[image: image1.png]) H i
seEt =8 enm = s =0
s (@ o sy S ER UTE) EAEROES owe. TR
= s = = 25 a2 ‘
v W X Y z AA 2B AC | AD | AE =
Inorderto meet
orderte mest customernezds,the
= ) Inorderto meet customer norder to mee supplyis renewed by
e Franchisees’ needs,the supplyIs customer needs, the Franchisees donot  small quanty snd
. Inventory renewed by small quantiy supplyis renewed by need inventory any Pl
until sold or i reavencn bigquantiy and low more.
133 disposal frequency.
i | 00 has a fast |
i tumover inventory.
o Franchisee A's Inventory @ Franchisee A
193 |
- Franchises B's inentary| | Consumers suppler || 00 —> Franchisee B ) ponsumer
19 .
197 .
198 .
. Franchisee Zs Inventory Franchisee Z
201
202
203

20420 one franchisee’s
205 ntory is lower than

e —

207"
208
209
210
211

W 4> [ Hodel & Problem 8.7 Sheet3 /¥J

When inventory in 00
headquarters, 00 will
reorder.

Franchisees order the
products when the sales
occur. The delivery
small quantity and high
frequency

|

T MOSS00461200

WA Case Sty .

Google Transia




2008 Oxford Business &Economics Conference Program


ISBN : 978-0-9742114-7-3


A Case Study on the Franchising of Oriental Optics Company, Shanghai, China

Qiongyao Zhang (Research Assistant and MBA student, University of Michigan-Flint)
Email: qiongyaozhang@hotmail.com
Address: 625 East 3rd. St., Flint, Michigan, USA

Phone: 1 352 870 0219

ABSTRACT

This case study concentrated on a formally state-own company in Shanghai, the economic capital in China, the Oriental Optics (OO). OO has a history over 80 years. Its business focuses on selling prescription glasses to consumers.  As an effort to modernize its sales channels, OO started its franchising venture about 10 years. During the last 10 years, OO expanded smoothly in Shanghai to over 100 sales outlets citywide. However, its quick growth also incurred many serious managerial and financial issues. The purpose of this case study was to analyze those issues and to make suggestions for OO’s future development. Additionally, this study aimed at providing some insight for other state-owned firms that are undergoing an ownership and/or management transaction.

Topic areas: Chinese company, optics industry, franchising

Methodological areas: franchising theory, operation management

INTRODUCTION

The China economy is growing rapidly, thanks to huge foreign direct investment, strong exports, and expending from the newly-emerged wealthy domestic consumers. Meanwhile, the competition in the consumer marketing is escalating. For many traditionally state-owned companies, their survivals depend on how they adjust themselves to compete with foreign brands and products as well as local firms from the private sector.  This case study concentrated on a formally state-own company in Shanghai, the economic capital in China, the Oriental Optics (OO). OO has a history over 80 years. Its business focuses on selling prescription glasses to consumers.  As an effort to modernize its sales channels, OO started its franchising venture about 10 years. During the last 10 years, OO expanded smoothly in Shanghai to over 100 sales outlets citywide. However, its quick growth also incurred many serious managerial and financial issues. The purpose of this case study was to analyze those issues and to make suggestions for OO’s future development. Additionally, this study aimed at providing some insight for other state-owned firms that are undergoing an ownership and/or management transaction.

The research method for this case study was mixed, with a qualitative part and a quantitative part. As a result, the data collection consisted of two parts. First, the president, the general manager, and the sales manager of OO were interviewed by the author. Second, the author collected information from the internal sales and financial data from OO. The data analysis was also based on a combination of two methods, both qualitative analysis and quantitative analysis. 

The major findings of this study included the legal and business environment for franchising in China, the relationships between the franchisor and the franchisee, and the financial and management challenges for the franchisor. The focus of the discussions was on the special issues related to franchising in China. Within the frame of the officially-named market economy with Chinese characteristics, domestic franchisors face some unique challenges. For example, unlike international franchisors in China, such as KFC or Jaguar, formally state-owned companies, including OO, are a mixture of government agency and private venture. As a result, OO has many legal challenges in terms of claiming ownership over its brand and real estate property. Besides the legal challenges, OO also has a difficult time in controlling its franchisees, which could be attributed to various reasons, such as organizational structure and business ethics. 

