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Abstract
Drawing on agency theory and transaction cost analysis, this study investigates the impact of refranchising and buybacks of 
downstream retail units by franchising firms on shareholder value (i.e., stock returns). It further evaluates the contingency 
role of firm and industry factors in shaping this impact. An event study analysis over the years 2001–2020 confirms that both 
refranchising and buybacks positively affect stock returns. However, notable impact differences emerge between the two 
types of strategic decisions. For refranchising, firms with lower royalty rates, smaller returns-on-assets (ROA), and higher 
trade credit provided generate higher stock returns. Whereas, for buybacks, firms with higher royalty rates derive more value 
in stock markets. Analysis further shows that investors judge refranchising (buybacks) less (more) favorably in munificent 
industries, but industry dynamism has no effect on the stock returns generated from these moves. Together, the study offers 
important implications for franchising theory and retail practice in marketing.

Keywords  Franchising · Agency theory · Transaction cost analysis · Marketing-finance interface · Event study

Franchising is an important distribution strategy for firms 
across industries. In the United States alone, franchising has 
contributed $787.7 billion in economic output and employed 
close to 8.2 million people in 2021 (Niu, 2022). In response 
to evolving market conditions, firms operating with franchise 
systems must periodically make strategic decisions regarding 
structure of their downstream retail channels (e.g., Hsu et al., 
2017). In particular, recognizing that a well-designed franchis-
ing system is a driver of competitive advantage (e.g., Palmatier 
et al., 2020), managers have to decide whether to decrease or 

increase the proportion of company-owned to franchised units 
through refranchising or buybacks1 of retail stores (Srinivasan, 
2006). For example, in the past few years, McDonald’s has 
announced increases in the share of franchised units by refran-
chising several of its company-owned and operated restaurants 
(Forbes, 2018), while Applebee’s has announced buybacks of 
some of its restaurants from franchisees to operate as company-
operated units (Restaurant Business, 2018).

Although firms use franchising as an organizational form 
in retailing, the shareholder implications of discrete strate-
gic moves that alter the degree of reliance on franchisees in 
retail channels have received limited attention from market-
ing scholars. Notably, some scholars have articulated the 
managerial benefits of having the right mix of franchised 
and company-owned retail units (e.g., Lafontaine & Kauf-
mann, 1994) and others have linked strategy relying on both 
franchisee and company-owned downstream retail units to 
financial metrics of firms (e.g., Srinivasan, 2006). Further, 
recent work has documented the financial implications of 
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1  We define refranchising as a change in franchising structure, where 
a firm increases its share of franchised stores by selling its company 
owned units to franchisees, while keeping its distribution cover-
age constant. In contrast, a buyback represents a change in franchis-
ing structure, where a firm buys back previously franchised units to 
increase its share of company owned outlets, while its keeping distri-
bution coverage constant.
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changes to franchising structure for firms (Hsu et al., 2017). 
Despite the important contributions provided by these stud-
ies, investigations disentangling the shareholder effects of 
the two types of franchising structure change decisions (i.e., 
refranchising and buybacks) that determine the proportion of 
franchising to company owned retail units, and the boundary 
conditions that differentially bear upon these shareholder 
effects, remain to be conducted (see Table 1). Given the 
financial and strategic significance of franchising systems, 
we submit that this is an important gap and take a step to 
bridge it in this study (see Fig. 1). Specifically, we ask the 
following questions:

a)	 Do refranchising and buyback announcements of exist-
ing downstream retail units by franchising firms affect 
their shareholder value?

b)	 What moderating influence do firm and industry level 
factors have on these focal effects?

To inform our inquiry, we theoretically draw on agency 
theory and transaction cost analysis (TCA)—two key pillars of 
the efficient contracting perspective on the organization of eco-
nomic activity (Combs & Ketchen, 1999; Mahoney, 1992; Wil-
liamson, 1985) (see Fig. 1). Our approach is in line with extant 
literature, which has called upon agency theory (e.g., Lafon-
taine, 1992) and TCA (e.g., Minkler & Park, 1994) to under-
stand franchising (Combs et al., 2011; Dnes, 1996). In particu-
lar, deriving from these theories, we illustrate how refranchising 
and buybacks entail advantages and disadvantages for firms, 
which can affect prospective cash flows to reflect in the firms’ 
shareholder value (e.g., Srivastava et al., 1998).

While evaluating the shareholder effects of refranchis-
ing and buybacks, we recognize the importance of evaluat-
ing contingency factors influencing these effects (e.g., Hsu 
et al., 2017; Srinivasan, 2006). Agency theory underscores 
information asymmetry, incentive misalignment, and envi-
ronmental uncertainty as three major forces governing prin-
cipal-agent relationships, such as those between franchising 
firms and franchisees (e.g., Bergen et al., 1992). Similarly, 
TCA highlights the behavioral and environmental uncertain-
ties associated with working with channel partners (such as 
franchisees) and company owned units, which can adversely 
affect firm performance (e.g., Rindfleisch & Heide, 1997). 
Building on these observations, we evaluate royalty rate, 
advertising intensity, returns-on-assets (ROA), and trade 
credit provided by franchising firms as firm-level modera-
tors in our framework.

Royalty rate and advertising intensity reflect the qual-
ity of resources of franchising firms and the emphasis 
placed by the firms on appropriating value generated from 
the resources (Combs & Ketchen, 2003; Mizik & Jacob-
son, 2003). Agency theory indicates that these factors are 
likely to affect the incentive misalignment between channel 

partners and expose franchising firms to moral hazard and 
free riding by franchisees (Combs & Ketchen, 2003; Lafon-
taine, 1992; Michael, 1999), moderating the shareholder 
returns from franchising structure changes made by the 
firms. In contrast, ROA and trade credit provided reflect the 
ability of firms to utilize their current assets (Homburg et al., 
2014; Srinivasan, 2006) and the quality of their relationships 
with channel partners (e.g., Astvansh & Jindal, 2022; Fren-
nea et al., 2019), respectively. Based on TCA, these factors 
can regulate some of the behavioral uncertainties associated 
with franchisees, affecting stock returns from franchising 
decisions made by firms.

Additionally, previous studies analyzing abnormal stock 
returns to channel related announcements have underscored 
the importance of looking at boundary conditions across 
both firm and industry levels (e.g., Geyskens et al., 2002; 
Homburg et al., 2014). Therefore, we also consider the mod-
erating effects of two industry-level factors (e.g., Feng et al., 
2017) – industry munificence and dynamism – in our study. 
Our focus on these factors is again guided by agency theory 
and TCA, which detail the role of environmental uncertainty 
in shaping agency and transaction costs of working with 
channel partners and internal employees.

We assess the hypothesized relationships with data col-
lected from multiple archival sources of information. A 
sample of 205 announcements (with 125 refranchising and 
80 buyback announcements) made by publicly traded firms 
across multiple industries in the United States over the years 
2001–2020 provide the empirical context for our analysis. 
We employ the event study methodology to estimate the 
effects of refranchising and buyback announcements on 
abnormal stock returns of firms. This methodology captures 
stock market impact of unexpected announcements made 
by firms, while minimizing endogeneity concerns (Sorescu 
et al., 2017). Further, we recognize that refranchising and 
buybacks constitute opposing franchising strategies in terms 
of governance structures. As such, we follow previous 
research in marketing for analyzing strategic decisions that 
reflect opposite strategic pathways for firms (Wiles et al., 
2012), to separately analyze moderating effects of firm and 
industry level factors on the stock market consequences of 
refranchising and buyback announcements.

Our results confirm that both refranchising and buyback 
announcements by firms enhance shareholder value. Fur-
ther, an examination of firm level factors reveals that firms 
that have lower royalty rates, earn lower ROA, and provide 
higher trade credit to downstream channel partners derive 
more value in the stock markets from refranchising. On the 
other hand, firms with higher royalty rates are observed to 
earn greater value for shareholders from buybacks. Our 
results also show that refranchising/buybacks create less/
more shareholder value in munificent industries; while, 
industry dynamism is observed to have no effect.
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Our work contributes to both marketing theory and retail-
ing practice in multiple ways. We are the first to document 
that changes in the franchising system through both refran-
chising and buybacks of downstream retail units create value 
for shareholders in the financial markets (see Table 1). There 
has been an intense debate among scholars regarding the 
extent to which retail firms should rely on franchising over 
time (e.g., Lafontaine & Kaufmann, 1994). Some have main-
tained that franchisors benefit from increasing the proportion 
of company owned and operated outlets over time (e.g., Dant 
& Kaufmann, 2003; Oxenfeldt & Kelly, 1968). In contrast, 
others have pointed to the synergistic effects of having both 
company and franchisee owned retail outlets for firms (e.g., 
Bradach, 1997; Srinivasan, 2006), and have investigated if 
there is a steady state level of franchising for retail firms 
(Lafontaine & Shaw, 2005). We take the efficient contract-
ing perspective to theoretically illustrate the advantages and 
disadvantages of refranchising and buybacks, two seemingly 
opposite distribution strategies, for franchising firms and 
confirm that financial markets reward firms for both deci-
sions. As such, our findings underscore that no one form of 
franchise system is superior, and markets reward firms that 
are willing to make efficiency-driven adjustments to their 
distribution structures.

