According to German rules the parent company has to
present consolidated financial statements for the group. In the UK the parent is
PricewaterhouseCoopers LLP with only five principal subsidiary undertakings."

Audit firms as strategic networks historically evolved on the one hand from a
democratisation of more hierarchical group-like structures, i.e. subsidiaries were
taken over from local audit partners, and on the other hand through an increasing
institutionalizing of former more loosely connected relationships such as networks
that used mainly correspondence contracts.

We postulate the following testable hypothesis: Going-alone-strategies are more
successful in countries with less developed audit markets, which do not regulate the
foundation or acquisition of an audit firm. In developed audit markets where regula-
tory requirements grant the right to practice as an auditor only to national firms in
which locally qualified professionals have the majority ownership and control the
management we expect to observe forms of cooperation.

Stylized facts are compatible with this hypothesis:'* Former audit firms Arthur
Andersen (AA) and Price Waterhouse (PW) have chosen going-alone strategies.
In Europe AA had a market share above 20% in the following countries: Greece,
Italy, Portugal and Spain. The five countries with the highest market share of PW
were: Ireland (19.6%), Spain (18.6%), Great Britain (15.8%), Portugal (14.8%)
and Italy (12.6%). With the exception of Great Britain these are relatively less de-
veloped audit markets.

An interesting example of a fast-growing German mid-tier network, which pur-
sues a form of a going-alone strategy, is Rodl & Partner.'”” Rdl & Partner tries to
build-up an international network grounded in Germany under a common brand
name.'® At the same time, this firm is a member of another mid-tier network (Rodl
& Partner in Germany is member of CPA International Associates). These net-
works are used in countries where Rodl & Partner itself is currently not repre-
sented. Through the future formation of its own global network in such countries
there is a potential rivalry between these two networks. Furthermore, audit en-
gagements are only referred to member firms of the CPA International Associates
network if Rodl & Partner itself is not represented in a respective country. It can
be expected that such a relationship is only possible with a network, which is
characterized by loose ties between its member firms.

12 European Commission (1999, 28).

13 PricewaterhouseCoopers LLP, Annual Report for the year ended 30 June 2004.

'* See Lenz and Schmidt (1999, 1171.).

15 Another example is Haarmann Hemmelrath. See for details Lenz (2002, 125-127).

!¢ See for a short description of Rédl & Partner International Accounting Bulletin, No. 363,
3 March 2005, p. 4.
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3 Audit Services, Regulation, Organization Structure
and Competition

According to DeAngelo (1981b, 186) the quality of audit services is defined “to be
the market-assessed joint probability that a given auditor will both (a) discover a
breach in the client’s accounting system, and (b) report the breach.” The first fea-
ture depends on the auditor’s technological capabilities (competence); the second
feature depends on the auditor’s independence from a given client."”

Audits of financial statements are services of differing quality, which are offered
by audit firms and demanded by markets. Agency costs vary from entity to entity. In
general, it is assumed that the higher the agency costs the higher the demand for
high-quality audits. An ex ante evaluation of the quality of an audit is not possible.
Audit services are experience goods for the members of the supervisory board or an
audit committee and trust or credence goods for the shareholders of public compa-
nies. This results in the well-known information asymmetry problems between buy-
ers and sellers of audit services. Regulatory authorities try to overcome this problem
with mandatory requirements, which shall secure a minimum quality of audit ser-
vices. The regulation covers the admission and registration of auditors, ethics and
independence rules, auditing standards, quality assurance and public oversight about
the profession. In the end, the audit profession is one of the most highly regulated
professions, at least in developed countries.

An instructive example of regulation is the Eighth Council Directive of the EU.
In conformity with this directive most member states have introduced legal re-
quirements that the majority of the voting rights and the majority of the adminis-
trative or management body should be only in the hands of statutory auditors or
audit firms that are approved in that specific member state. Apparently such rules
restrict cross-country competition because an entry barrier is created. A proposal
of a new directive seeks to remove such entry barriers and “states very clearly that
the majority ownership of an audit firm should be held by statutory auditors or au-
dit firms approved in any Member State. This change enhances compatibility with
internal market rules and will allow also for the creation of more fully integrated
EU audit firms.”"®

What follows from these considerations with respect to the organizational form
of audit firms? Differences in language, culture, corporate, business, tax and pro-
fessional law are a natural barrier of entry for a cross-border foundation of an au-
dit firm from abroad. The acquisition of local knowledge through the purchase of
a national audit firm is often not possible, because business or professional laws
do not permit the majority acquisition of a foreign audit firm. In some countries
only the partnership is a permitted legal form for audit firms, this further restricts
the acquisition possibilities and the separation of ownership and control. If the ac-

17 See also DeAngelo (1981a).
18 European Commission (2004, 4).
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quisition of a foreign audit firm would be possible then the required local knowl-
edge could be bought and the global organizational audit know-how of a parent
firm could be transferred to the subsidiary and thereabouts combined with the lo-
cal knowledge. At the same time the organizational knowledge can be protected
via the control rights, which offer the majority ownership. In markets where the
mandatory services could not be substituted through other services substitutability
on the supplier side is of major importance for the demand side."” Then, deman-
ders will get the option to switch to a cheaper foreign supplier of audit services.

To this end, natural and legal barriers lead to separate national audit markets,
which are the relevant markets in the audit business and hinder cross-border ex-
changes of audit services. *° The existence of international audit firm networks
with a cross-border exchange of employees keeps this in effect unchanged because
ultimately the activities are controlled by the local partners. Without these restric-
tions of cross-border competition eventually more integrated audit firm organiza-
tions with minor organization and control costs and better funding options would
have evolved. In the related consulting business some suppliers are organized as
hierarchical international groups, e.g. Computer Sciences Corporation CSC, EDS,
Gemini Consulting, IBM Consulting, AT Kearny.

4 Strategic Global Accounting Firm Networks

4.1 Strategic Networks — A Working Definition

National and international networks are medium- to long-term, contractual forms
of a co-operation between legally and economically autonomous entities for the
joint task fulfilment. It is the aim of the cooperation to reach comparative advan-
tages with respect to competitors, which are not members of the network through
an efficient cooperation between network members.' The activities of the member
firms are directed towards higher profitability. Sydow (1993, 82) characterizes a
strategic network as “a polycentrical organization structure of economic activities
between markets and hierarchies, aiming at the realization of competitive advan-
tages, which is nevertheless strategically guided by one or more lead firms. The
organizational structure is characterized by complex-reciprocal, more cooperative
then competitive and relative stable relationships between legal autonomous, how-
ever economically mostly dependant firms.” Most networks are lead strategically
by one or more so-called hub firms. Networks try to combine competitive market
features like a high degree of specialization and pressure to seek efficient solutions
with more cooperative features like trust and information integration, which are

19 See Ridyard de Bolle (1992, 34f.); Lenz (1998, 191).

2 See European Commission (1996, 293-295); Buijink et al. (1996, 113-135); Maijor et al.
(1996).
21 See Sydow (1993, 96); Jarillo (1988); Gulati et al. (2000).
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used to coordinate network activities.” Therefore, strategic networks are a hybrid
organization form between markets and hierarchies.”

In our view, strategic networks in the audit sector have been developed, be-
cause on the one hand the competitive pressure has favoured the specialization on
country-specific competencies and on the other hand regulatory measures up to
now have prevented the choice of a more hierarchical organization form. A further
main advantage of a network organization in the audit business is that it protects
each member firm from liability risk resulting from deficient behaviour of other
network firms. Because audit firms, depending on the respective jurisdiction, op-
erate in a very litigious environment, this is a main argument in favour of the net-
work organization. It should be kept in mind that due to the partnership form of
audit firms in many countries the stakes are high for the partners.

4.2 Basic Features of Strategic Audit Firm Networks

The network organization

We define a contractual cooperation between legally and economically autonomous
national audit firms, which are organized based on partnership principles under the
strategic leadership of one or more member firms for the joint fulfilment of interna-
tional client needs, as a strategic audit firm network (see Figure 2).

Legal autonomy means that each member firm in the network preserves his own
legal status depending on the specific jurisdiction in which the firm operates. The
national audit firms accept contracts independently and collect their own revenues.**
The main argument in favour of a legally autonomous status of the member firms
are the above-mentioned protection from liability risks which otherwise could put at
risk the whole network and wealth of the partners. The disclaimer in the fine print of
each brochure of global accounting networks makes this very clear. We use an
elaborate recent example from KPMG’s Transparency Report:

“KPMG International is a Swiss cooperative that serves as a coordinating entity
for a network of independent firms operating under the KPMG name. KPMG In-
ternational provides no audit or other client services. Such services are provided
solely by member firms of KPMG International (including sublicensees and sub-
sidiaries) in their respective geographic areas. KPMG International and its mem-
ber firms are legally distinct and separate entities. They are not and nothing con-
tained herein shall be construed to place these entities in the relationship of
parents, subsidiaries, agents, partners, or joint venturers. No member firm has any
authority (actual, apparent, implied or otherwise) to obligate or bind KPMG
International or any other member firm, nor does KPMG International have any
such authority to obligate or bind any member firm, in any manner whatsoever.”

2 See Siebert (1991).
% See Hakansson and Lind (2004, 52-54).
24 See Zeiss (1993, 54); Niehus (1992, 1061, 1063).
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Fig. 2. Role of the cooperation contract within audit firm networks (Source: modified from
Ziegler 1994, 8)

It should be noted that there is an apparent contradiction between the image of a
global integrated accounting firm who delivers seamless services around the globe
and the above-cited description in the fine print. A balanced trade-off between in-
tegration and autonomy has to be reached within each network.

Economical autonomy means that strategic decisions have to be made inde-
pendently, e.g. national member firms decide autonomously without coercion
about entry to and exit from a network. Network membership can be terminated
from both sides, i.e. the member and the network. This is a marked difference be-
tween a network and a group whereby one entity takes control (as defined in IAS
27.4) of another entity mostly through the acquisition of a majority of the voting
rights. This enables the acquirer to govern the financial and operating policies of
the other enterprise so as to obtain benefits from its activities. International audit
firm networks are not based on shareholdings between member firms and there is
no entity, which has a significant influence as it is defined in IAS 28.2, on the
member firm. Therefore, generally an audit firm network cannot be understood as
a single economic entity.

In the cooperation contract the national audit firms transfer voluntarily specific
rights to the international organization to assure an efficient international coopera-
tion. So, there is a certain abandonment of autonomy. The intensity of the relation-
ship between member firm and network varies. In audit firm networks the member



378 Hansrudi Lenz and Marianne L. James

firms give up their autonomy only insofar as the support of international clients is
concerned.”
The cooperation contract specifies the following duties for the member firms:

e To consider the worldwide quality standards and admittance of quality re-
views;

e To consider strategic aims including a worldwide corporate identity, e.g.
the use of a joint name;

e Refer foreign audit work to member firms of the network in the specific
country, i.e., normally a member firm has the exclusive right to operate in a
specific geographic area or country;

e To act upon the client to engage foreign cooperation partners which are
network members (best-effort-clause);

e To finance the network through an allocation of costs.
The cooperation contract specifies the following rights for the member firms:

e To use the international name;

e To use joint resources and know-how, e.g. specialized employees, audit
manuals, databases and audit software;

e To deliver client services in national markets exclusively;
e To make own decisions with respect to the local market.

Details about contractual specifications of rights and duties are not publicly avail-
able.” In general, the audit firms emphasize in their brochures and annual reports
their independence and autonomy.

Economically, the degree of dependence on the international network depends
on the net present value of the stream of future additional income (revenues less
marginal costs), which is generated through network membership. In principal, it
is possible for a national audit firm to change to another international network.
This limits the dependence from a specific network. However, for members of lar-
ger networks this is not always a viable alternative because normally the new net-
work also has a member firm in the country and the change to another network
would imply a national merger between the old and new member firm. Basically,
there is a mutual dependency between network firms, because an audit firm has
inward and outward engagements. The audit firm gets engagements from other
member firms and it transfers engagements to other member firms. There is a
symbiotic interdependency between the firms.”’

%> See Mandler (1995, 32, 36); Havermann (1993a, 177f.); Niechus (1992, 1064).

% Some information is given in the recent KPMG’s Transparency Report from March
2005. See also Deloitte Touche Tohmatsu (2004, 26-28).

2 See Picot et al. (1996, 263ft.); Sydow (1993, 92).
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Networks can be differentiated according to their degree of integration in net-
works with weak, middle and high degrees of integration (see Figure 3). The
higher the degree of integration, the more autonomy is given up by the members.
Ties between members can be created by high exit fees, material referrals, network-
specific investments, e.g. a high degree of systems integration. The willingness to
give up autonomy depends on the degree of revenues, which are referred from
other network firms. Revenues from referred work can be used as a proxy for the
unobservable stream of additional rents from referred work: The higher the net-
work-specific revenues in relation to total revenues, the higher the willingness to
give up autonomous decision rights. Unfortunately, no data is available about the
percentage of referred work in relation to revenues.

Loss of autonomy

5 highly integrated
= audit firm network
& audit firm network

E with middle degree

=] of integration

audit firm network
with ,loose* ties

small

network-specific revenues (referrals)

small middle high

Fig. 3. Degree of integration in audit firm networks

Another factor that determines the degree of economic autonomy of the national
member firms is the design of the network organization. In principle, audit firm
networks are decentralized organizations.”® National engagements and engage-
ments referred from network firms are served autonomously by national member
firms whereas the lead auditor or lead partner takes on a coordinating function; but
this does not mean he is entitled to issue instructions for member firms abroad.
The dependency between network members and the network at first refers to col-
lective decisions like decisions about quality standards, which all member firms
have to obey. These decisions are negotiated in coordination committees. The
network organization itself does not provide services to clients. The organization

28 See Liick and Holzer (1981, 2037), Havermann (1993a, 52), Nelissen (1995, 527), Sie-
ben and Russ (1992, 1324).
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takes care of the evolution of international strategies and their implication in the
member firms. She takes on the role of a meta-coordinator or information broker
within the network.*

However, it should be emphasized that the European Commission in connec-
tion with the merger between Price Waterhouse and Coopers & Lybrand, which
was investigated by the Commission had noted that the member firms of Price
Waterhouse “function collectively as a single economic unit.”** For this firm a
“significant degree of integration” was stated.

International audit firm networks coordinate their activities through commit-
tee structures. They are based on the delegation of delegates from national
member firms into diverse committees. The following Figure 4 is based on a
stylized description (framework) of a network structure and shows the commit-
tee structure in general. The framework can be used to organize descriptions of
various existing networks.
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Committee/ and coordination of the
Offi “=r network
ice 1

Formulation of guidelines
and standards and
enforcement of standards
in the national member,

1 « Strategic direction
of the network
Board of * Monitoring of the
Executive Committee

Directors

firms
Council

i 1

1 1

¥ 12
Legally ?nd” Audit firm Audit firm ::&hne;
economically (stock corp.) (partnership) member
autgngmous country A country B -
audit firms firms

=> Election of members

= => Exercise of defined monitoring functions

Fig. 4. Global audit firm network organization (Source: Lenz and Schmidt 1999, 129)

¥ See Sieber (1991, 307).
30 See European Commission (1999, 29).



International Audit Firms as Strategic Networks 381

Common legal forms of a network organization are a Swiss cooperative (e.g.
KPMG), a Swiss association (Verein, e.g. Deloitte Touche Tohmatsu) or a British
(Private) Company Limited by Guarantee (e.g. PricewaterhouseCoopers).”!

Generally speaking, all full member firms are represented in the Council. The
Council elects the members of the Board of Directors, the leading organ of the
network. The Board determines the strategic aims, decides over the admission and
exclusion of member firms and formulates professional standards for the global
services. Furthermore, the Board elects the members of the Executive Committee
and monitors the activities of the Executive Board.

For example, at KPMG?” the International Council consists of the International
Chairman, together with the Senior Partners of the largest 25 member firms and 12
additional Council members being nominated by the International Board and the
International Council on the recommendation of the International Chairman. Ac-
cording to KPMG (2005, 3) the role of the Council “is to approve common goals
and direction, and significant policies to appropriately develop, govern and man-
age the international organization. The International Council also approves certain
membership matters, the annual international budget and other significant finan-
cial decisions as well as recommending the annual financial statements of KPMG
International for approval by the General Meeting.” Also, the Council nominates
additional members for the Board.

The Executive Board leads the Executive Office, which organizes the operative
day-to-day activities. It coordinates the cooperation between member firms and
enforces the decisions of the Board of Directors and is responsible for the whole
management of the network.” The Executive Board makes available the resources
for all international activities, assists, und steers the committees and project
groups, which develop the network standards and methodologies, and assists and
controls the national member firms who implement the network standards and
policies.* The Executive Board analyzes the member firms and gives recommen-
dations concerning potential new members. In most audit networks the Executive
Board and the Executive Office have a strong position inside the network.”

Example KPMG:*® The International Board at KPMG comprises of up to
twenty members, made up of representatives from the seven largest member firms
(by revenue), including the KPMG International Chairman. The remaining mem-
bers are made up of the CEO and representatives of up to twelve other member
firms, nominated by the International Board and the International Council on the
recommendation of the KPMG International Chairman. Members of the Board,
with the exception of the Chairman and the CEO, are appointed for renewable

3! See for a detailed description of these legal forms Hachmeister (2001, 229-236).
32 See for he following KPMG (2005, 3).

3 See Ziegler (1994, 394).

3 See Linden (1989, 345).

35 See Mandler (1994, 181); Nichus (1992, 1066).

3 See KPMG (2004, 2-4).
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terms of two years. The Board has an overall mandate to review and endorse the
policies regulations at KPMG and monitor their implementation.

Example Deloitte Touche Tohmatsu (DTT):*” The Board of Directors at DTT is
comprised of 33 members and it is the highest global governing body. Members of
the Board are appointed by individual member firms that are themselves selected
based on size, revenues, and number of multinational clients. The Board also in-
cludes five regional seats, ensuring that smaller member firms are represented.
Once elected, a member can serve up to a four-year term. The Board is served by
the Governance Body, which has oversight responsibility for the organization’s
management. The Governance Committee has equal representation of DTT’s 13
largest member firms. Each Committee member has one vote on matters consid-
ered by the Committee. The Board has also a number of subcommittees that coor-
dinate and recommend actions on a wide scope of financial and administrative is-
sues within the context of the global organization.

To sum up, despite economically autonomous entities there are a lot of interde-
pendent ties between national audit firms. The network organisation is a meta-
coordinator who shall organize an effective cooperation between national audit
firms. Usually, a committee structure is established which restricts the autonomy
of the national firms in specific well-defined areas. In more integrated Big 4 net-
works like KPMG or Deloitte the largest member firms clearly take on a dominant
position in the governance structure.

Strategic Leadership

A strategic network is led strategically by one or more central firms.*® In audit
firm networks the leading firms are the firms who operate in the significant audit
markets, e.g. the U.S. or the British audit market. These firms have the highest
turnover and dominate other firms via their economic importance. As shown
above, strategic leaders have more seats on the Board of Directors or on the com-
mittees. Certain positions, e.g. the chair of the Executive Board, may be reserved
for the strategic leader, as it was the case by the former C&L-network.” Strategic
leaders can gain an advantage over other firms because their predominant re-
sources used to fulfil joint projects. Regularly, the audit manuals and audit soft-
ware is developed by the leading firm in the network.* Strategic leaders gain a
powerful position within the network through the setting of network guidelines,
which transfers the pressure to adapt to the other network members.

In the Big 5 (now Big 4) networks the influence of the strategic leaders, mainly
U.S. or U.K. firms, is based upon their economic importance in conjunction with
technology and know-how advantages.*'

37 Deloitte Touche Tohmatsu (2004, 27).

3 See Sydow (1993, 81); Jarillo (1988, 32); Gilroy (1993, 33).
39 See Speechly (1994, 10).

0 See Niehus (1992, 1065).

41 See for details Lenz (1999, 131).
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Specialization and Pressure from Competition

Specialisation and market pressure that assures efficiency are important success
factors for networks. In audit firm networks specialisation is comprised of coun-
try-specific know-how about language, culture, and legal systems (corporate, tax
and accounting laws), which is crucial for audit and related advisory services.
Some member firms are specialized in branches, e.g. financial services, or specific
services, e.g. legal services. These specializations can be used in the whole net-
work. Specialization benefits are supplemented by market pressure created
through the comparison with national competitors because each member firm acts
as an independent and autonomous entity on its relevant national market. Whereas
the member firms in larger networks possess the exclusive right to represent a
network on the national markets this does not necessarily mean that competition is
restricted because henceforth competition takes place between networks.** The in-
dividual audit firms compete on national markets with members of rival networks.
This permanent evaluation of network relations can assure the efficiency of the
network, because the individual member firm can calculate, whether the member-
ship is still rewarding or whether a change to another network would be more
worthwhile. Otherwise, the network organization can evaluate if existing relation-
ships must be improved or whether individual firms must be replaced by more ef-
fective firms. So, within networks competition supports efficiency and innovation.

