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ABSTRACT

The contracting practices of franchisors outside of theirdomestic markets have received
limited attention in the empirical literature on franchising, mostly due to data limitations. We
exploit a newly assembled data set that allows us not only to describe the contracting practices of
US and Canadian franchisors in Mexico but, most importantly, to compare them to their domestic
counterparts. We briefly but systematically review the two theoretical frameworks that have been
used most to study franchisors' domestic and international operations, namely agency and
internationalization theory, and use implications derived from these to guide our analyses. We focus
in turn on franchisors’ decision to operate in the Mexican market, their propensity to enter via
company-owned versus franchised units as compared to the same decision domestically, and finally
the financial contract terms they adopt (royalty rate, franchise fee and advertising fee) for their
franchise agreements in Mexico compared to their home market. Our empirical results confirm
hypotheses derived from the theories, particularly with respect to the decision to operate in Mexico.
But we also find some surprises - for example, the vast majority of US and Canadian franchisors
employ exactly the same financial contract terms in Mexico as in their home market. We argue that
this tendency is probably best explained by the same arguments used in the franchising literature to
explain contract uniformity within domestic markets. Further implications for future research and

practice are also discussed.
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Introduction

The importance of franchising in the US economy is well documented: It is estimated that
more than a third of retail sales occur through franchised chains, and that the value of goods sold
through these chains represented 13.4% of GDP in 1986 (US Department of Commerce (DOC),
1988).! Consistent with its economic importance, a growing theoretical and empirical literature has
sought to explain franchising, in terms of the ownership structure and contract terms adopted, most
often using agency theory or transaction cost arguments.?

Franchising has also become a more global phenomenon in recent years, with US
franchisors in particular expanding abroad aggressively. For example, Gilman (1992) reports that
“almost 50 percent of US franchisors without foreign units plan to grow internationally, and 93
percent of the franchise operations that have already expanded abroad plan to increase their
presence overseas” (quoted in Zietlow and Hennart, 1996, p.1). Unfortunately, because there has
been little systematic data collection on overseas franchising operations, the extant empirical
literature on the practices of US franchisors overseas is very sparse. What prior research exists is
limited in focus to the decision to expand internationally or not (e.g., Shane 1996) and the type of
governance structure (joint venture, company ownership, direct franchising, etc.) adopted in
foreign markets (e.g., Fladmoe-Lindquist & Jacque, 1995; Shane, 1996, Contractor and Kundu,
1998a and 1998b).

In this paper we exploit a newly assembled data set on US and Canadian franchisors’
operations in Mexico, along with comparable data on US and Canadian domestic franchising, to
provide new evidence on international franchising decisions. These data provide a rich "snapshot"

of US and Canadian franchisors’ contracting practices in Mexico and their home countries in

! Though more recent Department of Commerce data on the extent of franchising are not available, estimates
suggest that these percentages may now be higher.

2 Examples of theoretical contributions include Caves and Murphy, 1976; Rubin, 1978; Blair and Kaserman, 1982;
Mathewson and Winter, 1985; Lal, 1990; Gallini and Lutz, 1992, and Bhattacharrya and Lafontaine, 1995. For
reviews of the empirical literature, see in particular Dant, Kaufmann and Paswan, 1992; Dnes, 1996; Lyons, 1997;
and Lafontaine and Slade, 1997 and 2000.




various industries in 1994 which allows us not only to describe the contracting practices adopted in
the Mexican market, but also to compare them to franchisors’ domestic choices of the same. The
data include information on the number of franchised and corporate units as well as on the main
financial terms of the franchise contracts (i.e., franchise fees, royalty rates, and advertising fees).
We use the theoretical framework most often applied to the study of franchise contracts, namely
agency theory, as well as the framework most often used to study entry modes in international
markets, namely internationalization theory, to guide our analyses. Specifically, we use these
theories to develop hypotheses regarding US and Canadian franchisors’ decision to enter the
Mexican market, their propensity to use company-owned versus franchised units in Mexico
compared to domestically, and the financial contract terms they employ in their Mexican franchise
agreements compared to their domestic choices.

As little is known about practices of US/Canadian franchisors outside their domestic
markets, our work is necessarily exploratory. Still, our results confirm some of the hypotheses
derived from the theories, particularly with respect to franchisors’ decision to operate in Mexico. In
particular, we find that large geographically dispersed chains with other international operations
and prior experience with master franchising are more likely to have entered Mexico by 1994,
However, we also find, somewhat surprisingly, that the extent of franchising (versus company
owned units) of these firms in Mexico is not systematically different from that observed in their
domestic market or worldwide. Moreover, the financial contract terms set by US and Canadian
franchisors for their Mexican franchisees are, in the vast majority of cases, exactly equal to those
set in their home market. We argue that these similarities in practices between the two markets are
best explained by the type of arguments used in the franchising literature to explain the uniformity
of contract terms domestically. Finally, consistent with theory, we find that the few firms that use
a differentiated contractual structure tend to be those with more international experience and a more
delegated approach to franchising in Mexico.

The paper is organized as follows. In the next section, we review the prior empirical

literature on international franchising, and derive hypotheses from theoretical approaches that speak




to the issues at hand — that is, whether a franchisor has a presence in the Mexican market, the
extent to which it relies on franchising in Mexico compared to the same tendency domestically, and
the financial contract terms it employs in its Mexican v. domestic franchise agreements. Our data
and empirical analysis are described in subsequent sections. The concluding section summarizes

our findings and presents implications for future research.

Empirical and Theoretical Foundations

EMPIRICAL STUDIES OF INTERNATIONAL FRANCHISING

The extant empirical literature on international franchising is very sparse. The few prior
studies that exist have focused on one or other of the following issues: (1) the initial decision to
expand franchising operations overseas; or (2) the choice between company-owned and franchised
units in overseas markets. This focus reflects the scarcity of reliable data on international
franchising activity. These extant studies have nonetheless yielded some useful insights on the
international operations of US-based franchisors.3

Early studies of the initial international expansion decision focused on external factors
driving franchisors to pursue overseas opportunities, such as domestic market saturation (Hackett,
1976; Aydin and Kacker, 1990) or inquiries from potential franchisees in foreign markets (Walker
1989). More recently it has been argued that overseas expansion requires the development of a
specific set of capabilities to cope with the increased management challenges associated with
dispersed geographic operations and multiple cultural and institutional contexts (e.g., Fladmoe-
Lindquist, 1996). Shane (1996), for example, finds a positive relationship between a stated intent

to expand overseas, and experience, in terms of years in franchising or number of franchised units

3 All of the studies discussed below involve US franchisors. This reflects the pre-eminence of US firms in this field.




operating. He interprets this finding to suggest that such firms have a “learned monitoring
capability” that facilitates overseas expansion.

Increased monitoring difficulties and greater potential for opportunism in international
markets are also motivating factors in studies of the choice between company-owned and
franchised units in US franchisors' overseas operations (e.g., Fladmoe-Lindquist and Jacque,
1995; Zietlow and Hennart, 1996, Contractor and Kundu, 1998a and 1998b). Although these prior
studies tend towards theoretical eclecticism, they provide some evidence that the choice of
organizational form is driven by the need to provide appropriate incentives to the local operator, as
suggested by agency theory and related perspectives (discussed in further detail below). For
example, Fladmoe-Lindquist and Jacque (1995) find that the likelihood that a company will enter a
franchising arrangement (rather than establishing a company-owned unit) is higher in countries that
are at a greater geographic or cultural distance from the US. There are, nonetheless significant
inconsistencies in the findings of these studies: Fladmoe-Lindquist and Jacque (1995), for
example, find that greater experience (years since initial international expansion) is positively
related to the choice of a franchise arrangement, while Contractor and Kundu (1998a and 1998b)
and Zietlow and Hennart (1996) find the reverse effect.# These inconsistencies may be explained in
part by the small samples of franchisors in each of these studies and their particular industry
focus.5

Our study extends the prior empirical literature in several ways. First, we draw out
implications of the theories for several decisions involved in a franchisor's configuration of its

overseas operations. These include whether to operate in a particular market, but also whether to

4 Similarly, political risk has a negative association with the choice of a franchise arrangement in Fladmoe-Lindquist
and Jacque, (1995) but a positive association in Contractor and Kundu (1998b). Other results include a positive
association between advertising intensity and company-owned units (Fladmoe-Lindquist and Jacque, 1995) and

between the value of the reservation system and brand and the use of franchising (Contractor and Kundu, 1998a,
1998b).

