CHAPTER1

INTRODUCTION

Introduction

Franchising increasingly provides a common vehicle and takes a prominent
position in the retail and service sectors of contemporary American business (Sorenson &
Sorenson, 2001). The Educational Foundation in the International Franchise Association
(2000) reveals that 50% of all retail sales are made by outlets of franchisees and
franchisors in the United States. Most analysts agree that franchised business occupies 35
to 40% of retail sales in the U.S. (Lofontaine, 2000).

Franchising provides opportunities for individuals and business firms who want to
expand the number of distribution outlets carrying their products and services (Khan,
1992, 1999), and it becomes an important activity for business growth and economic
development (Hoffman & Preble, 1991). Franchising has been successful as an enduring
industry that can expand to multiple locations over time.

Restaurant franchising is an effective means of lowering risk and increasing the
chances for success. Although 80 to 90% of restaurants went bankrupt within the first
five years of the mid-1980s, only 3.3% of all types of franchises were discontinued for
any reason (Justis & Judd, 1989). According to Emerson (1990), many independent
restaurant firms became franchisees during the 1980s in order to improve financial
performance. In the 1990s, the restaurant industry has become the largest sector in
franchising systems in the U.S. in terms of sales (International Franchise Association,
1995, 1996; International Franchise Association Educational Foundation, 1998, 2000).

The restaurant industry is now in the mature and saturation stage of the industry
cycle (Khan, 1999). The growth rate of the industry has dropped from a peak of 22% in
the early 1970s, to about 2% in the 1990s. The failure rate is high, and competition to
survive is very severe (Parsa & Khan, 1991). The saturation of restaurants in many

markets, the rise in the cost of real estate and construction, and the emergence of strong



competitors in every market segment force restaurant franchising operators to shift the
emphasis from adding new units to managing their existing units effectively (Bradach,
1998). Khan (1999) reported that franchising restaurants faced tough challenges in the
90s. Such environmental conditions place intense demands on franchising restaurants to
make key strategic adaptations while actively interpreting opportunities and threats.

Franchisors’ strategic adaptations are very important for the survival and growth
of the entire franchise system. Since the entire franchising system depends on the
franchisor’s managerial decisions and efficiency (Khan, 1992, 1999), franchisors have to
search for strategic adaptations to improve revenue and increase royalties (Bradach,
1998). As long as franchisees are serious players and make revenues in the strategic
adaptation process, franchisees want to follow the lead (Bradach, 1998).

Kaufmann and Dant (1999) state that franchising should be studied as an integral
area within the distinctive domain of entrepreneurship research. Hoffman and Preble
(1993) support the idea that the franchising system is receiving attention as a major mode
of entrepreneurial activities. The endurance for innovation and renewal is key capacity
within hospitality franchising (Morrison, 2000). It is proposed that franchisor’s
entrepreneurial strategy is a vital type of strategic adaptation for coping with the

competitive environment and for growth in the restaurant industry.

Statement of the Problem

A number of studies suggest that as competition increases, firms increase their
entrepreneurial activities (Zahra, 1991; Zahra & Covin, 1993, 1995). Entrepreneurial
strategy (ES) is primarily concerned with strategic behavior intended to take an initiative
action, improve competitive posture, better fit the organization to its changing
environment, and reap high performance (Miller, 1983, 1992). Entrepreneurial strategy
can be defined as a pattern of decisions in organizational behavior for new enterprises
(Covin & Slevin, 1989; Low & McMillan, 1988; Miles & Snow, 1978; Mintzberg, 1978).

Developing entrepreneurial strategies for new products and services is the job of

the franchisor, and franchisees pay royalties for their expertise (Bradach, 1998). The



major products of entrepreneurial strategy in the franchising restaurant industry are as
follows: development of new restaurant concepts, aggressive expansion of franchise
units, franchising expansion in non-traditional areas, strategic alliance with hotels,
innovative system development, aggressive marketing, and menu development to meet
the needs of locales.

The ultimate dependent variable in strategy research is performance. The
association between entrepreneurial strategy and performance is an important issue in this
study. Schollhammer (1982) and Lumpkin and Dess (2001) insisted that the performance
of entrepreneurial strategy is variable. On the one hand, the adaptation of entrepreneurial
strategy-making has been found to enhance a firm’s competitive position, and is vital for
organizational success (Dess, Lumpkin, & Covin, 1997; Zahra & Covin, 1995). On the
other hand, Hart (1992) suggests that entrepreneurial-type strategy-making is more likely
to be associated with poor performance. It is presumed that the entrepreneurial strategy
and performance relationship is an empirical question.

Furthermore, it is problematic for strategy researchers to investigate and explain
the total variance of performance in relation to another single construct, or to an
entrepreneurial strategy, which must be a broad representation of many aspects. Any
attempt to examine an individual relationship between entrepreneurial strategy adaptation
and performance in isolation would lead to an incomplete picture. This analysis needs to
include equally significant elements directly and indirectly affecting entrepreneurial
strategy, its performance and the relationships among them.

Therefore, the purpose of this study is to explore a model of relationships not only
between restaurant franchisors’ entrepreneurial strategy and performance, but also among
significant factors influencing their entrepreneurial strategy and performance directly and

indirectly from the perspective of franchisees.

Study Framework

The foundation of this study derives from the perspectives of strategic

management. As Fahey and Christensen (1986) suggest, a common framework underlies



most studies in a comprehensive evaluation of strategy research. Some aspects of the

framework underlying this research are as follows:

1. Entrepreneurial strategy (ES) in this study synthesizes firm-level entrepreneurship and

strategic management.

Entrepreneurship has been applied to various levels, including individuals, small
groups, and whole organizations. The reason that there has been little agreement on the
nature of entrepreneurship is because the term is used in the context of these various
levels of analysis. Therefore, it is important to consider the level of analysis that is used
in discussing the entrepreneurship construct.

Entrepreneurship within the purview of individuals is thought to be frequently
associated with the introduction of a revolutionary invention (Kilby, 1971). The domain
of small businesses is responsible for the majority of economic growth and new-job
creation via entry into untapped markets (Birch, 1979). An emphasis on firm-level
entrepreneurship has been a means for strategic renewal and growth as opposed to a
bureaucratic concern for stability for existing large firms (Guth & Ginsberg, 1990; Hamel
& Prahald, 1996; Lumpkin & Dess, 1997; Stevenson & Jarillo, 1990; Stopford & Baden-
Fuller, 1994).

This study will use firm-level entrepreneurship as the unit of analysis. It is
advantageous to adopt an entrepreneurship construct from a firm level behavior
perspective. While individual human behavior is complex and difficult to predict, firm
behavior is changeable by modifying the strategy of the organization (Kilmann, 1989), an
attribute that takes it out of the realm of individual characteristics and puts it into the
more predictable arena of future organizational behavior (Bygrave & Hofer, 1991;
Stevenson, Roberts, & Grousbeck, 1989). Covin and Slevin (1991) agree:

Entrepreneurial organizations, or organizations with entrepreneurial postures, are
those in which particular behavioral patterns are recurring. These patterns pervade
the organization at all levels and reflect the top managers’ overall strategic
philosophy on effective management practice. (p. 7)

The increased attention on firm-level entrepreneurship for strategic adaptation

outlines a practical topic for increased research efforts. Schendel and Hofer (1979)



insisted that entrepreneurship has a prominent role in strategic management because any
successful business begins with a key idea that is a product of the entrepreneurial mind.
They described strategic management as a process that deals with the entrepreneurial
work of the organization for organizational renewal and growth. The trend has been to
use concepts from the strategy-making process literature to model organization-level
entrepreneurship (Covin & Slevin, 1989, 1991; Miller, 1983). Elwood-Williams and Tse
(1995) found relationships between entrepreneurship and strategy in the restaurant sector.
In recent research, Barringer and Bluedorn (1999), Hitt et al. (2001), and Hitt and Ireland
(2000) confirmed the relationship between corporate entrepreneurship and strategic
management.

Therefore, entrepreneurial strategy (ES) is presumed to be a concept that is a
combination of firm-level entrepreneurship and strategy. Entrepreneurial strategy can be
defined as a pattern of decisions to identify and respond to opportunities for new
enterprises in organizational behavior (Covin & Slevin, 1989; Grant, 1998; Low &
McMillan, 1988; Miles & Snow, 1978; Miller, 1983; Mintzberg, 1978; Schumper, 1936,
1950).

The term of entrepreneurial strategy can be used interchangeably with firm-level
entrepreneurship. Furthermore, entrepreneurial strategy according to Dess, Lumpkin, and
Covin (1997) is an “entrepreneurial strategy-making.” According to Lumpkin and Dess
(1996), it is an “entrepreneurial orientation strategy,” and according to Covin and Slevin

(1989), it is an “entrepreneurial posture.”

2. The model is limited to four significant constructs: the external environment,

entrepreneurial strategy, mechanistic-organic structure, and financial performance.

The major factors influencing entrepreneurial strategy and its performance have
been selected for this study. The adoption of significantly interrelated concepts should be
made with theoretical justification in terms of firm-level entrepreneurship.

The selection of these interrelated constructs is also based on a conceptual model
of entrepreneurship as firm behavior, shown in Figure 1.1, which was proposed by

Lumpkin and Dess (1996). Lumpkin and Dess’ (1996) model for the entrepreneurial



orientation framework in Figure 1.1, which is based on Covin and Slevin’s (1991)
conceptual model of entrepreneurship as firm behavior, offers a basis for the selection of
four constructs. Four major constructs were selected for this study: the external
environment in the environment category, entrepreneurial strategy in the entrepreneurial
orientation category, mechanistic-organic structure in the organization category, and
financial performance in the performance category. This selection of four constructs
represents the predominant constructs underpinning environment, strategy, structure and
performance in hospitality strategy research (Roper, 1995; Olsen & Roper, 1998;
Schaffer, 1984, 1987; Tse & Olsen, 1988; West & Olsen, 1989). It becomes manifest that
the relationship between entrepreneurial strategy and performance is moderated by
environmental and structural factors.

A study of the relationships among the selected four constructs is conceptually
rationalized and is a parsimonious picture in explaining the entrepreneurial strategy
process in restaurant franchising organizations. These four factors are equally significant
as the central foci of the empirical testing and development of a relationship model in this
study.

Based on the above conceptual framework, a theoretical framework for the
process of entrepreneurial strategy needs to be established as a preliminary step to
develop an interaction model in this study. The theoretical framework proposed in Figure
1.2 illustrates the stage of antecedent, strategic process, and consequence of
entrepreneurial strategy in restaurant franchising organizations. The antecedent is the
external environment. The strategic process comprises entrepreneurial strategy and
mechanistic-organic structure. Financial performance is selected as the consequence of

entrepreneurial strategy.
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Figure 1.1. A Conceptual Framework of Entrepreneurial Orientation
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3. This study concerns the franchisee’s perceptions of the franchisor’s entrepreneurial

activity in restaurant companies in the United States.

Franchisors can focus on long-term orientation and expand fast with limited
capital investment (Khan, 1999). Franchisors have an on-going interest in the
development of their franchises (Khan, 1999). The fruits of these efforts are shared with
the franchisees (Khan, 1999).

Franchisees can concentrate on effective day-to-day operation with the
franchisor’s managerial assistance (Khan, 1999). Franchisees pay royalties for
franchisors’ services of on-going entrepreneurial activities (Bradach, 1998). Franchisees
own seventy four percent of operating restaurants in America, contributing nearly three-
fourths of restaurant revenues in the United States (Parsa, 1999). McDonald’s manages
roughly 15 percent of its twenty thousand restaurants worldwide, leaving the remaining
85 percent in the hands of 4,500 franchisees and affiliates (Bradach, 1998).

A restaurant franchise is a system of interdependent and symbiotic organizations
between franchisor and franchisees that is involved in the process of making a product or
service available to the consumer (Khan, 1992). The relationship between franchisor and
franchisees is highly dynamic and interactive and has integrated systems in decentralized
markets (Khan, 1999). A communication line is mutually beneficial between franchisor
and franchisees (Khan, 1999). Restaurant franchisees establish their perspectives toward
their franchisors through various contacts such as training programs, annual meetings,
franchise advisory boards, operational assistance, intranet communication, and so on.
These facts illustrate that franchisors’ entrepreneurial activity must be sustained by
franchisees in American franchising restaurants.

Therefore, the franchisees’ perception is imperative for an empirically objective
evaluation of franchisor’s entrepreneurial strategy interchangeably communicated and
coordinated in restaurant franchising organizations. In fact, Falbe, Dandridge, and Kumar
(1999) have assessed franchisees’ perceptions of the influences in the organizational

context relating to franchisors’ entrepreneurial strategies.



Objective of the Study

The objective of this study is to establish an exploratory model for entrepreneurial
strategy and its relationships to the external environment, mechanistic-organic structure,
and financial performance of restaurant franchisors from the perspective of franchisees.
The model presents a comprehensive picture of both the direct and indirect effects of the
relationships among the variables. The study of the relationships among the external
environment, entrepreneurial strategy, and mechanistic-organic structure leads to an

understanding of success in franchising restaurants.

Research Questions

This study will examine the following research questions from the perspective of

restaurant franchisees:

1. Is restaurant franchisors’ external environment (EE) a significant antecedent of the
franchisors’ entrepreneurial strategy (ES) from the perspective of franchisees?

2. Is restaurant franchisors’ external environment a significant antecedent of the
franchisors” mechanistic-organic structure (MOS) from the perspective of
franchisees?

3. Is restaurant franchisors’ mechanistic-organic structure a significant antecedent of the
franchisors’ entrepreneurial strategy from the perspective of franchisees?

4. Is restaurant franchisors’ entrepreneurial strategy a significant antecedent of the
franchisors’ mechanistic-organic structure from the perspective of franchisees?

5. Is restaurant franchisors’ ES a significant antecedent of the franchisors’ financial
performance (FP) from the perspective of franchisees?

6. Is restaurant franchisors’ MOS a significant antecedent of the franchisors’ FP from
the perspective of franchisees?

7. Which construct investigated in this study, including restaurant franchisors’ external

environment, entrepreneurial strategy, and mechanistic-organic structure, is most
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important in influencing the franchisors’ financial performance from the perspective
of franchisees?

8. How much of the total variance of the franchisors’ financial performance does the
identified exploratory model explain from the perspective of franchisees?

9. What are the direct or indirect effects of constructs in explaining the franchisors’

financial performance from the perspective of franchisees?

The Exploratory Nature and Boundary of the Study

An exploratory study is initial research conducted to clarify and define the nature
of a problem (Zikmund, 1998). An exploratory study is a useful preliminary step that
helps ensure a more rigorous, more conclusive future study (Zikmund, 1998). The
constructs in this study have been studied mainly from the perceptions of executives in
various manufacturing and service industry settings (Covin & Slevin, 1988, 1990; Covin
et al., 1993; Naman & Slevin, 1993). The study constructs have never been studied in
terms of franchisees’ perceptions of franchisor’s entrepreneurial activities within the
boundary of restaurant franchising industry settings. Therefore, this study is exploratory
in nature.

The boundary of the study limits the value placed on constructs. The boundary of
this study is franchising restaurants, which is business-format franchising, largely
affected by the entrepreneurial strategy of restaurant franchisors. Khan (1999)
differentiates business-format franchising from product-and-trade name franchising. In
product-and-trade name franchising, franchisees are granted the right to distribute a
franchisor’s products with trademarks within a specified territory. A major example of
this franchising type is automobile dealerships. In contrast, business-format franchising is
the way most restaurant franchises operate. Business-format franchising is a complete
business context rather than a single product or trademark (Khan, 1999). It involves
more complicated contracts, including not only the trademark, but also the entire business
concept, involving strategy, marketing plan, quality control, training, operating standards,

and so on.
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Contributions of This Study

First, entrepreneurship is the management capability to identify and respond to
opportunities in the external environment for new enterprises. The restaurant franchising
system is a business format, which includes the whole business context between
franchisor and franchisees. Restaurant franchisors need to know franchisees’ perceptions
of their entrepreneurial activities. Restaurant franchisees also need to know the strength
of their franchisor’s managerial capabilities. Since many restaurant brands are available
these days, restaurant franchisees might shop around when they need to make or renew
an agreement. If franchisees are perceived to be satisfied with the franchisor’s managerial
capabilities and representation, it is likely that many franchisees will stay with the current
franchisor in the future. Thus, these restaurant franchisees’ perspectives of the
franchisor’s entrepreneurship process are critical for both the franchisor and the
franchisees. This is the first study of the restaurant franchisees’ perspectives of
franchisor’s entrepreneurial activities.

Second, entrepreneurial strategy (ES) has been identified as having an important
impact on the franchising area. But, little empirical research has been conducted
concerning this topic (Shane, 2000). This is the first study to test the process of
entrepreneurial strategy with other significant constructs in restaurant franchising
settings. This study is expected to contribute to the body of knowledge about
entrepreneurial strategy in the franchising restaurant industry.

Third, there are several classifications of firm structure: formal-informal structure,
mechanistic-organic ~ structure, and ambidextrous structure. Organic structures
characterized by informal relationships, fluid roles, and lateral communications are
required to generate new ideas, while mechanistic structures made by task specialization,
hierarchy, and vertical communication are needed to ensure control to standards (Burns
& Stalker, 1961). Organic structures are needed to generate innovations, while
mechanistic structures are required to implement them (Duncan, 1976). There is little
evidence that firms are able to do both mechanistic and organic structure in a single

arrangement (Daft, 1982). However, Bradach (1998) suggests plural forms such as the
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use of company and franchise units in a single organizational arrangement. The plural
form with the mix of company-owned and franchise-owned units is a pervasive and
enduring structure used by major restaurant chains (Bradach, 1998). Although company
arrangements tend to be better at controlling units, franchise arrangements tend to be
better at generating innovations (Bradach, 1998). This is the first study to test the
instrument of mechanistic-organic structure in the restaurant franchising structure and
find that the restaurant franchising structure is related to the external environment,
entrepreneurial strategy and financial performance from the perceptions of franchisees.

Fourth, although Covin and Slevin (1991) and Lumpkin and Dess (1996)
established conceptual models for firm-level entrepreneurship by reviewing extensive
literature, an actual empirical study has never been conducted to discover the
relationships among the constructs of the present study. This study provides an
empirically simple and parsimonious picture in understanding the process of
entrepreneurial strategy together with other equally significant factors limited to the
restaurant franchising industry from the perceptions of franchisees.

Fifth, the relationships in this study are unlike the fragmented relationships
between single constructs. This study investigates comprehensive relationships among
the external environment, entrepreneurial strategy, mechanistic-organic structure, and
financial performance of restaurant franchisors from the perspective of franchisees.

Finally, a theoretical model is an essential part of entrepreneurial success because
there is no other way to anticipate future business in order to provide effective managerial
interventions (Fiet, 2000, 2001). Exploring a theoretical model in this study may assist
restaurant franchisors and their managers in identifying whether or not their processes of
entrepreneurial strategy positively impact financial performance through the perceptions

of franchisees.
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Definitions of Terms

Franchise is a legal agreement in which an owner agrees to grant rights or privileges to
someone else to sell products and services under a set of specific conditions (Khan,

1999).

Franchisor is an individual or group who owns rights or privileges to sell products and

services (Khan, 1999).

Franchisee is an individual or group to whom rights or privileges are granted by the

franchisor (Khan, 1999).

External Environment is defined as “various phenomena out of the control of the
organization, which comprise a set of resources and actors that affect its form, behavior,

and fate (Duncan, 1972).”

Entrepreneurial Strategy can be defined as a pattern of decisions to identify and
respond to opportunities for new enterprises in organizational behavior (Covin & Slevin,
1989; Grant, 1998; Low & McMillan, 1988; Miles & Snow, 1978; Miller, 1983;
Mintzberg, 1978; Schumpeter, 1936, 1950).

Mechanistic-organic Structure refers to two different organizational, internal patterns
of relationship, authority, and communication (Thompson, 1967). While mechanistic
structures are characterized by task specialization, hierarchy, and vertical communication,
organic structures are characterized by informal relationships, fluid roles, and lateral

communications (Burns & Stalker, 1961).

Financial Performance can be construed as the measure of how well the firm achieves

its financial objectives (Dess & Robinson, 1984).
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CHAPTER II

LITERATURE REVIEW

Introduction

In this chapter, a review of the literature relating to the study of interest provides
the theoretical bases for this study. This literature review focuses on a discussion of the
concepts that exist among the external environment, entrepreneurial strategy,
mechanistic-organic structure, and financial performance. This discussion provides the

foundation for the hypotheses that guide the study.

External Environment

The design of the entrepreneurship model, including the independent variables,
began with an investigation of the rapidly changing business environment (Wortman,
1986, 1987). Since organizations are in constant exchange with their environments
(Hrebiniak, 1978), it is arguable that successful entrepreneurial firms better “fit” their
environments than those firms that are unsuccessful, maximizing the benefits of the
exchanges with the environment (Naman & Slevin, 1993). The centrality of the
environment in models and theories of entrepreneurship is evident in the writings of
Bygrave and Hofer (1991), Bruno and Tyebjee (1982), Carsrud et al. (1986), Cooper
(1986), Garud and Van de Ven (1992), Kent (1984), Roure and Keeley (1990), Zahra
(1991), and many others. The environment is a major driving force that influences the
organization.

Duncan (1972) defined the business environment as “the totality of physical and
social factors that are taken directly into consideration in the decision-making behavior of
individuals in the organization.” According to Selznick (1948), “the business

environment can be defined as the flows of information relevant to goal setting which
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influences decision-making through managerial perceptions.” An organization should
have the ability to scan, analyze, and forecast critical events and trends affecting it.
Examples of environmental studies include industry and competitor analysis,
environmental scanning, and scenario development.

Bourgeois (1980) did the most comprehensive classification of environment,
which is shown in Table 2.1. Bourgeois (1980) conceptualized the environment into
perceived and objective states.

Perceptions of the environment are appropriate for estimating the psychological
state and knowledge of decision-makers, indicating the degree of management perception
toward environmental uncertainty. The environment is understood through managerial
perceptions (Anderson & Paine, 1975; Miller, 1988; Starbuck, 1976; Yasai-Ardekani,
1986, 1989). Environmental elements with information value are structured by an
individual receiver (Michael, 1973; Weick, 1969). An executive information search
would benefit most from the use of perceptual measures (Boyd, Dess, & Rasheed, 1993;
Downey & Slocum, 1975).

Hambrick (1982) claimed that the objective reality of environmental attributes is
less important than the perceived environment. Even though the environmental demands
faced by companies within the same industry may be generally similar, the environment
is perceived differently from individual to individual (Olsen, Tse, & West, 1992).

However, the difference in the conceptual view between the objective and the
perceived environment does not seem to be distinctive. Since managers’ responses are
dictated by their perceptions toward the enacted and not the objective environment, these
perceptions should be understood in order to explain adaptive patterns across
organizations (Weick, 1969). In this context, many studies have found a strong
correlation between subjective assessments and objective assessments of the environment
(Boyd, Dess, & Rasheed, 1993; Dess & Robinson, 1984).

Many researchers have investigated the general characteristics of the environment
in order to categorize it. Duncan (1972) categorized the environment as the internal and
external environment. The internal environment comprises the relevant physical and

social factors within the boundaries of the organization or a specific decision unit,
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Table 2.1. Bourgeois (1980) Conceptual Integration for the Environment

Perspectives Categorization Operational Items

External objects General environment . No operational items
Task environment . Customers, competitors, suppliers,
and regulatory agencies

Internal Perceived environment . Occurs due to lack of information;
perceptions need for knowledge about decision
outcomes; ability to estimate
environmental effect on firm’s
performance

Source: Bourgeois (1980)
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including organizational structure, size and age of organization, organizational culture,
etc., that are taken into direct consideration in the decision-making behavior of
individuals in the system. On the other hand, the external environment includes various
phenomena out of the control of the organization, which comprise of a set of resources
and actors that affect its form, behavior, and fate. The external environment consists of
the relevant physical and social factors outside the boundaries of the organization or
specific decision unit, including customers, suppliers, competitors, and regulatory groups,
etc., that are taken into direct consideration.

Bourgeois (1980) categorized the external environment as shown in Table 2.1. It
consists of the general and the task environment. While the general environment, which
is concerned with corporate strategy, is not operationalized, the task environment, which
is involved in business-level strategy, is operationalized by customers, competitors,
suppliers, and regulatory agencies. Dill (1958) specified the characteristics of the general
and task environments. While factors within the general environment include economic,
political, social, cultural, and ecological factors, the task environment includes customers,
suppliers, competitors, and regulatory groups (Dill, 1958). In hospitality, DeNoble and
Olsen (1986) contributed to the categorization of factors in general, and of the task
environment, as shown in Table 2.2. Their categories of the general environment include
economic, social, technological, political-regulatory, and the ecological environment. The
task environment consists of customers, suppliers, regulators, and competitors.

Porter (1980, 1985) focused on industry structure to prevent the business
environment analysis from being far-sighted and wide-ranging. Porter (1980, 1985)
viewed five forces of competitive pressure, including competition from substitutes,
entrants, and established rivals, and the bargaining power of suppliers and buyers. He
indicated that these five forces would determine the profitability of an industry.

However, a current industry structure is not a reliable guide to forecast industry
performance in the future due to the nature of competition. The nature of competition is

well explained by Schumpeter (1950) and D’ Aveni (1994).
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Table 2.2. DeNoble and Olsen’s (1986) Important Environmental Factors in the
Hospitality Industry

¢ General environment

(1) Economic

(2) Social

(3) Technological

(4) Political-
regulatory

(5) Ecological

. GNP growth, purchasing power, inflation, interest rates, energy
costs, disposable income, unemployment, money supply.

. Population growth, population shifts, population aging,
consumer activism, environmental concerns, cultural attitudes.

. R&D activity, new product development, productivity
improvements, product life-cycle changes, patents.

. Wage/price controls, social legislation, tax policy, government
stability, zoning regulation, licensing, import regulation,
protectionism.

. Water quality, solid waste, air quality, conservation, source
reduction, recycling.

e Task environment

(1) Customers
(2) Suppliers

(3) Regulators

(4) Competitors

. Needs, wants, expectations, demographics.
. Raw materials, capital, labor.

. Government, industry associations, insurance companies,
activist groups.

. Existing rivalry, potential entrants, substitute products.
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Schumpeter (1950) was the first to recognize innovation as the central component
of competition and the driving force behind industry evolution. “Schumpeterian
industries” tend to be unstable and continually reformed. These industry structures are
identified as those subject to rapid product innovation with relatively steep experience
curves. The industries can be computers, telecommunication services, electronic games,
and so on.

