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As an organizational form, franchising has evolved to the
point where it now accounts for 38 percent of U.S. retail
sales. The success of the franchise form can be attributed
to its inherent competitive advantage. In this article, a fran-
chise model is proposed which integrates aspects of exter-
nal growth, allowing economies of scale and uftimately cre-
ating competitive advantage, with internally generated
growth outcomes of lowered costs and differentiation. The
integration of external and internal growth components
represents the key contribution of this research.

The core competitive advantage is derived from
economies of scale. Scale is attained through the acquisi-
tion of external financial resources and managerial agents.
Once attained, scale economies lead to internal growth
through an integrated low-cost, differentiation-based
advantage. Low-cost, differentiation advantages are fur-
ther reinforced through the quality orientation of the fran-

chise system.
B invention. It is part of the history of entrepre-
neurship in the United States as practiced by the
likes of McCormick, Singer, Ford, and Kroc (Dickie, 1992).
As amazingly successful as its early creators, today fran-
chising accounts for 38 percent of all U.S. retail trade and
generates $1 trillion in annual sales (Trutko, Trutko, and
Kostecka, 1993).

Undoubtedly due to the franchise form’s highly visible
success, business researchers have devoted attention to
franchising for over thirty years (Oxenfeldt and Kelly,
1968). A number of theoretically grounded arguments for
the success of the franchise have been offered (e.g.,
Brickley and Dark, 1987; Hadfield, 1991; Mathewson and
Winter, 1985; Norton, 1988a). These seemingly contradic-
tory arguments address the differing means through which
the franchise achieves rapid growth, as well as the objec-
tive of that growth (e.g., Carney and Gedajlovic, 1991;
Hoffman and Preble, 1991; Martin, 1988; Oxenfeidt and
Kelly, 1968; Stephenson and House, 1971). More recent-
ly, theoretical development and empirical research on the
franchise have started the process of integrating the vari-
ous arguments favoring franchise success (e.g,
Castrogiovanni, Bennett, and Combs, 1995; Combs and
Castrogiovanni, 1994; Hing, 1995; Pilling 1991). This arti-

usiness franchising is a particularly American

cle builds on that integration and proposes a strategic
model of the processes and factors that have led to the
success of the franchise form of organization.

This article is organized into four sections:

1. A review of the classification and definition of fran-
chising is presented in order to provide a foundation
for the remaining sections.

2. Franchising is modeled in terms of business growth
through the acquisition of external resources.

3. Internal growth is incorporated into the model
through the consideration of low-cost and differenti-
ation-based competitive advantage.

4. A full model of the competitive advantage of fran-
chising is given along with a discussion of the role of
quality in the success of the franchise form.

Franchising

This section reviews the history and definition of franchis-
ing.

Evolution of the Franchise and Franchising
Classification

Given the diversity of industries in which the franchise form
has met success, it is not surprising that a number of clas-
sifications of franchising have been put forth (e.g., Carney
and Gedajlovic, 1991; Combs and Castrogiovanni, 1994;
Hoffman and Preble, 1991; Pintel and Diamond, 1987;
Storholm and Scheuing, 1994). The mostly widely accept-
ed classification distinguishes between those franchises
that focus on product and those franchises that focus on
format (e.g., Combs and Castrogiovanni, 1994; Kostecka,
1986). The product-format franchise dichotomy might be
termed an evolutionary classification of franchising since
the product franchise preceded the format franchise by 80
years (Dickie, 1992). Product franchising grew out of the
complexities surrounding the distribution of specialized
consumer products such as Singer’s sewing machine and
Ford's automobile. Even today, the technology of the
sewing machine and automobile is complex, and these rel-
atively expensive products require specialized support in
the areas of financing, training, and maintenance.

