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17.01 HOTEL MANAGEMENT AND FRANCHISES

17.01 INTRODUCTION

A hotel franchise is essentially an agreement between a hotel chain (franchisor)
and a hotel owner (franchisee) whereby the hotel chain allows the owner to
make use of the chain’s name and services such as a central reservation system
and defined operational procedures, in return for which the hotel owner pays
the hotel chain a franchise fee. Under such an agreement, the chain has no
ownership or financial interest in the hotel and is not directly responsible for its
economic success.

Hotel companies involved in franchising generally start off as small chains
composed of company-owned properties. Over time, they develop a concept,
image, and brand name that prove successful in attracting patronage to their
properties. In addition, specific operational procedures (known as a mode of
operation), are established that produce a profitable level of efficiency. When
the lodging product thus developed becomes successful, and it can be demon-
strated that hotel owners using the brand name and mode of operation of the
company will also be successful, the hotel company is able to franchise its
concept and procedures.

One of the first franchise agreements in the hotel industry occurred in 1907 when
Caesar Ritz allowed his famous name to be used on hotels in New York City, Mon-
treal, Boston, Lisbon, and Barcelona. Modern day hotel franchising started during
the 1950s when hotel construction resumed following the end of World War II. Hotel
chains, realizing that name, image, goodwill, established patronage, mode of opera-
tions, and reservation system had value, turned to franchising their brand names and
modes of operation as a rapid, inexpensive, and profitable means of expanding their
holdings. Hotel developers were drawn to this idea because it gave a new hotel an
immediate identity and a set of established systems and procedures that provided
both lenders and investors with some confidence that the property would be finan-
cially successful.

Some of the hotel chains that first offered franchises were Holiday Inns of
America, Inc., Howard Johnson’s Motor Lodges, and Ramada Inn Roadside
Hotels. The first Holiday Inn was a company-owned motel that opened in
Memphis, Tennessee in 1952. By 1954, Holiday Inns started to franchise and
within a few years, franchises represented the bulk of the properties with which
the company was involved. Howard Johnson, a successful restaurant company
that was founded in 1925, started franchising motor lodges in 1954. These were
generally rooms-only facilities constructed in conjunction with freestanding
Howard Johnson restaurants. The motor lodges and restaurants were often sepa-
rately owned and operated independently of each other. Ramada Inns started
out as a chain called Flamingo Motor Hotels in 1952. The name was later
changed to Ramada Inn Roadside Hotels in 1958 when the company started
successfully franchising.

Hotel franchising flourished during the 1960s and 1970s when a building boom,
fueled by financing made available through real estate investment trusts (REITs),
spurred the development of thousands of new hotel rooms. When the benefit of a
chain affiliation became apparent to sophisticated hotel investors, particularly mort-
gage lenders, either a franchise or a first-tier management contract became almost a
standard requirement of any development or acquisition deal. At present, very few
hotels are developed as independents.
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‘ 17.02 ADVANTAGES FOR FRANCHISORS

[1] Inexpensive, Rapid Expansion

Hotel companies that seek to become major chains often use franchising as a growth
vehicle because doing so generally requires a relatively modest capital investment
compared to developing or acquiring properties on their own. In addition, franchis-
ing does not require the extensive management structure that is needed to operate a
hotel management company. Depending on the up-front cost of a central reservation
system, the capital required to start a franchise chain can be as low as several hun-
dred thousand dollars for legal expenses, promotional material, and start-up costs.
The bulk of the expenses for a franchise company is actually the advertising and
promotional efforts needed to sell franchises and obtain the critical mass of franchis-
ees required in order to have an economically viable chain.

Another cost-saving aspect of a franchise system is that development responsi-
bilities are shifted to individual property owners. These parties typically have first-
hand knowledge of local real estate and business markets, so they are usually in a
better position than a franchisor to acquire the best sites and to handle the overall
development process.

The capital that makes a franchise organization grow comes from the owners of
the individual hotels in the form of fees. Franchisees assume the major portion of the
financial risk associated with opening a new hotel, but in return receive most of the
economic rewards.

‘ [2] Profitable Source of Revenue

The revenue generated by a hotel franchise chain typically comprises initial fees
payable by franchisees when they join the franchise system, along with ongoing roy-
alty fees. In addition, some franchisors require additional payments for services that
they provide, such as marketing, advertising, reservations, frequent traveler pro-
grams, and training.

The expenses incurred by franchisors that are chargeable against these fees are
generally for services provided by the franchisor and are usually minimal. Many of
the services provided by franchisors generate relatively fixed fees (e.g., centralized
reservation systems, chain directories, and various administrative functions) so a
franchise chain must have a sufficient number of properties under contract in order to
be profitable. Once the number of franchisees reaches this level (the ‘‘critical mass’”)
the franchise company typically becomes extremely profitable. Depending on the
nature of the services provided by the franchisor and the fees charged the franchis-
ees, this critical mass of properties can range in number from 20 to 50.

Many franchise companies also own hotels or operate properties under manage-
ment contracts, so franchising offers a means of spreading the fixed operating costs
of the owned or managed facilities among franchised properties, thereby achieving
the necessary critical mass in a shorter period of time.

[3] Customer Recognition and Brand Loyalty

Customer recognition is an important attribute for a hotel chain. While recognition
‘ can be created through advertising and promotion, one of the best methods of devel-
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oping a known hotel brand name is to have a product for people to see and use.
Having hotels in both popular destinations and in the cities en route to the destina-
tions (known in the industry as feeder cities) provides potential customers with the
opportunity to see or hear about the chain before selecting their overnight accommo-
dations. Most people are very particular in their choice of sleeping facilities, so prod-
uct knowledge (either first-hand or second-hand) is an important factor in the
selection process.

The rapid growth potential offered by franchising accelerates the essential pro-
cess of creating customer recognition. Once customers recognize a hotel product and
have been satisfied after using it, brand loyalty develops, which results in repeat
patronage along with positive word-of-mouth promotion.

