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Abstract

Within the wide literature regarding franchisingiesv studies were devoted to the adverse
selection phenomena in the franchise relationstapd, to the signaling explanation of the
franchisors’ organizational choices.

Previous empirical works concluded that the sigrmpframework is not well adapted to
study franchising.

However, most of the empirical literature has fezien developed countries.

This empirical paper deals with the case of Braki estimate on recent franchising data a
structural equation model capturing the simultasemfluences of a valuable business
concept. The paper provides evidence that the langnéneory is adequate to understand the
organizational choices regarding the ownershipctire of franchised networks in emerging
markets. The estimation results suggest indeedthigaBrazilian franchisors use signaling
devices, and that the necessity to signal the valiuea business concept affects the
organizational choices at the network level.
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1. Introduction

The literature dealing with franchising networksprasizes the relevance of the theory of
contracts to understand this major phenomenon. rélaionships between franchisors and
franchisees are indeed characterized by informaltiagymmetries, and the devices included
in franchise contracts can be studied as a wapnérant these asymmetries. More precisely,
during the last decades, agency-theoretical exptarsain terms of moral-hazards, incentives
issues and monitoring costs were the dominant titrecin franchising research (e.qg.,
Brickley and Dark, 1987; Bricklegt al, 1991; Lafontaine, 1992; Lafontaine and Kaufmann,
1994; Shane, 1996; Combs and Ketchen, 1999; Al6A0;2Lafontaine and Shaw, 2005;
Castrogiovannet al, 2006; Pénardt al, 2011).

On the contrary, within the wide literature regaglifranchising, a few studies were
devoted to the adverse selection phenomena imdhetfise relationships, and to the signaling
explanation of the franchisors’ organizational clesi This situation is highlighted by Table
1, constructed from a survey of 18 of the top ranleviews in Economics and Managenient

Table 1
Theoretical frameworks in the literature on frasehilata
Number
Theoretical framework of related
articles*
Agency Theory 36
Resource Scarcity Theory 18
Transaction Costs Theory 4
Signaling Theory 2
Property Rights Theory 2
Life Cycle Theory 1
Other 26
Not mentioned 1

*Some articles refer to several theoretical framexso

! Here after in alphabetical ordefamerican Economic Review, Applied Economics, Ewonpeconomic
Review, European Management Review, Internatiomairnhl of Industrial Organization, Journal of
Business Venturing, Journal of Economic Perspestideurnal of Economics and Management Strategy,
Journal of Industrial Economics, Journal of Law arttonomics, Journal of Law, Economics and
Organization, Journal of Marketing Research, JodrofaRetailing, Journal of Small Business Managetnen
Quarterly Journal of Economics, RAND Journal of Bomics, Review of Industrial Organization, Strategi
Management Journal.



A total of 87 papers regarding franchising havenbesunted over the period 2000-2012;
67 of them are empirical papers. From this litaattwo major theoretical frameworks
emerge: agency and resources scarcity theoriesr8e\selection and signaling problems are
only present in two papers.

This orientation of the literature of the past tveelyears is consistent with Lafontaine
(1993)'s empirical results. Submitting to US ddta predictions deriving from Gallini and
Lutz (1992)'s seminal theoretical model of sigmafrianchising, Lafontaine (1993) concludes
that signaling theory is not quite appropriatettalg franchising.

However, over the last four decades, most of theimral works have focused on
developed countries. Primarily, the literature tedato the United States where, according to
Dantet al. (2011), modern franchising dates back to at [£#8S0.

A few studies deal with franchising data from enmgggcountries, while, as mentioned by
Welshet al. (2006), emerging markets represent 80% of thedigdopulation and offer the
most dynamic potential for long-term growth to mesises, in general, and to franchisors,
specifically.

The aim of this empirical paper is to test the algig theory on Brazilian data in order to
see if this framework, which is not well adaptedstody franchising in developed countries,
would be more suited to understand this phenomeanoemerging markets. Indeed, the
previous works dealing with franchising in emergioguntries highlight deep differences
regarding the two groups of countries.

Table 2 presents the few empirical studies devtidcanchising in Latin-America. Using
different empirical methods, most of this liter&uunderlines main differences between
developedrersusemerging countries.

