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Abstract

Characteristics of Franchise Systems

in Different Development Stages

Kim Juyoung*
Yoo Bomi

Most studies on franchise systems conducted in Korea have assumed that the structures

and features of franchise companies are same or similar. However, they can be classified for

their different features depending on what development stage they are in, and understanding

the features of franchises in different development stage allows better understanding on

franchise systems. There are a number of foreign studies conducted on this issue, which

have classified franchise systems based on the number of years franchisers have been in

business and the number of franchisees they have in determining their stage (Oxenfeldt and
Kelly, 1968-69; Lillis et al., 1976, Carney and Gedajlovic, 1991; Castrogiavanni, Bennett and
Combs, 1995; Floyd and Fenwick, 1999; Inma and Debowski, 2006).

(Table 1) Research on development stage of franchise system

Researcher Group Type or Stage Classify Dimension Note
New
Oxenfeldt and 4 Rapidly growing Age Conceptually
Kelly (1968-69) Established & Prosperous | Size constructed
Mature & declining
Penetration
Lillis et al. 4 Growth Age Empirically
(1976) Maturity Size tested
Late maturity

* Professor, Graduate School of Business, SogangUniversity(jkimsg@sogang.ac.kr)
** Corresponding Author, Doctorate Course, Graduate School of Business, SogangUniversity(b6553@naver.com)
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Timing

Researcher Group Type or Stage Classify Dimension Note
Size
Rapid Grower Dispersion
Carney and Expensive conservative Growth ..
o . Empirically
Gedajlovic 5 Converters Pricing tested
(1991) Matures Contractual provision
Unsuccessful Vertical Integration
Timing
Size
. Dispersion . .
Castrogiavanni, Rapid Grower Growth Verfiy profiles
Converters . of Carney and
Bennett and 5 Pricing o
Matures .. Gedajlovic,
Combs (1995) Contractual provision
Unsuccessful Lo . (1991)
Vertical integration
Timing
Floyd and Hatc_hlng Y@ar franchsing Explora}tory
Fenwick (1999) 3 Nesting Size _ study Wlth 10
Fledgling Years before franchsing franchisors
Size Empirically
Beginners Dispersion tested
Inma & 4 Developers Growth
Debowski (2006) Growers Pricing
Matures Vertical integration

This study was conducted to verify that Korean restaurant franchises are categorized in

accordance with their development stages,

and companies

differences in terms of support strategy, performance and ownership.

in different stages have

(Table 2) Characteristics of franchiser depending on development stages

Groupl Group 2 %r;)u&g Group 4 Group 5
Variables (New (Growth roxlzjviny (Mature |(Transform| M
stage) stage) gstage)g stage) ing stage) (SD)

N=558 32 353 47 82 44

the number of 4.3 5.0 39 10.4 195 6.8
years in business 2.7 (2.3) (2.6) (5.6) (10.5) (5.9)
i | TS gzbfg of | 39 49 38 127 58 60
g fr‘;ncmsing @1 @1 (30) (5.7) (32) (4.2)
Difference 0.4 0.1 0.0 2.3 13.7 0.8
(24) (24) (2.6) (5.1) (10.0) (5.6)
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Groupl Group 2 %r;)u%l?) Group 4 Group 5
Variables (New (Growth groxlzjvin}g, (Mature |(Transform M
stage) stage) stage) stage) ing stage) (SD)
N=558 32 353 47 82 44
the number of 7.3 49.1 203.7 1778 68.8 80.2
stores (86) (56.0) (293.6) (279.6) (92.0) (157.3)
Size the number of 11.3 49.6 205.1 182.7 749 82.1
franchisees (14.8) (56.4) (293.4) (283.5) (92.1) (92.1)
the growth rates 42.8% 70.1% 1528.4% 14.6% 19.5% 179.2
of revenues (70.3) (228.2) (7017.8) (32.6) (31.4) (2066.1)

Pricing | franchising costs 7863.8 7761.1 5394.0 10966.5 9494.5 81754
(4695.3) (5589.5) (3142.1) (13423.6) (7699.2) | (7390.4)

Vertical franchising ratio 67.3% 98.5% 96.4% 96.9% 84% 9%.1
integration € (10.6) (3.2) 8.1 (7.8) (27.6) (12.2)
growth rates of 12.3% 9.3% 219.1% 3.1% 19.8% 27.0
Growth franchisees (50.9) (30.2) (185.6) (16.7) (42.1) (84.6)
TO

growth rates of 5.9% 9.0% 195.8% 2.4% 16.4% 23.3
stores (37.3) (29.4) (163.6) (15.0) (36.7) (73.6)

Dispersion number of 1.1 3.1 3.3 6.3 3.3 35
P regions 19 (4.4) (5.3) (65) (45) (49)

Cluster analyses of 558 Korean restaurant franchises listed in the information disclosure
statements as of late 2010 found out that the companies could be classified into five stages;
New, Growing, Mature, Rapidly Growing and Transforming. The franchisers in each stage
were characterized by ten variables; 1) the number of years in business, 2) the number of
years in franchising and the difference between the number of years in business and
franchising, 3) the number of stores, both franchisees and directly owned stores 4) the
number of franchisees, 5) the growth rate of revenues, 6) franchising costs to be paid by
franchisees, 7) the franchising ratio, 8) the growth rate of franchisees, 9) the growth rate of
stores, both franchisees and directly owned stores, 10) and the number of regions where
their stores are located.