5 Fladmoe-Lindquist and J acque's (1995) sample included twelve companies (with 10,302 overseas units) in the
hotel, restaurant and retail services industries. The number of companies in the final sample in Contractor and Kundu

(1998a and 1998b) is not reported; the usable sample comprises 723 and 720 overseas units in the hotel industry
respectively.




use a different mix of company-owned or franchised units overseas compared to domestically, and
whether to use different financial contract terms as well. Further, by empirically examining these
questions using data on the Mexican operations of a large, diverse sample of US and Canadian
franchisors, and comparing them to their domestic equivalents, we provide a more complete picture
of overseas franchise operation decisions, at least for this particular market. This includes, for the
first time, analysis of the structure of actual contracts adopted in international franchise

arrangements.

THE DECISION TO OPERATE IN MEXICO

Entry into new international markets is a primary focus of "internationalization theory"
(Johanson and Vahlne, 1977, 1990), a framework developed to explain the dynamic process by
which firms gradually increase their commitment to foreign markets. Based on empirical
observation of Swedish firms’ international expansion, and grounded in the behavioral theory of
the firm (Cyert and March, 1963), internationalization theory asserts that firms have imperfect
access to the knowledge necessary for successful entry into new markets. The theory suggests that
it is only through gradual acquisition, integration and use of context-specific knowledge about
foreign markets that a firm will successively increase its commitment to foreign operations. This is
postulated to hold in terms of successive establishment of operations in new countries, as well as
for increasing involvement in (and commitment to) any individual foreign market.

With respect to the sequence of entry into new markets, the argument advanced by
internationalization theory is quite straightforward. The model postulates that when the "psychic
distance" between markets is large, it is more difficult for firms to collect and assimilate context-
specific information. Psychic distance is defined as "the sum of factors preventing the flow of
information from and to the market" (Johanson and Vahlne, 1977, p. 24); it is perhaps more
usefully defined by example, with relevant factors including differences in language, education,

business practices, culture and industrial development. Internationalization theory argues that the

value of a firm's experiential knowledge derived from the domestic market is of more limited value




in a new market when there is a large distance between fhe home and the target foreign countries,
in terms of these factors. As a consequehce, firms with little experience of foreign markets prefer
those that are similar to their own domestic market (i.e. those that are at a short "psychic
distance"). This pattern of internationalization has been confirmed in several studies of
manufacturing firms (e.g., Vernon, 1966; Hornell, Vahlne and Wiedersheim-Paul, 1972; Kogut
and Singh, 1988) and of service firms (Weinstein, 1977; Erramilli and Rao, 1990; Erramilli,
1991). An extension of the internationalization logic that has also found empirical support
(Davidson, 1980) is that the influence of psychic distance on entry decisions diminishes with
greater international experience. The argument here is that as firms accumulate experiential
knowledge in international operations they gain confidence in their ability to gauge customer needs
and evaluate the economic potential of “distant” markets.

What are the implications of these arguments for US and Canadian franchisors operations
in Mexico? By most measures, Mexico is not psychically very "close" to the US or Canada: not
only are there significant differences in terms of language, education and income levels, but there
are also important cultural differences.® On the basis of the above arguments, we would therefore
not expect Mexico to be chosen as the first — or indeed an early — target for internationalization by
US and Canadian franchisors, based on cultural or "psychic distance" considerations.

From an agency-theoretic perspective, distance of a more conventional kind may have an
effect on monitoring costs and thus be of importance in determining entry into a particular overseas
market. Where markets are geographically proximate, entry is likely to be more attractive, ceteris
paribus. Not only is pre-entry information gathering less costly for a neighboring country, but the
costs of running an overseas operation and/or regularly monitoring the activities of agents (i.e. of

regularly travelling there) will be reduced in this case (Brickley and Dark, 1987). From that

SFor example, based on a composite of Hofstede's (1980) four dimensions of national culture - power distance,
uncertainty avoidance, individuality and masculinity — Kogut & Singh (1988) measure the “cultural distance”
between the US and Mexico to be 3.13. This compares with distances from the US of 0.08 for the UK, 0.11 for
Canada, 1.63 for India, 1.77 for Spain, 3.22 for the Philippines and 3.60 for China.




perspective, we expect the Mexican market to be particularly attractive to US franchisors, thereby
counteracting the effect of “psychic distance.” And indeed, according to survey results obtained by
Hopkins (1992) for US franchisors, Mexico was among the first eight countries chosen for foreign
entry by 27% of respondents — much below the 75% obtained for Canada, but close to the 31%
obtained for the United Kingdom which, though much closer to the US in terms of psychic
distance, is of course geographically much farther than Mexico.”

In this study, we go one step further in our consideration of the impact of geography. If
physical proximity matters, we would expect that firms headquartered in US states that are
contiguous with Mexico (i.e., California, Arizona, New Mexico, and Texas) will be more likely to
consider Mexico an attractive target for expansion. Not only will such firms enjoy the advantages
of geographic proximity, but the presence of large Mexican immigrant populations in these states
effectively reduces the psychic distance with Mexico. By contrast, Canadian-headquartered firms
should be less likely to operate in the Mexican market because of the greater physical distance from

headquarters. Thus we have the following hypotheses:

H1: = The probability that a US or Canadian firm is active in the Mexican market is

positively related to its level of international experience.

H2a: Because of geographic proximity, the probability that a franchisor is active in
Mexico is greater for firms headquartered in US states contiguous with Mexico,

relative to other US firms.

H2b: Because of greater geographic distance, the probability that a franchisor is active in

Mexico is lower for Canadian-headquartered firms, relative to US firms.

7 In recognition of this phenomenon, Fladmoe-Lindquist and Jacque (1995) explicitly exclude firms whose only
international operations are in Canada or Mexico in their study of market entry mode choices of US service firms, —
“otherwise the geographical contiguity of both Mexico and Canada and the cultural proximity of Canada would
seriously bias a large scale study of the propensity to franchise" (Fladmoe-Lindquist & Jacque,1995, p. 1245).




Agency theory also implies that domestic franchising experience has some relevance for
operating a similar system in Mexico, despite the context-specificity of experiential knowledge
emphasized by the internationalization school. This is because franchisors with more domestic
experience have had the opportunity to better develop their monitoring and incentive systems,
which in a agency-theoretic framework, implies lower monitoring costs. Therefore we would
expect a positive relationship between the total level of experience (either in number of years in
franchising, and/or number of units operated) of a franchisor and the likelihood that it has a
presence in Mexico. Similarly, experience in operating units in various parts of the US and Canada
may facilitate expansion to other markets; after all, geographic dispersion within the US and
Canada already requires that a firm adapt to local market preferences and develop mechanisms to
oversee geographically distant operations. We therefore expect such capabilities to increase the
likelihood of expansion abroad generally, and into Mexico in particular.

Finally, entry into foreign markets can be facilitated by the use of some form of master
franchising — either an area development agreement or a sub-franchising agreement. In an area

development agreement, the franchisor grants a territory to the franchisee who then develops all the

units in the territory directly, according to some prearranged schedule. The sub-franchising
agreement also entails an exclusive territory and a prearranged schedule, but in this case the master
franchisee is responsible for finding franchisees who will purchase and operate the units. (See
Lowell (1991) for more on these contractual forms.) Prior experience in the use of either type of
these agreements may make entry into new markets easier because a local master franchisee brings

with him/her some of the context-specific knowledge necessary for successful entry. Thus we

have:

H3a:  The probability that a firm is active in Mexico is positively related to its overall

franchising experience.

H3b: The probability that a firm is active in Mexico is positively related to the geographic

dispersion of its units within North America.
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H3c: The probability that a firm is active in Mexico is positively related to its experience

with master franchising agreements.

