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Abstract 

A franchise company is a hybrid or plural form, typically set by both company-owned units 
and franchised units, where the latter receive an entire business format. The importance of 
franchising is well documented. In this sense, it is estimated that more than a third of retail 
sales occurred through franchised chains in the U.S. in 1997 –this is the country where 
franchising is more developed, although the use of this contractual arrangement is increasing 
all over the world.  

We explore the reasons that explain franchise chains growth and how franchising firms 
choose the extent of company ownership. There is an extensive literature that has addressed 
these topics, but a dynamic approach has received little attention. Therefore, we build a 
dynamic model including contractual and system variables such as fees, royalties, investment, 
chain size or trade name recognition. These variables have been commonly included in 
empirical tests conducted in this field, since they are periodically published in professional 
yearbooks. Through this model, we go on to analyze the dynamic behavior of a chain and how 
its ownership structure evolves over time as a result of the interaction of variables mentioned 
above. 

 

1. Growth and vertical integration in franchise organizations 

In franchised chains, individual outlets are managed by company managers or by franchisees 
who own the outlet. The same business concept is exploited through both contracts and firms. 
Although the incentives they receive are very different, patrons observe a high level of 
uniformity among them. The design of the outlet, the operating system and the service are 
identical. 

Uniformity is important as it enhances the value of the brand name. It guarantees the patron 
the same service in every location and this reduces his searching costs because he can take 
advantage of his previous consumer experiences (Rubin, 1978). 



 

Franchisees are independent operators that acquire the right to clone the complete business 
format and the right to use the trademark in a particular period and location and under certain 
conditions. In return, they have to pay a fixed up-front fee and on-going royalties and 
advertising fees. 

Royalties and advertising fees, that are usually calculated as a constant percentage of the 
franchised unit’s sales, and up-front franchise fees, which are paid only once at the beginning 
of the contract, are the main sources of revenues to franchisors. Both concepts, the royalty 
rate and franchise fee, fixed by a franchisor at a point in time are identical for all members of 
the chain. There is also much persistence, over time, in franchise contract terms within firms 
(Lafontaine and Shaw, 1999). 

Franchisees differ from independent owners in several aspects. They are supplied managerial 
inputs and a marketable product or service by the franchisor (Williams, 1999). For example, 
the franchisor usually assists the franchisees in the start-up of the business, advising them 
when selecting a location, negotiating a lease, financing, building and equipping. He also 
trains franchisee and his employees and gives ongoing services. These include advertising 
campaigns, group buying, training updates, research and development and marketing 
strategies. 

Globally considered, company-owned outlets preserve the uniformity of the system and the 
franchisees its innovativeness. Franchisees are motivated by revenues and are conducted by 
persuasion, not hierarchy like company managers are. They investigate adaptations to markets 
or put pressure on the franchisor for specific solutions (Bradach, 1998). 

Dual distribution provides synergies in the chain.  Franchises are businesses based on 
intangible assets. These are difficult to commercialize given that to a large extent they are 
specific to the organization, which develops them. Moreover, they have features in common 
with public goods. These characteristics stimulate business development for the organization 
itself, as these intangible assets tend to be surplus. This is an explanation of the important 
business growth in franchising. 

Franchisor performs operations for which costs are expected to fall for a substantial level of 
output (Rubin, 1978). On the other hand, franchisees will be responsible for areas where there 
are not such returns to scale, like daily management of the outlet. 

As far as the franchisee is the residual claimant on the proceeds of the firm, franchisor’s 
monitoring costs are reduced (Jensen and Meckling, 1976). While this incentive reduces 
insufficient effort problems, it creates incentives for hold-up and free-riding. Franchisee can 
free-ride off brand reputation and franchisor could appropriate quasi-rents of the other. 
Although literature sustains that firms vary the degree of vertical integration or the fees 
charged to franchisees in order to motivate them, evidence has been found that they do not 
change those parameters over time (Lafontaine and Shaw, 1999). In this paper we study the 
dynamics of this pattern. We explore the reasons that explain franchise chains growth and 
how franchising firms choose the extent of company ownership. There is an extensive 
literature that has addressed these topics, but a dynamic approach has received little attention. 