D’Aveni  (1994) suggested the concept of competitive advantages in
hypercompetition. Hypercompetition is characterized by intense and rapid competitive
moves, in that competitors must move quickly to build advantages to erode the
advantages of their rivals. “Hypercompetitive behavior is the process of continuously
generating new competitive advantages to destroy, or obsolete the opponent’s
competitive advantage, thereby creating disequilibrium, destroying perfect competition,

and disrupting the status quo of the marketplace (D’ Aveni, 1994).”

Dimensions of the External Environment

Environmental dimensions are the underlying patterns identified to evaluate and
understand the concept of environment in a systematic manner. Duncan (1972)
considered the environment as relatively simple dimensions: the simple-complex and the
static-dynamic dimension. Jurkovich (1974) developed four dimensions for the
environment; complexity, organized/unorganized sectors, routines/nonroutiness, directly
or indirectly linked sectors. Aldrich (1979) provided six dimensions of the organizational
environment: capacity, stability/instability, turbulence, homogeneity/heterogeneity,
domain consensus/disconsensus, and concentration/dispersion. Capacity indicates the
extent to which the environment sustains growth. Stability/instability explains
unpredictability in an organizational task environment. Turbulence is the degree of
interconnection between environmental elements. Homogeneity/heterogeneity refers to
the degree of specificity/diffusions in organizational experience in the task environment.
Domain consensus/disconsensus is the degree to which an organization’s “raison d’etre”
matches the task environment in which it operates. Concentration/dispersion indicates the
degree to which the elements of an organization’s task environments are physically

concentrated or dispersed over a geographical area.
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Bourgeois (1980) identified environmental attributes as complexity or
heterogeneity, and dynamism or volatility. Complexity or heterogeneity can be
operationalized as the number of task environment components. Complexity alone should
be considered when studying corporate-level strategy (Downey, Hellriegel, & Slocum,
1975). Complexity at the business level tends to remain a relatively constant factor. Hofer
(1975) agrees that sustainable competitive advantage is not attainable at the corporate
level until an organization knows how to succeed at the business level. Dynamism tends
to account for more variance at the task environment level than does complexity (Aldrich,
1979; Dess & Beard, 1984; Khandwalla, 1977). Thus, dynamism or volatility is more
critical than complexity or heterogeneity at the business level.

Slevin and Covin (1995) employed comprehensive environmental attributes
appropriate for the research of firm-level entrepreneurial activity. These include
dynamism (Covin, Slevin, & Teach, 1993; Khandwalla, 1976/1977), hostility (Covin &
Slevin, 1989; Khandwalla, 1976/1977), technological sophistication (Covin, Prescott, &
Slevin, 1990; Khandwalla, 1976/1977), and industry life-cycle stage (Covin & Slevin,
1990).

Dynamism can be the rate of instability or turbulence in the environment.
Dynamism comes from changes in such key operating concerns as market and industry
conditions, as well as technological, economic, social, and political forces (Dess &
Beard, 1984; Emery & Trist, 1965; Khandawalla, 1977; Mintzburg, 1979).
Environmental hostility represents the degree to which the environment is a proximate
threat to the firm due to issues such as precarious industry settings, intense competition,
harsh, overwhelming business climates, and the relative lack of exploitable opportunities.
On the other hand, a non-hostile, munificent environment refers to environmental
capacity, which permits organizational growth and stability, which allow investment and
marketing opportunities (Covin & Slevin, 1989; Khandwalla, 1976/1977; Miller &
Friesen, 1983). “Industry technological sophistication is the degree of technology
advancement and complexity in the core products and operations processes of an industry
(Covin, Prescott, & Slevin, 1990; Slevin & Covin, 1987).” Industry life-cycle stage
indicates the stage of the product life-cycle faced by the products or services the firm

provides. The stage includes emerging, growing, mature, and declining industry.

21



Entrepreneurial Strategy

Contemporary entrepreneurship research was initiated by economist Joseph
Schumpeter (1883-1950). Schumpeter described entrepreneurship as a process of
“creative destruction,” in which the entrepreneur continually destroys existing products
or methods of production, or replaces them with new ones. Schumpeter suggested that the
main agents of economic growth are entrepreneurs who introduce new products, new
methods of production, and other innovations that stimulate economic activity
(Schumpeter, 1936, 1950).

Although Schumpeter’s writings focused primarily on the activities of the
individual entrepreneur, the conceptualization of process and the practice of corporate
entrepreneurship are continuing to evolve. Burgelman (1984) indicated that corporate
entrepreneurship involves “extending the firm’s domain of competence and
corresponding opportunity set through internally generated new resource combinations”
(p. 154). As the entrepreneurship paradigm expands, it is increasingly acknowledged that
organizations can behave in entrepreneurial manners (Jennings & Lumpkin, 1989).

Strategic management contributes to entrepreneurship theory significantly. It is
necessary to identify what strategy is, foremost. Strategy researchers have viewed
strategy in many different ways. Most of them seize some part of the strategy concept
(Mintzberg at al., 1998, 2000). As a consequence, managers have been encouraged to
embrace one narrow perspective or another. Mintzberg, Ahlstrand, and Lample (1998,
2000) outline ten views of the strategy process that have been embedded in strategy
thinking: 1) the cognitive school as a mental process; 2) the configurational school as an
episodic process; 3) the cultural school as an ideological process; 4) the design school as
a conceptual process such as strength, weakness, opportunity, and threat (SWOT)
analysis; 5) the entrepreneurial school as a visionary process; 6) the environmental school
as a passive process; 7) the learning school as an emergent process; 8) the planning
school as a formal process; 9) the political school as a power process; 10) the positioning
school as an analytical process. Entrepreneurship is considered in one of strategy

concepts.
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In order to identify the concept of entrepreneurship as a strategy in the
organization, Dess, Lumpkin, and Covin (1997) reviewed the related literature and
hypothesized that an entrepreneurial process is an important strategy-making mode that
an organization may exhibit. They concluded that entrepreneurship is salient strategy-
making in the organization.

Entrepreneurs’ new venture creation can be understood by the resource-based
view of a firm (Timmons, 1994). A resource-based view emphasizes the heterogeneity
among firms because they are a unique collection of highly differentiated resources and
capabilities (Wernerfelt, 1984). Wernerfelt (1984) indicated that strategy is concerned
with matching a firm’s resources and capabilities to the opportunities that arise in the
external environment.

The classifications of resources are tangible, intangible, and human resources.
Tangible resources are financial and physical, identified and valued by a firm’s financial
statements. Intangible resources are technology and reputation. Human resources are
durable and created through investment in education and training. Resources are not
normally productive on their own. An example is that a restaurant server is useless
without cooks, cashiers, serving instruments, and so on. Capabilities refer to a firm’s
capacity for undertaking a particular productive activity. Most productive tasks require
resources to collaborate closely together within teams. Any external change creates
opportunities for profit. The ability to identify and respond to opportunity lies at the core
of management capability. This capability is termed entrepreneurship (Grant, 1998; Hitt
etal., 2001).

Sandberg (1992) stated that entrepreneurship is at the heart of the concept of
strategic management. The consolidation of strategic management research is reflected in
entrepreneurship research (Autio, 2000). Schendel and Hofer (1979) supported the idea
that strategic management can be defined as a process that deals with the entrepreneurial
work of the organization to guide the organization’s operations with organizational
renewal and growth. Elwood-Williams and Tse (1995) found relationships between
entrepreneurship and strategy in the restaurant sector. In recent research, Barringer and
Bluedorn (1999), Hitt et al. (2001), and Hitt and Ireland (2000) confirmed the

relationship between corporate entrepreneurship and strategic management. Lumpkin and
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Dess (1996) stated that as the field of strategic management has developed, the emphasis
has shifted to the entrepreneurial styles of managers. The trend has been to use concepts
from the strategy-making process literature to model organization-level entrepreneurship
(Covin & Slevin, 1989, 1991; Miller, 1983).

Entrepreneurship on the firm-level exists as a strategic process, and can be
thought of as entrepreneurial strategy. Schendel and Hofer (1979) insisted that
entrepreneurship has a prominent role in strategic management, due to the fact that any
successful entrepreneurship has a prominent role in strategic management because any
successful business begins with a key idea that is a product of the entrepreneurial mind.
Firm-level entrepreneurship is said to exist in a firm that engages in product-market
innovation, undertakes somewhat risky ventures, and is first to come up with proactive
innovations (Miller, 1983). Firm-level entrepreneurship is often utilized as a risk-taking,
innovative, and proactive strategy, and can be considered as the conceptual opposite of
the conservative firm, which is risk-adverse, reluctant to innovate, and adopts a more
‘wait and see’ posture (Covin & Slevin, 1989; Lumpkin & Dess, 1996; Miller, 1983;
Miller & Friesen, 1982).

Entrepreneurial strategy according to Dess, Lumpkin, and Covin (1997) is an
“entrepreneurial strategy-making.” According to Lumpkin and Dess (1996), it is an
“entrepreneurial orientation strategy,” and according to Covin and Slevin (1989), it is an
“entrepreneurial posture.”

However, the above researchers did not define entrepreneurial strategy. The
present study attempts to develop a definition by combining the strategy and
entrepreneurial concepts suggested by many prominent strategy researchers. Strategy is
defined as a pattern of decisions in organizational behavior (Miles & Snow, 1978;
Mintzberg, 1978). Grant (1998) defined entrepreneurship as the management capability
to identify and respond to opportunities in any external change. Low and McMillan
(1988) suggested that entrepreneurship is all about new enterprise. Therefore,
Entrepreneurial Strategy can be defined as a pattern of decisions to identify and respond
to opportunities for new enterprises in organizational behavior (Covin & Slevin, 1989;
Grant, 1998; Low & McMillan, 1988; Miles & Snow, 1978; Miller, 1983; Mintzberg,
1978; Schumpeter, 1936, 1950).
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Dess, Lumpkin, and Covin (1997) suggested that an entrepreneurial strategy is
embedded in the major strategy-making modes that an organization may exhibit. Two
salient attempts for the classification of strategy modes were proposed by Miles and
Snow (1978) and Porter (1980). Miles and Snow’s (1978) and Porter’s (1980) typologies
offer a means to measure strategy at a level of abstraction sufficient to be used across a
wide variety of organizations or industries. These typologies should be further explained
because some of the entrepreneurial strategy researchers such as Dess, Lumpkin, and
Covin (1977) have attempted to discover the relationships of entrepreneurial strategy,
using Miles and Snow’s generic strategy and Porter’s competitive strategy typologies.

Miles and Snow’s (1978) typologies are extensive and detailed concerning the
characteristics of each strategic type (Segev, 1989; Shortell & Zajac, 1990; Walker &
Reukert, 1987; Zahra & Pearce, 1990). Miles and Snow’s (1978) typology is based on the
premise that strategy has to deal with three problem domains, including entrepreneurial,
administrative, and engineering. The entrepreneurial problem domain basically considers
domain selection and adjustment tasks, and is somewhat similar to the corporate or
domain selection strategy (Bourgeois, 1980). In a new organization, this domain takes
priority over everything else. In an ongoing organization, the domain becomes more
complicated. The entrepreneurial problem domain is greatly affected by engineering and
administrative problem domains, which affect the manager’s perception of the
environment and will influence future entrepreneurial directions. However, in both new
and existing organizations, these problem domains deal with the selection of a particular
product-market domain and the resultant decision to commit resources. The engineering
problem domain concerns the establishment of systems and procedures that
operationalize solutions to entrepreneurial problems. The engineering problem domain
involves the selection of technology for production, systems of marketing, information
and communication networks, control mechanisms, internal structure and processes.
Finally, the administrative problem domain is primarily concerned with the task of
reducing uncertainty within the organization. It involves the maintenance of systems and
processes by rationalizing and stabilizing activities, which solve other problem domains.
This domain also involves the formulation and implementation of processes and

activities, which help the organization evolve (Miles & Snow, 1978).
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Based on these dimensions, Miles and Snow (1978) posited four strategy
typologies: prospectors, analyzers, defenders, and reactors. Three strategy types,
including defender, analyzer and prospector, have different relationships with the
environment and management characteristics needed for successful implementation of
strategy. The last reactor type is a form of strategic failure in that inconsistencies exist
among strategy, the external environment, and management characteristics. Prospectors
and defenders are at two opposite ends of a continuum of adaptive strategies. The
analyzer is a unique combination located between prospector and defender. The
prospector continually perceives change and uncertainty in the environment. The
prospector has been suggested to have low environmental determinism and high strategic
choice (Hrebiniak & Joyce, 1985). As the opposite of the prospector strategy in its
characteristics, organizations following the defender strategy typically perceive very little
change and uncertainty in the environment.

Porter’s (1980, 1985) typologies have been based on how a business copes with
competitive forces, including potential entrance, substitutes, suppliers, and buyers, and
gains competitive advantage. Competitive advantage can be defined as the unique
capabilities and resources that enable a firm to outperform its competitors. Ohmae (1983)
defines strategy as the quest for competitive advantage. Strategy is concerned with
establishing and sustaining competitive advantage (Ohmae, 1983; Porter, 1985).
Establishing competitive advantage requires a firm to identify better resources and
capabilities than its competitors (Grant, 1998). Sustainable competitive advantage can be
created by resources and capabilities that are valuable in exploiting environmental
opportunities, rare in all competitors, hard to copy by competitors, and nonsubstitutable
with other resources (Grant, 1998).

Differentiation, cost leadership, and focus have been suggested as competitive
advantages for coping with competition (Porter, 1980, 1985). A firm can achieve
profitability over a rival in two fundamentally different approaches to business strategy:
either differentiation or cost leadership. Porter (1980, 1985) views differentiation and
cost leadership as mutually exclusive strategies. Differentiation strategies offer customers
unique products or services that are differentiated in such a way that the customer is

willing to pay a price premium that exceeds the additional cost of the differentiation.
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Miller (1988, 1992) identified two distinct types of differentiation: marketing and
innovative. Marketing differentiation is characterized by “salesmanship,” such as
extensive advertising, image management, and intensive marketing offering attractive
features, convenience, and service guarantees. Innovative differentiation is the behavior
of adaptive and innovative firms. Innovative differentiation is characterized by creativity
in product and service development, original applications of new technologies, up-to-date
innovations, and quality design. Cost leadership strategies offer an identical product or
service at a lower cost. Cost leadership typically suggests tight cost controls, controls of
overheads and R&D, scale-efficient plants, limited features, and standardized offerings.
A firm can hold market leadership by reconciling effective differentiation with low cost
and maximizing customer appeal. Focus combines the two types of competitive
advantage with the firm’s choice of a narrow market segment. The narrow segment in
focus strategies indicates concentrations on a particular buyer, group, product line, or
geographic market. A firm pursuing both is “stuck in the middle,” which almost
guarantees low profitability. The firm that is stuck in the middle suffers from a blurred
corporate culture and a conflicting set of organizational arrangements and motivation
system. It loses the high volume of customers who demand low prices to firms pursuing
low cost leadership strategies. It also loses high-margin business to the firms focusing on
differentiation strategies.

Since Miles and Snow’s (1978) typologies are based on the entrepreneurial
problem dimension, the prospector, analyzer, and defender strategies must be closely
related to entrepreneurial strategy. As for Porter’s (1980) typologies based on competitive
forces, Dess, Lumpkin, and Covin (1997) found that overall differentiation and cost
leadership appear very likely to correlate with the characteristics of entrepreneurial
strategy. Further, entrepreneurial strategy is likely to lead to revised or extended concepts
of overall differentiation and low-cost leadership. Entrepreneurial firms may address
aggressive technology policy (Zahra & Covin, 1993) or radical innovation (Hage, 1980)
aimed at reengineering processes and systems to achieve a low-cost advantage. This
approach serves to further a growing literature that provides both a strong theoretical
rationale and empirical support for entrepreneurial strategy (Hill, 1988; Jones & Butler,

1988; Kim & Lim, 1988; White, 1986).
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Dimensions of Entrepreneurial Strategy

Many researchers have focused on delineating the dimensions of strategy-making
to identify the variables that are relevant to strategic decision modes. Entrepreneurship
scholars have developed numerous dimensions to describe alternate perspectives of
entrepreneurship as firm behavior. Stewart et al. (1998) suggested three classic
psychological constructs to predict entrepreneurship, including achievement motivation,
risk-taking, and innovation. Dess et al. (1997) proposed that entrepreneurial strategy-
making can represent a distinct strategy-making process characterized by
experimentation, innovativeness, risk taking, and proactive assertiveness. Morrison
(2000) state that the dimensions of entrepreneurship in hospitality franchising tends to
reflect proactive, innovative and risk-taking strategies. Lumpkin and Dess (1996)
suggested five comprehensive dimensions for entrepreneurial strategy: proactiveness,
innovativeness, risk taking, autonomy, and competitive aggressiveness. Their dimensions
are very comprehensive, and worthy of further explanation.

Proactiveness emphasizes the importance of first-mover advantage as the best
strategy for market opportunity. Attempts are made to be first in introducing new
products, services, and administrative technologies, rather than merely responding to
competitors. Taking initiative can capture unusually high profits and brand recognition.
Previous researchers have measured firm-level proactiveness by asking managers about
their firm's tendency to lead rather than follow in the development of new procedures,
technologies, products or services (Covin & Slevin, 1989; Miller, 1983). This
proactiveness dimension is very similar to the ideas suggested by Miles and Snow's
(1978) prospector type.

The tendency of this innovativeness dimension is the willingness to place strong
emphasis on research and development, new products, new services, improved product
lines, and general technological improvement in the industry (Covin & Slevin, 1988;
Khandwalla, 1976, 1977; Miller, 1983; Miller & Friesen, 1982; Slevin & Covin, 1990).
Three major methods, including human resources, financial resources, and product-
market innovativeness, have been employed to assess this activity. Hage (1980) and

Miller and Friesen (1982) examined innovativeness in terms of human resources. They
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found that the high level of innovativeness is associated with great reliance on
professionals and specialists such as engineers and scientists. In terms of financial
resources, Miller (1987/1988) used R&D costs as a percentage of sales to measure
innovation. For product-market innovativeness, Miller (1987/1988) asked members of
firms to indicate the percentage of total sales spent specifically on the costs of initiating
and implementing product-market innovations. A simple count of financial, human
resources, and product-market innovativeness may be useful for measuring
innovativeness.

The risk-taking dimension indicates the preference for high-risk projects with
chances of very high returns over low-risk projects with lower and more predictable rates
of return. Miller (1983) effectively measured firm-level risk-taking by asking managers
about their firms’ tendencies to engage in risky projects and managers' preferences for
bold actions to achieve their firms’ objectives. Baird and Thomas (1985) identified three
types of risk in the context of strategy: (1) “venturing into the unknown,” (2)
“committing a relatively large portion of assets,” and (3) “borrowing heavily.”

Competitive aggressiveness refers to a firm's stance to challenge directly and
intensely its competitors to achieve entry and improve position in the marketplace.
Because the possibility of failure for new ventures is much higher than established
businesses, an aggressive stance and intense competition are critical to the survival and
success of new entrants (MacMillan, 1982; Porter, 1985). Competitive aggressiveness is
characterized by responsiveness, which may take the form of head-to-head confrontation.
Examples might be cutting prices and sacrificing profits or spending aggressively
compared to competitors on marketing, product and service quality and capacity
(MacMillan, 1982). It also reflects a willingness to be unconventional, rather than
following traditional methods of competing.

The autonomy dimension is defined as one in which the organizational player
remains free to act independently, to make key decisions, and to proceed. Miller (1983)
found that the most entrepreneurial firms have the most autonomous leaders. He
examined the nature and extent of autonomous behavior by investigating the degree of
centralization of leadership, and how often managers delegate authority and rely on

technical expertise.
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Mechanistic-organic Structure

Organizational structure is referred to in many ways. Chandler (1962) referred to
structure as “the design of an organization through which an organization is
administered.” Firm structure is the arrangement among people for getting work done
(Perrow, 1967). Organizational Structure refers to an organization’s internal pattern of
relationships, authority, and communication (Thompson, 1967). Bower (1970) stated that
structure channels collaboration, allocates power and responsibility, and prescribes levels
of formality and complexity. Galbraith and Nathanson (1978) defined structure as the
segmentation of work into roles such as production, finance, marketing, and so on. Olsen
et al. (1998) address that firm structure has the ability to implement a firm’s intentions.

Organizational structure can be categorized by two continuums: formal vs.
informal, and mechanistic (bureaucratic) vs. organic (adaptive). The formal and informal
continuum is the most fundamental structure (Chandler, 1962). Formal structure is
explained as the availability of formal written rules, work-related procedures,
organizational charts, strategies, plans, and performance measures (Hage, 1980). Any
organization’s formal structure can be explained by departmentalization (Ansoff &
Bradenburg, 1971). The most common choices in departmentalization are the functional,
divisional, hybrid (Duncan, 1979), and matrix (Lawrence, Kolodny, & Davis, 1977)
structures.

Functional structures group people with similar skills and closely related
activities. Divisional structures categorize people with diverse skills and tasks on the
same time schedule, on the same product, with similar customers or clients, or in the
same geographical region. Hybrid structure is commonplace in large organizations. This
is often a characteristic of organizations seeking the benefits of global operations. It
indicates different operating units with sub-units in the certain challenges of different
operating circumstances. Matrix structures are often found in organizations pursuing
growth strategies in dynamic and complex environments. Matrix structure addresses
permanent cross-functional teams to blend the technical strengths of functional structures

with the integrating potential of divisional structures. This structure requires the
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dissemination of authority and clear accountability achieving careful monitoring of actual
performance against performance goals. It has been closely identified with the
empowerment trend and total quality management in the past decade.

However, informal structure exists behind formal structure. The advantage of
informal structure is to change formal structures reluctant to change during times of
change. The disadvantage is that the activities of informal structures may work against
the best interests of the organization because they stay outside the formal authority
system.

Another continuum for organizational structure is mechanistic and organic,
depending on the nature of a firm’s external environment (Burns & Stalker, 1961;
Khandwalla, 1977). This continuum of mechanistic-organic structure is illustrated in
Figure 2.1. Mechanistic structure is a structure characterized by high centralization, high
formalization, and complexity or specialization (Robbins, 1993). Mechanistic structure is
highly bureaucratic in form and thrives when the environment is stable. Mechanistic
structure has the characteristics of centralization, many rules, rigid division of labor,
narrow spans of control, and formal coordination. Mechanistic structures made by task
specialization, hierarchy, and vertical communication are needed to ensure control to
standards (Burns & Stalker, 1961). It indicates a tight pyramid form in which decision-
making follows a strict chain of command.

Specifically, Mintzberg (1973) categorizes mechanistic organization into three
forms: machine, professional, and divisionalized bureaucracy. Machine bureaucracy is
common to mass-production organizations with highly specialized and standardized
tasks. Machine bureaucracy works best in a simple, stable environment. Professional
bureaucracy is found in organizations consisting of highly trained professional workers,
such as hospitals and universities. The trained professionals work with autonomy, and the
structure becomes decentralized as they make decisions within their expertise.
Professional bureaucracy works well in stable but complex environments. Divisionalized
bureaucracy is a hybrid form between machine and professional bureaucracy. Divisions,
established by product, client, or geographic differences, operate individually as machine
bureaucracies. Top management at the corporate level coordinates these divisions.

Divisionalized bureaucracies are common in large corporate enterprises, particularly
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conglomerates. They work best in diversified markets and with stable environments at the
division level.

However, when the firm size grows and the environment becomes more complex
and dynamic, organic organization works best. Organic structure is a structure
characterized by low complexity, low formalization, and decentralization (Robbins,
1993). The organic or adaptive organizations operate with more decentralized authority,
fewer rules and procedures, a less precise division of labor, wider spans of control, and
more personal means of coordination. Organic structures characterized by informal
relationships, lateral communications, and fluid role structures are required to generate
new ideas (Burns & Stalker, 1961). A lot of work gets done through informal structures
and interpersonal relationships in most settings (Dumaine, 1991).

Mintzberg (1979) specifies two distinct forms of the organic organization: the
simple structure and the adhocracy. The simple structure consists of one or a few top
managers, few middle managers, and the non-managerial persons. This is common to
small entrepreneurial organizations because of their simplicity and small size. Top
managers can exercise central control while allowing others a lot of freedom in their
work. The simple structure can adapt well to dynamic and changing conditions in
environments that are not too complex. The adhocracy builds close working relationships
based on knowledge and expertise. Authority or line-staff distinctions largely disappear
in this adhocracy structure. Highly decentralized, this organizational form uses team and
network structures within which highly skilled personnel must often work together on
projects and in cross-functional groups. This is a successful structure for continued
innovation in dynamic and complex environments.

The mechanistic or organic type depends on the extent of department or unit
activities in most companies (Grant, 1998). Accounting, purchasing, and customer
support activities tend to be bureaucratic; R&D and marketing tend to be organic.

Furthermore, organizational structures of service industries tend to be on a
person-to-person relationship basis most likely shaped by the influence of customers
(Sasser, 1976). On the one hand, bureaucratic advantages are designed in McDonald’s by
controlling variation in customer contact and providing customers with limited but

standardized and consistent products and services. On the other hand, Schaffer (1984)
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insists that organic structure is more suitable to a service organizational structure than a
bureaucratic structure.

Organic structures are needed to generate innovations, while mechanistic
structures are required to implement them (Duncan, 1976). One of the greatest challenges
in the organization is to achieve two different structures in a single structure. There is
little evidence that firms are able to do both structures in a single arrangement (Dalft,
1982).

Duncan (1976) states that organizations can resolve this problem by becoming
ambidextrous. Ambidextrous organizations can switch between organic and mechanistic
structures when different structures are required for different circumstances. The
definition of ambidextrous organizations is that they possess the capacity to both
maintain control and undertake revolutionary innovations (Duncan, 1976; Tushman &
O’Reilly, 1997). This idea has a fundamental basis in the contingency theory suggested
by Burns and Stalker (1961) and Lawrence and Lorsch (1967). Contingency theory
indicates that an organization needs to be differentiated to fit its respective environment,
and needs to be integrated to achieve the organization’s objectives at the same time.

Bradach (1998) suggests plural forms such as the use of company and franchise
units in a single organizational arrangement. The plural form with the mix of company-
owned and franchise-owned units is a pervasive and enduring structure used by major
restaurant chains (Bradach, 1998). Although company arrangements tend to be better at
controlling units, franchise arrangements tend to be better at generating innovations
(Bradach, 1998). The plural form capitalizes these differences as sources of innovation
and control rather than specialized innovation and control activities in autonomous
structures (Bradach, 1998). The implication for the plural form is the variety of today’s
new forms such as alliances, joint ventures, and outsourcing. The two parties remain
distinctly separate, yet are closely linked to one another, leading to a partnership or
strategic alliance (Mclntyre, Gilbert, & Young, 1994).

The benefits of the plural form are the simultaneous operation and interaction of
two distinct structures. Basic benefits for franchise relationships are the potential gains
through group membership, rather than through independent operation (Stephenson &
House, 1971).

