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Abstract
This paper explores the role of organizational form and structure in globalisation.  It does so by employing a systems approach to examine KFC’s foray within the greater China market and its use of franchising and a variety of other organizational forms to effect growth.  The paper surfaces the systemic roles and purpose of organizational form, in general, and, of franchising and licensing as forms of organisational design, in particular.  The paper demonstrates how insights about organizational form can be surfaced and reinterpreted using the systems concepts embedded in Beer’s viable systems model (VSM), and how such insights contribute to an assessment of organizational effectiveness.
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Introduction

In November 1987, KFC opened its first restaurant in the People’s Republic of China (PRC), near Tiananmen Square, Beijing [
].  Over the next 20 years, it opened more than 2,000 restaurants in over 350 cities in each of the PRC’s 22 provinces, 5 special or autonomous administrative regions and 4 “super cities”, generating on average US$1m revenue per outlet with a 20% profit margin.  Such growth and performance is unmatched by other companies in China’s restaurant sector, and has outpaced McDonald’s by 2:1 in terms of restaurants.  Its growth was founded on opening “hub operations” in the capital cities of different provinces, “as fast as resources and capabilities allowed”, and then supporting expansion into second tier cities, and neighbouring provinces, with support from the hub [1].

As of 2008, and operating under the umbrella of Yum! Brands Greater China (referred to later as KFC China), KFC and Pizza Hut were two most recognised successful brands in Hong Kong, Taiwan and China – the others being Taco Bell, Long John Silver’s and A&W.  The KFC China division  was one of three divisions of Yum! Brands Inc. (aka KFC), formerly known as Tricon, the other divisions being responsible for US and remaining International operations, and had separated from the International division in 2005 [1] on account of its growing size and contribution to the wider corporate’s affairs.

Figure 1 – KFC – Ownership History
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KFC’s second successful entry into Greater China, via Hong Kong in 1985, involved a Master Franchise agreement with the HK-based Birdland organisation [1: 19].  A year earlier, a franchise operation had been established in Taiwan through a joint venture with the Uni-President Group, but was later taken over as a Master Franchise by Birdland, and eventually sold back to KFC China in 2001. However, the first and pioneering Master Franchise arrangement in China was established in 1993 in the western regional province of Xian.  Until then, whilst KFC may have lacked confidence in seeking to offer Master Franchise agreements to Chinese entrepreneurs, it could not operate as a wholly owned foreign enterprise (WFOE) or business in China.  Indeed, China government policy had dictated that when it first sought to enter the PRC market in the mid eighties, KFC could only do so via joint venture agreements with Chinese partners – usually “tied, in one way or another, to various levels of Chinese government – central, provincial, city, county, and township” [1: 47,].  

However, at the time that KFC was brokering the franchise agreement in Xian, WFOEs became more numerous following the economic reforms of the nineties and the Chinese government’s efforts to attract foreign investment.  It is worth noting that since the mid-nineties, KFC has not formed any more joint venture partnerships – perhaps, partly because relationships were often undermined by self interest and the incongruence of conflicting goals and objectives [1: 49-50].  Instead, it sought to buy-out its existing joint venture partners in China, and began to operate more of its business as a WFOE, managing rather than franchising its restaurant outlets.  Indeed, by 1995, KFC China had started to operate its own KFC restaurants as managed outlets.  Since 1999, however, and following much debate within Yum! Brands Inc. corporate headquarters and within KFC China, KFC has reinvigorated a traditional western-style franchise programme [1: 109-112] seeking to identify and recruit suitably qualified potential franchisees to run its restaurants as franchise rather than company-managed outlets. 

