CHAPTER 7:

WHEN IS MASTER INTERNATIONAL FRANCHISING A PREFERRED MODE OF ENTRY?

Ilan Alon
INTRODUCTION


The 1990s have seen an increase in the number of international franchisors and foreign franchised units.  Since the rapid rate of international franchising growth is expected to continue, franchising scholars have predicted that within less than a decade the majority of U.S.-based franchisors will have international outlets (Justis and Judd 1998; Alon 1999a).  


International franchising consists of “a foreign-market entry mode that involves a relationship between the entrant (the franchisor) and a host country entity, in which the former transfers, under contract, a business package (or format), which it has developed and owns, to the latter” (Burton and Cross 1995, p.  36).  This host-country entity can be a domestic franchisee, a foreign franchisee, a master franchisor, or an entity which is partly owned by the franchisor itself.  International franchising, therefore, encompasses multiple forms of international franchising, including master international franchising, direct international franchising, and joint ventures.  


Increasingly, the mode of entry used by franchisors has been master international franchising.  Hackett (1976) observed the use of master franchising in a global setting, observing that 20.7 percent of the firms surveyed used this form of organizational structure in their international operations.  A more recent study conducted by Arthur Andersen (1996) found that 81 percent of the reporting firms used master franchising in 1996, up from 59 percent in 1989. This study revealed that master franchising was the most popular franchising mode of entry, used by 14 percent more franchisors than direct international franchising.  To many franchisors, master international franchising has been a “short-cut” to globalization, sometimes allowing them to develop outlets overseas before they even have outlets in a neighboring state (Ryans, et al. 1999).  


There are three factors outside the control of the organization that account for the increased use of master international franchising: (1) the increase in United States franchisors’ entry into distant and culturally dissimilar countries, (2) the increase in the number of small and young companies entering international markets, and (3) the increase in the number of available master franchisees who are eager to develop a U.S.-based franchising system abroad.  Between 1989 and 1996, there was a significant increase in the number of franchise units in emerging markets in Asia, South America, the Caribbean and the Middle East (Arthur Andersen 1996).  

Younger franchising firms are seeking foreign markets to expand their presence, but much of the international expansion is in response to inquiries from abroad.  According to the International Franchising Association, many franchising systems that are 10 years or younger are already franchising abroad or are planning on doing so in the near future.  Alon (1999a) found that for the retailing industry, age was negatively related to the franchisor’s decision to internationalize, and suggested that younger retailers are seeking international markets early in their life cycles because of domestic market saturation.  

Ryans, et al. (1999) suggested that the prevalence of unsolicited offers to franchisors from foreign partners helps to explain the increasing use of master international franchising abroad.  Often, other companies, large financial investors, government officials, or industry representatives make these offers.  

Master franchising has been chosen as the focus of analysis because (1) it is the most popular mode of entry by U.S.-based franchisors overseas, (2) compared to the other modes of entry, it has experienced the highest growth in use by franchisors overseas, (3) it is the mode with least risk, commitment and control
, and (4) it is a mode of entry unique to franchising firms, one that has not been the focus of the mode-of-entry literature.

MASTER INTERNATIONAL FRANCHISING TRADE-OFFS

Master franchising has been defined by Kaufmann and Kim (1995, p. 50) as “a form of umbrella licensing agreement which differs from the standard unit or location-level franchise in two ways: (1) it provides for the granting of an exclusive territory extending beyond the trade area of a single unit, and (2) it envisions from the outset the introduction of an additional layer of control between store level management and the franchisor.”  Master international franchising refers to the contractual agreement between the franchisor and an independently owned sub-franchisor to develop a specified number of franchises in a given country in exchange for the exclusive right to use the business format for a specified amount of time. The master is an intermediate party between the franchisor and the franchisee that has the responsibility to sell the franchises, qualify franchisees, collect part of the royalties and the majority of the franchise fee, and train franchisees in the host country.  The master pays a fee for the territory based on the perceived strength of the area, often measured by the level of population (Justice and Judd 1986).


Kaufmann and Kim (1995) identified two basic types of master franchising: sub-franchising and area development.  The difference between the two types of master franchising is that sub-franchisors are allowed to sell the franchising rights within their territory to sub-franchisees.  Within their territory, sub-franchisors essentially assume most of the franchisor’s duties with respect to developing, training, and monitoring the sub-franchisees.