Furthermore, the few studies that have examined franchis-
ing strategy and firm value (Hsu et al., 2017; Srinivasan, 
2006), have not separated buybacks and refranchising (see 
Table 1). Doing so allows us to offer a nuanced perspec-
tive on (and an enhanced understanding of) the firm and 
industry level conditions affecting the franchising levels/
shareholder value relationship. Specifically, managers of 
franchising firms with high royalty rates and those operat-
ing in munificent industries can infer that they are likely 
to generate lower (higher) stock returns from refranchising 
(buybacks). Further, managers who are already delivering 

high ROA are advised to take their refranchising decisions 
with more deliberation, as they are likely to create lower 
stock returns from such moves. Finally, firms investing more 
in downstream relationships, as reflected in higher trade 
credit provided by them to partners, are likely to benefit 
shareholders more if they refranchise. To our knowledge, 
we are the first to offer these insights across buybacks and 
refranchising, providing theory and practice implications not 
available in extant marketing strategy research in general, 
and franchising research in particular.

Conceptual framework

In evaluating the financial consequences of franchising, 
scholars have drawn on two key pillars of the efficient con-
tracting perspective—agency theory and transaction cost 
analysis (TCA) (e.g., Dahlstrom & Nygaard, 1999; Hsu 
et al., 2017).2 Both agency theory and TCA illuminate the 
downsides and benefits of different governance structures 
for firms. Since franchising decisions (i.e., refranchising and 
buybacks) change the extent of hierarchical vs. market-based 
governance utilized by firms in their retail channels, the two 
theories are useful in guiding which franchising structures 
are more efficient for firms and under what conditions.

Agency theory recognizes post-contractual problems for 
firms (i.e., principals) in working with agents (e.g., Ber-
gen et al., 1992). Specifically, Bergen et al. (1992; p. 3–4) 
identify three elements of agency theory that can influence 

Fig. 1   Theoretical framework
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focus on business format franchising, where firms license their brand 
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(Lafontaine, 1992).
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the performance of principals. First, agents are driven by 
self-interest and that this incentive misalignment can induce 
them to work towards maximizing their own welfare, with 
limited regard to interests of the principals. This assumption 
underscores the risk of moral hazard (with agents potentially 
freeriding on the effort and resources of principals), which 
can detract from the principals’ performance. Second, there 
is information asymmetry between principals and agents, 
which exacerbates moral hazard by affording self-interested 
agents the possibility to shirk their responsibilities and hurt 
the principals. Third, environmental uncertainty makes it 
difficult for principals to effectively govern their relation-
ships with agents.

TCA aligns with agency theory in underscoring the dif-
ferent behavioral and environmental uncertainties faced by 
firms when making transactions (Rindfleisch & Heide, 1997; 
Williamson, 1985). In particular, TCA highlights that firms 
face governance problems related to (a) uncertain behaviors 
of partners and (b) uncertainties induced by the environ-
ment in which firms operate (Rindfleisch & Heide, 1997; 
p. 46). TCA then points out that, to deal with these govern-
ance issues, firms need to implement communication and 
coordination efforts with partners and find ways to adjust to 
changes in the environment, with all these efforts entailing 
transaction costs that detract from firm performance (Rind-
fleisch & Heide, 1997).

Although agency theory and TCA highlight downsides, 
they also underscore gains that accrue to firms from dealing 
with outside partners and internal employees (which we list 
in detail below in arguing the hypotheses). Together, the 
two theories provide a useful lens through which to evaluate 
the shareholder value (i.e., stock returns) consequences of 
refranchising and buyback decisions of firms.

Shareholder value of refranchising and buybacks

Regarding the advantages of franchising, agency theory and 
TCA highlight efficiency-related benefits that accrue to fran-
chisors from the unique skills, competencies, outlet specific 
know-how, and local market knowledge of the franchisees 
(e.g., Heide, 1994; Windsperger & Dant, 2006). Together, 
these benefits add to the internal knowledge base of fran-
chisors (Sorenson & Sørenson, 2001) and can help them to 
innovate (Bradach, 1997). Additionally, franchising provides 
strategic options to managers, where they can terminate 
existing partnerships and align with new franchisees based 
on changing market conditions (Balakrishnan & Werner-
felt, 1986)—often at lower transactional costs than if they 
attempted to manage these changes within the boundaries 
of their firms. Such strategic options can be a source of 
competitive advantage, as they allow franchising firms to 
better manage distributional challenges and nimbly respond 
to market needs (Palmatier et al., 2020). Together, these 

observations suggest that refranchising can enhance future 
cash flows of franchisors, adding to their shareholder value.

Despite these benefits, firms can also face significant 
headwinds with greater reliance on franchisees. Specifi-
cally, agency theory alerts that franchisors face the risks of 
franchisees unfairly exploiting their assets such as brands 
and business format expertise due to information asym-
metries and incentive misalignment (Bergen et al., 1992; 
Combs et al., 2011). To protect against the possibility of 
unfair exploitation of franchisor market-based assets (and 
the resulting reduction of future cash flows) due to horizon-
tal and/or vertical free riding by franchisees (Mathewson & 
Winter, 1985), franchisors need to incur the coordination 
costs of monitoring franchisees on an ongoing basis (e.g., 
Agrawal & Lal, 1995). Aligned with this, TCA indicates that 
to manage the behavioral uncertainties associated with fran-
chisees, franchisors would need to undertake coordination 
and communication efforts that can increase their transaction 
costs (e.g., Rindfleisch & Heide, 1997), reducing their future 
cash flows and lowering shareholder value.

One solution to these problems can be to realize the coor-
dination benefits of fiat from an increased reliance on hier-
archical governance (Williamson, 1985) through buybacks 
of downstream retail units. Greater reliance on company-
operated stores allows franchisors to increase bargaining 
power to manage franchisees more cost effectively (Bra-
dach, 1997; Michael, 2000). It also enables franchisors to 
have direct interaction with customers at a larger number of 
locations. This should lead to superior customer knowledge 
for firms, allowing them to offer better customer experi-
ences to positively affect financial performance. However, 
it is also worth noting that store buybacks can be expensive, 
placing downward pressures on future cash flows of firms. 
Additionally, agency theory argues that franchisors can have 
agency issues with internal agents, i.e., managers of com-
pany owned stores, with these agents not performing their 
roles adequately (e.g., Brickley & Dark, 1987; Norton, 1988; 
Rubin, 1978). This can necessitate firms to place efforts in 
monitoring employees and providing higher performance-
based incentives to them, which can dampen their prospec-
tive cash flows.

In summary, there are arguments both in favor and against 
whether firms should have higher or lower levels of franchis-
ing in the retail chain. We contend that, ultimately, the right 
level of franchising for firms would be where distribution 
channel governance structures are appropriately aligned 
with agency issues and transactional costs dimensions. The 
“Darwinian economics” rationale advanced by Anderson 
(1988) holds that competitive market forces compel firms to 
select strategies that approximate optimal behavior. Indeed, 
previous research provides evidence that financial markets 
are supportive of the Darwinian rationale by showing that 
investors reward firms for both brand acquisitions and brand 
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disposals based on the context (Wiles et al., 2012). With 
respect to retail channels, firms would similarly benefit from 
adjusting their franchising levels at discrete intervals through 
refranchising or buybacks based on their unique conditions. 
Since investors understand that distribution channels are 
market-based assets with financial value (Srivastava et al., 
1998) and that firms adjust channel structures infrequently, 
they would likely reward firms for both these franchising 
level changes. Together, we posit:

H1a  Announcements of refranchising have a positive effect 
        on stock returns of franchising firms.

H1b  Announcements of buybacks have a positive effect on  
         stock returns of franchising firms

Forces governing shareholder value of refranchising 
and buybacks

Following previous research, we contend that factors across 
firm and industry levels would present boundary conditions 
(e.g., Geyskens et al., 2002) for the impact of refranchising 
and buybacks on stock returns. With respect to firm-level 
factors, we first derive from agency theory to focus on roy-
alty rate and advertising intensity of franchising firms as 
firm level moderators. Next, using the TCA lens, we outline 
the role of ROA and trade credit provided in shaping the 
stock returns to franchising structure change announcements 
made by firms.

Firm‑level factor: Royalty rate

Extant literature suggests that the royalty rate paid by 
franchisees reflects the brand value of the franchisors and 
the quality of inputs and services provided by them to the 
franchisees (Combs & Ketchen, 2003; Lafontaine, 1992). 
Agency theory would predict that franchisors that provide 
access to valuable brands and offer higher value-added ser-
vices to their retail units are likely to face greater risks of 
free-riding and moral hazard by franchisees (e.g., Norton, 
1988; Rubin, 1978). As brands are key strategic resources 
for firms, any actions that dilute them are likely to lower 
future cash flows of the firms (e.g., Wiles et al., 2012). 
Additionally, inputs and services offered to franchisees 
entail costs and if franchisees do not perform as expected, 
the franchising firms face the risks of not recouping these 
investments. Franchisors can mitigate some of these agency 
concerns through more stringent monitoring of franchisees 
(Mathewson & Winter, 1985). However, such monitoring 
can be expensive and take away scarce resources from other 
productive uses. Together, these observations suggest that 
when firms make refranchising announcements, the cash 
flow gains are likely to be lower if firms are also charging 

higher royalty rates, which would reflect in reduced stock 
returns.