[4] Income From Brand Name, Trademarks, Image, and Goodwill

Most hotel companies that offer franchise affiliations started in the industry by devel-
oping or acquiring properties that they owned or managed. Over time they created a
brand name and trademarks that in turn developed consumer image and goodwill.
Further development of the companies included a mode of operation consisting of a
home office management structure, operating systems and procedures, and in most
instances, a central reservation system and marketing network.

This entire package, particularly the established consumer image and goodwill,
has value—especially to an independent hotel in need of identity and image.
Franchising converts this intrinsic value into income for the franchisor. There often
is a direct relationship between a hotel chain’s consumer image and goodwill and the
volume of franchise fees generated on a per-property basis.

17.03 DISADVANTAGES FOR FRANCHISORS

[1]1 Loss of Operational Control

The operating responsibility for a franchised hotel lies with either the hotel’s owner
or the owner’s agent (i.e., a management company). The franchisor exerts very little
influence over the day-to-day operation of the property. Although franchise chains
attempt to control the quality and image of each individual hotel through rules and
regulations and periodic property inspections, the persistent fact that the franchisor
does not really have basic control over an operation can sometimes result in lower
standards of quality and service than the franchisor wishes to maintain. When this
occurs, the guests who experience the substandard level of quality service receive an
incorrect image of the entire chain, which can easily have a detrimental affect on
repeat patronage or word-of-mouth promotion.

For this reason, chains such as Hyatt, Westin, and Four Seasons prefer not to
franchise so as not to risk losing the operational control of a hotel. Marriott does
franchise, but only with a few management companies that Marriott believes will
maintain the levels of quality and service that it requires. Generally speaking, lodg-
ing chains associated with the higher classes of facilities are less likely to franchise
than those that provide a lower level of service because they are more concerned with
the need to maintain operational control.

Franchise chains attempt to exert operational control by periodically inspecting
each property to see that the facilities are well maintained and the hotel is operating
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at the prescribed standards. Backing up these inspections are extensive operating
requirements contained in the franchise agreement. Objective standards set by
franchisors, such as requirements that the hotel accept American Express credit
cards, that the restaurant be open from 6 A.M. to 10 P.M., or that all guestrooms have
a color television, are relatively simply enforced. Subjective standards are more dif-
ficult to evaluate and enforce. For example, determining whether an operator com-
plies with regulations stating that a hotel must, at all times, be clean and well
maintained or that an operation must be ‘‘first-class’’ can be difficult.

The ultimate penalty franchisors can wield in order to enforce their various regu-
lations and standards is the termination of the franchise. Unfortunately, the time it
takes to actually terminate a franchise, particularly if the franchisee is uncooperative,
can range from several months to one or more years. The termination process
becomes even more difficult if litigation is involved and the dispute involves a sub-
jective regulation.

For these reasons, loss of operational control can be a significant deterrent for a
hotel chain evaluating the potential of franchising. Not only is it difficult for a
franchisor to enforce its standards, but the process of terminating a franchise can be
time-consuming. The potential liability is a substandard hotel that could tarnish the
image and goodwill of the entire chain.

[2] Difficulties With Owners

A hotel franchise company generally has to work with many different property own-
ers and management companies. The hotel industry is largely ego-driven, so the
chances are good that the objectives of a franchise company will not always mesh
with the motivations and style of all of the individuals with which it works. In fact,
franchisees often band together and form a franchise association that represents their
interests when disputes with their franchisor arise.

In any case, the end result of maintaining a number of business relationships is
that hotel franchise companies often have to spend a considerable amount of time
and money attending to their franchises in order to keep their'system functioning in
an efficient and orderly manner.

[3] Liability Without Control

When a franchised hotel is involved in litigation, particularly in suits involving lia-
bility claims, the franchisor is often named as a defendant. Even though the hotel
chain is often found to have no control over the incident and therefore to bear no
liability, the cost of legal defense can often be considerable. Occasionally,
franchisors are found to be liable even though they do not have direct control over
the operation of a hotel. This liability exposure can be and generally is limited
through insurance, which in itself can represent a considerable expense.

[4] Quality, Service, and Cleanliness Control Problems

As described earlier, controlling the level of quality, service, and cleanliness at indi-
vidual properties is not easily accomplished by franchisors. These subjective cle-
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ments are always open to different interpretations, so that property owners are
sometimes able to get by with lower standards than those intended by the franchisor.

Periodic property inspections followed by counseling with on-site management
are the usual steps taken by franchisors seeking control of a property. Some chains
offer extensive training programs and operating manuals that describe the various
operating procedures that must be used to maintain the standards that they set. In any
event, maintaining acceptable levels in these areas can often involve a large amount
of effort and expense on the part of a franchisor.

[5] No Control Over Pricing

Another element beyond the control of a franchisor is the establishment of uniform
room rates and pricing policies for individual franchisees. For some types of lodging
chains, particularly those catering to price-sensitive travelers, a uniform pricing strat-
egy is highly desirable. Uneven pricing from one hotel to another can confuse cus-
tomers and adversely affect the image of the entire chain.

[6] Costly Start-Up

When a hotel chain first begins franchising, the company will generally experience a
negative cash flow until the number of its properties reaches the necessary critical
mass. Cash flow should turn around when the critical mass is reached, but the
franchisor must have sufficient funds set aside to provide the necessary services to
the franchises it has on board during the build-up period.

[ Mandatory Disclosure Document

All forms of franchising are strictly regulated by both the federal government and
certain state agencies. Aimed at protecting the small investor from risking life sav-
ings on fraudulent franchise schemes, these regulations require full disclosure of
many of the important business aspects of a franchise investment. This level of dis-
closure eliminates the possibility of franchisors creating individual agreements for
each potential franchisee and adjusting terms through negotiation. As a result, most
terms of a franchise agreement are fixed and are not subject to alteration.

The Federal Trade Commission (FTC) is the primary governmental overseer of
franchising in the United States. In order to offer (sell) a franchise, potential
franchisors must first file with the FTC a disclosure document known as a Uniform
Franchise Offering Circular (UFOC). While this document does not receive either an
approval or disapproval from the FTC, it must be accurate and current. The follow-
ing list contains the major items that must be addressed in a UFOC.