The permanent evaluation of network relationships und the opportunity to ar-
range more advantageous network arrangements enables an efficient cooperation
in the network, because each network is forced to optimise its relations to hinder
the potential loss of members. However, the change of network membership re-
quires often a merger between the previous and the new member firms in the re-
spective country. If there are differences in organization and partner profitability
this is not always possible without frictions.

Mechanism to Manage Coordination and Cooperation Problems
in Audit Firm Networks

Which institutional arrangements and reciprocal obligations help audit firm net-
works to organize efficient cross-border coordination and cooperation and to pro-
tect the network against opportunistic actions of individual firms (free rider prob-
lem)? Coordination means the coordination, which is necessary if there is a high
degree of division of labour. Thereby we assume no conflicts of interest between
the parties are present. In contrast, motivation and incentive problems are caused
mainly by conflicts of interest between principal and agent (agency problems), e.g.
between a lead auditor and a foreign member firm. Table 2 gives an overview
about possible coordination instruments in international audit firm networks.

2 See Thorelli (1986, 46); Semmlinger (1993, 340).
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Table 2. Coordination instruments in audit firm networks (Source: Hachmeister 2001, 247)

Personnel coordination Mutual exchange of employees,

instruments personnel communication networks which enable an
informal exchange of information, e.g. regular partner
meetings

Organizational coordination ~ Network vision and joint network culture, cooperative

instruments formulation of common strategies, committee structure,
design of the central office, installation of a reporting
system, clear assignment of tasks and competencies via a
lead partner system

Technical coordination Harmonized IT- and management systems, audit
instruments guidelines and tools

Hachmeister (2001, 249) describes three basic incentive and motivation problems:

1. If a new member firm is admitted to the network, both sides have to check
if each side has the adequate resources and competences at their disposal
(signalling and screening).

2. After the admission of a member firm the network has to be assured that
each network member adheres to the agreed quality standards, otherwise
the reputation of the whole network is at stake (moral hazard risk).

3. Value and cost of the network membership has to be traded off. The usu-
ally ex ante incomplete contracts must not be interpreted ex post in a way
which favours one side unfairly (hold-up risk).

The following Table 3 shows hypothesized incentives for some contractual ar-
rangements used in audit firm networks, which shall attenuate moral hazard and
hold-up risks.

Exclusive rights and referrals: Exclusive rights hinder mutual competition within
the network. If an audit firm waives the right to carry on business in a foreign
country a typical bilateral situation of mutual dependency is created. This ar-
rangement avoids conflicts of interests and restricts opportunistic behaviour. For
example: The German auditor of a group in Germany needs for the audit of the
U.S. subsidiary of this group the services of an U.S. network member. Similarly,
the U.S. auditor who audits a U.S. group with a subsidiary in Germany must have
trust in the services of the German network member. Both parties know that they
have to rely on each other’s quality at the next audit and will avoid falling below
the agreed-upon quality standards.

Network-specific investments: Opportunistic behaviour can be restricted through
network-specific investments which are lost if an opportunistic member firm must
leave the network. Network-specific investments like the costs for central training
facilities, branding costs, formulation of audit guidelines or the development of
audit tools are sunk costs. High investments into the international quality assurance
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Table 3. Institutional arrangements of audit firm networks and incentive effects (Source:
Hachmeister 2001, 259f.)

the contract parties
(scale effects of
monitoring)

Contractual Incentives for Dependence with Dependence with

arrangements network- compliant  |reference to an reference to the
behaviour (moral individual firm whole network
hazard) (hold-up) (hold-up)

Exclusive rights Eases the control of [Strengthens the Dependence of an

position of the
exclusive member
firm in a specific
country

exclusive single
member firm

Referrals

Incentives for
monitoring

Leads to mutual dependence between

network members

National branding
name (reputation)

Emphasizes the
autonomy of the
members, weak
incentives for
monitoring and for
investments into the
network

Strengthens the
position of the
member firm

Weakens the position
of the network

International
branding name
(reputation)

Self-binding with
respect to clients,
incentives for
monitoring and
network-specific
investments

Weakens the position
of the member firm

Strengthens the
position of the
network

Network-specific
investments in audit
tools and
education/training

Self-binding with
respect to clients and
monitoring incentives

Mutual dependency between network

members

Profit-pooling

Strengthens network-
compliant behaviour,
profit-pooling leads
to common interests

Mutual dependency between network

members

Lead partner for
specific clients

Eases the control of
member firms

Weakens the position
of an individual
member firm

Strengthens the
position of the
network
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are investments into long-term relations, which protect against quality deceit. Cli-
ents and network members know that these investments are lost if an auditor op-
portunistically tries to break agreed-upon quality standards.” According to
Thorelli (1986, 39) information integration is one aim of a network. Information
integration, e.g. common audit technology and IT-systems, makes joint knowledge
available.* Long-term relations ease the exchange of knowledge because the
value of information can be evaluated. Furthermore, information integration
causes additional ties in the network which reinforce the long-term relations.

Brand name, reputation: A high reputation enables the realization of price premi-
ums and additional engagements. It takes a long time to build up a reputation but
reputation of a firm or a network may easily be destroyed by misconducts of only
a few employees.*’ The collapse of the worldwide Andersen audit network after
the Enron accounting scandal is an instructive example. The efficiency of the
reputation mechanism indeed assumes a high market transparency, i.e. the detec-
tion probability must be high enough.*® Without many costs reputation may be
transferred via branding on network member firms. It must be kept in mind that
this goodwill spill-over may be effective in the opposite direction, too. If a net-
work member firm acts inappropriately the reputation of the whole network may
be damaged. In the face of these risks the network will consider a symmetric allo-
cation of the investments to hinder a one-sided expropriation of benefits. For ex-
ample, only firms with a comparable reputation in their home country may be ac-
cepted as new members because this puts a comparable reputation at stake in case
of deficient audits.”’

4.3 Risks of Global Audit Firm Networks

A network organization carries substantial risks, which can threaten the existence
and evolution of networks. We identify the following risks:

If networks are characterized by very loose ties the system can only partially be
controlled (partial systems controllability).* In this case the network firms primarily
intend to strengthen their own position at the cost of the whole network. A further
problem is the loss of identity, which may follow if a member firm adapts a strong
network culture.*” Important national features, which are advantageous in the local

# SQee Jarillo (1988, 37); Meyer (1995, 153); Gilroy (1993, 140); Gemiinden and Heyde-
breck (1994, 266f.).

* See Semmlinger (1993, 338); Gilroy (1993, 31f.).

4 See Gilroy (1993, 155); Mandler (1995, 37); Marten (1994, 153).
% See for an overview about empirical studies Moizer (1997).

47 See Mandler (1995, 36); Havermann (1989, 110).

8 See Sydow (1993, 275).

* See Meyer (1995, 160).
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market, may disappear. In the former audit network KMG (Klynveld Main Goer-
deler) the national identities were so strong that sometimes the appearance under a
common name was problematic for some firms.>® The openness of networks enables
firms to leave the network if better relations are available (instability through exits).
This may weaken the network if an important member firm in a country leaves.
BDO Binder experienced a strong set-back on the important British audit market as
the foundation member Binder Hamlyn changed in 1994 to Arthur Andersen. Prior
to this, BDO had lost its foundation member in the Netherlands Dijker & Doornbos
to another network.”' Since clients change the networks with the departing audit
firm, member firms in other countries loose clients because clients, i.e. subsidiaries
of the parent company who was audited by the leaving firm, prefer to work world-
wide with a single network of audit firms. A further threat is the loss of competence
of the national member firms if there are strong strategic leaders in a network. If the
hub-firms occupy the central positions in the network they determine the further de-
velopment of the profession and the design of network guidelines and audit tools.
The new audit approach of the KPMG audit network is clearly stamped by the U.S.
member firm.” The increasing significance of international accounting and auditing
standards leads to a relative debasement of country-specific knowledge and is fa-
vourable for Anglo-Saxon member firms. Previously, we already have mentioned
negative reputation effects, which are a risk for the whole network (reputation
risks). The more different the cultures and techniques, the larger the number of
member firms, the higher the coordination costs for the network.™

Audit firm networks describe themselves as global professional service firms,
which deliver a broad range of services to their clients. However, incentive-
incompatible regulations in the audit business create a problem for audit firm net-
works. In some jurisdictions, consultants who bring in a substantial portion of
revenues are not allowed to take over a management position in an audit firm.**
Independence requirements have severely restricted the delivery of non-audit ser-
vices in many countries. This makes the joint delivery of professional services
from a single supplier less attractive than before.

5 Summary

The evolution of large international audit firms was driven by client needs and le-
gal regulations specific for the audit industry. The organizational structure of these
professional service firms can be characterized as a specific form of a strategic

%0 See Stevens (1985, 54f.).

31 See Post et al. (1998, 701£.); Otte (2002 , 128-134, 154-158).
32 See Bell et al. (1997).

>3 See Havermann (1993b, 58).

See for example § 28 WPO (German Public Accountant Act); see also Havermann
(1998, 418).
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network. The national member firms have to adapt to their different legal, cultural
and economic national environment. In particular, the legal rules in the audit sec-
tor establish barriers of entry for foreign competitors and prevent more common
forms of market entry, e.g. the acquisition of another audit firm or the establish-
ment of a subsidiary in a foreign country.

Networks of audit firms are a prime example of hybrid governance structures
between markets and hierarchies and are organized by contractual relations be-
tween legal and economically autonomous partnership entities from different
countries. The networks are controlled by a committee structure. Strategic deci-
sions are made by one or more lead firms.

This paper describes the governance structure of international audit firm net-
works. Furthermore, we analyze how coordination and incentive problems, e.g.
hold-up and moral hazard situations are dealt with in these network structures. Ex-
clusive rights, referral work, brand names, network-specific investments and profit
pooling are means to ensure that network members cooperate.

The future will bring a greater transparency with respect to audit firm networks.
The proposal for an 8" Directive requires as a special provision for the statutory au-
dit of public interest entities a publicly available transparency report. The annual
transparency report should include amongst other things the following (Article 38):
a description of the legal structure and ownership; where the audit firm belongs to a
network, a description of the network and the legal and structural arrangements in
the network, a statement on the governance structure of the audit firm, financial in-
formation and information about the basis for partner remuneration.

This additional information will give researchers an opportunity to gain further
insights into the structure of audit firm networks and into the degree of network
integration and enables them to formulate and to test hypotheses, e.g. about the
correlation between network-specific revenues and the degree of integration (see
Fig. 3) or between the degree of integration and cooperation-ensuring instruments
(see Table 3). Furthermore, future research should explore in more detail the mix
of safeguards in place ensuring cooperation within networks of differing degrees
of member autonomy. Our research provides a basis for empirical research into
these issues by organizational and auditing theorists.

Regulators likely will be interested in this research because independence rules
cover not only auditors and audit firms but also the network to which a statutory
auditor or an audit firm belongs (Art. 23 8" Directive of the European Union). Ar-
ticle 2, Point 5, of the new 8" Directive defines network as follows:>

“Network” means the larger structure:

> European Parliament legislative resolution on the proposal for a directive of the Euro-
pean Parliament and of the Council on statutory audit of annual accounts and consoli-
dated accounts and amending Council Directives 78/660/EEC and 83/349/EEC
(COM(2004)0177 — C6-0005/2004 — 2004/0065(COD)), 28 September 2005.
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e which is aimed at cooperation to which a statutory auditor or an audit firm
belongs, and

e which is clearly aimed at profit or cost sharing or shares common owner-
ship, control or management, common quality control policies and proce-
dures, a common business strategy, the use of a common brand-name, or a
significant part of professional resources.

This definition is broad and uses some vague terms, which must be interpreted by
audit firms and regulators in the member states of the European Union. Further eco-
nomic research is needed to operationalize these terms and to develop a measurable
taxonomy of network integration. Thereafter, it would be possible to discuss what
degree of integration of the common interests between network members would
make it necessary to also apply independence rules to network members.
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International Joint Venture Performance:
Impact of Performance Measures and Foreign
Parent, Target Country and Investment
Specific Variables on Performance

.o
Jorma Larimo

Abstract. The past three decades have witnessed a growing theoretical and
managerial interest in international joint ventures (IJVs). Of growing interest has
especially been the analysis of IJV performance. The previous studies have
indicated very varying results about IJV performance and determinants of 1JV
performance. Fourteen hypotheses of the impact of foreign parent, target country,
and investment strategy specific variables on performance were developed and
tested. In a central role in the study was also the question do the results depend on
the measure of performance? As the measures of performance were selected:
longevity, survival, and stability. The empirical part of the paper is based on over
720 1IJVs made by Finnish firms. The most significant variables were the
international experience and the degree of diversification of the Finnish firms, unit
unrelatedness, and the individualism dimension of culture. The results indicated
relatively much differences depending on measure of performance.

Keywords. International joint venture, performance, longevity, survival, stability

1 Introduction

The past three decades have been characterised by a multiplication of studies fo-
cusing on the subject of international joint ventures (IJVs) and alliances. Behind
the great interest towards 1JVs and other forms of co-operation arrangements by
academians and managers are : 1) the increasing use of collaborative arrangements
by companies and various public organizations, and 2) the relatively high failure
rate of various types of collaborative arrangements. Performance in 1IJVs has been
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of great interest during the last 30 years among researchers (Robson et al. 2002;
Reus and Ritchie 2004). Some studies indicate that most of the firms have suc-
ceeded at least rather well in their [JVs and alliances (see e.g. Beamish 1993; Lee
and Beamish 1995; Makino 1995). However, some studies indicate as high fail-
ure/instability rates as 50% or even over two-thirds (Harrigan 1988; Park and
Russo 1996; Hennart et al. 1999). It seems that the results are depending at least
for some degree on the measure of performance. Additional interest towards fur-
ther analysis of the IJV performance gives the fact that the results about the influ-
ence of various variables on IJV performance have been rather mixed. Most of the
IJV performance studies have been based on rather small samples (less than 200
cases) and they have focused on IJVs made in one single country (e.g. in China) or
on some specific area (e.g. in Asian countries)(for more specific details see e.g.
Robson et al. 2002). Therefore there has been a limitation of the possibilities for
making more comprehensive analysis and comparisons concerning the impact of
various 1JV location/target country specific variables.

This paper aims to give additional evidence of relations between selected for-
eign parent firm, target country, and investment strategy related variables and IJV
performance. An additional goal is to analyze whether there is variation in the re-
sults depending on the measure of performance. As the measures of performance
will be selected longevity, survival and stability, because all of them can be re-
garded as key features of 1JV performance and all of them have also been used in
several earlier studies.

The empirical part of the paper will be based on a sample of over 700 1JVs es-
tablished by more than 130 Finnish companies in over 60 foreign countries during
period 1970-2001. The study is the first large scale study focusing on IJV per-
formance of firms originating from any of the Nordic countries (sample size over
250 cases). In this study the term IJV refers to an unit which has at least two par-
ents, and from which at least one has its headquarter outside the country where the
unit is located in. The unit may have been established as a greenfield investment
or the IJV may be a partial acquisition of a local unit. The share of the foreign
partner in the IJV must be between 10 and 94% (commonly used limits for an
1JV). Finally, the focus in the paper is on [JVs having manufacturing operations.
Thus, IJVs in service sector and IJVs between firms in manufacturing sector
which concentrate e.g. only on sales or R&D operations are excluded. The focus
in the paper is the viewpoint of the foreign partner in the 1JV.

The structure of the paper is as follows. In the second section an overview of
performance measures is made. In the third section the relations between various
variables and 1JV performance are discussed. The third section includes also de-
velopment of hypotheses for the empirical part of the paper. In section four the
sample selection, operationalization of variables used and key methodological
issues in the study are discussed. Section five includes the presentation and
analysis of the results. Section six includes a summary and conclusions based on
the study made.
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2 Measurement of IJV Performance

A major difficulty in evaluating the success of 1JVs is due to the definition and the
measures of performance. Academians have used numerous measures of 1JV
performance, many of which are conceptually ill-founded and have prima facie
caused inconsistency in empirical findings (Geringer and Hebert 1991, Olk 1997,
Yan and Zeng 1999, Robson et al. 2002). In several studies only one criteria for
IJV performance has been used, but great variation exists regarding the type of
performance being evaluated and the criteria used. The evaluation can be directed
towards either the performance of the operation itself (JVPERF) or towards the
performance of the partners (PARTPERF) (i.e. how the IJV characteristics
influence the partner(s) performance). Furthermore, the evaluation can be realized
using subjective or objective measures or a combination of both types of perform-
ance measures (Blanchot and Mayerhofer 1997).

A review of empirical IJV studies (Robson et al. 2002; Larimo 2001) indicates
that an overwhelming majority of proxies identified in the literature correspond to
JVPERF. Only a few studies assess PARTPERF. Objective measures of JVPERF
have included longevity, survival, stability, combination of longevity/survival and
stability, and varius types of business indicators (e.g. profitability, market share
etc.). As subjective measures have been used various items assessed by partner
firm(s), various items assessed by IJV general manager, or a combination of them.
Furthermore, also different kind of combinations of objective and subjective
measures have been used. All the measures have their own strengths and
weaknesses. In this study the evaluation will be directed towards the JVPERF and
we will focus on three measures:survival, stability, and longevity.

Survival has usually been accepted as a good indicator of performance. A
divestment is usually regarded as an indicator that the unit has not reached the goals
set for it or that the unit has clearly been a failure. This is not necessarily the case
(Yan and Zeng 1999). However, results in several studies (Beamish 1985; Pope
2003) reveal that most of the ventures that have ceased operations did so because
they failed. Also in a rather recent study by Glaister and Buckley (1998) a high cor-
relation was found between survival and subjective measures of 1JV performance
(see also Geringer and Hebert 1991). Stability is another commonly used measure
for IJV performance. Stability increases internal harmony and trust between part-
ners. Only if it is clearly evident that the inputs of partners do not equal the desired
inputs of the partners” and they agree about this, a rapid change in the ownership
distribution is understandable. Another exception includes cases where the change
was planned already at the time of the establishment of the IJV (for a good review
related to the concept and use of instability as the measure of IJV performance, see
Yan and Zeng 1999). In this study instability includes both divestments and greater
changes in the ownership distribution. A third commonly referred measure for IJV
and alliance performance is longevity. A very common view is that most 1JVs are
not intended to be short lived but to last for a longer time period. Intended time peri-
ods of ten years or even more are relatively common in IJV agreements. Therefore,
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the longevity of the unit is regarded to be a good indicator of performance. These
three variables are also the three most frequently cited objective measures of per-
formance in the 1JV literature (see e.g. Yan and Zeng 1999).

3 Relations Between Various Variables and IJV
Performance

In a review of 95 empirical studies focusing on IJV performance by Robson et al.
(2002) 120 determinants and ten approaches to to IJV performance assessment were
found. When variables were examined for overlaps and evaluated based on their
theoretical and practical meaning, the figures were decreased to 74 determinants and
seven performance measurement approaches. The determinants could be categorized
into: 1. intrapartner characteristics, 2. interpartner fit, 3. venture demographics, 4.
contractual elements, 5. control and supervision, 6. project-specific relational as-
pects, 7. organizational learning, 8. R&D and technology, 9. marketing, 10. human
resources, 11. industry characteristics, and 12. regulatory environment. Several of
the categories demand survey and/or interview based information. This is one reason
why only seven of the 74 variables have been used in at least 10 IJV studies. Fur-
thermore, the review revealed that the results have been rather mixed and the results
have partly depended on the specific performance measure used (financial, stability,
or multidimensional performance). Thus additional analysis is definitely needed re-
lated to the relations between different variables and 1JV performance.