Figure 2 – KFC as a Franchise Organisation and a Divisionalized Organization
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As a consequence, and as of 2008, KFC China’s operations in Greater China can be characterised as a mix of three related, but different, organisational forms – each responsible for contributing to the growth strategy for restaurant outlets in a different manner.  In essence, we might say that KFC China services its markets through a set of organisational forms, which we can categorise as licensed Master Franchises, as joint ventures controlling company-owned restaurants, and as WFOEs.  In the latter case, the WFOEs have operated either company-owned outlets or franchised outlets.  Furthermore, in Qian province, KFC China operates both a Master Franchise and its own WFOE running a traditional franchise business.  Elsewhere, it is seeking to buy back joint venture operations, buy back franchisee operations, and make all such restaurants available to carefully chosen franchisees.  In addition, KFC has continued to enter into Master Franchise agreements in some provinces.  It is not surprising that given such organizational diversity, Liu [1] has referred to this evolution of operations as a reflection of the “flexibility, innovativeness, and adaptability inherent in KFC China’s “DNA” continuously modifying and improving the current business model based on newly acquired data and experience”.
It may be evident from this preamble that KFC has not organized or operated in China as it did with franchise operations in other parts of the world.  As a consequence, and in order to gain insight about the organizational forms that it has used, and why it has used them, this paper will explore the nature of franchising and divisionalization as organizational form.  It will also seek to understand the conditions that may support franchising as an effective organizational form, employing the systems concepts embedded in Beer’s viable systems model.  In addition, the paper seeks to suggest why KFC moved to embrace not only franchising but several other alternative forms of organizational design in China.
We note that, perhaps aided by the success of KFC, “franchising” has long entered the lexicon of everyday life through its seeming ubiquitous presence in the fast food/quick service restaurant and services sectors, the motor industry etc, and through its impact on many facets of society [
].  However, the term generates a variety of connotations.  For example, whilst franchising is often used to describe the provision of branded products or services, it is also used as a form of organisation design.  However, there have been few attempts to theorise franchising as organisational form [
], and much research on franchising has been descriptive and piecemeal.  It is not surprising then, that the extension of franchising into a variety of industry sectors has appeared to reflect mimetic behaviour rather than theoretically informed reasoning [
].  Neither is it surprising that the term is misused and/or misrepresented.  Amongst the varying rationales used to justify franchising is that it can embody a form of growth strategy [
], and franchising occurs in industries where revenue/profit growth arises from the addition of extra “outlets” rather than the expansion of operations at existing locations.  However, such growth can be achieved in different ways, via different organisational forms.  Nevertheless, despite the acceptance of franchising as one such organisational form to fund and facilitate growth, there has been a paucity of theoretically grounded research, but then, an important prelude to the evolution of appropriate rigour in empirical studies is the development of a theoretical framework to guide such work [
].  
In the next section, we provide a brief description of franchising in its differing forms; and of commonly accepted views of the rationale underpinning franchising.  We then outline a theoretical framework for examining the effectiveness of organizational design.  The work is located within the field of organisation studies, and the paper seeks to examine the purpose, systemic roles, and effectiveness of franchising, as a form of organisation.  Whilst the use of systems methodologies to explore organisational issues is relatively common, the application of systems frameworks to explore franchising has not been reported in the literature.  The paper seeks to develop systems perspectives and to conceptualise franchising using the theoretical framework associated with the VSM of Stafford Beer [
] [
] [
] [
] [