THE MODE OF OPERATION DOMESTICALLY AND IN MEXICO

Agency theory is the theoretical lens that has been most frequently applied to the question
of how firms choose between franchised and company-owned units in the domestic context (see
Lafontaine and Slade, 2000, and the references therein). The main trade-off identified in this
literature is between providing the agent (i.e. the franchisee or manager of a company-owned unit)
with sufficient incentives to work hard and providing appropriate risk sharing and/or preventing
free-riding on the brand name reputation of the principal. Simply put, the argument with respect to
incentives is as follows: Managers employed to run company-owned units are compensated to a
large degree via a fixed salary.# Because there is noise in the relationship between the financial
performance of a unit and managerial effort, employed managers must be monitored more intensely
to ensure that they are not shirking or performing sub-optimally. In contrast, franchisees are
compensated by residual claims on their own units (i.e. unit profits, net of royalties and franchise
fees). As aresult, they have explicit incentives to maximize revenues and minimize costs through
effective management and promotion of the franchise. Consequently, the need to monitor
franchisees is reduced relative to employed managers as the franchisees' effort level is largely self-
enforced.

Franchising itself imposes some “costs” on the system, however: agency theory generally
assumes greater risk aversion on the part of an agent (franchisee) than for the principal
(franchisor), based on the franchisor's greater size and ability to reduce risk via diversification.
This means that it is suboptimal to shift all of the risks associated with residual claimancy onto the
franchisee, all else equal. Furthermore, because of the relatively high-powered incentives of

franchisees (as residual claimants), there is the possibility that they will maximize their unit’s
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profits by free-riding on the brand name reputation of the chain while not upholding the standards
in their own unit. Alternatively, a franchisee may simply want to implement policies or processes
in his/her unit that, though beneficial in terms of that unit’s profits, may be detrimental to the
overall chain. These are important considerations for franchisors since the brand name reputation is
arguably their most important intangible asset and it can be negatively affected by these behaviors.
Free riding on the brand name is reduced in the chain overall through the use of company-owned
units, since a salaried manager has lower incentives to free ride. Furthermore, in company units,
quality control and other standard maintenance procedures can be more finely tuned, as they are
managed through internal policies and routines, rather than via contract and legal rules. Finally, a
number of authors have suggested that franchisor effort is also central to the success of franchised
chains, and that such effort is also not perfectly observable ~ nor easily inferred - by the
franchisees or third parties. (See for example Rubin, 1978; Mathewson and Winter, 1985; Lal,
1990; and Bhattacharyya and Lafontaine, 1995.) Thus there is a potential moral hazard problem on
the franchisor’s as well as the franchisee’s part. Royalty payments and company units can, in such
a context, be used to balance the incentives of franchisees and franchisors. *

As a result of these trade-offs, we expect to see a lower use of company-owned units in
situations where the franchisees’ effort is most central to the success of the franchise, and
monitoring this effort is most problematic. By contrast, we should find higher use of company-
owned units in situations where the franchisor has greater brand equity or other reputational assets
at stake, or, equivalently, where the franchisor’s effort is most valuable yet difficult to assess.
Factors that have been identified as increasing the value of franchisee effort or the cost of
monitoring it in previous studies have included geographic distance, outlet density, the capital/labor

ratio, outlet-level value added, and the type of business or services offered (e.g., Brickley and

8 See Bradach, 1999, for some evidence.

9 Empirical analyses of contract terms across franchisors in the US (e.g., Lafontaine, 1992a, Sen, 1993, Wimmer
and Garen, 1997, Lafontaine and Shaw, 1999) have provided results that are broadly consistent with models featuring
double-sided moral hazard (i.e. models that emphasize the need to give incentives to both franchisor and franchisee).
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Dark, 1987; Norton, 1988; Camey and Gedajlovic, 1991; and Lafontaine, 1992a). Factors that
have been associated with increasing the value of the franchisor’s assets or effort have included the
market minus book value of equity, franchisor advertising, weeks of training provided, the number
of years in business prior to franchising, and finally the chain’s age and size (e.g., Lafontaine,
1992a; Minkler and Park, 1994; Thompson, 1994; Scott, 1995; Bercovitz, 1998, and Lafontaine
and Shaw, 1999, 2000).

The choice between company-owned and franchised units is thus driven by a combination
of factors connected to characteristics of the firm, the type of business in which it operates, the
geographic markets that it serves, and the kind of product or service provided. The impact of these
factors on inter-firm differences in the propensity to franchise has been treated extensively
elsewhere (for example in many of the studies cited above). What concerns us here is rather what
factors affect the use of company-owned versus franchised units in the Mexican market relative to
that in the US (or Canadian) market, for any given firm. We can draw some inferences relevant to
this question by considering the geographic and cultural (psychic) distance between the US,
Canadian, and Mexican markets.

First, the cost of monitoring franchisee behavior is likely to be greater for US and Canadian
franchisors’ Mexican operations than for their domestic units: despite the use of new
communications technologies, it is still difficult and costly to gather reliable and timely information
about foreign operations. Furthermore, without a full understanding of local market conditions, the
attribution problem (tying financial and operational resuits to managerial effort) will be
exacerbated.

Second, there may be a reduced risk of free-riding on the value of the brand by Mexican
franchisees, as compared with their US or Canadian counterparts. Not only is the value of the
brand name likely to be lower in the Mexican market (so that the appropriable benefits of free

riding are reduced), but all of the franchisors in our data have a much lower number of outlets in
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Mexico as compared to their home market.!0 Thus the negative externality associated with service
degradation at any individual outlet is reduced.!! Both of these features serve to indirectly realign
the incentives of the franchisee with those of the franchisor. In combination with the difficulties in
monitoring international managers, this leads to the prediction that US and Canadian franchisors
will tend to favor a greater proportion of franchised arrangements (relative to company-owned
units) in their Mexican operations, as compared with the domestic market. Note, however, that the
differential monitoring cost will be less pronounced for franchisors headquartered in US states
contiguous with Mexico, because of the reduced disparity in geographic and psychic distance
between these franchisors' operations in the US and Mexico. By contrast, the differential should
be greatest for Canadian headquartered franchisors. Finally, we would expect that there would be a
greater risk of free-riding by Mexican franchisees where there is a greater density of units in the
Mexican market — a factor that will serve to attenuate the differential effect identified.

The preceding arguments lead to three hypotheses:

H4a:  For a given US or Canadian franchisor, the ratio of franchised units to company-

owned units will be higher in Mexico than in the domestic market.

H4b: The ratio of franchised units to company-owned units in Mexico will be more
similar to that in the home market for companies based in US states contiguous with

Mexico than for those based elsewhere.

H4c:  The ratio of franchised units to company-owned units in Mexico will be more
similar to that in the home market for companies that have established more units in

Mexico.

10 See descriptive statistics in Table 2, below.

1t is possible that free-riding by Mexican franchisees could have some negative impact on US operations, but this
is likely to be minimal. In addition, lower unit density in Mexico will have the effect of increasing direct monitoring
costs (e.g. Minkler, 1990, Brickley, Dark and Weisbach, 1991, and Bercovitz, 1998) thereby reinforcing the
preference for franchise arrangements over company-owned units.
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An additional factor differentiating the organizational mode decision in international markets
versus domestic markets is the role of international experience and the process of
internationalization. In addition to the order or timing of market entry, internationalization theory
seeks to explain the "establishment chain" of a firm's engagement in a particular country market.
Observing that many firms initially enter a foreign market via exports through an independent
representative, followed by establishment of a sales subsidiary, and eventually (perhaps) by
manufacturing operations, Johanson and Vahlne (1977, 1990) postulate a pattern of increasing
commitment of resources to the market. This process is again driven by the accumulation of
experiential knowledge. In their model, experiential knowledge is assumed to generate business
opportunities and to reduce market uncertainty. Thus, in a specific country, “the firm can be
expected to make stronger resource commitments incrementally as it gains experience from current
activities in the market” (Johanson and Vahlne, 1990, p. 12). Of course the “end point” of this
process will depend on the underlying characteristics of the franchising firm that together determine
the inherent monitoring costs, free-riding risk, etc., discussed earlier. The logic of
internationalization theory thus does not contradict the hypothesis from agency theory that firms are
more likely to favor franchising over company-owned units in Mexico, compared with their
domestic market (H4a). Rather, it suggests that this effect will be magnified for inexperienced
firms that are reluctant to make large resource commitments to the Mexican market because of their
lack of experiential knowledge, and the resulting high level of market uncertainty.!?

Thus we have:

H5:  The ratio of franchised units to company-owned units in Mexico will be most
divergent from that in the home market for companies with limited international

experience.