Table 1. Variables selected to the present study

Foreign parent specific variables
Size of the parent
Degree of diversification of the parent
International experience of the parent
Target country specific experience of the parent
Target country specific variables
Economic level of the target country
Economic growth of the target country
Political instability of the target country
Cultural distance to the target country
Degree of uncertainty in the target country
Degree of masculinity in the target country
Degree of power distance in the target country
Degree of individualism in the target country
Investment specific variables
Unit unrelatedness to the foreign parent
R&D intensity of the field of industry
Ownership structure
Form of establishment
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For this study 16 variables were selected (see Table 1) based on the data collected
for a large data bank related to foreign direct investments by Finnish firms by the
author of this paper during the last twenty years Some of the selected variables
like cultural distance have been included in several earlier studies, but as stated
above, the earlier results have been rather mixed. Some of the variables have been
analysed very limitedly so far, like the relations between the four separate dimen-
sions culture and IJV performance. Thus additional evidence is clearly needed re-
lated to their relations with IJV performance.

3.1 Foreign Parent Related Variables

Related to the effect of the size of the foreign parent firm one could expect that
because larger firms usually have more financial, management etc. resources and
their international experience is greater than that of smaller companies, their need
for a local partner is smaller. If they need a partner then based on above referred
arguments their ability to negotiate and bargaining power is greater than that of
smaller firms. Therefore it could also be expected that they would have better
performance with their IJVs. However, one could expect that large firms would be
more prone to later buy out the local partner than smaller firms based on the
greater level of financial and management resources. Therefore based on stability
measure a negative relation could be expected between the size of the foreign
partner and IJV performance.

The parent size variable has been included to ten earlier studies from which the
results in six studies indicate no relation at all and the results in four studies a
negative relation (see Robson et al. 2002). Also in a recent study by Pope (2003)
the results did not support the expectation that the larger the parent firm, the more
likely the joint venture is to dissolve. Based on above it seems that there does not
exist any direct relation between size of the foreign partner and IJV performance.

Hypothesis 1: There is no direct relation between the size of the foreign
partner and 1JV performance.

Degree of diversification of the foreign parent. One key variable usually ex-
pected to influence on the preference of an 1JV against WOS as ownership struc-
ture of the unit is the degree of diversification of the foreign investing firm. The
higher the degree of diversification the higher the expected preference for an IJV
because of the greater need for financial and management resources than in highly
concentrated companies. Based on the same argumentation one could expect - es-
pecially based on the stability measure — that highly diversified firms would prefer
to keep the IJV arrangement and therefore they should perform better than highly
concentrated firms. Both Gomes-Casseres (1987) and Kogut and Singh (1988)
suggest that high degree of diversification of the parent increases the use of IJVs
against WOSs and decreases probability of dissolution of the IJV. Although Pope
(2003) could not find support to the expectation that IJVs with highly diversified
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parents are less likely to dissolve than 1JVs with less diversified firms, it is ex-
pected that:

Hypothesis 2: There is a positive relation between degree of diversification
of the foreign partner and 1JV performance.

International experience and target country specific experience. Experience
can improve performance/longevity of a FDI in several ways. First, experienced
firms are probably better market and partner “scanners” than novices in the
international arena. More accurate evaluations of potential sites and 1JV partners
for a FDI should increase probability of better performance and reduce risk of
subsequent divestment. Second, as experience is accumulated it becomes easier to
avoid many of the problems involved in running foreign subsidiaries, and to find
workable solutions if problems should arise after all. Finally, international
operations take place in environments that are often subject to seemingly dramatic
changes, for example sudden changes in exchange rates and prices, competition
etc. The interpretation of such events and how to respond to them can vary greatly,
depending on how experienced the decision-makers are. An event that from the
viewpoint of an unexperienced firm is regarded as quite extraordinary, may be
interpreted by an experienced firm as simply being normal fluctuations. What
could lead to a withdrawal from an operation in the first case, may well barely
raise any concern in the latter. In sum, higher levels of experience should lead to
lower dissolution rates and therefore to better performance. However, based on the
greater international experience and usually greater need for integrating the
operation of various units to the international network of the foreign partner than
in cases of less experienced foreign parents, the stability of the units could be
expected to be lower in the former than in the latter cases. The empirical results
(see Robson et al. 2002) seem to be very mixed: some studies have found positive
relation, some no relation and in one study (Hu et al. 1992) even a negative
relation. Also the results by Pope (2003) indicated no relation between
international experience of the parent and probability of dissolution of the 1JV.
The results indicate also that the measure of performance seems not to have
significantly influenced the results.

Another aspect of experience is the target country specific experience. Target
country specific experience should reduce uncertainty related to the operation
environment and in this way increase the possibilities for better performance.
However, target country specific experience may also reduce the need for a local
partner after the starting period of the operation. Thus, as in the case of
international experience, it could be expected that, based on survival, the relation
would be positive, but based on stability it would be negative. Robson et al.
(2002) found seven studies where the relation had been analyzed and again the
results are mixed: some results support positive, some no and one study a negative
relation. Also the results in a recent study by Pope (2003) give support to the
greater probability of dissolution when the target country specific experience
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increased. Furthermore, results in the two studies identified by Robson et al.
(2002) where stability had used as the measure of performance, indicated positive
relation between target country specific experience and 1JV performance.

Thus there is strong theoretical argumentation that international and target
country specific experience would lead to better performance. However, the
empirical results are very mixed giving support to both positive, negative, and
no relation between those variables and IJV performance. Based on above and
on the general results that international experience has decreased the probability
of divestment of FDIs (see e.g. Mariotti and Piscitello 1997; Larimo 2000), it is
expected that:

Hypothesis 3: International experience has a positive impact on 1JV perform-
ance.

Hypothesis 4: Target country specific experience has a positive impact on
1JV performance.

3.2 Target Country Specific Variables

As discussed earlier, from the target country specific variables for this study
economic level, economic growth, political risk, and cultural distance were
selected. Concerning cultural distance specific features of cultural distance were
also decided to be added to the analysis to give more detailed view of the impact
of cultural issues on the IJV performance.

Key features to be included into empirical studies related to foreign operation is
the economic environment in the target country. Aspects to be analyzed are often
the level of ecomic development and economic growth in the target country. The
higher the level of economic development in the target country the more more
developed the infrastructure in the target country usually is. Also the impact of the
local government on the operations of the unit are usually much more limited than
in countries of lower level of economic development. Furthermore, the amount of
potential IJV partners and suppliers for the IJV is greater making it easier to select
a suitable partner for the 1IJV and secure the important supply flows the 1JV
increasing in this way the possibilities for the longevity, survival and stability of
the 1JV operation. In countries of lower economic development the probability of
problems in finding a suitable partner for the unit and/or secure supplies of raw
materials and components is often much greater decreasing therefore the
possibilities for good performance. What concerns economic growth the better the
possibilities for new entrants in the target market. Furthermore, the 1JV alternative
is expected to be better than the WOS in cases of high economic growth in order
to speed up the entry in the market. Thus it can also be expected that the high
economic growth would promote the performance of the IJV.

As discussed earlier, several of the empirical 1JV studies have focused on 1JVs
made in one single country or in a limited amount of countries. Therefore there
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has not been focus on the impact of the economic environment on the 1JV
performance (Robson et al. 2002). However, some older (Gomes-Casseres 1987;
Campbell 1997), but also a more recent study (Pope 2003) found empirical
support to the expectations that economic sophistication of the target market
influences positively the 1JV performance. What concerns growth in the target
country, industry growth has been found to have in two studies no relation and
also in two studies a positive impact on IJV performance. Based on above and on
the expected positive correlation between economic and industry growth, it is
expected that:

Hypothesis 5: There is a positive relation between level of economic
development in the target country and I1JV performance.

Hypothesis 6: There is a positive relation between the economic growth in
the target country and 1JV performance.

A high political instability/political risk in the target country leads to a more
uncertain environment of the operation. Although the risk to local government
expropriations has been very minimal during the last thirty years (see e.g. Minor
1994) there is uncertainty related to several other government policy issues having
an impact on 1JVs like taxation, import duties and possibilities of raw materials and
components etc. An unstable environment decreases the possibilities to control the
1JVs or to predict its future. In unstable environments firms tend to be less long-term
oriented and environmental instability increases the likelihood that firms will engage
in opportunistic behavior (Chen and Boggs 1998). Thus a stable political
environment should also promote the performance of the unit. Rather few (five)
earlier studies have included the political instability/risk variable (Robson et al.
2002). Surprisingly in only one of those five studies a positive relation was found
between political risk and IJV performance whereas in four studies no relation was
found. The results indicate that even in highly politically uncertain environments
1JVs have been able to survive and perform better than one could expect. However,
the results in a recent study (Pope 2003) indicated additional support to the
expectations that political uncertainty increases the likelihood of the dissolution of
the IJV. Therefore for the empirical part of the study it is expected that:

Hypothesis 7a: There is a negative relation between the political instability/
risk in the target country and 1JV performance.

Hypothesis 7b: The impact of political instability/risk is greater in develop-
ing than in developed countries.

Cultural distance between partners and its impact on IJV performance has so far
been the most commonly reviewed variable. The distance has usually been
expressed multi-dimensionally (based on Hofstede’s (1980) four -cultural
dimensions and index developed by Kogut and Singh (1988). Cultural similarity
decreases problems caused by cultural issues — e.g. different norms of behavior
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and productivity, measurement and goals related to performance - and should
facilitate trust and cooperation between partners. A greater cultural distance
apparently increases differences in norms of behavior, differences in goals etc.
When conflicts arise cultural similarity makes it easier for firms and their partners
to understand each other and resolve the differences (Barkema and Vermeulen
1997). Therefore a negative relation between cultural distance and 1JV performance
could be expected.

Of the 24 empirical studies identified (Robson et al. 2002) eleven indicated no
relation, nine a negative relation, and four a positive relation. In those studies
where a positive relation was found the authors offer as explanations that partners
from culturally distant countries might have more to learn from each other and
that the potential opportunities to realize synergies may be quite great because of
different kind of strengths e.g. between Western and Asian companies (see
Pangarkar and Lee 2001). A more detailed analysis of the impact of cultural
distance indicates that a non-significant relation was usually found when a
financial or multi-dimensional measure for performance was used whereas in
cases of stability and survival measures most studies indicated a negative relation.
Furthermore, the negative impact of cultural distance seemed to be greater in
studies focusing on IJVs established pre-1990 and/or operating in developing
countries than in studies focusing on more recent IJVs and/or [JVs established in
developed countries. Related to the time periods it is noteworthy, however, that
the amount of studies in the review by Robson et al. (2002) including IJVs
established in the post-1990 period is rather limited. Pope (2003) analyzed in her
study also the possibility that the relation between cultural distance and 1JV
performance would not be a linear one, but she did not find support to the
expectation that medium levels of cultural distance would lead to better performance
than low or high levels of cultural distance. Therefore, for the empirical part of the
study it is expected that:

Hypothesis 8a: There is a negative relation between cultural distance of the
home country of the foreign partner and target country of the unit and IV
performance.

Hypothesis 8b: The negative influence of the cultural distance variable on
1IJV performance is greater in 1JVs established in developing than in
developed countries.

Because of the mixed results of the impact of cultural distance on the choice and
performance in foreign operations including 1JVs, several authors have raised the
question that there should be different measures for cultural distance and that the
impact of various dimensions of culture should be analyzed in more detail. In IV
settings a pioneering study has been the study by Barkema and Vermeulen (1997).
They used the five different cultural dimensions by Hofstede - power distance, un-
certainty avoidance, individualism, masculinity, and long term orientation — and the
authors expected that there exists differences in the impact of various dimensions
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Differences in uncertainty avoidance are difficult to cope with because they
imply differences in how people perceive opportunities and threats in their envi-
ronment and how they act upon them (Schneider and Meyer 1991). In high uncer-
tainty avoidance countries organizations tend to respond to uncertainty by building
up a system of high formalization and hierarchy. In low uncertainty avoidance
countries people are more attracted to flexible, ad hoc structures that leave more
room for improvisation and negotiation. Differences in uncertainty avoidance lead
to differences in how partners perceive and respond to events in the environment
of the 1JV, which will likely breed disagreement and disputes between the part-
ners, and have a detrimental impact on the IJV’s performance. Power distance and
individualism directly bear on issues of internal integration and influence relation-
ships with personnel, such as the organization’s choice of control forms, reward
systems, and so on (see Hofstede 1980, 1993, 2001). Management of personnel is
usually one of the first activities to be left to the local partner. There is also evi-
dence that MNCs do not transfer cultural values related to power distance and in-
dividualism to their foreign subsidiaries (Shoeters and Schreuder 1988). Thus ten-
sions between the partners with differences along these dimensions may be
avoided. Hofstede (2001) and Shenkar and Zeira (1992) suggest that having part-
ners from both “feminine” and “masculine” cultures may even benefit the 1JV.
The aggressive attitude of one partner and the relationship orientation of the other
may complement each other rather than collide and the relationship orientation of
the other may complement each other rather than collide.

The above discussion suggest that differences in uncertainty avoidance would
be more important than the other three dimensions. The empirical results by
Barkema and Vermeulen (1997) supported the expectations: uncertainty avoidance
and long-term orientation had greater differential negative impact on 1JV survival
than masculinity, while the two other dimensions (individualism and power dis-
tance) had no impact. The long term orientation is left out from this study because
of greater data problems (missing data for several countries). Therefore it is ex-
pected that:

Hypothesis 9: There is a negative relation between uncertainty avoidance
and masculinity dimensions and IJV performance.

Hypothesis 10: There is a no direct relation between power distance and
individualism dimensions and IJV performance.

3.3 Investment Specific Variables

As discussed earlier, from the possible investment specific variables four were
selected for this study: relatedness of the operation, R&D intensity of the field,
ownership structure, and form of establishment.

An issue of greater interest related to partner selection has been the presence of
an overlap between business operations of the foreign partner and the 1JV and
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those of the foreign partner and of the local partner. Business field related
experience reduces the amount of uncertainty and should therefore improve the
possibilities for better performance. Unrelatedness of the operation to the foreign
partner increases uncertainty and especially if the foreign partner does not have
any target country specific experience the risks related to the 1JV is very high. Re-
latedness between the 1JV's business and the parents” business should facilitate
the transfer of tacit knowledge due to similarity in organizational processes
(Saxton 1997). Transfer of tacit knowledge is likely to be a key source of syner-
gies in several inter-firm relationships (Hedlund 1994; Teece 1997). Furthermore,
due to similarity with the parent, related IJVs are more likely to be tightly inte-
grated with their parents which should increase possibilities for better performance
e.g. in low-cost supply units (either for one of the parents or both of them). Fi-
nally, e.g. in some Asian countries like in China, the host governments view re-
lated types of units more favorably than unrelated types of units and grant them
preferential treatments.

The review by Robson et al. (2002) indicates very mixed results. Both competing
partners and inter-partner business overlap have resulted to positive and negative
impacts on performance depending on the study. In some studies business overlap
has also been found to have no relationship with 1IJV performance. Thus the results
are really mixed. The results in the unexpected findings may partly be explained by
the fact that if the operations of the local partner/IJV are partly or totally different to
those of the foreign partner, the foreign partner apparently needs more the contribu-
tion of the local partner which may increase the stability in the ownership of the IJV.
However, in general, the results in several studies also confirm that the performance
has been better/probability of divestment lower in related than in unrelated types of
FDIs (see e.g. Hennart et al. 1999; Li 1995, Yamawaki 1995). Although the previ-
ous results have been very mixed, it is expected that:

Hypothesis 11: There is a negative relation between unrelatedness of the
unit to the operation of the foreing partner and 1JV performance.

R&D intensity of the field. High R&D intensity of the foreign operation/unit is
usually expected to decrease the probability of choosing the IJV ownership
structure because of the greater problems to find a suitable partner and greater
problems with the leaking of the key asset of the foreing firm — technological
knowledge — than in IJVs operating in low or medium R&D intensity fields. Based
on these facts and because of the shortened life cycles and increased continuous
need for R&D inputs in high R&D intensity fields one could expect a negative
relation between R&D intensity of the field of the IJV and unit performance.
However, the empirical results related to the impact of the technical sophistication
and venture R&D intensity are very mixed (Robson et al. 2002). Based on IJV
technology sophistication two studies indicate a positive relation, four studies no
relation whereas three studies indicate a negative relation. Based on the R&D
intensity of the IJV three studies indicate a positive relation and other three studies
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no relation at all. Four additional studies have analyzed the impact of the R&D
intensity of the foreing parent (Robson et al. 2002). In three of the four studies
identified no relation was found whereas in one study (Nakamura 1991) a positive
relation was found. Thus, the results are mixed, but a majority of the studies seem
to indicate no direct relation between R&D intensity of the field and 1IJV
performance.

Hypothesis 12: There is no direct relation between R&D intensity of the
field of the unit and IJV performance.

One of the most commonly reviewed variables so far has been the influence of the
distribution of ownership in the IJV. According to Killing (1983) the dominance
of one partner will increase stability, because effective control will enable the
parent to manage the 1JV as a wholly-owned subsidiary, avoiding the managerial
costs inherent in a IJV. Thus it reduces transaction costs and stabilize the 1JV.
However, Beamish (1985) and Blodgett (1992) argue that roughly equal equity
shares will result in greater stability and performance because the partners are
equally committed to the JV and both partners possess roughly equal bargaining
power. The empirical results for both balanced owenrship structure and foreign
dominant ownership indicate in most studies no relation with IJV performance
(Robson et al. 2002). Also the results in the study by Pope (2003) indicated no
relation between the ownership structure (unequal vs. equal) and probability of
dissolution. Concerning balanced ownership no relation has usually been found
especially in studies where the performance has been measured using stability and
multi-dimensional performance measures and in those foreign dominant ownership
studies where financial and multi-dimensional measures have been used. Stability
had been used as the measure of performance only in one study analyzing the
impact of foreign dominant ownership. Thus additional empirical evidence is
clearly needed. Related to the balanced ownership structure there is some evidence
that the structure has more negative impact in developing than in developed
countries (Robson et al. 2002). Based on above it is expected that:

Hypothesis 13a: There is no direct relation between balanced equity owner-
ship structure and 1JV performance.

Hypothesis 13b: There is no direct relation between dominant foreign equity
ownership and [JVperformance.

Form of establishment. A foreign FDI including IJVs can be made either in the
form of an acquisition or a greenfield investment. The main differences between
these two forms are that 1. an acquisition (in 1JVs a partial acquisition) means
buying a going concern, a bundle of assets (management, production etc.) whereas
in greenfield investments everything is build from the scratch, 2. building an unit
from the scratch takes much more time than buying a part from a going concern ,
and 3. a greenfield investment increases total supply while a partial acquisition
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does not expand total supply. The analysis of the impact of the form of
establishment is excluded from most IJV studies mainly because they include only
[JVs established in the form of a greenfield investment. The definition of an IJV in
this study includes, however, also partial acquisitions. Soonkyo (2000) did not
find any relation between form of establishment and 1JV survival in his study of
Japanese 1JVs in the USA. However, what concerns the impact of form of
investment in general on FDIs, there is strong opposite evidence. Several authors
(see Larimo 2000) have found that an acquisition form of investment significantly
increased probability of divestment, i.e. had a negative impact on performance.
The key reasons for the higher divestment rates have been the unrealistic levels of
synergy goals and problems in the integration of the foreign unit. Furthermore,
there is evidence that staged-acquisitions seem to be rather common (Larimo
1993). Therefore it is expected that:

Hypothesis 14: There exists a negative relation between partial acquisition
form of establishment and IJV performance.

4 Methodology and Sample

Because of the nature of the dependent variable in different cases, a logit model
was decided to be used as the methods of analysis. In the model the probability
that a certain type of situation — performance — is found is explained by the
reviewed variables. In the first model the performance is analyzed based on the
longevity of the 1JVs, in the second model the performance is based on the
survival of the 1JV, and in the third one based on the stability of the ownership
structures in the IJV. The regression coefficients estimate the impact of independent
variables on the probability that the 1JV has lived for a longer time period/been
divested/ been unstable. A positive sign means that the variable has increased the
probability of the unit to have been existing for a longer time period/survived/been
stable and a negative sign the vice versa.