All in all, through franchising, OO was able to increase its market share and survive the severe competition. However, due to various reasons, including the Chinese characteristics, the management of OO still faces a lot challenges. This study analyzed those challenges and suggested solutions for them. 

THEORY AND METHODOLOGY
History of Franchise
The word Franchise means privilege or freedom in old French. The Kings granted a franchise for all manner of commercial activities to some citizens. It is also said China is considered the origin of franchise because it is the birthplace of imperialism. Despite its early roots, franchising did not truly come of age until 1850 in the USA. The Singer Sewing Machine Company began granting its sewing machines in a product distribution franchise. Singer wrote franchising contracts which were the forerunners of modern franchise agreements.
Definition of Franchise
Franchise is a system for extending a business and distributing goods and services, as well as an opportunity to operate a business under a well-known brand name. A franchise happens when a business (the franchisor) licenses its brand (trademark, such as McDonald’s) and its business methods (its system of operating business) to a person or an organization (the franchisee) who agrees to operate consistent with the clauses of a contract (the franchising agreement). In return, the franchisee usually pays the franchisor an initial fee and a continuing fee for the use of the brand and business format.
Two Types of Franchises
Two types of franchises exist: product distribution franchises and business model franchises. The latter is the one which most franchisees are looking for.

Product distribution franchises

In a product distribution franchise, the franchisees sell the products made by their franchisor. The industries mainly include automobiles, gasoline, and soft drinks, like General Motor, BP, and Coca-Cola. Some franchisees get semi-manufactured goods from franchisor, for example, concentrated Coca-Cola. Such Cola requires some preparation by the product distribution franchisees before it is sold. However, some additional service is after the service, such as General Motor. Although product distribution franchises exist widely in retail sales, the most popular franchising model is business format franchises.
Business format franchises
McDonald, KFC, and Starbucks are all business format franchises. In a product distribution franchise, the key part is the product manufactured by the franchisor. Beside the goods, trade name, and logo, business format franchisor also permits franchisees to copy its business system, including production system, delivery system, and service system. These systems produce consistency which guarantees the success for their franchisees. 
SHANGHAI ORIENTAL OPTICS COMPANY

History of Shanghai Oriental Optics Company
In 1928, Mr. Xie, Xigui set up Shanghai Oriental Optics Company. The main revenue was from wholesale selling of eyeglasses. The company was moved to No. 879 Xiafei Road, which was and is a very famous shopping center in Shanghai, China. Master of English language and optometry, Mr. Xie, Xigui graduated from Eyes Academy, Philadelphia. By hiring Russian optician, the sales were increasing dramatically. The company grew up to get its own operation characters -- to make the glasses with special requirements, including deep myopia or astigmatism. 

In the early 1950’s, the maximum of astigmatism that the glasses could reach in Shanghai was 800 degrees astigmatism. Meanwhile, a patient in the Eyes Hospital, Moscow needed a pair of glasses with 100 degrees astigmatism urgently. Through the introduction of International Red Cross Organization, Shanghai Oriental Optics Company undertook the project. Mr. Xie, Xigui designed the glasses himself. Then the top technician spent two days to make the spectacles. One month later, the company received the thankful letter from overseas. OO became famous in the Far East area from then on.
The Chinese government nationalized Shanghai Oriental Optics Co. in 1956. The name of the company was also changed. In 1979, China began to reform and open up under the leader of Deng, Xiaoping. The long-history brand, Oriental Optics was back to the company. At the same time, managers and employees collected money and established the new joint-stock company which was the first one in Shanghai, China. OO enlarged the business area, increased world-class equipments, hired professional eye doctors, and launched Shanghai contact lenses wearing center of HYDRON, USA. 
Franchise Development Stage
The initial development stage of franchise
In 2003, OO started to adopt franchising strategy. The main aim was to expand market share. The deposit was so low that 2000 RMB was enough. The business distance was no less than 500 meters.

The medium-term development stage of franchise
In 2003, OO started to adopt franchising strategy. OO also became the first company that altered strategy in the long-history optics corporations. The main aim was to expand market share. The initial fees were so low that 2000 RMB was enough. The business distance was no less than 500 meters.

The number of franchisees reached to 20. As the franchisor, Shanghai Oriental Optics joined China Chain Store and Franchise Association. To further improve the franchise system, OO raised deposits from RMB 2000 to RMB 5000, and did the following adjustments:

First, OO set up an inspector system. The inspectors are the bridge between the franchisor and the franchisees. Routinely, they visit the branches to check optometry instruments, and especially the service process. Then they evaluate and report. Once franchisee is below the requirements, OO will cease its business and help to get the franchisee qualification back.

