Serv Bus (2017) 11:299-319 /
DOI 10.1007/s11628-016-0310-9 CrossMark

EMPIRICAL ARTICLE

Restaurant franchising and top management team

Joonho Moon' - Amit Sharma? - Won Seok Lee®

Received: 29 September 2015/ Accepted: 21 March 2016/ Published online: 29 March 2016
© Springer-Verlag Berlin Heidelberg 2016

Abstract The primary purpose of this study was to investigate how top manager
attributes account for the implementation of risk-averse strategy by applying a
conceptual framework based on upper echelons theory. We selected franchising as a
representative risk-averse strategy based on resource scarcity, agency, and risk-
sharing theories. We chose the top management team (TMT) as a proxy for the
upper echelon to examine the theoretical argument. The study period was from 2000
to 2013, and 29 restaurant companies were included in the research. Related data
were derived from EXECUCOMP, COMPUSTAT, Annual 10-K, and publicly
accessible resources (e.g., LinkedIn and Business Week). Feasible generalized least
squares and random effect regression models were used to analyze the data. The
results suggested that the formal education levels of top managers negatively
affected franchising implementation, whereas the tenure of TMT members posi-
tively influenced restaurant franchising.
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1 Introduction

The value and cognitive characteristics of top managers influence organizations’
strategic directions, which ultimately affect organizational outcomes (Hambrick
2007). Because of these valid connections, Weiner and Mahoney (1981) focused on
top managers’ value and cognitive base and their association with strategic
execution based on the argument of stewardship theory. Hambrick and Mason
(1984) theorized the above connection in the form of upper echelons theory,
contending that the precise measurement of such value and cognitive base is so
complex that the observable attributes of managers—including age, education,
tenure, and characteristics of compensation packages—can substitute for the
psychometric properties and eventually affect organizational direction. In particular,
follow-up studies have demonstrated that the level of share ownership, age, and
tenure of top managers are negatively associated with strategic risk-taking, whereas
their educational levels and levels of stock options are positively associated with
strategic risk-taking (Zhang 2006; Sanders and Hambrick 2007; Matta and Beamish
2008; Karaevli and Zajac 2013; Alessandri and Seth 2014). That is, although
numerous studies have examined top managers’ characteristics and their possible
connection with risky strategic execution (e.g., capital expenditure, mergers and
acquisitions, and international operation decisions), few studies have empirically
tested the influence of top managers’ characteristics on risk-averse strategy, while
concerns about risk-averse strategic action have arisen as the severity of the global
financial crisis increased (Combs et al. 2004; International Franchise Association
2013).

Scholars have argued that franchising is regarded as a risk-averse strategy based
on multiple theoretical perspectives (Roh 2002; Combs et al. 2004). According to
risk-sharing theory, franchising allows franchisors to share their operational risks
with franchisees (Combs et al. 2011; Lee et al. 2015). Resource scarcity theory also
supports risk-sharing theory, contending that franchising enables franchisors to
depend on the resources of franchisees (Carney and Gedajlovic 1991; Lafontaine
1992). Resource constraints are considered a substantial business risk from the
perspective of top managers, and franchising can reduce this risk from the
perspective of managers. Finally, agency theory claims that franchising minimizes
agency problems between franchisors (principals) and franchisees (agents) (Brick-
ley et al. 1991; Lafontaine 1992). The agency problem—efforts to maximize
agencies’ benefits over those of principals—is deemed risky by principals
(Lafontaine and Shaw 1999; Combs et al. 2004); however, franchising has been
recognized as an efficient instrument to monitor agents and thus to minimize agency
costs (Jensen 1986; Brickley and Dark 1987). Given these theoretical arguments,
franchising is likely to be regarded as a risk-averse strategy.

We chose the restaurant industry as the research context because this industry is a
focal area for franchising research (Pittaway 2001) and strongly contributes to the
US economy (accounting for approximately $210 billion) (International Franchise
Association 2013). Hambrick and Mason (1984) also claimed that the fate of an
organization is likely to be decided by multiple individuals rather than a single
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powerful person. Hence, the top management team (TMT) is more likely to meet the
need for superior accountability for strategic execution than a single top manager
(e.g., chief executive officer and chief financial officer) would. In this vein, this
research employed TMTs consisting of multiple decision-makers who have a
stronger influence on the strategic direction of their businesses.

Given that franchising is a representative risk-averse strategy and the superior
accountability of TMTs for strategic execution, the main purpose of this study is to
determine whether the theoretical framework of upper echelons theory explains
risk-averse strategic execution by employing TMT members’ observable informa-
tion (e.g., age, tenure, level of formal education, and compensation package). To
achieve the research goal, in Sect. 2, we build the theoretical foundation of the study
based on resource scarcity, agency, risk-sharing, and upper echelons theory. In
Sects. 3 and 4, we formulate research hypotheses and describe study methods,
including data collection, the measurement of variables, and statistical analysis.
Finally, Sects. 5, 6, and 7 present study results, discussions, and implications/con-
tributions, respectively.

