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Abstract

The focus of this study is on the problem of finding the optimal balance between the number
of company-owned and franchised outlets. We start with the factors that determine a
company’s propensity to franchise in the emerging market of Russia. Data on 46 companies
of different industrial affiliations for 2010 were examined. It is revealed that the proportion of
franchised units is positively correlated with the number of cities a company operates in and
is negatively correlated with a company’s size. In line with these findings, we also reveal that
the hypothesis of a nonlinear relationship between the proportion of franchised outlets and a
company’s return on assets is also supported in the sample of organizations considered.
Therefore, an increase in the proportion of franchised outlets over a certain limit is not
appropriate for a firm. This result can be explained in terms of two major risks inherent in the
franchising strategy that come into play as the franchise proportion of a company grows: the
risk of brand disruption and the risk of losing business.

Keywords: hybrid strategy, franchising, franchise proportion, Russia, franchised outlet,
corporate performance.

Introduction

The problem of selecting a company’s growth strategy is discussed in a large number of
research papers. There are several options for business expansion, such as vertical or
horizontal integration, an organic growth of business or expansion involving the use of hybrid
strategies (Peng, Heath, 1996; Peng, 1997). The organic growth strategy involves the creation
of company-owned units, while the hybrid strategy enables a company to grow via divisions
that are not under the full ownership and control of the company. Examples of the hybrid
growth strategy include franchising (Norton, 1988; Sorenson, Sorensen, 2001; Michael,
2000), licensing (Sorenson, Sorensen, 2001), strategic alliances, partnerships, and joint
ventures (Peng, Heath, 1996; Peng, 1997). These strategies are beneficial if they make it
possible for a company to offer products and services with less risk and a relatively low
capital investment (Chathoth, Olsen, 2007).



This paper focuses on the hybrid growth strategy of franchising. Franchising is defined as a
method for the distribution of products and services that allows an independent entrepreneur
(i.e., the franchisee) to acquire from the parent company (i.e., a franchisor that runs a network
of outlets) the right to sell the products or services under its brand name and to use its
business practices (Lafontaine, 1992; Combs, Michael, Castrogiovanni, 2004; Pruett, Winter,
2011). Although franchisors and franchisees are legally independent from each other, they
share the same targets (Insa-Ciriza, 2003; Berbel-Pineda, Ramirez-Hurtado, 2012). The
franchising strategy is usually applied in economic sectors that involve direct contact between
a customer and a company (Ingram, Baum, 1997; Barthelemy, 2008). Its wide use started in
1940s and 1950s and nowadays franchising is one of the fastest developing types of business
all over the world (Mendelsohn, 2005; Antonowicz, 2011; Ramirez-Hurtado, 2011).
Franchising accounts for 40% of retail sales in the U.S., and, in some industries (e.g.,
restaurants, photocopying services, tax documentation preparation services), this percentage
is even higher (Combs, Ketchen 2003; Michael, Combs, 2008; Sul, Khan, 2006; Gerhardt,
Dudley, Hazen, 2012).

Franchising in Russia is mainly used in the following four economic sectors: catering, retail,
services and petrol stations (Panyukova, 2005). It should be noted, however, that the
quantitative data on the number of franchisors in Russia are contradictory (Ibadova, 2006).
The estimates range between 100 and 200 companies. In general, it appears that although this
growth strategy tends to be applied more frequently, it is still not widespread in Russia
(Malkova, 2006). In particular, it is noted that the small businesses in the Russian Federation
are inclined towards maximum autonomy and independence, whereas abroad, a considerable
number of small firms operate under franchising contracts and subcontracts (Larichev,
Strelkov, 2006).

For the last four decades a lot of attention in scientific research was given to the question why
and under what conditions companies use franchising (Combs, Ketchen, Short, 2011; Diaz-
Bernardo, 2012). Existing research on the aspects of franchising strategy can be divided into
two large groups. One group of research papers (see (Roh, 2002)) investigates the factors that
determine a company’s propensity to franchise. Another group of papers (see (Koh, Lee,
Boo, 2009)) is devoted to the analysis of the relationship between the proportion of
franchised outlets and a company’s financial performance.