Second, the inspectors collect the information and publish OO Communication Monthly. Monthly is free distributed to all the franchisees. It mainly includes: (1) the current events and the latest trend of optics industry; (2) new production introduced by OO headquarters; (3) notification of new sales or other marketing activities; (4) typical questions and answers which are beneficial to the franchisees; (5) OO’s aim and plan in the near future.

Third, OO established the supply chain center. In years past, OO transformed itself from a retailer to a franchisor. The supply chain department was also developed from several people to a functional center. Due to good-selling of Oriental Star and Fatia separately for old glasses and resin lenses, OO headquarters inflated its stock. Consequently, the foundation of the supply chain center is necessary to match OO’s new strategy, as well as improve products’ quality, shorten the lead-time and delivery time, thus enhancing the company’s image.

Lastly, OO improved the training system. Due to the particularity of eyeglasses industry, employees are required to own specialized technology. To strength the specifications of quality in the franchising shops, those which hire employees without specialized certificate will be charged high fine, or even be obliged to suspend business to bring up to standard. Per month, OO collaborates with industry training organization of the city of Shanghai to establish the courses to help franchisees’ employees to get the certificate, as well as writes a guide expressly for training and invites experts to follow the latest technology in the eyeglass industry.
The mature-term development stage of franchise

The number of franchisees reached to 50. OO raised deposits to RMB 10,000, and did the following adjustments:

First, OO plot out three main business areas, individually center area, east area, and west area. Two inspectors are distributed to each area to scrutinize all the franchisees in it. According to the fact, like New Year Season, or Back-to-School Season, OO Communication Monthly changed to bi-weekly for matching the market better. 
Next, OO headquarters are directly in charge of post-sale service. As you know in the font, OO is a long-history brand in China. It may take 100 years to set up a famous brand. However, it only takes few seconds to destroy one. OO promises that OO headquarters will refund 100% to customers as long as the product is low quality, whatever the pair of glasses was brought in any franchisee shop. In addition, OO headquarters will offer totally free optometry service and products to compensate the unhappy consumers. Meanwhile, the franchisee which the customer complained would have to accept the fine equal to three to five times the original price. As well, the critical report would be published on the OO Communication Monthly. 
Finally, OO founded credit classification system. To encourage those franchisees that have good credit record, OO will increase the amount of their account payables. This system is continually improved day-by-day.
OO’s FRANCHISING MODEL
In the day-to-day business, OO summarized its operating model systematically, including recruiting franchisees, the advantage of OO as a franchisor, the advantage of franchising to OO, and the analysis of return on investment.
Recruiting Franchisees
The conditions of becoming a franchisee
First, the franchisee should have a strong sense of achievement and a passion of Oriental Optics brand.

Second, the franchisee should have a certain capacity of business operation and the retail experience.

Third, the franchisee should the business capital matching economic level of the regional market, which includes:
· The franchisee should have a business size more than 50 square meters.

· The franchisee should own the business license.

· The franchisee would be required to provide the legal representative’s identification.
· The franchisee would be required to provide rental contract.

· The franchisee should hire the employees with the professional certificates.

· The franchisee would be required to provide the quality report of the equipments if these instruments are purchased by the franchisee self.

· The optometry room and the wearing-glasses room which are built by the franchisee should meet OO’s requirements.

· The sales people should be trained before they start working.
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The procedure of recruiting franchisees
Fig 4.1: The procedure of recruiting franchisees
The Analysis of Return on Investment
The research paper made the example of a usual franchisee shop in Shanghai whose location is level B (just one level from the best location). Around 200 thousand people live in the nearby community. The unit shop has 50 square meters. Suppose the unit increases revenue 25% every year. The following total investment is nonrecurring. Management expenditure does not change from year to year.
OO’s Return on Investment
(in thousands, RMB)
	Initial Investment
	

	Initial Fee (non-refundable)
	100

	Deposit (refundable when franchise contract ceases)
	10

	Decoration Fee
	50

	Operating Equipment (such as computers, telephones, fax, and software)
	20

	Technology Instrument
	150

	Inventory
	200

	Start-up Cost (such as registration)
	15

	Total Initial Investment
	495


	Operation Cost
	

	Monthly Operation Cost, including following items:
	