With respect to buybacks, theory would predict the 
opposite effect on franchising firms’ stock prices. As previ-
ously noted, higher royalty rates reflect greater levels and 
quality of ongoing services provided by franchisor to fran-
chisees (Norton, 1988; Rubin, 1978). In business contexts 
that require close coordination between franchisor inputs 
and franchisee efforts, Muris et al. (1992) have empirically 
shown that ownership of downstream retail units presents a 
superior organizational form. Additionally, Michael (2002) 
has argued that franchised chains (relative to company 
owned chains) are less able to coordinate different elements 
of marketing strategy. To the extent that a higher level of 
franchisor inputs and brands (as reflected in higher royalty 
rates) suggest a need for greater coordination for effective 
implementation of a franchising firm’s distribution strategy, 
this indicates that investors would reward firms more when 
they announce buybacks of retail units and have higher roy-
alty rates. Together, we posit:

H2a  The positive effect of refranchising on stock returns of  
          franchising firms is lower when the royalty rate charged  
         by them to franchisees is higher.

H2b  The positive effect of buybacks on stock returns of  
           franchising firms is higher when the royalty rate charged 
         by them to franchisees is higher.

Firm‑level factor: Advertising intensity

Agency theory would also indicate that stock returns 
derived by firms from refranchising would be lower when 
their advertising intensity is high. Higher advertising inten-
sity reflects that advertising is a central element of a firm’s 
marketing strategy and that the firm is investing in build-
ing customer-based resources, such as brands and customer 
equity (Mizik & Jacobson, 2003). However, Michael (1999) 
finds that chains with a higher reliance on franchising tend 
to underinvest in advertising (with franchisees more likely to 
free-ride on franchisors’ efforts) relative to chains that have 
a relatively higher proportion of company-owned units. The 
sub-optimality of franchisee efforts is likely to diminish the 
productivity of advertising outlays by franchising firms and 
dilute the franchisors’ brands and customer relationships, 
magnifying the agency concerns associated with franchis-
ing. As firms would need to mitigate these agency concerns 
through greater monitoring of franchisees, the costs associ-
ated with these efforts would reduce some of the financial 
gains derived from refranchising.

On the other hand, many of these agency concerns asso-
ciated with franchising will be attenuated if the franchisors 
buy back existing franchised retail units. Furthermore, 

1103

1 3



Journal of the Academy of Marketing Science (2023) 51:1098–1117

advertising is an important mechanism through which 
firms appropriate value created in the marketplace (Mizik 
& Jacobson, 2003). This is because advertising leads to 
persistent and long-lasting informational effects, which can 
help firms capture gains in consumer surplus (e.g., Mizik 
& Jacobson, 2003). As firms with high level of advertising 
intensity capture a bigger share of consumer surplus, they 
would potentially generate larger cash flows compared to 
firms that advertise with less intensity. Buybacks enable 
firms to take ownership of a larger proportion of their 
downstream retail units, allowing them to keep a higher 
share of the value created by advertising for themselves. 
Earlier, we had argued that one potential downside of 
buybacks is that these strategic moves can be expensive. 
As advertising helps capture consumer surplus created 
by firms and buybacks allow firms to keep these within 
their boundaries, it would compensate for some of nega-
tive effects of buybacks on firm cash flows. Along with the 
other advantages afforded by buybacks (i.e., lower agency 
issues), this implies that higher advertising intensity will 
increase the stock returns from buybacks announcements. 
Together, we posit:

H3a  The positive effect of refranchising on stock returns 
          of franchising firms is lower when the firms have higher  
         advertising intensity.

H3b   The positive effect of buybacks on stock returns of  
           franchising firms is higher when the firms have higher 
          advertising intensity.

Firm‑level factor: Return on assets (ROA)

TCA suggests that the value derived by firms from fran-
chising depends on the benefits offered by franchisees com-
pared with the transaction costs incurred in governing the 
behavioral uncertainties associated with them (Dahlstrom & 
Nygaard, 1999). As we noted previously, franchisees offer 
valuable resources to franchising firms in the form of outlet 
specific know-how and local market knowledge (e.g., Heide, 
1994; Windsperger & Dant, 2006). Additionally, franchisees 
can help ease resource constraints faced by the franchising 
firms as they look to grow their business through existing 
stores (Combs et al., 2011; Norton, 1988). However, in situ-
ations where the franchising firms already have high returns 
on assets (ROA), some of these benefits lose importance. 
High ROA indicates that firms are able to use their internal 
assets efficiently (Zou & Cavusgil, 2002) and manage their 
core functions at lower costs (e.g., David & Han, 2004). As 
such, high ROA firms are likely to have better management 
supervision of employees and face relatively fewer cost pres-
sures when growing their business. Less reliance on outside 
partners, combined with the transaction costs incurred in 

monitoring and coordinating franchisees, indicate that firms 
with high ROA would gain less from refranchising.

In contrast, these observations would predict the opposite 
effect for buybacks. Additionally, greater access to funds 
made possible by high ROA, would reduce the cash flow 
pressures associated with buyback of downstream retail 
units. Further, firms will also not need to share their financial 
returns with outside franchisees, helping them appropriate 
higher cash flow gains for themselves. Overall, we expect 
these gains afforded by higher ROA to enhance stock returns 
to firms from buybacks of downstream retail units. Together, 
we posit:

H4a   The positive effect of refranchising on stock returns of 
        franchising firms is lower when the returns-on-assets  
         (ROA) of the firms are higher.

H4b   The positive effect of buybacks on stock returns of  
         firms is higher when the returns-on-assets (ROA) of 
          the firms are higher.

Firm‑level factor: Trade credit provided

Firms often provide trade credit to downstream partners in 
channel relationships (Astvansh & Jindal, 2022). Specifi-
cally, in the context of franchising, franchisors at times offer 
financing to their franchisees (Lafontaine, 1992). Frennea 
et al. (2019) as well as Astvansh and Jindal (2022) present 
evidence and insights on how provision of such trade credit 
enhances shareholder value of firms, as it increases the 
downstream partners’ dependence on the firms. As such, 
from a TCA perspective, the provision of trade credit to fran-
chisees is likely to enhance their dependence on the franchis-
ing firms, reducing information asymmetry between the two 
parties and lowering monitoring costs (Petersen & Rajan, 
1997). The provision of trade credit to franchisees also 
reflects the relationship quality between franchising firms 
and franchisees, indicating higher levels of trust and com-
mitment between them (Frennea et al., 2019). This strength-
ening of relational norms should reduce the likelihood of 
franchisee opportunism and safeguard the interests of the 
franchising firms. Based on TCA, this serves as another rea-
son why trade credit provision by franchising firms should 
increase the financial attractiveness and value relevance of 
refranchising for the firms.

In contrast, when franchisors provide a high level of 
trade credit to downstream channel partners (and the gains 
from franchising are enhanced), some of the transaction 
cost benefits of hierarchical governance, i.e., reliance on 
company-owned units (through buybacks), are likely to be 
relatively lower. Specifically, as we had argued earlier, one 
of the advantages of buybacks is that they allow franchisors 
to increase their bargaining power with franchisees to reduce 
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transaction costs (Bradach, 1997; Michael, 2000). As firms 
are already investing in relationships with franchisees 
through higher provision of trade credit, these benefits of 
buybacks are likely to get tempered, which would reflect in 
lower shareholder gains from buybacks. Together, we posit:

H5a   The positive effect of refranchising on stock returns 
            of franchising firms is higher when trade credit provided  
          by firms is higher.

H5b   The positive effect of buybacks on stock returns of  
            franchising firms is lower when trade credit provided by 
          firms is higher.

It is well recognized by scholars that the performance 
impact of a firm’s strategic choices is influenced by envi-
ronmental characteristics (Penrose, 1959). In keeping with 
extant marketing literature (e.g., Feng et al., 2017), we focus 
on munificence and dynamism dimensions in examining 
how industry characteristics moderate the effect of refran-
chising and buyback announcements on abnormal stock 
returns. In building our arguments, we rely on both agency 
theory and TCA as they underscore the role of environmen-
tal uncertainty as a source of governance problems between 
franchisors and franchisees.

Industry‑level factor: Dynamism

Industry dynamism refers to the unpredictability of the sales 
environment in an industry (Dess & Beard, 1984). Agency 
theory arguments for franchising (e.g., Martin, 1988) sug-
gest that the risk-sharing gains from refranchising existing 
company-owned units (where risk is entirely borne by the 
franchisor) should be greater when a franchise firm operates 
in a relatively more uncertain and dynamic environment. 
Additionally, Norton (1988) notes that the agency costs of 
monitoring company managers (with relatively underpow-
ered incentives compared to franchisees) are higher in rela-
tively dynamic environments (where it is easier to hide low 
effort). Further, when dynamism in the industry is high, the 
heightened uncertainty related to future market conditions 
can render managerial judgments and forecasts less reliable 
(Feng et al., 2017). In this regard, from a TCA perspective 
as well, Williamson (1981) expresses reservations about the 
relative benefits of hierarchical governance, noting poten-
tially myopic control and dysfunctional outcomes in such 
settings. Based on this reasoning, the logic of the default 
TCA choice of markets (i.e., franchising) over hierarchies is 
enhanced in the presence of environmental dynamism. The 
TCA and agency theoretical support for franchising firms 
to use franchisees (rather than company-owned units) in 
more dynamic environments receives some empirical sup-
port in the franchising (e.g., Brickley & Dark, 1987) and 

broader marketing strategy (e.g., Klein, 1989) literatures 
as well. Therefore, we expect increased value relevance of 
refranchising (and decreased value relevance of buybacks) 
in industries characterized by higher levels of dynamism. 
Together, we posit:

H6a   The positive effect of refranchising on stock returns  
            of franchising firms is higher when the dynamism of the 
          industry they operate in is higher.

