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Franchising occupies a prominent position in con-

Franchising provides an increasingly important vehicle for entrepreneurial wealth creation and
accounts for a large and growing share of business in the retail and service sectors. Chains—
which operate in dispersed markets—most frequently use this form of governance. These firms
must balance the centralization and standardization required for efficiency with the adaptation
needed for success in varied local markets. By adopting an organizational learning perspective,
we argue that the mix of company-owned and franchised units affects this balance, thereby
influencing chain performance. In particular, the different incentives facing company managers
and the entrepreneurs that manage franchises encourage distinct patterns of organizational
learning. Franchised establishments provide better opportunities for the firm to learn through
experimentation; however, companies find it easier to diffuse this information and enforce
standards through their company-owned units. Analyses of franchised restaurant chains in the
United States provide empirical evidence of this trade-off. Copyright © 2001 John Wiley &
Sons, Ltd.
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temporary American business and increasingly
provides a common vehicle for entrepreneurial
wealth creation. Although franchising receives
less attention than high-tech entrepreneurship, 40
percent of all U.S. retail sales passed through
franchising organizations in 1996 (Bradach,
1998). Franchising appears particularly common
among chains—including restaurants, hotels, and
small business services—in the form of ‘business-
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entrepreneurs license the chain’s business con-
cept: the right to use its brand name and access
to its marketing strategies, organizational routines
and operating manuals (Caves and Murphy,
1976).! In return, the franchisee pays the fran-
chiser both an initial fee and ongoing royalties,
but retains rights to the establishment’s earnings
(Hunt, 1972; Rubin, 1978).

Like other entrepreneurs, franchisees perceive
opportunities for wealth creation and risk their
own capital pursuing them. Unlike many other

! In contrast, franchisees simply distribute a branded product
produced by the franchiser, without any operational assistance,
in traditional (product name) franchising.
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entrepreneurs, however, franchisees choose to
purchase substantial strategic and operational sup-
port for pursuing these opportunities from the
franchiser—arguably making franchising a less
risky path to wealth creation. Nevertheless, this
support comes at a price; it ties the fate of
the franchisee’s entrepreneurial investments to the
policies and procedures of the franchiser and to
the characteristics of the chain as a whole.

Given this interdependence, both entrepreneurs
interested in purchasing licenses and potential
franchisers need to understand its performance
implications. Most work on franchising and per-
formance focuses on incentive alignment and
monitoring costs. Monitoring the actions of dis-
tant establishment managers can prove costly and
difficult for the corporate office (Rubin, 1978;
Norton, 1988), leading firms to limit monitoring
intensity. Without close supervision, however,
establishment managers may allocate effort to
activities that do not benefit their unit’s perfor-
mance, or shirk (Jensen and Meckling, 1976).
Franchising can solve this problem; the
entrepreneurs that manage franchised establish-
ments operate with clear incentives to maximize
the performance of these units as they receive
any profits and stand to lose their investment
should the unit perform poorly (Alchian and
Demsetz, 1972; Brickley and Dark, 1987). There-
fore, franchising firms should perform better than
those that retain ownership and hire managers,
when conditions create a risk of shirking (Fama
and Jensen, 1983). Empirical studies support this
proposition (Lafontaine, 1992; Shane, 1996;
Shane and Foo, 1999).

Though it highlights important issues, this
establishment-level focus remains relatively silent
regarding the optimal portfolio of governance
structures (i.e., hierarchy vs. franchising) for the
chain. Extending the agency perspective to the
chain level implies that one governance type
should dominate: firms primarily using that form
should perform best (Lafontaine, 1992; Shane,
1996).> However, chains usually mix governance
types, in what Bradach (1998) calls a ‘plural
form.” Consider the restaurant industry. Only 11
percent of restaurant chains in 1998 pursued a
pure governance strategy and those that mixed

2 Shane (1998a) offers a notable exception, suggesting that a
mix might allow firms to balance shirking concerns with the
problems associated with free riding.
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forms showed substantial  heterogeneity —
indeed, the proportion franchised for chains
employing a mixed form nearly follows a uniform
distribution. These mixed forms might represent
transitory states (Oxenfeldt and Kelley, 1969),
but more likely, a new unit’s optimal form
depends on chain composition. Since each
establishment operates within a community of
related units, its performance may depend on the
activities of other establishments belonging to
the same chain. Understanding the effect of the
portfolio of governance structures on perfor-
mance requires an explicit consideration of
these interactions.

Organizational learning provides such explicit
consideration of the interactions among constitu-
ent units. Learning refers to the modification of
routines in response to feedback from past experi-
ences and the environment (Cyert and March,
1963). According to this perspective, chains bene-
fit by sharing routines and knowledge across their
constituent units, thereby spreading the costs of
knowledge generation (Argote, Beckman, and
Epple, 1990). Although this research considers
seriously the interactions among chain members,
it fails to consider how governance structures
might influence the learning process.

By infusing organizational learning with a
focus on incentives, we can gain an enriched
understanding of how governance affects per-
formance. Incentives do not simply affect the
effort managers expend; rather, they qualitatively
change the activities these actors pursue. Man-
agers must choose between two types of learning:
exploitation and exploration. Exploitation—the
incremental improvement of existing routines—
helps the chain realize efficiencies through the
implementation of standardized practices. Explo-
ration—the development of new routines—allows
the chain to adapt to varied markets. We contend
that governance structures shift the balance
between exploitation and exploration. Specifically,
incentives lead managers of company-owned units
to exploit existing routines at the expense of
exploration that might better adapt the establish-
ment to local conditions. Meanwhile,
entrepreneurs managing franchised units explore
at the expense of exploitation. Chains need both
to operate successfully.

