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3 may be a crowd when leasing
to franchises (and its franchisor)

ome of the largest and

most well recognized

companies are made up
of hundreds (even thousands)
of franchises scattered across the
country. Commercial landlords
often are glad when a franchised
business wants to lease space in
their project. After all, a franchise
has immediate name recognition
and usually brings the support of
a large, well established compa-
ny. However, landlords should be
mindful of the possible complica-
tions that can arise when leasing
to a franchise. While a typical
commercial lease is between two
parties, a lease to a franchise will
mvolve a landlord, a franchisee
and a franchisor.

M What is a franchise? A fran-
chisor and a franchisee will often
enter into an agreement in which
the franchisor gives the franchi-
see the right to operate a busi-
ness using the franchisor’s trade-
mark or trade name, business
model and operating methods. In
exchange, the franchisee will be
obligated to pay the franchisor,
sometimes in the form of an ini-
tial start-up fee and subsequent
fees, either by a percentage of rev-
enues or a flat monthly fee. Also,
franchisees may be obligated
to meet certain requirements in
order to maintain a uniform fran-
chise system. Franchising allows
large companies to expand more
rapidly and inexpensively, while
giving individuals the opportu-
nity to buy into an established
business.

B Who will be the ten-
ant under the lease? In some
instances, the franchisor will sign
the lease as the tenant and subse-
quentg assign the lease or sub-
lease the space to the franchisee.
If that is the case, the franchisor
usually remains obligated under

the lease, thus
providing the
landlord with
greater com-
fort.
However,
it is more fre-
quently the
case that both
the franchi-
sor and fran-
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as the tenant.
In this arrangement, a landlord
may find that it owes obligations
to the franchisor under the lease,
but the franchisor is not a party
to the lease and therefore not
obligated to the landlord.

B What issues should the
landlord consider? Assuming
that the tenant is the franchisee,
how can the landlord protect
itself?

1. Assess financial strength.
The landlord should not simply
rely on the recognized name of
the franchise when assessing the
financial strength of the franchi-
see, especially when the franchi-
sor is not obligated under the
lease. Rather, the landlord should
determine the financial strength
of the tenant by reviewing the
financials of the individuals who
own the franchisee.

2. Obtain a guaranty. Depend-
ing on the landlord’s bargaining
power, the landlord should ask
the franchisor to guaranty the
franchisee’s obligations under
the lease. Alternatively, the land-
lord may seek a personal guar-
anty from the individuals who
own the franchisee. Even if the
individuals do not have substan-
tial financial strength, a guaranty
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may increase
their person-
al commit-
ment to the
lease.

3. Under-
stand  the
franchisor’s
involvement.
The extent
to which
the franchi-
sor will be
involved in

the franchi-
see’s lease
will  vary.

Does the franchisor want cop-
ies of any notices to the franchi-
see? Does the franchisor want
notice of, or even the right of con-
sent to, any amendments to the
lease? Does the franchisor want
the option to cure franchisee
defaults under the lease? Will the
franchisor be permitted to enter
the premises in order to make
inspections and make alterations
to the space?

4. Beware of the lease rider.
The franchisor may request that a
lease rider is attached to the lease.
The landlord should carefully
review any such lease rider in
order to make sure that it does not
contradict any of the landlord’s
lease provisions. This can be cru-
cial for terms related to defaults,
cure periods and lease assign-
ments. Instead of just attaching
the franchisor’s form, it may be
more prudent to integrate the
provisions from the lease rider
into the applicable sections of the
lease to avoid unanticipated con-
flicts in language.

5. Ask for the franchise agree-
ment. To conduct further due
diligence, the landlord also may
want to request a copy of the
franchise agreement prior to the

execution of the lease. The fran-
chisor’s rights under the fran-
chise agreement may undercut
the landlord’s rights under the
lease. For example, the franchi-
sor may have a security interest
in the franchisee’s fixtures and
equipment, which may super-
sede the landlord’s security inter-
est, if any, in such equipment.

6. Avoid future conflicts. The
landlord could find itself stuck in
the middle if disagreements arise
between the franchisor and the
franchisee. Therefore, the land-
lord should protect its rights in
advance by clearly defining any
rights of the franchisor and obli-
gations of the landlord to the
franchisor under the lease.

7. Prepare for Plan B. In the
case of a failing franchisee, the
franchisor may want the option
to take over the lease — especially
if the space is located in a prime
location. The franchisor will often
want the right (but not the obli-
gation) to assume the lease and
subsequently assign the lease
to another franchisee entity. In
such cases, the landlord should
ensure that the franchisor and the
original franchisee will remain
obligated under the lease. Addi-
tionally, any subsequent franchi-
see tenant should be required
to meet the landlord’s financial
requirements just like any other
tenant in the project.

Having a franchise as a tenant
will likely offer infrastructure and
continued support to the franchi-
see — increasing the likelihood of
success of the business and con-
tinued performance by the ten-
ant under the lease. Landlords
should just be aware of the risks
that come with those benefits. A