34



The plural form may strengthen its capacity to correct and renew itself. A firm’s
capacity for the value of new knowledge is tied into networks of firms that are generating
new ideas in similar fields of endeavor (Powell et al., 1996). Quinn and Cameron (1988)
have argued that the single most powerful attributes are self-correcting and self-renewing
individuals and organizations.

Company people need to be more like franchisees, and franchisees to be more like
company people; people on both sides are in a hybrid form. Company arrangements
widen spans of control and install pay-for-performance compensation schemes, or
empowerment. On the other hand, companies tighten the franchise contract, routinize and
formalize the decision-making processes of the franchise, and add more intensive
monitoring mechanisms over the franchise.

Company and franchise structures have used different structural mechanisms to
achieve their objectives. Company units have a hierarchical structure. The franchise
structure is a federation of franchisees. A hierarchical structure governs franchise units,
and the hierarchy is nested within this structure.

Franchisors should manage franchisees through persuasion or in non-coercive
ways (Felstead, 1994; Hunt & Nevin, 1974). Franchisors need to be comfortable with two
contrasting management styles: one that is directive for their own company, and one that
is participatory for their franchisees.

Franchisors should support and promote franchisees’ entrepreneurial activity and
innovation with an emphasis on the importance of instituting specialization, and rewards
and recognition systems (Falbe et al., 1998). The franchisor convenes a joint advisory
committee made up of franchisees and company personnel to respond to important issues,
and recognize new ideas at annual meetings of the franchise system (Falbe et al., 1998).
Such collaboration often leads to innovative and successful new product lines. For
example, the Big Mac, Filet-O-Fish, and Egg McMuffin were all originally conceived by
McDonald’s franchisees. These formal means of contact were complemented by a variety
of informal meetings between franchisees and chain executives. The nature of the formal
and informal relationships in a franchise system influences their commercial transactions,

and potentially generates conflict (Spinelli & Birley, 1996).
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According to Bradach (1998), franchising from the viewpoint of organizational
structure can be categorized into two primary areas: ownership redirection theory and
agency cost theory. Ownership redirection theory explains that chain operators franchise
in the early stage of the enterprise, and then move in the direction of company ownership
as the chain grows (Oxenfeldt & Kelly, 1969; Hunt, 1973; Caves & Murphy, 1976). An
agency relationship is a contract under which the principal engages the agent to perform
some service on their behalf (Jensen & Meckling, 1976). The agent may not always act in
the best interests of the principal, posing a risk of shirking when paid at a fixed rate
(Brickley & Dark, 1987). Physical dispersion in company-owned units may occur when
the monitoring costs exceed their benefits (Rubin, 1978). Franchising is a way to reduce
agency costs or monitoring costs.

Thomas et al. (1990) support the agency-cost theory, stating that high unit sales
are a factor for converting a franchise unit to a company-owned unit. Self-motivated
franchisees, who are likely to take the initiative for the success of their units, do not
require the investment in monitoring cost that company-owned managers require. Shelton
(1967) suggests that franchise restaurants outperform hired managers, even given their
incentives for profits. Rubin (1978) confirms that restaurant franchisees perform better
than managers supervised by companies, even when managers received compensation for
performance.

Forward and Fulop (1996) address both theories, but simply focus on different
variables. While ownership redirection theory focuses on the challenges of system-wide
adaptation and the desire to add new units, agency theory deals with uniformity and local
responsiveness. On the basis of both theories, Bradach (1998) suggests four management
challenges, including unit growth, uniformity, local responsiveness, and system-wide
adaptation. It is worth explaining Bradach’s (1998) four management challenges, because
many franchising studies revolve around these four issues (Falbe et al., 1999; Kaufmann
& Eroglu, 1998; Sorenson & Sorensen, 2001).

Unit growth could produce direct financial effects on revenue, profits, fees, and
royalties, and indirect benefits in the trademark reputation of existing and new units
(Bradach, 1998; Khan, 1992, 1999). Historically, chain restaurants have relied almost

entirely on the addition of new units for growth, leading to an economy of scale
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(Emerson, 1990). However, the saturation of restaurants in many markets, the rise in the
cost of real estate and construction, and the emergence of strong competitors in every
market segment has forced chains to change their strategy and focus more on managing
their existing units effectively (Bradach, 1998). The dynamics of the chain-restaurant
industry shifted the emphasis from adding new units to managing existing units (Bradach,
1998).

The key constraint inhibiting the growth process with new franchisees was
finding qualified and interested people. Selecting company personnel to serve as
franchisees helped solve the difficult problem of finding qualified franchisees. The chain
operator uses company personnel to become franchisees. The franchisor would find
easier to work with the company person than with an outsider.

Uniformity has been significantly influenced by multi-unit franchisees’ modeling
the practices used in company units, where each side set performance benchmarks for the
other. Uniformity activities can be pursued through formalized, centralized and
specialized administration (Bradach, 1998). The hierarchical structure used by the
company arrangement can be effective at achieving uniformity, but less effective at
generating local responsiveness. It may stifle the production of novel ideas for system-
wide adaptations.

Local responsiveness is positively influenced by the local learning process, where
company units learn from franchisees’ local responses, and which strengthen the chain
operator’s corporate staff through the presence of franchisees. The transfer of local
knowledge to centralized and specialized decision-makers has been costly in restaurant
chains. Jensen and Meckling (1991) argue that in situations where the transfer of
knowledge is costly, the most efficient organizational structure co-locates the right to
make decisions in the hands of people with the information relevant to those decisions.
Fiol and Lyles (1985) find that the ability of the franchising system is to provide an
opportunity for learning.

Organizational learning provides explicit consideration of the interactions among
constituent units. Learning refers to the modification of routines in response to feedback

from past experience and the environment (Cyert & March, 1963). In this perspective,
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chains benefit by sharing routines and knowledge across their constituent units, spreading
the costs of knowledge generation (Argote, Beckman, and Epple, 1990).

The different incentives facing company managers and the franchisees can
encourage distinct patterns of organizational learning (Sorensen & Sorensen, 2001). The
company arrangements are organized to maintain strict standards and uniformity, while
the franchise arrangement generates greater local responsiveness. The franchise contract
allows franchisees to make decisions on a variety of issues, while the franchisor subdues
local responsiveness with its high degree of centralization and specialization. The plural
processes leverage these strengths and help to compensate for the weaknesses of each
one. Franchise units provide better opportunities for the firm to learn through
experimentation. Franchisors can diffuse this information and enforce standards through
their company-owned units.

System-wide adaptation is enhanced by the mutual learning process through
plural forms exhibited in the decision-making and implementation phases of the system-
wide adaptation. Company and franchise units provide a chain with a more diverse set of
ideas and a more thorough screening of ideas. Differences in the nature of local demand
result in franchisee requests for idiosyncratic adaptation in various aspects of the
business. As the system matures, resistance from experienced franchisees grows and their
adaptation demands become fierce (Kaufmann & Eroglu, 1998). It is frequently the
franchisees who develop new offerings, modify existing ones, and find solutions to
system-wide problems through their local adaptation attempts (Kaufmann & Eroglu,
1998).

Company-owned units are used to demonstrate the chain’s commitment to a new
idea, and franchisees continue to evaluate the feasibility of the proposed change.
Franchisees are influenced by the commitment of company units, and the company units
benefit from the challenge and post-decision learning offered by franchise units.

Stern (1971) argued that an inter-organizational channel needs a center of
influence and power or things will get out of control. The chain operator should lead
system-wide adaptation. Chain operators should initiate product development and
marketing, and invest in corporate resources related to system-wide adaptation including

a corporate marketing staff, R&D laboratories, and model test units.

38



Khan (1999) provides practical implications for franchisor and franchisee
relationships in restaurant franchising by using advantages and disadvantages to both the
franchisor and franchisees. The advantages to the franchisor are the following: 1) fast
expansion with limited capital investment; 2) buying power and considerable cost savings
when purchasing and advertising; 3) operational convenience because the franchisor
focuses on long-term planning, and franchisees focus on day-to-day operations; 4)
motivation due to the franchisee advisory committee for the exchange of ideas between
the company and franchisees. The disadvantages to the franchisor can be explained as
follows: 1) the franchisor can have a lack of freedom in changing policies and procedures
for growth and development because of legal problems and franchisee advisory
committee’s interference; 2) franchisees’ bankruptcy with multiple units may jeopardize
the operations and overall profitability of the franchisor’s corporation; 3) franchisee
selections are a difficult and time-consuming task; 4) franchisees’ sense of independence
and reluctance to communicate

The advantages to the franchisee are as follows: 1) a franchisee goes into a
business that has an established concept. 2) franchising products and services have
potential for success; 3) franchisors’ managerial assistance allows an inexperienced
person to enter a business. 4) opportunity to own one’s own business and its rewards; 5)
advertisement and promotion with funds pooled from all franchisees. The disadvantages
to the franchisee are the following: 1) lack of freedom because franchising contracts may
contain restrictions on territorial expansion or may limit potential customer contact; 2)
advertisement practices because the paid advertising fee is impractical or not applicable
to the local market; 3) unfulfilled expectations when undertaking the venture; 4)
franchisees must pay service costs for services provided by the franchisor, and if the
services provided are not up to par, they may suffer a considerable financial loss; 5) the
franchisor’s power for termination, renewals and transfers.

Services provided by the restaurant franchisor help build strong franchisee-
franchisor relationships (Khan, 1992, 1999). Standard franchisor services are in three
categories: site selection, training, and other services. Site selection includes site analysis
such as zoning, area characteristics for profitability, physical characteristics for restaurant

construction, cost considerations, utilities, accessibility, visibility, competition, and
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restaurant design such as décor, exterior sign, facilities, and sanitation. Training includes
the franchise concept, philosophy, franchise operation, pre-opening training, opening
training, and on-going training. Other services include marketing support, materials for
management, cost and inventory control, community involvement support, operational

support and R&D.

Dimensions of Mechanistic-organic Structure

Weber’s (1947) research was mainly concerned with the bureaucratic style based
on a rational-legal type of authority. He insisted that bureaucracy is the best
administrative system. However, the empirical study of Pugh et al. (1968) has suggested
that this unidimensional conception of bureaucracy is no longer useful. The researchers
stated that organizational structure could be explained by mechanistic-organic structure
with five underlying dimensions: specialization, standardization, formalization,
centralization, and configuration.

There has been agreement among scholars that structure has multidimensional
characteristics (Child, 1972; Grinyer & Yasai-Ardekani, 1980; Mansfield, 1973;
Reimann, 1973). Dwyer and Welsh (1985) identified four dimensions: specialization,
centralization, participation and formalization. Although various dimensions are
discussed, specialization, centralization, and formalization are the most frequent
dimensions agreed upon by many organization theorists.

Specialization explains the number of divisions within the organization, the
distribution of official duties among a number of positions, and the degree of personal
expertise within an organization (Pugh et al., 1968). The specialization dimension can be
measured by the degree of different functional activities, including advertising or
promotion, personnel hiring and training, purchasing and inventory control, financial
resource management, operations and quality control, research and development, and
administrative procedures. Centralization includes the distribution of authority within a
firm’s hierarchy. Centralization assesses how centralized the decision-making process is.
If relatively few individuals make the decisions, a structure is highly centralized. If a
large number of members in the organization contribute to the decision-making process,

the degree of centralization is very minimal. It seems that the participation dimension is
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quite similar to the centralization dimension. Participation indicates the degree of
contribution by or suggestions from members in the organization in order to make
decisions (Dwyer & Welsh, 1985). Formalization refers to what one is asked to do, such
as written rules, procedures, and instructions in marketing programs, resource allocation,
the number of unit production workers required, hiring and firing of employees and
managers, and so on. Formalization is measured by employee handbooks, organization
charts, written mission statements, and policy manuals of procedures and rules used
through all company levels (Pugh et al., 1968). Formalization is closely linked to
standardization. Standardization prescribes the appropriate behavior and procedures of
the members of the organization. Standardization can be indicated by the frequencies of

the parent company’s reviews of units’ operations.

Financial Performance

Traditionally, the ultimate dependent variable in the study of strategy is the
performance of the firm. Performance, which reflects the perspective of strategic
management, is considered to be a subset of the broader concept of organizational
effectiveness (Venkatraman & Ramanujam, 1986).

There are some different ways to approach measuring a firm’s performance.
Those with a capability-based view measure a company’s performance in terms of
stakeholder groups, including shareholders, customers, employees, and communities
(Atkinson, Waterhouse, & Vells, 1997). However, many researchers insist that financial
measures are more reasonable in measuring a firm’s performance than are others (Cheng
& McKinley, 1983; Dalton et al., 1980). The significant advantages of financial measures
are their usefulness for practitioners (Cheng & McKinley, 1983).

Entrepreneurship studies dealing with new venture enterprises considers
profitability as a very critical issue for survival in a competitive environment. The
evaluation of financial performance in entrepreneurial business is a very important aspect
because the primary goal of new enterprises is profit maximization (Hisrich & Peters,

1989). Furthermore, management in the restaurant industry pays more attention to
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generating cash than to any other financial medium. Since many franchising restaurants
are not publicly owned, financial performance is an appropriate measure for company
performance.

Grant (1998) states that strategic management can be defined as a quest for
profitability. Schaffer and Litschert (1990) indicate that revenue and profit are important
variables for measuring a firm’s performance. Profitability can be measured in many
ways. Banker et al. (1996) indicate that traditional measures for comparing strategic
performance across firms have been returns on investment (ROI) and its component
ratios such as return on sales (ROS), return on equity (ROE), and return on assets (ROA).

Performance evaluation based on profitability and growth has been commonly
used in hospitality strategy (Tse & Olsen, 1988). West and Olsen (1988) and Tse and
Olsen (1988) utilized three performance measures: average return on sales (ROS),
average return on assets (ROA), and average growth in unit sales. Singh and Gu (1994)
selected ROA, return on equity (ROE), and net profit margin (NPM) as the measures of
performance to determine the relationship between diversification and financial
performance in the foodservice industry. Occupancy percentage and average daily rate
are often used to measure firm performance in the lodging industry (Damonte et al.,
1997). Jogaratnam (1995) used various performance criteria such as sales level, market

share, cash flow, sales growth rate, return on sales, and net profit.

Summary

This chapter reviewed the definitions, concepts, dimensions, and typologies of

four constructs: the external environment, entrepreneurial strategy, mechanistic-organic

structure, and financial performance. This literature review indicates that all constructs of

interest in this study are latent variables that have dimensions, or measurable indicators.
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CHAPTER III

DEVELOPMENT OF HYPOTHESES

Introduction

This chapter presents the specific hypotheses to be tested in this study. The
hypotheses were developed by reviewing the literature with regard to studies concerning
the relationships among the external environment, entrepreneurial strategy, mechanistic-
organic structure, and financial performance. The development of the hypotheses is
organized by the relationship of pairs of constructs among the four constructs

investigated in this study.

Research Hypotheses

The External Environment — Entrepreneurial Strategy

The literature in business policy and strategic management has long stressed the
need to scan and assess the organization’s environment and to align environmental
characteristics with organizational strategy (Miles & Snow, 1978). An organization’s
environment has been demonstrated to have significant effects on its strategy adaptation
(Aldrich, 1979; Miles & Snow, 1978; Porter,1980; Rockert, 1979; Scherer, 1980).

Strategy is viewed as a mechanism that guides environmental alignment and
provides integration for internal operation (Snow & Hambrick, 1980; Olsen & Roper,
1998; Olsen et al., 1998). The effectiveness of a specific strategic orientation is
contingent upon the external environment.

Firms whose executives perceive themselves as operating in dynamic and
uncertain environments emphasize strategies that are more comprehensive and multi-
faceted than firms whose environments are perceived as relatively stable (Khandwalla,

1977). Studies by Ginsberg (1985) have found that a dynamic environment tends to
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increase the importance of a large number of strategic types of activities. When faced
with significant environmental changes, firms tend to adopt multiple strategic responses
aimed at domain offense, domain defense and domain creation (Tushman & Romanelli,
1985).

It has been argued that as the environment becomes more dynamic, innovation
becomes increasingly necessary in order to avoid obsolete products and services (Miller
& Friesen, 1983). Since old products and services may no longer succeed in a changing
environment, increased uncertainty tends to cause a firm to look for new products and
services (Covin & Slevin, 1991; Dutton & Freeman, 1985; Hart, 1992; Hofer &
Schendel, 1978; Lumpkin & Dess, 1996, 2001; Pfeffer & Salancik, 1978).

Several studies found that strategy-making in more dynamic and competitive
environments tends to reflect a higher degree of proactive, innovative and risk-taking
strategies (Bourgeois, 1980; Miles & Snow, 1978; Miller & Friesen, 1983; Pfeffer &
Salancik, 1978; Snow & Hrebiniak, 1980; Thompson, 1967). The relationship between
environmental conditions and entrepreneurial activity is supported by Baum et al. (2001),
Bruno and Tyebjee (1982), Kent (1984), and Morrison (2000).

Previous empirical studies have indicated support for the hypothesis that a
dynamic environment encourages entrepreneurial firm behavior (Covin & Slevin, 1989;
Covin, Slevin, & Teach, 1993; Miller, 1983; Miller, Drouge, & Toulouse, 1988; Miller &
Friesen, 1983; Zahra, 1991). As competition increases, firms increase their
entrepreneurial activities (Zahra, 1991; Zahra & Covin, 1993, 1995). Organizations often
respond to challenging environmental conditions, such as those in dynamic environments,
by taking risks, innovating, and exhibiting proactive behavior. Khandwalla (1987) found
that firms competing in high-tech or dynamic environments successfully cope with these
difficult conditions through risk-taking, innovative behavior, and proactive strategies and
tactics. Toulouse (1988) indicated that environmental uncertainty is positively associated
with strategic product innovation. Environmental dynamism is clearly an important
variable for entrepreneurial research.

Miller and Friesen (1982), in a study of 52 various kinds of firms, insisted that
environmental dynamism and heterogeneity are positively associated with a firm’s

entrepreneurial posture and innovation. Similarly, Miller (1983) revealed that
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environmental heterogeneity, dynamism, and hostility are significantly and positively
related to pioneering innovation and risk-taking.

A variety of theoretical and empirical studies have suggested that environmental
technological sophistication has strong main effects on entrepreneurial posture.
Specifically, technologically sophisticated environments seem to elicit highly
entrepreneurial strategic postures (Covin, Prescott, & Slevin, 1990; Maidique & Hayes,
1984; Miller, 1988). This consideration leads to the hypothesis:

Hypothesis 1: Restaurant franchisors’ external environment will have a
positive effect on the franchisors’ entrepreneurial strategy

from the perspective of franchisees.

The External Environment — Mechanistic-organic Structure

Mechanistic-organic structure is largely influenced by the external environment.
Appropriate structure in an organization maximizes its responsiveness to conditions in
the market. A mechanistic and organic continuum for organizational structure depends on
the nature of a firm’s external environment (Burn & Stalker, 1961; Khandwalla, 1977,
Tse & Olsen, 1988).

As the growth of the company size makes the environment more complex and
dynamic, organic structure performs more effectively (Dumaine, 1991). Dynamic
environments also appear to drive organizational structures toward greater organicity
(Covin, Slevin, & Teach, 1993; Khandwalla, 1976, 1977; Mintzberg, 1979).

The technological sophistication of a firm’s industry has a direct impact on how
an organization designs its structure. The technological sophistication significantly rests
on highly organic organizational structures (Bahrami & Evans, 1987; Covin, Prescott, &
Slevin, 1990; Hage, 1980; Miller, 1988).

In particular, organic structure is effective in service industries. As Sasser (1976)
indicated, service organizations are more likely to be influenced by their customers, and
shaped by that relationship. Thus, flexible or organic structure is more suitable than a
traditional bureaucratic structure. Therefore, the hypothesis between the external

environment and mechanistic-organic structure can be stated as follows:
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Hypothesis 2: Restaurant franchisors’ external environment will have a
positive impact on the franchisors’ mechanistic-organic

structure from the perspective of franchisees.

Entrepreneurial Strategy — Mechanistic-organic Structure

A defined strategy moves to consider the most appropriate structure for
implementing decisions (Olsen & Roper, 1998; Tse & Olsen, 1988). Snow and Hambrick
(1980) suggest that strategy provides integration for internal operation.

Khandwalla (1977) insisted that an entrepreneurial strategy is associated with the
flexibility inherent in organic organization structures. Miller and Friesen (1982) and
Kanter (1983) compared the structural attributes of entrepreneurial versus conservative
firms and found that rigid hierarchies are thought to be poorly suited for entrepreneurial
firms. Miller (1983, 1992) stated that firm-level entrepreneurship is positively related to
firms with high planning orientations and decentralized and organic structures.

In Covin and Slevin’s (1988) analysis of 80 different businesses, the
"organicness" of the firms' structure was found to have a relationship with an
entrepreneurial decision-making style. Covin and Slevin (1991) suggested that an
entrepreneurial posture should be associated with low structural formalization,
decentralization, and low complexity.

In order to promote entrepreneurship, many large firms have engaged in changes
in organizational structure, including flattening hierarchies and delegating authority to
operating units (Pinchot, 1985). These moves are intended to foster organizational
autonomy. Entrepreneurial firms actually grant autonomy and encourage organizational
players to exercise it (Quinn, 1980; Thornhill & Amit, 2000). The process involves
promoting entrepreneurial activity by shielding new venture innovators from
organizational norms or resource constraints that might cause the new enterprise to be
rejected. Thus, the exercise of organizational autonomy is often characterized by a two-
stage process: a project definition that is carried out by autonomous organizational
members, and a project impetus that is carried out by those who sustain the autonomous

efforts (Bower, 1970). In corporate settings, Burgelman (1983) found that initial internal
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corporate ventures are conducted by corporate R&D departments operating outside the
confines of the current corporate strategy.

As entrepreneurial strategy is facilitated by the firm’s ability to muster and
administer resources, it also can be inhibited by bureaucratic inertia. Bewley (1989)
found that more innovation is likely to occur if the decisions to innovate are dispersed
among many individuals. Today’s scarce resources are information, knowledge, and
expertise (Christopher, 2001). These resources reside in the minds of individuals and in
the relationships among those who are closest to customers, competitors, and emerging
technologies (Christopher, 2001). The challenge of entrepreneurial strategy is capturing,
developing, and leveraging these resources (Christopher, 2001). This implies that
corporations should not centralize the innovation function in the hands of a few decision-
makers because they will be overly conservative and prevent initiatives that might lead to
successful ventures. Hart (1992) studied the autonomous processes of organizational
actors by asking managers the extent to which entrepreneurial efforts based on employee
initiative emerges upward from lower levels to help shape the firm's strategic direction.
Based on the above assertions, entrepreneurial strategy and organic structure support each
other positively.

There are some debates regarding the direction of the effect of the interaction
between organizational structure and entrepreneurial strategy. On the one hand, structure
follows strategy (Chandler, 1962), and has an ability to effectively implement
organizational intent (Olsen & Roper, 1998). On the other hand, Whittington et al. (2000)
insisted that structure is no longer the simple dependent variable of strategy. They are
equal partners (Whittington et al., 2000).

At the same token, although entrepreneurial strategy has an impact on organic
structure, there is a set of organizational processes from which entrepreneurial strategic
decisions evolve (Covin & Slevin, 1991; Hart, 1992; Hofer & Schendel, 1978; Lumpkin
& Dess, 1996, 2001; Pfeffer & Salancik, 1978). Therefore, entrepreneurial strategy is
hypothesized to be inter-related with structure in restaurant franchising organizations.

Hypothesis 3: Restaurant franchisors’ entrepreneurial strategy will have a
positive effect on the franchisors’ mechanistic-organic

structure from the perspective of franchisees.
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Hypothesis 4: Restaurant franchisors’ mechanistic-organic structure will have
a positive effect on the franchisors’ entrepreneurial strategy

from the perspective of franchisees.

Entrepreneurial Strategy - Financial Performance

Schollhammer (1982) and Lumpkin and Dess (2001) insisted that the performance
of entrepreneurship might vary. It is presumed that the entrepreneurial strategy and
performance relationship is an empirical question.

On the one hand, Miller (1983, 1992) insisted that firms that compete in hostile
environments and adopt an entrepreneurial posture, enjoy superior performance. There
often seems to be strong evidence of a positive relationship between entrepreneurial
behavior and desired organizational outcomes such as sales growth and profitability
(Covin & Slevin, 1991; Peters & Waterman, 1982; Schollhammer, 1982; Zahra, 1993).
An entrepreneurial approach to strategy-making may be vital for organizational success
(Dess et al., 1997). Morrison (2000) indicates that entrepreneurial activities can affect
financial performance in hospitality franchising.

On the other hand, Hart (1992) suggests that entrepreneurial firms are more likely
to be associated with poor performance. Hart (1992) argues that directive and
entrepreneurial firms operating in a command mode and those with autonomous and
entrepreneuring organization members operating in a generative mode are likely to be
low performers relative to firms using other approaches.

Planning in small businesses appears to enhance venture performance. Those
labeled entrepreneurs who tend to engage in more planning have growth of profit
(Stewart et al.,, 1998). Venturing-teaming is becoming more popular among
entrepreneurs. Balanced venture teams appear to improve the chances of entrepreneurial
success (Timmons, 1990).

Even if some of the studies indicate that entrepreneurial strategy is associated
with poor performance, there is strong evidence of a positive relationship between
entrepreneurial strategy and firm performance (Lumpkin & Dess, 2001). Therefore, the
hypothesized relationship between entrepreneurial strategy and firm performance is the

following:
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Hypothesis 5: Restaurant franchisors’ entrepreneurial strategy will have a
positive effect on the franchisors’ financial performance from

the perspective of franchisees.

Mechanistic-organic Structure — Financial Performance

Mintzberg (1981) questioned why so many public hospitals and universities
wither under government control. He concluded that because organizations have natural
structures, a harmonious functioning among the parts might be the key to organizational
success. Covin, Slevin, and Heeley (2001) addressed that organizational structure
predicts firm performance in high-tech and low-tech environments. It is necessary to
focus on the development of a co-alignment between structure and strategy in order to
achieve higher performance in the hospitality industry (Schaffer, 1994; Olsen et al.,
1998). Cohesive and consistent organizational structure to the change of the external
environment may affect performance (Mintzberg, 1981; Olsen et al., 1998; Schaffer,
1984; Tse & Olsen, 1988).

Rigid bureaucratic organizations are thought to be poorly suited for today’s
entrepreneurial firms due to their tendency to limit flexibility and stifle communications
(Kanter, 1983). High levels of autonomy connection between a corporate and its venture
affect success (Thornhill & Amit, 2000). Thus, entrepreneurial strategies need to be
linked to organic structure for good performance. The relationship is hypothesized as
follows:

Hypothesis 6: Restaurant franchisors’ mechanistic-organic structure will have
a positive effect on the franchisors’ financial performance from

the perspective of franchisees.