To date, the majority of studies were devoted to the analysis of different aspects of the
franchising strategy in the developed markets. At the same time, it seems that the
implementation of the franchising strategy in emerging markets, like Russia, has its own
distinct characteristics. In Russia in particular, the franchise operations are characterized by
two key features. First, franchising is widely used in a fairly limited number of regions of the
country (Panyukova, 2004a). This situation is caused by the intention of the parent company
to retain control over the franchisees. Second, the use of franchising is often characteristic of
large companies with high brand value. These companies adopt this strategy to ensure the
required growth rate. These features are not typical for developed markets.

In light of these peculiarities, we investigate in our paper whether the factors that determine a
company’s propensity to franchise in developed markets are the same for emerging markets.
Among these factors, we consider the size of the firm and the geographic range of its outlets.
Then we analyze if there is an optimal proportion of franchised to company-owned outlets
that maximizes a firm’s financial performance and minimizes the risks of the franchising



strategy. This paper also specifies the risks of adopting the franchising strategy in Russia, as
exemplified by several companies.

The paper consists of 4 parts. It starts with the literature review and research hypotheses.
Next, research methodology is described. In the next section the empirical results of the study
are presented and discussed. The next section concludes.

Literature review and hypotheses

One of the main goals of our paper is to identify the determinants of a company’s propensity
to franchise in the emerging market of Russia. We believe that there are factors that persuade
firms to use franchising and those that dissuade them from using this strategy. That’s why, on
balance, the company has to find the optimal franchise proportion that, from the one hand,
maximizes its financial performance and, from the other hand, minimizes the risks of
franchising for this particular company (Figure 1).

Maximization of financial Minimization of risks of the
performance franchising strategy

Existence of the optimal
franchise proportion

Factors that encourage Factors that discourage )
companies to use companies from using
franchising (e. g. great franchising (e. g. big size
geographic range of of the company in terms
operations) of assets)
: /
A
Advantages of the Disadvantages of the
franchising strategy franchising strategy

Figure 1: The theoretical model of research

One of the main factors that stimulates companies to use franchising is a firm’s strategy for
geographic expansion. At least two theories back up this argument.

Firstly, the agency theory suggests that the choice between a company-owned and a
franchised outlet depends on the amount of agency costs (Brickley, Dark, 1987; Caves,
Murphy, 1976; Fama, Jensen, 1983; Jensen, Meckling, 1976; Lafontaine, 1992). Because the
compensation schemes of franchisees’ managers are usually tied to their outlet’s
performance, they have less incentive to avoid doing their duties in contrast to the managers



of company-owned outlets, who often receive a fixed salary plus a possible small additional
bonus. As a result, the companies adopt a franchising strategy to lower the costs of
monitoring outlet managers. Evidently, difficulties of controlling managers of company-
owned outlets become more acute as the geographic range of operations of a company
increases.

Secondly, the active use of franchising in geographically dispersed companies can also be
explained by the resource dependence theory (Brickley, Dark, 1987; Carney, Gedajlovic,
1991; Combs, Ketchen, 1999; Lafontaine, Kaufmann, 1994; Norton, 1988; Sen, 1998;
Oxenfeldt, Kelly, 1969; Hsu, Jang, 2009). According to this theory, a firm adopts the
franchising strategy when it lacks the financial, human and/or information resources that are
necessary for growth (Dant, Paswan, Kaufmann, 1996; Kaufmann, Dant, 1996; Oxenfeldt,
Kelly, 1969; Hsu, Jang, 2009; Roh, 2002). In general, franchising is regarded as a strategy for
small and young companies that do not have sufficient capital for rapid expansion (Oxenfeldt,
Thompson, 1968; Oxenfeldt, Kelly, 1969; Hunt, 1973; Caves, Murphy, 1976; Martin, 1988;
Manolis, Dahlstrom, Nygaard, 1995; Dant, Kaufmann, Robicheaux, 1998). In other words,
franchising provides an opportunity for a company to acquire low-cost resources, which
allow it to increase its market share (Laurie, 1995) without incurring a significant amount of
debt or equity financing (Roh, 2002).

