
Arnall Golden Gregory LLP 
Attorneys at Law

171 17th Street NW
Suite 2100 
Atlanta, GA 30363-1031 

One Biscayne Tower
Suite 2690
2 South Biscayne Boulevard
Miami, FL 33131

2001 Pennsylvania Avenue NW
Suite 250
Washington DC 20006

www.agg.com

Contact Attorney Regarding 
This Matter:

Page 1Arnall Golden Gregory LLP

Client Alert

Jonathan L. Neville
404.873.8642 – direct
jonathan.neville@agg.com

Opening a Franchise:    The American Dream or a Landlord’s Nightmare?

In today’s challenging and unstable economic client, many Americans, 
old and young, rich and poor, have left professional and service-related 
occupations and opted to open business for themselves.  For some, this 
decision has been reached voluntarily—as an attempt to put one’s economic 
fate into one’s own hands rather than at the hands of corporate America.  For 
others, the decision is one of necessity, as unemployment remains at levels 
unseen during the current generation’s time in the workforce.   

As individuals seek to start their own businesses, many have turned to 
franchising—a business model by which certain trademarks, operational 
systems and geographic growth plans are established by a central corporate 
organization, but business operations (and business risk) is controlled to a 
great degree by the individual franchisee.  The benefits of such a structure are 
well documented, but for lawyers, in particular leasing lawyers, the increasing 
prevalence of franchise-based operations have given rise to a specific set 
of legal issues which, if unaddressed, can pose dramatic challenges for 
franchisees, franchisors and landlords like.  The purpose of this paper is to 
explore certain specific challenges—both when the franchisee’s real estate 
is first selected and when the operation is winding down—and to suggest 
strategies for dealing with such challenges on the front end so as maximize 
the chances of a positive relationship between all parties.

I.   THE FRANCHISE AGREEMENT AND ITS IMPACT UPON THE “BUSINESS DEAL”

Often, as lawyers we are instructed by our clients to focus on the legal aspects 
of a leasing transaction while ensuring that the “business deal” is incorporated 
into the negotiated lease document.  Unfortunately, in a franchise setting, 
the individuals negotiating the “business deal” often ignore the legal 
requirements imposed by various aspects of the franchisee-franchisor 
relationship.

A. The Lease Rider

As a point of departure, the leasing lawyer must understand that in all 
franchisor-franchisee relationships, there is a franchise agreement which 
governs all aspects of the relationship between the franchisor and the 
franchisee.  As part of the franchise agreement, leasing standards are 
often incorporated.  Sometimes, the leasing standards are set forth in a 
section of the franchise agreement, in which case the focus is often on the 
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procedures for real estate selection and the process for lease approval.  However, oftentimes a lease “rider” is 
incorporated into the franchise agreement which, per the terms of the franchise agreement, the franchisee/
tenant has contractually agreed to incorporate within any lease which it may sign.  It is important to note 
this point very clearly—by signing the franchise agreement, the franchisee/tenant has already agreed—
in advance—to incorporate the terms of the franchise agreement into any lease which it signs.  In other 
words, the terms of the rider are generally non-negotiable unless otherwise expressly agreed upon by 
the franchisor.  For this reason, it is important to ask on all franchise-based leases, at the point any lawyer 
commences work on the file, whether or not a rider exists.

Certain material points of a customary franchisor lease rider are important to keep in mind when 
assembling/circulating the first draft of the lease:

 1. The Collateral Assignment (and other permitted assignments):  Within the franchise 
agreement, the franchisor requires, and the franchisee agrees, to collaterally assign its lease to the franchisor 
(i.e., in order to secure the franchisee’s performance of its franchise agreement, it assigns its lease—at the 
time of signing the franchise agreement—to its franchisor, with the franchisor agreeing not to take over the 
lease for so long as the franchisee is in compliance with the franchise agreement).  Because of this collateral 
assignment, no matter how detailed the language in a standard landlord-form lease, all franchisors will 
require the right to unilaterally assume a lease agreement which its franchisee executes.  Most often, this 
right is one which the franchisor will exercise upon notice to landlord without any further action.   

While many franchisors will agree that, as a condition to assumption, the franchisor must cure (or commence 
to cure) any then-existing defaults of the franchisee/tenant, franchisors will not otherwise agree to any other 
conditions of a landlord’s approval of such assumption (for instance, the franchisor will not customarily 
agree to demonstrate net worth thresholds, provide additional security, etc.).  The franchisor’s rationale 
for such a black and white position is straightforward—if a franchisee is not operating in accordance with 
brand standards, the franchisor needs the right to take over operations of the location and protect its 
brand.  The grounds for the franchisor’s exercise of its collateral assignment right lies exclusively in the 
franchise agreement (as the collateral assignment itself is based in the franchise agreement).  Otherwise 
stated, the circumstances where the franchisor demands a right of takeover upon notice usually stems from 
the franchisee/tenant’s breach of its franchise agreement—not its lease (although it is customary to have 
uncured lease defaults constitute a breach of the franchise agreement). 