H6b   The positive effect of buybacks on stock returns of  
           franchising firms is lower when the dynamism of the 
           industry they operate in is higher.

Industry‑level factor: Munificence

Industry munificence reflects the capacity of an industry 
to support sustained organizational growth (Dess & Beard, 
1984). When munificence is high, the overall sales in indus-
try is growing fast, implying more growth avenues for firms. 
In such environments, agency theory suggests that the incre-
mental benefits to the franchisors of risk sharing (Palmer & 
Wiseman, 1999) and of using the relatively stronger moti-
vation (fueled by residual profit-sharing incentives) of an 
agent (franchisee) are diminished. Additionally, franchisors 
who rely heavily on company-owned and operated units can 
leverage the benefits of fiat to exploit emergent opportunities 
in munificent environments for their own cash flow gains, 
rather than sharing them with franchisees. Consistent with 
this reasoning, Geyskens et al. (2006) find that environmen-
tal munificence has a significant positive impact on hierar-
chical performance in their meta-analysis of TCA research. 
The above-mentioned agency theory and TCA theoretical 
arguments and empirical findings suggest a negative (posi-
tive) influence of refranchising (buybacks) on shareholder 
returns to firms in munificent industries. Together, we posit:

H7a   The positive effect of refranchising on stock returns  
             of franchising firms is lower when the munificence of the 
          industry they operate in is higher.

H7b   The positive effect of buybacks on stock returns of  
            franchising firms is higher when the munificence of the  
          industry they operate in is higher.

Methodology

We use the event study methodology to examine the effects 
of franchising structure change (refranchising and buybacks) 
announcements on firm stock returns. This methodology 
relies on the efficient market hypothesis and offers a major 
advantage over other analytical techniques by allowing to 
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directly test proposed cause-and-effect relationships between 
events of interest and stock price changes in a quasi-experi-
mental setting (Sorescu et al., 2017; Srinivasan & Hanssens, 
2009). The weak (and more accepted) form of efficient mar-
ket hypothesis argues that “market, in which prices “fully 
reflect” all the public information, is efficient” (Fama, 1970, 
p.383). It is assumed that stock market prices incorporate all 
historical information about a firm, and no additional gains 
can be accrued by analyzing past stock market trends to pre-
dict future earnings. However, when novel and unexpected 
relevant information is generated, investors instantly update 
their expectations about future cash flows and adjust firm 
stock prices accordingly. The event study methodology holds 
validity by assuming that if, following an announcement, a 
security experiences a gain/loss beyond market expectations, 
the “abnormal” returns are attributable to the informational 
impact of the event of interest (Brown & Warner, 1985). 
Given our focus on refranchising and buyback announce-
ments, it represents an appropriate methodology for our 
study. Specifically, by comparing the observed firm’s stock 
returns after buybacks or refranchising news is released with 
the expected stock returns, the event study methodology 
allows us to assess the shareholder impact of these strategic 
moves, while minimizing endogeneity concerns (Srinivasan 
& Hanssens, 2009).

Data sources and sample selection

Our main unit of analysis is an announcement by a publicly 
traded firm owning franchising chain(s) to (a) refranchise 
previously company-owned and operated retail units or (b) 
buy back retail units from existing franchisees to operate 
them as company-owned units. To test our hypotheses, we 
use archival methods and bring together information from 
multiple data sources. First, we use the Bond’s Franchise 
Guide, Entrepreneur Magazine’s Franchise 500 Ranking, 
and FRANdata website to generate a list of 350 business-
format franchising chains, which are either publicly-traded 
or owned by the publicly-traded firms. All three sources—
Bond’s Franchise Guide (e.g., Jindal, 2011; Lafontaine 
& Shaw, 2005), Entrepreneur’s Franchise 500 Rankings 
(e.g., Lafontaine & Shaw, 2005; Shane et al., 2006), and 
FRANdata (e.g., Hsu et al., 2017)—are well-established 
sources extensively used in research and provide reliable 
annual information on U.S. franchisors. Next, we check for 
the completeness of franchising structure data as well as 
financials and ownership data for each firm in the sample 
because franchising chains are occasionally bought and sold 
by their parent firms. We ascertain the availability financial 
data needed for our main variables (as detailed below) in the 
COMPUSTAT database. If any of the required data was not 
available, we removed those firms/chains from the list. This 
step resulted in 102 franchising firms with the franchising 

structure and financial data in 2001–2020 needed for our 
analysis.

Second, to compile a sample of refranchising/buyback 
announcements for the franchising firms specified above, 
we perform a broad keyword search using FACTIVA and 
Nexis Uni, newswire services, annual reports, and corporate 
websites, for each year from 2001 to 2020. Corporate news 
often reaches markets via multiple channels, which warrants 
an examination of a variety of sources to ensure compre-
hensiveness in data collection and accuracy in detecting the 
dates of the first information release (Fotheringham & Wiles, 
2022). The keywords utilized in our search were ‘refran-
chising,’ ‘buyback,’ ‘repurchase,’ ‘buyout,’ ‘chain growth,’ 
‘conversion,’ ‘contract renewal,’ ‘contract termination,’ 
‘ownership redirection,’ ‘vertical integration,’ ‘proportion 
of franchised outlets.’ Where there were ambiguities about 
the precise announcement date, we remove those announce-
ments from the dataset. This step results in total 343 events 
(123 buybacks and 220 refranchising announcements).

Next, to minimize “noise” from potential confounding 
effects, we check for any contemporaneous announcements. 
Specifically, based on accepted practices in marketing 
research (e.g., Wiles et al., 2012), we control for financial 
(earning announcements, stock splits, stock buybacks) and 
strategy-related announcements (mergers and acquisitions, 
partnerships, joint ventures, lawsuits, executive management 
changes, and new product launches). When such announce-
ments occurred within a two-trading-day window around 
the focal announcements, those contaminated events were 
removed from the sample. We also check if any of the col-
lected announcements were a part of previously announced 
program to restructure firms’ franchising systems. During 
data collection, we collect details of why firms decided to 
pursue refranchising and buybacks and how they would 
be implemented (if such information is provided in the 
announcement). None of the collected announcements 
were identified as parts of previously announced restructur-
ing programs. Further, our search provides confidence that 
none of the events were leaked to the public and investors 
before the event dates utilized in our study.

After accounting for confounding events, the final sample 
in our analysis includes 205 announcements (125 refranchis-
ing and 80 buybacks) made by 41 firms for 45 chains (see 
Figure WA.1 in the Web Appendix A). The sample is similar 
in size and composition to the samples used in other studies 
utilized publicly listed firms in the franchising context (i.e., 
Combs & Ketchen, 1999; Madanoglu et al., 2011; Hsu et al., 
2017; Srinivasan, 2006). Web Appendix B (Tables WB 1 
& WB 2) provides a yearly breakdown of firms announc-
ing refranchising or buying back business units during the 
period of observations, along with the number of announce-
ments made (refranchising vs. buybacks) by the firms every 
year.
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Measurement

Dependent variable   The dependent variable in our study 
is the cumulative average short-term abnormal stock returns 
a firm accrues due to an announcement regarding a change 
in the structure of its franchising system (i.e., refranchise 
or buyback of downstream retail units). We gather informa-
tion regarding the stock prices of the firms in the sample 
from the Center for Research in Security Prices (CRSP). 
We follow the recommendations by Sorescu et al. (2017) 
and apply the market-adjusted model (Brown & Warner, 
1985) to calculate the cumulative average abnormal returns 
(CAAR​i) of the firms in the sample. We also implement com-
monly accepted estimation process in marketing (e.g., Wiles 
et al., 2012) to calculate (CAAR​i) for alternative event win-
dows [t1, t2] within either side of the event date (see Web 
Appendix C for more details). To test the significance of the 
event windows and ensure that the results are not driven by 
influential events, we use a number of parametric and non-
parametric tests, including parametric portfolio time-series 
deviation test, cross-sectional standard deviation test, and 
non-parametric generalized sign test in the analysis (Brown 
& Warner, 1985; Kothari & Warner, 2007). The statistical 
significance of these tests enables assessment of H1a&b. 
Subsequently, we use CAAR​ as the main dependent variable 
to evaluate hypotheses H2a&b through H7a&b.

Independent variables  We collect information from differ-
ent sources to capture the predictor and control variables. 
Specifically, we rely on Bond’s Franchise Guide, Entrepre-
neur’s Franchise 500 Rankings, and FRANdata for variables 
related to franchising chains and COMPUSTAT for variables 
derived from annual accounting information disclosed by 
firms. All independent variables and controls are measured 
in the year prior to the announcement dates.

Firm Royalty Rate (Royaltyi): Reflects the ongoing royalty 
paid by franchisees to the franchisor and is measured as a 
percentage of franchisee sales (Michael, 2002).

Firm Advertising Intensity (AdvIntens i): Reflects a firm’s 
advertising focus and operationalized as ratio of advertising 
expenses to firm sales (Combs & Ketchen, 2003).

Firm Return on Assets (ROAi): Reflects firm’s asset utiliza-
tion efficiency and operationalized as earnings before extraor-
dinary items divided by total assets (Homburg et al., 2014).

Firm Trade Credit Provided (TradeCrediti): Reflects 
firm’s investments in downstream channel partners; opera-
tionalized as ratio of trade receivables to firm sales (Ast-
vansh & Jindal, 2022).

Industry Dynamism (IndDynamismj): Reflects demand 
variation in an industry. We measure it as the standard error 
of the regression slope coefficient of the trend in indus-
try sales divided by average sales in the industry over the 

past 5-years, with industry at the 4-digit SIC level (Dess & 
Beard, 1984).