12 In reality, franchising and company units are not the only options. See for example Zietlow and Hennart (1996)
and Contractor and Kundu (1998a and 1998b) for more on these. Most notably, the franchisor may select a master
franchisee, as discussed above. These arrangements are included with other franchises in our data. Alternatively, the
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FINANCIAL CONTRACT TERMS

The insights gleaned from agency theory, and summarized above in the analysis of
governance structure, are also quite relevant to a consideration of what contract terms will be
adopted in franchise arrangements. Typically, franchisors charge a franchise fee (F) — a lump sum,
paid only once at the beginning of the contract — and a combination of royalty rate (r) and
advertising fee (adv) calculated as a percentage of sales.!3 Agency theory suggests that franchisors
select these fees taking into account the need to prevent shirking by the franchisee (and by the
franchisor, if unit profitability depends crucially on unobserved franchisor inputs) while providing
adequate insurance against risk for the franchisee. (See, for example, Lafontaine and Slade, 2000,
for a very simple model illustrating these effects). Interestingly, while models of optimal contract
terms in this tradition typically imply a different optimal royalty rate for each franchisor-franchisee
pair, in practice, we generally observe only one standard franchise contract in the domestic market.
More specifically, we see only one royalty rate and franchise fee combination per franchisor, at any
particular point in time, at least within the US or Canadian market (Lafontaine, 1992a, p. 266).
This suggests that franchisors may choose to accommodate outlet-level differences in risk,
monitoring costs, and the like, by relying on franchising to varying degrees, rather than by opting
for different contract terms. Franchisors justify their reliance on a single franchise contract by
saying that developing and enforcing a variety of contracts would be too costly. In addition, federal
and state disclosure requirements in the US may influence franchisors towards adopting this
practice (Lafontaine, 1992b). 14

This contract uniformity in the home market poses an intriguing empirical question for our

examination of US and Canadian franchisors’ operations in Mexico: are Mexican operations

franchisor may enter into a joint venture with a local partner. Whether units operated under such joint ventures are
considered company owned or franchised in our data depends on the specific terms of the joint venture.

13 Franchise contracts in the US last an average of 15 years according to the Dept. of Commerce (1988).

14 See also Bhattacharyya and Lafontaine (1995) for an explanation for contract uniformity based on the notion that
the benefit from tailoring contract terms may be quite small under double-sided moral hazard.
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viewed as mere extensions of home market operations — in which case we might expect the same
contract terms to be extended to prospective Mexican franchisees by franchisors in our sample — or
is the operation of the Mexican market sufficiently separate that a different contract structure is
adopted? If the Mexican market is in fact operated relatively independently, we would expect US
and Canadian franchisors to choose different contract structures for the Mexican market as units in
this market are unlikely to face exactly the same mix of risk profiles, shirking, and free-riding
hazards experienced domestically. However, it is difficult to derive definitive predictions from
theory concerning exactly how the contracts would differ. For example, the increased monitoring
costs for cross-border management would suggest that contracts should be adjusted to mitigate the
need to monitor franchisees. This would imply a lower royalty rate and higher franchise fee in
Mexico, as compared with the US, so that the franchisee keeps more of the returns from her own
efforts, and monitoring required by the franchisor is reduced as a result. On the other hand, this
effect may be mitigated or even reversed if the Mexican market is considered more risky by
potential franchisees. In this case, the presumed lower risk aversion of the franchisor would lead to
the adoption of a higher royalty rate and lower franchise fee, thus providing greater insurance to
the franchisee. As a result of these combined effects, we cannot conclusively sign the expected
difference in contract terms; we simply note that the contracts are likely to be different.

Writers on the evolution of the multinational corporation (e.g., Perlmutter, 1969; Stopford
and Wells, 1972; Bartlett and Ghoshal, 1995) have argued that when firms initially enter
international markets, they often adopt an “ethnocentric” orientation, where the company regards
itself fundamentally as a domestic company with some secondary overseas operations. In this case,
control tends to be concentrated in the domestic headquarters, and management of overseas
operations involves a simple extension of home country standards and processes. With experience,
this ethnocentric attitude may shift, as managers reéognize the heterogeneity of national
environments and see the need for more tailored approaches to both internal and external
management practices. The eventual level of country-specific tailoring will depend on the

characteristics of the industry — and particularly, on what degree of “local responsiveness” is
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required (Prahalad and Doz, 1987). We would nonetheless expect that, in general, firms with a
higher level of international experience will be more likely to have a differentiated policy regarding
franchise contract terms such as royalty rates and franchise fees. Furthermore, we would expect
that firms that approach the Mexican market from a more delegated perspective, by choosing for
example to develop this market with a master franchisee rather than doing so from their home base,

will be more likely to allow a differentiated approach. Thus we have,

H6a: The contract terms adopted in Mexico will be more likely to differ from those
adopted in the home market for franchisors with a greater level of experience in

Mexico and other foreign markets.

H6b:  The contract terms adopted in Mexico are more likely to differ from those adopted
in the home market for franchisors that enter Mexico using a more delegated

approach, namely with some form of master franchise.

The Data

The equations to be estimated relate the decision to operate in the Mexican market
(hypotheses H1 to H3), the choice between company-owned and franchised units (hypotheses H4
and H5) and the contract terms adopted (hypothesis H6), to various characteristics of the
franchised firm, including experience, geographic location, and domestic contracting practices.
This section describes how these constructs are operationalized and measured. But first, we

introduce the data.

DATA SOURCES

Two main data sources are used in this study. The first, Bond’s Franchise Guide, 1995
edition, provides data on US franchisor operations in the US and Canada in 1994. More

specifically, this directory contains detailed information on 1120 US and Canadian franchisors, out
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of a total population estimated by most to be around 2500 to 3000 in the US, and 1000 in
Canada.!5 For 1104 of the 1120 franchisors surveyed, we have full information on 1) the
worldwide number of outlets, company-owned and franchised, 2) the royalty rate, advertising fee,
and franchise fee (or ranges thereof), 3) the number of years since the franchisor began its
operations and the number of years since it started franchising in the US or Canada, 4) the average
size of the units in the chain, measured by the expected number of employees, the square footage
of the premises, or the amount of capital required to open a unit, 5) the total number of outlets
outside the US or Canada, and some information on the geographical distribution of units within
the US and Canada, 6) a detailed product description, 7) whether the franchisor offers area
development or sub-franchising agreements, and finally, 8) the US or Canada héadquarters’
address.

Our second main source of data is the Entrepreneur magazine’s 1995 survey, “500
Franquicias en Mexico” (500 Franchises in Mexico™). This source provides data on 470
franchised chains in Mexico, a significant proportion of which are US or Canadian companies. The
survey includes franchised companies with established outlets in Mexico as well as franchises that
are actively seeking franchisees in Mexico but do not yet have established outlets. Information
reported for each chain includes the royalty rate, franchise fee, and advertising fee (or ranges
thereof), and the number of existing company-owned and franchised outlets in Mexico in 1994. A
Mexican contact address for the franchisor also is provided, if one exists. Otherwise, the home
country office address is listed. In addition, the survey lists the number of company-owned and
franchised units outside of Mexico, countries or regions in which it is seeking new franchisees, a

product description, and the amount of capital required to open an outlet. In the same issue, the

15 In 1988, the US Department of Commerce stopped producing Franchising in the Economy, which was the only
source of census-type data on franchising. At that time, the number of US franchisors was estimated to be 2177.
Since then, estimates of the number of US franchisors have varied widely in the trade press, but listings from
directories suggest that 2500 to 3000 is a reasonable estimate. Furthermore, because many Canadian franchisors are
Canadian subsidiaries of US franchisors, these would not appear as Canadian firms in our data, so that the total
potential population in 1994 that we are sampling from is probably about 3000 for the US and Canada combined.
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magazine also lists 279 “other franchises” with name, address and product description only. These
are companies that Entrepreneur believed to be franchising in Mexico in 1994, but that did not
respond to the magazine’s survey.

While we cannot be certain that our Mexican data source covers all US and Canadian
franchising operations in Mexico, we believe that the vast majority is in fact included. For
example, in a recent study of worldwide franchising, Arthur Anderson & Co (1995) identified a
total of only 375 franchisors (of all nationalities) operating in Mexico, while our source includes
many more such franchises.

