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Abstract: The purpose of the article is to provide a critical review of franchising development in Kazakhstan by
focusing on the relationship between the franchisor and the franchisee. We have conducted extensive research
and communicated with lots of potential and existing Kazakhstani franchisors and franchisees, operating since
2003. Our findings show that the process of signing franchising agreements is quite challenging in Kazakhstan.
Thorough investigation of the differences between expectations and actual responsibilities from both two sides
of franchising agreement allows us to overcome misconception and eliminate the aspirations of automatic
success.

This article attempts to give practical implications for franchising development in Kazakhstan that will raise the
effectiveness and enhance the credibility of franchising business through preliminary screening of subjective
assumptions regarding franchising advantages and benefits, using a cross-comparative analysis, as well as
provide recommendation to add addenda and clarifications to the agreement as necessary.
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Introduction

Franchising is present in nearly all sectors of small and medium-sized business in Kazakhstan.
Particularly, it is prominent in retail industry, services industry, and various production spheres.
However, the role of franchising in the development of small and medium-sized enterprises (SMES)
remains less significant, which often leads to inadequate understanding and groundless expectations of
franchising business model.

Today, many global brands such as World Class, Pizza Hut, ZARA, Coca-Cola, and Adidas are
operating in Kazakhstan among many other brands. Similarly, there also exist many low budget
franchises in the industries as retail, services, artisan, media, internet technologies, etc.

Critical review of franchising development in Kazakhstan

According to the experts, it is important to know whether there exists a positive impact on the
franchise development on Kazakhstan's economy. It is also necessary to identify the main factors
hindering the promotion of franchising in Kazakhstan (Duissembayev, 2013).

As the Chairman of the Board of the “DAMU” Entrepreneurship Fund, Lyazzat Ibragimova, noted that
in Kazakhstan, SMEs only contributed a little more than 20% to national GDP, and only 5% of which
is a share of franchising enterprises (Ibragimova, 2013).

In comparison to 2002, only 2 domestic franchises were registered in the country (IFVK, 2011); in
2013, 14 domestic franchises have been registered, 4 of which operate in foreign countries (VFUC,
2014). Even though there has recently been a number of domestic franchise forming in the domestic
market, foreign franchises still dominate this market completely (VFUC, 2014) and (Kaziyeva,
Duissembayev, & Kisikov, 2011). Russia ranks first in this regard, the second popular are American
franchises. Russian franchises operating in Kazakhstan do not require much adaptation. This is
attributed to the similarity in consumer behavior and languages. Moreover, there are some other
factors preventing more presence of foreign franchises within domestic market, which are as follows:

e poor activity of Kazakhstani businessmen in the international franchising market,
e under-population,
o relatively sparse consumer’s market.
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As practice shows, the large number of domestic (home-based) franchisors, as well as those foreign
franchisors, who have already gained their own experience of operation in the local market is
possessing the main criterion of success for development of franchise relationships in any other
countries. This conclusion is drawn from the inherent value of the business model implemented by a
franchisor. For both existing and prospective franchisees, such value, in the first place, is
attributable to a franchisor’s experience in operating in a particular local market include awareness
of the market’s specific features, consumer preferences, availability of customer base, developed
system of delivering the resources, and system of finished commodity (services), etc. Even the most
well-known international brands also try to “gain” some “additional values” associated with the
local specificity through a period of promoting their business models in a foreign market.

It should be emphasized that domestic franchising in any country is a symbol of national pride; its
development is an indicator of maturity of business and economy.

According to forecasting by the experts, the number of foreign brands will reach 550 by 2022,
provided that Kazakhstani entrepreneurs are granted franchises, and the number of Kazakhstani
franchisors will triple, 15% of which will enter the foreign markets (VFUC, 2014). Unfortunately,
even the forecasted growth in number of domestic franchises is not encouraging. This can be attributed
to particular risks associated with the implementation methods of foreign franchising systems in
Kazakhstan. Some of the aforementioned risks are described as follows:

1. The rapid replacement of domestic manufacturing by foreign businesses is the prospect of a
worst case scenario (taking into consideration the projected expansion of the Customs Union,
establishment of Eurasian Economic Area, and Kazakhstan’s joining of WTO). As analyzed in
a SWOT matrix, these are substantial threats are exposing weaknesses of the current business
competitiveness in Kazakhstan. If this challenge is not addressed appropriately, then the said
risks will result in further degradation of domestic entrepreneurship.