1. Introduction. Brief introduction and warnings that the material should be
read carefully and that a lawyer or an accountant should be consulted.
Notice from the FTC that even though the offering circular has been filed
with that agency, they have not checked it and do not know if it is
correct.

2. The franchisor and any predecessor. Description of the franchisor and the
franchised business. Date when the franchisor started the business, its
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3.

10.

11.

12.

13.

14.

15.

17.03[7]

business address, any previous owners. An overview of the franchised
business, its concept and strategy.

Identity and business experience of the persons affiliated with the
franchisor; Franchise brokers. Biographical sketches of the directors,
principal officers, and other executives who have management
responsibility in the franchisor’s business.

Litigation history. Description of any past or present litigation involving
the franchisor or the persons affiliated with the franchisor described in
Item 2.

Bankruptcy. Fifteen-year bankruptcy history for the franchisor, its
predecessor, or any of the persons affiliated with the franchisor described
in Item 2.

. Franchisee’s initial fee or other initial payment. Description of the initial

fee paid by franchisee to acquire the franchise. Description of the
franchisor’s expenses that are paid from the initial fee.

. Other fees and expenses. Description of the other fees and expenses

payable by the franchisee during the term of the franchise, which
typically include: royalty fees; accounting and auditing fees; advertising
fees; expansion fees; initial leasehold construction fees; furniture, fixture,
and equipment fees; insurance fees; ongoing maintenance fees;
refurbishing fees; telephone reservation referral fees; transfer fees; and
training fees. Statement of whether these charges and fees are to be paid
to the franchisor, or expenses to be paid to other parties such as
contractors, furniture and equipment dealers, and accountants.

. Franchisee’s estimated initial expense. A broad estimate of the major

expense categories involved in developing and starting a lodging facility
typical of what will be franchised.

. Obligations of the franchisee to purchase or lease from designated

sources. Terms of any requirement for franchisee to purchase or lease
anything from either the franchisor or suppliers designated by the
franchisor.

Obligations of the franchisee to purchase or lease in accordance with
specifications or from approved suppliers. Terms of any requirement for
franchisee to utilize either approved specifications or suppliers when
purchasing.

Financing arrangements. Terms of any agreement by franchisor to
provide any financing to the franchisee.

Obligations of the franchisor; other supervision, assistance or services.
List of the services and obligations of the franchisor, which are generally
subdivided into pre-opening obligations and continuing obligations.

Exclusive area or territory. Details of any exclusive areas or territories
granted by the franchisor.

Trademarks, service marks, trade names, logotypes, and commercial
symbols. Description of the various marks and trade names owned by the
franchisor and available to the franchisee. Description of any known
infringement or agreements limiting the use of these marks.

Patents and copyrights. Description of any patents and copyrights owned
by the franchisor. Terms of issuing and maintaining operating manual
supplied to franchisee, including any provisions regarding confidentiality .
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16. Obligations of the franchisee to participate in the actual operation of the ‘
Jfranchised business. Rules pertaining to whether the franchisee must
actually operate the hotel or can hire a professional management
company. Restrictions, if any, regarding the conduct of other hotel
business activities and the diversion of business to other hotels are also
described.

17. Restrictions on goods and services offered by the franchisee. Definition
of what goods and services can be offered by the franchisee at the
franchised premises.

18. Renewal, termination, repurchase, modification, and assignment of the
Jfranchise agreement and related information. Various aspects of the
franchise terms including length of initial term and renewal term;
termination by franchisee; termination by franchisor, with and without
notice; obligations upon termination or expiration; franchisee’s interest
upon termination or non-renewal; transfer of interest by franchisor;
transfer of interest by franchisee; transfer upon death or mental
incapacity; franchisee sale of its securities; corporate transfers; non-
waiver of claims; covenants not to compete; and modifications of
agreement.

19. Arrangements with public figures. Description of any public figures
involved with the franchise.

20. Actual, average, projected, or forecasted franchise sales, profits, or
earnings. Any statement or projection of sales, profits, or earnings, made
by the franchisor.

21

Information regarding franchises of the franchisor. Data relating to the
number of franchises currently in existence and the projected franchise
sales for one year.

22. Financial statements. Recent audited financial statements of the
franchisor.

23. Contracts. Complete copy of franchise agreement and other contracts that
must be executed by the franchisee.

24. Statement of prospectus accuracy. Representation by franchisor that
prospectus is accurate.

28. Acknowledgment of receipt by a prospective franchisee. Statement by

prospective franchisee noting the date of receipt of the UFOC.

The UFOC must be given to a prospective franchisee at the earlier of the
first ‘‘personal meeting’’ or ‘‘the time for making disclosures.”” The FTC
defines the ‘‘time for making disclosures’” as 10 business days prior to the
earlier of (1) the execution by a prospective franchisee of any franchise agree-
ment imposing a binding legal obligation or (2) the payment by a prospective
franchisee of any consideration in connection with the sale or proposed sale of
a franchise.

In addition to the FTC disclosure requirements, the following states impose
additional franchise regulations, some of which are more stringent than the federal
rules: California, Hawaii, Illinois, Indiana, Maryland, Michigan, Minnesota, New
York, North Dakota, Oregon, Rhode Island, South Dakota, Virginia, Washington,
and Wisconsin.
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‘ The ultimate effect of this level of disclosure is to establish uniformity in
franchise structures, requirements, and fees, and thus eliminate any advantage a
franchisor may have over a franchisee in terms of bargaining power.

17.04 ADVANTAGES FOR FRANCHISEES

[1] Instant Recognition and Shortened Start-Up Period

The primary benefit of a franchise affiliation for a hotel is the instant name recog-
nition that it provides. Hotel patrons traveling to new destinations often look for a
lodging facility with a recognizable name and image because they seek a certain
degree of assurance that the quality of the accommodations and service at the
hotel they choose will meet the expectations they have that are based on prior
experience with (or recommendations of) the same product. Although an indepen-
dent hotel without a chain identity may well develop its own reputation and
patronage, the period of time needed to penetrate the market in this fashion may
extend over many years. Another decided advantage for new hotels with a recog-
nizable affiliation is that they generally experience a faster build-up of patronage.
This shortens the normal start-up period, so that a hotel with a chain affiliation
will reach a stabilized occupancy level more quickly than would a new, non-affili-
ated hotel.

