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Abstract This paper investigates the relationship be-
tween franchising proportion of a network and firm fail-
ure. Drawing from resource scarcity and agency theories,
we show that franchising firms that overfranchise and do
not structure their networks in congruence with these two
theories have lower survival prospects. We test our argu-
ments with extensive data from nearly 5000 franchising
firms listed in Entrepreneur magazine. The findings sug-
gest that franchising proportion has a U-shape relation-
ship with network failure. Additional analysis shows that
firm size and geographic scope moderate the relationship
between the squared term of franchising proportion and
network failure. For franchisors, our results highlight the
importance of maintaining an appropriate mix of fran-
chised and firm-owned outlets within a network.
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1 Introduction

For many entrepreneurs, franchising is an important
strategic option. When a new venture provides services
that must be generated locally, franchising can be used
to scale the venture into a network spanning many local
markets using franchisee capital instead of the franchi-
sor’s own capital. For some persons seeking to engage
in such a local business, franchise acquisition may be
preferable to starting or buying an independent business.
Although there are several explanations of why firms
engage in franchising, knowledge about structuring the
franchise network (i.e., determining the proportion of fran-
chised to total units) and its consequences is very limited
(Vazquez 2007). For the most part, past research (Shane
1998a) attempted to predict the proportion of franchised
units in a chain, assuming that franchisors will do what is
best for the firm, as reflected by overall tendencies across
franchisors (El Akremi et al. 2015; Hsu and Jang 2009).
Research is limited, however, as to what determines the
best level of franchising within a network and whether it
really matters (Castrogiovanni et al. 2006a; Shane 1998a).
Having a limited understanding of the impact of fran-
chising on key consequences such as firm failure is espe-
cially disconcerting when considering franchising’s impor-
tance to the U.S. economy. A report prepared for the
International Franchising Association (IHS Economics
2016) indicates that there were 782,573 franchising estab-
lishments in 2015 while franchising provided 8,834,000
jobs and generated a total output of US$892 billion.
Researchers have theorized about finding the right
mix of franchised and firm-owned outlets in a network
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for more than 40 years (cf. Lafontaine and Shaw 2005;
Oxenfeldt and Kelly 1968). Within this mix, it is impor-
tant to know how many outlets will be franchised and
also which locations within the network should be of-
fered to entrepreneurs (i.e., franchisees) (Perryman and
Combs 2012). However, the performance implications
of these decisions at a network level have rarely been
examined (Hsu and Jang 2009; Sorenson and Serensen
2001). Moreover, the theoretical logic for the best mix
of franchised outlets and firm-owned outlets in a net-
work is subject to a heated debate. For example, on
the one hand, proportion of franchised outlets seems to
increase indefinitely for many firms (see Castrogiovanni
et al. 2006a), suggesting a belief that “more is better.”
On the other hand, some other studies ask the question
whether an optimal franchising level (Hsu and Jang
2009) or an optimal mix of franchised and firm-owned
outlets (Sorenson and Serensen 2001) has an effect
on network performance. We add to this body of
research by showing that a disregard for the balance
of franchised and firm-owned outlets within a fran-
chise network can be a mistake—and sometimes that
mistake can be fatal.

Firm exit or failure is a critical outcome in small
business and entrepreneurship (Balcaen et al. 2010;
Shane and Foo 1999). While previous research investi-
gated the proportion of franchised outlets and the clo-
sure of individual outlets (Vazquez 2007), there is scar-
city of studies that look at how network-level decisions
drive the failure of the entire network. That is, a business
exit is even more important when a network of entre-
preneurs (franchisees) goes out of business due to the
failure of a parent entrepreneur (franchisor). To address
this key consequence in entrepreneurship, we specifi-
cally examine the proposition that based on agency and
resource scarcity prescriptions (Oxenfeldt and Kelly
1968), franchising has a non-linear relationship with
franchise network failure. We also explore whether the
curvilinear effect of franchising on firm failure is mod-
erated by resource scarcity and agency theory variables.

We thus contribute to the entrepreneurship and
small business literature by providing evidence that
having a high level of franchising, after considering
the effects of agency and resource scarcity, increases
the likelihood of network failure. We also offer
some exploratory evidence that resource scarcity
and agency considerations moderate the relationship
between franchising proportion and firm failure
(Dobbs et al. 2012).

@ Springer

In the next section, we review the literature on struc-
turing the franchise network, which we used as the
foundation of this study. Later, we describe the methods,
and results. Finally, we discuss the findings as well as
our conclusions.

2 Literature review

Perhaps the majority of franchising firms exhibit the
plural form (Barthélemy 2011; Shane 1998a) in that
they have a mix of firm-owned and franchised outlets.
Considerable research has attempted to explain this mix.
Generally, researchers have assumed that either
performance-maximizing managers of firms know what
they are doing or that market forces weed out inefficient
firms (Combs et al. 2004; Dobbs et al. 2012). Consistent
with that assumption, the performance-maximizing lev-
el of franchising is expected to vary with a firm’s cir-
cumstances, from zero for firms that do not franchise to
100% for franchisors that have no firm-owned outlets,
and actual levels observed will approximate the
performance-maximizing levels. In this section, theoret-
ical perspectives on the mix of franchising outlets in a
network in literature are reviewed. Then, the implica-
tions of failure to achieve a suitable mix are considered.

2.1 Antecedents of franchising levels in a network

Franchising firms structure their networks by shaping
the mix of firm-owned and franchisee-owned outlets.
While some franchising firms elect to franchise all of
their outlets, most franchise only a proportion of them.
Understanding what drives the proportion of franchised
outlets has been a key research concern (Barthélemy
2011; Shane 1998a). Studies of franchising phenomena
have suggested that firm executives select a proportion
of franchising outlets based on firm-specific factors and
that the chosen proportion remains relatively stable over
time (Combs et al. 2009). Most often, the level of
franchised outlets in a network is explained by resource
scarcity theory (Oxenfeldt and Kelly 1968) or agency
theory (Jensen and Meckling 1976).