Table 2
Franchising in Latin-America: a survey of the enwgal works

Authors year Studied Focus Method Differences
countries highlighted?
Mexico Executive Covariance
Falbe 1998 . . Yes
& Welsh Canada perceptions in Factor
USA success and analyses
failure
Lafontaine 2004 Mexico Contracts Logit Model No
& Oxle Canada customization
y USA
PDant, 2008 USA Plural form ANOVA Yes
errigot France MANOVA
& Cliquet Brazil OLS




Cliquet 2011
& Streed

ANOVA Yes

Latin Ameri d Retail fail
atin America an etalil failures OLS

Mexico
Asia
Central and Eastern
Europe
Middle East and
Africa

Michael 2012 Latin America Development VAR -

This is the case with Falbe and Welsh (1998), dgalWith three locations: Mexico,
Canada and the United-States. The authors studfrahehisors’ perceptions regarding the
executive and strategic choices which determineessc and failures. Streed and Cliquet
(2011) address a similar question, and study skeenarging countries. They show that a
successful expansion abroad requires adaptatiotigethost market specificities. Dagit al.
(2008) underline the differences between BrazinEe, and the United-States regarding the
plural form phenomenon. In addition, studying friailschg as an economic development
strategy for emerging countries, Michael (2012) hhghts the differences between
franchising in Latin Americarersusin developed countries. Michael (2012) does nat ais
comparative approach, but this author highlights tble of franchising in the economic
development of Latin America.

Finally, Lafontaine and Oxley (2004)’'s empirical kkostands as an exception in this
literature, because the authors find no main difiees comparing franchising in emerging
versusdeveloped countries. More precisely, these autimvestigate the differences between
the contracts offered in Mexico by North Americaanichisors, and the contracts offered by
the same franchisors in their own countries. Is tiase, the difference is minor. The authors
show indeed that there is no customization of taadhise contracts for Mexico; thus, more
than 75% of the sample franchisors require the saamehise fee, whatever the location of
the franchisees.

One of the main differences between emergihegsus developed countries regarding
franchising is that the local franchise system @earrecent in the first group of countries. For
example, Danet al. (2008), using data relating to the year 2004, skiwav in the United-
States, there was one franchised outlet for 382leabitants, in France, one franchised outlet
for 1,708.57 inhabitants, while in Brazil, duringet same year, there was one franchised
outlet for 9,294.74 inhabitants.

This situation suggests that, because the locatliae system is less developed in Brazil,
the reputation of Brazilian franchisors is not westablished. The theory of signal applied to
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franchising deals precisely with such kind of ditoia, being particularly suited for the case of
young franchising networks.

The following section of the paper presents in gmedetails this analytical framework,
and the deriving testable predictions. Empiricabcfications are provided in section 3,
regarding Brazilian franchising, and regarding the@inal sample used in this study. In
section 4, we estimate a structural equation modpturing the specifications related to the
analytical context. The results, partially consistevith the theoretical framework, are
discussed in section 5. They suggest that the lBraZranchisors use signaling devices, and
that the necessity to signal the quality of a bessnconcept affects the organizational choices.
The discussion section concludes this empiricaepagnd proposes several ways for future

research.

2. Analytical framework and hypotheses development

The theory of information, dealing with the orgatimnal remedies to informational
asymmetries, constitutes the theoretical backgrauirhlis paper. More precisely, the paper is
based on the signaling theory, focusing on the exdstof adverse selection, and on the
seminal model of Gallini and Lutz (1992) regardsngnaling in the franchise relationships.

Business-format franchising networks are based @ormamon trademark and concept,
developed by the franchisor, among legally autonmsndownstream units. The success,
the expansion of the network depends on the capsxiattract new franchisees, which is
related to the profitability of the concept.

New franchisors with a valuable concept face a lprabof asymmetric information.
Because they have developed the concept, they goss®re information about its
profitability than the potential franchisees. Tiuavate information causes a problem of
adverse selection regarding the type of the frawchi “good type” with a high value
business concepersus‘bad type” with a low value one.

When entering a network, the franchisees have tkentarge investments to specific
assets. For this reason, they need to acquireniafibon before making their decisions.

Gallini and Lutz (1992) demonstrate formally thabd type franchisors can signal their
type, and therefore provide relevant informationthe future franchisees (Fig. 1). The
signaling devices are organizational and contrad¢twens that make the franchisor’s revenue

highly dependent upon the performance of the bgsigencept. These signaling devices are:



the presence of company-owned outlets in the nétwoaddition with the franchised units,
in other words “dual distribution”, and a high |éeé royalty rate.

Two hypotheses derive from this theoretical context

H1. The proportion of company-owned outlets is posliivrelated tothe value of the
business concept.

H2. The level of the royalty rate is positively reldt® the value of the business concept.

In this analytical context we introduce a gradealrhing of information, assuming that the
first results regarding the profitability of therzmept coexist with the signaling period (Fig. 1).
For this reason, we formulate the following compéertary hypothesis:

H3. The performance of the franchised network during signaling period is positively
related to the value of the business concept.