2. Selling a franchise, as well as any other goods and services, involves promotion of certain
amenities that would satisfy the desires of the customers. Nowadays, in the times of
cosmopolitanism and globalization of a modern customer, the culture and history of a country
and its nations, as well as their religious views predetermine the specific patterns and behavior
of consumption. Unfamiliarity, negligence thereof, with such specifics often leads to failure of
promotion. As often seen, foreign franchises, without any particular adaptation and experience
in a local market, are faced with these kinds of problems. Hence, this could provide a relative
advantage of domestic businesses.

The complications arising from implementing “twists and turns” methods of goods and services
promotion are quite serious and real. As practice shows, even local entrepreneurs sometimes fail to
distinguish a right context from a wrong one, which causes controversial situations. A recent case
occurred in Actobe, Kazakhstan, involving a sales campaign of a vodka brand, “Bayterek,” in which
an inscription on the bottle reads, “Power of Allah is ample for all of us.” The information center
reported that the vodka was being sold all over the Republic (News, 2012) and it was being supplied to
Semey town by the DENIJO Company, which in turn, had purchased the products from the GEOM
Company registered in Actobe town. The GEOM Company management later sent a letter of apology
to Supreme Mufti of Kazakhstan, providing an explanation for the situation that the label had been
designed by another Russian company, and that the designers had mixed up the word “Allah,” written
in Arabic, with Kazakh national ornament.

With the controversy aside, it should be noted that foreign franchisors who promote their business
models in the local market plays a positive role in stimulating the interest of Kazakhstani
entrepreneurs in franchising. The foreign franchisors can gain the necessary experience in the
domestic market, as well as increase the values (Kazakhstani content) of their franchises, while
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providing a valuable example in building up effective business models and successful promotional
campaigns. This would be an appropriate response to address the foreign franchising challenges in
Kazakhstan; these challenges should be considered as motivation for national development and
“lessons learned.”

There are currently some noteworthy trends and franchising development forecasts in Kazakhstan.
The multi-brand operators who have two or more franchise licenses in their portfolio will play a major
role in the development of domestic franchising sector. Primarily, Kazakhstani franchise purchasers
are interested in retail industry, particularly in the segment of trendy clothes and footwear. Food
services industry is also rapidly developing, e.g. street food, fast food, cafes, restaurants, etc.

Goods and services for children segment is also developing in Kazakhstan. In addition, the number of
Kazakhstani franchises is increasing in the foreign markets. They are fashion designers, restaurateurs,
and business concepts in the areas of finance and logistics. Social franchising is growing into a
business segment in Kazakhstan. The number of Kazakhstani online users approximates 10 million;
more than 3 million people use social networks (NVVB, 2013). Thus, social networks can easily be
used as the main brand promoting tool.

The dynamics in development of franchising relations in Kazakhstan is not quite positive yet. Often
inadequate understanding and groundless expectations related to franchising are typical among
businessmen in Kazakhstan. This reduces the effectiveness, leads to disappointment, and cripples the
concept of franchising as well. In fact, the process of signing franchise agreements is difficult;
however, this phase can serve as a valuable opportunity to overcome misconception of the parties and
to eliminate unrealistic expectations of automatic success. Thus, this article is dedicated to addressing
this issue. The growth dynamics and franchise development forecasting indices are listed in Table 1.

Table 1: Growth dynamics and forecast of franchising development in Kazakhstan

2022
Index 2010 2013

(forecast)
Franchising share in the structure of small a}nd medl.u.m business (in 3% 3.5% 15%
terms of a number of small and medium business entities)
Number of foreign franchises 220 340 550
Number of domestic franchises (based on conclusion of franchising 9 1 40
agreements)
Number of domestic franchises represented abroad 2 4 15

Source: VFUC (2014)

Forum, conferences, seminars and trainings held by the Franchising Union Consortium with the
assistance of its partners, including Entrepreneurship Development Fund “DAMU” in Kazakhstan,
solicit some great interest of entrepreneurs in franchising business. However, active promotion of
franchising ideas in Kazakhstan is not always received with correct perception and adequate
understanding, on the part of entrepreneurs, with respect to the essence of the business structure.