The data is based on a register of manufacturing FDIs by Finnish firms
collected by the author starting in 1985. Based on various data sources (leading
business journals, company reports, company www-sites, earlier surveys made by
the author) the register included ca. 2000 manufacturing FDIs made by Finnish
firms at the end of 2004 (investments made in 1960-2004 and a continuous follow-
up of the development of those units). Of those FDIs 775 were manufacturing 1JVs
established by Finnish companies around the world during 1970-2001. Of the
identified units 49 could not be included to the sample because of missing pieces
of information related to the independent variables. Thus the final sample is based
on 726 1JVs. The IJVs were located in over 60 countries and made by over 130
Finnish firms. Of the units 429 (59%) were located in Western-European countries
(WE) or in North-America (NA: USA and Canada), and 297 (41%) in other
countries. In the former group the main target countries were Sweden (104 1JVs),
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USA (55), Germany (46), and the UK and France (both 35) whereas in the latter
group the most common target countries were Estonia (40), China (32), Russia
(30), and Poland (24). Of the 1JVs 304 (42%) were made in 1970-89 and 422
(58%) in 1990-2001. Until mid-1980s the amount of FDIs made by the Finnish
companies was rather limited. In the late 1980s there was a clear growing trend of
FDIs including IJVs, mainly because of the EU integration process. The amount of
FDIs declined in early 1990s, but turned again into growth in mid-1990s because
of e.g. new opportunities and growth in Eastern Europe and Asia. Most of the
1JVs, especially in WE and NA, included two partners, one Finnish firm as the
foreign partner and one local firm.

The operationalization of the variables used in the analysis are presented in
Table 2. In the operationalization of various variables operationalizations used in
earlier studies were followed. The performance of the unit was evaluated in three
different ways: 1) Based on longevity: how long time in years the IJV had existed.
2) Based on survival: whether the IJV was still at least partly in Finnish ownership
or not. 3) Based on stability: whether the IJV was still in the Finnish ownership
and no greater changes in the ownership share had existed. In this alternative
greater changes mean whether or not there had existed changes of at least 20% in
the ownership or smaller changes where the minority ownership would had
changed to 50-50 —ownership, majority ownership, or to a WOS; a 50-50 —
ownership would had had to a minority ownership, majority ownership or to a
WOS; or a majority ownership would had changed to a minority -ownership, 50-
50 -ownership, or WOS.

Appendix | includes descriptive statistics of the sample. Majority of the IJVs
were established by companies which already had extensive international experi-
ence and in several cases already had at least one manufacturing unit in the target
country. The field of business of the IJV was in a clear majority closely related to
the field of the Finnish partner. A majority of the 1JVs were established in the
form of partial acquisitions. As referred above, ca. two-thirds of the units were lo-
cated in various OECD-countries and mean cultural distance between Finland and
the target countries was 1,65 using Hofstede’s four dimensions and the formula
developed by Kogut and Singh (1988). Along various dimensions of culture the
mean values for the target countries were between 43 (MAS) and 60 (IDV)
whereas for Finland the values are between 26 (MAS) and 63 (IDV). The Finnish
partner had majority (dominant) ownership in 40% cases, 18 % were 50-50 1JVs
and in 42 % the Finnish partner had the minority ownership in the IJV at entry. As
may be expected, the highest correlations were found between following variables:
PSIZE and DIVER, PSIZE and INTEXP, DIVER and INTEXP, POLINSTAB and
ECONLEVEL (a negative correlation), and CULTDIST and various dimensions
of cultural distance. Otherwise the correlations were rather low indicating now se-
vere problems with multicollinearity (see Appendix 1). Because of the found cor-
relations several additional analyses were made which are discussed later.
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Table 2. Operationalization of variables and expected signs
VARIABLE OPERATIONALIZATION EXPECTED
SIGN
PARENT SIZE (PSIZE): Total sales of the Finnish company in the year preceding the FDI changed to Euros. 0
A logarithmic version is taken because it may be expected that the influence is
not linear.
DIVERSITY (DIVER): Degree of diversity of the Finnish company based on the three level SIC codes +
where the firm operates.
INTERNATIONAL The number of foreign manufacturing investments made by the Finnish firm be- +
EXPERIENCE (INTEXP): fore making the reviewed IJV. A logarithmic version is taken because it may be
expected that the influence is not linear.
TARGET COUNTRY The length of earlier manufacturing experience in years in the target country. +
EXPERIENCE (TCEXP):
ECONOMIC LEVEL The GDP per capita in the target country in the year of the investment, purchase +
(ECONLEVEL): parity corrected (IMF and Central Intelligence Agency statistics).
ECONOMIC GROWTH The economic growth (growth rate of the GDP in %) in the target country in the -
(ECONGROWTH): year preceding the investment (IMF and Euromoney stat).
POLICITAL INSTABILITY Political risk in the target country in the year preceding the investment based on -
(POLINSTAB): the Euromoney risk index (100 minus the index value).
CULTURAL DISTANCE Cultural distance between Finland and the target country of the IJV based on four -
(CULTDIST): dimensions by Hofstede (1980, 1993, 2001) and the formula developed by Kogut
& Singh (1988) using all countries for which Hofstede informs the values of the
four cultural dimensions.
POWER DISTANCE (PDI), Values along the four dimensions based on Hofstede (1980, 1993, 2001)
INDIVIDUALISM (IDV), _ Al MA _
MASCULINITY (MAS), UAland MAS
UNCERTAINTY AVOIDANCE |~ PDland IDV 0
(UAI):
UNRELATEDNESS OF THE Dummy variable equal to one if the foreign company had no experience from the -
UNIT (Unit unrelatedness): same SIC field of industry of the 1]V, otherwise zero.
R&D intensity R&D intensity of the field where the IJV unit is operating, three gategories; 0
receives value 2 (high) if the code is SIC 2833-2834, 3573-3574, 3579, 36, 37,
and 38 (industries where R&D spendings on the average over 4% from total
sales); receives value 1 (medium) if theSIC code is: all 28 except 2833-2834, 30,
3339, 3341, 3356-3357. 3369, 35 except 3573-3574, and 39 (industries where
R&D spendings on the average are between 1 and 4%); receives value 0 (low) if
the code is: all the rest. (OECD statistics).
Dummy majority: Receives value 1 if the ownership of the foreign partner in the unit is 51-94 0
percent, receives value 0 in cases where the foreign ownership is between 10-50
percent.
Dummy 50/50: (Dummy 50) Receives value 1 if the ownership in the IJV is equally divided between the 0
partners, receives value 0 in cases where the foreign ownership is between 10-49
or 51-94.
Partial acquisition (PARACQ): Dummy variable which receives value 1 if the IJV was a partial acquisition and 0 -
in case where the form of establishment was a greenfield investment.

5 Results

As discussed above, the sample was based on 726 1JVs established in 1970-2001
by Finnish companies in various foreign countries. The first analysis was made

based on the longevity of the units. The mean longevity of the units in the sample
was 9.7 years. For the longevity analysis it was decided to have as the zero group
units which had been divested within five years from the establishment (poor
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performance) and as the one group units where the longevity was 10 years or more
(good performance). The former group included 46 1JVs (6.3% of the total sam-
ple) and the latter group 216 1JVs (29.7%). The limits of five years and ten years
are somewhat arbitrary but were based on the facts that IJVs are usually targeted
to last for a longer time period and some studies have indicated peaks of divest-
ments when they are six to seven years old (also this study indicated same type of
peaks). A positive sign in the model means that the variable had increased the lon-
gevity of the unit and a negative sign the opposite (see Table 3).

The second model in Table 3 includes the results based on survival. Of the 726
JVs 351 (48.3%) had been divested and 375 (51.7%) units were still in the partial
or total ownership of the Finnish company. Thus almost half of those units which
were originally 1JVs were later divested. A positive sign in the model indicates
that the variable had increased the probability of survival and a negative sign that
the variable had decreased the probability of survival.

The third model in Table 3 includes the results based on stability of the owner-
ship structure between partners. Based on stability (725 observations in the runs)
234 of the 1JVs had been stable and 491 1JVs — about two-thirds (67.7%) had been
instable. Of the instable cases 351 were divested and in 140 cases there had been
greater restructuring in the ownership of the IJV. There had been restructuring also
in several of those IJVs which were later on divested. In total the ownership of the
Finnish partner in the IJV had decreased with at least 20% in 18 cases, increased
with at least 20% om 257 cases, and in 216 cases the change had been smaller, but
the change had meant that the ownership had changed from the original minority,
equal, or majority position to a different structure meaning a greater change in the
balance between the partners. The directions of changes indicate clearly that the
changes have been mainly towards increased ownership by the Finnish partner.
From those 257 cases where the share of the Finnish partner had increased the
change had in 216 cases been a change from the IJV to the WOS structure (over
94% ownership by the Finnish partner). Of those 216 cases 119 (55%) were still
owned by the Finnish company at the end of 2004 whereas 97 (45%) had been di-
vested. A positive sign in the model indicates that the variable had increased the sta-
bility and a negative sign that the variable had decreased stability.

Regarding the number of variables that significantly influenced the perform-
ance the first model indicated that eight variables, the second model seven vari-
ables, and the third model ten variables had significantly influenced the perform-
ance. Three of the variables significantly influenced in all three models: DIVER,
INTEXP, and IDV. However, the signs were uniform only in the case of IDV
where all models indicated a negative sign whereas no relationship was expected.
Thus a high individualism in the target country had against expectations influ-
enced negatively the IJV performance. Noteworthy is that the IDV variable had
much stronger impact if survival was used as the measure of performance than
when longevity was used as measure of performance. In the two other cases the
results were uniform based on survival and stability and opposite based on longev-
ity. DIVER had increased longevity but decreased survival and stability whereas
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Table 3. Results of the binomial regression analyses

Expected 1. Longevity 2. Survival 3. Stability
Slgll

Coeff. Signif. Coeff. Signif. Coeff. Signif.
CONSTANT 4571 0.183 2.547 0.073 0.763 0.602
PSIZE 0 0.271 0.068° -0.131 0.110 -0.177 | 0.049°
DIVER + 0.091 0.012° -0.099 0.000° -0.097 | 0.000°
INTEXP + 1.258 0.000¢ 0.595 0.000? 0.589 | 0.000°
TCEXP + 0.004 0.908 0.017 0.233 0.026 | 0.067°
ECONLEVEL + 0.707 0.061° 0.032 0.829 0.110 0.469
ECONGROWTH + 0.030 0.408 0.010 0.598 0.011 0.579
POLINSTAB - 0.010 0.489 -0.009 0.178 -0.002 0.780
CULTDIST - 0.607 0.102 -0.377 0.020° -0.267 0.118
UAI - 0.016 0.121 0.000 0.954 -0.003 0.583
MAS - 0.028 0.027° 0.007 0.226 0.015 | 0.023°
PDI 0 0.027 0.071° -0.004 0.578 -0.001 0.933
IDV 0 0.028 0.077° -0.020 0.009° -0.018 | 0.024°
Unit unrelatedness - 0.433 0.424 -1.297 0.000¢ -1.031 | 0.021°
R&D intensity 0 0.933 0.001° -0.068 0.585 -0.133 0.317
Dummy majority 0 0.149 0.711 0.197 0.281 0.351 | 0.072°
Dummy 50 0 0.619 0.162 -0.537 0.020° -0.575 | 0.028"
PARACQ - 0.064 0.823 0.315 0.090° -0.864 | 0.000°
Model chi-square 72.618¢ 100.854 ¢ 107.086¢
Number of 262 726 725
observations
% of t

o 07 comec 76.7 % 64.9 % 70.8 %

observations

a<0.l b<005 ¢<0.01l d<0.001

INTEXP had decreased longevity but increased survival and stability. Further-
more, all three models indicated that in three additional cases — ECONGROWTH,
POLINSTAB, and UAI - no significant relation was found. However, as will be
discussed later, even all those three variables were significant in some of the addi-
tional analyses made.

What concerned the significance of other variables the impact depended on the
measure of performance. PSIZE was significant both in models one and three, but
the signs were the opposite. PSIZE had increased duration but increased instabil-
ity. Also MAS was significant both in models one and three and the variable had
also a positive sign in both cases. Thus 1JVs in highly masculine cultures had
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longer duration and higher stability than 1JVs on average. Three other variables —
Unit unrelatedness, Dummy50, and PARACQ - had signficantly influenced the
performance in models two and three. The signs were in all three cases in both
models similar — negative. Thus unrelated type of IJV to the foreign/Finnish part-
ner, equal ownership in the unit, and establishing the unit in the form of partial ac-
quisition instead of making a joint greenfield investment had all decreased prob-
ability of survival and stability. For unit unrelatedness and partial acquisitions this
was according to the expectations, but for the Dummy50 a non-significant relation
was expected.

Six of the reviewed variables were significant in only one of the three models.
ECONLEVEL, PDI, and R&D intensity were significant only in the first model
thus based on longevity. The two first ones had a positive sign, but both of them
were only mildly significant. For ECONLEVEL the result was according to the
expectations but for PDI a non-signficant relation was expected. The R&D inten-
sity had a negative sign — as expected — and the variable was also significant at the
0.01 level. The result indicates clearly the problems of having long-standing 1JVs
in high R&D intensive sectors. One of the reviewed variables — CULTDIST — was
significant only based on survival. The variable had the expected negative sign.
Thus also the results of this study give additional support to the mixed results re-
lated to the impact of the CULTDIST variable found in earlier studies. The two
variables which were significant only in the third model were TCEXP and dummy
majority. Both of them had a positive sign. Thus, as expected, target country spe-
cific experience had increased the probability of positive performance. What con-
cerned the impact of ownership structure a non-signficant relation was expected,
but the results indicated that a majority ownership by the Finnish partner at entry
had increased the stability of ownership structures. Noteworthy is, that the two
variables were significant only at the 0.1 level.

In order to analyze the results in more detail several additional analyses were
made. First, because of the relatively high correlations between some variables
PSIZE, INTEXP, and CULTDIST variables were excluded from the model. The
results indicated that now the TCEXP variable had a signficant positive influence
(at the 0.001 level) on the performance. Another noteworthy results based on the
survival measure were that both UAI and PDI were significant, the former having
a negative and the latter a positive impact. Furthermore, the Dummy50 variable
lost the statistically significant impact. Based on stability measure except for
TCEXP no greater changes in the impact of various variables was found.

Additionally, the impact of the location of the IJVs and timing of establishment
was analyzed. As discussed earlier ca. 59% (429) of the cases were located in WE
and NA and 41% (279) in other countries (emerging and developing countries),
and ca. 42% (304) were made before 1990 and 58% (422) in 1990 or more re-
cently. In WE and NA only 49% of the cases had survived and ca. 25% had been
stable, whereas in the other locations the survival rate was 58% and stability rate
45%. Of the units established in the first period only 38% had survived at the end
of 2004 and the stability rate was as low 20% whereas from the younger units 58%
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still existed and the stability rate was 42%. The low survival and stability rates in
WE and NA are partly explained by the fact that over 80% of the units established
before 1990 were located in WE or NA. Especially low survival rate was found in
the NA located units — ca. 40%.

The analyses indicated that INTEXP variable was the only one which was sig-
nificant had the same sign in both location groups independent of the measure of
performance. From the other reviewed variables the PSIZE and IDV variables
were the only ones which were significant using all three measures of performance
among the same location group (in the group other). DIVER was significant and
had the same negative sign in both location groups when survival and stability
were used as the measures of performance.

ECONLEVEL and dummy majority were signficant in the WE and NA loca-
tion group whereas POLINSTAB, CULTDIST, and two dimensions of culture —
MAS and IDV - were significant only in the other location group. In the two first
cases the results were according to the expectations (hypotheses 7b and 8b). In
cases of unit unrelatedness, Dummy50, and PARACQ significant impacts were
found in both sub-groups. Thus even in these cases the influences are not re-
stricted either to WE and NA or mostly developing country locations. Three of the
variables — UAI, PDI, and R&D intensity - were significant only in the WE and
NA location group (and all three only when longevity was used as the measure of
performance).

Based on the timing, INTEXP was again the only variable which had influ-
enced significantly independent on the measure of performance and timing — pre-
1990 or 1990 or more recently. Furthermore, DIVER and — surprisingly —
ECONGROWTH - had significantly influenced the results in both time periods in
total in five of the six models. Noteworthy is that in the case of ECONGROWTH
the signs were in the older period negative but in the more recent period positive.
Furthermore, significant influences on IJV performance by TCEXP, UAIL, R&D
intensity, and dummy majority variables were found only among 1JVs established
before 1990 whereas in cases CULTDIST, IDV, unit unrelatedness, and PARACQ
the situation was just the opposite, the variables had influenced only in the more
recent 1JVs. As discussed above, the diversity of IJV location by Finnish firms in-
creased after 1990 which may partly explain the results related to CULTDIST.

6 Summary and Conclusions

The role of IJVs in international business operations has been significant and there
are no signs that their role would decrease in future. Thus the interest towards
1JVs, their performance, and the impact of various variables on the performance
shall continue. The goal of this study was to give additional evidence of relations
between selected foreign parent firm, target country, and investment strategy re-
lated variables and IJV performance. An additional goal is to analyze whether
there is variation in the results depending on the measure of performance. Based
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on the literature review 14 hypotheses were developed to be tested in the empirical
part of the study. The empirical part was based on 726 1JVs in the manufacturing
sector established by Finnish firms in over 60 various countries in the period
1970-2001. As the measures of performance were selected three objective meas-
ures: longevity, survival, and stability.

The results of the study indicated almost 50% divestment and ca. 67% instabil-
ity rates. The rates are very high, but as high figures have been found also in some
earlier studies (Harrigan 1988, Hennart et al. 1999). The results give additional
support to the higher divestment and instability rates in IJVs established by West-
ern European than e.g. by Japanese and Korean companies in their IJVs estab-
lished in other Asian counties. Furthermore, the results give additional support to
the findings (e.g. Reus and Ritchie 2004) that the measure of performance has
some influence on the impact of various variables on 1JV performance.

The greatest influence on the performance was found to exist in cases of
INTEXP, DIVER, and IDV variables (see Table 4). The results were totally uni-
form only in case of the IDV dimension of culture which had against expectations
a negative impact on performance. Based on survival and stability measures the
results indicated positive impact for INTEXP and a negative impact for and
DIVER. In the two first cases the results were according to the expectations
whereas in the case of DIVER the results were the just the opposite.

Based both on survival and stability Unit unrelatedness, ownership Dummy350,
and PARACQ had significantly influenced the performance. Furthermore, almost
all hypotheses presented received support in the total sample on at least one of the
three measures of performance and even the rest received support either based on
the location and/or timing sub-groups of the study. Thus it can be concluded that
that variables belonging to all reviewed three main categories in this study — for-
eign parent, target country, and investment strategy — had significantly influenced
the 1IJV performance.

Concerning the impact of individual variables the earlier results have been
rather mixed. E.g. related to the impact of cultural distance results by e.g.
Barkema and Vermeulen (1997) indicated negative influence, those by Park and
Ungson (1997) a positive impact, and those by Glaister and Buckley (1998) and
Pope (2003) a non-significant influence. Thus the results in this study coincide
with those in the two last mentioned studies. But the results of this study indicated
also that in the emerging and developing country sub-sample the cultural distance
had a negative impact on performance. Thus the results of this study coincide in
this aspect with the findings by Sim and Ali (2000). Furthermore, Barkema and
Vermeulen (1997) noticed that the UAI dimension was more significant that the
three other dimensions of culture by Hofstede (1980, 2001). The results by Pope
(2003) did not find similar support as was the case also in this study.

The results of the impact of the international and target country specific experi-
ence on 1JV performance have also been mixed. A recent study by Pope (2003)
indicated that the degree of international experience did not significantly influence
the probability to dissolve 1JVs, whereas the target country specific experience



International Joint Venture Performance 413

Table 4. Summary of results in the total sample

country (ECONGROWTH)

Exp. sign Longevity Survival Stability
H1: Size of the parent (PSIZE) 0 not supported supported not supported
glizpzfég;f‘(elglf\?]ii\;{e)r sification of + supported not supported not supported
E;;Eﬁ;:i}%?;l) experience of the + not supported supported supported
E?ngrfg;zc;;rel;? &pg;:zi)fg;)experi— + not supported | not supported supported
iinff;?g?g;i‘g\l/ﬁ? ¢ target + supported not supported not supported
H6: Economic growth of the target + not supported | not supported not supported

H7a: Political instability of the
target country (POLINSTAB)

not supported

not supported

not supported

H7b: Influence greater in

greater in developing countries

developing countries supported supported supported
HB8a: Cultural distance to the target

country (CULTDIST) - not supported supported not supported
H8b: Influence of cultural distance not supported supported supported

H9:Degree of uncertainty in the
target country (UAI)

not supported

not supported

not supported

grgg:;? ecgle;tr(;f(r;: chl,l)“nity in the - part}izlrlt};jup " | not supported not supported
i trgetcommy (b | 0| motsuppored | suppored | suppored
gli%l?gi%ﬁ:?uﬁfri}lfl ((iIiI‘;ig,l)lalism in 0 not supported | not supported not supported
gieli:glir;i;rl;l;elatedness to the - not supported supported supported
iluliistl:y&D intensity of the field of 0 not supported supported supported
illilltiz: ;;:;eign majority ownership 0 supported supported not supported
H13b: 50-50 ownership in the [TV 0 supported not supported |  not supported

H14: Partial acquisition form of
establishment (PARACQ)

not supported

supported

supported
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increased the probability to dissolve. The results of this study indicated that inter-
national experience had had more impact than the target country specific experi-
ence, but the direction of influence was dependent of the measure of performance.
In those models where the target country specific experience was significant, the
impact was positive supporting the findings by Barkema and Vermeulen (1997).