The aforementioned theoretical underpinnings of the role of franchising in the regional
expansion of a company allow us to stipulate the first hypothesis of this study:

H1. There is a positive relationship between the geographic range of a company’s operations
and its proportion of franchised units.

As the organization grows, it can revise its strategy, which means that, at some point, it may
renounce the use of franchising. This decision may be influenced by the potential issues that
the adoption of the franchising strategy could cause for the company. The most prominent of
these issues include the following: 1) legal complexity (i.e., difficulties in ensuring
compliance with the contract terms on the part of a franchisee); 2) loss in operating income
because the franchisor does not own the franchised divisions and can thus claim only a share
in the income generated by these divisions; 3) potential conflicts with franchisees on
maintaining the required quality standards; and 4) difficulties in maintaining confidentiality
and trade secrets (Panyukova, 2004b; Andrew, Damitio, Schmidgall, 2007; Koh, Lee, Boo,
2009; McCuddy, Eser, Pinar, 2011; Kashyap, Antia, Frazier, 2012). Therefore, we can
assume that large companies (in terms of assets or revenues) that possess substantial
resources tend to avoid using the franchising strategy to reduce their risks. This allows us to
formulate the second hypothesis of the study:

H2: There is a negative relationship between a firm’s size and the proportion of franchised
units.

Given that the franchising strategy has both advantages and disadvantages, companies have
to make the decision about the proportion of company-owned to franchised units. This
decision plays an important role in the implementation of the franchising strategy because the
franchise proportion may influence a company’s financial performance (Sorenson, Sorensen,
2001). The issue of finding an optimal proportion of company-owned to franchised units can
be addressed from different perspectives.



According to the agency theory, franchising is an effective way of running a business in
situations where the marginal costs of monitoring managers of a company-owned unit are
higher than the costs of implementing a franchise agreement (Rubin, 1978; Brickley, Dark,
1987; Brickley, Dark, Welsbach, 1991). In this case, franchising agreements make it possible
to shift a significant share of the administrative and monitoring costs onto the franchisee,
thereby reducing the costs of the franchisor (Shane, 1996). We can also assume that when the
costs of implementing a franchise agreement start to exceed the marginal costs of monitoring
the managers of company-owned units, the management will tend to oppose the use of
franchising.

At the same time, franchising can be seen as a way to diversify a firm’s operations.
Franchising represents a separate type of operation that demands specific competencies from
an organization. A parallel launch of company-owned and franchised units makes it possible
to reduce a company’s risk and cost of capital, which ultimately leads to an increase in its
value (Koh, Lee, Boo, 2009). In general, some authors have come to the conclusion that there
is an inverse U-shaped relationship between a company’s proportion of franchised units and
its sales volume, which is explained in terms of under- or over-diversification, i.e.,
insufficient use of franchising or an excessive proportion of franchised units, respectively
(Sorenson, Sorensen, 2001). In this regard, we can assume that there is an optimal proportion
of company-owned to franchised outlets that can maximize a company’s value.

The necessity of maintaining a trade-off between the number of company-owned and
franchised outlets is also supported by the resource-based theory of the firm. This theory
addresses the unique and difficult-to-imitate resources that enable companies to improve their
performance. In the case of franchising, such resources include a valuable brand and tacit
(i.e., difficult to copy) business practices (Barthelemy, 2008; Solis-Rodriguez, Gonsalez-
Diaz, 2011). On the one hand, both groups of resources provide organizations with a
competitive advantage. On the other hand, they add complexity to franchise operations. For
example, if a franchisor owns a valuable brand, its franchisees may not be inclined to devote
much attention to the quality of service they provide because a popular brand can ensure the
necessary flow of customers even when the service is of lower quality. However, such an
approach can obviously damage both the franchisor and its franchisees in the long run. Tacit
business practices, in turn, can also impede franchise operations because it then becomes
difficult to transfer knowledge from a franchisor to its franchisees (Barthelemy, 2008). Thus,
it is necessary to find a trade-off between the number of company-owned and franchised
businesses that ensures the most efficient use of a company’s resources.