Proposed by Oxenfeldt and Kelly (1968), resource
scarcity theory suggests that it is imperative for young
and small firms to grow fast in order to achieve econo-
mies of scale to increase their scope of advertising and
purchasing power (Caves and Murphy 1976). However,
young and small firms face a challenge when growing
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because they have very limited access to capital and
managerial talent. Franchising can help firms overcome
these and other limits to firm growth (Penrose 1959).
Accordingly, young, small firms rely on franchising to
reach minimum efficient scale (MES) early in their
lifecycles (Carey and Gedajlovic 1991; Shane 1996).
However, since franchisors get the profits of firm-
owned outlets while franchisees retain the profits of
franchised outlets, Oxenfeldt and Kelly (1968) sug-
gested an “ownership redirection” proposition whereby
mature franchisors that reached their MES would have
sufficient internal resources to buy back franchised out-
lets, and as profit maximizers, they would indeed do so.
Thus, resource scarcity theory suggests that the propor-
tion of franchised outlets would be at or near 100% for
young, small franchisors, and then it would decrease and
eventually approach zero as resource scarcities diminish
for larger, more mature franchisors. In reality, however,
the proportion of outlets franchised rarely declines so
dramatically; franchise networks seldom evolve into
entirely firm-owned chains.

Castrogiovanni et al. (2006a), for example, found
that the proportion of franchised outlets does tend to
peak and then diminish for relatively young firms—
consistent with resource scarcity theory. Presumably,
firms that reached MES would tend to either buy back
franchised outlets or open firm-owned outlets because it
is more profitable to do so. However, Castrogiovanni
et al. also observed that proportion of franchised outlets
eventually started to increase again. They attributed this
to agency influences (see below) taking precedence over
resource considerations once resource scarcities cease to
be problematic.

Agency theory is employed to explain how franchis-
ing firms manage the trade-off between two types of
agency costs (Combs et al. 2004): vertical and horizon-
tal costs. Shirking, one of the most common vertical
agency problems, occurs when agents withhold effort in
situations where their behaviors are not directly ob-
served (Alchian and Demsetz 1972; Perryman and
Combs 2012). In contrast, free riding, the most common
horizontal agency problem, occurs when agents engage
in money saving activities (e.g., using diluted chemicals
to clean floors) to enhance outlet profits, underinvest in
local advertising, or fail to supervise employees
(Bradach 1997; Brickley and Dark 1987; Caves and
Murphy 1976).

Franchising eases shirking concerns since entrepre-
neurs (i.e., franchisees) may lose potential profits along

with equity investments in their outlets if they do not
work hard to make their outlets successful. Employee
managers of firm-owned outlets have no equity invest-
ment in their outlets, and they receive their salaries even
when their outlets perform poorly (Jensen and Meckling
1976). Thus, without the profit motive, employee man-
agers may tend to put forth less than maximal effort
(Combs et al. 2004). Even when employee managers
receive sales- or profit-based bonuses, they still tend to
have less incentive than franchisees because the bonus
only reflects part of their total compensation. A firm
may be able to reduce potential shirking among employ-
ee managers by using various monitoring mechanisms.
However, such mechanisms can be costly because
agents, that need to be monitored regularly, may be
located far away from firm headquarters, such as in
foreign or remote locations.

Whereas franchising eases potential shirking and
thus reduces vertical agency costs, it may enhance free
riding and thus increase horizontal agency costs.
Franchisees tend to absorb the full cost of maintaining
network standards within their individual outlets, but
they may not reap the full benefit of their individual
efforts. Consequently, they may be able to maximize
their profits by free riding off of others in the network.
Suppose, for example, that you become a loyal Burger
King patron after having positive experiences at a
Burger King outlet near your home. Then 1 day you
come across a Burger King at an airport food court,
during a flight layover on a business trip. Because you
are a loyal Burger King patron, you choose that airport
Burger King over your other alternatives. As a result, the
airport Burger King gets your business even if its food
tastes terrible and its service is the worst in the whole
Burger King network.

Perryman and Combs (2012) thus explained that
franchising firms seek a balance between the costs of
monitoring to contain shirking and the costs of free
riding (Lafontaine 1992; Rubin 1978). In its basic form,
agency theory posits that franchising firms strive to
balance their particular (shirking) benefits of franchising
and (free riding) costs. The particular balance can vary
across franchising firms depending on their specific
circumstances. For some, that point may be less than
30% franchised outlets, and for others, it may be 80% or
more. Furthermore, the balance for a given firm may
continue to shift as contextual characteristics change
over time on the basis of prescriptions of agency and
resource scarcity explanations. In support of this view,
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Castrogiovanni et al. (2006a) found a cubic pattern
suggesting that franchising proportion shifts as a firm’s
reasons for franchising change over the course of its
lifecycle. In sum, the point at which vertical versus
horizontal agency costs are in balance shifts as firms
mature and grow.

While there were other theoretical explanations of
how much a firm should franchise such as institutional
theory (Barthélemy 2011; Combs et al. 2009), agency
and resource scarcity explanations still maintain their
prominence (Castrogiovanni et al. 2006b; Combs and
Ketchen 1999). For example, in a study by Barthélemy
(2011) most measures capturing resource scarcity and
agency considerations retained their significance.
Therefore, one of the main assumptions of the present
study is that franchising networks should attend to re-
source scarcity and agency considerations to ensure
network success.

2.2 Franchising proportion and network success

The decision of how much to franchise may have long-
term consequences on network success. Some studies
assume that franchising overall is good for firms and
thus higher franchising is associated with higher perfor-
mance (Madanoglu et al. 2013). Another research
stream suggests that there is an optimal franchising
proportion for each firm, and thus performance should
increase as franchising approaches that optimum and
then decrease as franchising surpasses that point
(Bordonaba Juste et al. 2009; El Akremi et al. 2015;
Hsu and Jang 2009; Sorenson and Serensen 2001).
Table 1 summarizes key studies in this area.

Using the “plural form” logic Bradach (1997) ex-
plained that franchisee managers of outlets in a network
are desirable when learning and adaptation are needed,
and employee managers are desirable when control and
standardization are needed (cf. Kaufimann and Eroglu
1999). However, firms face steep adjustment costs when
they try to change their mix (Combs et al. 2009) espe-
cially in the short-term because franchising contracts
usually have a term of 10 to 20 years. Thus, the propor-
tion of franchised outlets in a network should balance
the long-term needs for adaptation and standardization.
This view was shared by Sorenson and Serensen (2001)
who used organizational learning theory to argue that by
franchising their outlets networks engage in exploration,
while exploitation is achieved by firm-owned outlets.
As it can be seen in Table 1, these authors contended that
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the environmental heterogeneity will play a key role in
network’s decision about what proportion of outlets
should be franchised. That is, in highly heterogonous
environments, firms would resort to franchising to ex-
plore these markets.