In the literature on franchising data, the valugha concept, or the brand name value, is
often related to the years of the company in bgsingior to the first franchised unit. This
experience allows the upstream firm to develop afifable concept. This is why we

formulate the following hypothesis:

H4. The franchisor’s experience is positively relatethe value of the business concept.

Figure 1 presents the assumed timing of events:

Franchisor Franchisor Coexistence of Franchisor type is common knowledge
learns send signaling period
his a with gradual
type signal learning of
information
TIME

v

'_'___
I

N

—
I

(=Y

—

Franchising network reputation
not yet established

— = — =

Period 1 Period 2
Emerging franchise system Matdranchise system

Franchising network reputation established

Fig. 1. Timing of events



3. Stylized facts, sample and measurements
3.1. Brazilian franchising

The central role of Brazil in the economy of Lafimerica is well-known. Brazil stands
indeed as the strongest economy of the zone, watleral developed sectors such as
agriculture, mining, manufacturing and servicesisT¢ountry is a member of the “BRICS”
with Russia, India, China, and South Africa (“BRIE.SThese emerging economies have
several common features: a large population, a teastory with a continental strategic
dimension, a big amount of natural resources, areharkable GDP growth during the last
ten years.

The emerging position of Brazil appears also regardranchising. As presented by
Figure 2, this country plays a key role in Ibero-@man franchising with the highest number
of franchised brands of the zone, even more impbttaan Spain, where franchise is though
well present. In addition, as shown by Figure 8,structure of the Brazilian franchise system
is dominated by domestic brands (93%), such ashideveloped countries and contrary to
the small economies of the zone such as Ecuadate@ala, and Uruguay.

However, contrary to the case of developed couw)ttiee Brazilian franchise system is still
small regarding the size of the population. Thikighlighted by Figures 4-6 which compare
for several countries the number of brands, fresedhioutlets, and the employment in the
franchise sector per capita. These Figures sugfugistne Brazilian franchise system is indeed
emerging, in other words that it is not yet mature.

1855
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Number of tranchised brands

Fig. 2. The key role of Brazil in Ibero-Americamfrchising
(Data from: Ibero-American Federation of Franctgsir2010)
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Fig. 6. Emerging Brazilian franchising system (3)
(Data from:Franchise business economic outl@&ikL1 and World Bank)

3.2. The Data

In this study we use cross-sectional data regarding year 2012 from the
Brazilian Franchise Association. The sample coasi$tl79 franchising networks in a wide
range of retail and services sectors.

The study variables derived from the theoreticaifework are thproportion of company-
owned unitsmeasured as the number of company-owned unitdedi\by the total number of
outlets in the network, and tlmeyalty rate defined as a percentage on the downstream sales
accruing to the franchisor. Two control variables @cluded in this study: theetwork
experience in franchisingeferring to the time that the franchisor had teadep his business
format, and thdranchised network market shaneferring to the network performance and
defined as the proportion of the network turnoverthe whole sector turnover. Table 3
presents the sectors in Brazilian franchising usembnstruct this variable.

Summary statistics regarding the four study vaeslalre provided by Table 4.

Table 3
Retail and services sectors in the sample

Sector Number of franchising Mean turnover*
networks

Personal Accessories & Footwear 9 83333.33333
Feeding 16 97812.5
Bars, restaurants , Pizzerias 6 90833.33333
Drinks, coffee, sweets 11 45000
Beauty, health and natural products 16 77512.5
Communication, Computer, Electronics 9 68333.33333
Construction and Real estate 12 84558.33333
Cosmetics and perfumery 6 44333.33333




Education and Training 16 46200
Entailment, toys and leisure 2 125000
Language Schools 14 49785.71429
Hospitality and tourism 3 273333.3333
Care and Cleaning 16 38731.25
Furniture, decoration and gifts 10 88500
Business services 14 166214.2857
Automotive services 5 53200
Clothing 14 117500
Total 179 82345.2514

* Brazilian Currency: Real - Brazilian data - 2012
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Table 4
Summary Statistics and Correlation Matrix

N Min Max  Mean Standard asymmetry Kurtosis 1 2 3
deviation

1. Experience 179 1,00 50,00 10,3575 9,56677 0.102 3.045

2. Company-owned units 179 0,00 1,00 0,1565 0,23278 0.712 3.094 0287
(0,000§

3. Royalty rate 179 0,00 0,50 0,0650 0,06679 0.955 4.941 -0,065 -0,051
(0,194) (0,248)

4. Market share 179 0,00 060 0,0856  0,09308 0.042 4629  -0,135 0,125 0,125
(0,036) (0,048) (0,048)

a Pearson Correlation

b Significance level in brackets.