The presence of such big-ticket items as automobiles in
the product franchise has resulted in a categorical leader-
ship in absolute dollar volume. However, in terms of rela-
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tive dollar volume and number of business establishments,
the product franchise is reported to be in decline (Trutko,
Trutko, and Kostecka, 1993). Rather, it is the business for-
mat franchise that accounts for all of the recent growth in

franchising (Trutko, Trutko, and Kostecka, 1993).
The business format franchise arose out of the need

for standardization. It owes its start to the increase in trav-
el that accompanied the expansion of the railroads and
later the interstate highway system. Travelers had no
readily available means of evaluating the quality of such
travelers’ necessities as filling stations, diners, and lodging
establishments. By the 1920s, oil companies had begun to
respond to travelers’ needs for a standard of service and
quality. They were followed by A & W Root Beer in 1925,
Howard Johnson'’s in 1935, and others; but the growth of
the business format franchise is really a product of the
second half of the twentieth century, as typified by Ray
Kroc’s first McDonalds in 1955.

Unlike the product franchise, the business forrmat fran-
chise tends to view the good or service as less important
than the preparation and presentation of the good or ser-
vice. For example, consumers are often presented with a
choice of unfamiliar dining establishments that offer ham-
burgers of unknown quality. Franchises compete success-
fully for the hamburger dollar because many consumers
prefer to choose a hamburger of known and consistent
quality. So consumers are told that McDonalds always
makes its Big Macs the same way, so that they taste the
same in Seattle, Beijing, and Moscow, and the consumer
is pleased because there is no surprise.

Franchising Defined

General Motors, American Express, and McDonalds all
employ franchising in their day-to-day operations. This
diversity among franchisers suggests that franchising must
be defined with broad-brush strokes.

Franchising is a contractual arrangement in
which a franchisee owns and operates a busi-
ness employing the franchiser’s brand name;
wherein the franchisee commonly purchases
various goods from the franchiser, often for
resale. In return, the franchiser receives fees
and royalties for the use of his/her brand name
and typically provides franchise specific inputs
such as operating systems and training. The
contractual arrangement also grants the fran-
chiser the right to set and enforce uniform stan-
dards of quality upon the franchisee (Milgrom
and Roberts, 1992).

This broad definition, like the ensuing mode!, can be
applied to both the product and business format franchise.
Nonetheless, observing the growth of the franchise form is
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not operationally useful to a better understanding of specif-
ically why it has achieved such success. The following
section describes an external growth model that creates
the foundation for the franchising evolution.

Scale, Spatial Preemption, and External
Growth Model

The franchise evolved as an organizational form with the
express purpose of facilitating growth in the distribution and
sale of products. Today, the franchise’s inherent ability to
attract external resources for the purpose of achieving rapid
growth remains at the core of the franchise’s competitive
advantage. Franchisers recruit franchisees in order to
obtain external resources. From the franchisee comes the
capital and managerial efficiency essential to the growth of
the franchise. As depicted in Exhibit 1, when sufficient cap-
ital and management are attracted, the franchise will grow to
the level where it attains economies of scale in one, or more,
of its operations. Simultaneously, a franchise with a highly
differentiated product or service will preempt the most
advantageous geographical territories and locations before
followers can establish a market presence.

The model in Exhibit 1 embodies the four prevalent
arguments for the evolution and success of the franchise: (1)
the ability to raise scarce capital, (2) managerial efficiency,
(3) spatial preemption, and (4) economies of scale (Combs
and Castrogiovanni, 1994; Martin, 1988). Common across
all four arguments is the objective of growth generated
through the control of external resources.

* “Does this venture appear to be following an accept-

ed business model?”

* “Does this venture appear to conform to recognized

principles, rules, and standards?”

The literature on the franchise has often held that the
four explanations for the success of the franchise are in
conflict. For example, Carney and Gedajlovic (1991) and
Martin and Justis (1993) are among those who present
scarce capital and managerial efficiency as alternative
explanations of franchising. In contrast, those that would
integrate explanations may be characterized by the argu-
ments of Castrogiovanni, Bennett, and Combs (1995) who
conclude “franchisers generally are concerned with both
administrative efficiency and resource scarcity, though
their concern over one relative to the other may vary some-
what with their particular circumstances.” Exhibit 1 repre-
sents the broader perspective, as exemplified by
Castrogiovanni, Bennett, and Combs (1995) and suggests
that the four explanations may be complementary and inte-
gral components in the same model.