Summary
The literature revealing the various relationships among the components of four

constructs are investigated. A review of the literature suggests that the process of

entrepreneurial strategy constitutes an integral and broad relationship with the external
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environment, mechanistic-organic structure, and financial performance. This indicated a
number of conceptually separable but systematically interdependent activities, which led
to hypotheses development. Table 3.1 presents the summary of the relationships

1dentified.
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Table 3.1. Summary of Key Studies

Research Question

Hypotheses

Question 1 H1 (+): External Environment = Entrepreneurial
Strategy

Question 2 H2 (+): External Environment = Mechanistic-organic
Structure

Question 3 H3 (+): Entrepreneurial Strategy = Mechanistic-
organic Structure

Question 4 H4 (+): Mechanistic-organic Structure =
Entrepreneurial Strategy

Question 5 H5 (+): Entrepreneurial Strategy = Financial
Performance

Question 6 H6 (+): Mechanistic-organic Structure = Financial
Performance
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CHAPTER 1V

METHODOLOGY

Introduction

This chapter introduces the research methodology used in the present study.
Schendel and Hofer (1979) insist that more rigorous research methodology is required not
only to test existing concepts and hypotheses, but also to build better theory than now
exists. Good science cannot exist without good measures (Bohrnstedt, 1983). This
chapter encompasses: (1) the sample, (2) the research hypotheses, (3) the measures, (4)

the proposed model, and (5) the statistical analysis to be used in this study.

Sample

The sampling frame for this study comprised restaurant franchisees in the
business-format franchising system in the United States. The primary data collection
method was a mailed questionnaire survey. The sample was randomly selected from the
restaurant franchisee membership lists in the Uniform Franchise Offering Circular
(UFOC), provided by the Division of Securities and Retail Franchising in the State
Corporation Commission in Virginia.

The sample was selected on the basis of two major considerations: various
restaurant types, and size. First, the researcher had to avoid a possible bias toward
entrepreneurial activities made by a limited number of restaurant franchisors in limited
restaurant segments. The sample should represent various restaurant franchisor’s
entrepreneurial activities from the perspectives of franchisees in as many types of
restaurants as possible.

Second, the major purpose of franchising is expansion by increasing the number

of units accessing local customers. Increasing the number of units may be of benefit to
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the franchisor, whose revenues depend on royalties from units in the system. Historically,
chain restaurants relied almost entirely on the addition of new units for growth, leading to
an economy of scale (Emerson, 1990). Combs and Castrogiovanni (1994) found a
positive relationship between the number of franchised units and the amount of royalties
charged by the franchisor.

However, the saturation of restaurants in many markets, the rise in the cost of real
estate and construction, and the emergence of strong competitors in every market
segment forced franchisors to change their strategy and focus more on managing their
existing units effectively (Bradach, 1998). The dynamics of the restaurant franchising
industry shifted the emphasis from adding new units to managing existing units (Bradach,
1998).

The approach was to control the size variable that was significantly related to the
restaurant franchisor’s financial performance. It doesn’t necessarily mean that restaurant
franchisors with more units perform better than those with less units. Mixing the level of
the size of restaurant franchising units might confuse the study results. To identify the
valid relationships among the constructs of interest from the perspectives of restaurant
franchisees, the size variable in the restaurant franchising industry needed to be
controlled.

Therefore, the researcher decided to focus on two or three restaurant brands
identified in the top 100 U.S. chain restaurants ranked by the latest-year total number of
units provided by the Nation’s Restaurant News (2001) in each restaurant segment
identified by Restaurants and Institutions magazine (2001). Restaurants & Institutions
(2001) categorized foodservice operations into various restaurant types, including
burgers, sandwich, seafood, steak, Italian, Mexican, ice cream and dessert, family, casual
dining, and pizza. Dinner house and Asian segment were excluded from the sampling
frame because of very small category shares. C-stores and retail segment were also left
out because they are not restaurants.

The restaurant franchising brands in each type were selected as follows:
McDonald’s and Wendy’s in burgers, Subway and Arby’s in sandwiches, Long John
Silver in seafood, Ponderosa in steak, Fazoli’s in Italian, Taco Bell in Mexican, TCBY in

ice cream and dessert, Denny’s, IHOP, and Perkin’s in family, and Applebee’s,
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Bennigan’s, Chili’s and T.G.I. Friday’s in casual dining, and Domino’s and Papa John’s
in pizza. In this manner, the researcher could establish an exploratory model with various
facets of franchisors’ entrepreneurial activities from the perspectives of franchisees in
various restaurant brands, eliminating the size effect significantly.

Furthermore, there was a possibility for some franchisees to have more than one
restaurant brand. To prevent this possibility, the researcher identified one sentence in the
cover letter saying, “if you own several restaurant franchises, please focus on the one

identified on the envelope.”

Questionnaire Development

The questionnaire was developed on the basis of previously established scales to
measure the study constructs. The initial draft of the survey was reviewed by a number of
faculty and five restaurant franchisees to ensure the face reliability and validity of the
scale items. The feedback made by those who examined the questionnaire did not make
any significant changes to the scale items. However, the wording of questionnaire in
demographic information was slightly changed. For example, “Are you satisfied with the
relationship between you and your current franchisor?” was modified to “What is your
satisfaction level in the relationship between you and your current franchisor?” to avoid
any possible bias answering toward the “very satisfied” scale.

The finalized questionnaire was pre-tested by the five restaurant franchisees who
operated restaurants in Blacksburg, Virginia, several doctoral students studying
hospitality management, and several undergraduate students studying finance and
accounting. This pretest served three aspects: the average time spent in completing the
survey, and the face validity and the readability of the questionnaire across various
education levels. The average time was less than 20 minutes, and face validity and
readability of the survey questionnaire were established. A research packet with a cover
letter explaining the nature of the study and written instructions for completion of the
survey were sent to participants. The cover letter and survey instrument are shown in

Appendix A.
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Research Hypotheses

Hypothesis 1:

Hypothesis 2:

Hypothesis 3:

Hypothesis 4:

Hypothesis 5:

Hypothesis 6:

Restaurant franchisors’ external environment will have a positive
effect on the franchisors’ entrepreneurial strategy from the

perspective of franchisees.

Restaurant franchisors’ external environment will have a positive
effect on the franchisors’ mechanistic-organic structure from the

perspective of franchisees.

Restaurant franchisors’ entrepreneurial strategy will have a positive
effect on the franchisors’ mechanistic-organic structure from the

perspective of franchisees.

Restaurant franchisors’ mechanistic-organic structure will have a
positive effect on the franchisors’ entrepreneurial strategy from the

perspective of franchisees.

Restaurant franchisors’ entrepreneurial strategy will have a positive
effect on the franchisors’ financial performance from the perspective

of franchisees.

Restaurant franchisors’ mechanistic-organic structure will have a
positive effect on the franchisors’ financial performance from the

perspective of franchisees.

The Proposed Model with Hypotheses

The proposed theoretical model with latent variables and hypotheses are identified

in Figure 4.1.
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Figure 4.1. The Proposed Model with Hypotheses

Notes: EE — External Environment; ES — Entrepreneurial Strategy; MOS
— Mechanistic-organic Structure; FP — Financial Performance.
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The Measurement Instrument

When a researcher cannot measure variables of interest directly, he or she faces
challenging problems concerning measurement errors. Measurement error is the degree to
which the observed values are not representative of the true values (Hair et al., 1998).
Hugh, Price, and Marrs (1986) suggest two strategies to prevent these problems. First, the
careful selection of a single measurable variable captures the important characteristics of
the construct. Second, an index should be formed from some combination of two or more
observable variables.

Thus, each construct and its measurable indicators should be carefully examined
and selected to be reliable and valid measurement. Scale items in this study are selected
and listed as measures of the constructs by considering Cronbach’s (1951) alpha for
reliability, or reproducibility that assesses the internal consistency of the entire scale.
Nunnally (1978) indicates that the generally agreed lower limit for Cronbach’s alpha is
.70. Some questions were reverse scored to reduce the potential bias for response pattern.
The scores for these questions need to be recoded for data analysis.

The questionnaire is divided into five parts. Part 1 is designed to measure the
franchisee’s evaluation of the general restaurant franchising industry environment. Part 2
is designed to measure the franchisee’s perception of the franchisor’s entrepreneurial
strategy. Part 3 measures the franchisee’s perception of the franchisor’s mechanistic-
organic structure. Part 4 measures the franchisee’s perception of the franchisor’s financial
performance. Finally, part 5 is designed to gather demographic information about the

franchisee.

Measurement of the External Environment

This study employed Slevin and Covin’s (1995) scale because the scale was often
used in firm-level entrepreneurship studies. Slevin and Covin’s (1995) research on firm-
level entrepreneurial activity has looked at the following specific attributes of the
environment: dynamism (Covin, Slevin, & Teach, 1993), hostility (Covin & Slevin,

1989), technological sophistication (Covin, Prescott, & Slevin, 1990), and industry life-
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cycle stage (Covin & Slevin, 1990). Since these attributes emphasize objective conditions
in the external environment, this scale can reflect franchisees’ perceptions of the
restaurant franchising industry (Boyd et al., 1993).

However, because environmental conditions vary significantly from one industry
to another (Dess & Beard, 1984), researchers continue to disagree on the best way to
conceptualize the environment (e.g., Boyd et al., 1993). The nature of environmental
characteristics is inextricably linked to the stage of the industry’s evolution (Porter, 1980;
Smith, Grimm, & Gannon, 1993). Controls for these variations are necessary.
Fortunately, this study accomplishes this by focusing on a single industry. To minimize
the confounding effects of these variations, the study examines the franchising restaurant
industry only at one point in time. Since this study deals with the restaurant franchising
industry known as a mature industry (Khan, 1999), the variation of the industry life-cycle
stage is constant and may be ignored. Therefore, the external environment is an aggregate
measure of three dimensions: dynamism, hostility, and technological sophistication.

The external environment is measured using Slevin and Covin’s (1995) scale.
Slevin and Covin (1995) indicated that their scales were developed on the basis of those
of Miller and Friesen (1982) and Khandawalla (1976/1977). Miller and Friesen’s (1982)
scales provided a consistently good reliability of over 0.80. Miller (1983) and Covin and
Slevin (1989) also reported a good reliability of 0.74 and 0.70 respectively. Slevin and
Covin (1995) reported that their environmental scales have a high degree of agreement in
the way questions are phrased.

Slevin and Covin (1995) used an 11-item scale with seven-point numerical type
measures. In this study, the items were, however, re-worded to accommodate the use of a
seven-point Likert scale ranging from (1) “strongly disagree” to (7) “strongly agree.”

However, there was a (4) “neither agree or disagree” point in a seven-point Likert
scale. The point did not mean anything, indicating that a respondent had no opinion in a
specific scale. Therefore, the researcher decided to delete the point with the consent of
the faculty members in the committee. The items comprise 11-items with a six-point

Likert scale ranging from (1) “strongly disagree” to (6) “strongly agree.”
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The following questions are designed to measure the external environment with
reference to the restaurant franchising industry from the perspectives of franchisees (See

Table 4.1).
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Table 4.1. External Environment Scale

Dynamism

1. Restaurant franchising firms had to change their marketing practices frequently to keep
up with the market and competitors.

2. The rate at which products and services are becoming obsolete is very slow in the
franchising industry (R).

3. Actions of competitors are quite easy to predict (R).

4. Consumer demands and tastes are easy to forecast (R).

5. The production/service technology is well established and is not subject to very much

change (R).

Hostility

6. Situations in the industry are very risky, and a false step can mean franchisors’ undoing.
7. Attractive investment and market opportunities are scarce in the franchising industry.

8. Severe price wars and low profit margins are characteristics of the franchising industry.

9. It is a very dominating environment in which franchisors’ initiatives count for very little

against the tremendous competitive, political, or technological forces.

Technological Sophistication

10. Technologically, it is a very sophisticated and complex industry environment.

11. It is an extremely R&D (research and development) oriented industry.

Source: Adapted from Slevin and Covin (1995).
(R) denotes reverse score item.
The restaurant franchising industry environment will be measured on a six-point Likert

scale ranging from (1) = strongly disagree to (6) = strongly agree.
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Measurement of Entrepreneurial Strategy

Recently, Brown et al. (2001) operationalized a firm-level entrepreneurship scale.
The measurement reliabilities of each dimension varied from .58 to .82. Because of the
variability ranging from low to high reliability, this scale is not appropriate to use.

However, a scale for entrepreneurial strategy was developed by Covin and Slevin
(1986, 1988) and Lumpkin and Dess (2001), based on the work of Miller and Friesen
(1982), and Khandwalla (1976/1977). Their scale for entrepreneurial strategy is an
aggregate measure of four dimensions: innovation, proactiveness, risk-taking, and
competitive aggressiveness. This scale was selected because of the consistent
demonstration of a high Cronbach alpha coefficient. The Cronbach alpha coefficient of
this scale was 0.827 in Naman and Slevin’s (1993) entrepreneurship study.

The scale developed by Covin and Slevin (1986, 1988) and Lumpkin and Dess
(2001), consisted of 11 items with a seven-point numerical scale. The items were,
however, reworded to use the 11 items with a seven-point Likert scale ranging from (1)
“strongly disagree” to (7) “strongly agree.”

However, there was a (4) “neither agree or disagree” point in a seven-point Likert
scale. The point did not mean anything, indicating that a respondent had no opinion in a
specific scale. Therefore, the researcher decided to delete the point with the consent of
the faculty members in the committee. The items comprise 11-items with a six-point
Likert scale ranging from (1) “strongly disagree” to (6) “strongly agree.”

The following questions are designed to measure the level of restaurant
franchisors’ entrepreneurial strategy that has existed from the perspectives of franchisees

(See Table 4.2).
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Table 4.2. Entrepreneurial Strategy Scale

Innovation

1. The management of my franchisor favor a strong emphasis on R & D, technological
leadership, and innovation.
2. My franchisor has marketed no new products or services in the past 5 years (R).

3. Changes in products or services have been mostly of a minor nature in the past 5 years

(R).

Proactiveness

4. In dealing with its competitors, my franchisor typically initiates actions that competitors
then respond to.

5. My franchisor is very often the first to introduce new products and services,
administrative technologies, etc.

6. The management of my franchisor have a strong tendency to be ahead of other

competitors in introducing novel ideas and products.

Risk-taking

7. The management of my franchisor exhibit a strong tendency for high-risk projects with

chances of very high returns.

Competitive Aggressiveness

8. In dealing with its competitors, my franchisor typically seeks to avoid competitive
clashes (R).

9. My franchisor is very aggressive and intensely competitive.

10. Because of the nature of the environment, the management of my franchisor believe

that bold and wide-ranging acts are necessary to achieve their objectives.
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11. When confronted with decision-making situations involving uncertainty, my
franchisor typically adopts a bold, aggressive posture in order to maximize the

probability of exploiting potential opportunities.

Source: Adapted from Covin and Slevin (1986/1988/2001).

(R) denotes reverse score item.

Entrepreneurial strategy will be measured on a six-point Likert scale ranging from (1) =

strongly disagree to (6) = strongly agree.
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Measurement of Mechanistic-organic Structure

The dimensions identified in this mechanistic-organic structure scale are
formalization, specialization, and centralization. Khandwalla’s (1976/1977) eight-item,
seven-point scale is used in this study to measure the mechanistic-organic structure.
Higher scores on this scale indicate greater levels of structural organicity. This scale is
selected because of the consistently high demonstration of the Cronbach-UJ coefficient.
The Cronbach-[] coefficient of this scale was 0.827 in Naman and Slevin’s (1993)
entrepreneurship study, and 0.89 in Slevin and Covin’s (1997) strategy pattern study.

This study employed 8 items with a seven-point Likert scale ranging from (1)
“strongly disagree” to (7) “strongly agree.” The items were, however, re-worded to
accommodate the use of a seven-point Likert scale ranging from (1) “strongly disagree”
to (7) “strongly agree.”

However, there was a (4) “neither agree or disagree” point in a seven-point Likert
scale. The point did not mean anything, indicating that a respondent had no opinion in a
specific scale. Therefore, the researcher decided to delete the point with the consent of
the faculty members in the committee. The items comprise 8-items with a six-point Likert
scale ranging from (1) “strongly disagree” to (6) “strongly agree.”

The researcher measured the perceptions of restaurant franchisees concerning the
franchisor’s mechanistic-organic structure. However, the “mechanistic-organic” term in
the section instructions was not used because restaurant franchisees in the pre-test
advised that they were not familiar to the term. The researcher decided to use
“franchisor’s structure” instead.

The following questions are designed to measure restaurant franchisor’s mechanistic-

organic structure from the perspectives of franchisees (See Table 4.3).
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Table 4.3. Mechanistic-organic Structure Scale

1. There are highly structured channels of communications in the entire franchise system
(R).

2. There is a highly restricted access to important financial and operating information in
the entire franchise system (R).

3. The operating style of my franchisor allows a range from the very formal to the very
informal.

4. There is a strong emphasis on receiving input in decision-making at all levels.

5. There is a strong emphasis on adapting freely to changing circumstances.

6. There is a strong emphasis on getting things done even if it means disregarding formal
procedures.

7. There is loose, informal control, and heavy dependence on informal relationships and
norms of cooperation for getting work done.

8. There is a strong emphasis on getting line and staff personnel to adhere closely to

formal job descriptions (R).

Source: Adapted from Khandwalla (1976/1977)
(R) denotes reverse score item.
Organizational structure will be measured on a six-point Likert scale ranging from (1) =

strongly disagree to (6) = strongly agree.
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Measurement of Financial Performance

Financial performance can be measured in objective and subjective ways, and
indeed is a complex and multidimensional issue (Dess & Robinson, 1984; Sandberg &
Hofer, 1987). The issues relevant to performance measurement in the context of
restaurant franchisor firms are well documented by Sapienza et al. (1988). There are not
many publicly-held restaurant companies, and these authors note that it is quite common
for owner/entrepreneurs to refuse to provide objective and actual measures of
organizational performance to researchers. Many owner/entrepreneurs manipulate reports
of performance outcomes for a variety of reasons. The subjective data available are not
representative of the firm’s actual performance in many cases.

Given the difficulty in collecting valid data, and the need for valid performance
measures, there is merit in the use of the franchisee’s objective responses to multiple
measures of the franchisor’s performance. First, because of contractual agreements
designed to develop a symbiotic and mutually beneficial relationship between restaurant
franchisor and franchisee, the franchisee’s objective evaluation of the franchisor’s firm
performance can increase the reliability of the data. Second, the employment of multiple
performance measures serves to corroborate findings and permits reliable assessment,
particularly when there is reason to question the validity of a single measurement method.

A five-item, five-point Likert type scale is employed, as used by Dess and
Robinson (1984). The Cronbach-[] coefficient of these items was .84. The reason for the
selection of this scale is that it is a scale that has franchisees’ objective and multiple
measures evaluating franchisor’s performance, and is used in many studies related to
entrepreneurial strategy (Covin & Slevin, 1988; Slevin & Covin, 1995). This scale is
averaged over a three-year period in order to reduce the influence of year-to-year
variations in financial results (Covin, Slevin, & Heeley, 2001).

The following questions are designed to estimate how restaurant franchisors
currently compare to industry competitors in their restaurant type from the perspectives

of franchisees (See Table 4.4).
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Table 4.4. Financial Performance Scale

1. Restaurant unit total sales growth in dollar amount (AVERAGE over the past 3 years)
2. Restaurant unit total assets growth in dollar amount (AVERAGE over the past 3 years)
3. Restaurant unit net income growth in dollar amount (AVERAGE over the past 3 years)
4. Restaurant unit market share growth (AVERAGE over the past 3 years)

5. Overall restaurant unit performance and success (AVERAGE over the past 3 years)

Source: Adapted from Dess and Robinson (1984).

Financial performance will be measured on a five-point Likert scale consisting of (1)
“Lowest 20%”, (2) “Lower 20%”, (3) “Middle 20%”, (4) “Next 20%”, and (5) “Top
20%”
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Statistical Analysis

Structural equation modeling (SEM), which is sometimes called LISREL or
confirmatory factor analysis (CFA), is an appropriate statistical technique for this study.
An SEM is a multivariate technique combining aspects of multiple regression and factor
analysis to estimate a series of separate, but interdependent equations simultaneously
with statistical efficiency (Hair et al., 1998; Joreskog & Sorbom, 1993).

The external environment, entrepreneurial strategy, organizational structure, and
financial performance with a variety of dimensions have been considered as closely
linked but different from one another in the previous chapters. The measurement of
constructs and the hypothesized relationships among constructs were examined by using
SEM.

This statistical technique is appropriate for the analysis of construct relationships
by first validating the observed variables of the construct, and second, by determining the
relationships among the constructs (Hoyle, 1995). The proposed structural model in this
study comprises one exogenous construct including the external environment, and three
endogenous constructs identified as entrepreneurial strategy, organizational structure, and
financial performance.

An SEM has a two-stage procedure: a measurement model, and a structural
model. The measurement model specifies how latent variables or hypothetical constructs
depend upon the observed variables (Joreskog & Sorbom, 1993). The structural equation
model specifies the causal relationships among the latent variables, describes the causal
effects, and assigns explained and unexplained variance (Joreskog & Sorbom, 1993).

The major focus of this technique is “the fit of the model,” which estimates the
degree of correspondence between the specified relationships and those indicated by the
data. The pattern of relationships stated in the specified model is compared to the pattern
of relationships expressed by the data (Hair et al., 1998). Model fit in structural equation
modeling helps to assess the adequacy of measured constructs and their relationships
precisely and to yield a thorough understanding of the data (Hughes, Price, & Marrs,

1986). Goodness-of-fit indices can be used to test the fit of the measurement and
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structural model through a chi-square, a normed chi-square (chi-square/df), a Root Mean
Square Error of Approximation (RMSEA), a Normed Fit Index (NFI), a Non-normed Fit
Index (NNFI), a Comparative Fit Index (CFI), and a Goodness-of-fit Index (GFI) (Hair et
al., 1998).

Summary

This chapter discusses how the constructs and variables were selected for the
investigation of the relationships among the constructs provided. The description of data
collection methods, the sampling procedure, the proposed model with hypotheses, and the
survey instrument were presented. Finally, this chapter illustrates structural equation
modeling as the statistical analysis technique used in this study. The results of the

statistical analysis and hypotheses testing will be presented in the following chapter.
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CHAPTER V

RESULTS

Introduction

This chapter provides the results of the analysis, which represent a description of
the respondents, scale development, and structural model. Profiles of the restaurant
franchisees in this survey are reported in the first section of this chapter. The empirical
portion of the scale developed for the measure of each variable is identified in the next
section. Finally, the results of the structural model with the hypotheses are examined, and
the final structural model is provided with the direct, indirect, and total effects by using

the LISREL program.

Profile and Characteristics of the Sample

A total of 3,180 surveys were distributed to restaurant franchisees. A follow-up
postcard was mailed to all selected restaurant franchisees after the initial survey
distribution. There were 247 questionnaires returned, yielding a response rate of 7.8
percent. The response rate was low, as expected. Monetary incentives are normally
utilized to increase the response rate. However, this incentive does not work for
restaurant franchisees because they may be wealthy and often ignore responding to mail
surveys. There has been no method discovered that increases the response rate of the mail
survey in restaurant franchising studies. The best the researcher can do is to increase the
number of the initial mail surveys, expecting a 7 to 9 percent survey return. Four
responses were eliminated due to missing data in more than one section of the
questionnaire. Therefore, 243 usable questionnaires were returned in postage-paid reply
envelopes.

The missing data in the usable questionnaire could be ignored, due to the

following reasons. First, there was very little missing data discovered in a review of the
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overall responses. Second, the missing data can be considered as sampling errors in the
statistical analysis because probability sampling in selecting respondents makes omitted
observations random. Third, the pair-wise option in SPSS was used the obtained
correlations as representative of the entire sample.

The characteristics of a research sample are crucial in order to be generalizable to
the broader population. The profiles of the restaurant franchisees who responded to the
study were very diverse and complex. The characteristics of the responding restaurant
franchisees were assessed, along with major information including respondents’ gender,
ethnic group, age group, type of restaurant, average relationship-length with the current
franchisor, average satisfaction-level with the current franchisor, and intention to stay

with the current franchisor.

Respondents

Respondents from many states answered the survey. The numbers of respondents
from various states were counted by looking at the stamp on the business reply mail
envelope or business card in the envelope. A geographic profile of the respondents is
presented in Table 5.1. Considering that franchisees have territorial rights and
respondents in the sample are distributed in a large number of states, geographic bias did

not affect on the study result.

Gender

The sample was primarily male (82%). Table 5.2 provides a gender profile of
respondents. Lee (1999) and Parsa (1994) reported 78.1% and 89.4%, respectively, for
the male sample in their restaurant franchise studies. Similar results were obtained in
terms of the portion of male and female restaurant franchisees in the Lee (1999) and
Parsa (1994) study. This indicates that the current sample reflected the population of

restaurant franchisees.
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Table 5.1. Respondents (n=243)

State Percentage State Percentage
VA 16 (6.6%) KS 4 (1.6%)
CA 14 (5.8%) MT 4 (1.6%)
MI 12 (4.9%) NH 4 (1.6%)
NY 12 (4.9%) AL 3 (1.2%)
KY 11 (4.5%) CcO 3 (1.2%)
NC 11 (4.5%) DE 3 (1.2%)
PA 11 (4.5%) MD 3 (1.2%)
X 11 (4.5%) MN 3 (1.2%)
IL 10 (4.1%) MS 3 (1.2%)
OH 10 (4.1%) SC 3 (1.2%)
TN 10 (4.1%) MO 2 (0.8%)
CT 9 (3.7%) NV 2 (0.8%)
GA 8(3.3%) SD 2 (0.8%)
IN 8 (3.3%) WA 2 (0.8%)
FL 7 (2.9%) wY 2 (0.8%)
OR 7 (2.9%) HI 1 (0.4%)
WI 7(2.9%) IA 1 (0.4%)
WV 6 (2.5%) NE 1 (0.4%)
NJ 5(2%) UNKNOWN 10 (4.1%)

Table 5.2. Gender (n=243)

Gender Percentage
Male 82%
Female 18%
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Ethnic Groups

Ethnic groups in the sample consisted of Caucasian (76.7%), African-American
(5.2%), Hispanic (2.3%), Asian (11.6%), Pacific Islander (0.6%), and Others (3.5%).
Pacific Islander ethnicity was found in just two observations. This might cause a problem
in running univariate descriptive statistics in further analysis. Thus, Pacific Islanders
were combined with Others. Ethnic groups in the sample comprised Caucasian (76.7%),
African-American (5.2%), Hispanic (2.3%), Asian (11.6%), and Others (4.1%). Ethnic
groups of respondents are presented in Table 5.3. The study sample in terms of ethnic
groups indicated primarily Caucasian (76.7%) and Asian (11.6%) respondents. Lee
(1999) reported 84.3% for the Caucasian sample and 10.5% for the Asian sample in his
restaurant franchise study. Similar results were obtained in terms of the portion of ethnic
groups of restaurant franchisees in Lee’s (1999) study. This indicates that the current

sample reflected the population of restaurant franchisees.

