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V
irtually every hotel franchise agree­
ment no\.\! includes a liquidated
damages clause requiring that the

franchisee pay the franchisor a predeter­
mined sum of money should the agreement
terminate prior 10 its full term. This issue
arises most frequently where the franchisor
terminates the franchisee for some violation
of the franchi e agreement, but it may also
ari e where the frclnchisee el cl to termi­
nate the agreement at a de ignated anniver-
ary date r "exit window" in order to

convert to a differ nt franchise system.

Liquidaled damages clauses vary in form
and much will depend on the specific
wording of your franchise agreement. The
underlying purpose of a liquidated
damages c1au e is to prevent the franchi ee
fr m I aving the _yst m in earch of greener
pastures. It may benefit both partie when
it avoids the expensive proce of hiring
accounting and finance experts to calculate
the damage cau ed by the contract termi­
nation. This way, each party knows up front
how much it will cost to change his or her
mind. Problems arise when a party is forced
to change his or her mind because of mate­
rial frilnchisor def<ttdts, such as l<tck of
upport fvice and/or reservalionsysteJl1

failur s.

Many state's laws restrict the enforcement
of the e liquidated damages clause.
Depending on which state's laws govern
the contract, th courts may refuse to award
liquidated damages if they appear 10 be a
penalty rather than il true measure of Ihe
amount of money the franchisor will lose as
a result of y ur early termination.

In New York for exampl , liquidated
damages clauses are only enforceable if (1)

the amount liquidated bears a rea onable
proportion to the probable loss and (2) the
amount of the actual 10 s i incapable or
difficult of precise estimation. [f, however,
the amount fi>.ed is plainly or gros ly
disproportioJl<lte to the probable loss, the
liquidated damage clause will be deemed
a penalty and, a. such, is unenforce<tble.

In many of the juri. dictions where hotel
franchisors are headquarter d, this t t for
enforceability only considers the circum-
tance at the time the partie entered into

the franchise agreement. ln other \vords,
ju t becau e circumstances have changed 0

that the liquidated damnges may be dispro­
portionate now, that would not mailer so
long as it was a fnir ,md reilson<tble esti­
mate at the time the franchise agreement
was signed.

Olher tates' laws permit what is
commonly known as a " econd look" -they
look at both the circumstance at the time
of contracting as well as the actual damages
flowing from the breach (or early termina­
lion) of the franchise agreement. everal
tate have not yet taken a firm po ilion on

which method to apply, while other take a
"peak" at actual damages to validate their
first look.

If there is any doubt as to whether a liqui­
dated clamage clause constitutes an unen­
forceable penalty or an appropriate and
enforceable amount, the law of many states
typically requires that the courts favor the
lie n ee and declare the clause to be a
penalty. ourts also consider the ophisti­
cali n of the parties and whether each side
was represented by counsel in signing the
fmnchise agreement. If your company did
not have a franchi 'e attorney re\'jew the
franchise agreement before igning and, as
one would expect, the iranchisor has supe­
rior bargaining power, then this would
support a finding that the clause is a
penalty and is unenforceable.

Undoubtedly the most difficult aspect of
the law on liquidated d<tmages to under­
st<tnd ilnd ilccept is the fa t that many of the



key stiltes (such"s New York) totillly disre­
gilrd the actu,,1 impct of the liquid,lIed
damages H'~ulting from the form\Jla
containi'd in the frnnchiS<.' ngreClllcnt. So. if
,It the time of contr"cting it would bediffi­
cult to determine how much money the
franchi~orwould 100000shouid }'ou decide to
pull out bdore the t'xpir"tion of the ,lgrce­
ment, then the court would not consider it
a pen,llty. The liquidated dam.lges amount
then bccomf..'S a substitute for the actual but
incakulabledamages the fr.lnchisor incurs.
If you took O\'er the fr.lru:hise mid-term
and there is alrc.ldy five or ten years of
historical s.ales figures from the previous
fr.lnchiSt>C, it milY not be that hard to deter­
mine how much the franchisor would lose
in royalties. But it mny still be difficult to
determine at the time of contracting how
long it will take the franchisor to replace
you with nnother franchisee.

Replacement of Franchisee, One W.1Y to
chnllenge the liquidated damages cldUse
would be to show how quickly on aver.1ge
,1 franchisor signs up a replacement fr.ln­
chisee. For example, if you convert to a
different system or close .1nd then you see

your ex-fr'lnchisor's fl'lg go up in the S<lme
are,l weeks later, thE'n the liquidated

dilm.lges milY not be warranted as it would
result in.l windfall to the franchisor. [f the

frilnchisor is big enough where it h"s access
to.1 largc prospective franchisee pool, it is
unlikely th,lt it will be able to support a
liquid3ted damages amount equiv.llent to
two years worth of royalties.

Most franchisees experiencing liquid<\!L'd
d'lm3ges enforcement would <lrgue tiMt it is
a penalty whcnever tlw fr'lllChisor suff('«;
littll' (lr nO.Ktuil] damages (<lml may actll,l11y
profit by receh·ing illlother fr.1nchise f(·(·
from a replilCl'rlll'llt frilllchiSt-"'(' at or ne.lr U1...·
S3l11l' IOC,ltiol1). Some courts often I'{"j...xt this
argument by pointing out tIl<..' bendil of
predict,lbility, i.l'" Iiquid.lted dill11,lges
c!<l\lSCS tell you e\(.lctly how much it will
cost to get out of thc system. If Olll' .:onside!"S
the prospect of paying the franchisor's "lost
profits" for the number of }'e.1r~ [e(t 011 the

contr.lct liquidated damages Ill"y secm
more JJ<llatilble- particul,lrly wh£:'f{' the fr"n·
chisor mwts or exceeds the fr<lnrhisl'e's
expectations but the fr'lllchiS£"C just prefers
a different system.