].  In particular, we use the VSM to reinterpret, and build understanding of, the systemic effects of franchising and other organizational forms used by KFC China.  In doing so, the paper will build on prior work and attempts to reinterpret and synthesise that work by using the VSM.  We conclude by proposing a research agenda to further conceptualise and build knowledge of franchising.
franchising and related organizational forms
A franchise is a form of business organization in which a franchisor as owner of a trademark or trade name conveys to one or more independent dealers, the franchisees, the right to market a product or service, usually within a specified geographic area and subject to a number of constraints imposed by the owner [
].  The wider franchise system is essentially a virtual organization comprising the franchisor organization, the independent S1 franchisee organizations, and the various ways in which they interact.
There are two major forms of franchising: product format franchising and business format franchising.  Product format franchising is an arrangement whereby the franchisor develops a product and/or a trade name and licenses a franchisee to market its products and to use the specific trademarks or trade name of the franchisor.  That is the product franchisee contracts for use of the name to deliver products or services to end customers for a fixed time period at a defined location – eg. the Ford auto dealership franchise system.  By contrast, business format franchising is an arrangement whereby the franchisor develops a brand name and business operating system and licenses them to a franchisee.  The franchisee contracts for use of the name and the operating system to carry on a business, to deliver products or services to end customers for an agreed period at a defined location.  Examples would be the KFC or McDonald’s franchise systems [5]. Furthermore, product franchisors do not license an operating system, but allow franchisees to operate in different ways, that is, they do not seek uniformity in the operations of their franchisees.  They gain income from product sales to franchisees.  By contrast, business format franchisors gain income from royalties as a proportion of final gross sales to retail customers.
Premner & Hatch [18] suggest that franchising is one of several growth strategies that an organization, a potential franchisor, can employ to grow its business.  In comparison with expansion of company branches, or entering into joint ventures, growth can be funded predominantly by the financial and human capital of franchisees, not the franchisor – possibly at lower risk to the franchisor.  It is believed that franchisee owner-operators have significant self-serving incentives to grow activities, revenue and profits, in comparison with comparable outlet managers employed within a divisionalized organizational structure, thus facilitating more rapid expansion.
Franchising as a viable business concept is considered to require a product or service, and brand, that is unique, protected by a registered trademark, and which has high sales potential; business operations that can be standardised so that the franchisee “can operate with minimal franchisor involvement”; business skills that can be acquired through minimal training; business success factors that can be readily duplicated; and a successful track record or model business outlets that can demonstrate viability [18].
For individual business owners as potential franchisees, franchises offer them higher survival rates, based on a proven business concept; based on the economies of scale operating from franchisor-wide purchasing systems; based on the benefits of a well-known brand; and, in the case of product franchising, access to franchisor product.  The nature of the relationship between franchisor and franchisee manifests a view that the franchisee can be motivated, and franchisee behaviour can be modified to act in the interests of the franchisor by contractual arrangements.
However, franchisors and franchisees remain independent businesses with different objectives – generating a typical principal/agent dilemma.  Indeed, although franchise agreements/contracts may seek to align objectives of the franchisee with that of the franchisor, they also generate transaction and compliance costs that do not exist within divisionalised organisations.  Furthermore, franchisor-driven change from the centre can be difficult to achieve, if franchisor and franchisees have inherently different objectives, and this may be one factor contributing to empirical research findings that shows profits from franchising are lower than from divisionalised outlets [5].