Industry Munificence (IndMunificencej): Captures growth 
of demand in an industry. We operationalize it as the regres-
sion slope coefficient of the trend in industry sales by the 
average sales in the industry over the past 5-years, with 
industry at the 4-digit SIC level (Dess & Beard, 1984).

Control variables    Additionally, we control for multiple 
firm and industry-level factors that may influence the stock 
market reaction to refranchising/buyback announcements, all 
measured in the year prior to the announcement dates. Spe-
cifically, at the firm level, we control for firm size and free 
cash flow. Larger firms are more likely to exploit economies 
of scale and scope to report better financial performance 
(Parsa et al., 2005). Further, free cash flow has been argued 
to affect shareholder value (Gruca & Rego, 2005). At the 
industry level, we control for the amount of competition in 
the industry by capturing industry concentration with the 
Herfindahl–Hirschman index. We also include the Food 
Retail sector dummy to control for fixed effects of the fast-
food retail industry (Hsu et al., 2017) and yearly dummies 
to capture time fixed effects. Table 2 provides a summary of 
variables and data sources.

Model specification

We estimate stock market reaction to refranchising or buy-
back announcements by calculating the cumulative average 
abnormal returns (CAAR) for our events of interest (Web 
Appendix C), Next, we implement cross-sectional analyses 
in two steps. First, it is possible that information not observ-
able by investors drives the decision of a firm to refran-
chise or buyback (Kai & Prabhala, 2007). This may lead to 
selection bias in our sample as we only include those firms 
engaged in restructuring their franchising systems in the 
analysis. To safeguard against possible selection bias due to 
any potential systematic differences between the firms that 
franchise and undertake refranchising/buybacks decisions 
versus those that do not, we estimate the probability of a 
firm decision to refranchise/buyback retail units and calcu-
late the inverse Mills ratio (IMR) (Web Appendix D). Next, 
we include the IMR as an additional firm-level control vari-
able in the regression model shown below (Eq. 1) to evaluate 
our hypotheses for firm i in industry j. All the variables are 
as described earlier and in Table 2.

Although the event study methodology suffers from lim-
ited endogeneity concerns, we take some additional steps to 
ensure that the potential of endogeneity is further attenuated. 

(1)
CAARi[t1, t2] = �0 + �1Royaltyi + �2AdvIntensityi + �3ROAi + �4TradeCrediti

+�5IndDynamismj + �6IndMunificencej + �7FirmSizei + �8CashFlowi

+�9IndConcentrationj + �10IMRi + �11SIC5812Dummy + Yearcontrols + �i
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Specifically, it is possible that shareholder returns to firm’s 
franchising structure decisions are endogenous with other 
firm characteristics, i.e., firm royalty rate, advertising inten-
sity, ROA, and trade credit provided. Endogenous variables 
may be correlated with the error term, which violates the 
OLS assumptions, resulting in regression estimates that 
are unreliable (Wooldridge, 2002). To address the potential 
endogeneity issues, we apply the two-stage least squares 
(2SLS) methodology in estimating Eq. 1. The instrumen-
tal variables in 2SLS should be highly correlated with the 
endogenous variables (meet the relevance criteria) but have 
no direct effect on the dependent variable (the exclusion cri-
teria). We follow the established practice in marketing (e.g., 
Germann et al., 2015) to instrument royalty rate, advertising 
intensity, ROA, and trade credit provided with the industry 
averages of these measures in the given, year excluding the 
focal firm, with industry defined at 4-digit SIC level. The 
proposed instruments are deemed appropriate as they meet 
the relevance criterion. This is because the focal firms face 
similar market conditions as their industry peers and it is 
reasonable to assume that their individual characteristics are 

correlated with the industry averages. Next, the instruments 
meet the exclusion criterion because the industry aver-
ages are unlikely to systematically impact individual firm’s 
financial performance and more specifically stock abnormal 
returns to refranchising/buyback announcements. We add 
industry average number of employees (minus the firm) and 
geographic dispersion (i.e., number of states in which the 
firm operates) as additional instruments, to meet the overi-
dentification restriction criteria (Wooldridge, 2002). Haus-
man’s tests of endogeneity confirm that the 2SLS estimation 
approach is more appropriate and performs better than tradi-
tional OLS estimation. The postestimation analyses, specifi-
cally the first-stage regression results and the overidentifica-
tion restrictions tests, confirm that the instruments are valid 
and the models perform consistently (Web Appendix E).

In addition, we take further steps to lower endogeneity 
concerns by following recommendations of Cameron and 
Miller (2015) for generating cluster-robust inferences for 
data sets with few clusters by clustering at the firm level. 
We also model year fixed effects. The decision to clus-
ter at the firm level and include year fixed effects in the 

Table 2   Variables and data sources

Variable Description Source

Cumulative Abnormal Return CAAR​i[t1, t2] Firm's short-term abnormal stock returns CRSP
Firm Royalty Rate (Royaltyi) Royalty paid by franchisees to the franchisor Bond’s Franchise Guide, 

Entrepreneur Maga-
zine’s Franchise 500 
ranking, FRANdata 
website

Firm Advertising Intensity (AdvIntensityi) Advertising expenses in relation to firm sales COMPUSTAT​
Firm Returns on Assets (ROAi) Firm net income in relation to total assets COMPUSTAT​
Firm Trade Credit Provided (TradeCrediti) Trade receivables in relations to firm sales COMPUSTAT​
Industry Dynamism (IndDynamismj) Standard error of the regression slope coefficient in the 

sales trend divided by industry average sales of 5-year 
industry sales based on Dess and Beard (1984)

COMPUSTAT​

Industry Munificence (IndMunificencej) Regression slope coefficient in the sales trend divided by 
industry average sales of 5-year industry sales (Dess & 
Beard, 1984)

COMPUSTAT​

CONTROLS
Firm Size (FirmSizei) Firm total assets (ln) COMPUSTAT​
Firm Free Cash Flow (CashFlowi) Operating cash flow in relation to total assets COMPUSTAT​
Industry Concentration (IndConcentrationj) Herfindahl–Hirschman index, a sum of squared market 

shares of all firms competing in the industry
COMPUSTAT​

ADDITIONAL VARIABLES for the SELECTION MODEL
Concept Development Time (ConcDevelopmenti) Number of years from chain inception to the year when it 

started franchising
Bond’s Franchise Guide, 

Entrepreneur Maga-
zine’s Franchise 500 
ranking, FRANdata 
website

Firm Financial Leverage (FinLeveragei) Long-term debt to total assets COMPUSTAT​
Industry Sales (IndSalesj) Industry Sales (ln) COMPUSTAT​
Industry Growth (IndGrowthj) Three-year average of industry sales growth rate (per-

centage)
COMPUSTAT​
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estimations is driven by following considerations. First, 
it can be argued that within any given year, clustering is 
due to shocks that are the same across all the observa-
tions in the year and can be effectively addressed by con-
trolling for year fixed effects in the estimations. Second, 
clustering at the firm level produces a sufficient number 
of clusters, allowing for reliable cluster-robust inferences 
that account for cross-correlation and dependence across 
multiple observations for the same firm. We also control 
for the “eating places” industry through an indicator vari-
able and include multiple industry factors, as main predic-
tors (i.e., industry dynamism and munificence) and control 
(HHI). Finally, following previous research investigating 
two strategically opposite actions taken by firms (Wiles 
et al., 2012), we estimate Eq. (1) separately for refranchis-
ing and buybacks.

Results

The dataset includes 205 announcements (125 refranchising 
and 80 buybacks) of 41 firms owning 45 franchising chains 
over the period from 2001 to 2020. The average number of 
announcements per firm is 5. The average firm in the dataset 
has a market capitalization of USD $1.3 billion. The data-
set included firms in the industry sectors represented by 11 
four-digit SIC codes, where 165 announcements (80%) fall 
under SIC 5812 (Food Retail Establishments), 24 announce-
ments (11%) belong to SIC 7510 (Automotive Rentals and 
Leasing), and the rest (16 announcements) were approxi-
mately equally distributed across 9 industry sectors (see Web 
Appendix B for sample details). Table 3 provides a summary 
of the descriptive statistics.

To assess the impact of the refranchising and buyback 
announcements on shareholder value, we estimate the short-
term abnormal returns with the market-adjusted model and 
equally weighted index over alternative event windows 
10 days around the day of announcement, using a combined 
dataset including both refranchising and buyback announce-
ments (Table 4). The results show that on the day of the 
announcement, firms experience positive and statistically 
significant change in stock returns of 0.65% (p < 0.01). Nota-
bly, the number of the events with a “positive” reaction sig-
nificantly exceeds the number of the events with a “negative” 
reaction—118 vs. 87. This suggests that the effect is not 
driven by a few influential outliers but rather is due to the 
overall positive reaction of the stock market. Further, when 
calculating cumulative average abnormal returns (CAAR), 
we observe that on the one day after announcement, the 
positive cumulative effect reaches 0.92% (p < 0.01) in the 
combined dataset (Table 5).