Finally, also the results about the impact of ownership structure have been
mixed. In some studies equal ownership structures have led to better performance
than majority foreign ownership, but the results have been very mixed. Recently
Pope (2003) did not find support to the assumption that IJVs with unequal owner-
ship levels would more likely fail than IJVs with equal ownership levels. The re-
sults of this indicated support to the view that equal ownership had increased
probability of poorer performance, and limitedly support that majority ownership
increased probability of better performance, but only in Western Europe and North
America whereas in emerging economies and developing countries there was lim-
ited opposite support. Thus the results indicate clear need for further research on
1JV performance and determinants of performance.The main management impli-
cation is apparently the fact that variables belonging to all reviewed three types of
main groups — foreign parent, target country, and investment strategy — seem to
have an impact on 1JV performance. Furthermore, it seemed that total FDI experi-
ence of the company had more impact than target country country specific experi-
ence. The IJV performance seemed also to be very limitedly dependent on the
economic level, economic growth, and political instability in the target country.
The total cultural distance seemed to be less significant than some of the specific
dimensions of the culture. Because the dimensions had opposite impacts on per-
formance, a more detailed analysis of the single dimensions is needed. In general,
the ownership structure does not seem to significantly influence 1JV performance.
Thus the optimal structure depends on the case, e.g. on the motives and/or target
country of the IJV. Finally, unrelated types of 1JVs and/or IJVs which are planned
to be established as partial acquisitions have to be planned very carefully.

There were several limitations in the study and therefore also many avenues for
future research. First, this study focused on only three objective measures of per-
formance. Although results in several studies indicate high correlations between
objective and subjective measures of performance this is not always the case.
Therefore, of future interest would be comparisons along objective and subjective
measures of performance. Moreover, there is evidence (see Gomes-Casseres 1987,
Yan and Zeng 1999) that many successful joint ventures were found to undertake
structural changes as adaptive actions to changes external environments or internal
strategies of their parents. Secondly, the longevity analysis included only ca. one-
third of the total sample. Thus alternative longevity analyses are needed based on
a greater share of [JVs from the total sample. Thirdly, this study included both
partial acquisitions and 1JVs established in the greenfield form. In the further
analysis the possible differences based on the form of establishment should be
analyzed in more detail.

The fourth limitation of this study was that several variables like size symme-
try, relationship-ties between the partners before the establishment of the 1JV, and
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venture size were not available in most of the cases and therefore these variables
were excluded from the study. A fifth limitation is that although this study gave
more detailed views from the role of various dimensions of culture based on the
dimensions by Hofstede (1980, 2001), the fifth dimension — long term orientation
was not included. In future the addition of the fifth dimension of culture — long
term orientation — by Hofstede, but also other views and categorisations of culture
and cultural distance could be used (see e.g. Barkema et al. 1997; Brouthers and
Brouthers 2001). Finally, this study focused only on IJVs established by Finnish
companies. Thus an interesting alternative would also be to compare the behavior
and influencing factors among samples from other countries. Especially compari-
sons with the similarities and differences in the performance and variables influ-
encing the performance in 1JVs established by other Nordic firms because of the
similarity of these countries in several respects would be of interest.
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Descriptive Statistics and the Correlation
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Cooperatives
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Orientation in Diversification Behavior of
Cooperatives: An Agent-Based Approach

George Hendrikse, Ruud Smit, and Mark de la Vieter!

Abstract. There are significant differences between the diversification behavior of
investor-owned enterprises and cooperatives (Van Oijen and Hendrikse 2002).
However, the origin of these differences is not well understood. The impact of the
orientation of decision-makers on the evolution of the diversification portfolio is
analyzed with agent-based simulations.

Keywords. Diversification, corporate coherence, cooperatives, agent-based ap-
proach

‘... presumption that most farmers cannot see any further than the farm
gate and that directors of agricultural co-operatives, unless the executive or
outside expertise are co-opted onto the board, are production, rather than
market, orientated.” (LeVay 1983, 20)

1 Introduction

An important governance structure in the agrifood industry is the producer co-
operative®. It is an association of many independent growers who jointly own a
downstream processor / retailer (Sexton 1986). Cooperatives are not listed on
stock markets, and have distinguishing features (Commission of the European
Communities 2001, 12) like ‘an orientation to provide benefits to members and
satisfy their needs, democratic goal setting and decision-making methods, special
rules for dealing with capital and profit, and general interest objectives (in some
cases)’. A number of these features will feature prominently.

Agricultural and horticultural cooperatives operate nowadays in a rapidly
changing environment. Two broad developments can be distinguished. First, a dif-
ferent product assortment is required in order to be successful in a market chang-

George Hendrikse, Ruud Smith and Mark de la Vieter are at the Rotterdam School of Man-
agement, Erasmus University Rotterdam, ghendrikse@rsm.nl and gsmith@rsm.nl.

% The labels marketing co-operative and agricultural co-operative are also used.
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ing from a sellers to a buyers market. Second, many agricultural markets have be-
come more competitive due to their increase in size, e.g. the emergence of the in-
ternal market in Europe and the worldwide trend towards globalization. This re-
sults in many merger activities (Dobson et al. 2003).

These developments raise a number of issues regarding the composition of
product portfolios and the direction of merger activities of the involved enter-
prises. First, Teece et al. (1994) studies the coherence of the multiproduct business
firm.? Relatedness between products in diversification portfolios of enterprises is
established and summarized in a number of stylized facts (pp. 3—4):

o the sequence is generally for firms to begin as single product and subse-
quently become multi-product, rather than the other way around;

o firms maintain a constant level of coherence between neighboring activities;
e firms not only add businesses, they also commonly divest;

Corporate coherence entails that the corporation has to be taken into account. One
way to do this is to take various corporate forms/governance structures into ac-
count. However, the relationship between governance structure and the direction
of the evolution in diversification portfolios is not addressed by Teece et al. Our
interest is in how the orientation of decision makers and corporate form deter-
mines the directionality of corporate coherence, while capturing the above stylized
facts.

Second, the relationship between governance structure and diversification pol-
icy has to be addressed. Kamshad (1994) did not find a statistically significant dif-
ference between the diversification policy of investor owned firms and labor-
managed firms. Similarly, Demsetz and Villalonga (2001) find no statistically sig-
nificant relation between ownership structure and firm performance. However,
Van Oijen and Hendrikse (2002) did find a statistical significant difference be-
tween the diversification portfolios of investor owned firms and agricultural coop-
eratives. It provides support for the now widely accepted view that institutions
matter. They establish empirically relatedness and direction in the diversification
policy of investor owned firms and marketing cooperatives. Investor owned firms
diversify in related products, while cooperatives have a tendency to diversify in
unrelated products. The debate has therefore progressed from the question of
whether institutions matter to the analysis of how specific sets of institutions mat-
ter and under what circumstances.

Third, an important difference between cooperatives and investor owned firms
is that the providers of input own the enterprise in a cooperative, while the provid-
ers of capital own the enterprise in an investor owned firm (Hansmann 1996).
Various explanations for corporate diversification have been advanced (e.g.,
Hoskisson and Hitt 1990; Montgomery 1994; Ramanujam and Varadarajan 1989).
These perspectives are rooted in different theories or paradigms, notably agency

3 Huseyin and Venkatraman (2005) stress also the importance of relatedness.
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theory (Jensen 1986), industrial organization (Palepu 1985), institutional theory
(Scott 2001), the resource-based view of the firm (Penrose 1959), strategic contin-
gency theory (Venkatraman 1989), and transaction cost economics (Williamson
1975). We will address briefly the resource-based view, institutional theory, and
agency theory.

According to the resource-based view, firms can have excess capacity in re-
sources (Penrose 1959). The resources can be redeployed in new businesses,
which implies product diversification. Several types of resources can be used for
diversification (Chatterjee and Wernerfelt 1991). A priori, no differences with re-
spect to physical and intangible assets can be expected, but, in general, coopera-
tives have less financial resources than corporations. Specifically, cooperatives
can only generate additional equity by retaining earnings and obtaining extra
funds from the limited pool of members. In contrast, corporations can retain earn-
ings and raise extra equity in the stock market from any investor who is willing to
take the risk. Consequently, cooperatives may have fewer means to diversify than
corporations.

Institutional theory (Davis et al. 1994; Kogut et al. 2002) investigates the influ-
ence of institutional factors on diversification behavior. Various institutional fac-
tors are mentioned, such as government regulation, interfirm networks, and own-
ership (e.g., Kogut et al. 2002). For our purposes, the institutional factor that
D’Aunno, Succi, and Alexander (2000) refer to as norms about property rights
seems particularly relevant, since it differs between corporations and cooperatives.
The owners of a corporation have the right to use the assets in a way that maxi-
mizes the value of the firm. They are less concerned about meeting the corpora-
tion’s original mission than they are about generation of profits. Faced with mar-
ket pressures, they are likely to abandon traditional goals and commitments and
exercise their right to use assets for other business opportunities (D’Aunno et al.
2000). In contrast, cooperatives are primarily founded in a specific industry to pro-
tect the interests of many small members against a monopolistic supplier or cus-
tomer (Milgrom and Roberts 1992). The members are less likely to abandon the
original mission and use the assets to seize business opportunities in industries
they are not active in. As a consequence, diversification into new industries is
more probable for corporations than it is for cooperatives.

Agency theory suggests that firms diversify because their managers have per-
sonal motives to do so. Managers do not return free cash flows to shareholders,
but spend them on diversification projects, because of motives like empire build-
ing, pay increases, and reduction of employment risk (Ahimud and Lev 1981; Jen-
sen 1986). This is not in the interest of the shareholders, for instance, because they
can diversify risks themselves by building an efficient stock portfolio. However,
in a corporation, the interests of shareholders and managers can be aligned, for in-
stance by granting stock options to managers, which could help to eliminate diver-
sification projects that destroy value. This instrument is not available in a coopera-
tive. In addition, risk reduction through product diversification might actually be
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in the interest of the members of the cooperative, since a large portion of their
wealth is often tied to the cooperative (Hendrikse and Veerman 2001).

This article develops one argument to address the question why the diversifica-
tion profiles of cooperatives and corporations differ. We will focus on the rela-
tionship between the orientation (perspective, cognition, and province of meaning
(Arbnor and Bjerke 1997)) of the agents in different governance structures and the
evolution of the diversification portfolio.*

Orientation reflects that the world is far too complex to be comprehended. The
limited cognition / bounded rationality of individuals and organizations inevitably
entails that only a few aspects of the world can be grasped, while many others are
ignored. Heiner (1983) defines bounded rationality as the gap between the cogni-
tive capabilities of the decision-maker and the complexity of the problem. This
can be made specific in various ways, like specifying probabilities of making mis-
takes (Sah and Stiglitz 1986), adopting incomplete rather than complete contracts
(Grossman and Hart 1986), or partitioning the states of the world (Rubinstein
1993; Bajari and Tadelis 2001). We adopt a partitioning approach in an agent
based simulation environment, using the methodology of cellular automata (Schel-
ling 1978; Hegselmann and Flache 1998), in order to capture by the notion of ori-
entation the stylized facts formulated by Teece et al. (1994).

The methodology of Agent Based Modeling is a promising technique to study
‘... macro effects [as] dynamic consequences of decisions and mechanisms oper-
ating only at the micro level.” (Hegselmann and Flache 1998). Two important fea-
tures of Agent Based Modeling are locality, i.e. agents basing their decisions on
their own state and the local environment, and emergence of macrostructures, i.e.
the evolution of the system as the outcome of the interactions between the agents.
The importance of these concepts is already present in the writings of well-known
scholars. For example, the classic article by Coase (1937) acknowledges the
prominence of the local environment in the decision-making of enterprises. Coase
(1937, 389) writes:

‘Each factory ... plays his part as a single cell in a larger organism,
mainly unconscious of the wider role he fills.’

This citation expresses the idea of a world consisting of firms interacting with
each other in local environments, unaware of the collective outcome of their indi-
vidual decisions and actions following from them. Another example is Simon
(1991, 27), characterizing societies by organizations and markets. In his account
of the observations of a mythical visitor from Mars, organizations are character-
ized by ‘lines of authority’ and an important role is assigned to transitions in the
boundaries of enterprises.

* A recent study by Ang et al. (2005) shows the background of CEOs has an impact on
their divestiture decisions.
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Suppose that it <a mythical visitor from Mars> ... approaches the
Earth from space, equipped with a telescope that reveals social
structures. The firms reveal themselves, say, as solid green areas
with faint interior contours marking our divisions and departments.
Market transactions show as red lines connecting firms, forming a
network in the spaces between them. Within firms (and even be-
tween them) the approaching visitor also sees pale blue lines, the
lines of authority connecting bosses with various levels of workers.
As our visitor looked more carefully at the scene beneath, it might
see one of the green masses divide, as a firm divested itself of one
of its divisions. Or it might see one green object gobble up another.’

We will analyse the evolution of the diversification portfolio of enterprises. The
notion of orientation is introduced to study the evolution and directionality of
the product portfolio of an enterprise. It determines to a certain extent which
new product will be selected. The article is organized as follows. Section 2 pre-
sents the model. Section 3 formulates the results of orientation on the coherence
of the multiproduct firm. They capture the first two stylized facts of Teece et al.
(1994). Section 4 concludes.

2 Agent Based Model

Agent-based modeling is a methodology to investigate social dynamics. Agent
Based Modeling is an extension of cellular automata. Basic features of cellular
automata are the assumption of discrete space and locality. The world is modeled
as a grid, the cells of which adopt a state from a finite set of states. The state of a
cell changes according to transition rules. Agent based models extend the cellular
automata model by adding the feature of a set of agents occupying the cells. These
agents interact within well-defined spatial neighborhoods. Thus, the set of agents
share a common habitat and at the same time, act autonomously based on informa-
tion they receive from their local environment and their direct neighbors.

The two main ingredients of an agent-based model are the model of the agent
and the transition rule(s) governing the actions of the agent. Each agent is charac-
terized by a state, while decisions of agents are captured by transition rules. These
transition rules produce a new state for each agent as a function of the current state
of the agent and the state of each agent in the neighborhood of this agent.

Notice that there is no central authority that possesses an overview over the
whole habitat and its inhabitants, nor is there an agent who in any way is capable
of, or responsible for, the coordination of the actions of the individual agents. Ma-
nipulation of the macro level outcome may only be achieved by the careful and
crafty influencing of the behavior of the individual agents and their way of influ-
encing each other, i.e. by redefining the transition rules. For this to be successful,
it is important to gain insight into the mechanisms responsible for the emergent
outcomes of the social dynamics we are investigating, i.e. the diversification be-
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havior of Ltd’s and cooperatives. In this way the implications of the micro founda-
tion of the agent for the macro behavior of the system of all agents has to be stud-
ied. Or in the words of Epstein and Axtell (1996):

‘What constitutes an explanation of an observed phenomenon? [...]
Artificial society modeling allows us to “grow” social structures in
silico demonstrating that certain sets of microspecifications are suf-
ficient to generate the macro phenomena of interest.’

In this paper we will develop the agent model, consisting of the definition of the
states the agent can be in, and the transition rule that governs the evolution of its
state during a simulation run. Our ultimate aim is to investigate the dynamics of
agents developing their product portfolio in a competitive environment with other
agents. However, before we can hope to be able to interpret the complexities that
will emanate from such a simulation, we need to have a clear picture of how the
behavior of an individual agent evolves independent of the behavior of other
agents. Therefore the model in this paper contains only a basic form of an agent-
based simulation. At t=0, there is only one agent at grid point (0,0), which is al-
lowed to diversify (i.e. add a new product to its portfolio) according to a prede-
termined transition rule (micro-motive).

2.1 Agent

Agents are characterized by their product portfolio and their orientation. A prod-
uct portfolio consists of a set of products. Each product is represented as a cell in a
two-dimensional grid. The distance between cells represents the similarity be-
tween products. Similarity between products exists along two dimensions, related
diversification (horizontal dimension) and unrelated diversification (vertical di-
mension). The state of an agent is its product portfolio.’

The direction of an agents’ diversification will be called its orientation. The
orientation of an agent is defined as a subset of the Moore environment of each
product cell. Only products in this subset have a positive probability to be added
to the product portfolio. Fig. 1 presents the two possible orientations of an agent,
where the agent is oriented on the shaded cells. The Moore neighborhood on the

> There are two major differences between Schelling (1978) and this paper. First, his
model has a fixed number of agents of various types, the type of an agent does not
change, and the state of each agent is modelled as a location. Our model has one agent,
being one of two possible types / orientations. The state of an agent is formulated as an
agent and all its descendants. (Hendrikse and Muijen (1998) present a model where the
state of the agent is to a certain extent determined by the agents in the local neighbour-
hood of the agent.) Second, Schelling studies population dynamics, i.e. the interaction
between agents, by having agents move to different locations when the number of for-
eigners in the local environment is above a certain threshold. We study the direction and
evolution of the diversification portfolio of an enterprise.
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(Soup) Tomatoes (Soup) Tomatoes
Bakery Sugar Ice-cream Bakery Sugar Ice-cream
Onions Onions

Fig. 1. Vertical direction / Unrelated diversification (Cooperative) versus Horizontal direc-
tion / Related diversification (Ltd)

left-hand side represents the vertical orientation of a Cooperative. Only two of the
nine products in this square have probability 0 of being chosen in the next period.
Products east or west of the cell in the center, i.e. horizontal, cannot be chosen.
Similarly, the Moore neighborhood on the right-hand side represents the horizon-
tal orientation of a Ltd. Only two of the nine products in this square have probabil-
ity 0 of being chosen in the next period. Products north or south of the cell in the
center, i.e. vertical, cannot be chosen.

2.2 Transition Rule

A transition rule produces a new state for each agent as a function of the current
state of the agent and the state of each agent in the neighborhood of this agent.
The new state consists of the portfolio of products in the previous period plus an
additional product. This additional product is chosen out of the set of products
covered by the orientation of all the products in the previous period. The actual
choice is determined according a weighted probability distribution, where the
weights are determined by how often a cell is covered by the orientation of each
product in the portfolio. The mathematical formulation of this probability distribu-
tion is provided in the appendix.

Fig. 2 illustrates two periods of a simulation with an agent with a vertical orien-
tation. In the grids on the left-hand side the development of the portfolio is shown.
The grids on the right hand side show the weighed probability distribution deter-
mining the chance that a product is chosen in the next period. At the start of a
simulation the portfolio of an enterprise consists of one single product. Diversifi-
cation occurs by picking one of the products within the orientation of the current
product portfolio. In the first period this amounts to choosing randomly between
the seven products covered by the orientation of the agent in Fig. 1. Each cell
within the orientation of the single product in the portfolio has an probability 1/7
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Start:
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0{0|0]0]O0 01221210

Fig. 2. An evolution of the product portfolio of a Cooperative during two periods

to be picked. Note that the product in the current portfolio is also contained in the
set of possible new products. The reason for choosing a product that is already in
the portfolio is that the production capacity for that product will be augmented by
one unit. Suppose that the product south of the product in the starting portfolio is
chosen at the beginning of the first period. In the right hand part of Fig. 2 we see
that the choice set now contains 12 products. Two of these products are within the
orientation of both products in the current portfolio. Therefore their chance to be
picked is twice the chance of the other products. Suppose that in the second period
the same product is chosen as in the first period. The bottom two grids show the
portfolio and the weighed probability distribution at the end of the second period.