Most of the franchisors purposely choose between operating outlets themselves and 
franchising them (Brickley and Dark, 1987; Lafontaine, 1991). About 90 percent of firms 
involved in franchising wish to expand the number of outlets in their systems (Brickley and 
Dark, 1987; Lafontaine, 1992; Love, 1986). This is due to the fact that franchisor revenue 



 

growth comes almost exclusively from opening new outlets rather than from increasing sales 
at existing outlets (Norton, 1988, Sen 1998). Emerson (1982) reports that restaurants reach its 
maximum sales in a three months average. 

The optimal rate of outlet growth for franchisors is greater than for franchisees because 
franchisors are compensated from system revenues, and franchisee compensation is linked to 
outlet revenues (Zeller et al., 1980). 

If a system relies on franchising for its expansion, it faces the problem of encroachment with 
its existing franchisees as it opens more units in a particular area (Vincent, 1998). Franchisees 
usually have an exclusive area guaranteed in order to prevent these conflicts and encourage 
specific investments in their potential local markets. Exclusive territories grant a minimum 
distance with other outlets, allowing to fulfil a twofold objective. First, it limits intrabrand 
competition, although it cannot completely eliminate it (Schmidt, 1994). Besides, it avoids 
cannibalization between closely located outlets. In this sense, in order to contain this 
cannibalization, a proper percentage of integration could control this competition because the 
franchisor can fix its own prices but not the franchisees’ ones. 

A high level of growth discourages new franchisees because of legal conflicts with existing 
franchisees (Hunt, 1973) and the decline in sales. Opening company outlets may overcome 
the problem of finding a franchisee for a developed area. 

Franchisor produce certain corporate resources, such as marketing, purchasing, and training 
for company managers and for the franchisees that choose to adopt them. These market forces 
put pressure on the chain operator to be competitive. Besides, the company units provide a 
stable base of demand for services, which enables the chain (and its franchisees) to take 
advantage of economies of scale in critical areas such as purchasing (Bradach, 1998, p. 129). 
A fixed percentage of company outlets can motivate the franchisor to maintain the value of 
the trademark. A sufficient number of owned stores could make profitable its investments in 
the chain even if only the company establishments existed. 

As far as the franchisor does not use authority but persuasion with franchisees, he does not 
impose the adoption of new products to them. A chain's franchisees decide independently 
whether to implement an adaptation but they can destroy a launch if they not adhere to it.  At 
any point in time, only a portion of the franchise units might have adopted an adaptation, 
which is why advertisements often say that a product is available at "participating locations" 
(Bradach, 1998, p. 152). This can be another motivation to maintain a certain percentage of 
company units where decisions are made in a centralized fashion.  Implementing ideas in 
these units, the chain operator can reach a critical mass of outlets adhered and persuade 
franchisees to adopt the idea with actual results. 

There is a similar problem with advertising fees. Advertising can be considered a form of 
systemwide adaptation because it affects the uniform identity of every unit (Bradach, 1998, p. 
153). Advertising is closely related to the establishment of the franchisor’s brand name, which 
is critical to the success of the franchise (Mathewson and Winter, 1985; Norton, 1988; Rubin, 
1978; Sen, 1993; Sen, 1995). Many franchisors with strong brand names have high 
promotional expenditures (Norton, 1988). It should be pointed out that the chain operator 
usually applies the same fixed percentage to establish its advertising budget for company 
units than the one required to franchisees (Bradach, 1998, p. 205). 

 



 

For these decisions it is usually applied a voting scheme based on majority decision (votes are 
apportioned on the basis of units). The mix determines advertising decisions. Evidence exists 
that chain operators sometimes shift the mix of units in their chain to obtain control of these 
decisions (Bradach, 1998, p.154). 

Those fees are usually deposited in a national promotion fund, which is used by franchisors 
for preserving the chain’s brand name strength (Justis and Judd, 1989). Franchisor collects 
these fees because he is specialized in activities where there are significant economies of scale 
such as the coordination of national promotional campaigns (Rubin, 1978). 