Financial Resources

As represented in Exhibit 1, franchisers seek two initial
inputs from franchisees: capital and managerial ability.
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Exhibit 1
External Growth of the Franchise
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Franchising may be the least expensive way for a franchis-
er to raise the capital needed for expansion (Oxenfeldt and
Kelly, 1968). Facing constraints on the ability to raise growth
capital in traditional markets, the franchiser turns to a non-
traditional investor, the franchisee. When the franchisee
pays for the privilege of expanding the franchise, the fran-
chise grows without tying up capital, incurring debt or lease
obligation, or diluting equity. There is no alternative arrange-
ment that will result in a lower cost of capital (Caves and
Murphy, 1976). This explanation, despite its face validity,
relies on the assumption of capital market imperfections and
is not without its critics (e.g., Norton, 1988b; Rubin, 1978).
Nonetheless, both Kauffman and Dant (1996) and Carney
and Gedaijlovic (1991) offer convincing empirical support for
the capital acquisition argument.

Managerial Efficiency

The franchisee and his or her capital are inseparable and
necessary components in the growth of the franchise.
Reliance on the franchisee for capital also results in the
recruitment of an owner—manager whose motivation is
aligned with that of the franchiser (Lafontaine, 1992).
Simply put, both the franchiser and franchisee have a
financial investment in the franchise and thus a mutual
interest in the franchise’s success. The double arrow con-
necting capital and managerial efficiency in Exhibit 1 rep-
resents the tie between the franchisee’s investment and
his or her commitment to efficient management.

The franchiser needs more than just capital from the
franchisee, because as Penrose (1958) in her classic, The
Theory of the Growth of the Firm, points out, the growth of
the firm is limited by the availability of managerial talent. A
firm or franchise can grow no faster than its ability to indoc-
frinate its managers into the firm’s culture and routines.

The problem is one of agency (e.g., Alchian and Demsetz,
1972; Jensen and Meckling, 1976). For hired management
(i.e., the agent), the firm incurs two expenses that are not
present when the owner and manager are the same indi-
vidual. Hired management must be thoroughly indoctrinat-
ed into the firm’s culture in order to minimize the hired man-
ager’s incentive to shirk, or otherwise place her or his inter-
ests ahead of those of the firm’s owners. This indoctrina-
tion, typified by a manager’s upward progress through the
hierarchy of the firm, often takes years. Not only must
agents be indoctrinated, they must be monitored to ensure
their actions are in the firm’s best interest. Indoctrination,
when combined with performance monitoring, results in
managerial efficiency.

Indoctrination takes time and monitoring is expensive,
thus hired management is a less-than-perfect substitute for
ownership. A franchisee, as owner and manager, has his
or her wealth invested in the success of the franchise and
has no incentive to shirk. This alignment of the franchiser
and franchisee’s motiyation means the time the franchiser
must spend on indoctrination is reduced to training in the
franchiser’s systems and routines. In support of this argu-
ment, Norton (1988b) finds that franchising is significantly
correlated with agency incentives; while Carney and
Gedajlovic (1991) find that both agency considerations and
capital acquisition contribute to the growth of the franchise.

The reduction in monitoring costs found in the franchise
form of organization may constitute a significant cost
advantage because the monitoring problem of agency
increases as a function of the spatial dispersion of a firm's
locations (Norton, 1988a). That is, as a firm's locations
become geographically dispersed, the cost of monitoring
managers and enforcing quality standards increases. The
franchise, through the alignment of franchiser and fran-
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chisee interests, serves to reduce the travel and bureau-
cratic costs associated with monitoring the performance of
dispersed locations. In support of this argument, both
Brickley and Dark (1987) and Lafontaine (1992) found that
franchise locations*close to headquarters were more likely
to be company owned and managed than more distant
locations, which were more likely to be under the control of
franchisees.