3 Reslults

In a first series of simulation runs we investigated whether the orientation of an
agent has an impact on the final “shape” of its evolving product portfolio. Orienta-
tion of a diversification pattern can be determined by taking the average angle with
the x-axis of all activities. An average angle of above 45% indicates a vertical
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Fig. 3. Diversification profile of a Cooperative-orientation (1 run, 30 periods/run)

orientation, while an average angle of below 45% indicates a horizontal orientation.
Finally, an angle of exactly 45% means that there is no specific orientation in the ac-
tivities. A graphical representation of this idea is given in the right hand side of
Fig. 3. The left-hand part of the figure presents a product portfolio / diversification
pattern, the result of one run and 30 diversification periods. A summary statistic of
the final shape of this portfolio is the Weighed Average Angle with the X-axis of the
portfolio. This value is calculated by taking the average angle of the current activi-
ties in each 4 quadrants. Next, one calculates the weighed average value of these 4
values (more activities in a quadrant lead to more weight in the total number). The
procedure is shown graphically in the right hand part of the figure.

The pattern in Fig. 3 is the result of one simulation. The shape is clearly verti-
cal, which is in line with the vertical orientation of the agent. However it is also
skewed downwards. This can be explained by the relative importance of the first
diversification step. In this case this step was straight downward, which gives the
profile a tendency towards the bottom. Averaging across a number of simulation
runs shows a more stylized pattern, like Fig. 4.

The different diversification profiles of Cooperatives and Ltd can be clearly
distinguished. Compared to an indifferent orientation, which has a weighed aver-
age angle with the X-axis of 45°, the Cooperative has an angle of 45+7°, while the
Ltd has an orientation of 45-7°. These results are in line with the different micro-
motives of the Cooperative and Ltd. However, if one increases the number of pe-
riods per run, the average angle with the X-axis slowly tends towards the 45°. This
is caused by the increasing influence of “back leaping”. This phenomenon is illus-
trated in Fig. 5 and can be described as follows. A Cooperative has a tendency to
diversify upwards and downwards, compared to an Ltd. If the number of periods
is limited, a relatively large number of products is generated above and below the
origin. However, this tendency is reversed when the number of periods increases.
An increasing number of periods decreases the expected vertical tendency.
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Fig. 4. Diversification profiles of a Cooperative (left) and an Ltd (right) = (50 runs, 30
periods/run)
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Fig. 5. Diversification profiles of a Cooperative-orientation (50 runs, 100 periods/run)

It is hard to identify a diversification profile in Fig. 5, which is caused by the blur-
ring effect of many cycles per run. An extension of the model counteracting the
influence of back leaping is the introduction of termination of an activity (product)
after a certain number of cycles. This feature turns out to guarantee a clear distinc-
tion between a Cooperative-orientation and an Ltd-orientation at much higher
numbers of periods, as shown in Fig. 6.
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Fig. 6. Diversification profile of a Cooperative-orientation (50 runs, 100 periods/run, activi-
ties are terminated after 50 cycles)

4 Conclusion

The contribution of this article is twofold. First, the notions of orientation and co-
herence are made operational with the agent-based methodology. A horizontal and
a vertical direction in orientation are distinguished in order to be able to apply this
concept in a diversification setting with related and unrelated products. Coherence
between current and new products in a diversification portfolio is captured by hav-
ing new products selected in the Moore-environment of the current products. The
relationship between orientation and coherence is that orientation determines the
likelihood of selecting new products in the (Moore) neighborhood of the current
products. Second, the impact of orientation on the evolution of diversification
portfolios is analyzed. Our specification of orientation with the agent-based meth-
odology shows a significant impact of orientation on the directionality of a diver-
sification portfolio.

The approach in this article is able to account for the stylized facts that firms be-
gin as single product and subsequently become multiproduct and that they maintain
a constant level of coherence between neighboring activities. The third stylized fact
that firms not only add businesses, but that they also commonly divest, is not cap-
tured. However, this can be easily incorporated in the model. For example, a bound
regarding the age of products can be incorporated, and motivated by idea of a life
cycle of products. Another way to incorporate divestiture is that not only new prod-
ucts are born, but that existing products may also die due to either too much compe-
tition or being too isolated. Too much competition entails that a bound is introduced
on the number of products in one location, whereas being too isolated from the ma-
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jority of products in the diversification portfolio may be captured by having a larger
Moore-neighborhood. Similar extensions can be formulated to incorporate stylized
facts that we did not include in our summary of Teece et al. (1994), for example, that
there often appears to be a degree of circularity to the fashion in which new busi-
nesses are added and subsequently divested, and that new product lines very often
utilize capabilities common with existing product lines.

This article is inspired by the result of Van Oijen and Hendrikse (2002) that
governance structure matters for the directionality of corporate coherence. The di-
rectionality of corporate coherence is addressed, but the driving force is not an as-
pect of the governance structure investor-owned enterprise or cooperative, but the
orientation of agents in these governance structures. The next step is to highlight a
feature of these governance structures causing different directionality by itself, in-
dependent of the orientation of the agents inhabiting these governance structures.
One possibility is to introduce a distinct role for the society of members of a coop-
erative. For example, the current model selects a new product based on a weighted
probability distribution, where the weights are determined by the orientation of all
products. All products covered by at least one orientation have therefore a positive
probability of being chosen in the next round. This seems to be closer to a corpo-
ration than a cooperative because products are relatively independent. A coopera-
tive may be better represented by a truncated weighted probability distribution in
order to reflect that some support from the society of members is needed for new
activities. A subsequently step will be to study the impact of the interaction be-
tween orientation and governance structure on the direction of corporate coher-
ence. These steps are to be viewed as an attempt to formulate a contribution to the
field of behavioral governance structure choice.’

Another direction for future research is to incorporate the interaction between
products as well as enterprises. The current model endows each product only with
the feature of generating a new product in the next period. There is no interaction
between the products in the portfolio of an enterprise and the portfolio of products
is lacking the rivalry of another portfolio of products. This article presents there-
fore a model of an agent, i.e. a micro foundation for (the evolution of) the firm,
rather than an agent-based model, i.e. an account of the outcome of many interact-
ing agents. However, modeling the interaction between products, within and be-
tween enterprises, can be incorporated in the transition rules guiding the selection
of new products. Extending the model in this direction allows for addressing the
impact of competition between governance structures on the size and directional-
ity of diversification portfolios. It will allow for studying the stylized fact that co-
operatives and investor owned enterprises coexist in many agricultural and horti-
cultural markets. The viability of this industry structure is poorly understood.

6 Behavioral governance structure choice is viewed as part of the field of behavioral eco-
nomics. Behavioral economics relaxes the standard assumptions of homo economicus by
considering the impact of bounded rationality, bounded willpower, and bounded self-
interest. Orientation, and how it is channeled by governance structure choice, is to be
positioned in the realm of bounded rationality.
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Appendix: The Transition Rule of a Cooperative and a Ltd.

Every period one product is added to the product portfolio. The transition rule of
each enterprise is characterized by a weighted probability distribution regarding
the current product portfolio. It is therefore defined recursively. Define (i(k),j(k))
as the position of the new product in period k. The weighted probability distribu-
tion X(k,i,j)/7(k+1) determines (i(k),j(k)), where X(k,i,j) is the number of times
cell (i,j) is ‘hit” by the orientation of each product in the product portfolio at the
end of period k-1. Define X(0,1,j)=0 for every i and j.

A1 The Transition Rule of a Cooperative

X(kt+1ij) = X(kij)*1l, when (i,j)?{(i(k)-1j(k)-1), (i(k)-1,j(k)+1), (i(k),j(k)-1),
(i(k),j(k)), (i(k),j(k)+1), (i(k)+1,j(k)-1), (i(k)+1,j(k)+1)}, i.e. being hit by the orien-
tation of the new product in the previous period adds 1 to X(k,i,j), where the orien-
tation of a cooperative is characterized by the left-hand side of Fig. 1.

X(k+1,1,j) = X(k,i,j) otherwise, i.e. X(k,i,j) remains the same when cell (i,j) is not
hit by the orientation of the product added in period k.
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A2 The Transition Rule of a Ltd

X(kt+Lij) = X(kij)*l, when (i,))?{(i(k)-1j(k)-1), (i(k)-1,j(k)), (i(k)-1,j(k)+1),
((k).j(k)), (k) +1,j(k)-1), (i(k)+1,j(k)), ((k)+1,jk)+1)}.
X(k+1,1,j) = X(k,1,j) otherwise.

A3 Evolution

Period 0: A product is positioned in the center of the grid.

Period k: A new product (i(k),j(k)) is selected based on the weighted probability
distribution X(k,i,j)/7(k+1).



Organization and Strategy of Farmer
Specialized Cooperatives in China

Yamei Hu, Zuhui Huang, George Hendrikse, and Xuchu Xu'

Abstract. How are the new farmer specialized cooperatives in China organized?
This question is addressed by presenting data at three levels. First, data are pre-
sented regarding the historical development of farmer cooperatives in China. Sec-
ond, data are presented regarding the membership composition of a sample of 66
farmer cooperatives in the Zhejiang province. Third, data are presented regarding
the various attributes (governance, quality control system, and strategy) of a wa-
termelon cooperative in this province. Many cooperatives are being transformed in
organizations with a market orientation. The data indicate that cooperatives ex-
hibit substantial heterogeneity, in terms of farmers being member and skewness in
the distribution of control rights. Human asset specificity in terms of establishing
and maintaining relations and access to markets seems to be more important than
physical asset specificity in accounting for governance structure choice in the cur-
rent institutional setting.

Keywords. Farmer cooperative, China, governance

1 Introduction

The economic organization of agriculture is a timely research topic. Among other
organizational forms, cooperatives have always been a prominent organizational
form. Broadly defined, a cooperative is an organizational form of many independ-
ent growers (horizontal relationship) who jointly own a downstream processor/
retailer (vertical relationship). Cooperatives are important to agriculture in devel-
oped as well as developing countries. For example, there are 132,000 cooperatives
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with 83.5 million members and 2.3 million employees in the European Union in
2001, 47,000 cooperatives with 100 million members in the United States of
America in 2001, and 94,771 cooperatives with 1,193 million members in China
in 2002.

Studying agricultural cooperatives in China is of particular interest for three
reasons. First, as noted by new institutional economists such as North and Wil-
liamson, the institutional environment interacts with the governance structure of
firms. Menard and Klein (2004, 750) point out, ‘These background conditions
should not be regarded merely as constraints that hamper modernization. They
also create incentives for the discovery of more efficient modes of organization.
Comparing firms across different institutional environments to see what settings
facilitate organizational innovation and what settings hamper it contributes dra-
matically to our understanding of the dynamics of a market economy’. The institu-
tional environment in a transition country like China is quite different from those
in developed countries such as U.S.A and Western European countries. China
provides the necessary variety in institutional environment in order to gain insight
in the relationship between the governance of enterprises and the institutional en-
vironment.

China’s economy is unique in many aspects. There are more than 200 million
farmer households (i.e. a vast population of 0.8 billion farmers), each farming a
plot of land that is similar to a garden plot elsewhere. For these small farmers, a
major problem in the transition period is the breakdown of the relationships of the
farm with input suppliers and output markets. They face serious constraints in ac-
cessing essential inputs, such as feed, fertilizer, seed, capital, and in selling their
products. Our main research question is therefore: How are the new farmer spe-
cialized cooperatives in China organized?

This descriptive question will be addressed at three levels. They are inspired by
the levels of institutional analysis distinguished by Williamson (2000). The most
general level is Embeddedness, where informal institutions, customs, traditions,
norms, and religion are at the center of analysis. Change occurs only once in 100-
1000 years. The Institutional Environment is concerned with the formal rules of
the game, like bureaucracy, polity, and the judiciary. Change occurs in 10-100
years. Governance is about contracting and aligning governance structures with
transactions. Changes occur in a time frame of 1-10 years. The first level requires
investigating whether the Chinese cultural and institutional background matters
for the cooperative as a governance structure? We will provide a brief history of
farmer cooperatives in China.

Second, compared with stock listed corporations, cooperatives have their own sa-
lient characteristics such as member-ownership and member-control (Staatz 1987;
Vataliano 1983; Cook 1995; Hendrikse 1998; Hendrikse and Veerman 1997). How-
ever, these characteristics are described and examined mainly against the back-
ground of developed economies/agricultural sectors. Are these characteristics also
descriptive of agricultural cooperatives in countries in fransition? Since the late
1980s, new farmer cooperative organizations have emerged and developed rapidly
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all over China. These new cooperative organizations are quite different from the co-
operatives in the 1950s and 1960s. What are the governance structure choices in
these cooperative organizations? What are the factors driving such choices?

Third, appropriately organizing the farmers into the agricultural chain of pro-
duction, transaction and consumption will not only benefit farmers but also benefit
the overall performance of the economy. As China entered WTO, world industrial
markets as well as agricultural markets have been affected by this vast economy.
The study on how to organize and position Chinese farmers in agricultural supply
chains is meaningful for the health of the Chinese economy as well as the world
economy. Are Chinese cooperative organizations a feasible organizational form to
the organization of farmers in an increasingly global agri-food supply chain? We
address this question from the perspective of systems of attributes (Milgrom and
Roberts 1995). Attributes like decision rights, income rights, quality control sys-
tems and branding are distinguished.

Addressing these questions contributes to the literature on comparative institu-
tional analysis as well as to the theory of the firm. The article is organized as fol-
lows. Section 2 describes the history of farmer cooperatives in China (2.1), i.e. In-
stitutional Environment, and Chinese society (2.2), i.e. Embeddedness in the
terminology of Williamson (2000). This provides the background for our study.
Section 3 is institutional analysis at the level of Governance. It presents the data
regarding 66 farmer cooperatives in Zhejiang province. In section 4, we will en-
rich the observations of section 3 by describing the interaction between the attrib-
utes governance structure, strategy, and quality control system of a specific coop-
erative. In section 5, we look at these developments from a number of theoretical
perspectives and formulate various conclusions. Section 6 concludes.

2 Farmer Cooperatives in China During the Last Century

This section consists of two parts. We start with a brief history regarding coopera-
tives in China in subsection 2.1. Subsection 2.2 is dedicated to a number of obser-
vations regarding Chinese society because it plays a role in understanding farmer
cooperatives in China.

2.1 One Century of Cooperatives in China

Cooperative organizations are not new phenomena in China. Their history dates
back to the beginning of the twentieth century. Five periods are distinguished.
First, cooperatives emerged in some part of China as early as in 1920s. Coopera-
tives experienced a rapid increase from 722 in 1928 to 168,864 in 1948 (Du 2002,
p-299). There is no detailed information regarding farmer cooperatives during this
period, but it is clear that they were quite different from what we see today. One
main reason is land ownership. Independent farmer households were the conven-
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tional farming units in the rural China. Landlords owned 40% of the cultivated ru-
ral land, and leased it to farmer households at a very high rent. The rent was often
as high as 50% of the value of the crops.

Second, New China was established by the Communist Party coming to power
in 1949. The central government gradually confiscated land from landlords and
rich farmers, and then distributed it for free to poor and landless farmers. At the
same time, to help farmers, who were short of tools and skills, to grow crops effi-
ciently, various kinds of cooperative organizations were set up, motivated and
later even directly organized by the government, to pool resources. Among many
cooperative forms, ‘the Mutual Aid Team’ was most popular. On the basis of vol-
untary participation, four or five neighboring households pooled farm tools and
draft animals and exchanged labor on a temporary or permanent basis, while land
and harvests still belongs to individual households. From 1949 to 1955, the coop-
erative form of ‘Mutual Aid Team’ was adopted as the primary way to pool re-
source in order to increase production.

Third, from 1955 to 1979, the so-called ‘Cooperative Movement’ took place,
and cooperative organizations were gradually deprived of their voluntary character
and became a way for the government to centrally control and manage agricultural
production, exchange and consumption. Agricultural production became collectiv-
ized. The ‘Elementary Co-operative’ emerged in 1954 and was the main choice of
farmers during 1954 to 1956. Compared to the Mutual Aid Team, more house-
holds (normally 20 or 30) participated in the Elementary Co-operative, and mem-
bers pooled their land, besides farm tools and draft animals, together under a uni-
fied management. The net income of the co-operative was distributed according to
two principles: one payment for the input of land, draft animals, and farm contrib-
uted by each member; one payment for the labor input by each member. In this pe-
riod, the attitude towards the cooperative development was cautious, and farmers
were encouraged to participate in different kinds of cooperative organizations on
voluntary basis.

Among the various cooperative forms, ‘the Advanced Co-operative’ emerged
around 1955, having a number of salient characteristics. All means of production
including land were collectively owned, and members worked according to cen-
tralized management, and remuneration was solely based on the labor input from
each member. In 1955, the central government decided to accelerate the pace of
collectivization. As a result, the voluntary participation principle was deliberately
omitted and farmers were persuaded or forced to participate in the Advance Co-
operative. From 500 Advance Co-operatives in 1955, the number rose toward
753,000 in 1957, covering 119 million households.

In 1958 a new form of cooperative, the so-called ‘People’s Commune’ was in-
troduced and played a decisive role in rural areas until 1978. One ‘People’s Com-
mune’ consisted of about 30 Advanced Cooperatives and consisted of, on average,
5,000 households and 10,000 acres of cultivated land. Unified production, man-
agement and distribution were adopted within the People Commune. Initially,
payments in the commune was based partly according to subsistence needs and
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partly according to the work performed. However, delegation of production and
management to smaller units, i.e. the ‘Production Team’ which consisted of about
20-30 neighboring households, occurred in 1962. Since then, production teams
were the basic producing, operating and accounting unit. Team members grow
crops together, and working time was recorded under the title of “Working Points’.
At the end of year, income was distributed to individual members according to ac-
cumulated working points. The system of collective farming remained until 1979.

Under the system of collective farming, supplying of farming inputs, producing
and selling products are all centrally planned by governments. The so-called ‘Sup-
plying and Marketing Cooperatives’ in rural areas were government organizations
which supplied inputs and consumption goods to farmers. Agricultural products
were collected and distributed by governments, and were normally not allowed to
trade freely in markets. In general, before 1980s, the ‘Unified Purchasing and
Supplying System’ (UPSS, i.e. ‘tong-gou-tong-xiao’ in Chinese) was adopted as
the basic institution governing government and farmers regarding producing sales
of agricultural products until early 1980s.’

Fourth, China started an economic and political transition in 1978. Central
planning of economic activities was gradually transformed to a market-oriented
system. This ongoing institutional change has far-reaching influences for indi-
viduals as well as organizations. Firstly, the collective-based farming has been
substituted by family-based farming. The Household Responsibility System
(HRS) was initially adopted in 1978 by the farmers in An’hui province and pro-
vided the farmers with temporary control and income rights to land. The HRS is
characterized by collective ownership of land on the one hand and farmer house-
holds as independent producing units on the other hand. The land is collectively
owned by villages, while is leased to the households according to the number of
people and workers in a household. The tenure specified in the contract was set to
be one to three years at first, and then was extended to 15 years. In 2002, the con-
tract duration for a new round was re-extended to 30 years. The contract specifies
the household’s obligations to fulfill state procurement quotas and to pay various
forms of local fees and taxes. The household then retains any residuals in excess
of the stated obligations. It induces strong incentives for farmers to work and in-
vest in the leased land. For example, as the reforms spread rapidly across the other
parts of the rural areas, farm output rose by more than 30% in six years.

Secondly, the centrally planned agri-food purchasing and supplying system was
gradually transformed to a market-oriented system. As the reform on rural land
went on, UPSS was progressively abandoned by the government to encourage free

% The cooperative organizations in 1960s and 1970s were not farmer-owned and farmer-
controlled by nature. They turned into government or quasi-government organizations
performing both economic and political functions.

The central government decided to take ‘planned purchasing and planned supplying’ on oil
agri-products and grain on November 1953, and expanded the planning spectrum to include
cotton on September 1954. The policy issued on August 1955 specified the details.
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trade in agricultural markets. As early as 1982, the government encouraged farm-
ers to sell products in markets. In 1985, the central government decided to cancel
UPSS.* Since then, the government purchases grain and cotton by contracting, and
pork, sea-food, vegetables and other products are open to free trade.

As China transits from centrally-planned economy to market-oriented economy,
traditionally small farmers are facing a new situation. Under the old collective pro-
ducing and distribution system, farmers did not decide what to produce, how much
to produce, and how to sell products. In the transitory period, they have to make
these decisions by themselves. However, it is not easy to successfully make such de-
cisions. The survival of farmers depends on how, and to what extent, they meet the
demands of final consumers. It implies that they have to produce efficiently on the
one hand, and to predict and meet market demands on the other hand. However, it is
well known that small farmers lack access to inputs, technology, information, and
markets. This puts them in a weak position in supply chains. Choosing appropriate
strategies, which provide the access to inputs, technology, information, and markets
and to added value of supply chain, is therefore crucial to them.