The paper proceeds as follows. First, the theory
section delineates the relationship between each
ownership structure and organizational learning.
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We then discuss the implications of the mix of
governance structures for chain performance. The
next section describes the data—a longitudinal
sample of restaurant chains in the United States—
used to investigate these ideas. The methods
section presents a model capable of evaluating
both the mean and variance implications of a
strategic choice. After presenting our results, we
discuss the implications for researchers and prac-
titioners.

GOVERNANCE AND
ORGANIZATIONAL LEARNING

Following March (1991) and others, we classify
learning into two ideal types: exploitation and
exploration. Exploitation involves the incremental
improvement of existing routines to enhance oper-
ational efficiency. Firms learn from experience
with their current resources and technologies and
use that knowledge to improve upon them.
Exploratory learning, in contrast, seeks to dis-
cover potentially useful untapped resources and
technologies. Neither offers an ideal alternative.
An organization engaged purely in exploration
develops insufficient experience with any one
technology to operate efficiently or exhibit any
distinctive capability. Meanwhile, an organization
devoted to exploitation can fail to see changes in
the world around it, and hence find itself execut-
ing sub-optimal routines. The balance of these
processes can crucially affect firm performance.

Governance structures importantly influence the
balance between exploration and exploitation.
Specifically, we propose that the managers of
company-owned units exploit existing routines,
while entrepreneurs running franchises pursue
more exploratory learning. Two factors suggest
that managers of company-owned units attend to
the refinement of existing routines rather than to
exploring new resources and novel routines. First,
monitoring creates incentives for managers to
focus on incremental operational improvements
as opposed to developing new procedures.
Second, the rewards offered to managers of
corporate units rarely encourage innovation. Let
us consider each in detail.

Monitoring deters managers from innovating.
Hierarchies use supervision, as an alternative to
incentives, to prevent self-interested behavior by
unit managers. Owners can then sanction man-
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agers—at the extreme through firing—when they
fail to act in their interests. Observation typically
takes one of two forms: owners either observe
managers’ actions directly (behavioral control) or
base their evaluations on observable outcomes,
such as unit sales (e.g., Anderson and Oliver,
1987). Both encourage exploitation. Under
behavioral control, monitors generally interpret
deviations from accepted practice as outside the
firm’s interests. Thus, managers can best avoid
unfavorable evaluations by following established
routines. Although owners who base their evalu-
ations on outcomes leave more room for exper-
imentation, firms typically develop benchmarks
based on the past performance of established
procedures. Since failing to meet these standards
results in sanctions, risk-averse managers in com-
pany-owned units should generally choose to con-
tinue accepted practices; exploration generates
more variable returns and hence a greater prob-
ability of not meeting superiors’ expectations.

Bradach’s (1998: 83-91) study of restaurant
chains suggests that they rely extensively on
behavioral controls to monitor company man-
agers. Chains regularly conducted ‘QSC’ (quality,
service, and cleanliness) field audits of company-
owned units, involving highly detailed inspections
of products, service times, bathroom cleanliness,
and employee behavior. They hired mystery shop-
pers, whose unannounced visits similarly checked
the unit’s performance from a customer’s perspec-
tive. Finally, chains used extensive management
information systems to track labor-to-revenue
ratios, waste-to-revenue ratios, food and labor
costs, inventory levels, and so on—allowing
chains to evaluate performance and identify
underperforming units. In this monitoring, chains
stressed maintaining established practices over
financial performance.

Chains also monitor franchisee behavior, but
less stringently and less systematically. When
chains used field audits in franchised units, they
placed less emphasis on evaluation than on work-
ing with the franchisee to understand the local
market conditions and issues the franchisee faced
(Bradach, 1998: 197-199). Since chains rarely
require franchisees to integrate their information
systems with headquarters, they cannot do the
same detailed, quantitative monitoring as with
company-owned units (Bradach, 1998: 99).

In addition to being deterred from exploration
by monitoring, managers of company-owned
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establishments receive, at most, weak incentives
for exploration. In the chains Bradach (1998)
studied, manager compensation consisted largely
of a fixed salary with a small bonus, only a
portion of which depended on individual unit
profitability. Instead, companies tied rewards to
maintaining specific cost/revenue ratios (food,
labor, waste, etc.), minimizing food and labor
variances, and customer service. Chain operators
explicitly voiced their reluctance to emphasize
financial performance too heavily: ‘As one execu-
tive put it: “We would have chaos if people were
given too much of an incentive to maximize
financial results. They would screw up the busi-
ness concept in their attempt to get the bonus™
(Bradach, 1998: 37). Bonuses based on restaurant-
level sales encourage managers to maximize their
store’s profitability, even at the expense of the
chain as a whole (Brickley and Dark, 1987).
Thus, corporate managers’ incentives emphasize
the maintenance of established standards and dis-
courage innovation.

While the managers of company units receive
incentives to refine existing routines, the
entrepreneurs running franchises tend to search
more broadly for at least two reasons. First,
entrepreneurs that purchase franchises may toler-
ate risk better than the managers of company-
owned units. Exploration requires a willingness
to accept the uncertain returns to innovation.
Since both theoretical accounts (Knight, 1921;
Khilstrom and Laffont, 1979) and empirical
investigations (e.g., Brockhaus, 1980) suggest that
risk-averse individuals rarely pursue entrepre-
neurial paths, such as franchising, the
entrepreneurs managing franchises may more
willingly accept the higher risk associated with
exploratory search.