Next, we examine the stock market abnormal returns sep-
arately for the refranchising and buyback announcements. 
In the refranchising subsample, on the day of the announce-
ment, firms experience positive and statistically significant 
abnormal returns of 0.58% (p < 0.05). On the following 
day, the cumulative abnormal returns to the refranchising 
announcements reach an average 0.75% (p < 0.01), with 72 
events reporting positive and 53 events revealing negative 
reactions in the stock market. In the buyback subsample, 
on the day of the announcement, firms experience positive 
abnormal returns equaling 0.75% (p < 0.05) on average. On 
the one day after the announcements, the cumulative abnor-
mal returns reach 1.18% (p < 0.01), with “positive” events 
exceeding “negative” ones, 52 vs. 28 (Details are provided 
in Tables 6 and 7).

Table 3   Descriptive statistics (main models)

*p < .05, (2-tailed tests of significance)

N = 205 1 2 3 4 5 6 7 8 9 10 11

1 CAAR (0; + 1) 1
2 Firm Royalty Rate -.021 1
3 Firm Advertising Intensity .088 -.033 1
4 Firm ROA -.135 .004 .154* 1
5 Firm Trade Credit Provided .024 .119 -.077 -.032 1
6 Industry Dynamism -.025 -.025 -.072 -.149* -.032 1
7 Industry Munificence .115 -.144* -.028 -.032 -.123 .504* 1
8 Firm Size (log) -.107 -.225* -.038 .201* -.062 .066 -.183* 1
9 Free Cash Flow -.002 -.083 .037 .529* -.073 -.092 -.036 .021 1
10 Industry Concentration -.093 -.063 -.309* -.185* .134 .307* .003 .151* -.022 1
11 Inverse Mills Ratio -.010 .053 -.048 -.103 .281* -.085 -.161* .078 -.118 -.108 1

Mean .009 4.839 .03 .07 .77 .022 .047 7.181 .139 1282.049 3.345
SD .032 1.995 .021 .109 .011 .03 .064 1.581 .125 923.613 .739
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Across all the subsamples, both parametric and non-para-
metric tests are significant and consistent in sign, collectively 
lending support for H1a &1b and confirming that the results 
are robust to outliers. In addition, when we winsorize or 
remove the 1st and 99th percentile of the dataset and rerun the 
tests (Luo & Bhattacharya, 2009), we observe similar results.

Finally, we examine whether firms benefit more from 
refranchising or buyback strategies and implement mean 
difference tests for cumulative abnormal returns for the 
refranchising vs. buyback announcements over alter-
native event windows. For all the specifications and 
varying event windows, the results are nonsignificant, 

Table 4   Combined dataset: 
Daily abnormal returns for 
10 days surrounding the event

a Portfolio Time Series CDA is a parametric test accounting for potential dependence of returns across secu-
rity-events by estimating the standard deviation using the time series of sample (portfolio) mean returns 
from the estimation period (Warner and Brown 1985). CSec Err t is a standard parametric cross-sectional 
test that accounts for cross-sectionally correlated abnormal returns and heteroscedasticity in the abnormal 
returns. Generalized Sign Z is a nonparametric binomial test of whether the frequency of positive abnormal 
residuals is different from 0.5, which is well specified for event date variance increases and more powerful 
than the cross-sectional test (Cowan 1992)
* p < .1, **p < .05, ***p < .01 (1-tailed tests of significance)

Day Observations AAR​ Positive: Negative Portfolio Time 
Series CDAa

CSec Err ta Generalized Sign Z4

-5 205 -.21% 100:105 -1.093 -.762 -.633
-4 205 .06% 107:98 .31 .231 .772
-3 205 -.22% 94:111 -1.129 -1.396$ -1.253
-2 205 -.04% 102:103 -.208 -.018 -.112
-1 205 -.08% 98:107 -.416 -.566 -.06
0 205 .65% 118:87 2.938*** 2.639*** 2.067*
1 205 .23% 112:93 1.184 1.732** 1.690**
2 205 -.09% 91:114 -.456 -.642 -1.048
3 205 .11% 107:98 .59 .164 .928
4 205 .07% 101:104 .365 1.032 .388
5 205 -.09% 104:101 -.456 -.914 -.053

Table 5   Combined dataset: 
Cumulative average abnormal 
stock returns (CAAR) over 
alternative event windows with 
market-adjusted model and 
equally weighted index

* p < .1, **p < .05, ***p < .01 (1-tailed tests of significance)

Day Observations CAAR​ Positive: Negative Portfolio Time 
Series CDA

CSec Err t Generalized Sign Z

(-30,-2) 205 1.04% 97:108 .99 .627 -1.126
(-1, 0) 205 .65% 114:91 2.353*** 2.369* 1.562
(0, 0) 205 .65% 118:87 3.337*** 2.885** 2.166*
(0, + 1) 205 .92% 124:81 3.336*** 3.656*** 2.697**
(0, + 2) 205 .84% 112:93 2.505** 2.993** 1.531*
(0, + 3) 205 .99% 115:90 2.554** 2.991** 1.784*

Table 6   Refranchising 
subsample: Cumulative average 
abnormal stock returns (CAAR) 
over alternative event windows 
with market-adjusted model and 
equally weighted index

* p < .1, **p < .05, ***p < .01 (1-tailed tests of significance)

Day Observations CAAR​ Positive: 
Negative

Portfolio Time 
Series CDA

CSec Err t Generalized Sign Z

(-30,-2) 125 2.02% 63:62 1.445* 1.112 .202
(-1, 0) 125 .67% 69:56 1.822** 2.042** 1.276
(0, 0) 125 .58% 68:57 2.231** 2.139** 1.097
(0, + 1) 125 .75% 72:53 2.035** 2.306** 1.812**
(0, + 2) 125 .65% 66:59 1.439* 1.676** .739
(0, + 3) 125 .80% 67:58 1.546* 1.657** .918
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confirming that adjustments to the ownership structure 
of the franchising system (regardless of the direction of 
the change–refranchising vs. buyback) have a beneficial 
impact on firm stock returns, thus providing further sup-
port for H1a &1b (also see Figures WF.1 & 2 in Web 
Appendix F).

Modeling contingency factors

We estimate the main models using the approach detailed 
above. To identify the most appropriate event window 
for cross-sectional analyses, we follow the common prac-
tice (e.g., Homburg et al., 2014; Geyskens et al., 2002; 
Sorescu et al., 2017) of using the event window that most 
completely captures the cumulative average abnormal 
returns (CAARs) (i.e., the event window that consistently 
reports the most significant t-test and z-test statistics) 
across various tests (i.e., parametric and non-parametric 
tests). The event window (0; + 1) demonstrated the most 
stable and consistently significant results across differ-
ent model specifications, i.e., market-adjusted model vs. 
market model vs. Fama–French model vs. Fama–French-
Carhart four-factor model, and across different periods 
of estimation. Therefore, we use CAARs over the event 
window (0; + 1), assessed with the market-adjusted model 
with the equally weighted index, as a dependent vari-
able in the cross-sectional analyses. Our reliance on the 
market-adjusted model with equally weighted index to 
test the cross-sectional hypotheses is driven by prescrip-
tions provided by marketing scholars for conducting event 
studies (Sorescu et al., 2017). To examine the specific 
drivers that shape the stock market response to the refran-
chising vs. buyback strategies, we estimate the model out-
lined in Eq. 1 separately for these events. We also check 
and observe that multicollinearity is not a major concern 
affecting our results. All the variance inflation factors are 
below 10 (Meyers et al., 2006), with average VIFavg = 2.48 
for the refranchising model and VIFavg = 1.6 for the buy-
backs model.

Refranchising model

Results show that the refranchising model, with the main predictors 
and control variables as outlined in Table 2, explains 40.7% of vari-
ance in CAARs in stock markets following the announcements and 
is significant at p < 0.001 level (see Table 8, Column (a)).

With respect to the individual predictors, we find that a 
firm’s royalty rate has a negative and marginally significant 
impact on firm’s abnormal stock returns caused by refran-
chising announcements, (β = -0.04; p-val < 0.1), providing 
partial support for H2a. However, we do not observe a sig-
nificant effect of advertising intensity on stock market returns 
to refranchising announcements (β = 0.10; p-val < 0.50). As 
such, we do not observe support for H3a. In support of H4a, 
ROA has a significant negative effect (β = -0.17; p-val < 0.01) 
on stock returns following refranchising events. Finally, we 
observe that firm trade credit provided has a positive and sig-
nificant effect (β = 0.07; p-val < 0.01) in shaping shareholder 
returns from refranchising decisions, supporting H5a.

At the industry level, industry munificence is seen to have 
a negative and significant impact (β = -0.35; p-val < 0.01), 
while industry dynamism has no effect on CAARs (β = 0.63; 
p-val < 0.17). As such, we find support for H7a, but not for 
H6a. Finally, with respect to controls, we find cash flows of 
firms to significantly increase the stock returns generated by 
refranchising. This may be because higher cash flows allow 
firms to attenuate some of negative agency and TCA related 
costs involved with franchising. We do not find firm size or 
industry concentration to have a significant effect, reflecting 
generalizability of our findings is not limited by the firm size 
or level of industry competition.