In a study of franchise chains in France, Perrigot et al.
(2009) attempted to answer the question posed by Shane
(1998a) about how much firms should franchise given
their network characteristics. These authors found that
plural form franchise chains have higher efficiency than
fully franchised chains (100% franchising) and firms
that do not franchise at all (0% franchising). The most
efficient level of franchising proportion in their study
was 59%. In a similar vein, Hsu and Jang (2009) asked
the question whether an optimal franchising level exists.
These authors observed that among US restaurant firms,
franchising is positively related to financial performance
at low levels of franchising proportion. However, at
higher levels of franchising proportion, firm financial
performance tends to decrease. Thus, Hsu and Jang
(2009) concluded that the relationship between franchis-
ing proportion and firm financial performance (ROA,
ROE, and Tobin’s Q) is curvilinear and that franchising
firms performed the best when their franchising propor-
tion was between 37 and 46%. In another study of more
than 400 networks in France and the Top 200
franchisors in the USA, El Akremi et al. (2015) ob-
served an inverted U-shape relationship between fran-
chising proportion and worldwide sales.

Using a different analytical approach, Vazquez
(2007) found that, based on agency theory prescriptions,
the more a franchise firm deviates from its predicted
proportion of franchised outlets, the lower the sales
growth per outlet and the higher the percentage of
discontinued outlets. He also contended that firm-level
consequences such as firm performance should not be
attributed to the proportion of franchised outlets per se
but rather to the absolute deviation of that proportion
from the level predicted by agency theory
considerations.

Another stream of research looked at the moderators
of the relationship between franchising proportion and
network success or used franchising proportion as a
moderator. Barthélemy (2008) investigated the moder-
ating effects of franchising proportion and business
practices tacitness on the relationship between brand
name capital and chain performance. He reported that
firms with high brand-name capital perform better when
they have low franchising proportion. Firms with high
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tacit business practices experience a drop in perfor-
mance if they had a high franchising proportion. In a
related study, Perdreau et al. (2015) found that the effect
of franchising proportion on firm performance is greater
for networks with high intangible human capital relative
to networks with low intangible capital.

Dobbs et al. (2012) used the interaction term of firm
age as a moderator between proportion of franchised
outlets and firm failure in the automobile industry. Their
study showed that a higher franchising proportion leads
to a higher probability of firm failure among young
firms, but helps improve the survival prospects of older
firms.

2.3 Hypotheses
2.3.1 Resource scarcities, agency costs, and firm failure

Based on the discussions in the preceding section, there
is a tendency to expect that firms facing resource scar-
city issues and/or incurring high agency costs are more
likely to face negative consequences such as low fran-
chise network performance. A key tenet here is that
managers of franchise networks are rational, and thus
they will attend to issues related to resource scarcities
and agency costs when designing their networks. More
specifically, the scarcity of resources or agency costs
should have a detrimental effect on organizational out-
comes such as profitability and survival. For instance,
firms that fall short of reaching MES within a given
timeframe may face efficiency issues that may impact
firm profitability and thus lead to firm failure. As net-
works grow larger, they also benefit from business
scope that may consist of expanded products and ser-
vices, which leads to a higher probability of firm sur-
vival (Bercovitz and Mitchell 2007). Previous studies in
franchising support this view by showing that larger
franchising networks are less likely to fail (Kosova and
Lafontaine 2010; Shane 1996; Shane and Foo 1999). As
franchising firms grow older they also gain more expe-
rience which helps them secure managerial talent and
attract external capital, which in turn should increase the
probability of survival of franchising networks. Extant
literature provides some evidence of this claim by dem-
onstrating that older franchising firms are less likely to
fail (Shane 1996).

In franchising networks, franchisors try to maintain a
balance between monitoring costs and costs of free
riding in a network (Perryman and Combs 2012).
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Franchisee free riding is more likely to occur when the
cost of monitoring is high. Franchising networks can
control monitoring costs by opening outlets that are
geographically concentrated. Or if the chain needs to
expand in remote areas or unfamiliar markets, the fran-
chisor may prefer to grow by franchising its outlets.
Thus, the ease of monitoring of nearby outlets and
franchising more remote outlets to franchisees that are
motivated by residual profits should help minimize the
costs of shirking (Carney and Gedajlovic 1991; Shane
1996). Nevertheless, networks that have a higher geo-
graphic dispersion are more likely to fail (Shane 1996).

Moral hazard is another type of agency cost that
occurs when prospective agents seeking to run outlets
in the network have little to lose by overstating their
qualifications. If they are currently unemployed, for
example, they may feel that temporary employment as
an employee manager of an outlet is better than no
employment, and in the worst case they would have a
job and get paid for a while until their incompetence was
discovered. Franchising eases this problem by increas-
ing the risk faced because the fees, startup costs, and
other initial expenses incurred by franchisee managers
reduce the incentives for overstating qualifications
(Caves and Murphy 1976). Franchisors facing high
potential moral hazard may thus charge a high entry
fee into the network (i.e., a franchise fee) to attract more
capable franchisees (Carney and Gedajlovic 1991).
Another way to reduce the probability of moral hazard
is to require high initial investment by the franchisee.
Thus, the franchisor ensures that only franchisees that
are motivated and have a long-term outlook in this line
of business will enter the system/network.

The discussions pertaining to resource scarcities and
agency costs lead to the following hypotheses:

Hypothesis 1: the lower the resource scarcities, the
lower the probability for a franchising network to
experience firm failure.
Hypothesies 2: the higher the agency costs, the
higher the probability for a franchising network to
experience firm failure.

2.3.2 Optimal franchising
There is mounting evidence that franchising proportion

has a non-linear relationship with network success.
Taken together, recent studies concur that the
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relationship between franchising proportion and firm
financial performance is curvilinear (El Akremi et al.
2015). More specifically, firms with low levels of fran-
chising proportion are usually associated with high firm
performance, whereas at high levels of franchising pro-
portion firms experience lower firm performance (El
Akremi et al. 2015; Hsu and Jang 2009). One of the
key reasons for the observed relationship is the fact that
as firms franchise more outlets, the costs of free riding
on franchisor’s brand name by franchisees will be higher
than benefits realized from reduced monitoring costs to
curb shirking. In addition, having a high franchising
proportion may lead to difficulties in maintaining con-
trol over the whole network of outlets (Biirkle and
Posselt 2008).

The relationship between the quadratic term of
franchising proportion and firm failure has received
very limited attention. Bordonaba Juste et al. (2009)
tested the curvilinear effect of dual distribution,
measured as percentage of company owned outlets,
on firm failure. These authors calculated a turning
point which reveals that firms are more likely to fail
if they franchise more than 69% of their outlets.