Second, entrepreneurs managing franchised
units might invest more readily in innovations
that generate returns in the distant future. The
returns to exploration both vary more and lie
more distant in time than the returns to exploi-
tation (March, 1991). Since innovation’s rewards
take longer to realize, the propensity to explore
depends on a decision-maker’s time horizon.
Entrepreneurs typically operate under longer time
horizons than the managers of company owned
stores. While entrepreneurs’ interests align with
the long-term performance of their unit, the man-
agers of company-owned units may focus on
short-term performance to enhance their pro-

Copyright © 2001 John Wiley & Sons, Ltd.

motion chances, or worry that their employment
would not survive the short-term performance
decline needed to realize a long-term gain

Despite these incentives for exploration, no
strong factors require that entrepreneurs engage
less in the refinement of existing routines than
the  managers of company-owned units.
Entrepreneurs’ steep incentives to maximize per-
formance also encourage them to devote energy to
exploitation. Nevertheless, increased exploration
likely comes at the expense of exploitation. Since
entrepreneurs face a budget constraint in the
resources available for learning, devoting effort
to exploration necessarily reduces the time and
energy available for exploitation.

GOVERNANCE AND KNOWLEDGE
TRANSFER

Properly designing governance structures requires
more than a simple evaluation of the marginal
returns to exploration and exploitation. At the
chain level, much of the benefit to learning stems
from transferring the knowledge generated at one
unit to the chain’s other establishments. More-
over, chains need standardized operations because
the efficiencies that accrue from centralization
and standardization generate their competitive
advantage over stand-alone rivals (Norton, 1988).
The development and maintenance of these stan-
dards requires both knowledge transfers across a
chain’s constituent units and a willingness among
unit managers to contribute to system-wide
improvements.

Franchising impedes this standardization. In
particular, the variability in operations generated
by exploration limits the transferability of routines
across units. As noted above, entrepreneurs run-
ning franchised units operate with strong incen-
tives to develop procedures that fit local demands.
Local adaptation carries an inherent risk that units
generate idiosyncratic knowledge of little value
to those operating in different environments. If
the chain cannot usefully apply knowledge gained
at one place to its other constituent units, it
cannot spread learning costs across its multiple
units. Even when the learning generated by fran-
chisees can benefit the chain’s other units, the
transfer of knowledge across units can prove
difficult. An organization’s ability to acquire new
knowledge depends on the similarity of this infor-

Strat. Mgmt. J., 22: 713-724 (2001)



mation to the organization’s existing knowledge
base—an idea known as ‘absorptive capacity’
(Cohen and Levinthal, 1990). Extending this con-
cept to intraorganizational learning suggests that
units in a chain can most successfully transfer
knowledge when they operate from the same
knowledge base (for a similar argument in the
context of strategic alliances, see Lane and Lubat-
kin, 1998; Hitt et al., 2000). When the
entrepreneurs managing franchised units adapt to
local conditions, they decrease the similarity of
operating routines across the chain’s units.
Free-riding behavior among franchisees can
also hamper the standardization of routines.
Although franchising effectively minimizes shirk-
ing, it creates incentives for free riding (Shane,
1998a). The entrepreneurs running franchises
have little incentive to contribute to chain-wide
public goods (e.g., a consistent brand image).
Faced with the choice between investing in chain-
wide standards and investing in local improve-
ments, entrepreneurs will likely invest locally.
Therefore, entrepreneurs running franchised units
more frequently develop routines that do not
apply to other units. Even when they do refine
existing routines in a manner that could benefit
others, they might fail to pass this information
on—an activity that undoubtedly entails
expense—to minimize costs. Thus, the benefits
of learning more likely accrue to the chain if
they occur among company-owned units than if
they originate among franchisees.
Company-owned units facilitate knowledge
transfer. They provide a setting for showing the
value of innovations to skeptical franchisees. Bra-
dach (1998) reports that chains typically test and
evaluate new ideas in company-owned units, in
part because the integrated management infor-
mation systems allow headquarters to gauge pre-
cisely the success of new products or procedures.
Performing tests in company-owned units also
gives the chain greater control over the test con-
ditions (Bradach, 1998: 144). These tests can
then help the company persuade entrepreneurs in
charge of franchised units to adopt the inno-
vations. Chain management has a stronger incen-
tive to diffuse the knowledge generated at fran-
chised establishments than the entrepreneurs
running those units do themselves. The company
reaps the benefits of innovations in both com-
pany-owned establishments and franchised units
(through royalties), giving them strong incentives

Copyright © 2001 John Wiley & Sons, Ltd.
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to educate and inform their constituent units about
useful new practices.

IMPLICATIONS FOR CHAIN
PERFORMANCE

Our basic argument maintains that company-
owned units tend to engage in exploitation while
franchised units more frequently explore. Aggre-
gation suggests organizational learning will take
the form of refining existing routines in chains
dominated by company-owned units. Conversely,
in chains that mostly franchise, exploration will
dominate. As the balance of company-owned and
franchised units changes, so does the balance
between exploitation and exploration. What does
this balance imply for chain performance?