Master international franchising offers franchisors a number of benefits, but at a cost.  Justice and Judd (1986) proposed that the major advantages of using master international franchising in foreign market entries are (1) increased speed of development, (2) little capital outlay, and (3) knowledge of local markets.  In line with these advantages, Kaufmann and Kim (1995) found a positive correlation between the use of master franchising and system growth rate.  Since much of the local investment is born by the master franchisee, the franchisor’s capital investment in the host country is nil.  Franchisors often seek “masters” who are familiar with the local culture.  Knowledge of the foreign market decreases the risk of failure because necessary adjustments to the franchise mix can be made a priori.  Master international franchisees can provide the home franchisor with relevant foreign-market information about the environment, the industry, the consumer, and the fit between the franchisor’s concept and the potential market.  The master international franchisees can help the franchisor by raising money for the foreign operation, sharing the risk of failure, reducing costs of operation, providing market-specific know-how, combating local competitors, securing vertical and horizontal linkages, gaining location-specific assets, and overcoming legal constraints.

The franchisor assumes very little political and market risks because it receives the initial fees up front and a small percentage of sales over time without making a significant capital investment.  Alon (1999b) identified and discussed the trade-offs associated with five basic modes of international franchising expansion: (1) master international franchising, (2) direct international franchising, (3) direct international franchising with a subsidiary, (4) joint ventures, and (5) sole venture.  There is an appreciable variation among these types consistent with their varying levels of commitment, assumed risk and parent company control (see figure 1).  Master international franchising is a mode of entry that requires the least amount of equity investment and level of control.  It is a mode of entry that is low in both risk and control because it involves an arm’s length transaction with a host-country independent entity: the franchisor makes no significant financial commitment.  The franchisor delegates most of the responsibilities of monitoring and control to the master who, in turn, keeps a portion of the franchise royalties.  

_____________________

Insert Figure 1

_____________________


Master international franchising offers the franchisor geographical diversification.  Using master franchisees, franchisors may end up entering countries they would not otherwise consider.  Even large multinational firms may prefer to enter risky foreign markets through a master if market potential exists.  Master international franchising can provide companies with a presence in remote locations around the world, establishing a beachhead that can be used as a starting point for launching more aggressive market-expansion plans when markets stabilize.  

Master franchisees can also provide the franchisor with access to key resources in the foreign market.  One of Pizza Hut’s first master franchisees in Sao Paulo, Brazil -- United Food Companies (UFC) -- was also a cheese producer, allowing the company access to cheese products (Daniels and Radebaugh 1998).  McDonald’s chose to partner with the city of Moscow officials to help them with obtaining advantageous locations and cutting through the bureaucracy.  Red tape and bureaucracy have been major obstacles to the internationalization of franchisors.  A well-connected master can help a franchisor locate key resources and smooth out business transactions in the foreign market.  


There are also a number of disadvantages associated with master international franchising as a mode of entry.  The prolonged nature of the franchising contract (usually 10-20 years) exposes the franchisor to problems associated with choosing the wrong master, ensuring quality, and being sued by the master’s constituents (Justice and Judd 1986).  Selecting an inappropriate master franchisee can lead to less than optimal market expansion, brand-name deterioration, expropriation of expertise and expensive legal disputes.  In case of a dispute between the franchisor and the master, Burton and Cross (1995) have observed that the master may keep the franchisees since they are used to working with the master and are reluctant to deal with the franchisor.  

Monitoring the master franchisee becomes necessary to ensure that the market is being efficiently utilized and that company assets are not being misused.  Whether the franchisor utilizes area franchising or sub-franchising in the master franchising agreement, some efficiencies will be lost.  Area franchising reduces small-scale efficiencies because individual owners do not operate the franchised outlets, while sub-franchising reduces large-scale efficiencies because some of the franchisor’s functions are redundant (Kaufmann and Kim 1995).  The primary costs and involvements of primary operations with their respective master franchisees -- including recruiting, screening, training, and monitoring -- are considerable.  The disadvantages associated with master franchising led McDonald’s to abandon this method of doing business abroad (Flynn 1997).