Buybacks model

Next, we estimate the cross-sectional model for the buyback 
subsample (see Table 8, Column (b)). The results show that 
the model is significant at p < 0.001 level and explains 34.1% 
of variance in CAARs from the buyback announcements. 
However, the factors that drive abnormal returns in the buy-
back model differ strikingly from those in the refranchising 

Table 7   Buyback subsample: 
Cumulative average abnormal 
stock returns (CAAR) over 
alternative event windows with 
market-adjusted model and 
equally weighted index

* p < .1, **p < .05, ***p < .01 (1-tailed tests of significance)

Day Observations CAAR​ Positive: 
Negative

Portfolio Time 
Series CDA

CSec Err t Generalized Sign Z

(-30,-2) 80 -.51% 34:46 -.334 -.49 -1.095
(-1, 0) 80 .61% 45:35 1.518* 1.255 1.365*
(0, 0) 80 .75% 50:30 2.658*** 1.926** 2.484**
(0, + 1) 80 1.18% 52:28 2.937*** 3.008*** 2.931**
(0, + 2) 80 1.15% 46:34 2.334*** 2.714*** 1.589*
(0, + 3) 80 1.28% 48:32 2.267** 2.770*** 2.036*

1111

1 3



Journal of the Academy of Marketing Science (2023) 51:1098–1117

model. More specifically, at the firm level, we only observe 
royalty rate to have a positive and significant effect (β = 0.02; 
p-val < 0.01) on abnormal stock returns from buyback 
announcements, confirming H2b. All other hypothesized 
firm-level factors are observed to have no significant effect, 
providing no support for H3b, H4b, and H5b. With respect to 
industry level factors, industry munificence has a positive and 
marginally significant effect on firm abnormal stock returns 
from buyback announcements (β = 0.24; p-val < 0.10), thus 
providing partial support for H7b. Yet, industry dynamism 
has no significant effect, rejecting H6b. Finally, with respect 
to controls, we do not find firm size and cash flows to impact 
firm stock returns generated from buybacks. This indicates 
that extra resources available to bigger firms and those with 
higher cash flows are not sufficient to attenuate some of the 
negative effects of buying back previously franchised units 
and bringing them within the boundaries of the firm. We also 
do not find industry concentration to have an effect, reflecting 
generalizability of our findings is not contingent on the level 
of competition in the industry.

Additional robustness checks

To increase confidence in the results, we implement several 
robustness checks. We re-estimate the short-term abnormal 
returns with alternative benchmarks—the market model 
with equally weighted index (Brown & Warner, 1985) and 

Fama–French model (Fama & French, 1993), with alterna-
tive estimation periods of 300 days ending 30 days before the 
announcement day and 260 days ending 10 days before the 
announcement day (see Fama–French Model results in Web 
Appendix G). The CAARS on the day of the announcement 
and over (0; + 1) event windows remain positive and statisti-
cally significant across the subsamples and in the combined 
dataset (including refranchising/buyback announcements), 
providing added support for H1a&b.

Next, we conducted the Chow test for equality between 
the coefficients in the refranchising vs. buyback models. 
The Chow test allows us to examine whether the parameters 
for the refranchising subsample are equal to those for the 
buybacks subsample (Chow, 1960). The null hypothesis for 
the test is that there is no break point and the pooled data 
(refranchising and buybacks) can be represented with a sin-
gle regression line. The results rejected the null hypothesis 
(F (7, 36) = 2.80, p < 0.01), suggesting that the two groups 
(refranchising vs. buybacks) have different slopes and inter-
cepts and cannot be pooled together. As such, the factors 
explaining stock market abnormal returns from refranchis-
ing announcements are different from those explaining from 
buyback announcements. We also re-estimate the cross-sec-
tional models with the subsamples winsorized and trimmed 
at 1% levels and observe largely consistent results (see Web 
Appendix H). Next, as an additional robustness check, we 
drop the IMR variable and re-estimate the main models. All 

Table 8   Drivers of firm abnormal stock returns: Refranchising vs buyback announcements

* p < .1, **p < .05, ***p < .01 (2-tailed tests of significance)

Dependent variable: Abnormal Stock returns 
(0; + 1), Market-adjusted Benchmark

Hypotheses Refranchising subsample (a) Buyback subsample (b)

Coef Robust Std. Err Coef Robust Std. Err

Firm Royalty Rate H2a(-), b( +) -.037* .020 .017*** .007
Firm Advertising Intensity H3a(-), b( +) .100 .210 -.083 .377
Firm ROA H4a(-), b( +) -.170*** .080 -.054 .065
Firm Trade Credit Provided H5a( +), b(-) .067*** .030 .015 .026
Industry Dynamism H6a( +), b(-) .630 .470 .323 .289
Industry Munificence H7a(-), b( +) -.350*** .170 .240* .132
Controls
Firm Size (ln) .005 .004 -.004 .004
Free Cash Flow .096*** .047 .013 .038
Industry Concentration .000 .000 .000 .000
Inverse Mills Ratio -.002 .003 -.004 .010
SIC5812 dummy .074*** .020 .035 .034
Year controls included in all specifications
Intercept -.032 .023 .010 .04
Observations 125 80
Wald Chi2 1,950,000*** 26,552.23***
R square .407 .341
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the hypothesized relationships hold in terms of the direction 
and significance (Web Appendix I). Together, these checks 
increase confidence in our overall findings.

Finally, we check if firms experience any long-term 
returns to refranchising/buyback announcements, using 
the long-horizon event study methodology (Kothari & 
Warner, 2007). For long-term returns, extant literature 
suggests two alternative approaches, the buy-and-hold 
abnormal returns approach and the calendar-time port-
folio returns with the Fama–French benchmark and a 
1-year horizon (Kolari & Pynnönen, 2010). Each of 
the methods has strengths and limitations (Kothari & 
Warner, 2007; Srinivasan & Hanssens, 2009). To ensure 
the robustness of the results, we utilize both approaches. 
None of the specifications yield statistically significant 
results, suggesting that firms do not accrue any long-
term returns from refranchising and buybacks. These 
results support the argument that corporate news like 
refranchising and buybacks provide strong economic 
information to financial markets about firm strategies. 
Since such events are costly and less reversible, they 
provide credible signals about a firm’s commitment 
towards a strategic direction, effectively reducing the 
level of uncertainty investors might have about the firm 
and enabling accurate assessment of its future growth 
prospects. This assessment gets incorporated into firm 
stock market price in the short-term and does not require 
a long-term assessment in the financial markets. It, 
therefore, appears that in the context of refranchising/
buyback announcements, stock markets remain effi-
cient, rendering the short-term event study methodology 
appropriate for our analysis.

Discussion

Distribution channels are important elements of a firm’s 
marketing mix. In this study, we draw insights from the effi-
cient contracting perspective, which encompasses agency 
theory and transaction cost analysis (TCA), to focus on the 
shareholder value implications of franchising channel struc-
ture decisions made by firms. We utilize the event study 
methodology to show that announcements of both refran-
chising and buybacks of downstream retail units by fran-
chising firms increase their stock returns. Furthermore, we 
evaluate the role of theoretically derived firm- and indus-
try-level factors in moderating the shareholder returns from 
refranchising and buybacks announcements by the firms. 
Together, the findings (and the theoretical framework) con-
tribute to scholarly research in marketing. Further, they offer 
some actionable guidance for managers regarding their fran-
chising strategies.

Theoretical contributions

Our study makes multiple contributions to marketing theory. 
Although extant research offers rich insights into channel 
structures (e.g., Lafontaine & Kaufmann, 1994), channel 
governance (e.g., Bergen et al., 1992), channel additions 
(Geyskens et al., 2002; Homburg et al., 2014), channel dele-
tions (e.g., Kumar, 2021), and channel management (e.g., 
Palmatier et al., 2020), evidence for financial implications 
of distribution channel related strategic decisions is rela-
tively limited (e.g., Gielens & Geyskens, 2012). Particular 
to franchising, some studies have compared the differences 
in financial performance between franchising and non-fran-
chising firms (e.g., Madanoglu et al., 2011), and others have 
considered the financial effects of dual distribution struc-
tures, i.e., having a mix of franchise-owned and company-
owned retail units (e.g., Srinivasan, 2006). Yet, the impact 
of changes in levels of franchising (and the direction of these 
changes), while keeping the size of the distribution chain 
constant, on shareholder value of firms remains to be exam-
ined in detail. Indeed, to the best of our knowledge, only one 
study has considered the impact of changes in franchising 
proportion on stock market returns (Hsu et al., 2017), and 
we complement and go beyond their findings in substantive 
and meaningful ways. We discuss our contributions in more 
detail next.

First, our reliance on the efficient contracting perspective 
(i.e., agency theory and transaction cost analysis (TCA)), 
along with the use of the event study methodology enabled 
us to articulate and evaluate the causal effects of changes 
in franchising structure (in terms of refranchising and buy-
backs) on shareholder value of franchising firms.3 In par-
ticular, we theoretically illustrate the downsides and ben-
efits of refranchising and buybacks, two seemingly opposite 
strategies, for franchising firms. Our analysis confirms that 
financial markets reward firms for both refranchising and 
buybacks decisions. There has been a considerable debate 
regarding the optimal proportion of franchise ownership 
for firms, with some studies asserting that firms are likely 
to favor franchising initially but then move towards com-
pany ownership of retail units, whereas others arguing the 
opposite (Dant & Kaufmann, 2003). In squarely respond-
ing to this debate, we underscore that, from a shareholder 
value perspective, neither of the two opposing arguments 
stand rejected. Instead, financial markets align with the 
“Darwinian economics” rationale (Anderson, 1988), sup-
porting the need for firms to react to competitive market 
forces in a manner that best leverages their situation. Thus, 

3  We thank the review team for guiding us to evaluate refranchising 
and buyback decisions separately.
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firms may select opposing strategies (in terms of hierarchical 
or market-based governance) to optimize their performance.