As H1 and H2 suggest, firms will franchise to the
extent that it offsets resource scarcities and agency costs.
As franchising proportion increases to the point war-
ranted by those resource and agency concerns, the like-
lihood of failure will diminish. If there is indeed an
optimal level of franchising for each firm, however, then
we would expect firm failure to increase when the
franchising proportion increases beyond the optimum.
Stated formally:

Hypothesis 3: franchising proportion has a U-
shaped relationship with firm failure. There are
more failures when franchising proportion is low
or high than when it is moderate.

3 Methods
3.1 Data source and characteristics

Data were obtained from Entrepreneur magazine’s an-
nual franchisor listings, which have been used as a
major data source in previous studies (Castrogiovanni
et al. 2006a; Combs et al. 2009; Shane 1996) and seem
to represent the franchisor population adequately

(Lafontaine 1992; Shane 1998a; Shane and Foo 1999).
Entrepreneur began listing franchising networks in
1980. The staft of Entrepreneur compares the informa-
tion provided by franchising networks with networks’
Uniform Franchise Offering Circulars (UFOCs) or if
listed in Canada with disclosure documents in Alberta,
Canada (Combs et al. 2009). The initial sample
consisted of 20,277 firm-year observations for 5018
franchising networks. Missing data for some variables
and the use of lagged values brought our final sample to
17,769 observations for 4778 franchisors in more than
20 industries (Kosova and Lafontaine 2010).

3.2 Measures
3.2.1 Dependent variable

The outcome variable in this study is franchise network
exits, which is used as a measure for network failure.
Exits have been commonly used as an indicator for
franchising network mortality (hereafter firm failure)
in numerous studies (Dobbs et al. 2012; Kosova and
Lafontaine 2010; Shane and Foo 1999). Franchise net-
works that appeared in the listings for the current year
(e.g., 1996) but were not included in next year’s (e.g.,
1997) listings were classified as “exits” (Dobbs et al.
2012). In some rare cases (e.g., | to 2% of all firms per
year), some networks would re-appear in listings in
future years (i.e., 1998 and beyond). We reclassified
these firms as surviving firms (Shane 2001).

3.2.2 Independent variables

To assess the linear effect of resource scarcities and
agency costs on exits we used several variables which
represent resource scarcity and agency theory consider-
ations. The first resource scarcity variable was franchis-
ing network age, measured as the difference between the
observation year and the year a firm began franchising
(Combs et al. 2009). Previous literature shows that older
franchise networks have a higher probability of survival
(Kosova and Lafontaine 2010).

The second resource scarcity variable was firm size
measured as total number of outlets (Castrogiovanni
et al. 2006a; Shane and Foo 1999). The selection of
these two variables to test H1 was based on Oxenfeldt
and Kelly’s (1968) proposition that young, small fran-
chisors face greater resource scarcities than older, larger
ones.
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The first agency variable was the ease of monitoring
which was measured as geographic dispersion. Ease of
monitoring occurs when franchise networks are geo-
graphically concentrated. Consequently, firms with
higher geographic dispersion (i.e., low geographic con-
centration) should have a higher probability of firm
failure (Shane 1998b). Geographic scope was measured
as the sum of the number of U.S. regions (out of seven),
plus one for Canada, plus one if a franchising firm has
an international presence (Combs et al. 2009).

The second agency cost variable—franchisee fee—is
a one-time payment that a franchisee makes to the
franchisor as compensation for initial training and ori-
entation expenses (Lafontaine 1992). Previous research
contends that higher franchisees fees may generate
quasi-rents for the franchisor and also increase franchi-
sor holdup (Lafontaine 1992; Shane and Foo 1999)
which in turn would increase agency costs. Therefore,
franchise fees should be positively related to firm
failure.

The final variable capturing agency costs was the
average franchisee startup cost (Castrogiovanni et al.
2006b; Combs et al. 2009). Lafontaine (1992) asserted
that large and more expensive outlets tend to have
greater scale economies in monitoring costs for the
franchising firm. In addition, a high startup cost leads
to a higher investment value for the franchisee (Sen
1993). As a consequence, startup cost should be nega-
tively related to exits. The following two equations are
employed to test the first two hypotheses in this study:

Firm failure = o« + 31 franchising network age

+ B2 network size + controls + ¢ (1)

Firm failure = o + 31 geographic dispersion
+ (32 franchise fee
+ B3 startup costs + controls + ¢ (2)

It should be noted that the independent variables
(franchising network age and firm size) in Eq. 1
serve as controls along with other control variables
in Eq. 2. The same situation applies to Eq. 1 where
the three independent variables in Eq. 2 are used as
controls.

The focal independent variable in this study is the
proportion of franchised outlets to total outlets (hereafter
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franchising proportion). The previous literature con-
tends that franchising proportion has a curvilinear effect
on firm-level performance consequences (Bordonaba
Juste et al. 2009; El Akremi et al. 2015; Hsu and Jang
2009). Therefore, we use the quadratic term of the
franchising proportion by mean centering it to facilitate
its interpretability (Dawson 2013) and reduce any po-
tential multicollinearity (Aiken et al. 1991).

3.2.3 Control variables

We used several control variables which have been
shown to influence firm failure or survival. Kosova
and Lafontaine (2010) reported that firms with more
business experience (i.e., taking a longer time to begin
franchising) were more likely to remain in business.
Business experience is calculated as the difference be-
tween the year a firm began franchising and the year it
was founded. The royalty rate charged by franchisors
was used as a covariate that influences firm survival or
failure (Bordonaba-Juste et al. 2011; Lafontaine and
Shaw 1998). Royalty rate is the percentage of sales that
franchisees should remit to a franchisor on an ongoing
basis (Kosova and Lafontaine 2010). Shane and Foo
(1999) observed that franchising firms who possessed
media certification were less likely to fail. Media certi-

fication is a binary variable where franchising networks

that are ranked in the Franchise 500 list of Entrepreneur
Magazine are coded as 1 and 0 otherwise (Shane and
Foo 1999). It is likely that the industry in which a firm
operates may have an effect on firm failure. Therefore,
we controlled for industry effects by creating 25 indus-
try categories as in Kosova and Lafontaine (2010).

3.3 Modeling procedures and data analysis

Previous research contends that studies that look at the
effect of organizational form and performance may be
subject to endogeneity because firm executives choose
franchising proportion due to some unobserved factors
and those factors may also influence firm survival
(Kosova et al. 2012). The issue is further exacerbated
by the claims of Vazquez (2007) who argues that fran-
chising proportion is not directly related to performance
but rather differences in performance should be attribut-
ed to unobserved factors that influence franchising pro-
portion. To address challenges posed by endogeneity, we
employed a two-step modeling procedure to measure the
effect of franchising proportion on firm failure. We used
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a procedure called a two-stage residual inclusion (2SRI)
model (Terza et al. 2008) which resembles the well-
accepted two-stage least squares (2SLS) approach.
However, when the second-stage analysis is non-linear,
2SLS produces inconsistent results which makes it nec-
essary to employ 2SRI (Terza et al. 2008).