In general, regardless of the approach (e.g., the agency theory, the diversification approach,
the resource-based theory of the firm) that is used to justify the existence of an optimal
proportion of franchised outlets for a firm, we can state that, at a certain point, the
shortcomings of the franchising strategy can begin to outweigh its advantages. Hence, an
increase in the proportion of franchised outlets beyond a certain limit is inappropriate for a
company. In this regard, we put forth the following hypothesis:

H3: There is a non-linear relationship between the proportion of franchised units and a
firm’s financial performance.



Methodology

The main method used in this research is a regression analysis. We tested our regression
models on a sample of companies that adopt the franchising strategy in the Russian market.
Both Russian and non-Russian companies were considered. The data on the firms’ franchise
operations were taken from the official websites of the Russian Franchising Association
(Russian Franchising Association, 2010), the company Beboss.ru (Beboss.ru. Official site,
2010) and the franchisors themselves. The financial reports were collected from the SPARK
database (SPARK database, 2011).

The main criteria for selecting companies were the following: 1) the availability of financial
reporting for 2010; 2) the availability of data on the proportion of franchised to company-
owned outlets for 2010; and 3) the availability of data on the number of Russian cities the
company operates in (via company-owned outlets, franchised outlets or both) for 2010. On
the basis of these criteria, data on 46 companies representing different industrial affiliations
were collected.

To test the first and second hypotheses, we used the following regression model:

FR =6, +o,NumbTowns + 8, INTA+ 5,ROA+e, 1)

where FR is the proportion of franchised outlets to the total number of a company’s outlets;
NumbTowns is the number of cities the company operates in; InTA is the natural logarithm of
firm’s total assets; ROA is return on total assets; do, 01, d2, d3 are unknown parameters of the
model and e is an error term.

To test the third hypothesis, we used the following regression model:
ROA= f3y + BiFR+ ,FR? + & @)

where ROA is the return on total assets; FR is the proportion of franchised outlets to total
number of company’s outlets; fo, f1, 2 are unknown parameters of the model and ¢ is an
error term.

We used the OLS estimation procedure. Additionally, for each model considered, we
calculated robust standard errors of coefficients." Table | presents the descriptive statistics for
the variables of the regression models.

Table I: Descriptive statistics for the variables in the regression models

. Standard Minimum Maximum
Variable Mean value .
deviation value value
ROA 49 25.8 -75.09 74.9
FR 63.2 29 10 100
INTA 17.6 25 13.03 22.3
NumbTowns 24.2 28 1 115

Note: ROA is return on assets; FR is the proportion of franchised outlets to the total number
of a company’s outlets; InTA is the natural logarithm of firm’s total assets; NumbTowns is the
number of cities the company operates in. ROA and FR variables are measured in percentage
points; NumbTowns is measured in units.



As shown in Table I, the minimum proportion of franchised units in the data sample
considered is 10%, whereas the maximum proportion is 100%. The maximum number of
cities the companies operate in is 115.

Table 11 presents the correlation matrix of the dependent and independent variables of the
regression models.:

Table I1: Pearson correlation coefficients and their significance

ROA FR INTA NumbTowns
ROA 1.00
e
A
NomTowns | ¢ i ooan | oossy |+

Note: The p-values for the test of whether the correlation coefficient is statistically
significant are in parentheses. ROA is return on assets; FR is the proportion of franchised
outlets to the total number of a company’s outlets; InTA is the natural logarithm of firm’s
total assets; NumbTowns is the number of cities the company operates in.

The correlation results support the expected relationship between the proportion of franchised
units and the two factors that determine a company’s propensity to franchise — the size of
the company and the extent of its geographic expansion. Table 2 shows that FR is negatively
related to a company’s size and positively related to the number of cities in which a company
operates. Both of the correlation coefficients are statistically significant.

The sign of the correlation coefficient between FR? and ROA is negative. This result implies
the existence of an expected non-linear relationship between these variables, i.e., the
existence of an optimal franchise proportion that maximizes a company’s return on assets
and, therefore, its value. However, this correlation coefficient is not statistically significant.

Empirical results

The results of the regression analysis are shown in Table III.