Growth not only increases the value of the franchise through the market representation –
number of outlets– (Baucus et al., 1993; Sen, 1993), but also generates more funds for 
advertising.  Besides, it can reduce the effects of spatial competition because it expands 
demand (Kaufmann and Rangan, 1990). 

Finally, growth also alters the cost structure of the chain. Thus, monitoring costs usually 
increase with the size of the system, up to a point where density reduces them. Also training 
costs should increase until the franchisor can reach economies of scale. 

Related to the decision of whether to grow through owned or franchised outlets, "the 
organizational resources required to add franchise units by adding a new franchisee were 
somewhat less than those required to add company units.  The cost advantage of the franchise 
source of growth came from the fact that some franchisees required little assistance and 
therefore consumed few resources. Moreover, most franchisees made decisions (for example, 
selecting vendors) and undertook activities (for example, hiring staff) that in the company 
arrangement would have required the involvement of existing managers" (Bradach, 1998, p. 
72). Multi-unit franchising overcomes even better growth constraints, because chain operator 
selects only well-performing operators to add units. Besides, these experienced agents need 
less assistance in the start up of new outlets and enhance uniformity in the chain (Franquicias 
Hoy, 2000). 

 

2. Basic loop structure 

Based on the theoretical framework previously outlined, we go on to describe the simplified 
causal loop structure used as a reference to build the model, and which reflects the main 
relationships considered. 

Although several feedback loops can be detected on Figure 1, next we describe and pay 
special attention to those underlined on the diagram, as they are those which better contribute 
to understand the dynamics of the integration adjustment process and chain growth. 

First of all, a positive feedback loop can be detected, associated with the interrelations 
between franchised units, chain size, brand recognition and business attractiveness. Thus, the 
greater the business attractiveness, more potential franchisees wish to join the franchise chain. 
As franchised units increase and, therefore, chain size, brand recognition is positively 
influenced, as well as business attractiveness. This positive feedback loop is critical for the 
chain growth. However, the increase of franchised units indirectly generates a negative effect, 
reflected on the following negative feedback loop.  



 

As the number of franchised units increases, due to a great brand recognition and a high 
business attractiveness, the degree of vertical integration on the chain starts to decrease, 
damaging brand recognition as the chain uniformity decreases. 

Figure 1: Basic loop structure 
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In order to counteract this negative effect, that can restrain chain growth, the franchisor tries 
to maintain the degree of vertical integration to a desired level. This behavior is shown 
through another negative feedback loop that connects the decision of opening new owned 
units and the degree of vertical integration. Thus, as vertical integration increases above a 
desired level, the franchisor decides to open new units of his own in order to preserve chain 
uniformity. 

Finally, another positive feedback loop shows the interrelations between the degree of the 
chain vertical integration, brand recognition, the chain sales, the franchisor profits and the 
opening of owned units. Thus, as franchisor profits increase, due to both franchisee and 
franchisor sales rise, new owned units can be opened, increasing the degree of vertical 
integration, as well as the chain size. Vertical integration has a positive effect on brand 
recognition, as it increases chain uniformity, giving rise to an increase in sales. 

 



 

3. Model structure 

The basic loop structure, described in the previous section, was converted into a flow diagram 
–see Figures 2 and 3. 

Figure 2 shows the three main levels of the model: franchised units, company owned units 
and, finally, franchisor profits. The first level –franchised units– inflow depends on business 
attractiveness for potential franchisees. The decision of opening new owned units depends on 
the vertical integration policy followed by the chain franchisor. The decision of closing both, 
franchisor and franchisees units is respectively related to franchisor profits and franchisees 
incomes1. The total incomes –the franchisor profits inflow– are obtained by adding those 
obtained from the up-front fee paid by franchisees who join the chain, from royalties and, 
finally, from the franchisor sales. The costs incurred by the franchisor –outflow of the 
franchisor profits level– include those related to the opening of owned units, advising costs –
costs of training and advising new franchisees before opening their units–, owned units 
maintenance costs –subjected to economies of scale– and control costs –that positively 
depends on the degree of vertical integration2. 