	  House Rent
	20

	  Utility Fees
	0.5

	  Telephone and Internet Fees
	0.5

	  Employees’ salary
	

	     Sales people’s salary ( usually three people are hired)
	1.5*3=4.5

	     Optometrists’ salary (usually two people are hired)
	2*2=4

	  Tax (quota)
	0.5

	  Continuing Fee
	2

	  Other Fees
	1

	Monthly Operation Cost
	33

	Yearly Operation Cost (Monthly *12)
	396


	Monthly Revenue
	80

	Rate of Gross Profit
	60%

	Monthly Gross Profit
	80*60%=48

	Yearly Gross Profit
	48*12=576


EBIT = Yearly Gross Profit – Yearly Operation Cost = 576 – 396 = 180

Return on Investment = 180/495 = 36.4%
The high return on investment not only attracts the potential franchisees, but also offers the opportunity for OO headquarters to strength the management from recruiting to training, as well as every detail service.
CURRENT PROBLEMS AND SUGGESTIONS

Franchise Problem

As for Oriental Optics headquarters, to choose the right franchisees is the point to succeed. Due to the short period of franchising strategy in China, as well as famous international franchise brands own experience, the successful Chinese franchises are not as many as overseas. Without strict investigate of franchisees, the brand might be diluted.
Nowadays in China, many products are competed by low prices, except eyeglasses industry. Spectacles business has not only more than 60% gross profit, but also high return on investment. By reason of more and more trust in brand from the customers, many small and individual eyeglasses shops lose a lot of clients. These stores which want to own a well-known brand immediately chose to join one franchising association, like OO. However, OO hardly controlled these franchisees’ purchase and accounting, which does a lot of harm to the long-period operation of the headquarters.

The most important is, OO Communication Monthly, as the only bridge between the franchisor and the franchisees, cannot satisfy both sides’ interest. The franchisor can hardly persuade the franchisees to buy its products through Monthly. Meanwhile, Monthly can barely help the franchisees to exchange their opinions with sales or R&D department. 
Suggestion
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The relationship between the franchisor and the franchisees is not only restricted by the law contract, but also bi-beneficial to both sides. The franchisees are the special customers to the franchisor. So recruiting potential investors is important. What is more important is offering long-period service to the existent franchisees. The organizational structure of operation also should be franchisee-centric. 

Fig5.1：The organizational structure of operation

In addition, OO headquarters should forbid all the franchisees to purchase themselves and put this clause in the franchising contract. The only reason for the success of a franchising system is consistency. Whatever is in a product distribution franchise or in a business format franchise, the consistent product or service is the most important. In the current time, OO headquarters permit the franchisees to stock as long as their goods are up to standard. However, this obeyed the Consistence Principle. OO should gradually change its purchasing from delegation to centralization. Of course, OO could preserve the right of the franchisees to recommend the suppliers, that is, if one supplier offers the goods to OO, every OO branch will sell them.
To establish OO’s own branch in each district is also urgent. Now OO has four branches and 82 franchisee shops. What is their relationship? Competition! OO’s branches can share the franchising management burden with OO headquarters. Meanwhile, they can be good model for all franchisees. According to the geography of Shanghai, 10 direct branches could be founded. OO headquarters should delegate to these 10 direct branches. Then the management restructure will alter from 1:86 to 1:10:82. It is an optimal ratio.
Marketing Problem
First, OO’s VI system is not as attractive as those overseas brand’s. Although red words with white background are apparent, they are not fashion. 
Second, OO’s target customers are middle-income people. However, low-price eyeglasses marts are now landing Shanghai. If OO cannot add value to its products, our price sensitive consumers will lose their loyalty. 
Third, OO needs a new sales point instead of low price and high quality. 