2 Theoretical foundations
2.1 Franchising and multiple theoretical perspectives

Franchising is defined as the practice of renting the right to use a firm’s business
model and brand for a certain contract period (Carney and Gedajlovic 1991; De
Castro et al. 2009). Specifically, franchising is a form of brand marketing in which a
franchisor grants franchisees the right to use a franchisor’s trade name and quality
standards over a defined period of time in a specific location (Castrogiovanni et al.
2006; Combs et al. 2011; Rodriguez et al. 2011). In another sense, franchising is a
systematic model to screen or choose the best partner for the long-term success of a
business through franchising fees and contract arrangements (Lafontaine 1992; Hsu
and Jang 2009).

Three theoretical perspectives have characterized franchising as a representative
risk-averse business strategy: resource scarcity theory, agency theory, and risk-
sharing theory. First, resource scarcity theory argues that constrained resources can
limit business expansion; however, franchising can be one way to overcome
resource constraints (Peteraf 1993; Westhead et al. 2001). According to Carney and
Gedajlovic (1991), the franchisor operates its business using franchisees’ capital
instead of its own capital so that it can expand more rapidly through the franchising
system. Moreover, numerous studies have asserted that franchising allows
franchisors to assimilate franchisees’ knowledge of local markets, which enables
franchisors to attain a greater competitive advantage and minimize business risk
(March and Shapira 1987; Roh and Choi 2010; Rodriguez et al. 2011).

Second, agency theory provides a theoretical background on how franchising is
close to risk-averse strategy. According to agency theory, agents who are more
informed regarding a firm’s condition are more likely to work for their own benefit
than maximize the wealth of the principals (Jensen and Meckling 1976; Combs et al.
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2004). In this respect, the principals must observe managers’ behavior; this
observation, in turn, incurs monitoring costs (Jensen 1986; Lafontaine 1992).
Scholars have observed that excessive monitoring costs depreciate firms’ value
because of the required business resources (Jensen 1986; Fama and French 2001;
Castrogiovanni et al. 2006). In the franchising system, franchisees are considered
agents because the principals (franchisors) do not have sufficient information
regarding the capability of the agents (franchisees) (De Castro et al. 2009; Koh et al.
2009; Hsu et al. 2010). Poorly performing franchisees can impair the reputation and
value of the franchisors (Lafontaine and Shaw 1999; Lee et al. 2015). This situation
leads franchisors to monitor franchisees further to prevent value destruction.
Franchisors thus need a mechanism that forces franchisees to create wealth for
principals. A residual claim is a representative instrument that solves the agency
problem in a franchising system (Roh 2002; Combs et al. 2004). This claim refers to
franchisees’ guaranteed income after paying all financial obligations in full to the
franchisor (e.g., franchising fee and royalty fees) (Brickley and Dark 1987; Brickley
et al. 1991). Scholars have stated that residual claims play an important role in
aligning the interests of franchisors and franchisees by stimulating the franchisees’
desire to perform well, which in turn reduces the need for the franchisors to monitor
the franchisees (Castrogiovanni et al. 2006; Roh et al. 2013).

Third, risk-sharing theory supports the assertion that franchising is a risk-averse
strategy. Businesses use franchising to operate in remote regions (Combs et al.
2004; Ramirez-Hurtado et al. 2011). Remote business operations are likely to entail
risk because businesses are less informed with regard to the cultural, economic, and
political conditions of the local markets (Hsu et al. 2010; Lee et al. 2015). This
phenomenon leads businesses to adopt franchising, thereby reducing operational
risk by sharing this risk with franchisees. Scholars have claimed that franchisors can
use franchisees’ capital (e.g., buildings, equipment, and land) when they enter a new
market, which in turn reduces the franchisors’ business risk (Lafontaine 1992; Safon
and Escriba-Esteve 2011).

2.2 Upper echelons theory

The upper echelon refers to people in higher social strata (Finkelstein et al. 2009). In
the business context, individuals in top management positions—such as chief
executive officers and TMTs—are regarded as situated in the upper echelon.
Hambrick and Mason (1984) proposed upper echelons theory, which claims that an
organization’s outcomes are a reflection of the powerful individuals in the
organization. Bounded rationality, the core underlying notion of upper echelons
theory, implies that top managers’ rationality for integrating all information around
them is imperfect (Simon 1972). Therefore, the cognitive abilities of top executives
are constrained in assimilating information from every aspect of their environment
(Simon 1972; Hambrick and Mason 1984). This limited capability for integrating
information results in a limited field of vision, selective perception, and individual
interpretations of processed information. This limitation influences managerial
perception, which is regarded as the need to assess, examine, and understand the
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information to apply it to business outcomes as illustrated in Fig. 1 (Hambrick
2007).

Initially, stewardship theory described the role of managers’ values and cognitive
base in explaining business outcomes (Weiner and Mahoney 1981). However,
Hambrick and Mason (1984) later argued that the cognitive base and values of top
managers are difficult to measure, which is regarded as a main limitation of
stewardship theory. Hambrick (2007) suggested demographic indicators as alterna-
tives because these factors reflect people’s cognitive base and values and are easily
observable. Following Hambrick and Mason’s argument (1984), subsequent studies
have demonstrated that demographic indicators play a significant role in explaining
strategic choices (Wiersema and Bantel 1992; Barkema and Shvyrkov 2007).