Age Groups

Age groups were roughly counted manually to determine a distinctive and
manageable number of age categories. In five-year age group categories, the majority
(73.9%) of the respondents’ ages were between 31 and 55. However, it is found to be
necessary to group the respondents’ ages into ten-year categories and conduct further
descriptive analysis. The actual year of birth was recoded into ten-year age groups. Then,
the portion of each age category was computed by the SPSS program. Age groups in the
sample are presented in Table 5.4. In ten-year age groups, the majority (80.9%) of the
respondents’ age groups was between 31 and 60. This result was consistent with the
majority age group (83.6%) between 31 and 60 in Lee’s (1999) study, and the majority
age group (87.9%) between 25 and 54 in Parsa’s (1994) study. This indicated that the

current sample was representative of the target population.
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Table 5.3. Ethnic Groups (n=243)

Ethnicity Percentage
Caucasian 76.7%
African-American 5.2%
Hispanic 2.3%
Asian 11.6%
Others 4.1%
Table 5.4. Age Groups (n=243)

Age Group Percentage
Over 61 7%
51-60 26.8%

41 - 50 32.6%
31-40 21.5%
Below 30 8.1 %
Missing 4.1%
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Type of Restaurant

The restaurant franchising brands in each type identified in Restaurants and
Institutions (2001) were selected as follows: McDonald’s and Wendy’s in burgers,
Subway and Arby’s in sandwiches, Long John Silver in seafood, Ponderosa in steak,
Fazoli’s in Italian, Taco Bell in Mexican, TCBY in ice cream and dessert, Denny’s,
IHOP, and Perkin’s in family, and Applebee’s, Bennigan’s, Chili’s and T.G.I. Friday’s in
casual dining, and Domino’s and Papa John’s in pizza. The researcher put the “others”
item in the restaurant type question for the pizza segment in order to discover the
reliability of response. No other type of restaurant except pizza was listed on this item.
The restaurant type data established reliable responses.

The idea for this sampling was to consider the perspectives of franchisees in
various restaurant segments. The primary restaurant types were sandwich (57%), pizza
(14%), and burgers (5.2%). However, R&I’s segmentation was too strong to be
manageable in further descriptive analysis. The researcher decided to recode the 12
segments into four segments on the basis of the researcher’s judgment, as follows: quick
service (burgers, seafood, Italian, Mexican, Italian, Ice cream), pizza, sandwich, and full
service (steak, cafeteria, family, and casual dining). This simple classification was needed
to make further investigation manageable in order to find out if these restaurant types
produce any statistical difference in the study measures. A profile of responding
franchisees in terms of restaurant type is provided in Table 5.5.

In this study, the largest portion of restaurant type was the sandwich restaurant.
The percentage (57%) of this segment sampled in Subway and Arby’s leads to a concern
about sampling bias. This phenomenon could occur in the process of selecting a certain
number of restaurant brands in a restaurant franchising study. For example, Parsa (1994)
used Domino’s for more than half (50.4%) of the total sample.

The researcher had to select a certain number of restaurant franchising brands in
the various restaurant types to represent the target population. These characteristics were
considered among the most relevant for examining inter-restaurant differences, because

the type of restaurant distinguishes the scope of the business (Parsa, 1994).
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Two major considerations should be addressed for the sample to reflect the
characteristics of restaurant franchisees: the number of restaurant franchise units and the
number of multi-unit restaurant franchisees. First, the method of franchising restaurants is
different from company to company. Subway and Arby’s have almost 100% franchisee-
owned restaurants. According to Nation’s Restaurant News’ top 100 chains ranked by the
latest-year total number of U.S. units (2001), Subway has the largest number of
franchising restaurant units (n=12,253), with one company-owned unit. Arby’s has 3,153
franchise units with no company-owned units. McDonald’s has the o largest number of
franchise units (n=10,892) with 1,912 company-owned units. Wendy’s has 4,061
franchised units, with 1,034 company-owned units. Domino’s has 4,192 franchised units,
with 626 company units. Papa John’s has 1,902 franchise units, with 631 company units.
For the family and casual dining restaurants, the size of the single restaurant store is
much larger than units in McDonald’s, Wendy’s, Subway or Arby’s, but the number of
stores in these segments is much less.

Second, the multi-unit franchise owner made it very difficult to determine the
actual number of total franchisees in each brand in the UFOC document. The restaurant
units in Subway and Arby’s have a large number of single-unit, franchise-owned stores in
the review of the mailing list in their UFOC franchisee list, provided by the Division of
Securities and Retail Franchising in the State of Virginia. The evidence was established
by Parsa’s (1994) study. He reported 66.7% for single unit franchisees and 32.6% for
multi-unit franchisees in his descriptive analysis of his sample including Domino’s, Little
Caesar’s, Subway, Chuck-E-Cheese, Hardees, and Sizzlers. The researcher’s review of
UFOC data reveals that McDonalds’ and Wendy’s have many multi-unit franchise
owners. Although the NRN trade magazine in 2001 reveals that T.G.I. Friday’s has 259
franchise-owned units, total franchisees in T.G.I. Friday’s were only listed as 76 on the
franchisee list in the UFOC. Bennigan’s has only 27 franchisees, with 101 franchise
units. This indicated that the types of restaurants such as family, steak, and casual dining
have many multi-unit franchise owners.

Therefore, the number of franchisees in the sandwich segment has to be much
more than in other restaurant segments to be representative of the population of restaurant

franchisees. The sample reflects the population in terms of the number of restaurant
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franchisees in various restaurant types. This established a probability sampling reflecting
the population. Further investigation needs to be done to find out if the number of
franchisees in these restaurant types reflect the characteristics of the target population in

the study measures.
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Table 5.5. Types of Restaurants (n=243)

Segment Percentage
Quick service (burgers, seafood, chicken, Italian, Mexican & dessert) | 12.8%
Sandwich 57%
Pizza 14%
Full Service (steak, cafeteria, family & casual dining) 14.5%
Missing 1.7%
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Average Relationship-Length with the Current Franchisor

The average length of the relationship with the current franchisor was 8 years in
the sample. However, the average relationship-length with the current franchisor was
roughly counted manually to discover a distinctive and manageable number of categories.
The relationship-length could be divided into four categories for a distinctive and
manageable number of groups for further descriptive analysis: less than 5 years, 5 years
and one month to 10 years, 10 years and one month to 15 years, and more than 15 years
and one month. The average relationship-length was recoded into four groups. Then, the
number of each category was computed by the SPSS program. Respondents’
characteristics in terms of length of relationship with the current franchisor are provided
in Table 5.6.

The average relationship-length with the current franchisor is quite evenly
distributed in the sample. 63.4% of the responding franchisees had spent more than 5
years and a month with the current franchisors. Close to 35% of the respondents had
spent over 10 years with the present franchisor. This information indicates a very low rate
of franchise turnover in this industry, and a fairly extensive understanding and knowledge

of franchisees about the participating restaurant franchisors.
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Table 5.6. Average Relationship-Length with the Current Franchisor (n=243)

Relationship Length Group Percentage
Below 5 years 36.6%
5 years and one month to 10 years 30.1%
10 years and one month to 15 years 22.6%
10.7%

Above 15 years and one month
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Satisfaction-Level with the Current Franchisor

As shown in Table 5.7, the average response to the satisfaction level with the
current franchisor was “satisfied.” More than 90% of the responding franchisees were
generally satisfied with their current franchisors. This information indicated that
franchisees have a fairly constructive and understanding relationship with their current
franchisors. Thus, this characteristic of the sample was helpful in that it was a

representative measurement of the perspective of the restaurant franchisee population.

Intention to Stay with the Current Franchisor

The average response to the question about the intention to stay with the current
franchisor was positive. As shown in Table 5.8, the majority of the respondents intended
to stay with the current franchisor when they needed to renew their contract. More than
80% of responding franchisees generally intended to stay with the current franchisor.
This information indicated that franchisees have a fairly constructive and understanding
relationship with their current franchisors. Thus, this characteristic of the sample was
helpful as a representative measurement of the perspective of the restaurant franchisee

population.
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Table 5.7. Satisfaction-Level with the Current Franchisor (n=243)

Satisfaction Level Percentage
Very Satisfied 24.4%
Satisfied 40.1%
Somewhat Satisfied 27.3%
Dissatisfied 5.3%
Very Dissatisfied 2.9%

Table 5.8. Intention to Stay with the Current Franchisor (n=243)

Intention to Stay with the Current Franchisor Percentage
Yes 81.4%
No 5.2%
Undecided 13.4%
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Overall Evaluation of Sample Characteristics
The major purpose of the sample is to represent the characteristics of the

restaurant franchisee population. The researcher concluded that the overall analysis of the

sample characteristics of the respondents reflected the population fairly well.
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Descriptive Statistics for Measures

Table 5.9 reports the descriptive statistics, including empirical indicator, mean,
standard deviation, and minimum and maximum scale for each measure used. It is
necessary to understand the description of all indicators and the variation of the study

constructs.

84



Table 5.9. Descriptive Statistics for Measures

Variables Mean Standard Mini | Max
Deviation
EEO1: Marketing change 4.96 1.20 1 6
EEO02: Product/service change 3.44 1.31 1 6
EEO3: Predictability of competition 3.72 1.24 1 6
EEO04: Consumer demands 3.40 1.26 1 6
EEO5: Technology change 2.94 1.27 1 6
EEO06: Industry risk 3.90 1.42 1 6
EEO07: Opportunity 3.09 1.43 1 6
EEOS: Price war 3.89 1.55 1 6
EE09: Competition, politics & technology 3.21 1.38 1 6
EE10: Technology sophistication 3.31 1.37 1 6
EE11: R&D orientation 4.18 1.38 1 6
ESO1: Innovation 4.33 1.41 1 6
ES02: New product/service 1.66 1.45 1 6
ESO03: Change in product/service 2.43 1.61 1 6
ES04: Initiation 3.81 1.44 1 6
ESO05: First to introduce product/service 4.03 1.33 1 6
ES06: Ahead of competition 4.03 1.47 1 6
ES07: Risk-taking 2.62 1.39 1 6
ES08: Competitive clash 3.21 1.50 1 6
ES09: Aggressiveness 4.24 1.35 1 6
ES10: Boldness 3.69 1.29 1 6
ES11: Aggressiveness & boldness 3.66 1.26 1 6
MOSO01: Communication channel 4.51 1.29 1 6
MOSO02: Access to information 3.61 1.46 1 6
MOSO03: Formality 3.96 1.45 1 6
MOSO04: Decision-making 3.68 1.57 1 6
MOSO0S5: Adaptation to circumstances 3.56 1.43 1 6
MOSO06: Formality 2.72 1.42 1 6
MOSO07: Cooperation 2.65 1.49 1 6
MOSO08: Specialization 4.33 1.31 | 6
FPO1: Sales growth 3.99 1.14 1 5
FP02: Asset growth 3.75 1.15 1 5
FPO03: Net income growth 3.76 1.15 1 5
FP04: Market share growth 3.87 1.09 1 5
FPO5: Overall success 4.06 .97 1 5
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Descriptive Statistics of Demographic Data on Mechanistic-organic Structure

The selection of franchisees’ perceptions of a mechanistic-organic structure in this
descriptive analysis of demographic data is based on the following aspect. The
franchisees’ perception of franchisors’ external environment, entrepreneurial strategy,
and financial performance did not vary more than that of mechanistic-organic structure.
Given the data shown in Table 5.9, the average standard deviation of the franchisees’
perception measurement of mechanistic-organic structure was 1.428 (=11.42/8), more
than that of the franchisees’ perception measurement of the external environment, 1.346
(=14.81/11), entrepreneurial strategy, 1.409 (=15.5/11), and financial performance, 1.1
(=5.5/5).

Daft (1982) stated that there was little evidence that firms are able to achieve both
mechanistic and organic structure in a single arrangement. However, Bradach (1998)
indicated that mechanistic and organic characteristics co-exist in the restaurant
franchising system. Bradach (1998) suggests four management challenges, including unit
growth, uniformity, local responsiveness, and system-wide adaptation. It is worth
explaining Bradach’s (1998) four management challenges, because many franchising
studies revolve around these four issues (Falbe et al., 1998; Kaufmann & Eroglu, 1998;
Sorenson & Sorensen, 2001).

Uniformity and system-wide adaptation activities can be pursued through
formalized, centralized, and specialized administration (Bradach, 1998). Stern (1971)
argued that an inter-organizational channel needs a center of influence and power or
things will get out of control. The hierarchical structure used by the franchisor can be
effective in achieving uniformity and system-wide adaptation, but less effective in
generating unit growth and local responsiveness (Bradach, 1998). Local responsiveness is
positively influenced by the local learning process, where company units learn from
franchisees’ local responses, which strengthens system-wide adaptation through the
presence of franchisees.

Such mechanistic-organic structural characteristics of restaurant franchising were
identified in the sample in terms of demographic data through the mean scores of

franchisees’ perceptions of franchisors’ mechanistic-organic structure. As identified in
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Table 5.10, the mean scores of franchisees’ perceptions of mechanistic-organic structure
in terms of demographic data fell between 3 and 4 in a six-point scale.

Mechanistic-organic scales were previously measured in terms of the perceptions
of executives in various manufacturing and service organizations (Covin & Slevin, 1988,
1990; Covin et al., 1993; Naman & Slevin, 1993). However, the mechanistic-organic
structure measures in this exploratory study targeted only franchisees in the restaurant-
franchising sector. This franchising characteristic might cause a large variation between
mechanistic and organic structures along the scale continuum, which could produce the
largest variation among the study constructs.

Therefore, it was necessary to determine whether demographic data in the
restaurant franchisee sample caused any bias in the perception measures of mechanistic-
organic structure. A t-test or one-way ANOVA test were used for the effects of
demographic variables on the perception of mechanistic-organic structure measures.

The construct scores are group averages of the respondent’s average scores for the
items about mechanistic-organic structure. The mean score of the perceptions of the
franchisors’ mechanistic-organic structure was 3.63, with a standard deviation of .73. The
minimum and maximum values, on a six-point scale, were 1.38 and 5.63 respectively.

The relationship was examined between gender and the franchisees’ perception
scores about the franchisor’s mechanistic-organic structure. A #-test was used for this
relationship. No significant difference between male and female restaurant franchisees
was found in terms of the franchisees’ perception scores about the franchisor’s
mechanistic-organic structure, #(241) = -1.231; p>.05. The analysis of the #-test failed to
reveal a significant effect of gender on the franchisees’ perception of the franchisor’s
mechanistic-organic structure (for the male group, M=3.66, SD=.77; for the female
group, M=3.48, SD=.47).

The relationship between the franchisees’ ethnicity and perception of franchisors’
mechanistic-organic structure was investigated. The analysis of a one-way ANOVA test
failed to reveal a significant effect for ethnicity, F (4, 238)=.547; p>.05. Tukey’s HSD
test showed that there were no significant differences between any ethnicity groups (see

Table 5.2).
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No significant differences in the franchisees’ perception of franchisors’
mechanistic-organic structure were found among age groups using a one-way ANOVA
test, F (4, 228)=.674; p>.05. Tukey’s HSD test showed that there were no significant
differences between any age groups.

The relationship between the franchisees’ restaurant type and perception of
franchisors’ mechanistic-organic structure was investigated. Significant differences in the
franchisees’ perception of franchisors’ mechanistic-organic structure were found among
franchisees’ restaurant types using a one-way ANOVA, F (3, 235)=4.28; p<.05. Tukey’s
HSD showed that the Quick Service segment is significantly different from the
Sandwich, Pizza, and Full Service segment. The Quick Service segment (M=3.19) is
more mechanistic than the Sandwich (M=3.64), Pizza (M=3.84), and Full Service
(M=3.84) segments. Tukey’s HSD indicated that the franchisees’ perception of
franchisers’ mechanistic-organic structure were not significantly different in terms of the
Sandwich, Pizza, and Full Service segments. The Sandwich, Pizza, and Full Service
segments were more organic than the Quick Service segment.

No significant differences in the franchisees’ perception of franchisors’
mechanistic-organic structure were found among the relationship-length groups with the
current franchisors using a one-way ANOVA test, F (3, 239)=.823; p>.05. Tukey’s HSD
test showed that there were no significant differences between any relationship-length
groups with the current franchisors.

A one-way ANOVA test was used to test the significant differences of the
franchisees’ perception of franchisors’ mechanistic-organic structure among five
franchisees’ satisfaction groups with the current franchisors. Statistical significance was
found at F (4, 238)=5.58; p<.05. However, Tukey’s HSD test showed very complicated
results for significant differences between any franchisees’ satisfaction groups with the
current franchisors. Thus, the researcher decided to recode five satisfaction categories
into two distinctive groups and run a t-test to find out the difference between the
satisfaction and dissatisfaction groups. A significant difference was found between the
satisfaction and dissatisfaction groups, ¢ (241)=2.972; p<.01. The satisfaction group
scored significantly higher on the perception of franchisors’ organic structure than the

dissatisfied group (for the satisfaction group, M=3.68, SD=.70; for the dissatisfaction
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group, M=3.08, SD=.87). Satisfied groups tended to perceive franchisors’ structure as
organic more than dissatisfied groups. This reflected the population very well because a
free-flowing relationship and communication between franchisors and franchisees makes
franchisees more satisfied in their relationship.

Also investigated was the relationship among three intention groups to stay with
the current franchisors in terms of the relationship of this factor with the franchisors’
mechanistic-organic structure. A one-way ANOVA test indicated no significant
difference among three intention groups, F (2, 240)=2.985; p>.05. Thus, the intention to
stay with the current franchisors did not influence the sample.

As shown in Table 5.10, there was no evidence that the study sample was
significantly different from the population, given the descriptive analysis of demographic
data in terms of the franchisees’ perceptions of the franchisor’s mechanistic-organic
structure. Therefore, this analysis justified that there was no significant sampling error in
explaining the characteristics of the population. The research sample was a fair

representation of the population.
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Table 5.10. Descriptive Statistics of Demographic

Data on Mechanistic-organic

Structure
Source SS df | MS F Groups Mean | SD
Ethnicity
Between Group | 1.164 4 291 547 Caucasian 3.62 | .68
Within Group 126.854 | 238 | .533 (p=.702) | African-
Total 128.018 | 242 American 3.54 |.78
Hispanic 325 | .84
Asian 3.73 | .94
Others 3.84 | .82
Age Group
Between Group | 1.450 4 362 674 Over 61 3.84 | .67
Within Group 122.664 | 228 | .538 (p=-611) | 51-60 3.72 | .64
Total 124.114 | 232 41-50 3.55 | .67
31-40 3.57 | .87
Below 30 3.58 |.93
Restaurant
Type Quick Service |3.19 |.80
Between Group | 6.432 3 2.144 | 4.280 Sandwich 3.64 | .64
Within Group 117.725 | 235 | .501 (p=.006) | Pizza 3.84 | .85
Total 124.167 | 238 Full Service 3.84 |.73
Relationship-
Length < Syrs 3.75 | .85
Between Group | 1.306 3 435 .823 5.01-10yrs 3.52 |.75
Within Group 126.431 | 239 |.529 (p=483) | 10.01-15yrs 3.65 | .54
Total 127.737 | 242 > 15.01yrs 3.83 | .52
Satisfaction
Between Group | 10.634 |4 2.659 |5.58 Very Satisfied | 3.91 |.73
Within Group 113.288 | 238 | .476 (p=.00) | Satisfied 3.68 | .65
Total 123.922 | 242 Somewhat
Satisfied 346 | .66
Dissatisfied 2.85 |.76
Very
Dissatisfied 3.53 |.96
Intention to
Stay
Between Group | 3.077 2 1.539 | 2.985 Yes 3.69 | .71
Within Group 123.6 240 | .515 (p=.053) | No 349 | .69
Total 126.677 | 242 Undecided 330 |.76
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Cronbach’s Alpha Reliability for Internal Consistency

A reliable measure can be established when a measure is free from error and
provides consistent results (Zikmund, 1997, 2000). Reliability applies when a measure
shows the same results over time and across situations. All measures in the survey need
to show the adequate internal consistency of the items. Internal consistency indicates the
extent to which the individual items correlate with one another (Hatcher, 1994). The most
popular measure of reliability is Cronbach’s alpha (Cronbach, 1951; Peter, 1979).
Cronbach’s alpha indicates the degree to which error variance is present in a scale
(Cronbach, 1970).

Although Alpha provides a conservative estimate of a measure’s reliability
(Carmines & Zeller, 1979), a coefficient alpha cannot ensure unidimensionality (Hair et
al., 1998; Hatcher, 1994). The reliability of a scale can never be lower than alpha
(Carmines & Zeller, 1979).

Cronbach’s alpha is closely related to reliability estimates based on the split-
halves method (Carmines & Zeller, 1979). The coefficient alpha depends on the average
inter-item correlation and the number of items in the scale. Cronbach’s alpha is its
positive relationship to the number of items in the scale (Hair et al., 1998).

Alpha may appear more mysterious than other reliability computation methods to
those who are not familiar with its internal workings (DeVellis, 1991). Nunnally (1967,
1978) suggests that reliability coefficients above .70 are generally considered acceptable.
However, this is only a rule of thumb, and the social science literature does sometimes
report studies employing variables with coefficient alpha reliablilities under .70 and
sometimes even under .60 (Hatcher, 1994). It may decrease to .60 in exploratory research
(Hair et al., 1998). Cronbach’s Alpha should fall between .70 and .90 for a narrow
construct, between .55 and .70 for a moderately broad construct, and between .35 and .55
for a very broad construct (Powell, 1992; Van de Ven & Ferry, 1979).

The initial values of the coefficient alpha were .67, .59, .59, and .92 respective to
the franchisees’ perspective of the franchisor’s external environment, entrepreneurial
strategy, mechanistic-organic structure, and financial performance. Although this study

employed existing scales with consistently high-reliability alpha coefficients, the initial
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values of the coefficient alpha showed low reliabilities in the three constructs in this
study. The reason why this happened needs to be explained.

As identified in the previous chapter, the boundary limits the value of the study
constructs. The boundary in previous studies has been various manufacturing and service
organizations. Previously, the sample included decision-makers in top management. The
study scales were previously measured according to responses by executives in various
manufacturing and service organizations (Covin & Slevin, 1988, 1990; Covin et al.,
1993; Naman & Slevin, 1993). In other words, the study scales were measured by
decision-makers in various industries.

However, this research is exploratory in nature. This is the first study examining
franchisees’ perspective of the franchisor’s external environment, entrepreneurial
strategy, mechanistic-organic structure, and financial performance in the restaurant
franchising industry. There are two major aspects that differ from previous studies in
measuring these constructs. First, the boundary of the present study is the business format
of restaurant franchising organizations. Second, the sample was restaurant franchisees.
These two aspects might cause a low reliability in the franchisees’ perceptions,
particularly in terms of the franchisor’s external environment, entrepreneurial strategy
and mechanistic-organic structure among the study constructs.

First, there was the unique effect of restaurant franchising characteristics on the
mechanistic-organic structure scale. Bradach (1998) stated that the implications for the
franchising structure include the variety of today’s new forms, such as alliances, joint
ventures, and outsourcing. When two parties remain distinctly separate, yet are closely
linked to one another, it leads to a partnership or strategic alliance (Mclntyre, Gilbert, &
Young, 1994). Basic benefits for franchise relationships are the potential gains through
group membership, rather than through independent operation (Stephenson & House,
1971).

Company and franchise structures have used different structural mechanisms to
achieve their objectives. Company units have a hierarchical structure. The franchise
structure is a federation of franchisees. A hierarchical structure governs franchise units,
and the hierarchy is nested within this structure. However, Felstead (1994) and Hunt and

Nevin (1974) stated that franchisors should manage franchisees through persuasion or in
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non-coercive ways. The franchisor convenes a joint advisory committee made up of
franchisees and holds annual meetings of the franchise system to recognize new ideas.
Such collaboration often leads to innovative and successful new product lines (Falbe et
al., 1998).

Daft (1982) stated that there was little evidence that firms are able to achieve both
mechanistic and organic structures in a single arrangement. However, Bradach (1998)
indicated that mechanistic and organic characteristics co-exist in the restaurant
franchising system. Bradach (1998) suggests four management challenges, including unit
growth, uniformity, local responsiveness, and system-wide adaptation. It is worth
explaining Bradach’s (1998) four management challenges, because many franchising
studies revolve around these four issues (Falbe et al., 1998; Kaufmann & Eroglu, 1998;
Sorenson & Sorensen, 2001). Uniformity and system-wide adaptation activities can be
pursued through formalized, centralized and specialized administration, which has similar
characteristics to mechanistic structure (Bradach, 1998). Stern (1971) argued that an
inter-organizational channel needs a center of influence and power or things will get out
of control. Used by the franchisor, such mechanistic, or hierarchical structures can be
effective in achieving uniformity and system-wide adaptation, but are less effective in
generating unit growth and local responsiveness (Bradach, 1998). In particular, local
responsiveness is positively influenced by the local learning process, during which
company units learn from franchisees’ local responses, thus strengthening system-wide
adaptation through the presence of franchisees (Bradach, 1998).

Such mechanistic-organic structural characteristics of restaurant franchising were
identified in the sample through the mean score of the summated scale of franchisees’
perceptions of franchisors’ mechanistic-organic structure. The mean score (M=3.63) of
the summated scale of franchisees’ perceptions of mechanistic-organic structure fell
between 3 and 4 in a six-point scale.

The previous studies using the mechanistic-organic structure scale were probably
performed on the basis of the thought that there is little evidence that one organization
can include both mechanistic and organic structure in one arrangement (Daft, 1982).
However, this franchising characteristic might cause some response noise between the

mechanistic and organic continuum scale. As stated in the descriptive analysis of the
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study measures, this franchising characteristic caused the largest variation among the
study constructs. In other words, there was some error variation between mechanistic and
organic characteristics due to the uniqueness of the restaurant franchising structural
system.

Second, the external environment and the entrepreneurial strategy scales were
previously measured based on responses by executives in various manufacturing and
service industries. However, this study employed the previously developed scales for
measuring the franchisees’ perceptions of franchisor’s external environment and
entrepreneurial strategy. These perception measures viewed by franchisees’ observations
seemed to lack the internal consistency of the existing scales. This might indicate that
various franchisees’ opinions of the external environment and entrepreneurial strategy in
a single brand caused some error variances, which were reflected in the existing scale
previously administered to executives in various manufacturing and service
organizations.