The first stage of 2SR1 is identical to 2SLS modeling
where the endogenous variable (franchising proportion)
is predicted by a set of predictor variables and an instru-
mental variable through an OLS regression. The instru-
mental variable should be related to the endogenous
variable (i.e., franchising proportion) but should not be
directly related to firm failure (See Fig. 1). That is, the
endogenous variable can influence firm failure only
through franchising proportion.

To address the endogeneity between resource scarcity
and agency costs, and firm failure, we sought an instru-
mental variable which can predict franchising proportion
but should not be related to firm failure. One such variable
has to do with franchise termination laws which require a
“good cause” if franchisors desire to end their relationship
with a franchisee prior to the expiration date of the fran-
chising contracts (Brickley et al. 1991). In their studies,
Shane and Foo (Shane and Foo 1999) and Brickley et al.

(1991) identified 14 US states (Arkansas, California,
Connecticut, Delaware, Hawaii, Illinois, Indiana,
Michigan, Minnesota, Nebraska, New Jersey, Virginia,
Washington, and Wisconsin) that had franchise termina-
tion laws. Franchisors which are headquartered in states
with termination laws tend to franchise less because these
laws increase the costs of quality within the network
(Brickley et al. 1991). We measured termination laws as
a binary variable where US states that have termination
laws were coded as 1 and 0 otherwise. We posit that the
existence of termination laws will be negatively related to
franchising proportion.

We used the two resource scarcity and the three
agency variables from H1 as determinants of franchising
proportion on the basis of several studies (Alon 2001;
Castrogiovanni et al. 2006b; Shane 1998a). In addition,
we included industry dummies because the type of the
industry may have an influence of how much each firm
franchises. Formally, in Eq. 3a we predicted the linear
term of franchising proportion. In Eq. 3b, we set out to
estimate the quadratic term of franchising proportion.
Our approach is similar to Hashai (2015) who ran two
separate analyses for the linear term and the quadratic
term of his endogenous variable.

Franchising proportion = « + 31 network size 4+ 32 franchising network age + (33 geographic scope

+ 4 franchise fee + 35 startup costs + (36 royalty rate + 37 industry

+ (8 termination laws + ¢ (3a)
Franchising proportion squared = « + (31 network size + (32 franchising network age
+ [33 geographic scope + (34 franchise fee 4+ 35 startup costs
+ P6 royalty rate + 37 industry + 38 termination laws + ¢; (3b)

The second stage of our model uses the franchising
proportion, franchising proportion squared, and the resid-
uals (¢; and ¢,) from the first-stage equation along with

resource scarcity, agency variables, and other controls. To
establish the U-shape effect of franchising proportion on
firm failure, we first ran the following model:

Firm failure = o« + 31 network size + (32 franchising network age + 33 geographic scope + 34 franchise fee

+ 5 startup cost + (36 business experience + (37 royalty rate 4+ 38 industry

+ B9 media certification + 10 4+ 311 franchising proportion + ¢; (4a)
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Fig. 1 Endogeneity of
franchising proportion
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Then, we added the quadratic term of franchising propor-
tion and the residual from Eq. 3b to test the following
model:

Proportion

Firm failure = o« + 31 network size + 32 franchising network age + (33 geographic scope + 34 franchise fee

+ 5 startup cost + (36 business experience + (37 royalty rate + 38 industry

+ B9 media certification + 310 ¢; + (311 franchising proportion + 312 ¢,

+ P13 franchising proportion squared

(4b)

where firm failure is a dummy variable equal to 1 if a
firm exits business, and 0 otherwise, network size de-
notes number of outlets in a network, franchising net-
work age is number of years franchising, geographic
scope is number of U.S. Regions, a presence in Canada
and in an additional foreign country, franchise fee is the
initial fee paid by the franchisee to join a chain, startup
cost is the total investment required to open an outlet,
royalty rate is the percentage of sales that franchisees
pay to the franchisor on an ongoing basis, industry is a
dummy for industry categories, ¢; is the residual from
Eq. 3a, franchising proportion is the proportion of fran-
chised outlets to total outlets, ¢, is the residual from
Eq. 3b, and franchising proportion squared is the qua-
dratic term of franchising proportion.

We conducted an exploratory analysis by employing
resource scarcity and agency theory variables as mod-
erators of the relationship between the squared term of
franchising proportion and firm failure. For this pur-
pose, we run five additional models such as franchising
proportion squared*network size, franchising propor-
tion squared*franchise network age etc.

Similarly to Dobbs et al. (2012), data in our study
spans for approximately 20 years. Because of chang-
es in proportions of hazards over time, we used Cox
regression as our model of choice (Dobbs et al.
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2012; Kosova and Lafontaine 2010; Shane and Foo
1999). 1t is plausible that some chains may experi-
ence negative duration dependence (i.e., a liability
of aging). Consequently, we adopt a proportional
model with Weibull distribution because it produces
more robust estimates (Dobbs et al. 2012; Kosova
and Lafontaine 2010). For more details about Cox
regressions with Weibull distribution please see
Dobbs et al. (2012). The analysis was conducted
by using the streg routine in STATA (version 14)
software. We also used a logit model to conduct a
likelihood ratio (LR) test. The LR test allowed us to
assess whether franchising proportion and its
squared term improve model fit, over and above,
resource scarcity, agency costs and other controls.

4 Results
4.1 Main findings

Table 2 presents descriptive statistics showing that
firms in our sample had an average size of approxi-
mately 244 outlets and about 10 years of franchising
experience. The average proportion of franchised
outlets for our sample was 0.775. Table 2 also shows
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Table 2 Descriptive statistics and correlations
Variable Mean S.D. 1 2 4 5 6 7 8 9 10
1. Firm 0.229 0.42 1
failure
2. Size 229.461 885.844 -0.094* 1
3. Franchise 10.637 10.545 —0.131* .0.316% 1
network age
4. Geographic 5.824 2.734  —0.062* 0.091* —0.001 1
scope
S. Franchise 48,625 536,524 001  —0.009 -0.013 -0.066% 1
fee
6. Startup 284,040 3,655,315 —0.005 —0.002  0.014* —0.051* 1
cost
7. Business 6.703 11,043 —0.005 0.043*  0.037* —0.084* 0.004  0.009 1
experience
8. Royalty 0.169 0.237 —0.046* 0.008  —0.062*  0.040* 0.006 —0.01 —0.016* 1
rate
9. Media 0.519 0.499 —-0.239* 0.175 0.298*  0.126* —0.020* -0.014 0.021* 0.012 1
certification
10. Franchising 0.775 0.291 —0.141* 0.051*  0.229* 0.112* —0.001 —0.002 —0.139* —0.015* 0.264* 1
proportion
*p <0.05

correlations among independent and control vari-
ables. A closer look at the explanatory variables
indicates that they were not highly correlated, which
eases concerns about possible multicollinearity.
Additionally, we checked variance inflation factor
(VIF) values, which ranged between 1.057 and
2.095, and were well below the suggested threshold
value of 10 (Pedhazur 1997). Thus, we conclude that
multicollinearity was not a concern.