Chains engage in spatially decentralized pro-
duction, distribution and marketing. This geo-
graphic dispersion exposes the chain to varied
local market conditions that require local adap-
tation to maximize performance, because uniform
operating procedures cannot optimize perfor-
mance across these diverse locations (Minkler,
1992; Kaufman and Eroglu, 1999). Simul-
taneously, chains’ competitive advantages over
independently owned stores depend crucially on
the benefits of the stronger brand names and
more efficient operational procedures generated
through applying common procedures across the
firm (Norton, 1988; Jain, 1989). When chains
face homogeneous markets, they can simply
implement common procedures across all units.
System-wide standards frequently conflict with
local market conditions, however, when chains
face heterogeneous markets.

Corporate ownership functions best in homo-
geneous environments. Exploitation represents the
dominant learning strategy for an organization
facing homogeneous local markets. As experience
with established routines increases, individuals
perform those routines more efficiently, raising
the mean level of performance. Not only do
corporate units excel at generating incremental
improvements, but also they facilitate the transfer
of this knowledge across units. Franchisees, in
contrast, add little to chain performance in homo-
geneous environments. Both coordinating action
to achieve scale economies and transferring
knowledge to benefit from learning proves diffi-
cult with these independent actors.

Strat. Mgmt. J., 22: 713-724 (2001)
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Hypothesis 1: In relatively homogeneous mar-
kets, increases in the number of corporate
units contribute more to mean performance
levels than increases in the number of fran-
chised units.

As market heterogeneity rises, firms must increas-
ingly adapt to local conditions to maximize per-
formance. Since formulating and implementing
market-specific procedures at a central office
makes little sense, chains in diverse markets rely
on decentralized decision-makers—who have the
most relevant knowledge of local tastes and mar-
ket conditions—to make local adaptations
(Minkler, 1992). Franchised units offer the proper
incentives for adaptation to these local conditions,
suggesting that the mean performance benefits
of adding franchised units should increase with
environmental heterogeneity. Corporate unit man-
agers, on the other hand, receive weaker incen-
tives to engage in exploratory learning. Since
uniform policies will fail to fit all conditions—
eroding the performance of firms that fail to
engage in sufficient exploration—the mean per-
formance benefits of adding corporate units
decrease  as  environmental  heterogeneity
increases.

Hypothesis 2: As environmental heterogeneity
increases, the mean performance benefits from
corporate units declines more rapidly than
those from franchised units.

Learning also affects the variation of firm per-
formance in time and space (March, 1991; Greve,
1999; Sgrensen, 2001). Successful exploitation,
in particular, decreases the variability of firm
performance as behavior becomes routine and
fewer unexpected situations develop (Levinthal
and March, 1993). Chains employing corporate
ownership should benefit from the stability gener-
ated by exploitation. Meanwhile, the exploration
engaged in by franchisees offers highly uncertain
returns. Therefore, the variation in chain perfor-
mance should depend on the degree to which
they use corporate ownership vs. franchising.

Hypothesis 3: In relatively homogeneous mar-
kets, increases in the number of corporate
units contribute more to the reliability of per-
formance than increases in the number of fran-
chised units.

Copyright © 2001 John Wiley & Sons, Ltd.

The reduction in variance due to exploitation
assumes that chains encounter homogeneous
environmental conditions. As markets become
more varied, the applicability of a uniform set of
routines becomes increasingly uncertain. Though
risky, the uncertainty of exploration does not
necessarily increase with environmental hetero-
geneity. Thus, the benefits of corporate ownership
to stability should erode more rapidly than those
that might accrue from franchised units.

Hypothesis 4: As environmental heterogeneity
increases, the stability benefits from corporate
units  decline more rapidly than those
associated with franchised units.

METHODS
Sample

We analyze a longitudinal dataset of restaurant
chains in the United States. Data from Technomic
(1999), a research firm specializing in the
restaurant industry, provided the sampling frame
and allowed us to decompose sales into corporate
sales and franchisee sales. We supplemented these
data with corporate-level information from the
franchisers’ annual reports and other public
sources, such as press releases and corporate
Internet sites. Our analyses cover 152 chains,
observed for 972 chain-years. Most chains (126)
provide 7 years of information, but some chains
enter or exit the sample between 1992 and 1998
and contribute fewer chain-years of data.> Table
1 presents descriptive statistics for the variables
used in the models.

Revenue

Sales in constant 1992 dollars* provide the depen-
dent variable for the growth models. Although
one could also investigate other performance mea-
sures (e.g., profits), no source compiles systematic
cost data for the franchisees. Moreover, sales
growth provides a particularly good measure here
because franchising agreements typically maxim-

3 Limiting the analysis to those chains present in all years
does not change the results qualitatively.

4 We adjusted the data to real dollars using the Consumer
Price Index (CPI).
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Table 1. Descriptive statistics
Variable Mean S.D. 1 2 3 4 5 6
Total chain revenue (log) 12.270 1.382 1.00
2 Midscale restaurant 0.204 0.403 0.03 1.00
3 Quick Service restaurant 0.563 0.496 0.17* -0.57* 1.00
4 Chain age 26.028 16.630 036* 0.05 0.19* 1.00
5 States (log) 2.864 0.965 0.59* -0.08* 0.11* 0.10* 1.00
6 Company units (log) 4.072 1.838 0.61* -0.02 0.07* 0.17* 029" 1.00
7 Franchised units (log) 4467 2.224 0.65* -0.06 046* 0.36* 049 0.13*

Two-sided t-test: *p < 0.05

ize franchisers’ earnings when their franchisees
maximize sales.

Number of units

The number of units simply counts the number
of establishments of a particular type operating
in a given year. Thus, the number of corporate
units tallies the restaurants owned and operated
by the franchiser and the number of franchise
units counts the restaurants run by independent
owner-operators. We log both variables to account
for decreasing returns to scale.