** Significant correlation at level 0,01 (unilatéra

* Significant correlation at level 0,05 (unilatfra
Brazilian data - 2012



This Table shows the heterogeneity within the sanmgitworks regarding three variables:
the proportion of company-owned units, the royalyes, and the market shares. The
networks experience is quite homogenous in the kgrap showed by the means, higher than
the standard deviations for this variable.

It is interesting to note that the maximum expeseeis 50 years, even if the majority of the
sample networks have less than a 10 years experiélowever, it is worth mentioning that
the franchised network with 50 years of experieiscaot atypical in the sample, because
several other networks are close to this situation.

In addition, Table 4 highlights the negative sigraht correlation between the proportion
of company-owned outlets and the franchisor’'s eepee, and between the market share and
the franchisor’s experience. This second corratasajuite surprising.

The correlation matrix highlights also a positiverrelation between the proportion of
company-owned units and the network market share.

According to Lafontaine (1993), a negative corielatsign should be expected between
the royalty rate and the proportion of company-odvoetlets. This is the case here, but the
correlation is not significant.

The structural analysis requires the use of nognaifitributed data. In order to solve the
problem of normality highlighted here by the asynmnef the variables and the kurtosis

values, we use X!'? transformatiof

4. Contractual and organizational choices as signaling devices
4.1. Method

In order to submit to data the hypotheses derifiog the signaling theory, we use the
structural equation modeling method (SEM) whiclowl toestimate simultaneous equation
models including latent variables. As mentionedAsymeshet al. (2011), Bollen (2011),
Squalliet al. (2010), SEM provides rigorous analyses for moithg.

The value of a business concept can't be inferiegttlly and constitutes thus the latent
variable ¢7) of our econometrical model. According to hypotteed and 2, this variable
influences the royalty rate and the proportiona@hpany-owned units in the network, studied
here as signals sent by the good type franchisotket potential franchisees in a context of
asymmetric information regarding the latent vagaWe assume that, being contractual and

organizational choices of the upstream firm, the signaling devices are stable during the

2 This transformation is preferred to a Log transfation because several study variables are rates.
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first period P, = {t — 1; §) where the network reputation is not yet estdigdis. For this
reason, the signals are definedtfer 1 andt. The network market share evolves continuously
and is taken into account at timmes a performance indicator in line with the vatiehe
business concept. The franchisor's experienceeis#ime at timeandt — 1 This variable is
introduced in the econometrical model as a proxyHe quality of the business concept. Both
variables (market share, experience) allow disisigng good type franchisors.

The econometrical model is defined as the follovsggtem of structural equations:

4 o i
M T TN T &
< i T % T+ e (1)
V3 =ty +Azgn+ &
\(¥Ya T @ T AT T Ey

Where,

n: refers to the value of the business concept.

@;-12.3,4) efers to the intercept in the measurement equation

4iet12.3.4)7 refers to the regression coefficients regardiregetiect of the latent variable gn
Vier1.2.3.4). Fefers to the effect indicators of the qualitytioé business concept)(

£71,2,3,4) refers to the error terms which contain all otimdiuences onv; besides.

The model can be re-written in the next path diegra

n: Value of the
concept
(t-1;1)

Ya! .- Company- Yo g
Experience owned units Royalty Rate Market Share (t)
(t-1;1) (t-1;1) (t-1;9

© & o

Fig. 7. Path diagram of the structural economdtrivadel
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4.2. Results

Table 5 presents several statistics regarding\bead) fit of the estimated model.

Table 5
Fit Statistics
Value

Likelihood ratio
Model vs. saturated 1.243
p>chi2 0.537
Baseline comparison
Comparative fit index (CFI) 1.000
Tucker-Levis index (TLI) 1.087
Size of residuals
Standardized root mean squared residuals 0.018
Coefficient of determination 0.575

Brazilian data - 2012

First, like Bollen (2011), we use the likelihoodioachi-squared test (LR-test) in order to
check if the model is adequate in the empirically@mms This test compares the estimated
model with the saturated one. The results showithsitnot possible to reject the hypothesis
according to which the model is as well as thera&éd one. In other words, it is not possible
to conclude that there is a missing path in theehspecification.

In addition, the modification indices test showatth change in the specification of the
model is not relevant, and that the model is robust

The comparative fit index and the Tucker-Lewis iddicate that the model has a good
fit (values higher than 0.95). These results areficoed by the standardized root mean
squared residuals (lower than 0.08) and the coeffiof determination (57.5%).