. [2] Attraction of Different Market Segments to Different Franchises

Over time, hotel chains develop specific images in various market segments. For
example, Marriott Hotels, Hyatt Hotels, Westin Hotels, and Hilton Hotels generally
achieve high penetration in the meeting and convention market segment. Holiday
Inns, Ramada Inns, and Doubletree Hotels have a strong following in the commer-
cial segment while Howard Johnson has an orientation towards the leisure market
and Days Inns attracts many senior citizens.

The market strengths of each lodging chain can directly benefit the hotels that
take on their franchises, so a hotel owner looking for a franchise affiliation should
thus be aware of the market strengths of each available franchisor and determine
which affiliation will make the best use of both the available market and the subject
property’s contemplated or existing facilities.

[3] Proven Method of Operation and Product Merchandising

Successful, established hotel chains generally allow potential franchisees access to
the manuals and training programs that they have developed as internal guidelines for
their mode of operation and product merchandising. By reviewing these materials, a
franchisee can be certain that the franchisor has tried and proven systems and proce-
dures that will increase the chances of franchise success.
Franchise companies often have several company-owned hotels that serve as lab-
oratories for developing systems and procedures. Prospective franchisees, lenders,
‘ and investors look at the operating results of these properties and use them as a
means of confirming the ability of the franchisor to run viable, profitable hotels.
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17.05 DISADVANTAGES FOR FRANCHISEES

[1] Excessive Cost if Incorrect Franchise Is Chosen

The selection of a franchise is one of the most important decisions that a hotel owner
must make. Choosing the wrong franchise almost always adversely affects operating
results. For example, an affiliation with a luxury-quality, convention-oriented lodg-
ing chain will negatively impact a hotel that, based on local market conditions and
characteristics, should be oriented towards the budget-rate, leisure market segment.
Some of the costs that can result from selecting the incorrect franchise include

* Operating losses during the period the ineffective affiliation is in use
* Cost of acquiring a new franchise

¢ Cost of purchasing new identity items such as signs, logos, and
monogrammed items

* Operating losses during the initial occupancy build-up period under the new
franchise

[2] No Guarantee of Success

Hotel franchisors typically have no financial interest in the properties they franchise

and make no representation that a particular franchise will be an economic success.

In fact, franchisors occasionally set operating standards that may in themselves be

costly to the franchisee, such as requiring a hotel to be opened year-round even ‘
though operating during the off-season is unprofitable.

Even though franchise offerings are regulated by the FTC and some state agen-
cies, franchise salespeople have occasionally resorted to unethical practices in order
to sell new franchises. The compensation received by many of these salespeople is
based on the number of franchises they sell, so without strict supervisory control,
some salespeople may attempt to sell franchises either to unqualified owners or to
projects that have no economic feasiblity. This type of conduct was partially respon-
sible for the overbuilding that took place during the early 1970s.

[8] Nontransferable Franchises

Some hotel franchisors do not allow existing owners to freely tansfer a franchise to a
new owner in the event of a sale. Some of the transfer restrictions typically imposed
by franchisors include

* Payment of a transfer fee

¢ Approval of new owner by franchisor

¢ Application for an entirely new franchise

* Refurbishment of hotel to meet current franchise standards
¢ Right of first refusal on transfer

Ultimately, the risk posed to the seller by these transfer restrictions is that the
franchise may not be renewed or that it can only be renewed for a price. For exam- .
ple, a transfer may require spending hundreds of thousands of dollars in order to
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bring a hotel up to current standards. Anything that could inhibit the transfer of a
valuable franchise could also adversely affect the market value of the property.

[4] Short Term of Franchise

Franchisees and potential buyers face the risk that the reversionary value of an
investment in a hotel will be discounted if its franchise cannot be renewed or
extended. Since the economic lives of hotels generally span 30 to 40 years, and
franchise terms typically range from 10 to 20 years, continuation of a favorable
franchise affiliation is important. A change of name and image midway along a
hotel’s economic life can result in severe marketing and financial difficulties. For
this reason, first-tier hotel management companies typically require contracts that
extend beyond 20 years in order to preserve the name integrity of the chain.

[5] Little Control Over Other Franchisor Affiliations

Most franchise agreements are not overly restrictive regarding the number of new
hotels in the market area with which the franchisor can be affiliated. Occasionally, a
franchise will grant a property owner an exclusive area for a specific period of time,
but in most cases a franchisor is free to add a new product to a market whether it is
another franchised hotel or a property managed or owned by the franchise company.
With the recent trend in product segmentation, franchisors will sometimes claim that
adding a product to a market area that caters to a different market segment or price
classification will not adversely impact an existing franchisee. This may not always
be the case, however.

[6] Adherence to Chainwide Standards

The various regulations and standards developed by franchisors are designed to cover
all the hotels in the chain and ensure uniform mode of operation and image. Occa-
sionally, these standards may be inappropriate for a specific property, or unsatisfac-
tory to a particular owner, but franchisors generally do not allow any deviation from
their system. The chainwide standards that can negatively affect individual hotels
include

* Required year-round operation
* Set operating hours for restaurants, lounges, and room service;

» Minimum staffing level requirements, such as 24-hour door attendants and
bell hops

* Participation in chain advertising and requent traveler programs

* Required amenities, such as a swimming pool, a restaurant, room service, a
lounge, or free parking

Property owners who would be adversely affected by these types of standards are
sometimes able to work out exemptions with franchisors before signing an agree-
ment.

17-11




17.05[71 HOTEL MANAGEMENT AND FRANCHISES

[7] Benefits Dependent on Number of Properties in Chain

Just as a franchise chain has a critical mass for the franchisor at which franchise
revenues cover the costs of licensing and maintaining franchises, so too does a
franchaise chain have a critical mass for the franchisee, at which the economic bene-
fits of the franchise affiliation exceed the cost of acquiring and maintaining it. The
benefits of a franchise affiliation that are directly related to the number of properties
in the chain include

¢ Reservation referrals from other properties

* Word-of-mouth referrals from patrons with favorable experiences
* Advertising and marketing assistance

* Additional chain services

* Sophisticated central reservation system

A potential franchisee should evaluate the price/value relationship of joining a
hotel chain, particularly in light of the fact that some new franchisors will reduce
initial and continuing franchise fees during their start-up period to reflect the reduced
level of benefits that they provide compared to an established chain.