Nevertheless, the franchisees’ perceptions of financial performance varied the
least among the study scales, establishing internal consistency. The variation of the
franchisees’ perception of financial performance was controlled by the selection of
restaurant companies in the top 100 U.S. chain restaurants, ranked by the latest-year total
number of units provided by the Nation’s Restaurant News (2001) in each restaurant
segment identified by Restaurants & Institutions (2001). Combs and Castrogiovanni
(1994) found a positive relationship between the number of franchised units and the
amount of royalties charged by the franchisor. Thus, the perspectives of financial
performance were highly reliable.

As Hatcher (1994) stated, if the scales are not reliable, there is no point in
performing additional analysis. The coefficient alpha of each construct assesses the
overall reliability of the scale along with the item-to-total correlation for each item. The
underlying logic behind item-total correlations is that the items that correlate most highly
with total scores are the best items (Nunnally, 1978). The reliability of a multiple-item
scale is improved by dropping from the scale those items that demonstrate poor item-total
correlations (Hatcher, 1994). Low values in these three constructs suggested that deletion

of certain items would improve the alpha values. Those items with correlations below the
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.3 were deleted from the scale (Churchill, 1979; Nunnally, 1978). Since these study
scales consisted of multi-items, it was necessary to delete some items below .3 item-total
correlations to improve the reliability of the scale and to proceed with the study analysis.

This criterion resulted in the deletion of seven items from the franchisees’
perceptions of the franchisor’s external environment, five items from the franchisees’
perceptions of the franchisor’s entrepreneurial strategy, and five items from the
franchisees’ perceptions of the franchisor’s mechanistic-organic structure. The coefficient
alpha values for each scale were: the external environment (alpha=.72), entrepreneurial
strategy  (alpha=.80), mechanistic-organic structure (alpha=.66), and financial
performance (alpha=.92). The internal reliability for the measures ranged from .66 to .92
(see Table 5.11). The reliability coefficients for all constructs in this exploratory study
are above .60, which is recommended by Hair et al. (1998).

Only two items (MOS 4 and 5) in the mechanistic-organic structure scale could
remain with a .7312 alpha value to approach Nunnally’s (1967, 1978) suggested
reliability alpha above .70. However, these two items might violate the assumption of the
three-item minimum rule for running the confirmatory factor analysis (Hatcher, 1994).
Thus, the three items were necessary to remain with a .6603 alpha value in the
mechanistic-organic structure scale.

An advantage of the analysis of covariance structures is the recognition of
imperfect measurements. Operational indicators may contain measurement errors, and are
explicitly factored into the analysis of the measurement model.

Research on measurement theory identifies four validity components as key
measurement properties — reliability (internal consistency and unidimensionality), content
validity, convergent, and discriminant validity. These components constitute key criteria
in assessing the quality of the proposed measures. Therefore, further investigation would
be performed to find out if the remaining items in the study construct scale have

unidimensionality, content validity, convergent, and discriminant validity.
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Table 5.11. Item-to-total Correlations and Reliability Estimates (n=243)

Variable Item-to-total Alpha
Correlations

External Environment 7158

EEO1: Marketing change A

EEO02: Product/service change A

EEO03: Predictability of competition A

EE04: Consumer demands A

EEO05: Technology change A

EE06: Industry risk 4195

EEO7: Opportunity S172

EEOS: Price war .5964

EE09: Competition, politics & technology 4837

EE10: Technology sophistication A

EE11: R&D orientation A

Entrepreneurial Strategy 7981

ESO1: Innovation 5241

ES02: New product/service A

ES03: Change in product/service A

ESO04: Initiation A

ESO05: First to introduce product/service .6069

ES06: Ahead of competition .6032

ES07: Risk-taking A

ES08: Competitive clash A

ES09: Aggressiveness 5262

ES10: Boldness 5207

ES11: Aggressiveness & boldness 5371

Mechanistic-organic Structure 6603

MOSO01: Communication channel A

MOSO02: Access to information A

MOSO03: Formality A

MOSO04: Decision-making 5167

MOSO05: Adaptation to circumstances 5811

MOSO06: Formality 3348

MOSO07: Cooperation A

MOSO08: Specialization A

Financial Performance 9201

FPO1: Sales growth .8270

FP02: Asset growth 7966

FPO03: Net income growth .8148

FP04: Market share growth 7394

FPO05: Overall success .7980

Note: A - Items dropped due to a small item-to-total correlation.
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Measurement Model

It is not possible to assess the meaning of one’s terms in a theory without
considerations of the relationship between unobservable and empirical concepts. It is
considered important because one’s ability to assess and interpret theories ultimately rests
on the fidelity of measurements (Bagozzi & Phillip, 1982).

A measurement model determines how well the observed indicators describe the
latent variable as a measurement instrument. The researcher can assess how well the scale
measures the concept in a measurement model (Hair et al., 1998). Confirmatory Factor
Analysis (CFA) was utilized to estimate the adequacy of the measurement model for each
construct. The adequacy of the model indicated the goodness-of-fit between the
hypothesized model and the sample data. Several goodness-of-fit statistics in CFA were
Chi-square, Root Mean Square Error of Approximation (RMSEA), Normed Fit Index
(NFI), Non-normed Fit Index (NNFI), Comparative Fit Index (CFI), and Goodness-of-fit
Index (GFI). A careful consideration is that assessing the goodness-of-fit of a model is
more a relative process than one with absolute criteria (Hair et al., 1998).

A chi-square is used to test the closeness of fit between the unrestricted sample
covariance and the restricted covariance matrix. A nonsignificant chi-square indicates
that the hypothesized model is well-fitted to the sample data. However, a chi-square is
significantly influenced by sample size so that the significance test of chi-square should
not be considered with one with absolute criteria. The RMSEA estimates the error of
approximation in the population, and represents how well this sample data fit the
population covariance matrix (Hair et al., 1998, 2000). Values as high as .08 represent a
reasonable fit. A lower value than .08 is recommended. The NFI takes into account a
relative comparison of the proposed model to the null model (Hair et al., 1998, 2000). It
is a measure ranging from 0 (no fit at all) to 1 (perfect fit). The recommended level is .90
or greater. The NNFI combines a measure of parsimony into a comparative index
between the proposed and null models, resulting in values ranging from 0 to 1 (Hair et
al., 1998, 2000). A recommended value is .90 or greater. The CFI indicates comparisons
between the estimated model and a null or independence model. The values lie between

0 (no fit at all) and 1 (perfect fit). A value as much as .90 is recommended. The GFI is a
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measure of the relative amount of variance and covariance in the sample that is jointly
explained by the sample. A value more than .90 indicates an acceptable fit to the data
(Byrne, 1998).

A minimum sample size is five observations for each estimated parameter (Hair et
al., 1998, 2000). A total of 28 parameters for the measurement model with four constructs
were estimated, and thus the minimum recommended sample size is 140. A total of 30
parameters for the structural model were estimated, and thus the minimum sample size
should be 150. Thus the sample size for this study should exceed 150. The sample size of
this study was 243; therefore the sample size of this study satisfied the minimum

recommended level.
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CFA for the Franchisees’ Perception of the Franchisor’s External Environment

The initial measurement model of the franchisees’ perception of the franchisor’s
external environment comprised four indicators. The measurement estimation of this
model fitted well. The chi-square value of 5.68 with 2 degrees of freedom was not
statistically significant at p<.05. The other fit statistics indicated that the model was
acceptable (RMSEA=.09; NFI=97; NNFI=.94; CFI=.98; GFI=.99). Thus, no model
modification was made according to the recommendation of the modification index.
Table 5.12 provides the final results of confirmatory factor analysis (CFA) for the
franchisees’ perception of the franchisor’s external environment.

The measurement error is 1.0 minus the indicator reliability, which is the square
of the indicator’s standardized loadings. The indicator reliabilities should exceed .50,
which roughly corresponds to a standardized loading of .70 (Hair et al., 1998, 2000).
Only EEO8 exceeds .50 in the External Environment model. However, the model is
acceptable if the composite or construct reliability is above 0.7 (Hatcher, 1994). A
composite reliability is analogous to the coefficient alpha (Hatcher, 1994). It is possible
to compute a composite reliability for each latent variable (Hatcher, 1994). The
computation is as follows:
Composite or construct reliability = (X Li)* / {(Z Li)* + Z Var (Ei)}
= (.52+.61+.76+.58)* / {(.52+.61+.76+.58)% + (.73+.62+.42+.66)}= 0.72.
The composite or construct reliability for the external environment model is .72, which is

above the acceptable level. Therefore, all the indicators are acceptable.
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Table 5.12. CFA for the Franchisees’ Perception of the Franchisor’s External

Environment
Indicators Completely Indicator Error
Standardized Reliability Variance
Loadings™
EE06 52 27 .73
EEO07 .62 38 .62
EE08 42 .58 42
EE09 .66 34 .66
Fit Statistics
Chi-square = 5.68 (df =2, p = 0.059)
RMSEA=.09
NFI=.97
NNFI=.94
CFI= .98
GFI=.99

Note: *All t-values were significant at p < .05
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CFA for the Franchisees’ Perception of the Franchisor’s Entrepreneurial Strategy

The initial measurement model of the franchisees’ perception of the franchisor’s
entrepreneurial strategy comprises six indicators. The initial measurement estimation of
the franchisees’ perception of the franchisor’s entrepreneurial strategy model did not fit
well. The chi-square value of 112.06 with 9 degrees of freedom was statistically
significant at p<.05. The other fit indices indicated that the model was not acceptable
(RMSEA=.23; NFI=.76; NNFI=.62; CFI=.77; GFI=.86). The modification indices
identified 63.84, indicating that the error variance between ES10 and ES11 was highly
correlated, and the indicator reliability of ES10 was lowest among the indicators.
Therefore, ES10 was deleted, and the deletion decreased the chi-square values to 19.75
with 5 df, which was statistically significant at p<.05. The estimation of the first modified
entrepreneurial strategy model resulted in a good fit except RMSEA (RMSEA=.11;
NFI=.94; NNFI=.91; CFI=.95; GFI=.97). The RAMSEA and high x* value indicated that
there was an indicator with significant error variances. Thus, the indicator with the lowest
indicator reliability (ES11) was deleted. The second modified model showed a good fit in
Table 5.13 ()(225.65 (df=2, p=.059); RMSEA=.087; NFI=.98; NNFI=.96; CFI=.99;
GFI=.99). The final CFA for the franchisees’ perception of the franchisor’s
entrepreneurial strategy has four indicators. Table 5.13 provides the final results of
confirmatory factor analysis (CFA) for the franchisees’ perception of the franchisor’s
entrepreneurial strategy.

ESO1 and ES09 did not exceed .50 in this model. The composite reliability of the
construct should be calculated to find out the acceptability of this measurement. The
computation is as follows: Composite or Construct Reliability = (X Li)*/ {(Z Li)* + = Var
(Ei)} = (.54+.82+.84+.47)" / {(.54+.82+.84+.47)" + (.71+.32+.30+.78)}= 0.77. The
composite or construct reliability for the franchisees’ perception of the franchisor’s
entrepreneurial strategy model is .77, which is above the acceptable level. Therefore, all

of these four indicators are acceptable.
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Table 5.13. CFA for the Franchisees’ Perception of the Franchisor’s

Entrepreneurial Strategy

Indicators

Completely Indicator Error
Standardized Reliability Variance
Loadings™
ESO1 54 29 71
ESO05 .82 .68 32
ES06 .84 .70 .30
ES09 47 22 78
Fit Statistics
Chi-square = 5.65 (df =2, p = 0.059)
RMSEA=0.087
NFI1=0.98
NNFI=0.96
CFI=0.99
GFI=0.99

Note: *All t-values were significant at p < .05

102



CFA for the Franchisees’ Perception of the Franchisor’s Mechanistic-organic
Structure

The initial measurement model of the franchisees’ perception of the franchisor’s
mechanistic-organic structure comprised three indicators. The measurement model of
franchisees’ perception of franchisor’s mechanistic-organic structure was a just-identified
model, because the number of data variances and covariances equaled the number of
parameters to be estimated. As shown in Table 5.14, the just-identified model has no
degrees of freedom and therefore can never be rejected (Byrne, 1998). The measurement
estimation of this model was saturated. The fit was perfect.

Computation for a composite reliability of this latent variable was performed. The
computation is as follows:
Composite reliability = (X Li)* / {(Z Li)* + X Var (Ei)}
= (.68+.86+.39)* / {(.68+.86+.39) + (.54+.26+.85)}= 0.70.
The composite or construct reliability for the external environment model is .70, which is

within the acceptable level. Therefore, all the indicators are acceptable.
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Table 5.14. CFA for the Franchisees’ Perception of the Franchisor’s Mechanistic-

organic Structure

Indicators Completely Indicator Error
Standardized Reliability Variance
Loadings™
MOS04 .68 46 54
MOSO05 .86 74 .26
MOS06 39 15 .85
Fit Statistics

The model is saturated. The fit is perfect.

Note: *All t-values were significant at p <.05
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CFA for the Franchisees’ Perception of the Franchisor’s Financial Performance

The initial measurement model of the franchisees’ perception of the franchisor’s
financial performance comprised five indicators. The measurement estimation of this
initial model fitted well. The chi-square value of 26.91 with 5 degrees of freedom was
statistically significant at p<.05. However, the other fit statistics indicated that the model
was acceptable (RMSEA=.13; NFI=.97; NNFI=.95; CFI=.98; GFI=.96). Thus, no model
modification was made according to the recommendation of the modification index.
Table 5.15 provides the final results of confirmatory factor analysis (CFA) for the

franchisees’ perception of the franchisor’s financial performance.
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Table 5.15. CFA for the Franchisees’ Perception of the Franchisor’s Financial

Performance
Indicators Completely Indicator Error
Standardized Reliability Variance
Loadings™
FPO1 .89 78 22
FP02 .84 71 .29
FPO3 .87 .76 24
FP04 77 .60 40
FPO5 .83 .69 31
Fit Statistics
Chi-square = 26.91 (df =5, p = 0.00)
RMSEA=.13
NFI=.97
NNFI=.95
CFI=.98
GFI = .96

Note: *All t-values were significant at p < .05
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CFA for the Franchisees’ Perceptions of the Franchisor’s External Environment
and Entrepreneurial Strategy

A confirmatory factor analysis for the external environment and entrepreneurial
strategy was conducted simultaneously. The measurement model of the external
environment comprised four indicators. The measurement model of entrepreneurial
strategy consisted of four indicators.

The results of the estimation of the initial external environment and
entrepreneurial strategy model yielded a good fit between the model and the data
(RMSEA=.065; NFI=.92; NNFI=94; CFI=.96; GFI=.96). The chi-square value was
38.55 with 19 degrees of freedom. Table 5.16 provides the final results of confirmatory
factor analysis for the external environment and entrepreneurial strategy. The final CFA
for the external environment had four indicators, and the entrepreneurial strategy had four

indicators.
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Table 5.16. CFA for the Franchisees’ Perceptions of the Franchisor’s External
Environment and Entrepreneurial Strategy

Indicators Completely Indicator Error
Standardized Reliability Variance
Loadings™
External Environment
EE06 52 27 73
EEO07 .62 38 .62
EE08 .76 .58 42
EE09 .59 35 .65
Entrepreneurial Strategy
ESO1 54 .29 1
ESO05 .83 .68 32
ES06 .84 .70 .30
ES09 47 22 .78
Fit Statistics
Chi-square = 38.55 (df =19, p = 0.005)
RMSEA = .065

NFI=.92

NNFI=.94

CFI=.96

GFI = .96

Note: *All z-values were significant at p < .05
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CFA for the Franchisees’ Perceptions of the Franchisor’s Entrepreneurial Strategy
and Mechanistic-organic Structure

A confirmatory factor analysis for the franchisees’ perceptions of the franchisor’s
entrepreneurial strategy and mechanistic-organic structure was conducted simultaneously.
The measurement model of the franchisees’ perceptions of the franchisor’s
entrepreneurial strategy comprised four indicators. The measurement model of the
franchisees’ perceptions of the franchisor’s mechanistic-organic structure consisted of
three indicators.

The results of the estimation of the initial entrepreneurial strategy and
mechanistic-organic structure model yielded a good fit between the model and the data
(RMSEA=.057; NFI=.95; NNFI=.96; CFI=.98; GFI=.97). The chi-square value was
23.63 with 13 degrees of freedom. Table 5.17 provides the final results of confirmatory
factor analysis for the entrepreneurial strategy and mechanistic-organic structure model.
The final CFA for the franchisees’ perceptions of the franchisor’s entrepreneurial strategy
had four indicators, and the franchisees’ perceptions of the franchisor’s mechanistic-

organic structure had three indicators.
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Table 5.17. CFA for the Franchisees’ Perceptions of the Franchisor’s
Entrepreneurial Strategy and Mechanistic-organic Structure

Indicators Completely Indicator Error
Standardized Reliability Variance
Loadings™
Entrepreneurial Strategy
ESO1 .56 31 .69
ESO05 .80 .64 .36
ES06 .85 72 28
ES09 A48 23 77
Mechanistic-organic Structure
MOS04 .82 .66 34
MOSO05 72 Sl 49
MOS06 36 13 .87
Fit Statistics
Chi-square = 23.63 (df =13, p = 0.035)
RMSEA = .057
NFI=.95
NNFI=.96
CFI=.98
GFI=.97

Note: *All t-values were significant at p < .05
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CFA for the Franchisees’ Perception of the Franchisor’s Entrepreneurial Strategy
and Financial Performance

The measurement model of the franchisees’ perceptions of the franchisor’s
entrepreneurial strategy comprised four indicators. The original measurement model of
the franchisees’ perceptions of the franchisor’s financial performance consisted of five
indicators. The initial measurement estimation of the entrepreneurial strategy and the
financial performance model did fit well. The results of the estimation of the initial
entrepreneurial strategy and financial performance model yielded good fit indices
between the model and the data (RMSEA=.074; NFI=.95; NNFI=96; CFI=.97,
GFI=.95). The chi-square value of 59.53 with 26 degrees of freedom was statistically
significant at p<.05. Table 5.18 provides the final results of confirmatory factor analysis
for the franchisees’ perceptions of the franchisor’s entrepreneurial strategy and financial
performance. The final CFA for the franchisees’ perceptions of the franchisor’s
entrepreneurial strategy have four indicators, and the franchisees’ perceptions of the

franchisor’s financial performance have five indicators, respectively.
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Table 5.18. CFA for the Franchisees’ Perception of the Franchisor’s
Entrepreneurial Strategy and Financial Performance

Item Completely Indicator Error
Standardized Reliability Variance
Loading*
Entrepreneurial Strategy
ESO1 54 .29 71
ESO05 .82 .67 33
ES06 .84 1 .29
ES09 A48 23 77
Financial Performance
FPO1 .88 .78 22
FP02 .84 1 29
FPO3 .87 .76 24
FP04 77 .60 40
FPO5 .84 .70 30
Fit Statistics
Chi-square = 59.53 (df =26, p = .00)
RMSEA = .074

NFI=.95

NNFI=.96

CFI1=.97

GFI=.95

Note: *All t-values were significant at p < .05
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CFA for the Franchisees’ Perception of the Franchisor’s External Environment,
Entrepreneurial Strategy, and Financial Performance

The franchisees’ perception of the franchisor’s external environment had four
indicators for the initial measurement model. The initial measurement model for the
franchisees’ perception of the franchisor’s entrepreneurial strategy comprised four
indicators. The initial measurement model for the franchisees’ perception of the
franchisor’s financial performance had five indicators. The initial measurement
estimation of these constructs did not fit well. The results of the estimation of the initial
model for the franchisees’ perception of the franchisor’s external environment,
entrepreneurial strategy and financial performance were not acceptable (RMSEA=.095;
NFI=.85; NNFI=.86; CFI=.88 GFI=.87). The chi-square value of 237.79 with 65 degrees
of freedom was statistically significant at p<.05. According to the modification indices,
EEO06 had a substantial misspecification of the hypothesized factor loading with the
franchisees’ perception of the franchisor’s external environment and was highly
correlated with error variances of FP03. There was also a substantial misspecification of
the hypothesized factor loading between ESO1 and the franchisees’ perception of the
franchisor’s entrepreneurial strategy. Thus, EE06 and ESO1 were dropped.

The first modified measurement model for the franchisees’ perception of the
franchisor’s external environment included three indicators. The first modified
measurement model for the franchisees’ perception of the franchisor’s entrepreneurial
strategy had three indicators. The number of indicators in the franchisees’ perception of
the franchisor’s financial performance did not change. Another test for the first modified
measurement model for the franchisees’ perception of the franchisor’s external
environment, entrepreneurial strategy, and financial performance indicated acceptable
levels of good fit indices (RMSEA=.092; NFI=.90; NNFI=.91; CFI=.93; GFI=.90). The
chi-square value of 141.26 with 44 degrees of freedom was statistically significant at
p<.05. However, the modification indices identified that EE07 had a substantial
misspecification of the hypothesized factor loading with the franchisees’ perception of
the franchisor’s financial performance and external environment. EEO7 needed to be

deleted.
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The second modified measurement model for the franchisees’ perception of the
franchisor’s external environment included two indicators. The second modified
measurement model for the franchisees’ perception of the franchisor’s entrepreneurial
strategy had no change in the number of indicators. The number of indicators in the
franchisees’ perception of the franchisor’s financial performance did not change. The
results of the second modified measurement model indicated good fit indices between the
model and the data (RMSEA=.085; NFI=.92; NNFI=.93; CFI=.95; GFI=.92). The chi-
square value of 99.64 with 35 degrees of freedom was statistically significant at p<.05.
Table 5.19 provides the final results of confirmatory factor analysis for the franchisees’
perception of the franchisor’s external environment, entrepreneurial strategy and financial
performance. The final CFA for the franchisees’ perception of the franchisor’s external
environment had two indicators, entrepreneurial strategy had three indicators, and

financial performance had five indicators, respectively.
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Table 5.19. CFA for the Franchisees’ Perception of the Franchisor’s External
Environment, Entrepreneurial Strategy and Financial Performance

Item Completely Indicator Error
Standardized Reliability Variance
Loading*
External Environment
EE08 97 .93 .07
EEO09 47 22 78
Entrepreneurial Strategy
ESO05 91 .84 .16
ES06 .80 .64 36
ES09 .50 25 75
Financial Performance
FPO1 91 .82 18
FP02 .86 74 26
FPO3 .89 .80 .20
FP04 .80 .64 .36
FPO5 .86 73 27
Fit Statistics
Chi-square = 99.64 (df = 35, p = .00)
RMSEA =.085

NFI=.92

NNFI=.93

CFI=.95

GFI=.92

Note: *All t-values were significant at p < .05
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CFA for the Franchisees’ Perception of the Franchisor’s External Environment,
Mechanistic-organic Structure, and Financial Performance

The measurement model for the franchisees’ perception of the franchisor’s
external environment included two indicators. The measurement model for the
franchisees’ perception of the franchisor’s mechanistic-organic structure comprised three
indicators. The franchisees’ perception of the franchisor’s financial performance
measurement model consisted of five indicators. The initial measurement estimation of
these constructs did fit well. The results of the estimation of the initial measurement
model yielded good fit indices between the model and the data (RMSEA=.076; NFI=.93;
NNFI=94; CFI=.96; GFI=.94). The chi-square value of 83.37 with 35 degrees of
freedom was statistically significant at p<.05. Table 5.20 provides the results of
confirmatory factor analysis for the franchisees’ perception of the franchisor’s external
environment, mechanistic-organic structure and financial performance. The final CFA for
the franchisees’ perception of the franchisor’s external environment had two indicators;
mechanistic-organic structure had three indicators, and financial performance had five

indicators, respectively.
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Table 5.20. CFA for the Franchisees’ Perception of the Franchisor’s External
Environment, Mechanistic-organic Structure, and Financial Performance

Item Completely Indicator Error
Standardized Reliability Variance
Loading*
External Environment
EE08 72 Sl 49
EEO09 .66 43 57
Mechanistic-organic
Structure
MOS04 72 Sl 49
MOSO05 .83 .69 31
MOS06 .39 15 .85
Financial Performance
FPO1 .89 .79 21
FP02 .84 1 .29
FPO3 .88 77 23
FP04 78 .60 40
FPO5 .84 .70 30
Fit Statistics
Chi-square = 83.37 (df = 35, p = .00)
RMSEA = .076

NFI=.93

NNFI=.94

CFI=.96

GFI = .94

Note: *All t-values were significant at p < .05
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CFA for the Overall Measurement Model

The measurement model for the franchisees’ perception of the franchisor’s
external environment included two indicators (EE8 and 9). The measurement for the
franchisees’ perception of the franchisor’s entrepreneurial strategy had three indicators
(ESS, 6, and 9). The measurement model for the franchisees’ perception of franchisor’s
mechanistic-organic structure comprised three indicators (MOS4, 5, and 6). The
franchisees’ perception of the franchisor’s financial performance measurement model
consisted of five indicators (FP1, 2, 3, 4, and 5). The confirmatory factor analysis for the
franchisees’ perception of the franchisor’s external environment, entrepreneurial strategy,
mechanistic-organic structure, and financial performance was conducted simultaneously.

The initial measurement estimation of these constructs fitted well. The goodness-
of-fit indices supported the overall measurement model. The chi-square statistic for the
model was 161.91 with 63 degrees of freedom (p<.00). The RMSEA was 0.75; the NFI
was .89; NNFI was .92; the CFI was 0.93; and the GFI was 0.91. Therefore, the overall
model was accepted.

Table 5.21 provides the results of confirmatory factor analysis for the overall
measurement model. In the final overall measurement model, the franchisees’ perception
of the franchisor’s external environment had two indicators; entrepreneurial strategy had
three indicators; mechanistic-organic structure had three indicators; and financial

performance had five indicators, respectively.
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Table 5.21. CFA for the Overall Measurement Model

Item Completely Indicator Error
Standardized Reliability Variance
Loading*
External Environment
EEO0S8: Price war 97 93 .07
EE09: Competition, politics & 46 22 78
technology

Entrepreneurial Strategy

ESO05: First to introduce product/service .87 .76 24
ES06: Ahead of competition .87 75 25
ES09: Aggressiveness 53 .29 71
Mechanistic-organic Structure
MOSO04: Decision-making .89 .80 20
MOSO05: Adaptation to circumstances 72 52 A48
MOSO06: Formality 37 14 .86
Financial Performance
FPO1: Sales growth 91 .82 18
FPO02: Asset growth .86 74 26
FP03: Net income growth .89 .80 .20
FP04: Market share growth .80 .64 .36
FP05: Overall success .86 73 27
Fit Statistics
Chi-square = 161.91 (df = 63, p =.00)
RMSEA = .075

NFI=.89

NNFI=.92

CFI=.93

GFI= .91

Note: *All t-values were significant at p < .05
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Reliability and Validity for the Overall Measurement

Measurement is a process involving both theoretical and empirical considerations
(Carmines & Zeller, 1979). Measurement focuses on the crucial relationship between the
empirically grounded indicator(s) and the underlying unobservable concept(s). When this
relationship is a strong one, analysis of empirical indicators can lead to useful inferences
about the relationships among the underlying concepts (Carmines & Zeller, 1979).