Motivated by the new situation since the 1980s, new cooperative organizations
emerged in many provinces of China in the late 1980s. At the beginning, the co-
operative organizations, called the ‘Technology Association’, were established to
communicate and promote new technologies among farmers. Local technologists,
big specialized growers, and science associations were major players initiating and
organizing such cooperative organizations. As the reform of the agricultural prod-
uct circulation system proceeded in the 1980s, more farmer cooperative organiza-
tions emerged. Some cooperative organizations operate across different produc-
tion stages, such as supplying agricultural inputs and/or selling products. At the
same time, more players are involved in establishing cooperative organizations,
such as large processing enterprises, state-owned supplying and marketing coop-
eratives, local rural governments, and villages etc. Since the 1990s, the develop-
ment of cooperative organizations is speeding up in many provinces. Up to 2004,
the number of new cooperative organizations is more than 150,000 (RDI CASS
and RSECT NBSC °, p157).

The new cooperative organizations that have emerged since the 1980s may take
different forms. In general, we can distinguish two basic forms: farmer specialized
associations and farmer specialized cooperatives. Farmer specialized associations
account for 65% and farmer specialized cooperatives account for 35% of the
150,000 cooperative organizations in 2004 (RDI CASS and RSECT NBSC,
p-157). The main difference between the two forms is the ownership of fixed as-
sets and performing functions like production, marketing, or processing. In gen-

* “Ten Policies on Further Activate Rural Economy’, issued by the Central Commiittee of

the Communist Party and State Council on January 1, 1985, specified the details.

> RDI CASS is the abbreviation for Rural Development Institute Chinese Academy of
Social Sciences, and RSECT NBSC is the abbreviation for Rural Social and Economic
Census Team National Bureau of Statistics of China.
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eral, specialized cooperatives are registered at the Administration of Industry and
Commerce, have fixed assets, and are like cooperatives in western countries in
terms of their production, marketing, and processing activities. Farmer specialized
associations are registered at the Civil Affairs Bureau, have no fixed assets, charge
no membership fee, provide some technical assistance, and share information.
However, this distinction is too crude. The Farmer Specialized Association’ (FSA)
is a very broad name, which consists of very large association supplying technol-
ogy, information, to thousands or tens of thousand members as well as very small
associations communicating technology and experience among several farmers.
Some specialized associations are even cooperative enterprises and acts just like
specialized cooperatives. This overlap can be explained partly by the fact that
there are no cooperative laws in China. Up to May 2005, there are no national co-
operative laws. At the provincial government level, local laws on cooperatives are
also limited. The first local cooperative law was enacted by the Zhejiang provin-
cial government in January 2005.

2.2 Chinese Society

Farmers choose a certain organizational form (i.e., a governance structure) to real-
ize a fair return on investment. This choice is not independent of the society in
which the farmer lives. It is important to realize that a person is not only a natural
or economic person, but also a social person. He (she) lives in a society, which can
be viewed as a nexus of various relations. This is particularly true for Chinese
farmers with characteristics like community life, influence of traditional culture,
and the imperfections of the current market system. There are three basic ways for
most of Chinese farmers to participate in the society. The first is kinship, i.e., the
relations between an individual and his or her spouse, parents, sisters and brothers,
and cousins. The second is social relations, i.e., the relations between an individ-
ual and his or her friends, classmates, and colleagues. The third is potential rela-
tions, i.e., the relations between an individual and strangers; it is actually based on
the first two relations.

The origin and development of farmer cooperatives in China have therefore an
informal institutional background based on relations. The kinship (or relation)
plays an important role in the cooperatives. First, as an organization based on the
rural communities, the farmer cooperative is characterized by kinship. Second, the
kinship is an important way for Chinese farmers to access to various resources.
It’s particularly important at the initial stage of farmer cooperatives. Third, the
governance and operation of farmer cooperatives also relies on the principle of
kinship. It’s a principle combining kin, loyalty and abilities. Therefore, it’s natural
for the farmer cooperatives to have some characteristics of traditional social rela-
tions in the process of their development and operation. Such rural social relations
are combined by kinship and market rules. A lot of farmer cooperatives in Zheji-
ang province find an effective balance in such social relations. The internal trans-
action costs based on such relations is quite low.



444 Yamei Hu et al.

3 Farmer Cooperatives in the Zhejiang Province

This section presents the data of a sample of 66 farmer cooperatives in Zhejiang
province in China. Zhejiang province is located south of Shanghai, with 46 million
inhabitants. It was the pilot province for farmer specialized cooperative organiza-
tions chosen by the Ministry of Agriculture, China. To a certain extent, the institu-
tional arrangement of farmer cooperatives in Zhejiang not only reflects the com-
mon characteristics of farmer cooperatives in the coastal areas of China, but may
also represent the development trend of farmer specialized cooperatives in China.

Farmer cooperatives in Zhejiang have experienced a rapid development since
1990s. Like other regions in China, Zhejiang’s farmer cooperatives can be divided
into specialized cooperatives and specialized associations. Both specialized coop-
eratives and specialized associations have increased rapidly, however, specialized
cooperatives increase at faster rate than specialized associations. The farmer spe-
cialized cooperatives increased from 791 in 2002 to 1,789 in 2004. The number of
farmer specialized associations was 1,019 in 2004. The total number of the farm
households joined in farmer cooperatives reached 554,000 and the total number of
the farm households involved in farmer cooperatives reached 2,029,500 in 2004.°

A sample of 66 farmer specialized cooperatives was chosen randomly from the
Zhejiang province. Data regarding membership and ownership were collected by
face to face interviews and archival research. Table 1 shows the number of mem-
bers, the number of shareholders, the capital stock, the capital stock per-capita, the
ratio of shareholders to all members and the shareholding concentration rate.’

Table 1. Ownership structure of 66 sample cooperatives

No. of No. of Canital Per-capita  Share-

Co-ops me.mber share- stog K [¥] capital holdersto Ry R; Rs Rg Ry
holder stock [¥]  members
Max value 1000 812 7010000.00 584166.67 1.00 0.82 1.00 1.00 1.00 1.00
Min value 36 2 6800.00 47.22 0.01 0.00 0.01 0.01 0.02 0.02
Mean value 259.318 102.485 365089.00 23001.77 0.45 0.25 0.44 0.55 0.64 0.67
Standard 16044 144910 896312.41 75027.32 0.42 022 029 032 032 0.32
deviation

Source: Zhejiang Provincial Department of Agriculture.

7 Shareholding concentration (Ri) refers to the ratio of the sum of the capital stock owned
by the top i member(s) in a descending sort to the total capital stock in a cooperative. In
detail, R, =" X, / DX, (m<n); Where Xi refers to the sum of the capital stock

owned by the top i member in a descending sort; where N refers to the number of coop-
erative members.



Organization and Strategy of Farmer Specialized Cooperatives in China 445

Several observations can be formulated regarding table 1. Firstly, in our sample of
66 farmer cooperatives, the size of cooperatives varies a lot. In terms of member-
ship, the largest cooperative has 1,000 members, while the smallest cooperative
has just 26 members. In terms of capital stock, the cooperatives vary from as low
as 6,800 yuan to over 7 million yuan. Table 2 provides the additional information
regarding the size distribution of cooperatives. The number of cooperatives with
more than 500 members and the cooperatives with less than 100 members are lim-
ited. Over half of cooperatives have more than 100 and less than 200 members.

Table 2. Interval distribution of number of members

No. of members >800  >500 300 200 >100 50 >0
No. of co-ops 4 8 20 27 62 65 66
Frequency [%] 6.06 1212 3030 4091 9394 9848  100.00

Secondly, according to table 1, all cooperatives have sharcholders. However, the
numbers of shareholders of the sample cooperatives varies also drastically. The
number of shareholders varies from 2 to 812. Table 3 illustrates the interval distribu-
tion of the number of shareholders in our sample. The cooperatives with more than
200 shareholders and these with less than 5 shareholders are fairly limited. 20 coop-
eratives, almost one third of the sample, have between 100 and 200 shareholders; 26
cooperatives, over one third of the sample, have between 5 and 30 shareholders.

Table 3. Distribution of the number of shareholders

No. of shareholders >200 >100 >50 >30 >10 >5 >0
No. of co-ops 9 29 31 34 48 60 66
Frequency [%] 13.64 43.94 46.97 51.52 72.73 90.91 100.00

Thirdly, the capital stock of the cooperatives varies between 7,000 and 7,000,000
yuan; and the per-capita capital stock varies between 50 and 50,000 yuan. Table 4
shows the interval distributions of capital stock and per-capita capital stock. Re-
garding capital stocks, only two cooperatives held a capital stock of more than
1,000,000 yuan, and the cooperatives with a capital stock of more than 500,000
yuan are limited. For about one third of the cooperatives, their capital stock is be-
tween 10,000 and 200,000 yuan. Regarding per-capita stock, about one third of
cooperatives have more than 10,000 yuan per-capita capital stock, and about one
third of cooperatives have a per-capita capital stock between 1,000 and 5,000 yuan.
There is only one cooperative with less than 100 yuan per-capita capital stock, and
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there are quite a few cooperatives whose per-capital capital stock is between 100
and 1,000 yuan.

Fourthly, shareholding among members is pervasive. However, member share-
holding varies a lot. The rate of shareholders to members is as large as 1 at one ex-
treme and as small as 0.01 at the other extreme, with the mean value being equal
to 0.45 (see column 6, table 2). Table 5 further shows the detailed information on
members’ shareholding. There are strong contrasts on the member shareholding
structures in the sample. In 21 cooperatives, the rate of shareholder members to all
members is higher than 90%; in 24 cooperatives, this rate is lower than 10%, and
in 15 cooperatives, this rate is between 10% and 50%. These cooperatives there-
fore can be divided into two groups: one group with high member shareholding,
and the other group with low member shareholding.

Table 4. Interval distributions of capital stock and per-capita capital stock

Capital stock [10,000¥] >100 >50 >20 >10 >5 >1 >0
No. of co-ops 2 8 27 42 54 65 66
Frequency [%)] 3.03 12.12 40.91 63.64  81.82  98.48 100.00

Capital stock per-capita [¥] >10000 >5000 >1000 >500 >200 >100 >0

No. of co-ops 21 26 54 60 62 65 66
Frequency [%] 31.82 39.39 81.82 90.91 93.94  98.48 100.00

Table 5. Interval distribution of the proportion of shareholder members to all members

Proportion of sharcholder
members to all members >0.9 >0.8 >0.7 >0.6 >0.5 >04 >03 >02 >0.1 >0.0

No. of co-ops 21 23 25 27 27 28 28 36 42 66

Frequency [%] 31.83 34.85 37.88 4091 4091 4242 4242 54.55 63.64 100

Fifthly, shareholding is not uniformly distributed among shareholders, and large
shareholders’ dominance in the provision of capital is salient. Table 1 shows, on
average, the top 5 largest shareholders account for 50% of the provision of capital
in a cooperative, and the top 10 largest shareholders contribute for almost two
thirds of the capital stock. Table 6 further captures how shareholdings are concen-
trated in cooperatives. In 11 cooperatives, the largest shareholder provides more
than 50% of equity capital; in 25 cooperatives, the top three largest shareholders
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Table 6. Concentration of shareholding

Rin> Rn>  Rw Rin> R > R > R > Rn>  Rn> Ra>
0.9 0.8 0.7 0.6 0.5 0.4 0.3 0.2 0.1 0.0

R, 0 1 4 5 11 17 21 26 45 66
R; 5 9 15 20 25 31 39 47 59 66
Rs 14 18 24 28 33 40 47 57 59 66
Rg 22 26 31 37 40 49 53 58 60 66
Rio 26 31 35 40 42 51 55 58 62 66

provide more than 50%; the top 5 largest sharecholders provide more than 50% of
equity capital in half of the sample cooperatives.

In sum, most cooperatives are small; shareholding is pervasive among most
cooperatives; the cooperatives are usually composed of a minority of core
members (usually big shareholders) and a majority of common members (usually
users or patrons); the cooperatives can be generally divided into two types: one is
with a minority of members as its shareholders; the other is with a majority or all
members as its shareholders. For most cooperatives, shareholding is quite
concentrated; big shareholders play a dominant role in providing capital.

4 Wenling City Yu-heng Watermelon Cooperative

In this section, we will examine a specific cooperative in the Zhejiang province in
order to enrich the observations of the previous section. Wenling City Yu-heng
Watermelon Cooperative (we call it Yu-heng watermelon cooperative hereafter) is
located in Yuheng town, Wenling city, Zhejiang province.® It was initiated in July
2001 by 29 farmers including the present General Director, and was registered as a
share-cooperative enterprise by the local Industry and Commerce Administration
in February 2002. The main business of the cooperative involves growing and
selling watermelons.” In 2004, it had 129 members with the fixed capital of 2.96
million Yuan.

Organizations, and therefore cooperatives, can be characterized in many differ-
ent ways. We adopt the systems of attributes characterization of Holmstrom and
Milgrom (1994). Three clusters of attributes are distinguished in describing this
cooperative: governance structure (4.1), quality control system (4.2), and strategy
(4.3). We conclude the section by paying attention to the complementarities be-
tween these attributes (4.4).

¥ Wenling is a city of 780,000 citizens in Zhejiang province, China; Yuheng is a town
south of Wenling.

° Ttalso sells farming medicines, fertilizer, etc as a side business.
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4.1 Governance Structure

We follow Hansmann (1996) by distinguishing decision and income rights of a
governance structure. Decision rights specify who directs the firm’s activities, i.e.
the allocation of authority. Various decision rights in Yu-heng watermelon coop-
erative will be described, like membership composition, share contribution re-
quirement, restricted ownership, delivery rights, quasi-individual ownership title,
formal versus real authority, and member involvement. Income rights specify who
appropriates the net earnings of the enterprise, i.e. delineate incentives.

4.1.1 Decision Rights

Yu-heng watermelon cooperative has 129 members. Most members are water-
melon growers and about 20 members are watermelon sellers. The cooperative re-
quires all members to buy shares, where the number of the shares which members
have to buy is determined by the planting scale. The larger the planting scale is,
the more shares a member has to buy. However, the maximum shareholding for
one member is set to be 20%.

Membership is closed in this cooperative. Although the charter stipulates the
membership policy as ‘free entry and free exit’, the practice of membership is dif-
ferent. On the one hand, to become a member, farmer growers have to reach a cer-
tain scale of growing watermelons and have to meet a certain technical require-
ment. The cooperative is very cautious to accept new members. For example, the
cooperative will monitor the performance of a potential member for one year be-
fore making a final decision. On the other hand, to leave the cooperative, current
members are required to submit a written application to the cooperative. The
member can get their equity investment back when the application to leave is ac-
cepted by the board of directors. However, current members are not allowed to
leave when the cooperative is experiencing losses.

Delivery rights are restricted in Yu-heng watermelon cooperative. Firstly, de-
livery rights are restricted in terms of quality requirements. Members have rights
to deliver products to the cooperative, but their products must meet ex ante speci-
fied quality standards. Sample inspection and internal grading will be used to dis-
tinguish high quality products from low quality products. Secondly, delivery rights
are restricted in sense that the delivery amount for one member is almost ex ante
determined.

Although Yu-heng watermelon cooperative is collectively owned by members,
each member’s claim on the cooperative seems to be clearly defined. Firstly, indi-
vidual members’ ownership is specified in terms of shares. Members are required
to buy shares according to their planting capability/expected patronization. Sec-
ondly, the cooperative allows the members to participate in decision making ac-
cording to shareholding structure. The one-member-one-vote principle is substi-
tuted by the restricted one-share-one-vote principle. The latter voting rights will
motivate members to collect/commute information to participate in management
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of cooperatives. Thirdly, shares can be redeemed when members quit cooperative.
Thus, members can get back his financial stakes in cooperatives. These facts illus-
trate that the ownership title is not strictly collective. However, the ownership title
can not be viewed as individual either. Property rights in the cooperative can not
be traded outside the cooperative. When transferring the property rights within the
cooperative, it is the board of directors, not the involved members, having the
power to decide whether the transaction can be performed. In sum, the ownership
title in the cooperative is a hybrid-form between individual one and collective one.
‘Quasi-individual’ may be a suitable name.

Ownership defines the allocation of formal authority. Figure 1 captures how
formal authority is allocated in this cooperative. It resides with the member (repre-
sentative) assembly. The (representative) assembly provides members with formal
channels to revise organizational charters, elect and/or replace board members, de-
termine finance and development plan, determine total share-value, per-share-
value and the maximum number of shares purchased by one member, decide is-
sues regarding merger, cooperation, etc. The member assembly will meet once or
twice a year. When it is difficult for all members to come all together, members
elect the representatives. The representative members constitute the representative
assembly. Representative members have a three-year term and could be re-elected
for many terms. Members participate in the (representative) member assembly by
a restricted ‘one-share-one-vote’ principle. Voting rights are based on ‘one-share-
one-vote’, but one member has at most 20 votes. The decision making process in
the (representative) member assembly is by a qualified majority. A decision is
reached when more than 2/3 of the votes are in favor.

The (representative)
member assembly ¢
¢ |The board of supervisors |

|The board of directors <

|Other executive offices |

Fig. 1. Allocation of formal authority

Although formal authority clearly resides with the members and the assembly, real
authority may reside with the others. Actually, many decisions have to be dele-
gated to other groups. Normally, these groups include the board of directors and/or
a group of managers. In Yu-heng Watermelon Cooperative, the board of directors
is having effective control of the cooperative. The board consists of three mem-
bers, and they are elected by the general assembly. The General Director is elected
by the board and is the legal representative of the cooperative.
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The board of supervisors is assigned with the rights to monitor the board of di-
rectors. The board of supervisors consists of 3 members elected by the
(representative) member assembly. The supervisor members have a three-year
term and can be re-elected for multiple terms. The supervisor members are
expected to be independent from director members, thus, the charter clearly
stipulates that the current director members and recently retired members and their
relatives can not be supervisor members.

The allocation of real authority may vary widely within one formal organiza-
tional arrangement. This issue is illustrated by the outcome of a short question-
naire on the involvement of non-director members in decision making. The results
are summarized in table 7.

First, members give up their decision rights regarding inputs and price to direc-
tor members. The cooperative requires standardization of production by members.
What inputs are to be used, and how/when to use them are contracted ex ante be-
tween the cooperatives and members. For the cooperative, this is a method to con-
trol quality of products; for the members, they like to give up such decision rights
to gain technical guidance on how to produce and to acquire inputs such as fertil-
izers and seeds supplied by the cooperative at production costs. The members give
up their decision rights regarding price because their production scale is small and
the inefficiencies in information collection. For member growers, small produc-
tion scale implies that it is costly to collect market information and it is hard to ac-
cess markets. In contrast, the cooperatives have better capabilities to gather and
analyze market information and a larger scale to gain access to markets.

Table 7. Allocation of decision power to non-Director members

No extent or to a very To some extent To large extent
limited extent

Input decision x

Quantity decision x
Price decision x

Quality standards decision x
Accounting system decision x

Advertisement decision X
Technology training decision X
Investment decision x
Financing decision X

Recruiting decision x

Second, non-Director members are actively involved in making such decisions as
quantity, quality standards, technology training, and investment. Quantity decisions
are important for all members, because how much to produce will determine how
much to contribute to the cooperative by buying shares. Normal members are moti-
vated enough to participate in this decision. Regarding the high involvement of



Organization and Strategy of Farmer Specialized Cooperatives in China 451

normal members in setting up quality standards decisions, it reflects that quality is
now an important attribute of commaodities. Since cooperatives are organized around
one or several similar products, formulating quality standards is an important meas-
ure to regulate members’ behavior and reduce the adverse selection problem.

It is not surprising that members are strongly motivated to take technical training
decisions. In China, small farmer growers are lack of technology. As the market
condition changes from shortage of supply to abundance of supply, consumers de-
mand high quality products or more customer-friendly products. To meet such
changes, new technologies and technological innovations are required. Because
small growers are keen on technological training, they are motivated to decide the
training projects and training frequency. The result is that providing technology ser-
vices is one of important measures to test the performance of Chinese cooperatives.

