©Business Class Training - Commercial Real Estate Training Solutions ~ http://www.commercial-real-estate.net.au

I )

L —
N\

AN

AN BUSINESS CLASS TRAINING

Understanding the Franchise
Tenant

‘Commercial Real Estate’ series — www.commercial-real-estate.net.au

Many Iahglords tend to view a franchise as either a chain store tenant or an independent operator -

a perceptio\n\t at can cause problems in franchise lease negotiations. To understand the key issues,

start by examining the concept of franchising. The International Franchise Association reports 35%
of all retail sales are from franchised businesses. What is it about this business strategy that has

made it so successful?

1. Marketing clout to penetrate and dominate markets

2. Brand-driven consumer purchases

3. Consumer loyalty to the brand

4. Consistently applied operating system that addresses consumer needs

5. Ongoing support that improves the effectiveness, efficiency and profitability of each unit and the

overall system

6. Franchisee motivation.

In short, the reasons franchises are successful are much the same as the reasons chain stores are
successful; franchises look and perform like chain stores. But a key difference lies in reason number

six: the franchisee.
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The franchisee has a much greater motivation to succeed than does even the best store manager. A
franchisee has made a significant financial investment in the assets of his or her business. He or she
has made a conscious choice to be self-employed and sees being part of a franchise system as a
way to achieve life goals. That franchisee will do everything possible to ensure the business suc-
ceeds; and the franchisee-franchisor relationship differs dramatically from the chain store’s em-

ployee-employer relationship.

Franchising is a mutually beneficial business relationship based on a legal structure. Franchisors
must comply with federal and state regulations, which in most cases make it impractical to negotiate
the terms of their franchise agreements. The better a landlord under stands a franchise tenant, the

easier it will be to negotiate a lease.

FRANCHISEE ON THE LEASE

Landlords often want the franchisor to sign the lease for the franchisee, but most franchisors are not
in the property management business. They do not have trained staff to handle these matters. Fran-
chisors prefer to be sent duplicate default notices so that they can help cure the default. If the default
causes a termination, the franchisor would like the option to come in and operate the business until it
can find another franchisee. This agreement keeps a store from going dark and maintains rental in-

come.

ASSIGNMENT/SUBLETTING

A franchisee does not own his or her business. A franchisee is granted a license to operate a busi-
ness and only owns the assets of the store, while the franchisor owns the trademark and the operat-
ing system. If a franchisee wants to sell the franchise rights, he or she must get approval from the
franchisor to transfer those rights before selling the assets. To customers, the business appears to

be the same. Understandably, landlords do not want a tenant to develop a short-term business and
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sell it. But a franchise ensures the landlord that the business is operated uniformly and consistently

with all other stores in the franchisor’s system, even under a new franchisee.
LEASE TERM

Most retail franchises have 10-year terms. Franchisees cannot renegotiate the term of their fran-
chise agreement; the agreement is typically nonnegotiable and uniform throughout the franchise
system. Franchisees frequently get financing through their bank, which offers 10-year loans in har-
mony with the franchise agreement. Franchisees need to have a lease that is compatible with their
franchise agreement and business loan. This is where the landlord needs understanding of the full

situation.

ADVERTISING REQUIREMENTS

Landlords of shopping centres typically require tenants to spend some percentage of gross sales on
advertising. Franchisors also require their franchisees to advertise. Landlords need to acknowledge
this and allow the dollars spent with the franchisor to apply to the lease-required advertising. Often,
franchisees can purchase expensive advertising (TV, radio, newspaper) through their franchise ad-

vertising fund and make a greater impact in their local market.

TRADEMARK/STORE DESIGN

Franchisors have registered trademarks and distinctive store designs. That is part of their brand im-
age; conformity and standardisation contributes to the franchise’s success. Franchisees are required
to build their store according to the franchisor’'s specifications with out changes. Landlords must re-

spect that identity and not alter the look so that it becomes unrecognisable to the customer.

MULTIPLE LOCATIONS

Landlords who own multiple centres often negotiate multiple occupancy sites with a tenant. Some
landlords tie a deal for a choice location to a lesser site. A chain retailer can choose to agree to such

a deal because all of its stores contribute to the corporate profits and the impact of one store can be
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mitigated by the performance of others. When a franchisor is negotiating for several franchisees, the
franchisor cannot agree to a below-average location because each franchise store stands on its
own. Each franchise is a single investment and must be able to cover its own expenses and gener-

ate enough profit to justify the initial investment.

USE CLAUSES

These special clauses need to strike a balance between the landlord’s need to protect the centre’s
merchandise mix and the franchisee’s requirement to provide all the goods and services that other
franchisees offer. Franchisors spend a lot of time and money developing new products to enable
franchisees to keep up with customer demands and increase profitability. If a franchisee is pre-
vented from offering additional goods and services, the store will seem out of date and limited by
comparison to the other franchises in the system. The use clause needs to be flexible enough to al-
low for changes in the operations of the franchise within reasonable limits, or both the franchisee

and the landlord will suffer.

BENEFITS OF FRANCHISES

Franchises combine the best attributes of a chain store and an independent operator. They offer a
brand name, a proven operating system, corporate support, advertising programs, consistency and
standardisation much like chain stores. In addition, franchisees offer the same motivation and re-
sponsiveness to customers’ needs and demands that independents do. As a landlord you can have
the best of both worlds. Remember, a new franchise opens every 16 minutes. If you don’t get that

franchise tenant in your centre, someone else will.
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IMPORTANT NOTICE

This information is prepared as general training information. No part of this material may be
regarded or relied upon as legal advice. Although all care has been taken in the preparation
of this material, recipients:

Must not alter their position or refrain from doing so in reliance upon this material; and
Are urged to seek independent legal advice with respect to the matters traversed in this
material.

The author does not accept or undertake any duty of care relating to this material. Further,
the author shall not be liable in any respect to any recipient of this material for:

(a) Any loss of profit, loss of goodwill, loss of production, loss of opportunity, business
interruption, loss of revenue, loss of contract, loss of anticipated savings or revenue,
loss or corruption of data or loss of privacy of communications: or

(b) Any consequential, special, indirect, exemplary or punitive damages, of any nature,
arising out of or in connection with this material, even if such loss or damage was
reasonably foreseeable or the recipient and had informed the author of the possibility of
it incurring that loss or damage.
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