When we matched franchisor names and descriptions from the “500 Franquicias en
Mexico” (hereafter, the “Mexican survey”) with those in the 1995 Bond’s Franchise Guide, our
source of data on US and Canadian franchisors, we found that 288 of our sample of 1120 US
franchisors were involved in franchising in Mexico. Of these, 277 were included in the section
with detailed data for Mexican operations.!6

As we are interested not only in whether US or Canadian franchisors operate in Mexico,
but also in comparing the terms of the contracts they use in Mexico relative to those used at home,
we have to address potential differences in reporting protocols between the two data sources for the
277 chains with detailed Mexican operations. We did this primarily by using a third data source —
the Entrepreneur magazine’s 1995 “Franchise 500" survey of US franchisors. This survey
provides data on US franchisors, and is compiled by the same organization as the Mexican survey.
Where we found data inconsistencies between the two US data sources, we replaced the Bond data
on royalty rates and franchise fees in the US or Canada with those reported in the US Entrepreneur

survey. In that sense, we are in fact using the Entrepreneur magazine as our source of data on

This is also compatible with the estimates obtained by Arthur Andersen & Co (1995) from their survey of franchise
associations around the world. See Lafontaine and Shaw (1998) for more on this.

16 Follow-up phone calls revealed that of the 11 US firms listed in the Mexican Survey but for which detailed data
were not given, eight had operating outlets in Mexico at the time of the survey and two had zero units. One
franchisor declined our request for information. Because we were unable to ascertain the actual number of units in
Mexico for any of these firms (or the terms of the franchising contracts offered) they are not included in the analyses
below, with the exception of the probit models on the decision to operate in the Mexican market or not.
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domestic royalty rates and franchise fees. Unfortunately, since the US Entrepreneur survey did
not report advertising fees that year, we were unable to “correct” the Bond data on these which, as
we note below, probably explains most of the differences in advertising fees that we found
between the two markets. 17

Fnally, none of the main data sources used in the study indicate whether Mexican
operations are governed by a master franchise agreement. Since the existence of such an agreement
may be an important indicator of autonomy of operations for the Mexican market (with implications
for contract structure, as suggested by H6b), we made efforts to obtain this information. First, we
were able to use the reporting of a separate Mexican contact address in the Mexican data source as
an indicator that there may be a master franchise agreement in effect. We then contacted the 23
franchisors with such addresses and asked whether this address was that of a master franchisee, or
of a wholly-owned subsidiary of the US company. We were able to obtain this information for all

but three of the firms contacted.

DEPENDENT VARIABLES

Presence in Mexico:
A feature of the Entrepreneur's Mexican franchising survey is that it includes data on US
franchisors who are actively seeking Mexican franchisees in 1994, even when they do not
currently have any operating units. This allows us to operationalize whether firms are active in
Mexico in two different ways for our tests of hypotheses H1 to H3. First, we use a
dichotomous variable (“In Mexico”) that takes a value of one if a firm in our large US sample

appears in the Mexico survey, and zero otherwise. Second, we use a count of the total number

17 Initially, we chose Bond's Franchise Guide over the Entrepreneur’s Franchise 500 for the US data precisely
because the Entrepreneur magazine stopped reporting advertising fees that year. However, the Bond data was preferred
also because it covered more US franchisors that year, and gave more detailed data on each franchised chain, including
data on foreign operations.
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of units currently operating in Mexico for each firm (“Mexico Units™).!8 Thus we can
distinguish between characteristics that lead firms to actively consider entry into the Mexican
market and those that are related to the "extent" of their operations in this market.

Percentage of franchised units in Mexico versus home market:
Hypotheses H4 and H5 are concerned with the difference between the ratio of franchised to
total units that a firm operates in Mexico in 1994 ("Mexico % Franchised") and the equivalent
ratio in the home market. Unfortunately, we do not have this information available for the
home market in isolation so we must use the worldwide ratio as a proxy.!® Thus our
dependent variable, “Difference in % Franchised,” is defined as % Franchised in Mexico - %
Franchised Worldwide. Because the % Franchised is not meaningful for firms with very few
(or zero) operating units in Mexico, the analysis is limited to the 39 (21) firms in our data with
at least 5 (10) operating units in Mexico (of the 74 franchisors that have at least one such unit).

Financial Contract terms:
We compare franchise fees, royalty rates and advertising rates adopted by a franchisor in the
US and in Mexico (to test hypothesis H6). Because in some cases a range of fees is reported in
both data sources (e.g., minimum and maximum franchise fee charged), we code dummy
variables to indicate if the range for a particular fee in the two countries is identical, if the
average of the reported range is higher or lower in Mexico, or if the average is the same, but
the range of fees is wider in one of the countries. Since royalty rates and advertising fees are
usually fixed at a given percentage of sales, the data in the US and Mexican sources are directly

comparable. However, franchise fees are reported in local currency so we converted the

13 In some of our analyses, this variable is also used as a measure of outlet density in Mexico, and hence of
incentives to free-ride on the brand name (see below).

19 In most instances, this is a reasonable approximation for the franchise ratio in the home market, since the average
firm in our sample has only 3.16% of units overseas (see descriptive statistics in Table 2, below). To ensure that our
results were not affected by outliers on this dimension, we also repeated the analysis after removing firms with
greater than 25% of their units overseas (i.e. one standard deviation above the mean % of overseas units). We found
equivalent results for this subsample.
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Mexican fees into US dollars using the Peso/USD exchange rate at the end of the 2" quarter,

1994, as reported by the International Monetary Fund (1999).20

INDEPENDENT VARIABLES

International experience:
Ideally we would like to measure international experience along multiple dimensions, such as
the number of years operating abroad, the location of overseas operations, and the number of
units established in foreign markets; any one of these factors may influence the experiential
knowledge accumulated and, in turn, influence a franchisor in its decisions regarding the
Mexican market. Unfortunately, we only have data on some of these dimensions of
international involvement. We measure the extent of international experience first by whether or
not the firm has expanded into Canada (the US) from the US (Canada), captured by a dummy
variable, "Expansion in North America." Second, we calculate the proportion of total units in
the chain — both franchised and company-owned — that are located completely outside of the
US and Canada in 1994 ("% Units Overseas").2!

Geographic proximity:
We code a dummy variable (“Near Mexico™) which takes a value of 1 if the franchisor is
headquartered in one of the US states contiguous to Mexico (i.e. California, Arizona, New
Mexico or Texas), zero otherwise. In addition, we include a dummy variable (“Canadian”) that
takes on a value of 1 for firms headquartered in Canada, and zero for US headquartered firms.
This reflects the “handicap” of Canadian firms relative to their US counterparts, in terms of

geographic proximity to the Mexican market.

20 The Peso/USD exchange rate is used for both US and Canadian firms in the sample because this is the currency
used for data compilation in each of our US sources. We have confidence that our choice of exchange rate is correct
since this value produces exact equivalence in the franchise fees reported for the US/Canada and Mexico for 89% of
our sample firms (see discussion on pp. 29-30).

”

21 It could be argued that the total number of overseas units is a more appropriate measure of the experiential
knowledge accumulated. However, we also include the total number of units in the franchise chain as a measure of
experience (see below) and this is highly correlated with the number of overseas units. Therefore, the proportion of
overseas units is a more appropriate measure of international experience.
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Overall franchising experience:
We measure other relevant experience along two dimensions: the number of years since the
company started franchising (“Years in Franchising”), and the total number of units in the
chain in 1994 (“Total Units”).22

Geographic dispersion in US and Canada:
We measure this as the number of US states plus the number of Canadian provinces in which a
firm has established units (“Total Dispersion in US and Canada™).23

Number of units in Mexico:
To capture the effect of incentives of Mexican franchisees to free-ride on the brand, which
would affect the proportion of owned units in Mexico, we include a count of operating units in
Mexico in 1994 (“Mexico Units™).

Master franchising:
As noted under H3c, the franchisor's experience with master franchising may facilitate entry
into the Mexican market. Although the relevant information is not available for all firms in our
sample, we nonetheless include, in our entry equation, a dummy variable (“Master Franchise
Experience”) set equal to one if the firm reports that it offers either area development or
subfranchising agreements in some of its markets, domestically or abroad. Furthermore, as
noted under H6b, one general indication of autonomous operations for a foreign market in
franchising is the actual establishment of a master franchise agreement in that market. We
therefore include, in our analyses of the proportion of units franchised in Mexico and of the
contract terms chosen in Mexico, a dummy variable (“Mexico master franchise”) that is set
equal to one if our inquiries indicated that a master franchise agreement was in effect in Mexico

in 1994. We also create an alternative dummy variable that is set to one (“Mexican Address”) if

22 We verified that years in franchising and years in business (which includes a number of years firms operate some
units before they begin franchising) gave equivalent results. This is not surprising as these two variables are highly
correlated.

