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3.1 Fidelity of the bargain – Franchisee sub-lease/ licence  

  

3.1.a. As a sub-tenant, how can a franchisee remain  protected if a 
franchisor becomes insolvent or fails to meet its o bligations under a retail 
lease?  

  

This question seems to misunderstand what typically occurs. 

  

Landlords often insist on a franchisor taking the head lease, and reject any 
requests for the franchisee to be the tenant.   Notwithstanding this fact, most 
landlords also put in place arrangements where the tenant pays the rent direct.   

  

Further it is extremely unusual for a franchisor to become insolvent or fail to meet 
its obligations under a lease.  The only example that comes to mind is the demise 
of the Klein’s network, which was an extremely unusual if not unique situation.  In 
that case the problem was not that the franchisees were not offered the leases, 
as they were.  The problem is that the franchisor had agreed to various rental 
subsidy deals with franchisees.  Once the franchisor failed (which failure 
incidentally was largely caused by these rental deals) the franchisees did not 
receive the rental subsidies, so the franchisees could not afford to pay the true 
rent for the premises they occupied.   

  

On the other hand it is quite common for a franchisee to fail, leaving the 
franchisor with the lease liability.    

  



The greatest vulnerability franchisors and franchisees have in leasing is not any 
relationship between the franchisor and the franchisee, but the fact that the 
landlord often misuses its market power in such a situation to the detriment of 
both parties.  As a franchisee is involved, it is much more difficult during rent 
negotiations for a franchisor to threaten to “walk away” if the rental demands are 
excessive.  Landlords know this, and they also know the financial position of the 
franchisee due to reporting requirements.  So there is a complete information 
imbalance.  They also know that if the tenant “walks away”, the franchisee loses 
its total investment, which is probably the only store it owns.  So any loss cannot 
be amortised over a network of stores like happens with some of the non-
franchised chains.  The end outcome is frequently that both franchisor and 
franchisee are forced to agree to a high rental that makes the business 
marginal.  This situation happens time and again in retail leasing, and will only be 
solved if there are fundamental changes to the capacity of the landlord to require 
massive rental increases at end of term. 

  

The only change the FCA could contemplate in this area is that if both franchisor 
(as brand owner) and franchisee (as operator) agree in writing, but not otherwise, 
the landlord must make the lease available to the party they nominate.  That 
gives the franchisor and the franchisee the option to discuss the issue and agree 
on what works best.  However this is likely to be strongly opposed by landlords, 
who would say the only reason they allow a franchisee into a major shopping 
centre is because of the franchisor’s brand and reputation.  We do not support 
the suggestion by the ARA that the franchisee hold the lease or somehow have 
the capacity to take the lease if the franchisor fails.    

  

3.1.b. Is a registered sub-lease adequate protectio n in the case of the 
franchisor’s liquidation or administration?  

  

As noted above, this rarely occurs.  It is much more common for the franchisee to 
become insolvent or cease trading, leaving the franchisor with a large lease 
liability. 

  

There is no need for legislative intervention here.  The practical reality is that the 
tenant will be in the box seat to take the lease over if somehow the franchisor is 
unable to pay the rent.  From every perspective the commercial interests of the 
parties are aligned to this outcome.  The landlord continues to get the rent paid 
and does not have to find a new tenant, and the franchisee will generally have 
the relationship with local centre management.  As noted above, the only 
situation we can recall where this has actually occurred was in the Klein’s 
situation, where the landlord was paying rental subsidies, and the tenant could 



not afford the true rent for the premises.  Whether there is a registered sub-lease, 
a licence agreement or no formal agreement is essentially irrelevant. 

  

At best the question poses a question that could only really be relevant to 
academics.  In commercial practice the problem rarely arises, and does not 
require any form of legislative intervention. 

  

3.1.c. In some circumstances, should a franchisee b e permitted to continue 
a business under the retail lease, such as assuming  the rights and 
responsibilities of the franchisor (as head tenant)  under the retail lease?  

  

There is no need for legislative intervention.  The practical reality is that the 
landlord’s best interests are served by having a tenant with the same brand 
operating at the premises. 

As noted above, the major issue is that:- 

  

•         landlords insist on the franchisor being the head tenant; 

•         landlords charge crippling rents, particularly once the tenant is in 
occupation and the lease reaches its end of term; 

•         sometimes the franchisee operator fails, leaving the franchisor with a 
large lease liability that it is also unlikely to be able to afford; 

What needs to occur is to impose restrictions on rental reviews at end of term, 
and possibly a capacity of a franchisor to exit from a lease by paying say 90 days 
rent (less any bond held by the landlord) where the landlord consents to the 
operation of the business by a franchisee and the franchisee fails (usually due to 
increases in rental and other costs and increases in competition caused again by 
the landlord introducing more and more competitive tenancies). 
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