Spatial Preemption and Economies of Scale

The need for rapid growth and the accompanying spatial
preemption is particularly important when the franchiser
has an innovative retail concept (Carney and Gedajlovic,
1991). Locations are dispersed as the franchiser attempts
to capitalize on his or her first mover advantage by pre-
empting the most desirable locations and saturating the
market for her or his type of business (e.g., Julian and
Castrogiovanni, 1995; Lillis, Narayana, and Gilman, 1976).
Thus, high growth and preemptive strategies are most
important for young franchises and this assumption is sup-
ported by the findings of Martin and Justis (1993} and
Eaton and Lipsey (1979).

The desire to capitalize on a franchise’s first-mover
advantage leads to rapid growth, the end result of which
may be the attainment of economies of scale (e.g.,
Hoffman and Preble, 1991; Martin, 1988). Economies of
scale are reached when the average unit cost of a given
activity or product can be shown to decrease as the quan-
tity produced increases (Sheperd, 1990). Franchises attain
economies of scale on two levels. Scale may be realized
as a result of the totality of sales across all units in the fran-
chise. Scale on this level is characterized by volume dis-
counts in purchasing. Economies of scale may also be a
function of the number of units in the franchise. For exam-
ple, national advertising is only of benefit if the franchise
has a sufficient number of units with a national dispersion.
In the later case, Caves and Murphy (1976) stress the effi-

cacy of the franchise as the ability to centrally coordinate
the activities associated with scale while decentralizing the
benefits associated with scale. Thus, the franchise is an
organizational form that provides a cost advantage to each
unit when it realizes economies of scale in activities that
may be centrally organized. Exhibit 2 lists the activities for
which researchers have noted economies of scale in the
franchise. In summary, economies of scale are a function
of both total sales aggregated across all of the units in the
franchise and the total number of units in the franchise.

Internal Growth Model

The activities described in the préceding section form the
basis for the low-cost or differentiation-based competitive
advantage shown in the internal growth model presented
below.

Scale

While it is the quest for economies of scale that drives
external growth, it is the attainment of economies of scale
that forms the basis for internal.growth. These economies
of scale arise when a firm is able to realize savings in any
one, or a combination, of two actions—the amortization of
fixed costs and an increase in bargaining power. In turn,
the franchise’s inherent ability to amortize costs, as well as
its advantageous bargaining position, may result in com-
petitive advantage (Martin and Justis, 1993).

The ability to amortize fixed costs is a function of the
degree of specialization in the franchise organization. Like
economies of scale, specialization is a function of size
(e.g., Blau, 1970; Williamson, 1979) and thus the level of
specialization and scale appear to be highly correlated in
the franchise. In order to achieve the benefits of scale,
each activity listed in Exhibit 2 requires a centralized
departmental function. For example, consider that spe-
cialized assets are required to create and maintain soft-
ware capable of tracking a customer’'s product prefer-

Exhibit 2
Franchise Activities Subject to Economies of Scale

National brand names (advertising)

Distribution

Information systems
Risk management
Training

Quantity discounts

Caves and Murphy, 1976
Mathewson and Winter, 1985
Litz and Stewart, 1998
McGuire, 1971

Stephenson and House, 1971
Oxenfeldt and Kelly, 1968
Martin, 1988

Mendelsohn, 1985

Pilling, 1991
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ences. The ability to amortize the cost of this specialized
software is a function of the scale of the franchise’s opera-
tions; that is, the unit cost decreases as a function of the

number of franchise units and customers served.
By comparisgn, the bargaining power that results from

economies of scale is a function of volume. The more the
firm buys from a supplier, the greater a firm's ability to
negotiate volume discounts. Thus, economies of scale
derived from increased bargaining power are associated
with reduced costs, while scale economies derived from
specialization may be associated with an increase in cus-
tomer focus (e.g., advertising and training) and low costs
(e.g., distribution and risk management).