Table 111: OLS estimates of the regression models

Independent variables Model (1) | Model (2)
Intercent 133.75 -24.64
P (0.000) | (0.108)
-0.042
ROA ©0.786) |
1.55
FR - (0.023)
) ] -0.014
FR (0.022)
-4.77
INTA ©0.001) |
NumbTowns (()(')50600) -
R? 0.3445 0.1415
The significance of a model (F-criterion) | (0.0001) | (0.0703)

Note: The p-values for the tests of whether models and separate variables are statistically
significant are in parentheses. ROA is return on assets; FR is the proportion of franchised
outlets to the total number of a company’s outlets; InTA is the natural logarithm of firm’s
total assets; NumbTowns is the number of cities the company operates in.

As shown in Table Ill, both of the regression models used in our study are statistically
significant. Model (1) is significant at the 0.1% level, while model (2) is significant at the
10% level.

In model (1), the NumbTowns variable is statistically significant at the 0.1% level, and the
sign of the coefficient on this variable is positive. Thus, it can be inferred that, in the sample
of companies examined, the proportion of franchised units increases when the extent of
geographic expansion of a firm becomes greater. The InTA variable in this model is also
statistically significant (p<0.01), and the sign of the coefficient on this variable is negative.
This result indicates that larger companies strive to avoid using the franchising strategy.

In model (2), the FR? variable is statistically significant at the 5% level, and it has a negative
coefficient. Thus, the regression analysis supports a non-linear relationship between the
proportion of franchised units and a firm’s financial performance, which is measured by the
return on total assets. In other words, there may be an optimal proportion of franchised units
that maximizes a firm’s return on its assets and its value (Hsu, Jang, 2009). According to
these results, the optimal franchise proportion is 55.4%. When the proportion of franchised
units starts to exceed the “optimal” value, the return on assets begins to decline.

Discussion

The focus of the current paper is on the relationship between the proportion of franchised
units and a company’s financial performance.

The study confirmed that the strategic goals of the organization regarding the extent of its
geographic expansion are important factors affecting the proportion of its franchised units.
The results demonstrate that the proportion of franchised outlets tends to grow with the
increase in the number of cities in which the company operates. This result is consistent with



the current theory regarding a company’s geographic expansion. That is, the organizational
intention to grow requires additional resources to penetrate new markets, which franchisees
indirectly provide. Additionally, more geographically dispersed companies have difficulty
controlling their own outlets. As a result, to minimize these costs and accelerate the
expansion process, the companies usually resort to franchising.

The proportion of franchised outlets is also determined by the size of the company. We found
a negative relationship between a firm’s size and the number of franchised outlets in the data
sample examined. This result has a theoretical rationale. The implementation of the
franchising strategy does not require a significant investment in assets, so the company with a
large amount of assets is likely to grow by launching company-owned, rather than franchised,
units. Large companies do not rely heavily on franchising as the growth strategy for at least
two reasons. First, these organizations usually have the resources required to finance their
own growth, and second, even if they initially use franchising, these companies tend to
eventually buy back the most financially successful franchised units to obtain the benefits
that previously accrued to the franchisee (Combs, Castrogiovanni, 1994; Roh, 2002).

Another important finding of the current paper is a non-linear relationship between the
proportion of franchised units and a firm’s financial performance, as measured by the return
on its total assets. According to the results, an increase in the proportion of franchised outlets
initially leads to a rise in a company’s return on assets. However, there is a certain optimal
proportion of franchised units that maximizes a firm’s return on assets. When this proportion
is exceeded, a company’s financial performance worsens. This result indicates that the
benefits of the franchising strategy depend, to a certain extent, on the proportion of franchised
outlets to the total number of the company’s outlets. As this proportion grows, the
shortcomings of the franchising strategy become more prominent and, at some point, begin to
outweigh its advantages. This is why managers are usually inclined to limit the number of
franchised outlets the company has.

Another reason to search for the optimal balance between company-owned and franchised
outlets concerns the minimization of potential negative outcomes related to the franchising
strategy (Figure 1). There are at least two risks associated with the franchising strategy: the
risk of brand disruption and the risk of losing business.