EXPLAINING MASTER INTERNATIONAL FRANCHISING

International franchising is a hybrid organizational structure, which allows for multiple modes of international-market entry, with variable levels of equity ownership and overall control.  Erramilli (1990, p. 51) proposed that “service firms could organize their business transactions through market contracting (no internalization), by internalizing these transactions within the organization (full internalization), or by some other mode reflecting an intermediate degree of internalization.”  International franchisors can use various entry methods, ranging from master international franchising (low internalization) to sole ventures (high internalization).  

The mode of entry chosen by franchisors tends to depend upon both organizational and environmental conditions.  In this section, the analysis focuses on the organizational determinants of master international franchising, the mode of entry with the least level of internalization.  Environmental variables, such as economic potential and political risks, are excluded because they cannot explain why there is a considerable variation in the modes of entry used by different franchisors within the same foreign market.  This section examines theories of franchising and master franchising in the domestic and international contexts, and develops propositions between select organizational variables and the use of master international franchising.  


In the domestic context, two popular explanations for franchising are resource-based and agency theories.  According to the resource-based explanation, companies use franchising to extend scarce resources.  While most of the previous research emphasized financial-capital acquisition, companies are also able through franchising to acquire labor, human capital, entrepreneurial talent, local knowledge and distance-management skills (Alon 1999a).  

The agency perspective proposes that franchising reduces agency costs including adverse selection – a condition in which agents misrepresent information regarding their skills – and moral hazard – a condition in which agents misrepresent information regarding their levels of effort.  Since franchisors typically get a percentage of sales through royalties, shirking by franchisees using inflated expenses is less likely.  Since franchisees are recipients of residual income in the business, they will typically put forth their best efforts.  Monitoring of the franchisee can be reduced because the franchisee has a lot at stake if he/she does not conform to the strict franchising contract.  Hence, one is more likely to see franchising in remote locations where direct monitoring costs can be expensive.

Because master international franchising is often a multi-unit franchising agreement, some of the agency benefits of franchising are reduced.  Multi-unit franchising arrangements may decrease the likelihood of adverse selection if the master is a present franchisee, but does not solve the moral hazard problem at the micro level because the master needs to employ store managers to operate individual outlets (Kaufmann and Dant 1996).  

The master supplants the major responsibilities of the franchisor in the host country, bridging the cultural and geographic distance between the host-market franchisees and the home-market franchisor.  As a result, the monitoring of individual franchisees becomes more fluid.  The foreign master can monitor the behavior of its franchisees for the franchisor ensuring that the foreign outlets are strictly adhering to the franchisor’s standards and quality specifications.  A new problem arises: who will monitor the master franchisee?  The master, like the franchisee in the domestic context, can lose its franchise rights if it does not abide by the rules, limiting the monitoring needs of the franchisor.  Master franchising, therefore, involves dual levels of franchising.  The duplication of effort is less severe in the international context because the master franchisee provides much needed resources and market know-how that the franchisor lacks and that are important for success in the foreign market.   

Since master franchisors provide significant funds to the parent firm, capital may overcome agency problems in promoting growth in the system (Kaufmann and Dant 1996).  The resources that master international franchising brings to a franchisor go beyond mere financial capital, and can help a company succeed in a foreign market in which it has little or no experience.  As mentioned before, the master can provide access to key resources such as real estate, raw materials, and equipment and facilitate contacts with governmental officials, consumer groups, and suppliers.

PROPOSITIONS


The organizational determinants of master international franchising divide into three general categories: (1) resource-based, (2) knowledge-based, and (3) strategy-based explanations.  Among the resource-based explanations, it is proposed that size and age, as well as brand-name asset specificity will positively affect the desired level of control.  The knowledge-based explanations include experience in managing foreign operations and know-how.  Finally, strategy-based explanations consist of price, product and firm strategies.

Resource-Based Explanations

Size and Age


Size and age are two common proxies used for resources in the franchising literature (e.g., Alon 1999a).  While they are rough proxies, they directly relate to both tangible and intangible firm assets.  Size, measured as the number of outlets in the franchising system, affects many aspects of the franchisor’s behavior and its position in the market.  Size is positively related to the financial and non-financial resources of the firm.  The bigger the firm, the greater the (1) brand name recognition, (2) economies of scale, (3) ability to raise money in capital markets, and (4) ability to attract prospective franchisees.  Borrowing from the competitive theory of the firm, Huszagh, et al. (1992) have suggested that increases in franchisor size lead to economies of scale in purchasing, promotion, R&D, quality assurance, and monitoring.  