Scale and Differentiation, and Scale and Low-
Cost Based Competitive Advantages

Scale economies are potentially a source of competitive
advantage. Porter (1985) popularized the concept of com-
petitive advantage based on a firm’s ability to gain either a
cost-based or a differentiation-based advantage over its
competition. Hill (1988) made the argument for competi-
tive advantage based on both low cost and differentiation.
In his arguments for a simultaneous low-cost and differen-
tiation-based advantage, Hill (1988) states that economies
of scale may be a source of both low-cost and differentia-
tion-based advantages. To illustrate Hill's argument, con-
sider that a franchise may choose to develop specialized
software that tracks customer preferences. This attention
to the customer’s needs should increase customer satis-
faction and loyalty, thus differentiating the firm from its
competitors and increasing its competitive advantage as
noted in Exhibit 3. This increase in the level of differentia-
tion will result in a higher sales volume. Arise in sales vol-

ume translates into a need to purchase inputs in larger
quantities which will increase the firm’s bargaining power
relative to its suppliers, thus decreasing the firm’s costs for
inputs as represented in Exhibit 3. The decrease in the
cost of inputs contributes to a cost-based competitive
advantage. The argument may be reversed: a low-cost
advantage may increase the firm’s ability to differentiate. If
the power of this software example is increased by sever-
al of the activities contained in Exhibit 3, the franchise can
be seen to exhibit exceptional potential for internal growth
through the attainment of a simultaneous cost- and differ-
entiation-based advantage.

»

The Full Model and the Role of Quality

The purpose of external resource acquisition is the timely
attainment of economies of scale and the accompanying
competitive advantage. A consequence of scale economies
is internal growth through low-cost and differentiation-based
competitive advantage. Franchises leverage the economies
of scale noted in the external model into competitive advan-
tage in the marketplace, either through low-cost or differen-
tiation. Hence, external and internal growth are linked
through economies of scale as represented in Exhibit 4. In
addition to combining Exhibits 1 and 3, Exhibit 4 incorpo-
rates a feedback loop representing the contractual respon-
sibilities of the franchise agreement.

The contract between the franchiser and franchisee
grants the franchiser the right to set and enforce uniform
quality standards on the franchisee (Milgrom and Roberts,
1992). The feedback loop in Exhibit 4 represents, in part,
this quality monitoring and the effect of quality standards
on franchise performance. Quality products and services
increase sales contributing to the early attainment of scale

Exhibit 3
Internal Growth of the Franchise
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Economies
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Low-cost |
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Exhibit 4
Competitive Advantage of the Franchise—The Full Model

External
Growth

Capital

Internal
Growth

Low-cost

Franchiser

Economies of Scale
and Preemption

Competitive
Advantage

=

Agency

A %

Differentiation

Financial Returns &
Quality Monitoring

economies and, not unlike economies of scale, quality
may also be associated with the attainment of low-cost
and differentiation-based advantages.

Quality is integral to franchising, but the concept of
quality has many dimensions and is best defined within
the context of the franchise (Gehani, 1993). The business
format franchise arose from the customer’s need to rely on
an identifiable brand name for products and services of a
predictable standard of quality, regardless of the geo-
graphical location of those products and services (Dickie,
1992). This customer demand for a standard of quality is
consistent with Reeves and Bednar’s (1994) definition of
quality as products or services conforming to a standard
that meets or exceeds customer expectations. Thus, it
may be argued that quality is an integral and essential

comlgonent of the franchise operation.
eed, Lemak, and Montgomery (1996), addressing

the role of quality in competitive advantage, avoid the
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terms differentiation and low-cost because these terms are
derivatives of the economic discipline. instead, they argue
that market advantage and process efficiency are the
appropriate terms and concepts for quality management.
Semantics aside, differentiation and market advantage and
low-cost and process efficiency are very similar, if not iden-
tical concepts. Reed, Lemak, and Montgomery (1996)
define market advantage as a condition that occurs “when
customers’ needs are being better satisfied than they can
be by rival firms’ offerings.” The result of this is “that a firm
is generating (supernormal) profits by attracting and retain-
ing these customers longer, and/or the firm is able to
charge a premium price for products” (Reed, Lemak, and
Montgomery, 1996). Market advantage is therefore analo-
gous to differentiation. Process efficiency, being based on
the concept of continuous improvement, is seen as the
main tool for ensuring compliance to a standard while
improving efficiency. Consequently, process efficiency is