Figure 2: Flow diagram ( I ) 
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Figure 3 shows those variables that define both, brand recognition and business attractiveness 
for franchisees. Brand recognition on the market is caused by the delayed effects of 
advertising –financed through the advertising fees charged to franchisees and direct 
investments of the franchisor–, as well as the effect of the chain size and uniformity.  



 

Brand recognition on the market determines business attractiveness for potential franchisees, 
along with the initial investment required to open a unit –that amounts the cost of beginning 
operations, including equipment, inventory, rent, working capital, and other miscellaneous 
costs–, the percentage of royalties charged, the up-front fee to be paid when joining the chain 
and, finally, the expected sales3. 

Of all these factors, empirical evidence exits about brand recognition being the most valuable 
of all for potential franchisees (Withane, 1991; Peterson and Dant, 1990). 

Figure 3: Flow diagram ( II ) 
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4. Analysing the dynamic behavior of vertical integration 

Empirical evidence shows that the average degree of vertical integration in franchise chains in 
the service sector takes a value of approximately 35%. Therefore, this was the value assigned 
to the constant variable “desired integration percentage” and taken into account when 
establishing initial values for the levels “franchised units” and “company owned units”. Thus, 
the degree of vertical integration matches its desired value at the starting point of the 
simulation. 

As shown in Figure 4, the percentage of vertical integration oscillates around the desired 
value, but not fitting equilibrium. 



 

Figure 4: Evolution of the vertical integration percentage and the desired integration 
percentage 
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This behavior can be explained based on the existing delays concerning the detection of a 
decrease in the degree of vertical integration, and the decision and action of opening a new 
unit –see Figure 5. 

Figure 5: Evolution of owned unit-opening decision and owned units opening 
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5. Conclusions 

A rapid growth is a key issue for franchise firms –specially for those operating in the service 
sector– because in the long term increasing returns exists, as it happens for new industries 



 

based on intangible assets and knowledge (Arthur, 1996). Thus, a rapid initial growth allows 
the firm to increase brand recognition –as it increases market presence and generates more 
funds for advertising– that, in turn, expands the demand, generating positive feedback. 
Besides, growth is critical for the franchisor as his revenues almost exclusively come from 
opening new units or outlets. 

However, this rapid growth through franchised units can damage chain uniformity and, 
therefore, brand name. This fact explains the franchisor interest on controlling the extent of 
company ownership.  

In short, both, rapid growing (Shane and Spell, 1998) and an appropriate degree of vertical 
integration, are fundamental for the franchise chain survival. Through the dynamic model 
built –described on sections 3 and 4–, we try to demonstrate the difficulty of trying to 
simultaneously handle both goals. 

Based on the results of the simulation, it is demonstrated that franchisor cannot reach the 
optimal degree of vertical integration due to the existing delays between the increase of 
franchised units and the opening of company owned units.  

Due to the preliminary nature of this work, our further research will focus on reducing model 
limitations. In this sense, the nature of the integration decision must be reconsidered, 
including a control on delays, in order to demonstrate if this new policy reduces vertical 
integration fluctuations observed in the present model. 
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Notes: 
1 It should be pointed out that the decision of closing a franchisee unit should also depend on 

its profits, rather than on its incomes. However, the model does not reflect franchisees profits, 

as its goal is to reflect the chain growth and profitability, rather than that of the individual 

franchisee. 
2 As mentioned on section 2, motivation of independent franchisees and franchisor employees 

who manage franchisor units is different. The former are more motivated, as they have 

invested their own capital on the business; thus, the need to control lessens in this case, and 

increases, and so control costs, when the degree of vertical integration is high. Besides, it 

should be mentioned that other costs, such as those related to personnel, inventory or raw 

materials purchasing, are not included in the model. 
3 In both cases –brand recognition and business attractiveness– a weight was given to each 

factor employed to define them, based on qualitative information obtained from franchising 

literature. Besides, it should be mentioned that values assigned to most parameters were 

obtained from information published in professional yearbooks. 
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