[8] Lack of Control Over Chain Quality and Image

Individual franchises have little control over any of the operating policies of the
franchisor that adversely affect the overall quality and image of the franchise chain,
and so are essentially at the financial mercy of the franchisor. An analysis of the
hotel franchise organizations that started during the 1950s and 1960s yields examples
of chains that faded in popularity and others that increased in strength because of
their ability or inability to maintain efficient operating policies. The necessary
polices for a franchise company include

* Mechanism for terminating franchises that do not maintain an appropriate
level of quality and service

* Mechanism for removing hotels from the system that are not functionally
up-to-date

* Periodic update of marketing strategies and chainwide customer image
* Consistent product and unified image

A 20-year franchise commitment will typically expose the owner of the affiliated
hotel to at least one complete turnover in the management of the franchise company.
New policies and management outlook evolve on a continual basis, and this may or
may not be a positive influence on the entire lodging chain.

17.06 SERVICES OFFERED BY FRANCHISORS

Like any other long-term financial relationship, obtaining a hotel franchise has cer-
tain risks and benefits. Hotel owners can minimize the possibility of an unpleasant
experience by carefully reviewing the services offered by individual franchisors and
dealing only with reputable franchise companies.
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[1] Site _Selection and Market Analysis

Hotel franchise chains will often help prospective franchisees to select a suitable
hotel site and analyze the characteristics of the surrounding market area. In this
regard, however, their assistance is reactionary in that franchise companies will gen-
erally only comment on a potential site chosen by the franchisee; they will not actu-
ally seek out suitable locations.

Franchisors also typically recommend independent hotel appraisers who can per-
form market analyses for potential franchisees. Franchisors are also often able to
assist appraisers by providing important data such as the room rates and occupancy
levels of competitive lodging facilities, the number of fill nights at other chain
properties in the market area, and reservation data regarding the amount of satisfied
and unsatisfied lodging demand in the immediate area.

[2] Provison of Plans and Specifications

Hotel chains that seek to have a uniform image or character for their properties will
generally provide prototypical architectural plans to the franchisee that can be modi-
fied and adjusted to fit a particular site. The benefit of these plans to the franchisee is
two-fold: they often reduce development cost, and they assure a well-conceived,
functional property. Some franchisors also provide detailed specifications for con-
struction and furnishings in order to maintain the quality standards of the chain.

Potential hotel developers should realize that most hotel chains have strict guide-
lines concerning plans and specifications for constructing and furnishing their facili-
ties. Because of this fact, developers should make no significant expenditures for
architectural plans until a franchise is selected and their required specifications are
obtained.

[3] Development Assistance

Hotel franchisors are often able to provide assistance during the construction of a
hotel. At the minimum, a hotel chain will usually want the opportunity to approve
plans and specifications prior to construction and to inspect for compliance during
development and after the project is completed. Some franchisors, however, have in-
house development experts who will provide extensive support in all phases of the
development process. The cost of these services is generally an additional charge
over the normal franchise fees.

[4] Assistance in Obtaining Financing

Franchisors generally do not secure financing for franchisees, but they do sometimes
assist in assembling loan packages for lenders. A good hotel chain typically develops
relationships with the various financial components necessary to obtain financing,
which include: firms that perform market studies and appraisals, mortgage bankers
and brokers, construction lenders, permanent lenders, equity syndicators, joint ven-
ture partners, and investors. A potential franchisee should investigate these contacts
to see if the proposed franchise can obtain financing.
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Financing is an important aspect of a hotel development or acquisition, so more
franchisors can be expected to take an active role in obtaining funds in the future. A
franchise package that offered not only the normal franchise benefits but also some
form of financing commitment would be an unbeatable combination for attracting
franchisees.

[5] Publicity and Promotion Assistance

Generally, hotel chains that sell franchises have prepared professional advertising
and promotional campaigns that include logos, trademarks, signs, property, bill-
boards, and print, and radio and television ads. Franchisees can usually obtain these
advertisements and promotional material from the franchisor and immediately use
them in the proper media.

[6] Centralized Purchasing

Many franchisors offer centralized purchasing services that are able to take advan-
tage of quantity discounts available to large volume buyers and pass these savings on
to the individual franchisees. Not only can the financial benefits of centralized pur-
chasing be substantial, but the ease of ordering, receiving, and accounting is often
greatly simplified. Vendors, realizing the purchasing power of an entire organiza-
tion, are also more likely to provide better service. Centralized purchasing not only
reduces the cost of buying products such as furniture and operating supplies, but it
also decreases the price of services such as advertising, accounting, and legal coun-
sel. Centralized purchasing is generally a voluntary service; in most instances, the
franchisee is free to purchase supplies, furnishings, and equipment from any vendor
in the market as long as the specifications of the item purchased meet the franchisor’s
approval.

Another advantage gained by the buying power of a lodging chain is that indi-
vidual franchisees are able to receive reductions in credit card commissions.

[7] Referrals Between Properties
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One of the primary benefits of belonging to a lodging chain is the referral of business
between the properties within the chain. In effect, each property in the chain func-
tions as a marketing office that creates room-nights of demand for other hotels
throughout the chain. For example, when a patron is checking out of one hotel, the
front desk personnel should determine whether the traveler requires a reservation at
the next destination. If so, a sale should occur and a reservation should be made with
another franchisee in the chain. Similarly, when meeting and convention groups
have been satisfied with the service and accommodations they received by one hotel
in a chain, they should be referred directly to other chain hotels for future meetings.
Individual franchisees benefit by keeping hotel patrons ‘‘within the chain’> through
property level referrals.