States

The number of states in which a chain operates
provides our measure of geographic dispersion
(environmental heterogeneity). We log this count
because the degree of heterogeneity likely exhib-
its decreasing marginal effects: expanding from
one state to two increases heterogeneity more
than expanding from 29 states to 30.

Age

Previous studies observe that growth rates often
vary with organizational age. As they mature,
firms may lose flexibility or fall out of touch
with the market. For example, Barron, West, and
Hannan (1994) find that younger organizations
grow more rapidly than older ones even after
controlling for firm size. On the other hand,
Shane (1998b) notices that older franchisers fail
less frequently. To allow flexibility in the
relationship between age and performance, we

Copyright © 2001 John Wiley & Sons, Ltd.

include both a measure of the number of years
that the franchiser has been operating and its
square.

Restaurant type

We grouped restaurant chains into three catego-
ries based on the type of service provided. Quick
Service corresponds to fast food restaurants, such
as McDonald’s (mean size = 1188 units; mean
age = 27 years). To succeed, these restaurants
must efficiently serve a large number of cus-
tomers because they compete on convenience and
price. Their menus offer limited choices and cus-
tomers typically do not receive table service. The
Midscale restaurant segment offers table service
and a larger selection of menu items—usually
middle-of-the road family fare priced higher than
Quick Service offerings. Examples include Per-
kins and Denny’s (mean size = 299; mean age =
30). Casual Dining restaurants also serve cus-
tomers at the table but differentiate themselves
from Midscale restaurants with more distinctive
menus; contemporary examples include T.G.I.
Friday’s and Applebee’s (mean size = 114; mean
age = 17). These establishments typically enjoy
larger average sales per customer, but see fewer
customers in a day. Since these market segments
may differ in the degree to which they offer
opportunities for expansion, we control for market
segment effects.

Estimation

Organization and strategy researchers often model
firm growth rates to test whether organizational

Strat. Mgmt. J., 22: 713-724 (2001)
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and environmental characteristics predict success
(e.g., Barron et al., 1994). Typically, these studies
assume that organizations follow ‘Gibrat’s law’—
growing randomly at a rate proportional to their
size (Ijirt and Simon, 1977)—which yields a func-
tion suitable for OLS estimation:

In(S;,.1) = aIn(S;) + X;,B + ¢, .,

As our hypotheses illustrate, variance can provide
additional evidence regarding the nature of
organizational learning. Thus, we explicitly model
the risk associated with different strategic
choices—in this case ownership structures.
Though not commonly used (for exceptions, see
Se¢rensen, 2001; Fleming, 2001; Fleming and Sor-
enson, 2001), the econometrics literature has
developed procedures for simultaneously estimat-
ing the effects of covariates on the mean and the
variance. The model we use parameterizes the
error term, €, as a function of a vector of inde-
pendent variables, Z, and a random term, u:

_ ,Z. I
i1 = €70 U;

where I' represents a vector of parameter esti-
mates for the effects of Z on the variance. Factors
that reduce risk generate negative coefficient esti-
mates, while those that increase risk elicit positive
effects on the variance. The covariates in Z may,
but need not, include the same factors used to
estimate the mean growth rate. This specification,
known as the multiplicative heteroscedasticity or
variance decomposition model, allows simul-
taneous estimation of the mean and variance using
maximum likelihood methods (Weesie, 1998).

Since we use time series data, and our model
includes the lagged dependent variable on the
right hand side, autocorrelation could affect our
estimation if unobserved, firm-specific effects per-
sist over the observation period (Greene, 1997).
As the multiplicative heteroscedasticity model
does not offer a straightforward means of
adjusting for this autocorrelation, we first investi-
gated the need for such correction. After estimat-
ing a standard OLS version of our model and
computing the residuals for each observation, we
estimated the correlation between residuals at
time ¢t and + — 1 for each firm. The small size
of this correlation suggested that autocorrelation
does not substantially affect our models.

Copyright © 2001 John Wiley & Sons, Ltd.

RESULTS

Table 2 presents the results of our analysis. Mod-
els 1 and 2 estimate traditional growth rate mod-
els. These models do not show substantial differ-
ences between corporate-owned units and
franchised units in their effects on performance;
however, they do not account adequately for the
relative risk associated with these governance
structures. The third model explicitly estimates
the variance to account for this risk. Parameteriz-
ing the variance dramatically improves the mod-
els® (x> = 4429, df. = 9). The control variables
reveal two interesting patterns. First, firms grow
more consistently as they age, but that consis-
tency comes at the expense of mean growth—a
result that fits with Sgrensen and Stuart’s (2000)
contention that firms become more adept at
enacting increasingly out-of-date routines as they
age. Second, chains operating in more states enjoy
both more rapid and more stable growth. Never-
theless, selection bias may generate this effect as
expansion likely indicates success to some degree.

Hypothesis 1 maintains that corporate units
should contribute more heavily than franchised
units to mean growth in homogeneous environ-
ments. An initial comparison of the coefficients
for these terms suggests support for this hypoth-
esis. Increases in the number of corporate units
significantly accelerate chain growth, but changes
in the number of franchised units do not signifi-
cantly affect growth, in homogeneous environ-
ments. However, a statistical comparison of the
coefficients for corporate and franchised units
reveals that the two types only differ at a mar-
ginal significance level in their effects on mean
growth (x* = 3.23, d.f. = 1, p < 0.08). Thus, the
data offer only modest support for Hypothesis 1.