The risk of brand disruption addresses the possible deterioration of the consumers’ perception
of the franchisor’s brand because its franchisees do not pay enough attention to the quality of
the goods or services they provide. As a result, income from both franchised and company-
owned units may decrease. In general, the value of a company’s brand is one of the most
important factors that influence the organizational intention to use franchising (Roh, 2002).
The more valuable the company’s brand is, the more significant the consequences are for an
organization if a franchisee violates the contract. This is why the risks of the franchising
strategy tend to increase with the growth of a company’s brand value. This fact could
encourage many large companies to limit their use of franchising.

The intention to avoid the risk of brand disruption can explain why many Russian companies
are not willing to conduct franchise operations. A restaurant chain called “Dve palochki”
serves as a good example in this regard. Its management refused to use franchising in spite of
the general orientation of the company towards fast growth. The owners of the company
attributed this to the high importance of maintaining quality standards for the company,
which the franchisees may fail to achieve. Measures to reduce the risk of brand disruption



include the monitoring and training of the franchisees. We need to keep in mind, however,
that the marginal costs of monitoring a franchisee’s managers may be too high, which will
make the whole franchise operation inefficient.

The second risk of the franchising strategy is the risk of losing business. This risk is
especially pronounced in emerging markets, including that of Russia. The Russian legislation
on franchise operations has some gaps (Malkova, 2006; Panyukova, 2004a; Rykov, 2001).
For example, in Russia there is no separate federal law on franchising. This is why franchise
operations in the country are conducted according to different contracts — license
agreements, purchase and sale agreements, etc. In these circumstances, the risk of losing
business can be significant!. For example, when implementing the franchising strategy, the
chain of fast food restaurants “Kroshka-Kartoshka” has been unable to protect its brand and
technology within the existing legislation. As a result, a rival organization with a similar
product appeared on the market (Osadshaya, 2004).

In general, the risk of losing business contributes to the reasons why the management of
many Russian companies often avoid using the franchising strategy or at least why they tend
to launch company-owned units in parallel with the franchised units.

In general, these two risks of the franchising strategy can explain the existence of a non-linear
relationship between the proportion of franchised units and a company’s financial
performance. Yet it seems that this functional relationship is not universal. Indeed, it may be
specific to a particular company and be contingent on the nature of the business processes
franchisees can perform under their contracts.

As mentioned earlier, franchise operations are hampered by tacit business practices, which
are hard to convey to franchisees. From our point of view, the crucial issue here is the extent
to which the business processes performed under the franchise agreement are core for the
franchisor, i.e., the extent to which these business practices form the basis of the franchisor’s
core competencies.

The example of “Dve palochki” shows that when a company’s core competencies form the
scope of the franchise agreement (in this case, the capability to ensure the quality of food and
create an appropriate atmosphere), franchising strategy results in some risks. If the franchise
agreement provides for only a partial transfer of the core competencies of the company, these
risks are not as great. For example, one might consider the company “Helix,” which conducts
independent clinical analysis for private clients (“Helix”. Official site, 2012). Its franchise
agreement covers only the process of collection of, for example, blood or urine samples. The
clinical analyses that form the core competencies of the company are processed in the central
laboratory. In this case, there is no transfer of the entire set of core competencies to the
franchisees. This allows the company to alleviate the potential risks of the franchising
strategy. All in all, we assume that the relationship between the proportion of franchised units

LIt is not only franchisors that face legal issues in the process of implementation of franchise agreements.
Franchisees have these issues as well. There is evidence that, in Russia, a large number of pseudo-franchises
(i.e., franchises that authorize the use of brands that are not registered in accordance with the existing
legislation) are being sold (Denisov, 2009). Moreover, these brand names are often very similar to the names of
famous brands known worldwide, which is why they often mislead potential franchisees. If a pseudo-franchise
is acquired, the franchisees will have little chance to plead their case if the original owner of the trademark takes
steps to protect its intellectual property rights.
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and the financial performance of “Helix” is not quadratic, but linear, i.e., the return on assets
rises with an increase in the number of franchised units.