Another important premise of upper echelons theory is its emphasis on TMT
characteristics rather than CEO characteristics. According to Hambrick and Mason
(1984), the TMT is likely to show more accountability for organizational outcomes
(e.g., strategic direction and financial performance) because the organizational
direction is decided by multiple players rather than a single player (Finkelstein et al.
2009). Given the TMT’s importance in explaining organizational outcomes, some
scholars have examined TMTSs’ effects on these outcomes. For example, Hambrick
et al. (1996) demonstrated the critical effect of the TMT on organizational
performance in the airline industry. Similarly, Nadolska and Barkema (2013)
concluded that TMTs play an essential role in the success of acquisitions.

3 Hypothesis development
3.1 Age and franchising

Hambrick and Mason (1984) asserted that older top managers have less physical and
mental energy for integrating new information. Scholars have also contended that
older top managers consider career security a more important aspect than younger
top managers do, which leads older top managers to defend their strategic behavior
(Miles and Snow 1978; Matta and Beamish 2008). Previous research has found that
strategic change is negatively correlated with the age of top managers because
strategic change entails processing complex information (Wiersema and Bantel
1992; Zhang 2006). Consistent with these findings, Herrmann and Datta (2006)
examined the association between the CEO’s age and strategic risk-taking in the US
manufacturing sector and verified the negative association between top managers’
age and strategic risk-taking. Researchers also found that risk-taking in human
resource management (Larraza-Kintana et al. 2007) and bank acquisition (Hagen-
dorff and Vallascas 2011) is negatively associated with the age of top managers.
Given these defensive management behaviors, we anticipated that older top
managers are likely to prefer franchising because franchising reduces operational
risk (Hsu et al. 2010). Therefore, we hypothesize as follows:

H1 The average age of TMT members has a positive impact on franchising.
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3.2 Tenure and franchising

The second domain of upper echelons is tenure, referring to the length of time that
one has served as a top manager in a business. Upper echelons theory suggests that
longer-tenured TMT members assign greater value to their career stability
(Finkelstein et al. 2009). These TMT members are likely to become defenders
(placing an emphasis on stability and protection) rather than prospectors (empha-
sizing innovation and risk-taking) (Miles and Snow 1978). Longer-tenured top
managers seek to defend their careers and reputations and thus take fewer operating
risks because of their preference for stability (Wiersema and Bantel 1992). In the
same vein, numerous scholars have confirmed that strategic variation is negatively
associated with top managers’ tenure. For example, Coles et al. (2006) demonstrated
that longer-tenured top managers avoid taking risks in their strategic decisions using
firms listed in the S&P 500. Examining data from member firms of the National
Federation of Independent Business, Simsek (2007) found that longer-tenured TMT
members attempted to reduce risks in their strategic actions. Similarly, Gray and
Cannella (1997) found a negative association between the tenure of top managers
and risk-taking behavior in large firms traded on the NYSE, NASDAQ, and AMEX.
Considering the theoretical support defining franchising as a risk-averse strategy,
franchising is likely to be favored by longer-tenured top managers who prioritize
career stability because franchising allows top managers to share operational risk
with franchisees (Finkelstein et al. 2009; Lee et al. 2015). Hence, the following
hypothesis is proposed:

H2 The average tenure of TMT members has a positive impact on franchising.
3.3 Formal education level and franchising

TMT members’ level of formal education can be another determinant of strategic
risk-taking. According to Li and Tang (2010), highly educated top managers are
more confident in their knowledge, leading them to choose more complicated
options (riskier strategies). That is, top managers’ confidence regarding their
knowledge through formal education encourages them to take more strategic risks,
and this likely leads to lower dependence on franchising (Karami et al. 2006;
Finkelstein et al. 2009; Karaevli and Zajac 2013; Lee et al. 2015). Scholars have
demonstrated the positive association between top managers’ formal education
levels and execution of risky strategies. Barker and Mueller (2002), for example,
examined firms on Business Week’s top 1000 and provided evidence that more
highly educated top managers took more strategic risks. Similarly, Nadkarni and
Herrmann (2010) verified a positive association between the education of top
managers and strategic risk-taking by analyzing the top managers of Indian
companies. Given the literature review and the risk-averse nature of franchising, a
third hypothesis is presented as follows:

H3 The average formal education level of TMT members has a negative impact
on franchising.
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3.4 Share ownership and franchising

The value of share ownership possessed by TMT members—namely the amount of
equity owned by top managers—can be a determinant of strategic execution. The
extant literature asserts that top managers are more risk averse when they hold more
share ownership because poor organizational performance decreases the value of
their shares (Wright et al. 1996; Pendleton et al. 1998). Numerous studies have
found a negative association between strategic risk-taking and the level of share
ownership. As representative examples, Alessandri and Seth (2014) showed a
negative relation between managerial ownership and international diversification
(which is considered a risky strategy) using a sample of S&P 500 firms. Sanders
(2001) also found that share ownership by top managers deterred top managers
from employing risky strategies (e.g., internationalization, diversification, and
acquisition). Given the empirical evidence and the risk-averse features of
franchising, share ownership is likely to increase top managers’ dependence on
franchising because top managers seek to avoid losing their wealth through
strategic risk-taking (Wu and Tu 2007; Lee et al. 2015). This research thus proposes
the following hypothesis:

H4 TMT members’ value of share ownership has a positive impact on franchising.
3.5 Stock options and franchising

Stock options may be another domain that explains strategic execution by top
managers. Stock options award top managers the right to gain without imposing
any penalty for the failure of strategic decisions (Sanders and Hambrick 2007).
Therefore, stock options enable top managers to implement more aggressive
strategies (Yermack 1997; Aboody and Kasznik 2000). Scholars have also stated
that larger portions of stock options in compensation packages encourage top
managers to actively take strategic risks due to the lack of obligation arising from
and penalty for the results of their strategic decisions (Wu and Tu 2007). That is,
top managers who receive a larger percentage of stock options are more likely to
become prospectors who prioritize innovation in their strategic decisions because
they are free of responsibility regarding corporations’ decisions (Miles and Snow
1978; Sanders 2001). Previous research has verified the positive association
between strategic risk-taking and stock options. For example, Rajgopal and
Shevlin (2002) presented evidence of a positive association between executive
stock options and implementation of risky strategies using oil and gas producers
as their study subjects. Such a relation was shown by Sanders and Hambrick
(2007), who observed that stock options enable top managers in the US to
implement risky strategies (e.g., R&D, capital, and acquisition investment). Given
the role of stock options and the intrinsic properties of franchising, we
hypothesize as follows:

HS5 TMT members’ stock option value has a negative impact on franchising.
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4 Methodologies
4.1 Data and sample

We used a sample of publicly traded US restaurant firms (e.g., AMEX, NASDAQ,
and NYSE). Data such as accounting information, age, tenure, and financial status
of the TMTs were also obtained using the Standard Industrial Classification code
5812 from both COMPUSTAT and EXECUCOMP. Moreover, information
regarding TMT members’ education and franchising data was collected from each
company’s annual Form 10-K and other public sources such as LinkedIn (http://
www.linkedin.com). Because franchising data were severely limited before annual
Form 10-K reports were required beginning in 1999, a study period of 1999-2013
was selected. Cook’s distance was used to detect and eliminate outliers with 1 as the
cutoff value. Using the statistics of Cook’s distance test, we detected and eliminated
four outliers from the 328 original observations. Therefore, the total number of
observations was 324." The profile of the restaurant companies is presented in
Table 1.

4.2 Description of variables

The degree of franchising (DOF), the dependent variable in the study, was measured
as the number of franchising stores divided by the total number of stores by
following the approach of prior research (Roh 2002; Hsu and Jang 2009; Koh et al.
2009; Sun and Lee 2013). Because numerous studies have defined the TMT as all
executives above the vice-president level (e.g., chief executive officer, chief finance
officer, chief marketing officer, and executive vice president) (Geletkanycz and
Hambrick 1997; Carpenter et al. 2004), this study used the same definition and
approach in collecting data. This study had the following main independent
variables: the average age of the TMT (AGE), average tenure of the TMT (TEN),
average formal education level of the TMT (EDU), value of share ownership by the
TMT (OWN), and the value of stock options awarded to the TMT (STOP). In
accordance with the previous studies’ measurement of TMTs (Wiersema and Bantel
1992; Geletkanycz and Hambrick 1997; Carpenter et al. 2004), we used the average
of the TMT members’ attributes (e.g., age, tenure, and education). Specifically,
AGE and TEN are the average physical age of TMT members and the average
number of years served as TMT members in the firm, respectively. In terms of the
measurement of TEN, we coded 1 in the year shown. For example, if a TMT
member began his or her service in 2004, the value was coded as 1 in 2004 and
coded as 3 in 2006. After computing each of the TMT members’ number of years
served in the company, we calculated the average tenure of the TMT members.
EDU for each member was also measured as an ordinal variable. If a TMT member
held a graduate degree (e.g., MBA, MS, JD, or PhD), the member was coded as 3. If
a TMT member held a bachelor’s degree as his or her terminal degree, then that
member was coded as 2. If a TMT member held a degree below the bachelor’s level,

! The number of companies was 29, and the data appeared as an unbalanced panel.
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Table 1 Sample profile Companies

Bob Evans Farms

Brinker International, Inc.
Cracker Barrel Old Country Store, Inc.
Wendy’s Co.

CKE Restaurants, Inc.
Luby’s, Inc.

McDonald’s Corporation
Ruby Tuesday, Inc.

Jack In The Box, Inc.

CEC Entertainment, Inc.
Denny’s Corp.

O’Charley’s, Inc.

Sonic Corp.

Panera Bread Co.

DineEquity, Inc.

Starbucks Corporation
Cheesecake Factory, Inc.
Papa John’s International, Inc.
Landry’s Restaurants, Inc.
Darden Restaurants, Inc.