When a researcher cannot measure variables of interest directly, he or she faces
challenging problems concerning measurement errors. Measurement error is the degree to
which the observed values are not representative of the true values (Hair et al., 1998).
Measurement error ranges from data entry errors to the imprecision of the measurement
(Hair et al., 1998). All variables used in multivariate techniques must be assumed to have
some degree of measurement error (Hair et al., 1998).

There are two basic errors that affect measurements: random error and nonrandom
error. Random error is to designate all of those unsystematic chance factors that confound
the measurement of any phenomenon. Random error affects the degree of reliability of
the measuring instrument. Nonrandom error has a systematic bias effect on the measuring
instrument. Nonrandom error lies at the very heart of validity. The researcher should use
the errors not as a measure of failure to eliminate, but as a starting point for diagnosing
the validity of the results and an indication of the unexplained relationship (Hair et al,
1998). The researcher needs to assess the degree of measurement errors by addressing
both the validity and reliability of the measure (Hair et al., 1998).

An advantage of the analysis of covariance structures is the recognition of
imperfect measurements. Operational indicators may contain measurement errors, and are
explicitly factored into the analysis of the measurement model. The analysis of
covariance structures enables one to test the level of correspondence between the
theoretical model and its measures, and also to assess the various components of validity
(Bagozzi, 1980). While reliability focuses on a particular property of empirical indicators,
validity concerns the crucial relationship between concept and indicator (Carmines &
Zeller, 1979). Research on measurement theory identifies four validity components as

key measurement properties — reliability (internal consistency and unidimensionality),
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content validity, convergent, and discriminant validity. These components constitute key

criteria in assessing the quality of the proposed measures.

Reliability for Unidimensionality

Reliability is a necessary pre-condition for validity (Zikmund, 1998, 2000).
Reliability can be established by internal consistency and unidimensionality. While
internal consistency and unidimensionality are related concepts, they are distinct from
each other and should be assessed separately. Unidimsionality refers to the existence of a
single trait underlying a set of measures. Reliability for unidemsionality represents the
degree to which the construct indicators indicate the common latent construct (Hair et al.,
1998).

The major approach to assessing the reliability for unidimensionality in the
measurement model was the composite reliability of a construct and variance-extracted
measures for each construct. Hatcher (1994) reported that the composite reliability should
be above .60 or .70, as the minimally acceptable level of reliability for an instrument used
in confirmatory factor analysis. Variance-extracted measures can be defined as the
amount of shared or common variance among the indicators for a construct. Higher
values represent a greater degree of shared representation of the indicators with the
construct. The variance-extracted value for a construct should exceed .50 (Hair et al.,
1998). Table 5.22 identifies the completely standardized loadings, the indicator
reliability, the error variance, the construct reliability, and the variance extracted. All
composite reliabilities for all constructs exceeded the minimally acceptable level as
follows: .71 for the franchisees’ perception of the franchisor’s external environment; .81
for the franchisees’ perception of the franchisor’s entrepreneurial strategy; .72 for the
franchisees’ perception of the franchisor’s mechanistic-organic structure; and .94 for the
franchisees’ perception of the franchisor’s financial performance. The variance-extracted
value also exceeded the recommended level of .50 as follows: .58 for the franchisees’
perception of the franchisor’s external environment; .60 for the franchisees’ perception of
the franchisor’s entrepreneurial strategy; .50 for the franchisees’ perception of the

franchisor’s mechanistic-organic structure; and .75 for the franchisees’ perception of the
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franchisor’s financial performance. These results establish the acceptability of reliability

the study constructs in the confirmatory factor analysis.

Content validity

A scale is valid when it measures what it intends to measure (Zikmund, 1997,
2000). Content validity can be used for measurement development of the interest
construct. The content validity of measurement items is established with a group of
judges (e.g., academics and/or managers) who are knowledgeable about the focal
phenomenon. These experts’ review of the items may maximize the content validity
(DeVellis, 1991). The evidence of content validity is primarily judgmental in nature and
is mostly gathered prior to the actual administration of the instrument (Carmines &
Zeller, 1979; Nunnally, 1978). According to Gable et al. (1990), content validity should
receive the highest priority during the process of instrument development.

Content validity is also concerned with how well the chosen items of a measure
represent the specific domain of a defined construct. It is argued to exist when the content
of a measure covers a representative sample of the content universe of the underlying
theoretical construct (DeVellis, 1991). However, no well-established criteria appear to
exist for assessing the degree to which a measure has attained content validity (Carmines
& Zeller, 1979; Zeller & Carmines, 1980). Content validity has been seen by many
researchers as a judgment-based decision, involving a careful and critical examination of
a measure’s items as they relate to its theoretically specified content domain (Zeller &
Carmines, 1980).

Content validity has typically been established subjectively, through the
examination of a measuring instrument (Nunnally, 1978). If instrument items are viewed
as adequately representing the content domain of the underlying theoretical construct, the
measurement content is viewed as validity. One validates, not a test, but an interpretation
of data arising from a specified procedure (Cronbach, 1970). The distinction is central to
validation. Thus, one validates not the measuring instrument itself, but the measuring
instrument in relation to the purpose with one kind of phenomenon (Carmines & Zeller,

1979).
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As for measurement development, an increasing number of steps in the scale
increases the reliability of a scale (Nunnally, 1978). It is always preferable to construct
too many items rather than too few: inadequate items can always be eliminated
(Carmines & Zeller, 1979). However, it has been found that increasing the number of
steps in a scale beyond seven does not lead to a significant increase in reliability because
it could lead to respondent confusion and irritation (Jeong, 1996). Although no acceptable
range for the index has been established, Jeong (1996) suggested an “approach for a scale
of three items.” For the sake of clarity and conciseness, complex variables, which are
affected by more than one factor or have statistically insignificant loadings, can be
deleted from the measurement model (Hatcher, 1994). CFA identified items with true
value and characteristics of study constructs. Typically, researchers are interested in
constructs rather than items or the scale per se (DeVellis, 1991). Accordingly, the point is
to get reliable and valid items with true value and characteristics explaining the study
constructs, not the number of items in the scale.

In this vein, the content validity of the scales in this study is established due to the
following reasons. First, the researcher used items from the existing scales, indicating
that the panel of experts already used their judgment in rating how relevant each item in
the study constructs was to what it was intended to measure. Second, all items from the
previously established scales were selected through the CFA process for the reliability
and validity of the measurement in the study constructs. Third, the remaining indicators
reflected the meaning of each of the constructs. The relevance of each item can be
evaluated by the item’s clarity and conciseness.

Each item established clarity and conciseness in terms of the characteristics of the
study constructs. There were two items left in the franchisees’ perceptions of the external
environment scale in this study. The external environment scale had three underlying
dimensions: dynamism, hostility, and technological sophistication. The remaining two
items were the following: price war (EEO8) and competition, politics & technology
(EE09). The remaining two items for the external environment scale covered the meaning
of the three dimensions fairly well.

There were three items left in the entrepreneurial strategy scale. This scale had

four dimensions: innovation, proactiveness, risk-taking, and competitive aggressiveness.
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The remaining three items were the following: first to introduce product/service (ES05),
ahead of competition (ES06), and aggressiveness (ES09). The remaining three items for
this scale explained the meaning of innovation, proactiveness, and competitive
aggressiveness out of the four dimensions in the study construct.

There were three items left in the mechanistic-organic structure scale. The
mechanistic-organic  structure had three underlying dimensions: centralization,
specialization, and formalization. The remaining three items were the following:
decision-making (MOS04), adaptation to circumstances (MOS05), and formality
(MOSO06). The remaining three items for mechanistic-organic structure explained the
study construct fairly well. The co-existence of mechanistic and organic structure in the
restaurant franchising arrangement was also reflected in the mean scores of the three
items as follows: 3.68, 3.56, and 2.72, respectively. Thus, these items reflected the effect
of the uniqueness of the franchising structure on a mechanistic-organic structure.

In the financial performance scale, all five original items remained: sales growth
(FPO1), asset growth (FP02), net income growth (FP03), market share growth (FP04),
and overall success (FP0S). Therefore, all remaining items in the overall measurement

model established the content validity.

Construct Validity

To the extent correspondence rules serve to provide empirical significance to
theoretical concepts, the degree of correspondence is closely related to construct validity
(Peter, 1981; Schwab, 1980). Construct validity is concerned with the extent to which a
particular measure relates to other measures consistent with theoretically derived
hypotheses concerning the constructs that are being measured (Carmines & Zeller, 1979).
Two components of construct validity were assessed: unidimensionality of individual
constructs (convergent validity) and discriminant validity between different constructs.

First, unidimensionality is characteristic of a set of indicators that has only one
underlying concept in common. This is similar to reliability. Convergent validity is
consistency in measurement across operationalizations (Hair et al., 1998). Convergent
validity requires that items which measure a construct load on the same factor with

relatively high loadings. Convergent validity can be established when measures of a
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construct highly correlate with measures of similar constructs (Hatcher, 1994, Zikmund,
1997, 2000). Convergent validity is established by the significant loadings of items in the
study scales. It is established when a set of items all represent a single trait and can be
determined through techniques such as confirmatory factor analysis (Bagozzi, 1980).

In this study, convergent validity was assessed by examining the ¢ tests for the
factor loadings of each indicator within the coverage of good-fit indices. If all ¢ tests are
statistically significant, then all indicators are effectively measuring the same construct.
The factor loadings and 7-values are presented in Table 5.22. The results indicated that all
the #-values were significantly different from zero at p <.05. Therefore, the results
provide evidence of convergent validity for constructs in the confirmatory factor analysis.

Second, discriminant validity requires that items purported to measure different
constructs load on different factors which represent those constructs with relatively high
loadings and load on other factors with very low loadings. Discriminant validity can be
supported when measures of a construct weakly correlate with measures of dissimilar
constructs (Zikmund, 1997, 2000). Discriminant validity is particularly important in cases
where those constructs subsequently serve as independent variables in a regression
equation, to minimize multi-collinearity. Discriminant validity was assessed with a chi-
square difference test (Hatcher, 1994; Hair et al., 1998). A chi-square difference test
among constructs was used to see if the chi-square value of the large number of
constructs was significantly different from that of the small number of constructs.

Franchisees’ perception of the franchisor’s entrepreneurial strategy as a single
construct model and the franchisees’ perception of the franchisor’s external environment
and entrepreneurial strategy as a two-construct model were selected to find the
significance of a chi-square difference. The chi-square of the one-construct model was
5.65 with 2 degrees of freedom. The chi-square of the two-construct model was 38.55
with 19 degrees of freedom. The difference in chi-square between two models was 32.90
with 17 degrees of freedom. The critical chi-square value with 17 degrees of freedom was
27.59 at p = .05. Thus, the chi-square difference is significant. The franchisees’
perception of the franchisor’s external environment, entrepreneurial strategy, and
financial performance as a three-construct model were selected to test a significant chi-

square difference with the two-construct model. The chi-square of the two-construct
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model was 38.55 with 19 degrees of freedom. The chi-square of the three-construct
model was 99.64 with 35 degrees of freedom. The difference in chi-square between the
two models was 61.09 with 16 degrees of freedom. The critical chi-square value with 16
degrees of freedom was 26.30 at p = .05. Thus, the chi-square difference is significant.
The overall model was tested for a significant chi-square difference with the three-
construct model. The chi-square of the three-construct model was 99.64 with 35 degrees
of freedom. The chi-square of the overall model was 161.91 with 63 degrees of freedom.
The difference in chi-square between the two models was 62.27 with 28 degrees of
freedom. The critical chi-square value with 28 degrees of freedom was 41.34 at p = .05.
Thus, the chi-square difference is significant. A finding of significant difference indicates
that discriminant validity is established, and the larger number of constructs in the
measurement model showed a significant chi-square difference with the small number of
constructs in the measurement model. The study constructs were viewed as distinct
factors (Anderson & Gerbing, 1988). Therefore, the chi-square difference test in Table
5.23 supports the discriminant validity among the study constructs.

Fornell and Larcker (1981) also suggest that discriminant validity can be assessed
by whether the average variance extracted estimates for two constructs are greater than
the square of the correlation (®?) between them. In this study, the correlation between
entrepreneurial strategy and organizational structure was selected because the correlation
of .66 between them was the highest value (see Table 5.24). The square of this correlation
was .44. The average variance extracted for the franchisees’ perception of the
franchisor’s entrepreneurial strategy and mechanistic-organic structure shown in Table
5.22 was .55. Since the average variance extracted for the franchisees’ perception of the
franchisor’s entrepreneurial strategy and mechanistic-organic structure was larger than
the square of the correlation (phi) of the two constructs, this test also supports the

discriminant validity for constructs in the confirmatory factor analysis.
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Table 5.22. Measurement Scale Properties (n=243)

Constructs and Indicators Completely Indicator Error Composite | Variance
Standardized | Reliability | Variance | Reliability | Extracted
Loadings*
(z-values)

External Environment 71 .58

EEO08: Price war .97 (5.89) .93 .07

EE09: Competition, politics | .46 (6.55) 22 78

& technology

Entrepreneurial Strategy .81 .60

ESO05: First to introduce .87(13.42) | .76 24

product/service

ES06: Ahead of competition | .87 (14.34) | .75 25

ES09: Aggressiveness .53 (7.33) .29 1

Mechanistic-organic

Structure 72 .50

MOSO04: Decision-making 89 (11.91) | .80 20

MOSO05: Adaptation to 72 (10.61) | .52 48

circumstances

MOS06: Formality 37 (5.13) .14 .86

Financial Performance .94 75

FPO1: Sales growth 91 (17.22) | .82 18

FP02: Asset growth .86 (15.90) | .74 26

FP03: Net income growth .89 (16.97) | .80 20

FP04: Market share growth | .80 (14.00) | .64 .36

FP0S: Overall success .86 (15.73) [.73 26

Note: * All t-values were significant at p < .05
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Table S. 23. Chi-square Difference Tests for Discriminant Validity

Model Chi-square Df
1) Entrepreneurial Strategy 5.65 2
2) External Environment ~ Entrepreneurial Strategy 38.55 19
AX® (Model 2 — Model 1) 32.90 17
Critical x> (0=.05) 27.59 17
3) External Environment ~ Entrepreneurial Strategy
Financial Performance 99.64 35
AX® (Model 3 — Model 2) 61.09 16
Critical X* (0=.05) 26.30 16
4) External Environment ~ Entrepreneurial Strategy
Mechanistic-organic Structure « Financial Performance 161.91 63
AX: (Model 4 — Model 3) 62.27 28
Critical X* (0=.05) 41.34 28

Table 5. 24. Correlations among Latent Variables (Phi)

EE ES oS FP
EE 1.00
ES -.07 1.00
MOS -.07 .66 1.00
FP -27 42 .20 1.00

Note: EE: External Environment; ES: Entrepreneurial Strategy; MOS: Mechanistic-
organic Structure; FP: Financial Performance
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Structural Model

The maximum likelihood method was employed in the estimation of this
structural equation model. Maximum likelihood estimation (MLE) is a commonly used
and conservative method that iteratively improves parameter estimates to minimize a
specific fit function (Hair et al., 1998). The structural model is the regression part of the
latent variables. It specifies the links among the unobserved latent variables. It specifies
which latent variables directly or indirectly influence changes in the values of other latent
variables in the model (Byrne, 1998). The original theoretical structural model is

presented in Figure 5.1.

Initial Structural Model

Two initial unconstrained structural models had to be tested because a
nonrecursive relationship between entrepreneurial strategy and mechanistic-organic
structure is in the original theoretical model. Figures 5.2 and 5.3 present completely
standardized path coefficients for the two initial structural models. Although the
relationship between the external environment and financial performance was not
hypothesized, a standardized path coefficient between them was significant in these
structural models. As identified in Table 5.25, goodness-of-fit indices in these two initial
structural models indicated acceptable models (RMSEA=.070; NFI=.91; CFI=.95;
GFI1=.92). The chi-square value of 132.93 with 59 degrees of freedom was statistically
significant at p<.05. Some #-values for path coefficients were not statistically significant
at p<.05 in both initial structural models. A review of the modification indices revealed
no evidence of misfit between the hypothesized model and data in both structural models.

The chi-square of the initial structural model was 132.93 with 59 degrees of
freedom, and the chi-square of the measurement model was 161.91 with 63 degrees of
freedom, as shown in Table 5.25. The chi-square difference between the two models was
28.98 with 4 degrees of freedom, as shown in Table 5.26. A significant difference
between the measurement model and the two initial unconstrained structural models
indicated that the initial structural model was successful in explaining the observed

relationships among the latent variables with less degrees of freedom and less chi-square.
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Figure 5.2. Initial Unconstrained Structural Model (1)
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Figure 5.3. Initial Unconstrained Structural Model (2)
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Revised Structural Model

The revised structural model was estimated for simultaneous structural equations
using statistically significant path coefficients in the two initial structural models (see
Figure 5.4). The goodness-of-fit indices for the revised structural model are presented in
Table 5.25. The chi-square statistic for this revised structural model was 136.59 with 61
degrees of freedom (p<.00). The RAMSEA was .070; the NFI was .91; the CFI was .95;
the GFI was .92. Thus, this revised structural model is acceptable.

It would be helpful to understand the perceived facets of each construct
considered in the structural model. The dynamism, hostility, and technology of the
franchisees’ perception of the franchisor’s external environment (EE8 & 9) are employed
in the model. Innovation, proactiveness, and competitive aggressiveness of the
franchisees’ perception of the franchisor’s entrepreneurial strategy (ESS, 6, & 9) are also
employed in the model, as are the centralization, specialization, and formality of the
franchisees’ perception of the franchisor’s mechanistic-organic structure (MOS4, 5 & 6).
Sales, assets, net income, market share, and overall success of the franchisees’ perception
of the franchisor’s financial performance (FP1, 2, 3, 4, & 5) are considered in this model.
Figure 5.4 identifies these indicators in the revised structural model.

An overall coefficient of determination (RZ) values is the indicator of the amount
of variance in the endogenous variable. They are 35% of the variance in the franchisees’
perception of the franchisor’s entrepreneurial strategy, 23% of the variance in the
franchisees’ perception of the franchisor’s mechanistic-organic structure, and 25% of the
variance in the franchisees’ perception of the franchisor’s financial performance (see
Table 5.25).

Two chi-square difference tests were conducted. The first chi-square difference
tests comparing the revised structural model and measurement model revealed a
significant difference value of 25.32 with 2 df at p=.05 (see Table 5.26). A significant
difference between the revised structural model and the measurement model indicated
that the path represented in the revised model contributed to its explanatory power. Thus,
the revised model was a better model than the measurement model. A second chi-square
difference test between the initial structural model and the revised model was also

conducted. The results revealed a nonsignificant difference value of 3.66 with 2 df at
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p=.05 (see Table 5.26). The difference between the chi-square statistics was

nonsignificant; therefore the revised structural model was accepted as the final model.
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Figure 5.4. A Path Diagram for the Revised Model
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Table 5.25. Goodness-of-Fit for the Models

Model X2 * df | RMSEA | NFI | CFI | GFI
Measurement Model 161.91 63 .075 .89 .93 91
Initial Structural Model 1 132.93 59 .070 91 .95 92
Initial Structural Model 2 132.93 59 .070 91 .95 .92
Revised Structural Model 136.59 61 .070 91 .95 .92

Note: * All chi-square tests were significant at p<.01

R? for the Endogenous Latent Variables

Variables R
Entrepreneurial Strategy .35
Mechanistic-organic Structure 23
Financial Performance 25

Table 5.26. Chi-square Difference Tests for Model Comparison

Model Comparison df Difference | Chi-square Difference
Initial Model vs. Measurement Model 4 28.98%*
Revised Model vs. Measurement Model 2 25.32%*
Initial Model vs. Revised Model 2 3.66

Note: * significant at p<.05
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Hypotheses Testing

The hypotheses were tested on the basis of the revised structural model. The
results of the hypotheses testing are presented in Table 5.27. The revised structural model
specified the direct and indirect effects among the exogenous and endogenous variables.
The franchisees’ perception of the franchisor’s external environment is the exogenous
variable; and the franchisees’ perception of the franchisor’s entrepreneurial strategy,
mechanistic-organic structure, and financial performance are the endogenous variables in

this study.

Hypothesis 1: Restaurant franchisors’ external environment will have a positive
effect on the franchisors’ entrepreneurial strategy from the perspective of
franchisees.

Hypothesis 1 was developed to test the relationship between restaurant
franchisors’ external environment and entrepreneurial strategy from the perception of
franchisees. The result revealed that the standardized path coefficient of -.11 and the ¢-
value of -1.23 in the initial structural model 1 were not significant. The standardized path
coefficient of -.10 and the t-value of -1.26 in the initial structural model 2 were not

significant. Therefore, the results did not support the hypothesis.

Hypothesis 2: Restaurant franchisors’ external environment will have a positive

impact on the franchisors’ mechanistic-organic structure from the perspective of
franchisees.

Hypothesis 2 was developed to test the relationship between restaurant
franchisors’ external environment and the franchisors’ mechanistic-organic structure
from the perspective of franchisees. The result revealed the standardized path coefficient
of .05 and the #-value of .63 in the first unconstrained structural model were not
significant. The standardized path coefficient of -.02 and the #-value of -.17 in the second
unconstrained structural model were not significant. Differently from the hypothesis, a

high level of the franchisor’s external environmental change was not perceived to have a
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direct influence on the franchisors’ mechanistic-organic structure. Therefore, the results

did not support the hypothesis.

Hypothesis 3: Restaurant franchisors’ entrepreneurial strategy will have a positive
effect on the franchisors’ mechanistic-organic structure from the perspective of
franchisees.

Hypothesis 3 tested the relationship between restaurant franchisors’
entrepreneurial strategy and the franchisors’ mechanistic-organic structure from the
perspective of franchisees. The standardized path coefficient of .223 and the #-value of
7.41 were statistically significant in the revised model. Therefore, restaurant franchisors’
entrepreneurial strategy has a significantly positive direct effect on the franchisors’

mechanistic-organic structure from the perspective of franchisees.

Hypothesis 4: Restaurant franchisors’ mechanistic-organic structure will have a
positive effect on the franchisors’ entrepreneurial strategy from the perspective of
franchisees.

Hypothesis 4 tested the relationship between restaurant franchisors’ mechanistic-
organic structure and the franchisors’ entrepreneurial strategy from the perspective of
franchisees. The standardized path coefficient of .447 and the #-value of 6.69 were
statistically significant. Therefore, restaurant franchisors’ mechanistic-organic structure
has a significantly positive direct effect on the franchisors’ entrepreneurial strategy from

the perspective of franchisees.

Hypothesis 5: Restaurant franchisors’ entrepreneurial strategy will have a positive
effect on the franchisors’ financial performance from the perspective of franchisees.

Hypothesis 5 tested the relationship between restaurant franchisors’
entrepreneurial strategy and the franchisors’ financial performance from the perceptions
of franchisees. As indicated by the standardized path coefficient of .328 and the #-value of
3.96, which were significant, the hypothesis was strongly supported by the data.
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Hypothesis 6: Restaurant franchisors’ mechanistic-organic structure will have a
positive effect on the franchisors’ financial performance from the perspective of
franchisees.

Hypothesis 6 tested the relationship between restaurant franchisors’
organizational structure and the franchisors’ financial performance from the perspective
of franchisees. The standardized path coefficient of -.13 and the z-value of -1.25 were not
significant in the initial structural model. Therefore, the results did not support the

hypothesis.

Direct, Indirect, and Total Effects among Latent Variables

The direct effects are the straightforward impact of one variable on another that is
not mediated by any other variable. Indirect effects are influences that are mediated by at
least one other variable. The total effects are the sum of the direct and indirect effects.
Bollen (1989) indicated that the indirect and total effects could answer questions that are
not addressed by the direct effects. Table 5.28 presents the direct, indirect, and total
effects of each construct.

Franchisees’ perception of the franchisor’s entrepreneurial strategy did not
receive any significant indirect effects from the other constructs (indirect effect=.025).
Franchisees’ perception of the franchisor’s mechanistic-organic structure did not receive
any significant indirect effect (indirect effect=.049). Franchisees’ perception of the
franchisor’s financial performance received an indirect effect of .163 with franchisees’
perception of the franchisor’s mechanistic-organic structure. Therefore, these indirect
effects were not significant. This revised structural model did not establish any

significant indirect effects among the study’s latent variables.

Summary

This chapter provides the profile of the sample, the results of the reliable and

valid measurement model, and the structural model with variance extracted, and direct,
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indirect, and total effects among the study constructs. Confirmatory factor analysis was
conducted to test the fit of the measurement model. Structural equation modeling was
conducted to examine the hypotheses provided in the study and to find a final structural
model that fit the data of this study. The analysis supported three out of six hypotheses,
and identified one path between the external environment and financial performance,

which was not hypothesized.
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Table 5.27. Summary of Hypotheses Testing

Hypotheses

Results

H1

Restaurant franchisors’ external environment will have a positive
effect on the franchisors’ entrepreneurial strategy from the
perspective of franchisees.

Not Supported

H2

Restaurant franchisors’ external environment will have a positive
impact on the franchisors’ mechanistic-organic structure from the
perspective of franchisees.

Not Supported

H3

Restaurant franchisors’ entrepreneurial strategy will have a
positive effect on the franchisors’ mechanistic-organic structure
from the perspective of franchisees.

Supported

H4

Restaurant franchisors’ mechanistic-organic structure will have a
positive effect on the franchisors’ entrepreneurial strategy from
the perspective of franchisees.

Supported

HS5

Restaurant franchisors’ entrepreneurial strategy will have a
positive effect on the franchisors’ financial performance from the
perspective of franchisees.

Supported

Hé6

Restaurant franchisors’ mechanistic-organic structure will have a
positive effect on the franchisors’ financial performance from the
perspective of franchisees.

Not Supported
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Table 5.28. Direct, Indirect, and Total Effects among Latent Variables

Effect EE ES MOS
ES DE - - 447
IE - - .049
TE - - 496
MOS DE - 223 -
IE - .025 -
TE - 248 -
FP DE -.376 328 -
IE - .036 163
TE -.376 364 163

Note:

EE = External Environment; ES = Entrepreneurial Strategy; MOS = Mechanistic-organic
Structure; FP = Financial Performance
DE = Direct Effect; IE = Indirect Effect; TE = Total Effect
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CHAPTER VI

DISCUSSION AND CONCLUSION

This study applied entrepreneurship and strategy theory to the restaurant
franchising system. The study explored the equally significant constructs directly and
indirectly influencing restaurant franchisors’ entrepreneurial strategy and financial
performance and the relationships among them from the perspective of franchisees. This
study was designed to develop a theoretical model among the external environment,
entrepreneurial strategy, mechanistic-organic structure, and financial performance of
restaurant franchisors from the perspective of franchisees. This chapter discusses the
major findings, the implications derived from the findings, conclusion, and limitations

and suggestions for future research.