Divisionalised and franchised organisations have, especially when represented in the traditional organisational tree structure (See Figure 2), a deceptive similarity in terms of organisational structure, and design.  Both organizational forms represent attempts to balance autonomy, flexibility, responsiveness and control, and indeed, both reflect the notion that to be effective, an organisation must be structured to respond to the contextual situation in which it operates [
: 66].  
However, divisionalized organisations differ from franchise organizations in that whilst divisions are owned and controlled by the parent organisation, franchisee outlets or ‘divisions’ are owner-operated.  Indeed, for franchise systems, the franchisee organisations are “independent” of the franchisor, with the franchisor and franchisees being different legal entities, yet with seeming paradox, franchisees being embedded within the franchisor organization.  KFC China has operated both such forms.
The Conceptual Framework - Beer’s Viable Systems Model (VSM)
Beer’s framework [7-11] can be used to shed light on the design and effectiveness of purposeful organization - virtual or real.  His approach is not pre-occupied with structure.  Neither is the approach pre-occupied with the organizational typologies often used to reflect structure, or the configurations that are often embodied in organizational charts.  

Figure 3 – Beer’s VSM - The Operational System, the Management Meta-System and the Environment
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Instead, Beer focuses on the systemic functions that enhance organizational viability, and which provide a basis for adaptive learning about what are effective organizational behaviors and goals in a climate of complexity and change [
].  Beer’s research has demonstrated that certain systemic features/functions are necessary to any system’s viability or survival.  To be viable in Beer’s terms, that is, to survive and be effective, an organization must be able to manage uncertainty and complexity by achieving requisite variety of response.  It can develop requisite variety either by creating increased variety of response or capability in its own systemic behavior and functioning, as KFC China has done by using a variety of organisational forms, or by acting as if to reduce the environmental variety to which it would otherwise be exposed, as it did when it first withdrew from the Hong Kong market.  Knowledge of these systemic functions can therefore be used to diagnose and analyze the systemic strengths and weaknesses in existing organizations, and/or to, guide the design of organizations to provide required systemic features.
Beer conceptualizes all viable systems as a network of communication channels bonding five complementary sub-systems [
].  The sub-systems, whose effective functioning and communication links are necessary to any system's viability, comprise - an operational system, S1, of autonomous operational units that act out the very identity and purpose of the overall system, and a meta-system comprising four other sub-systemic functions: S2 - effecting beneficial coordination of the autonomous units, reducing conflict, providing guidance to reduce the complexity of choice;  S3 - operational planning, resourcing, regulating, guiding, monitoring - for and relating to the autonomous units;  S4 - intelligence and strategy development serving the whole organization's future;  and S5 - the creation and promulgation of identity, vision, direction, purpose and mission, throughout the organization and its wider environment [
] [
].  In essence, S1 units carry out the basic purpose of the organisation, interacting with its local environment; and the meta-system decides, resources and supports the carrying out of purpose, taking account of the wider environment.  Figure 3 shows the organization in schematic form, with the S1 operational unit as a circle, interacting with the meta-system, shown as a rectangle, both interacting with the environment in different ways.  All sub-systems are part of the larger system under investigation, which is defined as the System-in-Focus (SIF), in our case, it may be KFC China or the wider, virtual global franchise organization. 
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Figure 4 – KFC China as a System of Embedded Systems
However, it will be S1’s activities that directly serve the organization’s purpose; and it will be the meta-system’s function to provide governance, organizational climate, the direction, resources and support for S1 to best manage in a changing environment, and for the S1 units to become viable sub-systems themselves at a lower level of recursion or embeddedness.  Figure 4 shows KFC China’s S1 units delineated as WFOE franchisee operations, as company outlets, Master Franchisees or joint ventures. The SIF may, itself, be part of, or embedded within a larger system, just as KFC China may be within the wider KFC global organization as one of its three divisions.  It is such considerations that suggest the usefulness of the VSM in developing insight about effective franchise relationships.  
discussion and summary
In this section, we first attempt to summarise our reinterpretation of empirical findings [5] for effective franchising in terms of their contribution to effective systems functioning, and attempt to relate them to KFC’s foray into China.  For example, whilst selecting the right industry for an initial entry into franchising would be the consequence of effective S4 intelligence and strategic analysis, and S5 choice of strategic direction, we may take these as matters of course for Yum! Brands Inc and KFC China.

Critical to the effectiveness of any franchise organization is S4 recognition that business operations and processes best suited to franchise arrangements are often labour intensive and capable of standardization and codification; and also that S1 franchisee autonomy and discretion to exercise local knowledge is necessary.  This is certainly the case with QSR operations.  Similarly, S4 franchisor-understanding of advantages of franchising that arise from effective selection and harnessing of motivated franchisee outlet owner-operators, will also likely lead to the effective S3 resourcing of S1 franchisee units with appropriate human and financial capital, and exclusive territorial markets to facilitate franchisor growth and enhance financial returns at relatively low risk.  These matters and the nature and importance of S3 recruitment, management development and retention are well recognised by KFC China.  Indeed, it has been aware of certain conditions that work against effective franchising in China [1].  They include lack of qualified franchisees to staff autonomous S1 franchisee operations, inadequate S3 protection of IPR, and S3 difficulty in finding franchisees who share S5 values and comply with franchise agreements.  As a consequence, only a “few dozen” of the 2000 KFC outlets in China were franchised outlets [1].