The data support Hypothesis 2 more strongly.
Whereas the interaction between the number of
corporate units and geographic dispersion indi-
cates that these units contribute less to firm
growth rates as they spread spatially, the positive
coefficient for the interaction between franchised
units and states implies the reverse: franchised
units increase mean growth more as the chain
expands geographically. A chi-square test con-

5 R?, which only considers the model’s success in predicting
the mean, cannot capture improvements associated with
explicitly estimating the variance. We use Haberman’s (1977)
chi-square to test model fit.
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Table 2. Multiplicative heteroscredasiticity models of growth in total chain revenues

Variable (1) 2) 3)
Effects on mean
Lagged sales 0.919**~ 0.915%** 0.954***
(0.010) (0.010) (0.007)
Midscale restaurants —0.064*** —0.063*** -0.028**
0.021) 0.021) (0.012)
Quick service -0.024 -0.026 -0.017
0.021) 0.021) (0.014)
Age -0.008*** -0.007*** -0.006***
(0.001) (0.001) (0.001)
Age? / 1000 0.077*** 0.075*** 0.061***
(0.018) (0.019) 0.014)
Ln (states) 0.025*** 0.007 0.040**
(0.009) (0.019) (0.018)
Ln (# of corporate units) 0.020*** 0.022 0.032**
(0.005) 0.014) (0.014)
Ln (# of corporate units) X In (states) -0.000 -0.007**
(0.004) (0.036)
Ln (# of franchised units) 0.023*** 0.006 0.001
(0.006) 0.011) (0.009)
Ln (# of franchised units) X In (states) 0.006* 0.004*
(0.003) (0.003)
Constant 0.979*** 1.068*** 0.533***
(0.084) (0.106) (0.086)
Effects on log variance
Midscale restaurants 0.449***
(0.161)
Quick service 1.314**
(0.152)
Age —0.125***
(0.010)
Age? / 1000 1.202%**
(0.135)
Ln (states) —0.388***
(0.146)
Ln (# of corporate units) —0.332***
(0.101)
Ln (# of corporate units) X In (states) 0.064**
(0.030)
Ln (# of franchised units) -0.078
(0.087)
Ln (# of franchised units) X In (states) -0.022
(0.025)
Constant -0.266
(0.458)

Chi-square (d.f.) improvement over Model 2

442.9 (9)***

Two-sided #-tests: *p < 0.10 **p < 0.05 ***p < 0.01

firms the statistical significance of this difference
(x* = 5.35, d.f. = 1), providing confirmation for
the idea that franchised units adapt better to
varied markets.

Hypothesis 3 posits that corporate units further

Copyright © 2001 John Wiley & Sons, Ltd.

benefit the chain by stabilizing growth more than
franchised units. We find support for this hypoth-
esis (x> = 3.89, d.f. = 1). The addition of corpo-
rate units significantly stabilizes the chain’s
growth path, while additional franchised units
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offer no such reduction in risk. Nevertheless, as
argued in Hypothesis 4, the reduction in risk
associated with corporate units dissipates as
chains face increasingly varied environments. A
chi-square test reveals that corporate units exhibit
significantly greater susceptibility to dispersion
than franchised units in their effects on variance
in revenue growth (%* = 4.50, d.f. = 1).

DISCUSSION

The results provide strong support for our propo-
sition that the choice of governance structures
influences the process of organizational learning.
Our findings imply that the ideal governance
structure for a unit does not, as agency perspec-
tives suggest, reduce to balancing the relative
risks of free riding vs. moral hazard. Rather, the
choice of governance structure affects the types
of effort exerted by managers or franchisees.
Within hierarchies, high levels of monitoring and
weak profit incentives channel managers’ efforts
toward the refinement of existing routines. Fran-
chisees, by contrast, more frequently adapt to
environmental opportunities because they operate
under stronger incentives to maximize local, long-
term performance.

Consider an alternative explanation of our
results that focuses solely on the steepness of
incentives faced by corporate and franchised unit
managers. The agency literature argues that firms
franchise to avoid shirking by managers that elude
effective supervision. Since the difficulty of moni-
toring increases with geographic distance, one
might expect shirking most frequently among the
managers of remote units. To prevent this shirk-
ing, firms should franchise their most far-flung
units (Lafontaine and Slade, 1997). This logic
generates the same expectations for mean per-
formance: franchising should increasingly benefit
mean performance as geographical dispersion
increases. However, a simple incentives account
cannot explain the effects of governance struc-
tures on the variation in growth paths. Differences
in the level of effort expended should not neces-
sarily change the variability of firm performance.
Changes in the propensity to engage in explora-
tory learning as opposed to exploitation, however,
offer a clear explanation of this effect.

Our results support Bradach’s (1998) claim that
company-owned and franchised units complement

Copyright © 2001 John Wiley & Sons, Ltd.

each other. This synergy stems from the different
types of organizational learning that each type
contributes to the chain. Chains benefit from bal-
ancing the exploitation provided by company-
owned units with the exploration emanating from
franchised units. Nevertheless, our paper extends
Bradach’s research in at least two ways. First,
we provide large-scale empirical evidence of the
trade-off between exploration and exploitation in a
large sample of firms, complementing Bradach’s
qualitative analysis of four chains. Second, and
more importantly, our analyses suggest that the
optimal mix of corporate and franchised units
depends on the geographic dispersion of the chain.