23 Unfortunately this information is not available for our full sample of firms; we thus show results with and
without this explanatory variable in what follows.
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there is a separate Mexican address listed for the franchisor in the Mexican survey, as this may
by itself be an indicator of greater autonomy for Mexican operations.

Controls for unobserved firm and sector effects:
We control for unobserved sector effects by including a series of 22 sector dummies.?* We
also use the ratio of franchised units to total units operated by the franchisor in 1994 worldwide
(" % Franchised Worldwide") to control for other unobserved firm and/or sector effects that

may influence the desirability of franchising for the firm generally, and thus also in Mexico.

Table 1 gives a summary of the variables described above, along with sources and expected
empirical effects. Table 2 shows descriptive statistics for the variables, first for the 1104 US and
Canadian franchisors for which we have data on all of the primary variables of interest and then for

the sub-sample of 275 for which the Mexican survey also provided all necessary data.
**%% Tables 1 and 2 about here ****

A first look at the descriptive statistics suggests that there are indeed systematic differences
between franchisors that appear in the Mexico survey and the overall set of US/Canadian firms in
our data. Most notably, firms in the Mexico survey tend to be larger and more experienced, with
more dispersed operations (domestically and internationally). Moreover, Canadian firms are under-
represented in the Mexican sub-sample relative to the overall sample. We explore these

relationships in more detail in what follows.

24 The 23 sectors are: Automotive Products & Services, Business Services, Business Supplies, Contractors,
Cosmetic Products & Services, Eating Places - Full Service, Eating Places - Limited Service, Education Products &
Services, Health & Fitness Products & Services, Hotels & Motels, Maintenance, Personal Services, Real Estate
Services, Recreation Products & Services, Rental Services, Repair Services, Retail - Building Materials, Retail -
Clothing, Retail — Food, Retail - Home Furnishings, Retail - Used Products, Retail — Other, and Travel Services.
The excluded dummy variable was for the Automotive sector.
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Empirical Methods and Results

MARKET PRESENCE

Regression results for US and Canadian franchisors’ decision to operate in Mexico are
shown in Table 3. The first three columns summarize results obtained when market presence is
assessed using the dichotomous entry variable defined earlier, and thus a probit estimator is used.
The last three columns show results for our continuous measure of market presence, namely the
number of operating units in each chain in Mexico in 1994, In this last case, we use a tobit
estimator as we have many observations at 0, and all values are positive. For each dependent
variable, we run the regression first for our full sample. We then add, in turn, the “previous
master franchise” and “dispersion in US and Canada” variables, each of which reduces our sample

sizes due to missing data on these variables.
*** Table 3 about here ***

Overall, our results for market presence are quite consistent with both our internalization
and agency-theory hypotheses. More specifically, for the former, the positive effect of “% Units
Overseas” in all regressions in Table 3 supports H1, as firms with greater international experience
have an increased propensity to operate in Mexico. This is true for the dichotomous measure of
market presence as well as for the measure based on the actual number of units operating in
Mexico.25

The results on the effect of geographic proximity are particularly interesting in light of our
two measures of market presence. Firms with headquarters in US states neighboring Mexico,
while no more likely to appear in the Mexican survey, are much more likely to actually operate

units in Mexico in 1994 (suggesting greater success in establishing the franchise there). This is

25 This is despite the fact that the vast majority of firms in the Mexican Entrepreneur survey in fact operate no units
in Mexico.
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consistent with H2a. Canadian franchisors, on the other hand, are much less likely to appear in the
survey (consistent with H2b), but not significantly less likely to actually operate units in Mexico
than their US counterparts. This implies that the greater geographic distance between Canada and
Mexico affects the likelihood that firms will consider expanding there, but not the number of units
they choose to establish when they have decided to operate there. Finally, a chain’s total
franchising experience, measured by its number of units, or its number of years of franchising
experience, tends to increase the likelihood of Mexican presence (by both measures), as suggested
in H3a. Similarly, increased geographical dispersion in North America and greater experience with
master franchising both have positive effects on the propensity to operate in Mexico, as suggested
in H3b and H3c.26 All these results support the agency-theoretic arguments relating lower

geographic distance and greater experience to lower monitoring costs.

FRANCHISED VERSUS COMPANY-OWNED UNITS IN MEXICO

Our first hypothesis on the ownership structure of franchised chains in Mexico (H4a) states
that, in general, the ratio of franchised to company-owned units in Mexico will be higher in Mexico
than in the home market, in part because of greater monitoring difficulties in Mexico. However,
Table 4a shows that for the sub-sample of 39 US and Canadian firms with five or more units
operating in Mexico, the average percentage of units that are franchised in Mexico is virtually
identical to that for the franchising systems as a whole — 89.12 and 88.36, respectively: not a
statistically significant difference. Looking at the sub-samples with 10 or more units (21 firms) or

3 or more units (48 firms) produces very similar results.

*** Tables 4a and 4b about here ***

26 Note that the results above are robust to the inclusion or omission of the series of sector dummy variables and of
various other control variables, as well as to the use of different measures for some of the constructs, and of different
functional forms, particularly log transformations of explanatory variables or of the number of units in Mexico.
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To investigate this issue further, we regress "Differences in % Franchised" (between
Mexico and worldwide) on firm-specific characteristics, such as experience and headquarters
location. Table 4b shows the results of the OLS regressions. These results also fail to provide any
support for our hypotheses. None of the coefficients is significant, for either the sub-sample of
firms with five or more units in Mexico, or for those having ten or more units. Furthermore, the
adjusted R-square is very low in each case (-0.09 and -0.14, respectively).

In sum, we find no significant difference in the extent to which firms operate their units as
franchises or company units in Mexico versus their home market (or, more specifically, the
world), on average. Furthermore, we are unable to find any firm characteristics that relate
significantly to differences in the extent of franchising in the two markets. In other words, we find
no support for hypothesis H4a and, largely as a result of this lack of significant differences, we are
also unable to find support for H4b or H4c.

We must exercise some caution in interpreting these results regarding ownership structure.
Most of the firms in our sample have very few units operating in Mexico — although we should
note that this reflects the reality of franchising in Mexico, rather than idiosyncrasies of our
particular sample.?’” Even so, though we restrict our analysis to firms with some minimal presence
(5 or 10 units), one could argue that such small franchise networks have yet to reach their
equilibrium proportion of franchised units.28 Thus we may need to wait until a larger number of
chains have established a more significant presence in Mexico before concluding on this issue.

It is of further interest here to note that similar effects of "immature" operations may also
explain the inconsistent results obtained in previous studies of the effect of general international
experience on the propensity to franchise,?” since most prior studies do not control for the total

number of units in each country in the sample. If there are a significant number of countries in

27 As discussed earlier, our sample includes most US and Canadian franchisors with operations in Mexico.

28 Lafontaine and Shaw (2000) for example, provide evidence that franchised networks attain their “equilibrium”
proportion of company-owned and franchised units in the US only after about 7 years in franchising.

29 See discussion on pp. 6-7, above.
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which franchised chains have yet to reach equilibrium, and this number is related to the extent and
speed of international expansion, then this may skew observed results.

Still, it is noteworthy that, according to our data, there is no systematic variation in the
extent to which US and Canadian franchisors rely on franchising in Mexico as compared with
other operations worldwide. This result suggests that the fundamentals that lead franchisors to
adopt a particular mix of company and franchised units domestically have the same effect in other
markets.? In other words, the effect of these fundamental factors might dominate any other
consideration. Further work on markets other than Mexico will be needed before we can reach a

final conclusion on this issue.

FINANCIAL CONTRACT TERMS

Tables 5 and 6 show the characteristics of franchisors with identical and with differentiated
royalty rates and franchise fees in Mexico and the home market. One striking feature of these data
is the overwhelming tendency for the franchisors to have uniform policies regarding royalties and
franchise fees for their domestic and Mexican franchisees. Of the 255 franchisors for whom we
have revenue-based royalty rate information for operations in Mexico, 239 (94%) use the exact
same level or range of royalty rates as in their home market. Among the 16 franchises that do have
different royalty policies for Mexico, 12 charge a higher royalty in Mexico and 2 charge a lower
royalty. The remaining 2 franchises have the same average royalty rate in the two countries, but
with a wider range of possible rates in Mexico.3! Overall, the level of uniformity between the

domestic and Mexican royalty rate is quite striking.