These different and complementary tests allow eatiol that the estimated model has a

good fit.

% Results available upon request.
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The detailed estimation results are reported infeé@, Tables 5 and 7.

Value of the
business
concept

-0.5244017
(0.006) 0.068T4

(0.547)

0.2224959
(0.023)

Experience Complj;\rr]wiilsowned Royalty Rate Market Share
Fig. 8. Empirical results - Brazilian data - 2012
Table 7
Regression coefficients and R-squared
Coefficient Std. Err. P>|z| R-squared
Company-owned units 0.4784019
Value of concept 0.6916661 0.2414868 0.004
Constant 1.157124 0.0965745 0.000
Royalty rate 0.0046433
Value of concept 0.0681417 0.1131461 0.547
Constant 1.752034 0.1189998 0.000
Market Share 0.0495044
Value of the concept 0.2224959 0.9777507 0.023
Constant 2.051363 0.1316854 0.000
Experience 0.2749972
Value of concept -0.5244017 0.1892347 0.006
Constant 2.18417 0.1375211 0.000

Brazilian data - 2012

These results suggest that, as predicted by H)alue of the business concept influences
significantly and positively the proportion of coany-owned units in Brazilian franchising
networks (p<0.004). The R-squared for this equatsmparticularly high regarding cross-
sectional data (47.8%). This empirical result sufspthe signaling explanation.

On the contrary, the estimations reveal that theevaf the concept has no significant
influence on the royalty rate, which does not suppi@.

Consistent with H3, the value of the concept impagignificantly and positively the
market share (p<0.023).
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Finally, as predicted, the franchisor’s experieicdusiness prior to the first franchised
unit is empirically related to the value of the im@ss concept, but the negative sign is reverse
to the predicted one. This result confirms thet fiesnpirical outcomes regarding the
correlation matrix and the negative correlationwsen the franchisor's experience and the

network market share.

5. Discussion

This empirical paper estimates a structural eqonatiodel on recent Brazilian franchising
data. The method allows studying the simultaneadisience of the value of a business
concept on organizational and contractual signatiegices, and on the market share of the
franchised network, taking into account the relatup between the value of the concept and
the franchisor’s experience.

The empirical results show that the estimated mdédal a good fit, and they provide
several interesting outcomes regarding franchisirgmerging markets.

First, the results suggest that the organizatichaices of local franchisors in emerging
markets differ from what has been observed so éganding franchising in developed
countries. More precisely, the paper provides ewidethat signaling may motivate the
organizational choices in emerging local systemBiis Tresult is particularly interesting
knowing that most of the literature dealing withrfchising in the framework of the theory of
contracts focuses on the agency explanation.

Two signaling devices were identified in the serhimedel of Gallini and Lutz (1992)
concerning signaling in franchise networks: theaftyyrate and the proportion of company-
owned units. In terms of signal, these two devioces/ be considered as substitutes. Our
results suggest that this is not the case, andhbdtanchisors use the organizational form of
the network (dual distribution) rather than thetcactual design (high level of royalty rate) to
signal the value of their business concept to pi@kinanchisees.

As predicted, the value of the concept influencesitively the market share during the
signaling period. However, the results regarding filanchisor’'s experience are unexpected.
Instead of a positive relationship between the dngsor’'s years in business prior to the
development of the franchised chain, a negativei®estimated.

The explanation may rely on the context of thisdgfuwhich deals with an emerging

market. It is indeed relevant to suggest that imzBy the business environment being
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particularly dynamic, the maturity time of a vall@kbusiness concept is lower than in
developed countries.

Moreover, our results suggest that local businessecss with a valuable concept settle
quickly their franchised network into a very dynamenvironment where consequently
competition is strong and where market shares eirggldistributed. In this context, the “good
type” franchisor is both the one who possessesfiairle concept, and who is able to impose
it quickly in the form of a franchised network.

Several limitations of our study have to be merdghrinteresting for further researches.

First, our empirical investigation is limited byetltross sectional data. The availability of
panel datasets regarding emerging countries wollihdv aconsideration of the evolutions,
especially when the franchise system enters itsiragthase.

In addition, it would be interesting to extend Hrealysis to other Latin American countries
with different levels of economic development.

Finally, our results show that the signaling theasy adequate to understand the
organizational choices regarding the ownershipctire of franchised networks in emerging
markets. However the issue concerning the requaedl of company-owned units is not
addressed here. Further empirical researches dealdwith this issue and provide evidence
regarding the proportion of company-owned unitsunegl to act as an efficient signaling

device.
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