According to the research data, stability of any socioeconomic system lies not only in the
formalization of its structure and in quantity (and not even in quality) of its components, but also in
the nature and characteristics of the internal relations between them. Variability, elasticity of such
relations, “latent relations,” as well as adequacy to events, in which the external business environment
must face, can make the system, even a franchising business, sufficiently stable even through
recessionary periods.
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Franchising systems carry a great energy-information meaning as they integrate direct transfer of
traditions, knowledge, and technology together. Such socioeconomic systems of various formats are
basically “practical communities,” having the following distinctive features: (1) joint initiative; (2)
general set of established practices, through formalized and non-formalized rules of behavior and
knowledge.

Differences between expectations and responsibilities (subjective assumptions): a
practical implication

Experts from many different countries note that problems related to franchise relationships can arise
from differing expectations of a franchisor and franchisee. Among them are some recommendations
to conduct research on franchise conflicts in order to develop a better understanding of the root causes
and to identify methods to minimize them (PEFEP, 2009), which may include, for example, providing
a Pre-Entry Franchise Education Program.

Participation in the work of numerous business forums, held both in Kazakhstan and abroad, personal
experience, conversations, and meetings with business people at seminar/training allow us to draw the
following conclusion of realistic principal importance—a misconception in relation to the essence of
franchising causes misunderstanding, which provokes further disagreements between participants of
franchising agreements. If such disagreements are not resolved in due time, they may escalate into
oppositions and conflicts.

Some inconsistencies are frequently revealed on the waiting lists of potential franchisors and
franchisees during seminars and trainings, held for business people in Kazakhstan. Some of the
expectations from both parties are described in Table 2.

Some expectations are based on misconception or on the fact that participants interpret the wordings
with different meanings and perceptions. However, some of them should be used for improvement of
the business system, and as additions and refinements for the franchise agreement, for instance, how to
avoid cut-throat competition between franchise system members. This is a task for the franchisor and a
requirement to prevent competition within the network is useless if the problem of “how to do it in
practice” is not solved first.

Many items from the list of franchisor’s expectations, regarding a successful franchise, depend
primarily on how a business model is executed, and subsequently, on ethics and integrity of the
franchisee. For example, item 2 from the list of franchisor’s expectations, which is controlled level of
sales (proceeds), depends on a control mechanism over the level of sales that must be circumspect,
perspicuous, and transparent enough for a simple and practical implementation; otherwise, it would
indicates a serious defectiveness of a business model and its financial soundness.

According to the experts, one of the most prominent mistakes made by franchisors is their failure to
constantly monitor the development of an established franchising system, after selling a franchise. In
this case, the terms “monitor” and “control” not only mean the supervision of a franchisee, but also the
correction, depending on a market situation: and (1) activities of a franchisor (its policy), or and (2)
activities of a franchisee. In other words, the purpose of monitoring to be carried out by a franchisor is
an adequate response, by all the participants (both parties) of franchising relations, to market changes.

Moreover, the franchisor must remember that consumers perceive each enterprise, a franchisee, as a
part or a link in a common chain—they are united under a single trademark. And, if at least one of the
franchisees experiences mishaps in its activities, this would negatively affect the reputation of the
whole franchising system.

100


http://www.franchise.edu.au/home/research

CBU INTERNATIONAL CONFERENCE ON INNOVATION, TECHNOLOGY TRANSFER AND EDUCATION
FEBRUARY 3-5, 2014, PRAGUE, CZECH REPUBLIC WWW.CBUNI.CZ, 0JS.JOURNALS.CZ

Table 2: Expectations of potential franchisors and franchisees

Franchisor’s expectations Franchisee’s expectations

1. Purchasing of a working scheme of money
1. Increase in profits from an established network making checked by a Franchisor and its acting
franchisees

2. Reliability of information regarding

2. Controlled level of sales (proceeds) of Franchisor’s business results (it is necessary
individual franchisees in general for a franchisee to see positive results from

other franchisees).