*** Tables 5 and 6 about here ***

30 See Lafontaine and Shaw (2000) for an empirical analysis that suggests that franchisors target a certain
proportion of company units in their chain, and that they actively manage their units to maintain this proportion
once achieved.

31 In addition, 20 franchisors charge an ongoing fixed fee in place of revenue-based royalties in both their domestic
market and in the Mexican market. In each of these cases, the fee charged in Mexico is different than in the home
market, but there does not appear to be any systematic pattern to these differences.

29




Interestingly, franchise fee policies are only slightly less uniform than royalty rate policies.
Of the 270 franchises for which we have franchise fee information in both country of origin and
Mexico, 241 (89%) use the same range of franchise fees in both markets, 8 charge a higher fee in
Mexico, and 15 charge a lower fee there. The remaining 6 franchises have the same average fee in
the two countries but with a wider reported range of possible fees in Mexico.

For advertising fees, the picture is somewhat less clear. Of the 249 franchises for which we
have data on revenue-based advertising rates, 79% report that they use the same rate domestically
and in Mexico. Of those that use different rates, 21 report a lower rate for Mexico, while 29 report
a higher rate and 1 reports a wider mean-preserving range of rates for Mexico. However, these
results almost certainly overstate the difference in advertising rate policies between the two
countries: because Entrepreneur Magazine did not report advertising rates for the US in 1994, we
were unable to check the Bond’s data against this source. For royalty rates and franchise fees, we
eliminated 70% of the cases where the Bond’s and Entrepreneur’s Mexico survey indicated
differences in US and Mexican contract terms simply by using the Entrepreneur magazine as the
source of the US data. Assuming a similar rate of discrepancy in advertising rate data between the
two sources of US/Canadian data, we can conjecture that in fact around 94% of franchises in our
sample have uniform policies regarding advertising rates in Mexico and their home country.

The small number of franchises adopting different financial contract terms limits the range
of feasible methods for analyzing the circumstances that lead to the adoption of a differentiated fee
structure.?? Table 5 shows the results of a series of two-sample t-tests of the hypotheses that the
mean characteristics of franchises with a uniform royalty structure for Mexico and the home
country are equal to those setting different rates in the two countries. Table 6 displays the results of

similar analyses of franchise fee policies.®

32 Attempts to distinguish differentiated from undifferentiated contract terms using logit analysis were unsuccessful
because of the very small number of differentiated contracts, and the high degree of multicollinearity among the
explanatory variables.

33 We do not analyze advertising rate discrepancies in this way because, as noted above, we cannot be sure that the
differences we observe in our data are real.
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The two sets of results are quite similar, reflecting the high overlap between franchises with
differentiated policies for royalties and for franchise fees (ten of the sixteen franchises with
differentiated royalty rate structures also charge a different franchise fee in Mexico compared with
the home country). Consistent with our hypothesis H6a, more experienced firms are more likely to
adopt a differentiated contract structure. Franchisors with a different royalty rate and franchise fee
for their Mexican operations tend to have been franchising longer, have more overseas units, and
operate more units in Mexico. Organization of the Mexican market through a master franchise is
also strongly associated with franchisors having a differentiated fee structure. We should stress,
however, that the adoption of a master franchise arrangement is endogenous, and no causal link to
market autonomy (and differentiated contract terms) is implied. It is likely that factors leading a
franchisor to treat the Mexican market differently would also increase the benefit of establishing a
master franchise arrangement. Indeed, it is interesting to note that simply having a separate
Mexican address (as indicated in the Mexican survey) is the strongest indicator of the relative
autonomy (and differentiated contract structure) of the Mexican market — of 23 franchisors that
have a separate contact address in Mexico, 17 have a differentiated policy for either royalties,
franchise fees, or both.

In sum, we find that the overwhelming majority of US and Canadian franchisors that have
operations in Mexico rely on the exact same financial contract terms there as they do in their
domestic market. This surprising result is particularly interesting as it suggests that most
US/Canadian franchisors treat the Mexican market as an extension of their home market, where
contract uniformity across franchisees is also the norm. A number of arguments have been
proposed in the franchising literature to explain the uniformity of contracts domestically, including
notably the need for two-sided incentive provision (Bhattacharyya and Lafontaine, 1995),
franchisor opportunism problems in a dynamic contracting setting (McAfee and Schwartz, 1994)
and the high transaction costs of writing and enforcing a large number of different contracts.

These arguments also might well explain why franchisors do not often adjust the financial terms of

their contracts as they move outside their home market. Having said that, it is important to note that




the data in Tables 5 and 6 support hypotheses H6a and H6b in that more experienced firms and
firms that organize their Mexican operations under a more delegated approach are more likely to

use a different contract in Mexico.

Conclusion

The goal of this paper was to examine the details of US and Canadian franchisors’
contracting practices in Mexico and determine how they compare to franchisors’ choices
domestically using arguments from agency theory and from internationalization theory to guide our
analyses. Consistent with our expectations, we found that large geographically dispersed chains
with international operations and prior experience with master franchising were more likely to be
present in Mexico in 1994. We also found, somewhat surprisingly, that the extent of franchising
(versus company owned units) of these firms in Mexico is not systematically different from that
observed in their domestic market or worldwide. Moreover, the financial contract terms set by US
and Canadian franchisors for their Mexican franchisees are, in the vast majority of cases, exactly
equal to those set in their home market. We argued that these similarities in practices between the
two markets can probably be explained by the arguments already used in the franchising literature
to explain the uniformity of contract terms domestically, and by the fact that US and Canadian
franchisors might be treating their Mexican operations as an extension of their domestic operations.
However, we also noted that, consistent with agency-theoretic arguments, the few firms that do
use a differentiated contractual structure tend to be those with more international experience and a
more delegated approach to franchising in Mexico.

Our analysis suffers from some obvious limitations. Foremost among these is the
"snapshot" character of our data, which covers a single market in a single year. Thus we are unable
to examine questions related to the order of entry into different international markets, or to the
evolution of the organizational form adopted in any particular market. Our result that those few
firms with differentiated contract structures were those with more international experience and with

separate Mexican headquarters suggests that an investigation of the evolution of the contractual
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practices of individual franchisors over time, as they become established in specific markets,
would be especially worthwhile. Finally, since our sample covers franchisees in Mexico alone
(with its own, perhaps idiosyncratic, set of institutional and economic characteristics), an

examination of franchising practices of US/Canadian franchisors in other markets may reveal

different patterns and thus prove most useful.
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Table 1: Variables, Sources and Expected Effects

M

Variable name Enter Mexican Franchised % in Contract terms Source
market? Mexico greater in Mexico differ
than in home from home
country? country?

In Mexico dep. var. Mexico survey
Mexico Units dep. var. Hd4c: - Mexico survey
Difference in % Franchised dep. var. Mexico survey
Expanded in US or Canada H1: + Bond’s
% Units Overseas HI1: + HS5: - Heéa: + Bond’s
Near Mexico H2a: + H4b: - Bond’s
Canadian H2b: ~ Bond’s
Years Franchising H3a: + Bond’s
Total Units Worldwide H3a: + Bond’s
Dispersion in US and Canada H3b: + Bond’s
Previous Master Franchise H3c: + Bond’s
Mexico Master Franchise Héb: + Phone

inquiries
Mexican Address control Mexico survey
% Franchised Worldwide control Bond’s
Sector Dummies control Bond’s

T T TR e —
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Table 2: Descriptive statistics
m