I
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only a part of the greater low-cost construct which includes
other paths to reduced costs, including economies of scale
and the resultant bargaining power over suppliers (Reed,
Lemak, and Montgomery, 1996). Thus, pursuit of a quality
standard in itself may result in a differentiation and low-
cost based competitive advantage.

it is the centralized monitoring of the franchisee that
ensures quality and performance will be realized by the
greater franchise organization. However, it is not enough
to simply enforce a fixed standard of quality. Only if the
franchiser uses feedback from the franchisee to constant-
ly imprave the quality of goods and services, will a com-
petitive advantage be sustained.

Application

The development of the model of the strategic advantage
of the franchise suggests lessons applicable to the mar-
ketplace. Franchises are not necessarily successful;
indeed Bates (1995) documents a greater failure rate for
new {ranchisees than new independent businesses over a
four-year period in the 1980s. A high failure rate for new
franchisers has also been noted (Bates, 1995).
Franchisee failure is due to a number of factors, but the
failure of the franchise to achieve economies of scale,
whether due to saturated markets or other reasons, may
be the most common. This suggests that both the poten-
tial franchiser and franchisee should carefully evaluate the
likelihood of the franchise attaining economies of scale.
From the franchisee's perspective, the initial ques-
tion should be whether, or not, the franchise has attained
sufficient size to achieve economies of scale in procure-
ment and one, or more, specialized activities. This is not
an easy task, since economies of scale are both process
and industry specific. Nonetheless, there are key indica-
tors; for example, the average number of units within a
franchise in the industry, or in a comparable industry. The
use of the average number of units, while superficially sim-
plistic, is consistent with two common economic measures
of scale—the survivor test (Stigler, 1958) and the top 50-
percent size averages (Scherer, Beckenstein, Kaufer, and
Murphy, 1975). Clearly, a franchise that comes up short of
average and is demonstrating slow growth in the number
of franchise units should be suspect. On the other hand, a

franchise with a high growth rate, above average number of
units, or both, is more likely to achieve, or have achieved,
economies of scate.

Achieving economies of scalé in one area may not be
sufficient to ensure a competitive advantage. Franchisees
should examine the number of areas in which the franchise
has, or is likely to, achieve a competitive advantage.
Clearly, a hotel franchise with brand name recognition, a
reservation system, a training program and scale
economies in procurement is of greater potential value than
a hotel chain with only brand name recognition. Indeed, it
may be that positive brand name recognition and an effi-
cient reservation system are inseparable for a franchised
hotel system.

Finally, the strictest attention should be paid to the
extent the franchiser enforces the quality standards of the
franchise. The business format franchise evolved as a
business form for the express purpose of offering the pub-
lic a good or service of predictable quality regardless of
physical location. Any fluctuation in quality from location-
to-location across the franchise is a threat to the fran-
chisee.

Conclusions

That franchising follows accepted theories of strategic com-
petitive advantage is anything but a coincidence. The fran-
chise emerged in the U.S. before the Civil War due to the
need to distribute and service complex consumer products
invented by entrepreneurs like Singer and McCormick.
Today'’s franchise is the result of more than 150 years of
trial and error (Dickie, 1992). During its evolution, the fran-
chise developed a dual approach to growth, employing
both external and internal resources to achieve both a dif-
ferentiation and cost-based competitive advantage.
Customer demands also forced the franchise to focus on
quality long before quality management techniques were
popularized across the business landscape. This empha-
sis on growth and quality has allowed the businesspeople
who employ the franchise form of business organization to
consolidate many markets within the relatively fragmented
retail sector of the econory. The result has been a form of
business organization that currently dominates retailing in
the U.S. economy.
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