Hotel owners who are prospective franchisees should investigate whether a
franchisor actively encourages referral activity between properties, and if so,
whether there is chain representation in the feeder cities where this type of reserva-
tion activity would originate.
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‘ [8] Centralized Reservation System

Another major benefit of a franchise affiliation is the centralized reservation system
that ties the entire chain together. Most hotel chains offer a reservation system con-
sisting of a central reservation office with a toll-free telephone number. Staffed by
trained personnel, the central reservation office takes all reservation requests and
records the following information:

* The hotel within the chain that is the most convenient destination to the
caller

* The availability of accommodations at the requested hotel on the desired
date(s)

¢ Available room rates

* A reservation, if the caller so chooses

* Guarantee of the reservation, if necessary

* Any special request

* Information about the caller (e.g., name, address, and telephone number).

These data are stored in the central reservation computer for future statistical analysis
and, if necessary, are also transmitted to the property to confirm the reservation and
identify the patron.

Hotel franchise reservation systems vary in sophistication. Potential franchisees
should investigate the workings of each reservation system to determine which will
work best for their particular operation. The aspects of the system that should be

. analyzed include the following:

) The number of reservations the central system actually generates for the
properties within the chain. (The franchisee should trace this data to
individual properties that have locations similar to the subjecty property, and
then analyze the reservation data on both a monthly and weekly basis.)

1
[0 The number of reservations that represent actual room-nights and the
number that result in no-shows.

(1 The number of reservations that are currently unaccommodated within the
potential franchisee’s market area, and to what properties unaccommodated
reservations are currently referred.

[0 The identity of the properties in the chain from which the subject property
can expect to receive reservation overflow. Reservation system computers
are programmed to refer unaccommodatable reservations to another
property within the chain, usually the closest based on travel time. This
procedure should, however, be verified to ensure that the potential
franchisee’s hotel will receive its fair share of overflow reservations.

[0 The identification of the potential franchisee in the reservation system. For
example, a hotel might be known as the Sleep-Inn-Downtown or Sleep-
Inn—Convention Center or Sleep-Inn—Airport or Sleep-Inn—Interstate.
Incorrect information conveyed by a name or description could divert
reservations and patronage to other properties—even if they are less well
located to the traveler’s final destination.

‘ Hotel franchise companies with centralized reservation systems are generally
able to provide franchisees with market analysis based on their reservation data.
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The reports containing this research information that are usually available to fran-
chisees include:

These reports can provide important market research information to the franchisee. .

U Reservation originations. A listing of where reservations originate,
categorized either by zip code or by telephone area code. This information
is useful in planning future marketing programs.

Ul Reservation denial report. A listing of the number of potential patrons
who attempted to make a reservation at a specific property but, because
the property was fully booked, could not be accommodated. This
information is important for quantifying unaccommodated demand, which
provides an indication of the need to expand a property.

0O Occupancy comparisons. A report showing how a specific property’s
occupancy percentage compares to other hotels of the same franchise in
the property’s market area, state, and region. This information is useful in
evaluating operating performance.

A potential franchisee should request to see examples of the different reservation

system reports offered by franchise chains in order to determine which offers the
most useful information.

[9] Proven Mode of Operation

A franchisor should provide the franchisee with a tried and proven mode of operation .
that includes all the systems and procedures that are necessary in order to operate the

franchise efficiently. In most instances, the information regarding the implementa-

tion of the mode of operation is communicated by either training programs or an

operations manual offered by the franchisor.

Some chains offer extensive schools or seminar programs to familiarize manage-
ment level personnel with the chain’s mode of operation and general philosophies.
Other franchisors have detailed operating manuals that provide recommended solu-
tions to almost any problem that the management of the property may encounter.
While the assistance provided by the franchisor will not substitute for actual hotel
operating experience, it is important to utilize the experience of the hotel chain in
order to reduce the number of operational errors and to conform with the chainwide
image and mode of operation of the franchisor as well.

[10] Marketing Offices

Most hotel chains, particularly those with a group marketing orientation, maintain
national and regional marketing offices that generate meeting, convention, and group
business. This service is particularly beneficial for those hotels that anticipate heavy
usage in the meeting and convention segments. The time and effort required to estab-
lish the marketing infrastructure to effectively penetrate the meeting and convention
segment can be overwhelming for an individual hotel; tapping into a chain’s database
of group business can be a substantial advantage. The potential franchisee should
verify that such information does exist and will ultimately produce meeting and con-
vention room-nights for the subject property.
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[11] Property Inspection and Evaluation

Quality assurance is an important activity for franchisors. A hotel chain is only as
good as its poorest hotel, so constant inspection and evaluation on the part of the
franchisor is necessary to maintain a consistent level of physical and service quality.

Most hotel chains will inspect their properties two to four times per year. The
purpose of these inspections is to monitor quality standards and familiarize the on-
site management with the techniques used to maintain the required level of quality.
Rigid enforcement of quality standards is extemely important for the success of a
franchise system, so the methods of regulating property level quality should be
closely evaluated by potential franchisees.

17.07 FRANCHISE FEES

When evaluating a possible hotel franchise, one of the most important economic
considerations is the structure and amount of the franchise fee. Hotel franchise fees
are the compensation paid to the franchisor for the use of the chain’s name, logo,
identity, image, goodwill, operating systems and procedures, marketing plans, and
referral and reservation systems. Franchise fees are normally formulated utilizing an
initial fee paid upon applying for the franchise plus continuing fees paid periodically
during the term of the franchise.

[1] Inital Fee

The inital fee typically takes the form of a minimum dollar amount plus an additional
amount based on the hotel’s room count. For example, the initial fee may be a mini-
mum fee of $45,000 plus $300 per room for each room over 150 (so a hotel with 125
rooms would pay $45,000, and one with 200 rooms would pay $60,000). The initial
fee is paid upon submission of the franchise application and it covers the franchisor’s
cost of processing the application, reviewing the site and market potential, evaluat-
ing the plans, inspecting the property during construction and providing services
over the pre-opening phase. Occasionally, if the hotel is existing and the franchise
represents a conversion, the initial fee structure will be reduced. Some franchisors
will return the entire initial fee if the franchise is not approved while others will keep
a portion (5 to 10 percent) to cover the cost of reviewing the application.

[2] Continuing Fees

The payment of a continuing franchise fee begins when the hotel opens, and is paid
monthly over the term of the franchise. Such fees are referred to by several different
names depending on how the payment is used by the franchisor.