3. Sufficient extent of self-employment and
3. Growth in brand name recognizability financial independency (an opportunity to
work for itself)

4. A higher yield level than estimated profit at the

4. Promotion of reputation . .
P independent start and conduct of business

5. Business development, quicker change and
adequate change of business in accordance
with changing market requirements and 5. Minimal risks (financial, production, etc.)
conditions (on the principle “Two heads are
better than one”)

6. Efficiency and discipline of a franchisee 6. Avoidance cut-throat competition within the
(“contract abiding”) franchise network
7. Honesty on the part of a franchisee 7. Personnel training

8. No participation in competitive activities bya | 8. Provision of technology, sales methods (and
franchisee other know-how)

9. Savings in advertising expenses and other
methods of goods and services promotion

Source: Author

Brand recognizability and positive reputation of a franchise (Table 2, items 3 and 4) do not appear
automatically when creating a franchising network. If a mechanism for controlling operational,
production, and process activities of a franchisee is not elaborately established, then negative
consequences occur. In such a case, control over operational activities must be equally effective
regardless of geographic remoteness from a franchisor’s base of operation. Some time ago, Dovgan
(1994), a pioneer of the Russian national franchising complained about the failure of “Doka-Pizza”
project because of dishonesty of franchisees that violated the production technology agreement.
Dovgan (1994) stated that, in fact, pizza franchising was an excellent idea to earn money. But, why
did it fail? Sixteen pizzerias were established in Tolyatti, by the side of offices, but only two of them
were making quality pizza in accordance with a recipe.

Domestic and international experience in the field of entrepreneurial business shows that the “weak”
links of a business model provoke deviation in participants’ behavior.

Franchisee’s expectations regarding relatively smaller business risks (Table 2, item 5), in case of entry
into franchising relations, are frequently exaggerated. Business reproduction in the form of franchising
is not “cloning.” Authentic domestic features, such as legislation, consumer preference, etc., require
the participants to have a keen sense of business in risk assessment, and franchise development to
target these specific features. Franchisee’s misconception regarding this concept needs to be
“rectified” at once; otherwise, it may lead to a business failure.
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Table 3: Obligations of the Parties to franchising relations

Franchisor is obligated to: Franchisee is obligated to:

1. Pass franchisee technical and commercial
documentation and submit other information
necessary for the implementation of franchisee | 1. Fulfill requirements and conditions of the
rights granted under the contract of complex contract
business license how to conduct business and
ensure its support

2. Conduct personnel training (training/additional | 2. Refrain from disclosing commercial
training) information

3. Disclose commercial information required for
conduct of business (know-how, a right to use
inventions, etc., commercial experience)

3. Not participate in the activities of competitors
of the franchisor

4. Inform the customers is most evident manner
that franchisee is using the firm name, trade
mark, service mark or other means of
identification on the basis of the franchise
agreement

5. Ensure quality standards for goods and
services

6. Provide a franchisor with required and reliable
information (franchisee is required to allow
the franchisor to its production area to provide
it with the necessary documents and assist in
obtaining the information necessary for
exercising control over the correct use of
granted exclusive rights)

7. Timely make payments for the use of
exclusive rights

Source: Law (2002)

Obligations and expectations of the parties

Experts also emphasize the need to improve legislation on franchising in Kazakhstan (Duissembayev,
2013). The fact of the matter is we see a significant difference between the expectations (Table 2) and
the obligations (Table 3), between the two parties, which are set by the law “on package
entrepreneurial license (franchising) (Law, 2002).

One of the problematic points of contractual relations is a guarantee of confidentiality of trade secrets,
which includes intellectual property of a franchisor. What is an intellectual property of a franchisor?
Franchisor’s “know-how” is identified and protected as confidential, primarily, in the sphere of an
organizational management mechanism, yet still providing functionality and continuous development
of a franchising system as a whole. The way a franchisor applies such a technique, method and tool to
support stability, effectiveness and protection of the system is through its “package” and the essential
attractiveness of the system for new franchisees.