BJ’s Restaurants, Inc.

Yum! Brands, Inc.

P.F. Chang’s China Bistro, Inc.
Red Robin Gourmet Burgers
Buffalo Wild Wings, Inc.
Domino’s Pizza, Inc.

Texas Roadhouse, Inc.

Burger King Worldwide, Inc.
Chipotle Mexican Grill, Inc.

the case was coded as 1. After aggregating the coding for education, we computed
the mean value to measure the average TMT educational level. OWN refers to the
sum of the value of share ownership by all TMT members. For STOP, we computed
the sum of the value of the stock options possessed by all TMT members.

This study adopted eight control variables: the gender of the top managers
(GEN), size of the TMT (STMT), degree of internationalization (DOI), annual sales
growth (GRO), investment opportunity (IO), financial leverage (DEBT), firm size
(SIZE), and status of the business as a limited-service restaurant (LSR). Previous
studies have found that females are more likely to be risk averse than males
(Jianakoplos and Bernasek 1998; Wu and Tu 2007; Seo and Sharma 2013).
Consequently, this study controlled for the effect of gender, and we measured it as a
binary variable with female top managers coded as 1 and male top managers as O.
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After coding each TMT member’s gender, we computed the average for the gender
of TMT members as an aggregate variable. STMT was the second control variable
based on the literature, which argues that the size of the TMT is likely to affect
strategic decisions (Hambrick et al. 1996; Finkelstein et al. 2009). Third, DOI was
measured as the number of stores operating in the international market over the total
number of stores in a company’s business portfolio (Sun and Lee 2013). The
purpose of using DOI as a control variable was to capture the agency problem
between restaurant franchisors and franchisees that are located in remote areas, as
done by Hsu et al. (2010). GRO, IO, and DEBT were additional control variables
used to capture the resource conditions. Because firms in the growth stage require
more resources, we employed firm growth as a control variable. Delmar et al. (2003)
suggested that annual changes in sales could serve as the measurement of growth;
hence, GRO was calculated as the change in revenue from the previous period to the
current period. IO was measured as the ratio of market—book value as performed by
Fama and French (2001) because businesses with more 1Os are likely to experience
greater resource constraints as a result of pursuing those opportunities. DEBT
represented the debt dependency of a company, suggesting that financial leverage
can capture the resource constraints of a business, which were measured by the
debt-to-asset ratio (Jensen and Meckling 1976; Jensen 1986). SIZE aimed to capture
resource availability given the resource-based view, which asserts that a firm is a
bundle of resources (Wernerfelt 1984; Peteraf 1993). Finally, we used LSR as a
control variable and measured it with a binary variable (0 = full-service restaurant
and 1 = LSR) given the literature support from Hsu et al. (2010). Table 2 presents
the details of the variables.

Table 2 Description of variables

Variables Description

DOF (degree of franchising) Number of franchising stores/total number of stores
AGE (age of TMT) Average age of TMT members

TEN (tenure of TMT) Average length of time served as TMT members
EDU (education of TMT) Average formal education level of TMT members
OWN (ownership of TMT) Value of share ownership by TMT members

STOP (stock option of TMT) Value of stock options of TMT members

GEN (gender of TMT) Average gender of top managers (0 = male, 1 = female)
STMT (size of TMT) Number of top managers in TMT

DOI (degree of internationalization) Number of international stores/total number of stores
GRO (annual sales growth) (Sales, — Sales,_;)/Sales,_

IO (investment opportunity) Market value total/book value total

DEBT (financial leverage) Total debt/total assets

SIZE (firm size) Total assets

LSR (limited-service restaurant) Business type (0 = full-service, 1 = limited-service)
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4.3 Statistical analysis

This study used an econometric approach to analyze the data because the
characteristics of the panel data consisted of multiple firms and years. To check the
basic assumptions of the model, we performed the modified Wald test (for
heteroskedasticity) and the Wooldridge test (for autocorrelation) (Baltagi 2008).
Baum (2001) suggested the modified Wald test as a group-wise heteroskedasticity
test for panel data that tests residuals, given the Wald statistics. The null hypothesis
of the modified Wald test for group-wise heteroskedasticity is as follows:

HO : al-zzo,- fori=1,...,Ng,

where N, stands for the number of cross-sectional units, and the significance of the
Wald statistics indicates the presence of heteroskedasticity that may affect the
standard error of estimation. Therefore, the estimated standard error is not valid if
the estimation is influenced by heteroskedasticity (Greene 2003; Gujarati and Porter
2009).

We also tested for serial correlation using the Wooldridge test for autocorrelation
in the panel data. Autocorrelation occurs when the error terms from different
observations are correlated with one another (Baltagi 2008; Wooldridge 2009).
Because autocorrelation affects the standard error, the estimated statistics are not
valid in the model with autocorrelation because presuming them to be valid could
result in bias for the estimated coefficient. The null hypothesis of the Wooldridge
test for autocorrelation is that there is no autocorrelation in the model as follows:

HO : E(uu;) =0,

where u, is the residual in a given period ¢, u; is the residual in a given period j, and
the significance of the Wooldridge test for autocorrelation statistics stands for the
autocorrelation in the model. Therefore, the estimated standard error is not valid if
the estimation is influenced by autocorrelation (Drukker 2003; Wooldridge 2009).