To test hypothesis 1, we first ran a model (Model 1)
with all control variables (see Table 3). Results showed
that business experience, royalty rate and media certifi-
cation were negatively related to firm failure. In Model
2, we added variables that measure resource scarcities
(network size and franchise network size). Findings
reveal that both variables are negatively related to firm
failure which lends support for hypothesis 1. The
Likelihood Ratio (LR) test indicated that Model 2 pro-
vides a better fit relative to Model 1 (77.68, p < 0.001)
which denotes that resource scarcity model improves
model fit. To test the linear effect of agency costs on firm
failure, we included the three agency cost variables to
form Model 3. Results in Table 3 indicated that only
geographic scope is significantly related to firm failure.
However, due to the negative sign of geographic scope

(b=-0.015, p <0.05) on firm failure, hypothesis 2 is not
supported. Consequently, it is confirmed that agency
cost variables are not significantly related to firm failure
which implies that hypothesis 2 is not supported overall.
We ran Model 4 to check whether jointly resource
scarcity and agency variables predict firm failure better
than either Model 2 (resource scarcities) or Model 3
(agency costs) or both models. The results of LR test
reveal that the joint model (Model 4) has a better fit
relative to both Model 2 and Model 3 (25.68, p < 0.001
and 62.10, p < 0.001, respectively). In the joint model,
both network size and franchise network age retained
their significant and negative relationship with firm
failure which provided further support for hypothesis
1, after controlling for agency costs.

Prior to investigating the influence of franchising
proportion and firm failure, we first predicted franchised
proportion (Eq. 3a) and franchised proportion squared
(Eq. 3b). The results show that the employed variables
explained approximately 13% of the variance in fran-
chising proportion (See Table 4). More importantly, the
instrumental variable—termination laws—was nega-
tively related to franchising proportion (b = —0.013,
p < 0.01). In the next analysis, it is also observed that
termination laws are significantly related to franchising
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Table 3 Resource scarcity, agency costs, and firm failure

Variables Model 1 Model 2 Model 3 Model 4
Network size —0.001%*** —0.001
Franchise network age —0.005* —.006%*
Geographic scope —0.015% —0.014*
Franchise fee 0.001 0.001
Startup cost 0.001 —0.001
Business experience —0.004°** —0.003* —0.004%** —0.003*
Royalty rate —0.011* —0.014%* —0.012* —0.014%*
Media certification —0.626%** —(0.541 %% —0.618*#** —0.538%**
Industry Yes Yes Yes Yes
Constant -19.912 —19.894 -19.77 19.748
Log likelihood —7352.7155 —7318.929 —7084.499 —7057.916
LR chi2 450.55 518.12 433.79 486.95
Probability > chi2 0.000 0.000 0.000 0.000
LR test ml-m2 ml-m3 m2-mé4
77.68%** 25.65%** 25.19%%*
m3-m4
62.10%%*

“Yes” denotes the use of industry dummy coding
*p < 0.05; **p < 0.01; **¥p < 0.001

proportion squared (b = 0.007, p < 0.01). The obtained
residuals from both equations (residual 1 and residual 2)
were used in the second-stage analysis where firm fail-
ure was the outcome variable of interest.

Table 4 Predictors of franchising proportion

Variables Fran prop Fran prop sq
Network size —0.001%** 0.001
Franchise network age 0.007*** —0.002***
Geographic scope 0.007%** —0.001°%**
Franchise fee 0.001 —0.001
Startup cost —0.001 —0.001
Business experience —0.004%** 0.001 ***
Royalty rate —0.001** 0.001
Termination laws —0.013%** 1 0.007%*
Industry Yes Yes
Constant 0.663##* 0.117 %%
F ratio 88.427%** 37.96%**
Adj. R? 0.126 0.057

“Yes” denotes the use of industry dummy coding

Fran prop franchising proportion, Fan prop sq. franchising pro-
portion squared

#p < 0.05; *p < 0.01; **%p < 0.001
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To test hypothesis 3, which posits a U-shape relation-
ship between franchising proportion and firm failure, we
first used the linear term of franchising proportion as our
focal independent variable (Model 5 in Table 5). Results
in Table 5 demonstrated that the linear term of franchis-
ing proportion is negatively related to firm failure
(b = —1.650, p < 0.001). Among control variables,
network size, business experience, royalty rate, and
media certification had a negative relationship with the
probability of firm failure. The residual (residual 1) from
the first stage Eq. (3a) to predict franchising proportion
was significant and positive which suggests that unob-
served firm characteristics are positively related to firm
failure. The second step of hypothesis 3 was established
through Model 6 which investigates the relationship
between the squared term of franchising proportion
and firm failure (see Table 5). Findings reveal that the
squared term of franchising proportion is positively
related to firm failure (b = 17.470, p < 0.001). Thus,
taken together Models 5 and 6 provide support for
hypothesis 3. That is, at lower levels of franchising
proportion, firms are less likely to fail (Model 5).
However, at higher levels of franchising proportion,
firms are more susceptible to network failure (Model
6). The significant control variables in Model 5 retained
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Table S Franchising proportion and firm failure

Variables Model 5 Model 6

Network size —0.001%**  —0.,001***

Franchise network age 0.005 0.001
Geographic scope —0.006 —0.036%**
Franchise fee 0.001 0.001%*
Startup cost —0.001 0.001

Business experience —0.005**  —0.006*

Royalty rate —0.023%**  —0.014%**
Media certification —0.361%**  —0.362%%**
Residual 1 1.336%%*  —5380%**
Franchising proportion —1.650%**  5249%k*
Residual 2 —17.0927%**
Franchising proportion squared 17.470%%*
Industry Yes Yes
Constant —18.501 —25.922
Log likelihood —6937.702 —6928.382
LR chi2 540.4 559.04
Probability > chi2 0.000 0.000

LR test mS5-m6 19.69%**

“Yes” denotes the use of industry dummy coding
*p < 0.05; **p < 0.01; ***p < 0.001

both their significance and directional signs in Model 6.
In addition, as opposed to Model 5, in Model 6 geo-
graphic scope had a negative relationship with failure,
while franchise fee was positively related to failure.
Both residuals (1 and 2) had a significant negative
relationship with firm failure. We ran a LR test to ensure
that the inclusion of the squared term of franchising
proportion improves model fit. We observed a signifi-
cant difference between Models 5 and 6 (19.69,
p < 0.001) which denotes that the squared term of
franchising proportion and the residual from Eq. 3a
contribute to the explanation of firm failure above and
beyond franchising proportion and other variables in
Model 5.