Large firms have the resources to expand via wholly owned subsidiaries, and excess money can be utilized more efficiently by investing in the company’s line of business.  Contractor and Kundu (1998) have theorized that smaller firms lack the resources and expertise for high levels of internalization and, thus, prefer shared-entry modes.  When environmental conditions are conducive to a high level of internalization, big franchising firms may prefer large investment and high-risk modes of entry because the company does not need to share its profits with an agent.  The British retailing giant Marks and Spencer, for example, entered the United States and Canada through acquisitions, but established franchising agreements in the Middle East and the Far East (Alon 2000).  El Torito, a Mexican restaurant, owns all of its outlets in the U.S. market, but utilizes master international franchising abroad.  Likewise, Choice Hotels only uses master international franchisees overseas.  


Small franchising firms cannot afford to enter foreign markets, even large ones, via wholly owned outlets.  Therefore, they have to rely on a foreign partner for capital and competitive information.  Silver Streak Restaurant Corporation, a relatively new and small “hamburger” franchisor located in El Paso Texas, for example, partnered with a large Mexican firm in Mexico to provide capital, organizational structure, operational support, cross-cultural adaptation, political and business contacts, and host market information about the industry and the environment (Hadjimarcou and Barnes 1998).  Master franchisors bring much needed resources to small firms in foreign markets.

P1a:  The bigger the franchisor, the less likely it is to use master international franchising. 

P1b:  The older the franchisor, the less likely it is to use master international franchising

Brand Name Asset Specificity

According to Fladmoe-Lindquist and Jacque (1995, p. 1241), brand name “is perhaps the most important intangible asset to protect against potential hazard since service companies cannot depend upon patented proprietary technology or processes as a protection against close substitutes.”  Kentucky Fried Chicken (KFC) in Syria lost its distinctive marketing appeal, leading to the deterioration of its competitive advantage, after it was forced to rename itself as Kuwaiti Food Company (KFC) to avoid any suggestion of American cultural imperialism (The Economist 1998, August 15).  A company may be justified in using a mode of entry that is high in equity investment and level of control when there is a risk that the brand name may be diluted by a third party.  

The agent’s use of intangible assets, such as a brand name, affects the perceptions of customers and, ultimately, the entire chain’s success.  Brand names are susceptible to free-riding -- a condition in which the franchisee benefits from the positive image of the brand without following the precise format of the franchise. To avoid free-riding, franchisors with high brand name asset specificity may prefer to own rather than franchise host country outlets, inducing internalization to guard proprietary technology (Erramilli 1990).  Franchisors with well-known brand names are exposed to damage of their global reputations.  Thus, they will be more likely to seek additional high-risk, high-control modes of entry, even in countries that are very unstable.  In Russia, for example, McDonald’s and Allied Domecq invested more than $40 million each, particularly in infrastructure and distribution systems, before opening their first stores.  They chose to do so despite the potential hazards in the business environment there.  Because of their recognizable brand names, McDonald’s and Baskin Robins claimed a record number of customers during their first years of operation (Alon and Banai 2000).  The ability of franchisors to control their brand names is a key motivator for increasing the level of equity investment and control in the foreign market.  Franchisors with less recognizable brand names are more likely to use master international franchising because the potential damage to their reputations is less severe.  

P2:  The greater the franchisor’s brand name asset specificity, the less likely the franchisor is to use master international franchising.

Knowledge-Based Explanations

Experience in Managing Foreign Operations

Firms new to internationalization try to avoid making costly mistakes; they tend to enter through low-equity modes of entry.  As they become more confident of their ability to assess foreign markets, they are more likely to favor higher equity arrangements (Fladmoe-Lindquist 1995).  Mudambi (1998) argued that experience captures virtually all the intangible benefits of a known environment because of (1) learning benefits, (2) the first-mover advantages of long experience, and (3) the path dependency of sunk/switching costs.  By implication, firms with experience in a particular region of the world are more likely to invest there.  Firms with less experience will be less likely to do so.  

For example, Pizza Hut entered the Brazilian market through master franchisees who were given rights to develop sections of the country in 1988, a period characterized by inflation, political instability and exchange-rate fluctuations.  The company looked for master franchisees with financial backing, experience in operating in an inflationary economy, preferably in the same or a related industry.  After franchising in the Brazilian market for five years, Pizza Hut decided to buy back many of its outlets there in 1993, despite the potential volatility of this important emerging market (Daniels and Radebaugh 1998).  