We chose a panel feasible generalized least squares (FGLS) regression to conduct
the data analysis because the modified Wald statistics (F = 4.45, p = 0.9921) and
the Wooldridge test (F = 50.23, p < 0.01) detected autocorrelation (Baum 2001;
Hoechle 2007) in the study data collected. The FGLS model transforms the
equations to obtain equal variance by weighting the estimators (Greene 2003).
Scholars argue that FGLS regression is performed when ordinary least squares
(OLS) regression is inefficient, and therefore FGLS enhances the estimations given
the presence of heteroskedasticity and serial correlation (Gujarati and Porter 2009;
Wooldridge 2009). We also performed the Hausman test for the analysis of panel
data. According to Gujarati and Porter (2009), the Hausman test is used regardless
of whether a random effect model or a fixed effect model is more appropriate.
Random effect regression refers to a model that incorporates unobserved effects into
the regression to minimize omitted variable bias in the estimation, while a fixed
effect model incorporates dummy variables to capture both firm and year effects in
the panel data analysis (Baltagi 2008; Wooldridge 2009). In this vein, we performed
the Hausman test, and the results (Hausman test Xz = 4.00, p value = 0.9472)
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indicated that the random effect model is more appropriate for analyzing the data.
Given this method, this study proposes the following regression equation:

DOF[[ = ﬁo + ﬁ]AGE” + ﬁzTEN” + ﬁ3EDUlt + ﬁ4OWN,'t + ﬁsSTOPl[ + ﬁ6GEN”
+ B;STMT;, + B3DOl; + foGRO;: + f1010i + 1, DEBT;, + 1,SIZE;
+ ﬁ13LSRZ[ + eit,

where DOF is the degree of franchising (number of franchising stores/total number
of stores), AGE is the average age of TMT members, TEN is the average length of
time serving as TMT members, EDU is the average formal education level of TMT
members, OWN is the value of share ownership by TMT members, STOP is the
value of stock options awarded to TMT members, GEN is the average gender of top
managers, STMT is the size of the TMT (number of top managers in a TMT), DOI
is the degree of internationalization (number of international stores/total number of
stores), GRO is the annual sales growth [(Sales, — Sales,_;)/Sales;_;], 10 is the
investment opportunity (market—book value), DEBT is the financial leverage (total
debt/total assets), SIZE indicates the firm size (total assets), and LSR indicates
limited-service restaurant (0 = full-service restaurant, 1 = LSR).

5 Results

5.1 Descriptive statistics and correlation matrix

Table 3 presents the results of the descriptive statistics. The mean value of DOF was
0.42, and the standard deviation was 0.32, with a range from 0 to 0.99. The mean

values and standard deviations of AGE and TEN were 50.85 and 3.49 and 7.92 and
3.25, respectively. The descriptive statistics also provided information about OWN

Table 3 Descriptive statistics

Variables N Mean SD Minimum Maximum
DOF 324 0.42 032 0 0.99

AGE 324 50.85 349 3942 61.02
TEN 324 7.92 325 1.29 20.61
EDU 324 2.23 035 1.25 2.89
OWN 324 2533.52 477159 0 32,730.83
STOP 324 23,156.26 52,645.72 O 452,238.30
GEN 324 0.11 0.17 0 0.80
STMT 324 5.50 1.06 3 9

DOI 324 0.09 0.17 0 0.83

GRO 324 0.08 023  —0.90 2.33

10 324 1.67 1.38 0.03 8.23
DEBT 324 0.62 047 0.71 391

SIZE 324 2133.63 449091 29.99 35,386.50
LSR 324 0.28 045 0 1
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(mean = 2533.52 thousands of dollars, SD = 4771.59 thousands of dollars) and
STOP (mean = 23,156.26 thousands of dollars, SD = 52,645.72 thousands of
dollars). The average of STMT was 5.50, and the standard deviation was 1.06,
implying that the average size of the TMT employed in the study was 5.5.
Information about the control variables is also presented in Table 3: IO (mean =
1.67, SD = 1.38), GRO (mean = 0.08, SD = 0.23), DEBT (mean = 0.62, SD =
0.47), SIZE (mean = 2119.23, SD = 4545.21), and LSR (mean = 0.28, SD =
0.45).