Our exploratory moderating analysis reveals that
among five resource scarcity and agency variables size
and geographic scope are significant moderators of the
relationship between franchising proportion squared and
firm failure (See Table 6, Models 7a and 7c,
respectively). As shown in Fig. 2, larger networks with
high franchising proportion are more likely than smaller
networks to fail when they have a high franchising pro-
portion. Networks with low geographic scope and high

franchising proportion are more likely to fail than net-
works with high geographic scope and high franchising
(see Fig. 3).

4.2 Robustness checks and sensitivity analysis

To accommodate more recent arguments that the pro-
portion of franchised outlets is influenced by institution-
al theory (Barthélemy 2011; Combs et al. 2009), we
calculated an industry (adjusted) franchising variable
which is franchising proportion for a firm i in year # less
the average franchising proportion for industry / in year
t. We found that industry franchising proportion was not
significant predictor of franchising proportion which
increased our confidence in the first-stage analysis of
the 2SRI approach.

We ran additional analyses to rule out alternative
explanations of the effect of other variables on firm
failure. First, we included a dummy variable for
established firms (i.e., firms that have been franchising
7 years or more) (Lafontaine and Shaw 2005). The
established vs. young franchising firms were coded as
1 and 0, respectively. Results showed that established
franchise networks had the same probability of failure as
their younger counterparts (p = 0.478). The squared
term of franchising proportion remained positively and
significantly related to network failure, which is consis-
tent with hypothesis 3.

Next, we controlled for left censoring by adding a
censoring dummy by coding firms that were founded
before 1980 as 1 and 0 otherwise (Dobbs et al. 2012;
Silverman et al. 1997). While firms founded before
1980 were less likely to fail (—0.210, p < 0.001), our
focal variable—franchising proportion squared—
remained significant and positive (b = 11.498,
p < 0.05) which increased our confidence in the robust-
ness of our model. It is possible that industry dummies
may not be capturing the varying rates of firm failure in
different industries under changing economic condi-
tions. This is because supply and demand in some
industries are more likely to be influenced by the eco-
nomic environment. Following Dobbs et al. (2012), we
added annual GDP growth and annual change in infla-
tion to Model 6. Here again, franchising proportion
squared remained positive and significant which is con-
sistent with the predictions of hypothesis 3. We estimat-
ed an alternative model which captures the effect of the
economic environment. We used a dummy variable
which took the value of 1 for recessionary periods on
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Table 6 Resource scarcity and agency cost variables as moderators

Variable Model 7a Model 7b Model 7¢ Model 7d Model 7e
Network size —0.002%#%* 0.001%##* —0.001* 0.0007##* 0.000%##*
Franchise network age 0.001 —0.004 0.002 0.002 0.002
Geographic scope —0.035%* —0.036%* —0.036%* —0.037#%** —0.037%**
Franchise fee 0.001* 0.001* 0.001%** 0.000 0.000%*
Startup cost 0.001 0.001 0.000 0.000 0.000
Business experience —0.006%** —0.006%** —0.006%** —0.006%** —0.006%**
Royalty rate —0.015* —0.016* —0.016* —0.016* —0.016*
Media certification —0.365%%* —0.3627%%* —0.360%** —0.362%%** —0.360%**
Residual 1 —5.623%* —5.261%* —5.363%* —5.428%* —5.555%*
Franchising proportion 5.458%% 5.129%* 5.220%* 5.297%%* 5.420%*
Residual 1 —18.512%%*  —16.850%**  —16.836%**  —]17.228%%*  —]7.598%***
Franchising proportion squared 18.854%** 17.241%** 17.206%** 17.606%** 17.972%%*
Franchising proportion x size 0.004*

Franchising proportion squared x size 0.0016*

Franchising proportion X franchise network age 0.001

Franchising proportion squared x franchise network age 0.073

Franchising proportion x geographic scope 0.001

Franchising proportion squared x geographic scope 0.005°%**

Franchising proportion x franchise fee 0.001

Franchising proportion squared x franchise fee —0.002

Franchising proportion X startup cost 0.001
Franchising proportion squared x startup cost —0.001
Industry Yes Yes Yes Yes Yes
Constant —26.340%**  —25.967***  —26.123%**  —26.157***  —26.301%**
Log likelihood —13,842.3 —6921.147 —6924.143 —6927.627 —6926.587
LR chi2 573.51 560.34 567.52 560.55 562.63
Probability > chi2 0.000 0.000 0.000 0.000 0.000

“Yes” denotes the use of industry dummy coding
*p < 0.05; *#p < 0.01; ***p < 0.001

the basis of the National Bureau of Economic Research
(NBER) and 0 otherwise. Results have shown that re-
cessionary periods did not have a significant relation-
ship with firm failure; however, the U-shape relationship
of franchising proportion remained the same. We also
created an interaction variable for franchising proportion
squared and economic recessions. Findings revealed
that this interaction was not significant while franchising
proportion squared was significant and positive.

Last, we evaluated whether the influence of firm
growth has an influence on firm failure. We computed
anetwork growth variable which is the annual growth in
the number of outlets. Results indicated that network
growth was not significantly related to firm failure
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(b =0.003, p > 0.05). As in previous cases, franchising
proportion squared was positive and significant
(b=19.41,p < 0.01).

5 Discussion

One of the key contributions of our study to the entre-
preneurship literature pertaining to franchising is that we
show that the appropriate network mix of franchised and
firm-owned outlets has important implications for firm
failure, after considering the endogeneity of franchising
proportion. Using more than 20 years of data, we find
that high levels of franchising proportion increases the
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Fig. 2 Franchise network size as
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likelihood of firm failure for franchising networks. We
obtained these results by considering the unobserved
factors that may have an effect both on franchising
proportion and firm failure by using 2SRI approach.
Thus, we add to the research on franchising proportion
and network success (El Akremi et al. 2015; Hsu and
Jang 2009).