The five groups by cluster analyses did not assume any interrelations among them.
However, analyses of the number of years in business and franchising and the values of
each variable led to understand the relationship as pictured below. As shown in <Figure 1>,
there might be several ways for franchise companies to develop to the Mature stage. New
- Growing - Mature is a typical development pattern. Group 3 can be seen as rapidly

growing franchise that goes to Growth stage directly from New stage. Group 5 is a set of
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companies which have already been involved in one franchise business and launch another
brand, or which have not been in franchise business but switch their old business to
franchising. Therefore, they develop faster than other competitors. The Rapidly Growing
stage can be seen as a unique feature of the Korean franchise industry, and the
Transforming stage is also an untypical development stage created as a result that existing

companies launch a new business.

Group 1 Group 2
New stage :> Growth stage

Group 3

Group 4
Rapidly growing stage

Mature stage

|

Group 5
Transforming stage

(Figure 1) Relationship between groups

As the first part of this study took a look at different development stages of franchise
systems, and the second half will examine different features of each stage. The features of
each development stage that this study tries to verify include the ownership (Oxenfeldt and
Thompson,1969; Lillis, Narayana and Gilman, 1976; Hunt, 1974; Shane, 1998; Rubin, 1978;
Brickley and Dark, 1987; Thompson, 1992; Combs and Castrogiovanni, 1994; Thomas et al,,
1990; Gallini and Lutz, 1992; Shane and Spell, 1998 , etc.), support strategy (Kim, Jong—hoon,
2007, Stern and El-Ansary, 1992; Yavas and Habib, 1987; Shin, Chang—hoon and others,
2000; Lewis and Lambert, 1991; Park, Won-hue, 2004, etc) and performance of franchisors
(Zaheer et al.,, 1999; Song, Xie, and Dyer, 2000; Ganesan, 1994, Hewett and Bearden, 2001;
Reimann, 1982; Inma and Debowski, 2006; Connors, 1999; Jaworski, 1988; Cameron and
Whetten, 1983; Cannolly et al., 1980; Whetton, 1981; Quinn and RohrBaugh, 1983; Bates,
1998; Castrogiovanni et al., 1995; Lafontaine and Shaw, 1998, etc.).

This study will look at if the five stages have any differences in ownership, support
strategy and performance by using one-way ANOVA. The research model and hypotheses

are as follows:
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Franchise System
Owner ship Structure
Direct Management Ratio
Size The number of sfores Franchise Systems
/franchisees .
in Development
The growth rates of revenues Stages H1
Growth K
/franchisees
Pricing EranCh's'ng ?OStS New Franchise System
to be paid by franchisees Suppor t
Vertical L . H2 i
Integration The franchising ratio Growth Marketing Support
The number of years in business Rapidly
Jfranchising .
Timing The difference between the growing
number of business years &
franchising years Mature H3
Di spersion The number of regions
Where their stores are located Transforming Franchise Syslem
Performance

(Figure 2) Research Model

Financial Performance

* Hypothesis 1 The ownership of franchisers will depend on which development stage they

are in.

e Hypothesis 2: The support strategy of franchisers will depend on which development

stage they are in

e Hypothesis 3 The performance of franchisers will depend on which development stage

they are in.
(Table 3) Values of groups on key variables
Variables M DF Group 1 | Group 2 (;{rIOLiISIB Group 4 | Group 5 Fovalue
a (SD) New Growth apidly Mature | Transforming a
growing
revenue 10,262,039 4 2,693,967 | 3,579,919 | 14,296,280 | 17,150,168 | 52,228 643 08 5
(thousand won) | (32,370,000) (5,486,031) | (8,207,623) |(26,386,283) | (34,016,908) | (88,056,796) )
current net income| 323,989 4 -14,001 143,838 832,671 421,048 1,290,850 146
(thousand won)| (1,141,900) (337,394) | (611,347) |(2,106,165) | (1,148,666) | (2,215,697) ’
afvri“;flgg a“td 169,097 | , | 9630 49953 | 232580 | 508040 | 432789 | o
Promouon costs| g1 ogs) (21,068) | (160,535) | (697,16%) | (1,690,630) | (1,857,116)| ™
(thousand won)
ratio of branch
o 4.8 32.7 15 3.6 31 16.0 o
retdl@fores 122 | 4| aos (32) (80) (78) 76) | 1007

note: *p<0.05, »p<0.01, »»p<0.001, n/s: not significant
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<Table 3> shows if there is any difference in revenue, current net income, advertising/
promotion costs and the ratio of branch retail stores. The analysis found out that there are
differences in ownership (the ratio of branch retail stores), support (advertising and
promotion costs) and performance (revenue and current net income) of franchisers depending
on their development stages.

The major objective of this study is to categorize Korean restaurant franchises according
to their development characteristics and to verify that those categorized groups of
franchisers are different in characteristics including performance, support and ownership.
The following is the summary of the results of empirical analyses.

First of all, cluster analyses is applied utilizing the six basic pattern variables of franchise
system, size, timing, dispersion, growth tendency, vertical integration and pricing, that are
measured in more specific ten variables. The results categorize franchisers into five groups,
New, Growing, Mature, Rapidly Growing and Transforming. Second, the development stages
showed three different ways to mature stages, 1) traditional way consisting with three steps,
New - Growth - Mature, 2) fast way, Rapidly growing, and 3) endorsing way,
Transforming. Third, all of the five groups are significantly different in performance, support
and ownership. We provide theoretical reasoning on development of hypothesis and
interpretation of results based on agent theory, signaling theory, and transaction cost theory.
However during data collection, we find another reasoning from on Korea specific franchise
environments. The control and supervising costs of franchisees are very high, and the
request from franchisees partly due to franchiser can go to more problematic way. So,
solution about these problems often result in switching franchisees into directly owned
stores. This brings up the need to refine and verify theories of franchise development

suitable for Korea’s unique situation.

Key Words : Franchise system, Development stage, Uniform Franchise Offering circular,

Life cycle
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