Figure 1 depicts the risk-adjusted performance
expectations associated with various ownership
mixes. The lines plot the ratio of the percentage
change in growth rates to the percentage change
in variance at different degrees of geographic
dispersion. One can clearly see that the ideal mix
of corporate vs. franchised units shifts with the
heterogeneity of the environments encountered.
Under the relatively homogeneous environments
found within a single state, chains perform best
when they franchise roughly 20 percent of their
establishments. As they expand geographically
and face ever more diverse markets, the ideal
portfolio of governance structures shifts. Chains
operating in all 50 states function best when
they franchise around 70 percent of their units.
Assuming that chains expand spatially as they
age, our results conflict with the theoretical litera-
ture suggesting that franchising proves most use-
ful early in a chain’s life (Oxenfeldt and Kelley,
1969). These accounts fail to consider chains’
learning needs.

Although we investigate the degree to which
chains balance exploration and exploitation by
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mixing ownership structures, firms might also
manage this balance by offering managers con-
tractual agreements that lie somewhere between
corporate-ownership  and  franchising.  For
example, Outback Steakhouse requires the man-
agers of their corporate-owned units to purchase
10 percent of the equity in the establishments
they operate. This part-owner/part-employee form
might provide a means of motivating each indi-
vidual store to engage in a mix of exploration
and exploitation. Nevertheless, future research
will need to assess this possibility empirically.

Our data do not come without limitations. The
Technomic data likely exclude some of the small-
est chains. Our sample includes only a handful
of chains with fewer than 10 units. Therefore,
one should exercise caution in extrapolating our
results to very small chains. Also, examining
revenue growth rates may bias the results in favor
of franchising. To the extent that franchising
mitigates capital constraints, these firms may
grow faster. On the other hand, if franchisees
optimize profits instead of revenues—the basis
for royalties—the models may make franchising
appear deceptively ineffective. If bias exists, its
direction remains unclear. The alternatives—
accounting measures—offer their own problems.
For example, chain return on sales does not
include the franchisees’ profit, thereby con-
founding performance with the division of profits
between franchisees and the chain. Still, future
research might usefully examine alternative per-
formance measures.

CONCLUSION

Our paper begins by noting that franchising—as
a mechanism for helping entrepreneurs pursue the
opportunities they perceive—plays an increasingly
important role in the creation of entrepreneurial
wealth in the U.S. economy. Maximizing the
wealth created through franchising depends on
successfully  managing the interdependent
relationship between the franchiser and the fran-
chisees. Finding the right mix of governance
structures in a chain importantly affects the suc-
cess of both the franchiser and its franchisees.
Theoretically, our paper articulates a more
nuanced understanding of the relationship between
governance structures and firm performance by
emphasizing how basic organizational design

Copyright © 2001 John Wiley & Sons, Ltd.
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elements such as incentives and monitoring shape
patterns of organizational learning. The simple
agency perspectives often used to explain franchising
obscure the qualitative implications of different
incentive and monitoring systems for managerial
behavior. Meanwhile, the organizational learning
literature on exploration and exploitation delineates
a trade-off between two types of learning without
considering what might lead actors to engage in
one at the expense of the other. Combining these
perspectives generates novel predictions concerning
both the mean and the variance of organizational
performance. Namely, incentives lead the managers
of corporate units to exploit existing routines, a
path of particular value in relatively homogeneous
environments. Franchisees, by contrast, engage in
more exploratory behavior, which offers the greatest
returns in comparatively heterogeneous environ-
ments. Under all conditions, chains that combine
these two governance structures perform best, though
the optimal mix of units depends on the extent of
environmental heterogeneity faced by the chain.

This research also points toward potentially inter-
esting new research topics. A learning perspective
provides a useful frame for understanding both the
mean and the variance of firm performance. Though
our paper explicates the link between one organi-
zational characteristic, governance, and learning, a
host of features likely influences the balance between
exploration and exploitation. Future research might
examine how other organizational practices and pro-
cedures affect learning processes and thereby firm
performance. We also hope our results encourage
future researchers to pay closer attention to variation
in performance. Though the finance literature has
emphasized the importance of considering risk in
the construction of investment portfolios, empirical
research on firms generally ignores risk.

ACKNOWLEDGEMENTS

Grants to both authors from the Center for Entrepr-
eneurial Leadership at the Ewing Marion Kauffman
Foundation, Kansas City, MO, supported this work.
Sgrensen also received support from the James S.
Kemper Foundation Faculty Research Fund at the
University of Chicago Graduate School of Business.
We would like to thank Jonathan Press for his
assistance in assembling the data. Comments from
participants of the Organizational Studies seminar
at MIT, Michael Hitt, and two anonymous reviewers

Strat. Mgmt. J., 22: 713-724 (2001)



724 O. Sorenson and J. B. S¢rensen

greatly improved the paper; however, the usual
disclaimers apply.

REFERENCES

Alchian AA, Demsetz H. 1972. Production, information
costs, and economics organization. American Eco-
nomic Review 62: 777-795.

Anderson E, Oliver RL. 1987. Perceptions on behavior-
based versus outcome-based salesforce control sys-
tems. Journal of Marketing 51: 76-88.

Argote L, Beckman SL, Epple D. 1990. The persistence
and transfer of learning in industrial settings. Man-
agement Science 36: 140-154.

Barron DN, West E, Hannan MT. 1994. A time to
grow and a time to die: growth and mortality of
credit unions in New York City, 1914-1990. Amer-
ican Journal of Sociology 100: 381-421.