Contractor and Kundu (1998) have suggested that more internationally experienced firms will need less local help and will be more likely to use a partner-free mode of entry.  These companies will build on their organizational capabilities through sequential experience in foreign markets, entering first through non-equity positions and later increasing equity investment levels as they gain experience in the host country.  Familiarity with the host market reduces the uncertainty about the environment, reducing the discount rate and increasing the likelihood of equity investment.  Master franchisees can facilitate easy entry into a foreign market when the franchisor is inexperienced by duplicating the franchisor’s role in a multi-cultural context.  

P3:  The greater the franchisor’s international experience, the less likely it is to use master international franchising.

Know-How


Firm-specific advantages are important in developing a competitive stance in the host country.  Internationalization theory suggests that firms with much firm-specific know-how will prefer modes of entry that are high in risk and control because of the risk of dissemination:  “Dissemination risk refers to the risk that firm specific advantages in know-how will be expropriated by a licensing or joint venture partner” (Hill, et al. 1990, p. 119).  This same study divided know-how into tacit know-how and proprietary know-how.  The category of tacit know-how includes informal operating procedures and routines and human capital that cannot be easily transferred via arm’s length.  The potential loss of royalties due to inefficient or ineffective operation of the franchise may lead the international franchisor to transfer its tacit know-how intra-organizationally by setting up a wholly-owned subsidiary or buying back existing franchised units.  

The transfer of proprietary know-how refers to the transfer of the business-format franchise blueprint.  While franchisors attempt to reduce the dissemination risk through the franchise contract, the drafting, negotiating, monitoring, and enforcing of the contract as well as the potential loss associated with unanticipated contingencies and subsequent opportunism by the agent increase the transaction costs and lower the advantages associated with using a contractual mode of entry (Hill et al. 1990).  Fear of expropriation of proprietary knowledge has led firms to open their own outlets in otherwise risky countries.  In Russia, for example, many franchisors have preferred to open company-owned outlets rather than to franchise.  This is at least partly due to the uncertain legal and criminal environments, which make the enforcement of rules difficult (if not impossible) for a foreign firm (Alon and Banai 2000).

McDonald’s initially granted a master franchise to Raymond Dayan to open 166 stores in France for a reduced fee because of expected lower demand for American style eateries.  Together, they found the most desired locations in Paris for 14 stores, which Dayan operated successfully.  Ultimately, however, McDonald’s revoked Dayan’s rights because of substandard cleanliness standards, but they lost their rights to the superb Parisian locations, which were subsequently sold to a competitor -- Quick, the largest fast food chain in France (Daniels and Radebaugh 1998).  Subway’s experience in Moscow was similar: after a franchisee decided to opt out of the franchise and operate under his own brand name using Subway’s operating knowledge, Subway lost not only its foothold, but its central location (Alon and Banai 2000).  When the risk of dissemination or expropriation of proprietary knowledge is high and when tacit know-how is a key factor in the success of the franchise abroad, franchisors are more likely to prefer a non-sharing mode of entry, such as a wholly owned subsidiary.

P4a:  The greater the franchisor’s tacit know-how, the less likely it is to use master international franchising.

P4b:  The greater the franchisor’s proprietary know-how, the less likely it is to use master international franchising.

Strategy-Based Explanations

Price Bonding


Price bonding is a measure used in the franchising literature to quantify the ex ante agency costs associated with monitoring the franchising agent.  Shane (1996) and Alon (1999a) showed that the greater the initial fee in relation to the royalties (price bonding), the more bonded the franchise agent is to the contract, and the more likely the franchisor is to internationalize.  This relationship holds because much of the initial investment, often a substantial amount of money, is borne by the franchising agent.  Violation of the contract by the agent can result in the franchisor’s expropriation of the agent’s franchise rights, leading to a significant loss to the agent.  Thus, high price bonding reduces the monitoring costs as well as the foreign market risks.  It suggests that the franchisor is internalizing less of the receipts associated with future income.  Franchisors that utilize a high initial fee in relation to the royalty rate are, therefore, more risk averse.  Ironically, a risk-averse strategy does not necessarily produce optimal results even in countries that are extremely volatile.  In Russia, Allied Domecq’, for example, waived the franchise fees for its initial Baskin Robins’ investors, but did not waive the $40,000 fee for its Dunkin Donuts’ shops.  The result was that Baskin Robins developed rapidly through its network on franchisees, while Dunkin Donuts was forced to scale back operations because of deteriorating economic conditions and a lack of potential franchisees (Alon and Banai 2000).