[a] Royalty Fee

Almost all franchisors collect a royalty fee, which represents compensation for the
use of the chain’s name, logo, goodwill, and other franchise services. A significant
margin of profit is generally incorporated in a royalty fee.
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[b] Advertising or Marketing Fee

Chainwide advertising and marketing consists of national or regional campaigns in
various types of media along with the development and distibution of a chain direc-
tory, as well as marketing efforts directed at groups and other specific market seg-
ments. In many instances, the advertising or marketing fee goes into a fund that is
administered by the franchisor on behalf of all members of the chain. The use of
these fees is restricted solely to the promotion of the chain and does not normally
represent a source of profit for the franchise company.

[c] Reservation Fee

If the franchise chain has a reservation system, the reservation fee supports the cost
of operating the central office, telephones, computer, and reservation personnel. As
with the advertising or marketing fee, the reservation fee is structured to cover the
cost of the reservation system and generally contains little profit for the franchisor.

[d] Training Fee

Those franchisors that provide extensive training programs for their franchisees levy
training fees that cover the cost of the instructional programs.

[3] Continuing Fee Assessment
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Continuing franchise fees are assessed based on several different formulas. Royalty
fees are generally based on a percentage of rooms revenue (usually between 3 and
6.5 percent). Advertising, marketing, and training fees are generally calculated on a
percentage of rooms revenue (usually 1 to 3 percent), but sometimes are based on a
dollar amount per available room per month. Reservation fees may also be based on
either a percentage of rooms revenue (1 to 2.5 percent) or a dollar amount per avail-
able room per month, but in some instances are assessed by an amount per reserva-
tion sent to the property through the central reservation system ($4 to $6). These
various formulas may be used by themselves or they may be combined with each
other. For example, the marketing fee for a franchise may be the greater of $0.50 per
available room per day or 2 percent of rooms revenue.

Each one of these fee structures has advantages and disadvantages for individual
properties. A fee based entirely on a percentage of rooms revenue is favorable for
hotels that derive significant income from food and beverage sales. Fees based on an
amount per available room are fixed fees that tend to benefit hotels with high
volumes. Reservation fees based on the number of reservations received are reasona-
ble as long as the reservations counted are those that ultimately became room-nights
of occupancy and not merely no-shows.

The specific fee structures required by a franchise company must be disclosed in the
UFOC that it must file with the FTC, so potential franchisees can evaluate the fee struc-
ture of prospective franchise companies and determine whether the price/value relation-
ship warrants the acquisition of a particular franchise. Tables 17.1, 17.2, and 17.3,
developed from information contained in UFOCs, provide comparisons of the fees
charged by various franchise companies. Each table deals with a different class of lodg-
ing facility (i.e., economy, mid-rate, and first-class) and the data in them is derived from
the following operating information for a hotel representative of each respective class.
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TABLE 17.1

Economy Hotel

17.07[3]

Room count
Average room rate— Year 1
Room rate growth
Occupancy—Year 1
—Year 2
—Years 3 to 10
Projection period
Total rooms revenue during 10-year projection period
Number of reservations from franchisor

100 rooms

$35.00

5% per year

60%

70%

75%

10 years

$11,794,243

15% of occupied rooms

Mid-Rate Hotel

Room count 200 rooms

Average room rate— Year 1 $65.00

Room rate growth 5% per year

Occupancy—Year 1 60%
—Year 2 70%
—Years 3 to 10 75%

Projection period 10 years

Total rooms revenue during 10-year projection period
Number of reservations from franchisor

First-Class Hotel

$43,798,356
15% of occupied rooms

Room count
Average room rate—Year 1
Room rate growth
Occupancy—Year 1
—Year 2
—Years 3 to 10
Projection period
Total rooms revenue during 10-year projection period
Number of reservations from franchisor

Comparison of Economy Hotel Franchise Costs

300 rooms

$95.00

5% per year

60%

70%

75%

10 years

$96,027,117

15% of occupied rooms

Total cost as

a percentage
Total initial Annual Annual Annual of total
fee (based on Annual reservation advertising miscellane-  Total 10-year rooms
Name room count) royalty fee fee fee ous fee costs revenue
Best Inns $10,000 $235,885 $ 0 $ 0 $ 0 $245,885 2.1
Comfort Inns 30,000 471,770 157,910 117,942 ] 777,622 6.6
Country Hearth Inns 25,000 471,770 45,000 176,914 0 718,683 6.1
Econolodge 20,000 471,770 0 294,856 0 786,626 6.7
Friendship Inns 12,750 178,850 0 0 9,000 200,600 1.7
Hampton Inns 35,000 471,770 354,856 o] 0 861,626 7.3
Master Host 10,000 353,827 24,000 58,971 0 446,799 3.8
Sleeplnns 55,000 471,770 157,910 190,942 0 875,622 7.4
Microtel 25,000 412,799 0 0 0 437,799 3.7
Red Carpet Inn 8,000 353,827 24,000 58,971 0 444,799 3.8
Rodeway Inns 20,000 353,827 0 412,799 0 786,626 6.7
Scottish Inns 5,000 235,885 24,000 58,971 0 323,856 2.7
Super 8 20,000 471,770 0 235,885 0 727,655 6.2
TravelLodge 15,000 353,827 0 412,799 0 781,626 6.6
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Comparison of Mid-Rate Hotel Franchise Costs
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Total cost as