In addition to collateral assignment rights, the lease rider typically requires a more lenient landlord 
standard for approval of certain assignments and sublettings.  Specifically, the franchisor will often 
require sublettings/assignments to franchisor (of a voluntary nature, as compared to a forced nature 
under the collateral assignment) be pre-approved, as well as sublettings/assignments to other franchisees 
demonstrating a certain net worth threshold.  Many established landlords should be able to establish certain 
additional criteria for approval of franchisees assuming operation of the business (such as operational 
experience, liquidity, curing of defaults, posting additional security, etc.), but these criteria are often 
reviewed and negotiated by the franchisor’s counsel prior to lease approval and execution.
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 2. The Permitted Use:  Many franchise agreements are very specific in stating the permitted 
use of any premises leased pursuant to the franchise agreement as franchisors do not want any franchisees/
tenants converting use of a premises from the initial use—the use of the franchisor—to another use 
unaffiliated with the franchisor.  As a result, even if a franchisee/tenant is successful in negotiating an “any 
legal purpose” use clause in the letter of intent, the franchisor will often require such a clause be deleted and 
instead stated as “the premises shall be used exclusively for operation of an [X] franchise and for no other 
purpose without written consent of landlord and franchisor.”  Landlords can usually successfully negotiate 
some specific use language in addition to the preceding sentence, but should be aware of the requirements 
of the franchise agreement for the franchisee to be able to sell products and services required by the 
franchisor as the same may evolve from time to time.  

From a landlord’s perspective, the challenge for the “evolving use” requirement is that this often opens 
the door for conflict with other permitted use/exclusive use clauses within the development in which the 
applicable premises is located.  On the other hand, the franchisor needs to be able to evolve its concept over 
time and ensure that its franchisees on a national basis can operate uniformly.  Typically, these positions are 
balanced by establishing certain “primary uses” which must always be true for the franchise, while allowing 
for ancillary uses to evolve so long as such uses do not exceed “y” percent of the operation’s gross sales.  
Negotiations often focus on: (a) the percentages of gross sales constituting a permissible ancillary use, and 
(b) the degree—if any—of landlord approval over any such ancillary uses. 

 3. Lease Defaults by the Franchisee/Tenant and Franchisor’s Rights:  All lease riders (and 
most franchise agreements, even without lease riders) require that landlords provide written notice of any 
lease defaults by the franchisee/tenant to the franchisor, and further require that the franchisor be entitled 
to cure any defaults by the franchisee/tenant.  Lease negotiations will usually focus upon two critical aspects 
of this process: (a) additional time permitted of the franchisor to cure any defaults, and (b) the degree of 
ongoing liability of the franchisor to the landlord once it elects to cure the default.   

Typically, a franchisor (like a lender) will want additional time to cure any defaults of the franchisee/tenant 
beyond the time afforded the franchisee/tenant for curing such defaults under the lease document.  
The franchisor’s rationale for this position is that a franchisor typically will not want to interfere with its 
franchisee’s business operations and preclude a franchisee from curing its defaults as allowed in the lease – 
or alternatively, contesting the defaults in the event of a problematic landlord.  On the other hand, landlords 
will often resist the notion of allowing additional time, as such additional time allows for franchisors and 
franchisees to collaborate against the landlord’s interest, and potentially tie up valuable real estate for longer 
than contemplated by the negotiated lease.  While this point is also hotly negotiated, typically landlords 
will require the right to pursue certain monetary actions against the franchisee/tenant while allowing the 
franchisor additional time to cure (which typically is not less than 5 additional days for monetary defaults 
and 10 additional days for non-monetary defaults, each tied to the franchisor’s receipt of written notice from 
the landlord).
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Many landlords take the position that a franchisor who elects to cure a franchisee/tenant’s default must also 
agree (at the time of cure) to assume ongoing liability under the applicable lease agreement.  Franchisors 
often resist this request, as the franchisor wants to preserve its full menu of options in dealing with troubled 
franchisees—and one option customarily is to implement a “one time fix” where the franchisor helps out the 
franchisee/tenant on a particular occasion and then allows the franchisee to continue operating its business.  
A landlord’s requirement of a franchisor to assume the lease when curing a default customarily acts as a 
disincentive for the franchisor in undertaking such assumption; alternatively, without such a requirement, 
the franchisor is afforded an easy opportunity to provide a temporary band-aid to a strained landlord/tenant 
relationship and preserve its royalty stream.
 
B. The Market Development Agreement  

Many franchisors, including most established franchisors, require their franchisees to sign “Market 
Development Agreements” (“MDAs” or documents of similar name) as part of the package of documents 
executed at the time the franchisee enters the franchise system.  The essence of an MDA is that it establishes 
a territory in which the franchisee may develop its stores.  Conversely, the MDA establishes areas over which 
the franchisee has no control, and further establishes certain types of units even within the franchisee’s areas 
over which the franchisee has no control.  