In accordance with provisions of the Civil Code of the Republic of Kazakhstan (Civil Code, 1999) and
the law of the Republic of Kazakhstan “on package entrepreneurial license (franchising)” (Law, 2002),
a right to use a trade name and other types of intellectual property of a franchisor shall be transferred
to a franchisee. Such transfer shall apply to information that are both (1) protected by patents for
inventions, useful models and industrial patterns, and (2) know-how protected within the framework
of commercial secret protection.
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In this case, there is a contradiction between the franchise agreement and the law governing the
confidentiality of the trade secrets. A crucial component in a successful franchise system is the “know-
how,” which if transferred on the basis of a right of use, will lose its status as a “know-how”, and any
access, even lawful access, to the entities by any party other than participants of contractual relations,
is prohibited. In practice, according to a franchising contract, a franchisee is prohibited from
disclosing such information to the public, but this must happen anyway. Does this mean that a
franchisor/owner is divested of a right to ensure confidentiality of a certain part of information, the
“know-how,” and must take measures to protect it? The answer is “no” and conversely, this right
must remain active. In practice, the “know-how” without further development and enrichment quickly
loses its value. Franchisee’s motivation for long-term business partnership and its attractiveness are
based on constant expansion and development of franchisor’s experience and skills. Another thing is
that “know-how” protected by a franchisor must not restrict the franchisee’s direct business activities.
There should always be transparency between the participants in order to maintain the effectiveness of
the entire franchise system.

Kazakhstani franchisors often believe that they can simply satisfy the requirement to develop its
franchise, with necessary package of documents and guidance for franchisees, through professional
consultants or specialized companies. An example is, Kuralai Nurkadilova, the founder of the fashion
house brand “Kuralai”” who advises franchisors that the whole package of documents, e.g. brand book,
manuals, are quite simple to create (ILK, 2014). Nowadays, there are many professional consulting
services for the establishment of franchises in the market. In fact, experts from Russia and Ukraine
have great experience in this field.

However, success is not guaranteed for a new business start-up. Indeed, all business models must
adapt to adequately follow market changes, and must always be attractive to the franchisee-network
members. Franchisors, themselves, must understand that changes are constantly needed and directly
participate in their development and testing. Reproduction by local entrepreneurs of efficient foreign
franchising models, even with well-adopted ones, still does not exhibit the same potential possessed by
the original model development.

Entrepreneurship Development Fund “DAMU,” in Kazakhstan, provides training under the business
advisor project, oriented to support new entrepreneurs. We strong encourage participation in these
teaching programs and practical consulting services focusing on franchising.

There is another serious inconsistency in the nature of franchising—that is the competition within the
franchise network itself. On the one hand, a franchisee serves as a partner in the development of the
system as a whole. On the other hand, they deliver products and services to the market through the
same local market as the others. How could a mechanism, of interaction between franchisees within
the system, be created in order to provide an effective cooperation and partnership? This is a mission
of a franchisor, whereby its organizational management skills in the field of brand capitalization will
be challenged.

A cross-comparative analysis (cross-screening) has been carried out in order to determine the
correspondence of typical expectations and obligations (subjective assumptions) among the parties of
franchising relations in Kazakhstani business. The cross-screening results of the franchisor’s
expectations versus the franchisee’s obligations and vice versa, are shown in Table 4 and 5,
respectively.

Many subjective assumptions (expectations from both sides) are based on misconception; if they are
realized automatically, they would work against the entry into contractual relations like an invisible
restrictive force. Some assumptions remain “open” (“Not applicable”) in the Tables below. In this
case, “open” expectations are a response indicating that both parties (a franchisor and a franchisee)
should make their own efforts.
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Table 4: Cross-screening: franchisor’s expectations versus franchisee’s obligations

Franchisor’s expectations Franchisee’s obligations

1. Increase in profit due to an established

network 1. Not applicable

2. A controlled level of sales (proceeds) of

individual franchisees and the network in 2. Provide a Franchisor with required and

reliable information

general
3. Growth of name (brand) recognizability 3. Not applicable
4. Promotion of reputation 4. Not applicable

5. Ensure quality standards for goods and

5. Compliance with quality standards .
services;

6. Business development (quicker change and
adequate change of business in compliance

with changing market requirements and 6. Notapplicable

conditions)
7. Efficiency and discipline of a franchisee 7. Fulfill requirements and conditions of the
(“contract obeying”) contract

. . 8. Refrain from disclosing commercial
8. A franchisee shall keep commercial secrecy g

information
9. A franchisee will not participate in 9. Not to participate in the activities of
competitive activity competitors of the franchisor

Source: Author

It is also necessary to turn our attention toward clarifying of individual provisions of franchising
agreements, so that both parties may accept the terms with the same understanding and expectation.
We recommend a screening process for franchisor’s and franchisee’s interests and expectations prior
to any agreement signing. We must also account for the life cycle of any enterprise, and that at
different stage the expectations and interests of the participants may change. Change can also cause
crises and conflicts and to prevent possible conflicts between the participants, all parties conduct some
form of expectation evaluation at each stage throughout the life cycle of the franchise company.