Table 4 presents the correlation matrix. AGE was positively correlated with TEN
(r = 0.26), whereas AGE was negatively correlated with GRO (r = —0.13). These
results imply that older top managers had more tenure; however, older top managers
saw lower sales growth. TEN was negatively correlated with GEN (r = —0.15). It
can be inferred that a large proportion of female top managers had shorter tenure.
EDU was negatively correlated with GEN (r = —0.35), implying that members of
TMTs with a larger proportion of female top managers were less educated. OWN
was positively correlated with STOP (r = 0.28). STOP was positively correlated
with GRO (r = 0.11) and IO (r = 0.47), which means that top managers possessing
more stock options achieved higher market-to-book value and more sales growth. In
contrast, STOP was negatively correlated with GEN (r = —0.21), indicating that
restaurant companies granted fewer stock options to female top managers.
Furthermore, STMT was positively correlated with SIZE (r = 0.11), which means
that more TMT members participated in the business administration of large
companies. LSR was positively correlated with OWN (r = 0.33), STOP (r = 0.42),
and IO (r = 0.36). It can be inferred that LSR companies not only granted more
shares and stock options to top managers but also had more 10s. Finally, SIZE was
positively correlated with LSR (r = 0.37), implying that LSRs were larger
organizations.

5.2 Results of regression analysis’

Table 5 presents the panel FGLS results, which showed a positive and significant
coefficient with regard to TEN (f = 0.0107, p < 0.05). Consistent with the proposed
hypotheses, EDU presented a negative coefficient (f = —0.2713, p < 0.01). Regarding
the control variables, DOF was significantly affected by GEN (ff = 0.2038, p < 0.05),
DOI (= 03941, p<0.01), I0 (f=0.0479, p <0.01), DEBT (f = 0.1238,
p < 0.01), SIZE (f = —0.0001, p < 0.05), and LSR (f = 0.3891, p < 0.01). The
model was statistically significant given the value of the Wald y* statistic (Wald
%> = 219.09, p < 0.01) and accounted for 37.26 percent of the variance.

Table 6 shows the results of the random effect regression analysis. The results
showed a positive and significant coefficient with regard to TEN (f = 0.0106,
p < 0.05). Consistent with the proposed hypotheses, EDU presented a negative
coefficient (f = —0.2713, p < 0.01). Regarding the control variables, DOF was

2 In this study, regression analysis was only performed for 2008 because the sample period includes
the 2008 financial crisis, with OLS used for 27 observations. We found that no upper echelon attributes
were significant in accounting for the degree of franchising.
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;rezlr):sisonR:;;l;ezf (vaiS32 4) Variables Coefficients Wald p value Wald > (R%)

Intercept 0.5962 232 0.020 219.09 (0.3726)

AGE 0.0058 1.25 0.211

TEN 0.0107 2.14  0.033

EDU —0.2713 —5.80  0.000

OWN —0.0001 —1.84  0.066

STOP —0.0001 -1.77  0.077

GEN 0.2038 2.19  0.029

STMT —0.0108 —0.76  0.445

DOI 0.3941 291 0.004

GRO 0.0142 0.21 0.834

10 0.0479 373 0.000

DEBT 0.1238 356  0.000

SIZE —0.0001 —-2.30  0.021

LSR 0.3891 8.81 0.000
:f?:clf rigi:iu(gls :rfa;;:::m Variables Coefficients Wald p value Wald #* (R%)
W= 324) Intercept 0.5962 2.27 0.023 209.63 (0.4034)

AGE 0.0058 122 0.221

TEN 0.0106 2.09  0.037

EDU —0.2713 —-5.67  0.000

OWN —0.0001 —-1.80  0.072

STOP —0.0001 —-1.73  0.083

GEN 0.2038 2.14  0.032

STMT —0.0107 —0.75 0455

DOI 0.3941 285  0.004

GRO 0.0142 0.20  0.838

10 0.0479 3.64  0.000

DEBT 0.1238 3.49  0.000

SIZE —0.0001 —-2.25 0.024

LSR 0.3891 8.62  0.000

significantly affected by GEN (f = 0.2038, p < 0.05), DOI (f = 0.3941,
p <0.01), 10 (p =0.0479, p <0.01), DEBT (f = 0.1238, p < 0.01), SIZE
(p = —0.0001, p <0.05), and LSR (f = 0.3891, p < 0.01). The model was
statistically significant given the value of the Wald »* statistic (Wald y* = 209.63,

p < 0.01) and accounted for 40.34 percent of the variance.

The overall results of the tested hypotheses are presented in Table 7. The results
support hypotheses 2 and 3, indicating that the tenure and formal education level of
top managers essentially explained restaurant companies’ franchising decisions.
More specifically, longer-tenured TMTs of restaurant companies depended more on
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Table 7 Summary of findings

Hypothesis Findings

H1: the average age of TMT members has a positive impact on franchising Not supported

H2: the average tenure of TMT members has a positive impact on franchising Supported

H3: the average formal education level of TMT members has a negative impact on Supported
franchising

H4: TMT members’ value of share ownership has a positive impact on franchising Not supported

H5: TMT members’ stock option value has a negative impact on franchising Not supported

franchising; however, the levels of formal education of TMT members negatively
affected the franchising of restaurants.

6 Discussion

We examined the determinants of franchising in the context of the restaurant
industry. This research used three theories (agency, resource scarcity, and risk-
sharing) as the theoretical underpinning for franchising as a risk-averse strategy.
Upper echelons theory also provided a theoretical framework for the attributes to
account for franchising. Given the theoretical foundation of upper echelons theory,
five attributes were hypothesized to account for the franchising of restaurant
companies. This study examined information from 29 publicly traded restaurant
companies for the 1999-2013 period.