Due to the lilrge corporat ..., umbrcll"s
covering sel·er,ll br,lnds, mM1Y fr<1lKhiSt,

agreements include choice of IiiII' c1,luses
whereby the fr,mchisor cI(.'(ts to IwV(' the
agreement go,,{'rncd by the lnws of the
state where its he.1dquartl'rs is loca!l'd, D\Je
to the increilsl' in liquidatl.!d dnm;l!;eS
enforcement, som\' statl'S arl' experiencing
.1n inue,lsc in litigation over this issw.·.
Rccently, there have been successful ch"I­
lenges by fr<lnchisees claiming that liqui.
dated dnmages really constitute a pen.llty.
The Inw is still c,Hching up to thl" magni·
tude of this problem <lnd it is likely an area
ripe for legisl<ltion.

Franchisor Breaches Contract Firsl, But
what if the fr.mchisor breaches the fr<lnchisc
agrt'Cment bC'fon' you convert or close? For
example, if your com'ersion or closure is
due to the fact Ihat Ihe reservation system so
critic.l1 to your success was contributing less
th.ln five percent when you were told it
should be in the twenty percent range and
you beliel·(· that the franchisor is the cauS{',

then liquidi'1ted damages may Ilot be
enforced. A liquidnted dam;tges c1<l1lS<.' is
considered a depcndnnt covenant, that is,
the franchiSM's ability to enforce the liqui­
dated damages clause is dependent on its
own complinnce with all of the materi.ll
terms of the franchise ag!'C'Cment.

If you decide to convert to.l different fr.ln­
chise sy~lem beC.1USC your franchisor rails
to provide the support and servIces it is
oblig"tt.·d to provide, then the liquidated
damages d.lllsc is trpic,ll1y unenforce'lble.
Llkewis£', if the franchIsor wrongfully
termin,lIes vour fr,lncniso..' without th(' fr.ln­
chiSt'\' ~mg ilt f,wlt. liquid,lti'd d<lllMges
nM)' nOI be ,l1l',1n."li'd to Ih(' fr,mchi:<or.

The Snl.\lll3usiness I'r'lI1chise Act of 1999
spt.'(ific,llly .lddn""~('s wronhfld termill<'­
lioll or "termin.ltion withClut ~(l(Xi C<HI'-'C,"
The Art fl.'q\lin·s th,ll tIll' frillKhiS0r give the
fr;mchisee notice pf the predse b.l"is for lhe
d.'bult and ,I thirty day pi'ri.xl to cure the
default. The Act alSl) pfClvides wh,'t is in
effect <In unliquidat('d dMll.'ges d.,uS(· III

fa\·or of the frnnchisec whcntl", fr.lllchi~()r

ch,mg~s its mind and withdraws from the
fr,lllchisec's marketing area. Under this
provision, the franchisor may termill3tc the

fr<ll1chise "gn-elllcnt only ilfter pitying th('
fr,11lchiSt.'e "f('3:<on,lble COll1pen"ation f'lr
d"m,lges incurn-.d from th(' shortened lerm
of the ,lgrL'Cment ..." Th... Act m,ly ,1lso
come in hilndy where the fr.Hlchisor
dlscrimin,\!l'S ,lb,linst n fr,lnchis"c ··by

imposing requirements nnt Imposl'<! IlI1

nther simil<lrly situ,lted fr.lncnlSt.'C~

such as liquid;tted d.1111<l&"''S'

None of tne st.lndard hotel franchi."(' .lgrt..,\:­
ments prol·ide for.1I1 aW<Hd of liqull.latcd
dam"gcs to the franchisee wilen the (rail­

chisor bre.Khcs. In some st"tcs this lack of
"nmhlalily of obligation" is sufficient causc

to prohibit <In <lw"rd of liquidnt ...d
dam.lgl's, Mutu<llity would exist for
example wh('re the fr<lnchise <lgreement
included liquidated damages in favor of
whichever party to the agreement did not
breach or withdr;tw early.

If a fr<lnchisec successfully challenges a
liquidated damages clause on the basis lhat
it constitutes a pennlty but the court finds
th<lt the franchisee did breach the agree-­
ment, then the court will instead require
thatthc franchisor prove how much it W3S
actually damaged by the breach. If the fmn­
chisor immediately replan's the br"nd with
another franchIsee in the same contracted
are.l, then damages may be minimal. On
tne other hand, i( the franchisor is not able
10 rcpl.1Cc thc franchisee ,1t all, then the
(r,lnchisor may be aw.uded the roy,lhy that
it would h,we received had the franchis('('

rem<lined in the system until the expir<1­
tion d,lte. Good fnith efforts to avoid

d"m,lges should be considered.

Whenever you Me confronted with ,lliqui­
dilted dMnag...s issue, consult an experi·
enced fr'l1lchisc attomey capable of guiding
you throuoh the l11;tze of recent court ded­
sions and the lilws of different states which
musl be considered in your decision. You
don·t "lways h,l"e to p.w l •
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