We also tested the linear effect of resource scarcity and
agency cost variables on firm failure to ascertain whether
managers attend to these theoretical considerations.
Findings revealed that only network size and franchise
network age had the hypothesized relationships with firm

failure which is consistent with previous studies (Kosova
and Lafontaine 2010). Combining the main effect of the
squared term of franchising proportion with the moderat-
ing effect of agency and resource scarcity variables, we
have shown that network size and geographic scope are
significant moderators. More specifically, larger networks
with high franchising are more likely to experience firm
failure probably because scale efficiencies begin to provide
diminishing benefits to a franchisor. Among agency vari-
ables, geographic dispersion attenuates the influence of
high franchising proportion on firm failure which may be
due to increased environmental heterogeneity which may

Fig. 3 The moderating effect of
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lead to some diversification benefits for a firm (Sorenson
and Serensen 2001).

While overall the proportion of franchised outlets has
increased in the past 30 years (e.g., see Combs et al.
2009), in large part because within-network franchising
has increased (e.g. Castrogiovanni et al. 2006a), we
show that this overall increase may not be beneficial
for all franchising firms. Rather, individual franchising
firms should look at their firm-specific characteristics to
determine the target mix of outlets in a franchise net-
work. Otherwise, overfranchising could be a costly mis-
take that can force the franchisor firm out of business,
which in turn would hurt the survival prospects of the
franchisee entrepreneurs in the same network as well.

Through this study we obtained strong evidence that
franchising proportion has a U-shaped relationship with
network failure. This finding is robust to unobserved
factors that influence both franchising proportion and
firm survival. Consequently, we conclude that the
relationship between franchising proportion and firm
failure is curvilinear. More specifically, lower levels of
franchising proportion are negatively related to firm
failure. Yet, at high levels of franchising, firms tend to
be more likely to fail. Unlike Vazquez (2007) who
focuses on discontinuation of outlets within a network,
our findings capture influences at a network level that
ultimately have an effect on franchisee entrepreneurs
within that network.

5.1 Implications for practice

For franchisors, the obvious implication is that a
high franchising proportion of a network increases
the likelihood of firm failure. Thus, franchisors
should carefully manage their resource and agency
considerations when deciding whether to franchise
specific outlets or own them outright. To the ex-
tent that such considerations are firm specific,
different franchisors will have different targets of
proportion of franchised outlets. However, in gen-
eral, having very high levels of franchising is
detrimental to network success.

Our moderating analyses results provide addi-
tional insights. The significance of size as a mod-
erator lends some support to the ownership redi-
rection hypothesis of Oxenfeldt and Kelly (1968).
We observed that large networks with high fran-
chising proportion are more likely to fail than
small networks. The ownership redirection
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hypothesis suggests that large networks should
cut back on their franchising proportion to keep
more profits for themselves—and the findings of
this study suggest that this will reduce their risk of
failure. Regarding geographic scope as a modera-
tor, our significant findings suggest that the hori-
zontal agency costs may outweigh the vertical
agency benefits of franchising when firms with
low geographic scope reach high franchising pro-
portions. Thus, low-scope firms should contain
their use of franchising.

More generally, since optimal franchising depends
on a firm’s unique circumstances, each firm may need
to discover its optimal point through trial-and-error (cf.
Bradach 1997; Lafontaine 1992). Franchisors may
closely monitor changes in performance, or perhaps an
indicator of potential failure like the Z-score (Altman
1968), as their franchising proportion increases, so that
they might cut back on franchising when further in-
creases become detrimental.

Potential entrepreneurs often are attracted to
franchising because industry advocates claim that
survival rates are higher for franchised outlets than
for comparable independent businesses (Bates
1998). Though research is mixed as to whether
franchised outlets are indeed more likely to sur-
vive, potential franchisees should rely more on
firm-specific considerations than their understand-
ing of general tendencies (Castrogiovanni and
Justis 2007). Consequently, potential franchisees
should assess the level of franchising within a
network along with other network characteristics
such as geographic dispersion, franchisee fee, and
media certification to make a prudent decision
prior to joining a given franchising network.

5.2 Limitations and future directions

It is possible that other variables grounded in agency
theory influence the level of franchised firms. While we
used the 2SRI approach to address the effect of such
factors on both franchising and firm failure, future stud-
ies should attempt to capture other important agency
variables that affect the mix of franchised and firm-
owned outlets. For example, multi-outlet franchising
(MOF) is used by some firms to capture the best loca-
tions quickly. On one hand, engaging in MOF helps
increase proportion of franchised outlets. On the other
hand, outlet managers are employees of a franchised
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outlet. That is, when the MOF owner of outlets func-
tions as a mini-franchising firm, it is not clear how this
phenomena influence the likelihood of network failure.
Future studies should consider MOF in order to further
establish the relationship between franchising and firm
success. In addition, there are several other factors that
can influence the appropriate mix of outlets in a network
such as brand name, percentage of repeat customers,
tacitness of business knowledge transfer, availability of
local managerial expertise etc. Since we did not include
these factors in our predicted franchising models, our
results should be interpreted with some caution. Finally,
future studies can include concepts such as contractual
incompleteness to better understand how franchising
influences network success (Hendrikse et al. 2015;
Hendrikse and Jiang 2011).

In this study, we aimed to demonstrate how franchis-
ing proportion influences network success. However,
we could not consider specific locations or outlet density
of franchised outlets within a network for firms operat-
ing in the same industry with identical levels of fran-
chising (i.e., 75%). Therefore, future research needs to
delve into the optimal mix of franchised and firm-owned
outlets by including other considerations such as inter-
national scope and breadth, geographic depth per US
state and the distance of franchised outlets from firm-
owned outlets within a market. All these measures may
play a role in achieving this best mix.

6 Conclusions

This study complemented findings of prior studies that
investigated the correlates of network success by focus-
ing on firm failure (Bordonaba-Juste et al. 2011; Dobbs
etal. 2012; Kosova and Lafontaine 2010; Shane 1996).
In so doing, we provide clarity and confidence in the
conclusions reached in that stream of research because
these relationships were tested by addressing the
endogeneity between franchising proportion and firm
failure on a sample of approximately 5000 franchising
networks.

Adding to almost five decades of research on fran-
chising, we demonstrate that on the basis of agency and
resource scarcity considerations, overfranchising is det-
rimental for firm survival. Future researchers should
employ other perspectives such as the resource-based
view and property rights theory to further explore the

delicate relationship between franchising proportion and
firm survival.
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