When franchising firms use master international franchising agreement, the initial fee tends to be higher, while the royalty rate tends to be smaller.  Master international franchising agreements restrict the future receipts of the franchisor from the foreign operation because the franchisor has to share its royalties with the master.  High royalty payments suggest that that the value of the know-how transferred under contract is high.  Consistent with the previous proposition, therefore, a high royalty rate will increase the possibility that the franchisor will internalize its foreign operations.

P5: The greater the price bonding, the more likely the franchisor is to use master international franchising.

Product/Service Standardization


Standardization reduces the need for entry modes with high internalization because the business system can be transferred via contractual means relatively easily.  Firms that require a high degree of customization, such as advertising and consulting companies, often require a high level of internalization because the needs of customers are heterogeneous and often require a high degree of specialized know-how and professional skills that cannot be easily transferred.  Firms with a high level of standardization, such as restaurants and retailers, can transfer their franchising systems more easily to a foreign agent (Erramilli 1990).  

Since franchisors typically sell “soft” services – services in which consumption and production cannot be separated – the concept cannot be exported.  The very strength of a franchising system resides in its ability to standardize its operations across heterogeneous locations.  “The transferability of the [franchising] system becomes a function of cultural distance between the foreign and domestic cultures.  The very strength of a franchising format, its standardization, makes its successful replication in foreign markets difficult” (Fladmoe-Lindquist 1996, p. 425).  

Too much adaptation will diminish the value of the franchise in the eyes of consumers and potential franchisees, but too little can decrease acceptance.  When McDonald’s entered Holland for the first time it dropped the Quarter Pounder from the menu and added a number of Dutch favorites such as apple-sauce and deep-fried chicken croquettes.  The departure from the basic McDonald’s formula in Holland led to a deterioration of store performance, which served as a valuable learning experience for McDonald’s (Love 1995).  The success of some American concepts abroad was partly due to their ability to export American culture and introduce cultural change.   The diffusion of U.S.-based franchises abroad is often related to the foreign society’s desire to assimilate American way of life.  

The level of possible standardization depends in part on the cultural, economic, and legal peculiarities associated with the foreign market.  Many aspects of the franchising systems, such as the production process, the service delivery, the communicated message, the product/s, the atmosphere, and the management are adaptable.  The question is usually not whether to adapt or standardize, but rather how much to adapt.  When the cultural and geographic gulfs between the host market and the home market are large, the level of necessary adaptation increases.  Master international franchisees, who are typically nationals of the host market, can aid in deciding what elements of the franchising system need to be modified in the host country.  

Even some of the most standardized franchises have needed to adapt their concepts to local market conditions.  Kentucky Fried Chicken redesigned its equipment layout in Japan to save space -- which carried a high price tag – eliminated mashed potatoes and decreased the sugar level in its coleslaw to adapt to local tastes.  Pizza Hut and Dominos change the toppings on their pizzas to adapt to local flavors and tastes.  The pronunciation of McDonald’s in Japan was altered to “MaKudonaldo.”  McDonald’s needed to modify its core product – the Big Mac – when it entered India because cows are sacred animals there.  

To the extent that adaptation is needed, franchisors are more likely externalize their foreign operations.  Environmental differences between the host and the home market of the franchisor enlarge the information gap and limit the extent to which a franchisor can transfer its operational know-how.  Experience in operating within the U.S. cannot be easily converted to operating in Eastern Europe, Latin America or Asia because of distinctions in the economic landscape, the cultural customs, the legal environment, and the geography of foreign markets.  Modifications in strategy formulation, operating policy, and marketing program are often necessary.  Master international franchisors can help the home company adapt its formula to local market conditions.  Relying on its Mexican partner’s advice, Silver Streak fast-food restaurants enlarged their patio eating areas to accommodate the eat-in lunch crowd, and developed a Mexican-like breakfast menu.  These modifications proved to be advantageous in the Mexican market since 80 percent of sales were from within the restaurant (compared to 20 percent in the U.S.) and the Silver Burrito became the best selling item on the menu (Hadjimarcou and Barnes 1998).