Conclusion

The present paper focuses on the factors that determine a company’s propensity to franchise
and the relationship between the proportion of franchised units and a firm’s financial
performance. According to the results, an increase in the number of cities the company
operates in leads to a rise in the proportion of franchised units, while an increase in a
company’s size reduces this proportion. The regression analysis supports a non-linear
relationship between the proportion of franchised units and a firm’s financial performance, as
measured by the return on its total assets. In other words, there is an optimal proportion of
franchised units that maximizes this indicator. These findings are consistent with the basic
theoretical assumptions about different aspects of the implementation of the franchising
strategy. Therefore, the empirical results let us infer that, despite features specific to
emerging markets like Russia, the overall trends remain the same.

A more detailed analysis of the optimal proportion of the franchised outlets led to the
conclusion that the risks of the franchising strategy influence a company’s financial
performance substantially. These risks include risk of brand disruption and risk of losing
business. Both can be mitigated either by contractual or organizational (managerial) methods.
However, under the specific legal framework of emerging markets, it is not always possible
to legally protect the franchise. Attention should therefore be shifted to organizational
methods such as staff training, the provision of necessary support to the franchisees, etc.
Organizational methods should also enable companies to maintain control over their core
competencies.

We need to note the limitations of the current research. First, this study is restricted to only
one time period — the year of 2010. Second, the results were obtained using a sample of
companies with different industrial affiliations. The main explanation is that the panel data
analysis on Russian companies in specific industries is significantly hampered by a lack of
information. Above all, we lack data on the changes in the number of franchised units and the
number of cities the companies operated in over several consecutive years. Nevertheless, we
believe that investigating the optimal franchise proportion in specific industries is an
important task and should be considered in further studies.

Practitioner’s summary. “Implications for Business Marketing Practice”

The main practical implication of the current study is the following. The analysis conducted
in the current paper enabled us to formulate the theoretical model which assesses the
necessity to use franchising for a particular company.

The decision of the organization concerning the extent of franchising implementation is based
on the answers to two questions, which involve determining the necessity for and identifying
the opportunities from the use of franchising as a growth strategy, while also considering how
to minimize the potential risks of this strategy. The decision-making process can be described
as a scheme (Figure 2).

11



Is there a necessity to use franchising?

Reasons: No
e Isthere an intention for rapid growth?
e |sthere an intention for broad geographical

Rejection of franchising
implementation

\ 4

expansion?

e Isthere an intention for obtaining additional resources
(e.g., financial, labor etc.) to provide the organizational
development?

Yes
v Rejection of franchising
Can the risks of franchising implementation be reduced? implementation
Risks: Yes

e Can the company be protecicu num brand disruption
(e.g., contractual and managerial methods)? No Franchising
e Can the company be protected from losing business —  implementation with
(e.g., contractual and managerial methods)? Iimitedslrotection

l ability

Justified franchising
implementation

Figure 2. The decision-making process concerning franchising implementation

The decision of the company's management to use franchising starts with its awareness of the
necessity to implement franchising as a growth strategy, the occurrence of which is usually
driven by the need to achieve the target growth: the required rate of growth, the extent of
geographical expansion and the acquisition of the necessary resources (which also include the
managerial resources that the company attracts through the franchisees’ involvement with its
business processes and that help it solve the agency problem). When the necessity for
franchising implementation is identified, it raises the question about the feasibility of using
franchising for a particular business. The key problems with franchising implementation that
were discovered in the survey are the risks associated with brand disruption and with losing
business. Protection from these risks can be provided by contractual (legal) methods, which
might not be able to ensure the safety of the firm in the institutional environment of emerging
markets, and managerial methods, which should be focused on those transfers of business
operations according to the franchising agreement that do not represent the core competencies
of the firm. This approach provides the company with the opportunity to increase the scale of
the business while maintaining the basic implicit business practices within the organization.
If these methods can successfully be applied by the company's management to protect the
business during the franchising implementation, the use of franchising is justified; the
potential increase in the extent of franchising implementation in the organization is not
limited and will have a positive impact on the performance of the firm. Otherwise, the
company's management prefers either to reject the use of franchising or to limit the extent of
its implementation to achieve a balance between the number of company-owned and
franchised outlets.

On the grounds of this theoretical model companies may analyze their strategies and
operations and determine to what extent it’s feasible for them to use franchising.
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