Third, financing decisions are mainly made by director members. This observa-
tion is a bit surprising, because normal members are expected to be cautious for
financial issues in order to prevent risks and therefore are expected to tightly keep
decision rights on financing. The reason is that normal members are too small to
take a stake in financing and director members are normally larger growers who
contribute a lot to financing issues. For example, the general director is a big
grower, and his shares count for 20% of all shares.

In sum, in Yu-heng Watermelon Cooperative, ownership is restricted to mem-
bers; members are required to buy shares; membership is closed; delivery rights
are restricted; the ownership title is quasi-individual; director members have sub-
stantial power in deciding prices, inputs, finance, recruiting, etc; non-director
members participate actively in making most decisions regarding quantity, quality,
standards, investments, and technological training.

4.1.2 Income Rights

The cooperative will allocate the shares among members according to their plant-
ing scale, which in turn determine their expected patronization on the cooperative.
Since the share allocation is set up before the production of watermelon, the ex-
pected patronization and consequently the payment for delivering for individual
members are almost fixed. By combining delivery rights and share-holding policy,
the cooperative aligns the principle of patronization-based allocation with the
principle of share-based allocation. Since member growers are required to pur-
chase shares on the basis of expected patronage, the usage and the capital invest-
ment are perfectly aligned.

Members have rights to share the yearly net returns of the cooperative accord-
ing to shares. Generally, some parts of the share yearly net returns will be retained
within the cooperative for further development and public use, and the rest will be
allocated to members according to their shares. Yu-heng Watermelon Cooperative
does not directly allocate returns to members, because there are sub-units called
‘production bases’. These production bases are not only the units performing pro-
duction tasks allocated by the cooperative, but also the units of accounting and al-
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locating surplus. For each production base, the surplus to be allocated is the net re-
turns in a production season deducted by the cost of production and management.
The cooperative collects the risk insurance fund (10%) '° and the public accumula-
tion and public benefit fund (5%) from each production base; the rest of the alloc-
able surplus in each production base is allocated to the base members proportional
to individuals’ shares. Since the shares are determined ex ante by expected patron-
age of the cooperative, allocation by shares/capital are perfectly aligned with allo-
cation by patronage. In sum, members share the benefits (or costs) of the coopera-
tive according to shares. The cooperative takes quality considerations into account
in its pricing policy. It will pay different prices according to grading. In some
cases, members are even punished (fined) to deliver bad products.

4.1.3 Complementarities Between Decision Rights and Income Rights

Table 8 presents the values of the attributes of the governance structure in Yu-
heng watermelon cooperative. Decision rights are not uniformly distributed among
the members. Director members have real control on important issues such as
pricing, financing, investment screening, etc. Meanwhile, sharing benefits/costs
among members are not solely based on membership. Income rights are confined
by share contributions.

Table 8. Attribute choices in the cluster Governance

Income rights Share-based Membership-based

Decision rights

Uniform

Skewed x

In traditional cooperatives, benefit sharing based on patronization is essential for
members, and capital returns are not important or deliberately limited to all mem-
bers. In Yu-heng watermelon cooperative, ownership is allocated in such a way
that benefit sharing based on patronization and benefit sharing based on capital
contribution is perfectly aligned. Since members benefit from the cooperative pro-
portional to their share contribution/expected patronization, a skewed allocation of
decision rights encourages members either to contribute to the cooperative or to
make knowledge / access to market channels available.

19 Note that the risk insurance fund is used for reimbursement for heavy losses caused by the
production and marketing of production bases and is allocated to each member’s share ac-
count according to shares. For example, in 2003, one production base suffered a great loss
from bad weather. The average loss for the members of this base was about 8,000 yuan per
mu. The cooperative used the insurance fund to reimburse a part of loss of this production
base. After reimbursing, members of this base lost only 2,000 yuan per mu.
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4.2 Quality Control System

For agricultural products, as well as for other products, quality is an important at-
tribute nowadays. The importance of quality is particularly pronounced for fruits and
vegetables because these commodities are among the most likely to be observed and
evaluated by consumers in their primary and unprocessed form. However, member
growers have more information on quality of products than the cooperatives.
Asymmetric information on quality may lead to over-supply of low quality products.
Thus, quality management is essential for cooperatives. Markets coordinate quality
mainly by incentives (such as prices), and hierarchies coordinate quality mainly by
administrative controls (monitoring of the activities). We define the system a coop-
erative uses to direct behavior of its member users and to motivate them to act in
ways that benefit the cooperative as the quality control system.

4.2.1 Quality Coordination Methods Through Multiple Production Stages

For the agri-business involved in multiple stages of production and distribution of
products, vertical coordination on quality is necessary. Various methods could be
used to vertically manage quality. We identify three quality coordination methods
through multiple production stages in this cooperative: inputs control, production
standardization, and unified packaging and marketing. Figure 2 illustrates the pro-
duction stages involved by the cooperative and coordinating methods through
these stages.

Although Yu-heng watermelon cooperative is a marketing cooperative, its
activities are not limited to selling. The figure shows the cooperative is involved in
multiple stages of inputs, storing, and processing and marketing/retailing. Yu-heng
watermelon cooperative purchases inputs for members from outside companies.
The procurement of inputs by the cooperative serves two purposes: firstly, quality

The Cooperative
Unified supply- Standardization Unified packaging
ing of inputs production and marketing
| | | | >
Inputs Preparing Harvest Processing
sit
Planning Planting Storage Marketing,

| | Retailing

Farmer growers

Fig. 2. Stages of production and coordination methods (adapted from Figure 9.3, Allen and
Lueck 2003, 184)
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of inputs is controlled; secondly, members acquire inputs at cheaper prices be-
cause the cooperative has considerable bargaining power towards input suppliers.

Main activities of member growers are preparing sites, planting, and harvesting.
The cooperative influences member growers’ activities by production standardiza-
tion requirements. Production methods, technical guidance, and detailed planting
descriptions of production procedures are formulated by the cooperative. All
members receive a guidance book with detailed standardized growing procedures,
specifying detailed requirements regarding seeds, fertilizers, production proce-
dures, and technologies regarding different stages of production. In sum, the coop-
erative coordinates members’ production in multiple stages of production by a
unified supply of inputs, standardized production requirements, and unified pack-
aging and marketing.

4.2.2 Other Control Tools and Incentive Tools

In addition to unified supply of inputs, standardized production methods, and uni-
fied packaging and marketing, several other control instruments are identified.
One control instrument is team based production / inspection. By working together
on rural lands, member growers supervise each other. Production and quality
management is organized in a three-layer structure. Figure 3 depicts this structure.
The board of directors, on behalf of the cooperative, rents rural land each year and
assigns members to grow watermelons on it. These lands are called ‘production
bases’. In 2004, the cooperative had 8 production bases across the Zhejiang prov-
ince. In 2005, the cooperative has 12 production bases. In each production base,
member growers are grouped into 8 to 10 production groups. Each group hires
farmer employees. The normal ratio is 1 farmer member to 3 hired farmer work-
ers. These farmer workers are paid 900 yuan per month. Farmer members and
workers grow watermelons together in a team. The cooperative provides inputs
such as seeds, fertilizers and technical assistance. Farmer members provide tech-
nical guidance to farmer employees. At the end of one production cycle'', each
production base collects watermelons from its production teams. These watermel-
ons are sorted, graded and packed with the cooperative brand. The board of direc-
tors determines prices based on the market situation. Subsequently, the coopera-
tive assigns about two seller members to each production base. These seller
members are in charge of selling watermelons for their production base.

Second, the products delivered by members are sorted and graded by the coopera-
tive. By sorting and grading, the cooperative encourages members to adhere to ex
ante specified quality standards. Third, members will be paid for their deliveries
based on quality. Sample inspection, internal grading and sorting are used to
measure quality differences, and then prices are paid accordingly. Quality-based
pricing for deliveries is a salient incentive tool used by the cooperative to align in-
terests of individual members with the entire cooperative.

""" The number of production cycles is 6, due to its technology and skills. Most enterprises
have 4 production cycles.
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| The board of directors |

v

| Production bases |

v

| Production teams |

v v

| Member growervs |_>| Farmer employees |

Fig. 3. Quality management in Yu-heng watermelon cooperative

Fourth, there is cash punishment for failing to deliver quality, even after the internal
inspection process. It entails that a customer receives another watermelon when a
bad one is returned. This instrument of quality control is explicitly used in the mar-
keting policy for selling fresh watermelons. It is called ‘double paying compensa-
tion’. Since the production team of each watermelon can be traced, all team mem-
bers will be fined with a certain amount of money when losses occur due to
delivering bad quality. A larger loss results in a higher cash punishment. This policy
increases the incentives for group member’ to monitor each other during production
as well as incentives for team supervisors to strictly inspect sorting and grading.

4.2.3 Complementarities in the Quality Control System

In Yu-heng watermelon cooperative, the control tools include inputs control (i.e.
unified supply of inputs), standardization, unified packaging and marketing, group
production/inspection, sorting and grading, and incentive tools like quality-based
pricing and cash punishment. The control tools are less efficient when pricing for
deliveries is identical across all members. Tight control tools and flexible quality-
sensitive pricing act in the same direction to manage members to adhere to quality
standards and maintain the brand name. Table 9 depicts the choices regarding the
attributes in the cluster quality control at Yu-heng watermelon cooperative. Com-
pared with contract farming, the cooperative has low costs in enforcing quality.
For example, field visits are not necessary, because members are motivated to su-
pervise each other to prevent opportunist behavior. Low cost of control, comple-
mented with high-powered incentives in terms of pricing, makes the cooperative
efficient in managing quality in various stages of production.

Table 9. Attribute choices in the cluster Quality Control

Quality incentives Yes No
Control

Tight x

Loose
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There are ongoing debates on whether incentives and control tools adopted in the
quality assurance system are substitutes or complements. Hueth, et al. (1999) ex-
amined incentive tools and control tools used in the contracts used by first han-
dlers of fruits and vegetables in California, and claimed that the instruments of
control may be complements or substitutes, depending on the context. If the con-
trol instruments and the incentive instruments are complements, then their align-
ment produces synergies in the Quality control system. This is what we observed
in this Chinese fruit cooperative.

4.3 Branding Strategy and Its Enforcement Mechanisms

A cooperative may choose different business strategies when selling products for
members. For example, it may just pool all products delivered by members to-
gether and sell them by batches at wholesale markets; or, it may sell the products
under one or several brand names. We define the branding strategy as the way in
which products are marketed and sold under brand name.

The branding strategy determines the degree of commitment to ex ante speci-
fied high quality standards by a firm. To make this commitment credible, firms
should have something valuable to loose. In Yu-heng watermelon cooperative, this
is the private brand ‘Yu-ling’. There are two mechanisms to signal quality to con-
sumers: private brands and public certification (Raynaud, et al. 2005). The reputa-
tion capital of the owner is at stake under a private brand. The general director is a
big watermelon grower and at the same time an expert in growing watermelons.
Before he joined the cooperative, his watermelons were recognized as high qual-
ity. Many local people buy the watermelon from the cooperative because they
trust the general director. His personal reputation is at stake in building up the
reputation for the “Yu-ling” brand. Under public certification, the credibility of a
quality label relies on governmental enforcement.

Since the two mechanisms play similar roles in signaling quality, they may
act as substitutes. However, in Yu-heng watermelon cooperative, public certifi-
cation is not a substitute to private brands. It acts as a major method for building
up the reputation of the private brand. The cooperative entered the certification
process of the local government, which resulted in ‘Yu-ling’ being certified as
‘Famous Brand in Zhejiang’ by the Zhejiang provincial government agency in
2004. One reason for public certification being a complement to private brands
is that the costs of public certification are low. Actually, local governments en-
courage cooperatives to participate in public certification procedures. Another
reason is that public certification is used in advertising in addition to the private
brand. The general director stated that the advertisement expenditure on news-
papers, television, etc is ‘very limited’, while pubic certification or public re-
wards are necessary for promoting brands. Table 10 summarizes the observa-
tions regarding the cluster Strategy.
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Table 10. Attribute choices in the cluster Strategy

Public certification Yes No

Private brand

Yes X

No

4.4 Complementarities Between the Three Clusters of Attributes

How to sell products and what products to sell are two questions closely linked with
each other. The branding strategy distinguishes itself in terms of creating the com-
mitment to ex ante specified high quality standards and creating a new market niche
with higher margins. To guarantee the commitment and to earn high margins, tight
quality control is essential in cooperatives taking the brand strategy. The adoption of
these systems is facilitated by having centralized / skewed governance. Figure 4 de-
picts the three clusters of attributes in Yu-heng watermelon cooperative.

In Yu-heng watermelon cooperative, the quality control system is tight in order
to maintain high quality reputation/image of the cooperative. It is tight in three
ways. Firstly, there are ex-ante contracted quality standards, which are agreed

A

Governance

A

Branding

Quality control

Fig. 4. Cluster choices in Yu-heng watermelon cooperative
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upon by all members and which are stricter than the legal requirements regarding
fruits. Secondly, many control tools are adopted to monitor and guide members
through different stages of production. For example, input controls, production
standardization, and group production/inspection are adopted to guarantee quality
before and during the production process. Sample inspection and internal grading
are used to measure members’ efforts in meeting quality requirements. Failures of
meeting quality requirements, which are not detected by the internal grading sys-
tem, are dealt with by cash punishments. Since the bad products can be tracked
down to production bases/groups, cash punishment provides a strong incentive to
grow high quality watermelons. Thirdly, quality-based pricing is used to comple-
ment the control tools.

5 Governance in the Institutional Environment of China:
Abilities and Relations

The above sections show that the development of Chinese cooperatives is charac-
terized by two facts. Firstly, the number of new cooperatives increases rapidly all
over China. The emergence and spread of new cooperatives in China is in line
with the wave of the agricultural industrialization and global competition. For
farmers operating in only one stage of the supply chain, i.e. the production stage,
their benefits are endangered by the potential appropriation by other players in the
supply chain. The cooperative is a safeguard to guarantee farmers’ benefits by
creating access to markets and produce value-added activities.

In the process of forward integrating into downstream activities, such as whole-
saling and/or retailing, physical assets such as preservation facilities and whole-
sale markets are important. However, human assets such as knowledge/abilities
regarding marketing and advanced technology are more important for Chinese
farmers. Firstly, the agri-food markets are now characterized by oversupply, i.e.
selling products is a problem for most farmers. Access to markets is decisive for
farmers’ survival. Secondly, in rural China, it is very difficult for farmers to get
loans from business organizations such as banks because their scale is small and
they may pose substantial risks for creditors. Only farmers with access to knowl-
edge regarding technology and/or markets can get loans. These farmers are able to
grow more products and/or sell more products. They distinguish themselves from
other farmers by larger planting and/or selling scale. These signals give banks and
other private creditors confidence that their loans will be paid back. So, human as-
sets pave the way to build up physical assets.

Secondly, the governance structure of Chinese farmer cooperatives is a co-
governance structure based on abilities and relations. The actual arrangements and
operations are mainly based on the abilities of members. Trust and commitment
derived from members’ relationships underpins these institutional arrangements
by confining control rights to core members.
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The governance structure of Chinese cooperatives varies substantially. Mem-
bers are heterogeneous in terms of farm size and supply of equity, and in some
cases farmer members jointly own the cooperative with non-farmer members or
firm members. The allocation of resources based on capital is pervasive at least in
the coastal areas. There is usually a minority of core members (usually big share-
holders) and a majority of normal members (usually users or patrons). Normal
members enforce control rights by vote, voice and exit on the one hand, and dele-
gate most control rights to core members on the other hand.

Farmers are heterogonous in terms of producing and/or selling capability even
when they produce similar products. Farmers are stratified in terms of their abili-
ties in producing products and in accessing markets. Some farmers have these
abilities, while most farmers have not. However, farmers are in general in a weak
bargaining position with other players in the agri-food supply chain, regardless
their abilities to sell products and to perform value-added activities. Uniting farm-
ers and pooling resources in the formation of cooperatives seems to be a suitable
strategy for both types of farmers.

According to the incomplete contracting theory, it’s efficient to allocate the
control rights of cooperatives to the persons with superior access to market chan-
nels or having specific skills. In China, these persons are big farmer growers
and/or sellers because they have either the abilities or relations to access down-
stream markets. They are granted substantial power in decision making decision in
contingent situations. This is reflected in the skewness of the distribution of deci-
sion rights among core members/director members and normal members in the
Zhejiang province. If there is a lack of big growers/sellers, agricultural firms and
other non-farmers may be chosen and accepted by farmer members. The heteroge-
neity is much larger in this case, and the extent of the delegation of control rights
to such core members is much larger. In some cases, normal members (pure
farmer growers) only buy basic shares (i.e. membership shares) to get access to
the cooperative, and most control rights are granted to big shareholders/core
members. These diverse allocations of decision power among different stake-
holders are confined by trust and commitment derived from the relationships
among members. For small cooperatives, relationships play an important role in
building trust and commitment. If core members have more close relationship with
other members, normal members will be more willing to transfer (part of their)
control rights to them. Thus, dominance of core members in ownership, and hence
in residual control rights, is sustainable on the basis of kinships.

6 Conclusions

Since the late 1980s, China has seen the rapid development of new cooperatives in
rural areas. In general, the development of farmer cooperatives in China is still in
an early stage. A number of features of these cooperatives are revealed by our
data. Firstly, cooperatives are small, and most of them are local. Secondly, the or-
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ganization and strategy of farmer specialized cooperatives in China are deeply in-
fluenced by the institutional environment. Human asset specificity in terms of es-
tablishing and maintaining relations and access to markets seems to be most im-
portant in the governance of cooperatives. The leader of a cooperative is often the
person with the ability to access to downstream activities. Physical asset specific-
ity and countervailing power seem to be the driving forces behind governance
structure choice in Europe and the USA (Bonus 1986; Hendrikse and Veerman
2001a, 2001b).

Thirdly, farmer cooperatives in China are rooted in the traditional Chinese cul-
ture centering on personal relations. Therefore, the origin and development of co-
operatives are not only determined by members’ abilities but also subject to the in-
formal institutions based on relations. A very effective way to conduct the
governance of farmer cooperatives in China may not be formal institution of, and
commitment to cooperative concepts, but the personal relations or feelings. In a
sense, the network of cooperative members is an effective mechanism to control
the core members. This is in line with the findings of McMillan and Woodruff
(1999) about the importance of inter-firm relationships. In short, both the control
of core members based on ability and the constraints caused by members’ rela-
tions can be regarded as the basic foundation for the co-governance of farmer co-
operatives in China.

Fourthly, heterogeneity of members in farmer cooperatives in China is pervasive.
There are various types of heterogeneity. Firstly, small farmer members and large
farmer members co-exist in a cooperative. They are different in terms of abilities
and social relations. Secondly, in some cooperatives, there are seller members who
are specialized in selling member's products instead of production, and they may
have different interests than pure farmer growers. A non-farmer or process firm can
be accepted as a core member as long as he facilitates members’ access to knowl-
edge and/or markets. Core members/ director members are endowed with substantial
decision power over normal members. Thirdly, in the cooperatives initiated by proc-
essor firms or other agri-food business firms, farmer members as well as non farmer
members have decision rights. Fourthly, there are cooperatives with full-time farmer
members and part-time farmers having different interests. Finally, members are het-
erogeneous in terms of education, age, and gender of members. The first three types
of heterogeneity have been addressed in this article.

These observations raise a number of issues for further research. Firstly, do the
results regarding the Zhejiang province extend to other provinces? Similarly, do
the results regarding the watermelon cooperative extend to other cooperatives?
Secondly, Hansmann (1996) has stressed the importance of the homogeneity of
patrons in enterprises. The new cooperatives in the Zhejiang province exhibit a
substantial heterogeneity in the membership. This raises the issue on structuring
cooperatives in such a way that they accommodate member heterogeneity best.
Thirdly, growth of the cooperatives is to be expected, even across provinces with
different institutional settings. Will the members in the different provinces be
treated the same? Fourthly, a great variety of the forms of cooperative organiza-



Organization and Strategy of Farmer Specialized Cooperatives in China 461

tions have been observed in rural China recently. The farmer specialized coopera-
tive, which is the focus of this paper, is only one form of the spectrum of coopera-
tive organizations. To what extent do other cooperative organizations differ from
farmer specialized cooperatives? And, to what extent do these differences influ-
ence performance of each organizational form? This posts interesting research di-
rections in the future work.
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