Discussion of the Research Findings

The final structural model illustrates the key findings of the study with respect to
understanding the antecedent and consequences of the entrepreneurial strategy process.
The revised final model is presented in Figure 6.1. It should be emphasized that this
structural model is based on restaurant franchisee’s opinions regarding their franchisors’

entrepreneurial activities. The research findings are as follows:
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Figure 6.1. Revised Final Structural Model
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The Negative Impact of Restaurant Franchisors’ External Environment on Their
Financial Performance from the Franchisees’ Perceptions

The relationship between the external environment and financial performance was
not hypothesized due to a lack of empirical or theoretical literature. This relationship
might lead to the lack of literature because people take this relationship for granted. A
significant negative impact of the external environment in the restaurant franchising
industry on franchisors’ financial performance was established from the franchisees’
opinions. The franchisor’s external environment was perceived to have a strongly
negative influence on their financial performance. Thus, this relationship is a reasonable
finding that franchisors’ external environment is quite significantly perceived to impact

negatively on their financial performance.

The Reciprocal Impact between Restaurant Franchisors’ Entrepreneurial Strategy
and Their Mechanistic-organic Structure from the Perspective of Franchisees

The result revealed that a high level of restaurant franchisors’ entrepreneurial
strategy is perceived to correlate with a high level of their mechanistic-organic structure
from the franchisees’ perceptions, as hypothesized. In other words, a high level of
restaurant franchisors’ entrepreneurial strategy is perceived to correlate with their organic
structure from the franchisees’ perceptions. This mutual relationship between franchisors’
entrepreneurial strategy and mechansitc-organic structure is consistent with the findings
of Covin and Slevin (1991), Hart (1992), Hofer and Schendel (1978), Lumpkin and Dess
(1996, 2001), and Pfeffer and Salancik (1978).

This indicates that restaurant franchisees tend to perceive that high levels of free-
flowing relationship, authority, and communication in the franchising system correlate
with a high level of franchisors’ entrepreneurial strategy. Thus, it is expected for
franchisors to make sure franchisees are highly motivated to stay involved throughout

their entrepreneurial decision-making process.

The Positive Impact of Restaurant Franchisors’ Entrepreneurial Strategy on Their

Financial Performance from the Franchisees’ Perceptions
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Franchisors’ entrepreneurial strategy was perceived to have a direct, positive and
strong influence on their financial performance, as hypothesized. Although
Schollhammer (1982) and Lumpkin and Dess (2001) indicated the effect of
entrepreneurial strategy was an empirical question, the results of this study revealed the
impact of franchisors’ entrepreneurial strategy on their financial performance from the
perspective of franchisees. This positive relationship between them is consistent with the

findings of Dess et al. (1997) and Zahra and Covin (1995).

The Relationships among the External Environment, Entrepreneurial Strategy,
Mechanistic-organic Structure, and Financial Performance of Restaurant
Franchisors from the Perspective of Franchisees

Differently from the hypotheses, restaurant franchisors’ external environment was
not perceived as a positive predictor of their entrepreneurial strategy and mechanistic-
organic structure. In other words, restaurant franchisees perceive that high levels of
franchisors’ external environmental change do not impact their high levels of
entrepreneurial strategy and their mechanistic-organic structure.

However, restaurant franchisees acknowledge that high levels of franchisors’
entrepreneurial strategy impacted by organic structure can reap high levels of profitability

with facets of negative impacts from the external environment in the franchising industry.

Implications of the Research

The results of this study provide theoretical and practical implications regarding
the relationships among restaurant franchisors’ external environment, entrepreneurial
strategy, mechanistic-organic structure, and financial performance from the perceptions
of franchisees.

First, despite the fact that entrepreneurial strategy is considered as an important
factor for the effective functioning of franchising organizations, there have been few
empirical studies of entrepreneurial strategy in restaurant franchising settings. This study

establishes the importance and impact of franchisors’ entrepreneurial strategy related to
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franchisors’ financial performance from the perceptions of franchisees. Restaurant
franchisees perceive that franchisors’ entrepreneurial strategy is essential to the financial
success of restaurant franchisors. Thus, this study provides a basis for restaurant
franchising researchers to further test the relationships between entrepreneurial activities
and financial performance in restaurant franchising areas.

Second, Bradach (1998) states that a franchising organization establishes unit
growth, uniformity, local responsiveness, and system-wide adaptation in two different
arrangements, including company and franchise owned units. Daft (1982) mentions that
there is little evidence that firms are able to accomplish both mechanistic and organic
structure in a single arrangement. However, Bradach (1998) indicates that a franchising
organization has both a mechanistic structure for strategic implementation such as
uniformity and system-wide adaptation, and an organic structure for entrepreneurial
activities such as unit growth and local responsiveness. This research confirms Bradach’s
(1998) belief by establishing strong and positive mutual relationships between
franchisors’ entrepreneurial strategy and mechanistic-organic structure from restaurant
franchisees’ perceptions.

Third, the study boundary could be expanded to other business-format franchising
hospitality organizations. This expansion is based on the characteristics and economic
cycle of the hospitality industry. The hospitality industry is quite fragmented and
homogeneous in terms of the industry economy cycle and characteristics (Olsen et al.,

1992).

Conclusions

The primary purpose of this study was to explore a model that examines the
relationships among the external environment, entrepreneurial strategy, mechanistic-
organic structure and financial performance of restaurant franchisors from the perspective
of franchisees. The study considered the perception of restaurant franchisees viewing the
relationships among franchisor’s external environment, entrepreneurial strategy,

mechanistic-organic structure, and financial performance.
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The final structural model indicated that restaurant franchisees perceive that
franchisors’ entrepreneurial strategy makes a highly positive contribution to franchisors’
financial performance. The external environment is perceived to have a negative impact
on franchisor’s financial performance. Franchisees also perceived that franchisor’s
entrepreneurial strategy and mechanistic-organic structure could have a significantly and
mutually positive impact on each other.

The basic value of understanding entrepreneurial strategy is the prediction of
certain financial outcomes. Entrepreneurial strategy proved to have a very significant
impact on franchisor’s financial performance from the perspective of restaurant
franchisees. However, franchisors’ entrepreneurial strategy was not always perceived to
guarantee financial success because of the negative impact of the external environment in
the restaurant franchising industry on financial performance. Furthermore, restaurant
franchisees perceived the franchisor’s external environment in the industry was unlikely
to contribute to the franchisor’s entrepreneurial strategy or mechanistic-organic structure.

Restaurant franchisees viewed that a high level of franchisors’ entrepreneurial
strategy had a mutual relationship with their organic structure. It is significant in their
perception that their free-flowing relationship, authority, and communication
involvement in the franchisor’s decision-making process establish high levels of
franchisors’ entrepreneurial strategy.

However, franchisors’ mechanistic-organic structure is not necessarily perceived
to influence franchisors’ financial performance positively. The indirect effect of
mechanistic-organic structure on financial performance through entrepreneurial strategy
was not perceived to be significant. This is probably because entrepreneurial strategy and
its implementation are two different issues. Bradach (1998) characterized the franchising
organization as unit growth, uniformity, local responsiveness, and system-wide
adaptation. Entrepreneurial strategy seeking unit growth and local responsiveness might
need organic structure, while implementation relating to uniformity and system-wide
adaptation might require mechanistic, or hierarchical structure.

Much of the strategic management literature has looked at environments and
structure as constraints to strategy (Hofer & Schendel, 1978; Pfeffer & Salancik, 1978).

Environmental information for strategy formation is normally collected, processed, and
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interpreted through organizational structure. Decisions about entrepreneurial strategies
were frequently considered to depend on environmental or structural conditions.

This leads to the idea that restaurant franchisees perceive that franchisors’
entrepreneurial strategy is driven by mechanistic-organic structure in the franchising
system, not by external environmental change in the industry. It is very understandable
for franchisees to perceive this way, because franchisees constantly provide franchisors
with local environmental information through franchising communication and
relationship channels. Restaurant franchisees compete with other restaurants in many
local markets, so that they are knowledgeable about significant changes in the local
environment. Restaurant franchisees might perceive that the local environment is a more
critical issue to franchisors’ entrepreneurial strategy than is the general external
environment in the industry. Thus, they might not think of the external environment in
the industry as important enough to have an influence on entrepreneurial strategy and
mechanistic-organic structure, except on franchisors’ financial performance.

It is very daunting and costly for the franchisor to get a sufficient amount of
knowledge about the environment in local areas without the franchisees’ assistance. It is
recommended that free-flowing relationships, authority, and communication channels
between the franchisor and franchisees be formed to ensure that franchisees’ local
environmental elements are learned in the franchisor’s entrepreneurial decision-making
process.

From the franchisees’ perspective, the franchisor-franchisee relationship is
identified as the most important element that determines the franchisors’ entrepreneurial
strategy, leading to their financial success. Entrepreneurial strategies seeking a high level
of financial performance must be located in a complex network involving numerous

interactions among people in the franchising system.

Limitations and Suggestions for Future Research

This study provides some limitations and suggestions for future research. First,

the restaurant franchising industry is characterized as highly competitive and dynamic.
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High levels of change in the external environment are normally considered to lead to high
levels of entrepreneurial strategy activities. The results of this study do not support such
previous research as the impact of the external environment on entrepreneurial strategy.
This is a unique perspective of franchisees viewing the relationship between franchisors’
external environment and entrepreneurial strategy. Thus, the relationships between the
external environment and entrepreneurial strategy may need further investigation to
confirm these findings in restaurant franchising settings.

Second, the model presented in this study accounts for 25% of variance in the
franchisors’ financial performance from the franchisees’ perceptions. Further studies
might consider many other factors to explain the larger variance in the franchisors’
financial performance.

Third, this study proves that high levels of mechanistic-organic structure are
perceived as particularly important in establishing high levels of the restaurant
franchisor’s entrepreneurial strategy. Restaurant franchising organizations are
characterized as company and franchise-owned units operating in a single organization.
The combination of both company and franchise-owned units in one organization
provides the capability for both to learn from each other (Bradach, 1998). Another good
area to study might be the various relationships among learning organization,
mechanistic-organic structure, and entrepreneurial strategy in the combination of the
restaurant franchisor and franchisee.

Fourth, as noted earlier, Bradach (1998) believes that a franchising organization
has both a mechanistic structure for strategic implementation such as uniformity and
system-wide adaptation and an organic structure for entrepreneurial activities such as unit
growth and local responsiveness. The relationship study between mechanistic structure
for uniformity and system-wide adaptation and organic structure for unit growth and local
responsiveness has never been empirically tested in restaurant franchising settings. This

might be a good topic for future research.
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October 10, 2001

Dear Participant:

I am a graduate student working on my dissertation research. My research is
designed to improve my understanding of restaurant franchising industry, and restaurant
franchisor’s entrepreneurial strategy, business structure, and financial performance. Part
of the attached survey deals with general restaurant franchising industry, and another
portion of the survey deals with your restaurant franchisor. Thus, if you own several
restaurant franchises, please focus on the one identified on the envelope.

This survey is given to a few randomly selected individuals representing
restaurant franchisees. Your response and participation are very important to this study
and completion of my degree.

There are no right or wrong answers in this survey. Only your personal opinion is
considered in this study. You will remain completely anonymous. All of your answers

will be kept strictly confidential and will be used in combined statistical form.

Please read carefully the direction at the beginning of each part, and answer all
the questions as accurately as possible. Your prompt response will be greatly appreciated!

Thank you for your time and cooperation!

Sincerely,

Hoon-Ku Sul
Ph.D. Candidate
Virginia Tech
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Section I. Please answer the following questions with reference to the general restaurant
franchising industry. Please circle one number in each statement using the following scale.

1=Strongly Disagree 4=Slightly Agree
2=Moderately Disagree 5=Moderately Agree
3=Slightly Disagree 6=Strongly Agree
Dynamism

1. Restaurant franchising firms had to change their marketing practices
frequently to keep up with the market and competitors ................... 1 23 45

2. The rate at which products and services are becoming obsolete is very

slow in the franchising industry ...............cooiiiiiiiiiiiiiiieee 1 234
3. Actions of competitors are quite easy to predict ..................oeeeninn. 1 2 3 4
4. Consumer demands and tastes are easy to forecast ................c......... 1 23 4

5. The production/service technology is well established and is not
subject to very much change .............cooooiiiiiiiii 1 23 4

Hostility

6. Situations in the industry are very risky, and a false step can mean
franchisors’ Undoing ..........ooviviiiiiiiii i e, 1 2345

7. Attractive investment and market opportunities are scarce in the
franchising INAUSEIY .....oviiii i e e e 1 2345

8. Severe price wars and low profit margins are characteristics of the
franchising indUStTY ........o.oiiiii e 1 2345

9. It is a very dominating environment in which franchisors’ initiatives
count for very little against the tremendous competitive, political, or
technological fOrces ........oovviiiiiiiii 1 2345

Technological Sophistication

10. Technologically, it is a very sophisticated and complex industry
3180 (0101012 31 P 1 2345

11. It is an extremely R&D (research and development) oriented industry
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Section II. Please complete the following scales that ask your opinion based on your experience
with your current franchisor.

1=Strongly Disagree 4=Slightly Agree
2=Moderately Disagree S5=Moderately Agree
3=Slightly Disagree 6=Strongly Agree
Innovation

1. The management of my franchisor favor a strong emphasis on R & D,
technological leadership, and innovation .................cccoveiiiiiinnnn.... 1 23456

2. My franchisor has marketed no new products or services in the past 5

L2 - N 1 23456
3. Changes in products or services have been mostly of a minor nature in

the PASE S YEAIS 1.uiieti it 1 23456
Proactiveness

4. In dealing with its competitors, my franchisor typically initiates
actions that competitors then respond to .............cevvviiiiininennnnns 1 23456

5. My franchisor is very often the first to introduce new products
and services, administrative technologies, €tc ...............cevvveeeinnnnnn 1 23456

6. The management of my franchisor have a strong tendency to be ahead
of other competitors in introducing novel ideas and products .............. 1 23456

Risk-taking

7. The management of my franchisor exhibit a strong tendency for
high-risk projects with chances of very high returns ........................ 1 23456

Competitive Aggressiveness

8. In dealing with its competitors, my franchisor typically seeks to avoid
competitive clashes ...........oooiiiiiiiii i 1 23456

9. My franchisor is very aggressive and intensely competitive ............... 1 23456

10. Because of the nature of the environment, the management of my
franchisor believe that bold and wide-ranging acts are necessary to
achieve their 0bJECtIVES .....uiviiiit i e 1 23456

11. When confronted with decision-making situations involving
uncertainty, my franchisor typically adopts a bold, aggressive posture
in order to maximize the probability of exploiting potential
0] 0] 01011110813 1 1 23456
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Section III. To the best of your knowledge, please respond to the following items concerning
your franchisor’s business structure.

1=Strongly Disagree 4=Slightly Agree
2=Moderately Disagree 5=Moderately Agree
3=Slightly Disagree 6=Strongly Agree

1. There are highly structured channels of communications in the entire
franchiSe SYSteIM ......o.oieiii i, 1 2345

2. There is a highly restricted access to important financial and operating
information in the entire franchise system ..................cooceiiiiiinininn, 1 2345

3. The operating style of my franchisor allows a range from the very
formal to the very informal .....................oo 1 2345

4. There is a strong emphasis on receiving input in decision-making at all
LEVELS ..ot 1 23 45

5. There is a strong emphasis on adapting freely to changing
CITCUIMSEATICES .. et eteneetee et et e et et et et ettt e et e et e e e 1 2345

6. There is a strong emphasis on getting things done even if it means
disregarding formal procedures .............coeiiiiiiiiiiiiiiii e, 1 2345

7. There is loose, informal control, and heavy dependence on informal
relationships and norms of cooperation for getting work done ........... 1 2345

8. There is a strong emphasis on getting line and staff personnel to adhere
closely to formal job descriptions ...........cccevvveiiiiniiriineeiennenn, 1 2345
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Section IV. To the best of your knowledge, please circle the number, which you feel best
estimates how vour franchisor’s corporation compares to industry competitors in your
restaurant type.

Lowest 20%  Lower 20% Middle 20% Next 20% Top 20%
@ (2) 3) “) &)

1. Restaurant unit total sales growth in dollar amount (AVERAGE over the
O A B ) N 1 234

2. Restaurant unit total assets growth in dollar amount (AVERAGE over the
0T A B ) 1 234

3. Restaurant unit net income growth in dollar amount (AVERAGE over the
O A B T ) I 1 234

4. Restaurant unit market share growth (AVERAGE over the past 3 years) .... 1 2 3 4

5. Overall restaurant unit performance and success (AVERAGE over the past
521 1)) IS 1 23 4
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Section V. Demographics

1. Are you: Male Female

2. Which ethnic group do you belong to?
Caucasian African American Hispanic Asian
Pacific Islander Others: Specify

3. Please specify your year of birth. 19

4. What type of restaurant do you have?

__Burgers  Sandwich _ Seafood  Steak  Chicken  Italian _ Mexican
__Ice Cream/Dessert __ Cafeteria/Buffet  Family _ Casual Dining

_ Others: Specify

5. How long have you been in the relationship with your current franchisor?
_year(s) month(s)

6. What is your satisfaction level in the relationship between you and your current franchisor?
__Very Satisfied _ Satisfied Somewhat Satisfied _ Dissatisfied  Very Dissatisfied

7. Do you intend to stay with your current franchisor when you need to renew your contract?
Yes No Undecided

Please go back and check for any missing answers.
We really appreciate your time and effort in filling out this questionnaire.

If you would like a copy of the study results, please list your mailing address or attach your
business card.

Address:
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Dear Restaurant Franchisee:

Recently a questionnaire seeking our understanding of restaurant franchising industry,
and restaurant franchisor’s entrepreneurial strategy, structure, and financial performance
from your perspective was mailed to you.

If you have already completed and returned the questionnaire, please accept my sincere
thanks. If you have not completed and returned the survey, please do so today. This
survey is being administered to a random sample of the restaurant franchisees, so it is
essential that your response be included if the results are to represent restaurant
franchising industry and your perceptions.

Your responses are vital for my study.

Thank you for your cooperation.

Hoon-Ku Sul
Ph.D. Candidate
Virginia Tech
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EE1 | EE2 | EE3 | EE4 | EES | EE6 | EE7 | EE8 | EE9 EEI0 | EEII
EE1 1.000
EE2 -.032 | 1.000
EE3 012 | .211 | 1.000
EE4 -.001 | .096 | .465 | 1.000
EES5 011 | .320 | .306 |.154 | 1.000
EE6 286 | .102 | -.084 | -.070 | .148 | 1.000
EE7 JA83 | .119 | .044 | .133 |.277 |.290 | 1.000
EES 229 | .060 |-.010 | .047 |.096 | .441 | .450 | 1.000
EE9 211 | 173 | 195 | 206 | .250 | .254 | .420 | .433 | 1.000
EEI0 J122 | -.167 | -.015 | .170 |-.013 | .220 |.178 |.211 | .283 1.000
EEI1 047 |.032 |.054 |-.035 |.073 |.127 |-.032 | .012 |.030 341 1.000
ES1 .022 | -.033 | -.108 | -.089 | .017 |.072 |-.112 |.030 |-.119 205 S77
ES2 056 |.114 | .138 |.140 |.157 |.034 |.110 | -.002 | .140 -.005 -.033
ES3 070 | .200 |.178 |.153 |.194 |.015 |.220 |.155 |.107 -.130 -.214
ES4 Jd11 | -.007 | .148 | .086 |.061 |.107 |-.011 |.029 | -.141 -.001 198
ES5 133 | -109 | .120 |.016 |.036 |.003 |-.057 |-.018 | -.145 120 253
ES6 .074 | -.016 |.101 |-.031 |.117 |-.019 | -.073 | -.063 | -.018 .106 306
ES7 -.002 | -.060 | -.015 |.077 |-.013 | -.007 | -.001 | .037 | .179 078 .049
ES8 041 | .087 |.007 |.031 |.151 |.049 |.086 |.012 | .120 -.037 017
ES9 135 | -.136 | -.067 | -.044 | -.098 | .088 | -.008 | .051 | -.081 173 215
ES10 182 | -.156 | -.174 | -.028 | -.095 | .217 | -.018 | .087 | .033 277 265
ES11 .084 | -.157 | -.091 | .074 |-.106 | .076 |.021 |.186 | .133 327 217
MOS1 |.046 |-.080 | -.073 |.018 |-.083 |.097 |-102 | -.004 | -.024 .089 .036
MOS2 | -.051 |.061 |.060 |.024 |.127 |.012 |.119 |.055 |.250 132 132
MOS3 |-.168 |.059 |.072 |.012 |-.133 |.034 |.007 |-.057 |-.016 -.020 -.079
MOS4 | .027 | -.024 | .003 | -.071 | -.001 | .016 |.050 | -.032 |.017 182 223
MOS5 |.022 | -.039 |-.017 | -.058 | .040 |-.019 | -.103 | -.065 | -.041 055 291
MOS6 |.103 | -.059 |.118 |.176 |.091 |.036 |.030 |.006 | .115 .104 .000
MOS7 |-.038 |.052 |.207 |.110 |.164 |.032 |.143 |.109 |.239 072 048
MOS8 |.035 |.052 |-.068 |.018 |-.064 |-.098 | -.042 |.031 |-.016 .051 208
FP1 012 |-.030 | -.011 | .028 |.049 | -.085 | -.103 | -.176 | -.301 -.005 198
FP2 043 | .005 | -.045 |.026 |.003 |-.094 |-.039 |-121 |-.248 -.001 203
FP3 -067 | .007 |.019 |.134 |-.078 | -.269 |-.002 |-.253 | -.280 014 120
FP4 -016 | .059 |.051 |.063 |.054 | -.099 |-.110 |-.199 | -.196 -.044 157
FP5 -.049 | .024 | -.020 | .045 |-.003 |-.153 |-.076 |-.213 | -.216 -.026 172
SD 1.20 (131 |1.24 |1.26 |1.27 |142 |143 |1.55 |1.38 1.37 1.38
Mean 496 |3.44 |3.72 (340 |294 |390 |3.09 |3.89 |3.21 3.31 4.18
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ES1 | ES2 | ES3 | ES4 | ESS | ES6 |ES7 | ES8 |ES9 |ESIO |ESII
ESI 1.000
ES2 -153 | 1.000
ES3 -303 | .399 | 1.000
ES4 188 | -.048 | -.051 | 1.000
ESS5 411 | -.091 | -.239 | .320 | 1.000
ES6 465 | -.088 | -.223 |.196 | .696 | 1.000
ES7 130 | .012 | -.086 |-.003 | .039 |.143 | 1.000
ES8 -023 | .123 | .102 | -.055 | .084 |.092 |.158 | 1.000
ES9 324 | -119 | -.086 | .258 | .410 |.360 |.171 |-.177 | 1.000
ES10 351 | -.026 | -133 |.038 |.274 |.251 |.199 |-.005 | .431 | 1.000
ES11 341 | -.020 | -.230 | .019 | .315 |.343 |.278 |-.042 | .358 | .603 1.000
MOSI 167 | -.058 | -.196 | .100 | .327 |.281 |-.018 |.116 |.114 | .165 190
MOS2 -.036 | .078 |.106 |-.121 |-.094 |-.112 |.148 |-.068 | .001 | .068 054
MOS3 -.088 | -.042 | -.152 | .102 | -.045 | .014 |-.056 | -.058 | -.017 | .031 104
MOS4 378 | .023 | -.166 | .207 | .374 | 472 |.050 |.035 |.317 |.127 275
MOSS5 312 | .017 | -163 |.161 |.326 |.361 |.113 |.040 |.226 | .229 350
MOS6 .080 |.127 |-.003 |.109 |.144 |.118 |.222 |-.011 |.114 | .184 206
MOS7 035 |.165 | .143 | -.002 | .003 |.036 |.309 |.087 |-.126 |.053 .081
MOS8 237 | -.011 | -.095 | .024 |.204 |.279 |.168 |.184 |.196 | .103 .098
FP1 154 | -118 | -.037 | .238 |.212 | .226 |-.062 |-.100 | .267 |.077 019
FP2 207 | -149 | -110 | .266 |.265 |.259 |-.052 |-.130 |.311 |.072 142
FP3 120 | -.118 | .007 |.155 |.228 |.250 |-.003 |-.119 | .244 | -.006 -.002
FP4 183 | -.104 | .002 |.192 |.165 |.244 |.053 |-.039 |.207 |.041 042
FP5 183 | -.124 | -.077 | .180 | .245 | .324 |.004 |-.014 | .248 | -.049 -.007
SD 141 | 145 |1.61 |1.44 |133 |147 |139 |1.50 |1.35 |1.29 1.26
Mean 433 |1.66 |243 |381 |4.03 |4.03 |2.62 |3.21 |424 |3.69 3.66
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MOSI1 MOS2 | MOS3 | MOS4 | MOS5 | MOS6 | MOS7 | MOS8 | FPI
MOS1 | 1.000
MOS2 | -.008 1.000
MOS3 | .257 077 1.000
MOS4 | .335 -.162 199 1.000
MOS5 | .220 -.013 210 579 1.000
MOS6 | .159 173 209 263 334 1.000
MOS7 | -.137 191 .080 027 124 434 1.000
MOS8 | .135 115 .020 210 140 -.049 026 1.000
FP1 -.008 -.018 -.018 095 123 -.048 -.041 .098 1.000
FP2 027 012 059 127 .093 012 -.069 114 784
FP3 -.024 -.033 .001 095 .046 -.051 -.015 131 773
FP4 -.049 -.040 -.070 -.025 014 -.106 009 .166 661
FP5 029 -.054 -.014 140 .160 -.079 -.046 141 716
SD 1.29 1.46 1.45 1.57 1.43 1.42 1.49 1.31 1.14
Mean 4.51 3.61 3.96 3.68 3.56 2.72 2.65 4.33 3.99
FP2 | FP3 | FP4 | FP5
FP2 1.000
FP3 711 | 1.000
FP4 .680 | .658 | 1.000
FP5 658 | .771 | .676 | 1.000
SD 1.15 | 1.15 | 1.09 | .97
Mean |3.75 |3.76 |3.87 | 4.06
Note:

EE: External Environment
ES: Entrepreneurial Strategy
MOS: Mechanistic-organic Structure
FP: Financial Performance
SD: Standard Deviation
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