During harsh economic conditions, franchising relations may inevitably become aggravated. It is
necessary to emphasize that the risks of inequitable conduct of participants of franchising relations are
typical for the whole international business community. During the “start-up” age of franchising in
Kazakhstan, the most common problem is how can franchisors secure their business against unfair
infringement of franchisees and how to minimize these risks. According to Daft (2007), during this
first “entrepreneurial stage” of organizational life cycle, control is based on the owner’s personal
supervision, or the need for Leadership. Moreover, provisions with clear directions typically lead to
business growth. Thus, the next step would be finding a mechanism to maintain appropriate degree of
franchisee autonomy and creativity, or the need for delegation with control, while adapting to
consumer needs and volatile market conditions.

Table 5: Cross-screening: franchisee’s expectations versus franchisor’s obligations

Franchisee’s expectations Franchisor’s obligations

1. Purchase of a working scheme of money
making, verified by a Franchisor and its
acting Franchisees

1. Training on how to conduct business and
provide business support
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2. Reliability of information regarding
Franchisor’s business results (it is necessary
for a franchisee that a Franchisor shows its
results and positive results of its franchisees)

2. Not applicable

3. To asufficient extent freedom and financial

independency, auto (an opportunity to work 3. Not applicable
for itself)

4. Alevel of yield is higher than estimated profit
at the independent start and conduct of 4. Not applicable
business

5. Minimal risks (financial, production, etc.) 5. Not applicable

6. Personnel training 6. Personnel training

7. Avright to use a trade name, trade mark and

7. Use of a famous brand :
service mark

8. Commercial information required for conduct
of business (know-how, a right to use
inventions etc., commercial experience)

8. Receipt of technology, sales methods (and
other know-how) from a Franchisor

9. Advertising (it should be clarified in the

9. Saving in advertising expenses and other -
g g exp contract whether for additional payment or

methods of goods/services promotion

not?)
10. Marketing research (it should be clarified in
10. Effective sales the contract whether for additional payment
or not?)
11. Production cost reduction 11. Not applicable

Source: Author

Conclusion

A crucial indicator for a successful franchising business and striving development is a dynamic
formation and promotion of domestic, or home-based, franchise systems. This is also confirmed by
international practices. However, statistics show that the share of Kazakh-established franchises in the
mass-promoted domestic market is not significant. We cannot hope for a simple, automatic transfer of
the quantity of foreign franchises, implemented by Kazakhstani entrepreneurs, into so called “quality
establishment and growth of domestic franchises.” There are additional requirement in the forms of
interactive teaching programs, developing a “taste” of entrepreneurs to establish their own “long-
lasting” and “challenging” franchises, and not causing franchisee to escape their nets.

Based on the polls conducted among local potential and existing franchisors and franchisees, we have
identified and considered unrealistic, misperceived expectations and responsibilities from both sides of
the franchising relationship. They are like an invisible force that restricts franchising development.
Our recommendation to collaborate and negotiate, using methods such as cross-screening on the
participants’ subjective assumptions and make appropriate adjustments, early during the application
process and also in all subsequent stages of the life cycle of the franchise company.

There is a considerable difference between expectations (wishes) of participants of the franchising
relations and obligations of the parties, which are specified in the legislation of Kazakhstan. Certainly,
as noted in the Civil Code of the Republic of Kazakhstan (Civil Code, 1999) that, by the contract,
other duties of the franchisor and the franchisee can also be included. However, an absence of some
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essentially important points in the obligations of the parties, for instance, avoidance of competition
within the franchise network, in legislative documents, in our opinion, would demand special
considerations.

Timely negotiations of invisible barriers, in the process of franchising development in Kazakhstan,
will allow the participants to maximize their positive effects. Indeed, accumulation of innovative
energy, in the business environment, and its promotion are carried out due to the reproduction process.
Transfer of organizational management technology does not constrain, but stimulates innovative
activities of a franchisee. This is a basis for displacement of equilibrium and entrance into a
sustainable economic growth.
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