P6a:  The more standardized the franchisor’s concept across heterogeneous locations, the more likely it is to use master international franchising.

P6b: The greater the franchisor’s need for adaptation, the more likely it is to use master international franchising.

Strategic Orientation


The company’s strategic orientation determines whether the company uses a multi-domestic strategy or a global strategy.  A multi-domestic strategy assumes that countries are different and require unique marketing approaches, while the global approach assumes that market segments transcend national boundaries.  Therefore, global firms tend to concentrate on providing lower-priced goods, more standardized distribution and promotion, and a global image, while multi-domestic firms concentrate on national distribution channels and product image, as well as a more customized product or concept.  

The master often tailors the franchise concept and the management to the host country, selects, trains and monitors the franchisees, and adapts selected products, promotions and distribution components of the marketing mix.  The master franchisee is often provided with some latitude in developing its own sources of supply, labor and franchisees.  Since franchisors tend to delegate country-specific responsibilities to the master international franchisee, this mode of entry is more consistent with the multi-domestic strategy.  

In contrast, global firms are more likely to use modes of entry with high level of internalization to increase the level of required coordination and control.  It is from this level of coordination and control that global franchising firms derive the benefits of economies of scale in production and marketing, transfer of experience and know-how across countries, and a uniform global image.  Firms using a global strategy focus on the coordination and rationalization of goods and services across countries, without regard to country-specific peculiarities.  Such a strategy requires a configuration of the firm’s global value chain with certain national subsidiaries specializing in the production of only part of the global line or a certain component of the end product (Hill et al. 1990).  As an example of the global strategy, The Big Mac in the Ukraine is assembled using sesame seeds from Mexico, pickles from Germany, special sauce from Germany, buns from Russia, onions from the United States, beef patties from Hungary, cheese from Poland, and lettuce from Ukraine.  Since master franchisors have leeway in designing only the national character of the franchise system, such a level of global synergy is more difficult to achieve.

P7: Franchisors that pursue a global strategy are less likely to favor master international franchising.

CONCLUSIONS


A franchising firm should evaluate its readiness for internationalization and the attractiveness of the host country before deciding on the level of risk and control it wants to assume in each of the targeted countries.  On the practical side, this study suggests that practitioners should evaluate the firm’s resource base, knowledge, and strategies prior to selecting a mode of entry in a foreign market.  Large franchisors with much international experience, well-known brand names, sophisticated know-how, and highly customized business formats are more likely to use company-owned expansion in foreign countries.  On the other hand, franchisors who are small, proffer unknown brand names, have little experience with international markets, possess a standardized franchise concept that can be easily transferred via arm’s length, and delegate national development to an agent -- who may be more familiar with the market and who can tailor the franchise to local tastes -- are more likely to use low-commitment, low-risk modes of entry such as master international franchising.  Firms that use master international franchising as a mode of entry are more likely to charge larger up-front fees and smaller royalties and pursue a multi-domestic strategy that allows for tailoring their concepts to individual foreign markets.  

Master international franchising is among the fastest growing modes of international franchising expansion.  Thus, more studies are needed to explain and predict the propensity of franchisors to opt for this important mode of entry.  The present study has concentrated on developing propositions regarding the organizational determinants of master international franchising.  Future studies can contribute by augmenting this theoretical framework – for example, by including environmental variables – and by testing the suggested propositions.  It is likely that in countries that are culturally distant from the home market, economically volatile, politically unstable, or extremely competitive, franchisors are more likely to seek master international franchisees (Alon and McKee 1999).  
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FIGURE 1: THE EVOLUTION OF FRANCHISING ENTRY STRATEGY
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�  Since much of international franchising is in “soft”-service industries -- those that require simultaneous production and consumption – exporting is often precluded from consideration.  Ackerman et al. (1994) have equated international franchising to exporting because both are means of entering global markets with little investment and limited risk.  Master international franchising is the closest equivalent of exporting for the international franchisor because it involves the least amount of risk and control.  On the other hand, the experience of many franchisors reveals that entering a foreign market involves at least some investment by the international franchisor (Love 1995; Arthur Andersen 1996).  Furthermore, unlike exporting, international franchising may require close attention to tracking down equipment, securing local raw materials that meet the franchisor’s quality specifications, and protecting trademarks and trade secrets (Steinberg 1992).  





1