For example, many MDAs specifically carve out “non-traditional” stores from the territory granted to the 
franchisee.  Examples of customary carve-outs include educational institutions, governmental facilities, 
kiosks, food trucks, hospitals and amusement parks, sports facilities/arenas and airports.  The result of 
these carve-outs is that many carefully-negotiated radius provisions become worth materially less to an 
unsuspecting landlord than when first negotiated as part of the “business deal.”  Such carve-outs are equally 
dangerous to the unwary franchisee/tenant, as unless such carve-outs are negotiated into the text of the 
radius provision within the lease, the franchisee/tenant could default under its radius clause (and trigger 
remedies such as inclusion of sales from the competing premises) because of carve-outs expressly permitted 
under its MDA and/or franchise agreement.

Additionally, the franchisee/tenant and the landlord should clearly understand the geographic boundaries 
of the franchisee’s territory in the MDA so that the radius clause within the lease does not inadvertently 
include areas which the franchisee/tenant cannot control.

C. Defaults Under the Franchise Agreement

As mentioned in the discussion of collateral assignments of the lease above, it is often the case that a 
franchisee may default under its franchise agreement, separate from any defaults under the lease.  Such 
defaults can arise in many different forms, the scope of which is beyond this paper, but may include one or 
more of the following common defaults:
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(a) Failure to tender royalties to the franchisor (or timely tender royalty payments);

(b) Failure to adhere to brand standards in operation of the establishment (i.e., hours of operation,   
              cleanliness, display of advertising, etc.);

(c) Failure to open a previously-agreed upon number of units within a certain time period;

(d) Failure to offer certain items or products required by the franchisor for sale, or offering  
              items/products not expressly permitted by the franchisor; and/or

(e) Defaults of other contractual agreements (leases, mortgages, etc.) relating to the particular location                              
 in question or other location(s) operated by the franchisee.

Most if not all of the foregoing defaults, in addition to the myriad of defaults not listed above, are outside 
of the reasonable control of the landlord.  Unfortunately, any default of the franchisee/tenant under its 
franchise agreement can lead to the franchisor’s exercise of one or more remedies against the franchisee 
which could have an adverse impact upon the landlord and its underlying lease with the franchisee/tenant.

Certainly, a franchisor may exercise its collateral assignment rights in the event of a franchisee default, and in 
such circumstance, the landlord benefits in that its lease will continue, likely with a higher-credit tenant and 
with previous defaults being cured.  However, in many circumstances, a franchisor has no interest (and/or no 
infrastructure) to cure the default of its franchisee.  Accordingly, among other remedies, the franchisor could 
require:

 1. Debranding:  Debranding is an exercise by which the franchisor requires the franchisee 
to cease operations and remove all trademarks and other intellectual property of the franchisor from the 
franchisee’s premises (which, in turn, often leads to lease defaults due to the fact the franchisee/tenant is 
unable to operate for the permitted use and under the stated trade name).  Often, due to non-compete 
agreements signed by the franchisee/tenant as part of its franchise package, the franchisee/tenant is unable 
to operate for the permitted use under a different trade name, meaning that a lease default is inevitable in 
such circumstance.

 2. Exercise of Lien Rights:  In nearly all franchise agreements, the franchisor has established lien 
rights over certain personal property and inventory owned by the franchisee.  As part of lease negotiations, 
franchisors will often require that landlords subordinate its statutory and contractual liens to the lien rights 
of the franchisor.  In the event of a default by the franchisee/tenant under its franchise agreement, it is 
possible (though not common) that the franchisor could enter the premises and remove trade fixtures, 
inventory and other items from the premises, leaving the franchisee unable to operate (and thereby causing 
a likely default under the lease).
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 3. Action for Damages:  In the event the nature of the default of the franchise agreement is 
a failure by the franchisee to pay its royalties which otherwise are due the franchisor, it is likely that the 
franchisor will sue the franchisee/tenant (and often its principals) to recover such amounts.  It is important 
to note that many franchise agreements have liquidated damage provisions, which often translate into 
3-5 years of prospective royalty flow—if not more.  Such liquidated damage provisions are likely to cause 
severe financial distress upon the franchisee/tenant and its principals (since the principals typically execute 
personal guarantee agreements with the franchisor), possibly leading to bankruptcy and certainly increasing 
the chances of a lease default.

While there are no easy mechanisms for landlords to protect against franchisee/tenants defaulting 
under their franchise agreements, the challenges posed by franchisee defaults should cause landlords to 
proactively document and pursue defaults by franchisee/tenants so that, at a minimum, the landlord is first 
in line to pursue the defaulting franchisee/tenant in the unfortunate event that the franchisee’s business 
ultimately fails.
 