Liu has expressed a view that “the name of the ... franchise ... game” was not only to leverage ... from the franchisee’s capital, but also management experience, entrepreneurial energy, local contacts and knowledge.”  He has also implied that despite, perhaps because of, the paucity of ‘genuine’ franchise outlets and operations, there had been persistent US corporate HQ influence - ‘from the moment Tricon was spun off from Pepsi in 1997” - for KFC China to pursue a more active program of franchising [1: 109].  Such influence may emanating from a belief that S3 resource acquisition can most effectively be obtained from S1 franchisee investment, and that S1 autonomy, motivation and discretion to exercise local knowledge is vital.  We may also interpret KFC China’s stance as recognition of an implicit principal/agent dilemma, and a means of addressing it.
However, the criteria set by KFC for potential franchisees have been stringent – reflecting KFC’s S4 strategy, for example, that it would only “re-franchise existing restaurants that were being operated profitably in medium-size cities with a growth potential for additional KFC restaurants” ... and that re-franchising would cost the franchisee about US$1m, plus “an ongoing royalty fee of 6% and a marketing fee of 4%”.  Whilst such costs are significant, they are linked to S4 intelligence about selected territories having higher restaurant traffic, bigger turnover, larger restaurant dining and kitchen areas, a sit-down dining-in experience, the related absence of drive-through restaurants, more service operators and larger service areas.  Whilst believing that such costs would deter all but the most committed franchisees, ensuring some aspects of S5 value congruence, KFC also recognised a need to provide a complete S3 franchisee support system, “not just with recruiting and training employees and sourcing supplies, but in terms of obviating the need to select a site, engage in restaurant construction” [1].
In general, S4 awareness of an inherent disadvantage of franchising - that franchisors and franchisees are independent businesses with often different goals - leads to franchisor meta-system S3 development of contractual arrangements and S2 guidelines/policies that promote franchisee behaviour that accords with the aims and goals of the wider franchise system; and to the delineation of exclusive territories for franchisees which minimises franchisee conflict and competition.  As such, the aim is to create the right balance of autonomy and control, without impacting adversely on the S2 values of competence and goodwill trust that binds the wider organization, or without undermining the goodwill trust necessary for the franchise organization to be viable long term [21].  It would appear that KFC China has, in general, not been able to ensure that these systemic conditions could be satisfied by Master Franchisees, franchisees or joint venture partners.  As a consequence, KFC China S4 understanding that the legal and institutional environment of franchising is critical in such circumstances, had led, until recently, to sparse use of franchising as organizational form.  It had also led to a seeming acceptance that KFC management of WFOE KFC-owned outlets would address the principal/agent dilemma, and obviate the systemic dysfunction that would arise in franchise operations from S5 mismatch of values, S3 inability to resource franchisee operations with appropriate qualified operators, or be manifest as S2 disharmony. 
For an effective franchise operation that meets Shane’s criteria [5], we note that identifying the right balance of S3 support and assistance to franchisees, in the form of training and centralised marketing, or purchasing and inventory systems, in order that they can operate their businesses effectively without undermining S1 independence or autonomy, is necessary – as would be developing the right S4 strategies towards franchisee territorial expansion or to franchisor system expansion that may provide additional motivation and incentives for franchisees.  KFC China have always recognised the need for such systemic coherence, and have ensured that the systemic functions are in place to support restaurants regardless of whether they are company owned, operated through a joint venture, or a master franchise.  
For viable franchise operations, S4 deliberations by KFC China – as franchisor - on the investment value of outlets, or the purchase price of a franchise license, are vital to ensure the maintenance of S2 values that bind S1 franchisees - motivated by potential rewards - to the organization longer term. Similarly, effective franchisor S3 recruitment, selection and management of franchisees will contribute to overall franchise system success.  In return, franchisees gain access to S3 resources provided by the franchisor, such as a proven business format, earnings disclosure, and if appropriate franchisor/franchisee match ups are made, a strong likelihood that the risk of misunderstanding the business, its virtues, conflicting objectives etc, will be minimised. Liu has also commented on the importance of franchisee recruitment, and the need for them to be entrepreneurs with QSR industry and local market experience; to be willing to invest significant funds and time in a hands-on role, not just be silent investors [1].  
In company-owned operations, such considerations have different importance, but there is still S3 need to resource outlets with motivated, able staff.  Such systemic notions are also important in choosing venture partners, where S4 recognition of S5 value congruence is necessary to avoid dysfunctional S2 disharmony and consequent S1 ineffectiveness. This latter point illustrates the value of a systems approach in understanding the appropriateness and effectiveness of the organizational forms used by KFC China.  Elsewhere, it has been noted that empirical findings expressed as Shane’s rules [5] or Premner et al’s conditions [18] for franchising success accord with the viability requirements of Beer’s VSM, which provides some explanation for the contribution of the particular organizational form to the success of many franchise organizations.  Here, we provide examples based on KFC China that suggest the structure of effective franchise operations, company-owned or joint venture operations, also accords with the VSM – but with the interdependent systemic functions interacting in different dynamic balance. 

Finally, we propose a research agenda that would extend this work and seek to use the VSM to examine and validate the nature of franchising as a means of addressing (1) the need for franchisor viability via market growth, resource acquisition and profit generation [
]; (2) principal/agent dilemmas that impact governance and relate to joint venture partners, franchisee independence and franchisor control [
]; (3) the systemic effects of venture partner or franchisor/franchisee value congruence, transaction costs of relationships [
]; and (4) how coordination and conflict issues are addressed through contractual and selection processes that influence, guide or control partner/franchisee behaviour [
].
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