This study found that the tenure and formal education level of TMTs significantly
accounted for the franchising of restaurants. Specifically, longer-tenured TMTs are
more likely to depend on franchising. According to Finkelstein et al. (2009), longer-
tenured top managers prioritize career stability and reputation, and they are likely to
avoid strategic directions that could threaten their career stability and reputations.
Previous research has validated their decision-making tendencies, which can cause
them to become more risk averse in their strategic actions (Coles et al. 2006; Zhang
2006). Another critical attribute that accounts for franchising is the formal education
level of top managers. Our results indicated that more highly educated TMTs made
fewer executions to franchise, possibly because the knowledge of top managers
conferred by formal education led TMTs to operate company-owned stores rather
than depend on franchising; similar results were generated in previous studies
(Karami et al. 2006; Li and Tang 2010).

With regard to control variables, this study found a positive association between
the gender of TMTs and the DOF, implying that female top managers of restaurants
become more risk averse in their strategic execution. The DOI significantly
accounted for the franchising of restaurant companies. Scholars have asserted that
residual claims play an important role in the franchisee exerting greater effort to
maximize its own financial benefits, which can minimize the agency problem
(Combs et al. 2004; Castrogiovanni et al. 2006). Given the reduced agency problem
between franchisors and franchisees, restaurant companies operating in the
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international markets are more dependent on franchising. We also found that more
I0s and higher financial leverage (debt-to-asset ratio) encouraged restaurant
companies to franchise more often. Previous studies have contended that higher
financial leverage and more IOs can cause resource constraints (Jensen and
Meckling 1976; Fama and French 2001). Given that franchisors can use franchisees’
resources, companies implementing franchising can reduce resource constraints in
accordance with resource scarcity theory (Combs et al. 2004; Lee et al. 2015).
Moreover, the results indicated that LSRs depended more on franchising. Hsu et al.
(2010) contended that the operations of LSRs are more homogeneous. This
characteristic allows restaurants to train their employees uniformly, which in turn
makes managing franchises easier for restaurants. Our results, which were similar to
the findings of prior research, validate the theoretical argument of resource scarcity
theory.

7 Concluding remarks

This study examined how upper echelons theory explains risk-averse strategy. Most
previous studies have accounted for risky strategies using upper echelons theory
rather than risk-averse strategies despite the increased favoring of risk-averse
strategies in the current economic downturn (Wiersema and Bantel 1992; Larraza-
Kintana et al. 2007; Seo and Sharma 2013). According to Combs et al. (2004), it is
essential to research the connection between franchising and upper echelon
attributes; however, little research has examined this link. Hence, extending upper
echelons theory to account for risk-averse strategies was a main goal of this study.
We thus applied upper echelons theory to explain risk-averse strategic execution
(franchising) and provided empirical evidence on franchising. Moreover, scholars
have contended that TMTs account for strategic execution more than individual
influencers (e.g., chief executive officers and founders) because the decisions of
multiple players are more likely to influence the organizational direction than the
decisions of a single player (Finkelstein et al. 2009). Despite the importance of
TMTs, few studies in the restaurant industry have used TMTs to explain strategic
implementation (Madanoglu and Karadag 2008; Guillet et al. 2013). Given the scant
previous efforts in this regard, this study chose TMTs as upper echelon subjects to
explain the strategic behavior of restaurants, extending the restaurant-related
literature to TMTs.

This study has practical implications for industry practitioners. Previous research
has claimed that companies that can predict the strategic patterns of their
competitors have advantages (e.g., efficient resource allocation and reevaluation of
their own strategic decisions) (Hsu et al. 2010; Sun and Lee 2013). In this respect,
our results can provide industry players with valuable information about the
likelihood of future franchising by other players. That is, given the results of this
study, top managers of restaurant companies could predict the behavior of other
companies using their competitors’ TMT profiles (e.g., tenure, education, and
gender of top managers, organizational size, debt ratio, I0s, and LSR business). By
doing so, they may not only maintain an adequate franchising portfolio but also
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allocate resources more efficiently. The results of this study could also help boards
of directors better discipline their agents (TMTs). In particular, boards of directors
can manage the strategic direction of agents through the TMTs’ profiles. For
example, if a board of directors prefers a risk-averse strategic direction to a risk-
seeking one, it may hire longer-tenured and female managers. In contrast, if the
board wishes to reduce franchising dependence in its business portfolio, it can select
highly educated top managers.

We acknowledge the limitations of this research. First, the sample is restricted to
publicly traded restaurant companies (e.g., the McDonald’s Corporation and
Starbucks Corporation) given the nature of the data available in EXECUCOMP and
COMPUSTAT. Moreover, the sample contained only the US companies. These two
sampling limitations may make it more difficult to generalize the results. That is, the
implications of this study are likely to apply only to restaurant companies in the US.
If a similar study was conducted in a different geographical context (e.g., Asian,
European, or African countries) or was implemented using the information of
private companies, its results could improve the generalizability and validity of this
study. Hence, future studies could pursue these avenues of research to enhance the
generalizability and validity of these results.
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