


key states (such as New York) totally disre-
gard the actual impact of the liquidated
damages resulting from the formula
contained in the franchise agreement. So, if
at the time of contracting it would be diffi-
cult to determine how much money the
franchisor would lose should you decide to
pull out before the expiration of the agree-
ment, then the court would not consider it
a penalty. The liquidated damages amount
then becomes a substitute for the actual but
incalculable damages the franchisor incurs,
If you took over the franchise mid-term
and there is already five or ten years of
historical sales figures from the previous
franchisee, it may not be that hard to deter-
mine how much the franchisor would lose
in royalties. But it may still be difficult to
determine at the time of contracting how
long it will take the franchisor to replace
vou with another franchisee.

Replacement of Franchisee. One way to
challenge the liquidated damages clause
would be to show how quickly on average
a franchisor signs up a replacement fran-
chisee. For example, if you convert to a
different system or close and then vou see
vour ex-franchisor’s flag go up in the same
area weeks later, then the liquidated
damages may not be warranted as it would
result in a windfall to the franchisor. If the
franchisor is big enough where it has access
to a large prospective franchisee pool, it is
unlikely that it will be able to support a
liquidated damages amount equivalent to
two years worth of rovalties.

Most franchisees experiencing liquidated
damages enforcement would argue that it 1s
a penalty whenever the franchisor suffers
little or no actual damages (and may actually
profit by receiving another franchise fee
from a replacement franchisee at or near the
same location), Some courts often reject this
argument by pointing out the benefit of
predictability, i.e, liquidated damages
clauses tell you exactly how much it will
cost to get out of the system. If one considers
the prospect of paying the franchisor’s “lost
profits” for the number of years left on the
contract, liquidated damages may seem
more palatable - particularly where the fran-
chisor meets or exceeds the franchisee’s
expectations but the franchisee just prefers
a different system.

Due to the large corporate umbrellas
covering several brands, many franchise

agreements include choice of law clauses
whereby the franchisor elects to have the
agreement governed by the laws of the
state where its headquarters is located. Due
to the increase in liquidated damages
enforcement, some states are experiencing
an increase in litigation over this issue.
Recently, there have been successful chal-
lenges by franchisees claiming that liqui-
dated damages really constitute a penalty.
The law is still catching up to the magni-
tude of this problem and it is likely an area
ripe for legislation.

Franchisor Breaches Contract First. But
what if the franchisor breaches the franchise
agreement before you convert or close? For
example, if your conversion or closure is
due to the fact that the reservation system so
critical to your success was contributing less
than five percent when you were told it
should be in the twenty percent range and
you believe that the franchisor is the cause,
then liquidated damages may not be
enforced. A liquidated damages clause is
considered a dependant covenant, that is,
the franchisor’s ability to enforce the liqui-
dated damages clause is dependent on its
own compliance with all of the material
terms of the franchise agreement.

If you decide to convert to a different fran-
chise system because vour franchisor fails
to provide the support and services it is
obligated to provide, then the liquidated
damages clause is typically unenforceable.
Likewise, if the franchisor wrongfully
terminates vour franchise without the fran-
chisee being at fault, liquidated damages
mav not be awarded to the franchisor.

The Small Business Franchise Act of 1999
specifically addresses wrongful termina-
tion or “termination without good cause.”
The Act requires that the franchisor give the
franchisee notice of the precise basis for the
default and a thirty day period to cure the
default. The Act also provides what is in
effect an unliquidated damages clause in
favor of the franchisee when the franchisor
changes its mind and withdraws from the
franchisee’s marketing area. Under this
provision, the franchisor may terminate the
franchise agreement only after paving the
franchisee “reasonable compensation for
damages incurred from the shortened term
of the agreement . . .” The Act may also
come in handy where the franchisor
discriminates against a franchisee "by

imposing requirements not imposed on
other similarly situated franchisees . = "
such as liquidated damages.

None of the standard hotel franchise agree-
ments provide for an award of liquidated
damages to the franchisee when the fran-
chisor breaches. In some states this lack of
“mutuality of obligation” is sufficient causc
to prohibit an award of liquidated
damages. Mutuality would exist for
example where the franchise agreement
included liquidated damages in favor of
whichever party to the agreement did not
breach or withdraw early.

If a franchisee successfully challenges a
liquidated damages clause on the basis that
it constitutes a penalty but the court finds
that the franchisee did breach the agree-
ment, then the court will instead require
that the franchisor prove how much it was
actually damaged by the breach. If the fran-
chisor immediately replaces the brand with
another franchisee in the same contracted
area, then damages may be minimal, On
the other hand, if the franchisor is not able
to replace the franchisee at all, then the
franchisor may be awarded the rovalty that
it would have received had the franchisee
remained in the system until the expira-
tion date. Good faith efforts to avoid
damages should be considered.

Whenever you are confronted with a liqui-
dated damages issue, consult an experi-
enced franchise attorney capable of guiding
you through the maze of recent court deci-
sions and the laws of different states which
must be considered in vour decision. You
don’t always have to pay' ®

Robert Zarco, Esq., Zarco & Pardo, PA., 15 an
imternationally-recognized franchise legal
expert amd speaker. Lawrence V. Ashe, Esq. isa
co-managing partner of Zarco & Pardo. They
represent many hotel and restawrant franchisees
i over 150 different franchise systems in the
LLS. and internationally. AAHOA menbers
are offered specially-reduced rates for legal
serveces, including partial contingency fee
arrangements under appropriate circumstances.
The authors welcome comments and sugges-
tions pertaining to this colunm or to Robert
Zarco’s presentations. You may contact Robert
Zarco or Lawrence Ashe at the .’;;H'ﬁrm {jfZﬂn‘:‘J
& Pardo at (305) 374-5418 or by e-mail at
zarcopardo@zarcopardo.com. Visit the firm's
website at wawwzarcopardoe.cont