Suggestion

First, VI system should be redesigned. In addition, shop decoration should be devised according to consumers’ shopping habit. Open shelves will be more popular than service lady, because consumers are convenient to choosing goods. The most fashionable products should be positioned at the location parallel of eyes. The secondary stylish goods could be arranged lower. However, obvious sales or discount advertisement is necessary. The price labels are essential to all the products.
Second, value-added service should be really valuable. Eye doctor service is strongly recommended here. Optometry service is far away lag behind the economics level of Shanghai. Whatever is overseas brand or low-price eyeglass mart, optometry is always a free service. However, in most developed country, optometry is an expensive professional service which can only offered by optometrist. The optometrist must graduate from the school of medicine and hold the professional degree. In the USA, the optometry price for normal eyeglass and contact lens are separately 50 and 100 dollars. They are also acceptable prices in Shanghai. If OO can set up the relationship with the health insurance center, OO can get a big first-mover advantage in the industry.
Third, quick eyeglasses process service may be a sales point. Usually, it takes at least three days to pick up the pair of glasses after optometry. However, one hour is the real time of the process of making a pair. How to improve the efficiency? The research paper will make an in-depth study as follows.
Operation Management Problem

Flow time and inventory are two essential process measures. Low flow time and inventory leads to high efficiency. Economics of scale exist in the inventory management, because the fixed order cost and fixed setup cost increase the expense of reorder each time. So OO chooses to supply its headquarters’ inventory in a big quantity and low frequency way. Meanwhile, franchisees sell their inventory in a small quantity and high frequency mode to customer needs. Whatever is in the initial investment or business operation, inventory is the biggest item to occupy the cash flows.
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Fig 5.2: Inventory Chart of Shanghai Oriental Optics Company
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Due to inventory cost under the pressure of cash flows, optimal order size should be calculated which can be given from EQQ formula.
Fig 5.3: Inventory Changing Chart
EQQ formula is to help answer two questions. How much should OO order? When should OO reorder? Since the factors that affect inventory level are very complicated, the research paper simples the model. 
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Fig 5.4: Inventory Quantity under the Stable Purchasing Batch
Variables involved in the model include:
C


Unit variable cost,

S


Fixed Cost per order,

H


Total unit inventory holding cost,

Q


Order Size

and
R


Annual Process Throughput.
Three steps are essential to get the optimal order quantity. First, identify the total annual cost from the sum of total annual fixed order cost, total annual holding cost, and total annual cost of materials. 
Total annual cost = Total annual fixed order cost + Total annual holding cost + Total annual cost of materials












  (5.1)
Total annual fixed order cost = S*R/Q









  (5.2)
Total annual holding cost = H * (Q/2)









  (5.3)
Total annual cost of materials = C * R









  (5.4)

Thus, total annual cost, denoted by TC, is given as follows:
TC = S*R/Q
+ H * (Q/2) + C * R










  (5.5)

Second, analyze the formula. In the equation, the only variable is Q. Total annual cost varies with the order quantity Q. The relationships between three costs and the order quantity Q are different. Observe Fig 5-5. Total annual cost TC, the order cost component decreases when order size increases and the holding cost increases when order quantity increases. The optimal order size, Q*, that minimizes total annual cost TC is called the economic order quantity (EQQ). 
Fig 5.5：The Chart of Relationship of Cost and Purchasing Quantity[image: image7.jpg]



Third, solve the equation and get the EQQ. The EQQ can also be calculated as follows:

Optimal order size = 
 ________________________________________________________

√2*Fixed cost per order* Annual throughput/Unit holding cost per year
  ______
=√2SR/H















  (5.6)

In fact, OO buys one type of eyeglasses frame at 80 RMB. Unit holding cost per year is 10%. The demand for the product is 30,000 units a year. The fixed cost per order is 10,000 RMB. Thus, the components can be computed by Section 5.6 as

R=30,000 Unit per year

C=80 RMB per unit
S=10000 RMB per order
H=10%*C=10%*80=8 RMB per unit annually

 ______      ________________

Q*=√2SR/H = √2*10000*30000/8 = 8660.25 units

The research paper uses the simple EQQ formula in the ideal environment, that is, without the situation out of stock. With the improvement of OO’s operation management, more factors, such as demand fluctuation and commodity salvage value, are included to the consideration. Then the calculation results will be more precise. The new operation management chart is changed as follows:

Fig 5.6: New Inventory Chart of Shanghai Oriental Optics Company
CONCLUSIONS

The research paper made an in-depth study on the franchising model of Shanghai Oriental Optics Company, as well as made some suggestions from the perspectives of theory and practice. Since franchising in China is still in its embryonic stage, few related research can be found. The success and failure of the case are very limited. So the discussions and conclusions of this paper are bounded to the business practice of Shanghai Oriental Optics Company. With the development of the domestic eyeglasses industry, Shanghai Oriental Optics Company will meet more challenge in the future. The research paper is beneficial for both Shanghai Oriental Optics Company and the franchising of eyeglasses industry.
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