Full sample of firms (n=1104) Firms in Mexico survey (n=275)
Variable name Mean Min. Max. Mean Min. Max.
(Std. (Std.
Dev.) Dev.)
In Mexico 0.26 0 1 na na na
(0.44)
Mexico Units 0.85 0 95 3.41 0 95
(5.95) (11.57)
Expanded in US or Canada 0.22 0 1 0.39 0 1
0.41) (049)
% Units Overseas 3.16 0 97.9 6.36 0 97.9
(11.60) (15.41)
Near Mexico 0.19 0 1 0.23 0 1
(0.40) (0.42)
Canadian 0.15 0 1 0.06 0 1
(0.35) (0.25)
Years Franchising 11.56 1 68 13.78 1 68
9.87) (12.00)
Total Units 200.5 1 14162 417.45 1 14162
(840.5) (1293.4)
Dispersion in US and Canada 13.75 1 60 21.71 1 60
(n=1029 and 261 respectively) (15.35) (17.98)
Previous Master Franch. 0.56 0 1 0.66 0 1
(n=1077 and 269 respectively) (0.50) 0.48)
Mexico Master Franchise n/a n/a n/a 0.06 0 1
(n=274) 0.23)
Mexican Address (n=277) n/a n/a n/a 0.08 0 1
0.27)
% Franchised Worldwide 80.14 0 100 85.01 0 100
(27.21) (23.24)

e

Note: For each sample, we present descriptive statistics for that set of firms for which we have data on all of the
primary variables of interest.
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Table 3: Probit and Tobit Results on Franchisors’ Decisions

to Operate in Mexico
W

Probit Results: Tobit Results:
Dependent Variable is Dependent Variable is
“In Mexico” “Mexico Units”
Explanatory Var.: 1 2 3 4 5 6
Expanded in US or 0.58%* 0.58%** 0.29%* 0.73** 0.67%* 0.15
Canada T 5.11) (5.05) 2.21) 4.62) 4.18) (0.78)
% Units Overseas 0.012%* 0.011** 0.014** 0.018** 0.020%* 0.024%**
(3.15) Q2.7 3.31) (4.30) 4.55) (5.19)
Near Mexico 0.06 0.07 0.04 0.39%* 0.42%* 0.43%*
(0.50) (0.63) (0.30) 2.53) (2.68) 2.51)
Canadian -0.63%* -0.66%* -0.47** -0.54* -0.49 0.12
-4.27) (-4.33) (-2.83) -1.77) (-1.62) (0.39)
Years Franchising 0.003 0.002 -0.006 0.016** 0.016** 0.004
(0.51) (0.46) (-1.12) (2.48) (2.46) (0.50)
Total Units Worldwide 0.56%* 0.55%* 0.21 0.53%* 0.54** 0.45%*
(in 000°s) (3.76) (3.67) (1.63) (8.09) @8.1D (6.26)
Dispersion in 0.024** 0.04**
US and Canada (5.23) (5.47)
Previous Master Franchise 0.27%* 0.33%* 0.23 0.37**
(2.76) (3.30) (1.53) (2.19)
% Franchised Worldwide 0.003 0.003* 0.002 -0.001 -0.001 -0.001
(1.52) 1.79) (1.24) (-0.35) (-0.33) (-0.040)
Sector Dummies Yes** Yes** Yes** Yes Yes Yes
Number of Obs. 1104 1077 1029 1096 1069 1021
Observations at 0 818 797 757 1023 997 950
% predicted correctly 0.77 0.78 0.78 n/a n/a n/a
Pseudo R? n/a n/a n/a 0.65 0.66 0.70

e ———

Notes: t-tests in parentheses. **: Significant at 0.05 level or better, *: Significant at 0.10 level.

1: This variable is equal to one for US firms that have expanded into Canada, and for Canadian firms that have
expanded into the US Pseudo R? is calculated as the square of the correlation between predicted and observed values of
the dependent variable.
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Table 4a: Comparison of Franchising Versus Company-Owned Units in
Mexico and Worldwide

W

Mexico % Franchised % Franchised Difference %
Worldwide Franchised
Firms with 5 or more units in 89.12 88.36 0.76
Mexico (n=39) (15.85) (23.48) (28.31)
Firms with 10 or more units in 86.99 87.41 -0.42
Mexico (n=21) (17.43) (23.31) (26.91)
Firms with 3 or more units in 85.25 86.99 -1.73
Mexico (n=48) (22.41) (24.45) (34.96)

T ———

Standard Deviations in Parentheses.

Table 4b: OLS Results on Proportion of Franchised Units
in Mexico versus Worldwide
(Dependent variable = Difference in % Franchised)
m

Firms with 5 or more units Firms with 10 or more units
in Mexico in Mexico
Constant -1.35 -6.72
(-0.18) (-0.57)
Total Units ('000s) 1.70 1.89
(0.46) (0.52)
Near Mexico 0.90 -2.88
(0.01) (-0.20)
Mexico Units 0.13 0.30
0.34) 0.71)
% Units Overseas -0.01 -0.01
(-0.71) (-0.71)
Number of Observations 39 21
Adjusted R-square -0.09 -0.14

e —

Notes: t-tests in parentheses. None of the coefficients is significant at the 0.10 level or better.




Table 5: Analysis of Royalty Policies in Mexico and Home Market
m

Firms with identical Firms with t -statistic (or
royalty structure in differentiated royalty approximate ?) for
Mexico structure in Mexico differences in mean
n=239 n=16
Ave. Mexico Units 2.4 11.9 1.784*
(8.8) (21.3)
Ave. Mexican % Franchised 84.8 82.2 0.332
(24.5) (20.8)
n=30 n=13
Ave. % Units Overseas 13.1 24.8 1.773*
(25.5) (28.1)
% Near Mexico 22.2 25.0 0.262
41.6) 44.7)
% Canadian 5.9 12.5 0.766
(23.5) (34.1)
Ave. Years Franchising 11.8 23.12 3.848***
11.2) (14.0)
Ave. Total Units 348.9 1237.9 1.026
(982.4) (3457.5)
9% Mexico Master Franchise 2.5 60.0 4,377 **x*
(15.7) (50.7)
% Mexican Address 3.3 75.0 6.374%**
(18.0) 44.7)
Ave. % Franchised Worldwide 83.99 86.40 0.396
(23.6) (29.6)
% with different franchise fee in 6.8 68.8 5.125%%*
US and Mexico (25.3) 47.9)
n=234

e T T T A —

Notes: Standard Deviations in Parentheses. ***: p=0.001, **: p=0.05, *: p=0.10. (1): The t-tests are performed
using the TTEST procedure in SAS. The ¢ statistic computed in this procedure is based on the assumption that the
variances of the two groups are equal. The procedure also computes an F* (folded) statistic to test for equality of the 2
variances (Steel and Torrie, 1980), and gives an approximate ¢ based on the assumption that the variances are
unequal, along with a Cochran and Cox (1950) approximation of the probability level for the approximate r. The
statistic reported in the table is the true ¢ statistic except in cases where the F’ test revealed unequal variances. In
those cases, the approximate ¢ is reported.
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Table 6: Analysis of Franchise Fees in Mexico and Home Market
W

Uniform franchise fee Differentiated fee t-statistic (or
structure structure approximate ?) for
n=241 n=29 differences in means
Ave. Mexico Units 2.6 9.5 3.105%**
(11.5) (10.7)
Ave. Mexican % Franchised 88.7 79.3 1.414
(24.2) (19.9)
n=26 n=20
Ave. % Units Overseas 134 21.8 1.627
(26.5) (25.8)
% Near Mexico 224 27.6 0.625
(41.8) 45.5)
% Canadian 6.6 6.9 0.052
(24.9) (25.8)
Ave. Years Franchising 12.3 16.4 1.732*
(12.0) (11.5)
Ave. Total Units (000s) 0.376 0.742 1.435
(1.32) (1.12)
% Mexico Master Franchise 2.5 37 3.626%**
(15.6) (49.2)
n=240 n=27
9% Mexican Address 3.7 44 .8 4.336%*%
(19.0) (50.6)
Ave. Total % Franchised 83.8 92.4 1.877*
23.7) (20.2)
% with different royalty rate in 2.2 40.7 3.974%%x*
US and Mexico (14.8) (50.1)
n=223 n=27

s —

Notes: Standard Deviations in Parentheses. ***: p=0.001, **: p=0.05, *: p=0.10. (1): The t-tests are performed
using the TTEST procedure in SAS. The 7 statistic computed in this procedure is based on the assumption that the
variances of the two groups are equal. The procedure also computes an F’ (folded) statistic to test for equality of the 2
variances (Steel and Torrie, 1980), and gives an approximate ¢ based on the assumption that the variances are
unequal, along with a Cochran and Cox (1950) approximation of the probability level for the approximate ¢. The
statistic reported in the table is the true ¢ statistic except in cases where the F’ test revealed unequal variances. In
those cases, the approximate ¢ is reported.
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