


KEY NEGOTIABLE PROVISIONS IN FRANCHISE AGREEMENTS
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	The franchise model has become the dominant business structure in the hotel industry. Many prospective franchisees believe there is limited opportunity to negotiate the long, complicated, form agreements they are compelled to sign by franchisors. However, it is critical to negotiate the franchise agreement and establish a mutually beneficial relationship between the franchisor and franchisee. The practices that create one-sided franchise agreements are increasingly known, and attorneys should press for modification or elimination of provisions that create an imbalance of power between the parties. While form franchise agreements are important for consistency, successfully negotiating certain changes can ensure a cooperative, long-lasting relationship. This presentation will focus on some key negotiable provisions in franchise agreements. 
	GEOGRAPHIC RESTRICTIONS: At the outset of a franchise agreement, it is customary to include a provision licensing certain franchise rights to the franchisee and such licenses are usually non-exclusive, meaning the same rights may be granted to others without any limitation. Attorneys must negotiate certain restrictions to protect the franchisee’s operations and assets, namely a specific geographic area where the franchisor and other franchisees will refrain from operating competing hotels. This area should continue to be protected until the termination of the franchise agreement between the franchisor and the franchisee. Often, the critical issue is determining what constitutes a competing hotel beyond facilities with the same brand name. Attorneys should develop a framework based on objective market criteria and consider incorporating neutral measures such as an impact study to resolve disputes. 
	TERM AND RENEWAL: The initial term and renewal provisions are important points in a franchise agreement, but negotiation of such points is dependent on a number of factors, most notably the franchisee’s experience. For example, a less experienced franchisee may find a shorter term more desirable because it reduces possible liability in the event of an early termination. On the other hand, a more experienced franchisee may desire a long initial term and multiple renewal options to maximize value while also providing exit opportunities. Generally, attorneys should avoid the requirement that franchisee execute a new franchise agreement upon renewal and eliminate or limit any other conditions for renewal. 
	TERMINATION: Attorneys should carefully review the termination provisions in a franchise agreement to understand the circumstances under which termination may occur, any notice requirements or other contingencies, and remedies for termination in breach of the franchise agreement. Generally, attorneys should negotiate materiality thresholds and cure periods in connection with any termination trigger. Attorneys may consider reviewing such provisions with a franchisee’s lender, as default under a franchise agreement can collaterally affect a franchisee’s financing. Further, franchise agreements often include provisions assessing excessive liquidated damages or forcing a sale of the hotel in the event termination is not in compliance with the franchise agreement. Franchisors are resistant to modifying these provisions, but attorneys should aim to limit liquidated damages to a reasonable estimate of franchisor’s actual losses and request amortization of the repayment of any funds advanced to the franchisee. While a franchisee usually has certain termination rights under the franchise agreement (e.g., franchisee may terminate without penalty on a specified anniversary date), many franchise agreements include clauses preventing franchisees from exercising their rights. Attorneys should be mindful of these “gotcha” clauses – a franchisee should be free to exercise its termination rights with or without cause as long as it is not in default and all fees owed pursuant to the franchise agreement have been paid. 
	PERSONAL GUARANTIES: Franchise owners may require personal guarantees from the principals of the franchisee. Attorneys should carefully review such guarantees to understand what the signatories are being asked to guaranty. Personal guarantees often broadly obligate guarantors to satisfy the terms and conditions of the franchise agreement, including, for example, the payment of future royalties if the franchise agreement is terminated early. Liability under the guaranty may be joint and several and imposed without notice of default or without first seeking relief from the franchisee.  Attorneys should negotiate caps, exclusions, a burn-off, and other limitations to insulate the franchisee’s principals from liability. 
	INDEPENDENT MANAGEMENT AND VENDOR EXCLUSIVITY: While a franchisee may rely on an affiliate for hotel management, a franchisee may also wish to retain an independent management company. This is especially the case if the franchisee owns several hotels or wishes to be a passive investor. To the extent the franchise agreement requires the franchisee to retain and exercise direct management and control over the hotel business, or to obtain approval before entering into a management agreement with a third party, attorneys should seek to have such clauses removed. Alternatively, the clause might be modified to include a list of management companies the franchisor pre-approves. Likewise, a franchisee should be free to purchase from any vendor a franchisee choses. However, where a franchisor insists that use of certain vendors ensures uniformity and quality between facilities, attorneys should at least require the franchisor to provide a selection of pre-approved vendors, pass on volume discounts, and/or return any revenues or commissions earned on purchases.
	TRANSFER OF OWNERSHIP: A franchisor relies on its franchisees to operate their facilities in a manner consistent with franchisor’s brand name and quality standards, therefore, franchisees are carefully vetted before they are approved. Franchise agreements typically prohibit a franchisee from transferring a controlling interest to a third party without franchisor’s consent. Such clauses should be limited (i) to prevent franchisor from withholding its consent in an unreasonable, arbitrary, or capricious manner; and (ii) to permit transfers to family members or affiliates. Ideally, attorneys should negotiate a provision that allows the franchisee to freely transfer to third parties that meet franchisor’s requirements for granting a franchise or who already hold other franchises with the franchisor. Further, attorneys should aim to limit transfer fees to actual administrative costs and eliminate any penalty fees or franchisor-required repairs that may deter a prospective transferee. Finally, attorneys should seek a release for the assigning franchisee and any guarantors from post-assignment liabilities. 
	This discussion covers a few key provisions, but there are other areas where an attorney may add value in the negotiation of a franchise agreement. It is best practice to identify and focus on the issues that are most important to the franchisee when negotiating the franchise agreement. While franchisors have traditionally been unwilling to agree to changes to their form agreements, they demonstrate increasing flexibility, especially as competition between franchisors increases. Likewise, experienced franchisees have significant leverage. A balanced franchise agreement promotes a healthy working relationship between the parties, as well as a brand that lasts, to their mutual benefit. 
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