Second, by investigating the impact of opposing strategies 
in the context of franchising, we add to the limited work in 
marketing strategy validating the shareholder value of appar-
ently conflicting strategic moves by firms based on contin-
gent factors (e.g., Wiles et al., 2012). It also allows us to go 
beyond Hsu et al. (2017), who examined annual changes 
rather than discrete and specific events involving changes in 
franchise ownership structure and did not offer visibility into 
the separate effects of refranchising and buybacks on firm 
stock returns. Furthermore, our framework and empirical 
methodology provides a template for understanding other 
firm decisions where agency theory and TCA prescrip-
tions are at play in the determination of the organization 
of economic activity within or outside the boundaries of 
the firm. For instance, decisions involving in-house sourc-
ing vs. outsourcing (for a range of business functions such 
as production, advertising, marketing research, salesforce 
etc.), licensing vs. owning facilities in international markets, 
and offshoring vs. in-shoring are few examples of opposing 
strategies that have both benefits and downsides for firms. 
Our approach of utilizing an efficient contracting perspec-
tive (e.g., Bergen et al., 1992; Rindfleisch & Heide, 1997), 
in combination with the event study methodology, can be 
extended to evaluate the shareholder value implications of 
these strategic choices made by firms.

Third, we build on the assumptions of agency theory and 
TCA to identify and articulate boundary conditions imposed 
by firm and industry factors on the shareholder value impact 
of franchising decisions (refranchising and buybacks). Both 
theories alert to the potential of moral hazard and opportun-
ism in the franchisee-franchisor relationship and the costs 
involved in mitigating these exchange hazards. They also 
highlight the impact of environmental uncertainty on the 
hierarchical and vertical governance structures utilized by 
firms. We draw from these views to present a nuanced picture 
of the forces shaping the boundary conditions in our study.

Specifically, based on agency theory we find that a 
firm’s royalty rate has an attenuating/enhancing effect on 
the incremental shareholder value derived by firms from 
refranchising/buybacks. This supports the argument that as 
firms with higher royalty rates face greater risks of free-
riding and moral hazard by franchisees, the gains accruing to 
them from refranchising get attenuated and firms are better 
placed to buy back some of their existing franchised units. 
Along similar lines, we had built on agency theory to argue 
franchising firms with high advertising intensity would 
also derive lower/higher stock returns from refranchising/
buybacks. Our predictions were driven by observations that 
higher advertising intensity reflects advertising as a central 
element of a firm’s marketing strategy and the firm’s invest-
ment in building customer-based resources. In such, cases, 

heightened agency issues associated with franchisees would 
reduce the gains accruing to the firm. However, our results 
did not provide confirmation for these hypotheses. It is pos-
sible that the local market knowledge of franchisees allows 
firms to better target their advertising efforts (an aspect not 
observable in our data), generating consumer surplus which 
may be overcoming the agency costs associated with work-
ing with them. Similarly, we had posited that firms would be 
able to appropriate the higher value generated by advertising 
for themselves in the case of buybacks, instead of having 
to share this with franchisees. As such, firms with higher 
advertising intensity were predicted to benefit more from 
buybacks. However, results did not confirm this prediction 
as well, reflecting that the consumer surplus generated from 
advertising, without the benefits of local know-how afforded 
by franchisees, may not be sufficient to cover the acquisition 
costs and other agency issues associated with hierarchical 
governance.

A similarly complex set of findings emerge for the two 
firm-level moderating factors motivated by a TCA lens—
ROA and trade credit provided. Consistent with the predic-
tion, results support the argument that firms with high ROA 
would benefit less from refranchising, given that high ROA 
reflects lower need for firms to rely on outside partners to 
alleviate their resource scarcity. Further, as predicted firms 
that provide higher trade credit to their channel partners, 
reflecting investments in stronger channel partnerships, 
appear to derive greater shareholder benefits from refran-
chising. For buybacks, we do not find support for these fac-
tors, possibly due to positive and negative forces balancing 
each other out.

Finally, our study draws attention towards the boundary 
conditions created by the industry environment faced by 
firms. We find that industry munificence weakens the ben-
eficial effect of refranchising on shareholder value, while 
marginally elevating the stock returns derived from buy-
backs. This supports our position that when the industry 
environment offers more growth opportunities, it may be 
possible for firms to do well operationally without reliance 
on partners (franchisees). Further, with buybacks, firms will 
be able to capture more of the overall industry growth for 
their own cash flow gains, enhancing the shareholder value 
effects. In dynamic industries, agency theory and TCA led 
us to argue that greater reliance on franchisors would be ben-
eficial for firms. However, our analysis didn’t confirm these 
hypotheses, indicating industry dynamism as not a value 
driver for firms making refranchising and buybacks moves.

Managerial contributions

There have been numerous calls for researchers to show 
how marketing strategy decisions contribute to share-
holder value (e.g., Srivastava et al., 1998). In adding to the 
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marketing-finance interface literature that has emerged in 
response to these calls, we assess the impact of franchising 
decisions on firm stock returns. As we outlined previously, 
franchising is an important form of distribution strategy, 
which contributes substantially to the economy both in 
terms of economic output and employment. Furthermore, 
by focusing on franchising as a specific context, we are able 
to provide more customized insights to managers in fran-
chising firms, compared to what generalized studies would 
be able to offer (Stremersch et al., 2022). Specifically, our 
research answers several key questions faced by managers 
of franchising firms considering structural changes to their 
distribution channels, while keeping the size of their dis-
tribution chain size constant. Moreover, we highlight that 
different boundary conditions govern the firm stock returns 
derived from refranchising and buybacks, providing nuanced 
guidance to franchisors.

Do managers benefit shareholders from changes to franchis‑
ing structures?  One of the fundamental lessons from the 
marketing literature is that managers should stay alert to 
changing market conditions and regularly recalibrate their 
marketing mix. We provide empirical support for this pre-
scription by showing that, when it comes to franchising, 
managers benefit shareholders by changing their franchising 
levels at discrete intervals. Indeed, within the confines of our 
sample, we observe that investors in the U.S. reward share-
holders of franchising firms announcing refranchising and 
buybacks of retail units by a median amount of $8.0 million 
and $8.1 million respectively on the day of announcement, 
with the median gains rising to as much as $10.3 million and 
$12.8 million respectively one day after the announcement.

When can managers derive greater benefits for their share‑
holders from refranchising?  In addition, our study reveals 
that the stock market attaches higher value to firms deciding 
to refranchise if they are in a position to charge lower royalty 
rates and ROA and provide higher trade credit to their down-
stream partners. Our results reveal that managers who set 
low royalty rates generate $79.6 million additional median 
gains to their shareholder from refranchising, as they stand 
to lose less from potential moral hazard. Further, firms that 
have low ROA also benefit shareholders more from refran-
chising decisions (to the tune of an additional median $7.0 
million), deriving benefits from the local market knowledge 
and access brought to them by the franchisees. Finally, firms 
that invest more in building relationships with downstream 
partners by providing them with higher trade credit also 
generate $71.0 million in median gains from refranchising. 
Together, these present actionable insights to managers to 
benefits their firms from refranchising their existing retail 
units.

When can managers benefit their shareholders more from 
buybacks?  We further underscore that financial gains from 
buybacks are elevated if firms have higher royalty rate. In 
particular, based on our sample and empirical estimates, 
firms with higher royalty rates stand to gain $36.6 million 
from buybacks, leading to overall median gains of $44.7 mil-
lion to shareholders. Managers should take note of this and 
undertake more buybacks in situations where their brands 
and other customer-based assets are more vulnerable to mis-
appropriation from franchises.

Should managers take industry conditions into account 
when formulating DVI strategy?  With respect to industry 
conditions, we show that managers in rapidly growing indus-
tries stand to gain less and more from refranchising and buy-
backs respectively, than those in stable industries. It appears 
that in munificent industries, it may be possible for managers 
to generate $12.4 million more in gains to shareholders from 
buybacks, bringing the total median gains to $20.5 million. 
In contrast, shareholders stand to gain $22.2 million if their 
firms refranchise in lower growth industries, bringing overall 
gains of $30.2 million to shareholders.

Limitations and directions for future research

Our research also suffers from some key limitations that sug-
gest useful areas for further inquiry. In deriving our frame-
work, we outlined key boundary conditions but our inquiry 
was limited to factors observable through secondary/archi-
val data. As such, we were able to only indirectly capture 
certain theoretically relevant moderators like management 
supervision, quality control, and brand reputation through 
ROA, trade credit provided, and royalty rate respectively. 
Future studies can directly measure these constructs through 
primary research, such as managerial surveys. In addition, 
product-demand and channel-demand growth (as studied 
by Geyskens et al., 2002) as well as order of entry of firms 
in the industry may influence investor reactions to refran-
chising announcements. However, we do not have product 
and channel-level demand data for our sample. Future work 
can investigate the role of these boundary conditions, if the 
required data becomes available. Additionally, our sample 
was restricted to relatively larger, public-traded firms. How-
ever, the franchising industry has a large number of smaller 
and privately held firms, not as well represented in some 
of the secondary data sources. We observe firm size to be 
a weak boundary condition in our analysis, indicating that 
our results are likely to be generalizable to smaller firms. 
Further research can apply our framework through primary 
data collection techniques to provide additional confidence 
in the usefulness of our findings for managers across a larger 
spectrum of franchising firms. Finally, we restricted our con-
text to franchising, which offers certain benefits in terms of 
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pointed and directly useful findings for franchising managers 
(Stremersch et al., 2022). We submit that our theoretically 
derived framework and event study methodology should be 
applicable to other contexts as well and scholars can build 
on our study to evaluate these contexts in future research to 
enhance the external generalizability of our findings.
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