Bradach JL. 1998. Franchise Organizations. Harvard
Business School Press: Boston, MA.

Brickley JA, Dark FH. 1987. The choice of organi-
zational form: the case of franchising. Journal of
Financial Economics 18: 401-420.

Brockhaus RH. 1980. Risk taking propensity of
entrepreneurs. Academy of Management Review 23:
509-520.

Caves RE, Murphy WF. 1976. Franchising: firms, mar-
kets and intangible assets. Southern Economic Jour-
nal 42: 576-586.

Cohen W, Levinthal D. 1990. Absorptive capacity: a
new perspective on learning and innovation. Admin-
istrative Science Quarterly 35: 128-152.

Cyert RM, March JG. 1963. A Behavioral Theory of
the Firm. Prentice-Hall: Englewood Cliffs, NJ.

Fama EF, Jensen MC. 1983. Agency problems and
residual claims. Journal of Law and Economics 26:
344-354.

Fleming L. 2001. Recombinant uncertainty in techno-
logical search. Management Science 47 (forthcoming).

Fleming L, Sorenson O. 2001. Technology as a com-
plex adaptive system: evidence from patent data.
Research Policy 30 (forthcoming).

Greene WH. 1997. Econometric Analysis. Prentice-Hall:
Upper Saddle River, NJ.

Greve HR. 1999. Branch systems and nonlocal learning
in populations. In Advances in Strategic Manage-
ment, Vol. 16, Mines S, Anderson PC (eds). JAI
Press: Greenwich, CT; 57-80.

Haberman SJ. 1977. Log-linear model and frequency
tables with small expected cell counts. Annals of
Statistics 5: 1148-1165.

Hitt M, Dacin MT, Levitas E, Arregle JL, Borza A.
2000. Partner selection in emerging and developed
market contexts: resource-based and organizational
learning perspectives. Academy of Management
Journal 43: 449-467.

Hunt SD. 1972. The socioeconomic consequences of
the franchise system of distribution. Journal of Mar-
keting 36: 32-38.

Ijiri Y, Simon HA. 1977. Skew Distributions and the
Sizes of Business Firms. North-Holland: New York.

Copyright © 2001 John Wiley & Sons, Ltd.

Jain S. 1989. Standardization of international marketing
strategy: some research hypotheses. Journal of Mar-
keting 53: 70-79.

Jensen MC, Meckling W. 1976. Theory of the firm:
managerial behavior, agency costs, and ownership
structure. Journal of Financial Economics 3: 305-360.

Kaufman PJ, Eroglu S. 1999. Standardization and adap-
tation in business format franchising. Journal of
Business Venturing 14: 69-85.

Khilstrom R, Laffont J. 1979. A general equilibrium
entrepreneurial theory of firm formation based on
risk aversion. Journal of Political Economy 87:
719-748.

Knight FH. 1921. Risk, Uncertainty and Profit. Hough-
ton-Mifflin: New York.

Lafontaine F. 1992. Agency theory and franchising:
some empirical results. RAND Journal of Economics
23: 263-283.

Lafontaine F, Slade ME. 1997. Retail contracting: theory
and practice. Journal of Industrial Economics 45: 1-25.

Lane PJ, Lubatkin M. 1998. Relative absorptive
capacity and intraorganizational learning. Strategic
Management Journal 19(5): 461-477.

Levinthal DA, March JG. 1993. The myopia of learn-
ing. Strategic Management Journal, Winter Special
Issue 14: 95-112.

March JG. 1991. Exploration and exploitation. Organi-
zation Science 2: 71-87.

Minkler A. 1992. Why firms franchise: a search cost
theory. Journal of Institutional and Theoretical Eco-
nomics 148: 240-259.

Norton SW. 1988. An empirical look at franchising as an
organizational form. Journal of Business 61: 197-218.

Oxenfeldt A, Kelley AO. 1969. Will successful fran-
chise systems ultimately become wholly-owned
chains? Journal of Retailing 44: 69-83.

Rubin PH. 1978. The theory of the firm and the
structure of the franchise contract. Journal of Law
and Economics 21: 223-233.

Shane SA. 1996. Hybrid organizational arrangements
and their implications for firm growth and survival:
a study of new franchisers. Academy of Management
Journal 39: 216-234.

Shane SA. 1998a. Explaining the distribution of fran-
chised and company-owned outlets in franchise sys-
tems. Journal of Management 24: 717-739.

Shane SA. 1998b. Making new franchise systems work.
Strategic Management Journal 19(7): 697-707.
Shane SA, Foo M. 1999. New firm survival: an insti-
tutional explanation for franchiser mortality. Man-

agement Science 25: 142-159.

Sgrensen JB. 2001. The strength of corporate culture
and the reliability of firm performance. Working
paper, Massachusetts Institute of Technology.

Sgrensen JB, Stuart TE. 2000. Aging, obsolescence and
organizational innovation. Administrative Science
Quarterly 45: 81-112.

Technomic. 1999. Technomic Information Services.
Technomic Inc.: Chicago, IL.

Weesie J. 1998. Regression analysis with multiplicative
heteroscedasticity. Stata Technical Bulletin 42: 28-32.

Strat. Mgmt. J., 22: 713-724 (2001)



Copyright of Strategic Management Journal is the property of John Wiley & Sons, Inc.
/ Business. The copyright in an individual article may be maintained by the author in
certain cases. Content may not be copied or emailed to multiple sites or posted to a
listserv without the copyright holder's express written permission. However, users may
print, download, or email articles for individual use.