a percentage
Total initial Annual Annual Annual of total
fee (based on Annual reservation advertising miscellane-  Total 10-year rooms
Name room count) royalty fee fee fee ous fee costs revenue
Best Western $26,500 $ 329420 $ 24882 $ 33,340 $ 0 $ 414,142 1.0
Club House Inn 25,000 1,751,934 279,773 656,975 0 2,713,682 6.2
Compri Hotel 30,500 1,313,951 0 1,313,951 0 2,658,401 6.1
Country Inns 20,000 1,313,951 127,760 1,313,951 0 2,775,661 6.3
CrestHil by Hilton 85,000 2,189,918 564,007 437,984 0 3,276,908 75
Days Inns 43,000 2,846,893 649,473 0 0 3,539,366 8.1
Holiday Inn 60,000 1,761,934 543,584 437,984 0 2,793,501 6.4
Howard Johnson's 60,000 1,751,934 485,984 875,967 0 3,173,885 7.2
Innsuites International 25,000 1,094,959 159,870 437,984 0 1,717,813 3.9
Park Inns 30,000 1,270,152 394,185 437,984 87,597 2,219,918 5.1
Quality Inns 60,000 1,313,951 517,919 437,984 0 2,329,853 53
Ramada Hotels 45,000 1,313,951 1,532,943 437,984 0 3,329,877 7.6
Treadway Inns 20,000 1,095,018 319,740 657,011 0 2,091,769 4.8
Viscount 30,000 1,313,951 0 1,532,943 0 2,876,893 6.6
TABLE 17.3
Comparison of First-Class Hotel Franchise Costs
Total cost as
a percentage
Total initial Annual Annual Annual of total
fee (based on Annual reservation advertising miscellane-  Total 10-year rooms
Name room count) royalty fee fee fee ous fee costs revenue
Clarion $ 60,000 $2,880,814 $1,080,174  $1,179,271 $ 0 $5,200,259 54
Embassy Suites 150,000 3,841,085 1,118,671 1,920,542 0 7,030,298 7.3
Hawthorn Suites $120,000 $3,841,085 $ 0 $2,400,678 $ 0 $6,361,763 6.6
Hilton Inns 55,000 4,801,356 846,010 0 0 5,702,366 59
Holiday Inn
Crowne Plaza 90,000 3,841,085 1,118,671 1,440,407 0 6,490,163 6.8
Omni Hotels 48,500 2,880,814 0 3,360,949 0 6,290,263 6.5
Preferred Hotels 17,500 300,000 899,269 0 12,000 1,228,769 13
Radisson Inns 56,650 3,841,085 0 3,360,949 1,650 7,260,334 7.6
Sheraton Inns 60,000 4,801,356 639,000 0 0 5,650,356 5.7

A comparison of the percentage relationship of total 10-year franchise fees to total
rooms revenue yields interesting results. The range is from a low of 1.0 percent to a
high of 8.1 percent, with the average being 5.6 percent. However, the chains that
have the lowest franchise fee percentages, such as Best Western and Preferred
Hotels, are not technically franchises, but rather associations or referral organiza-
tions. These groups are structured for the benefit of all their member hotels, so their
fees are oriented more toward covering operating costs than producing profits. These
percentages are therefore somewhat representative of the actual cost of operating a
franchise organization, which provides an indication of the margin of profit realized

by other chains.
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17.08 HOTEL FRANCHISE SELECTION PROCESS

The selection of an appropriate franchise affiliation is one of the most important
decisions to be made during the entire hotel development or acquisition process. The
chain affiliation of a hotel affects the property’s image, market orientation, ability to
benefit from referral business and a central reservation system, ability to compete in
the local market, potential for future competition, and ability to generate profits. A
poor choice of a franchise can seriously affect the competitiveness of a hotel and its
ultimate profitablility and financial success.

[1] Market Study and Appraisal

Selecting a hotel franchise is essentially a matter of first identifying what sort of
hotel represents the highest and best use of a property and then determining which
hotel chain affiliation would best complement the type of hotel chosen. The key to
determining the highest and best use of a property is a thorough market study and
appraisal. As described in Part II, a market study and appraisal is an evaluation of
the market potential of the subject area. Based on the locational and competitive
factors determined to be influencing the subject property, recommendations are made
in the study regarding market orientation, types of facilities required to cater to this
orientation, and the appropriate class or level of quality for the facility. Once these
characteristics have been determined and the highest and best use established, appro-
priate franchise affiliations can be investigated based on their ability to complement
and create demand for the subject property.

Developers should evaluate the important factors regarding franchises before
proceeding to the next step in the selection process. The first factor that should be
considered is that a hotel chain will not consider granting a franchise that will be
directly competitive with another lodging facility that it owns, manages, or has
franchised in the same market area unless there is sufficient existing and unaccom-
modated room-night demand. The presence of a competitive property within the
market should not deter a potential franchisee from investigating whether the
franchisor will consider a franchise application. In some cases, a franchisor may be
considering the termination of a franchise, which could mean an available opening
for a new property. However, the presence of another property in the same market
area should alert the hotel owner to research other franchise opportunities.

The second factor to be considered is whether or not a franchisor has any proper-
ties in the feeder cities to the subject’s market area. It is important from a marketing
point of view that a franchisor have representation in the cities that will provide
demand to the subject property’s market area. Familiarity with a product often influ-
ences the selection of a lodging facility.

[2] Analysis of Suitable Franchise Affiliations

Once several suitable franchisors have been found, the prospective franchisee should
contact the appropriate franchise salespeople and request a copy of their company’s
UFOC. This document will contain a wealth of information, but additional investiga-
tion will probably be necessary. The following checklist contains questions that the
prospective franchisee should ask in order to properly evaluate a franchise affiliation
and make a suitable selection.
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[1 How long has the chain been in business?

[ Is the chain growing? How many properties did it have five years ago?
How many properties does it have at present? How many properties is it
expected to have two, five, and 10 years from now? How many properties
are owned, managed, or franchised by the chain? Has the product or
concept been market tested?

O How many franchises were terminated over the last five years? What were
the reasons for terminating these franchises?

[0 What are the names, addresses, and phone numbers of franchisees that can
be contacted for references?

00 What percentage of the chain’s properties are up-to-date in design, and
what percentage are currently being refurbished?
[ Reservation system:

* How many reservations per property does it produce—on an annual,
monthly, and weekly basis?

* Does it tie into airline reservation systems?

* How effective is the reservation system for other properties in the market
area? For similar properties outside the market area?

* What types of reservation reports are available?
* What is the typical percentage of no-shows from the reservation system?

* What is the operating performance of other chain hotels within or near
the subject’s market area?

* What services are offered by the franchisor? Is there an additional charge
for these services?

* What is the chain’s reputation among travelers?

* Does the franchisor only sell franchises to individuals it considers
qualified?

[3] Negotiation of Final Terms

Because a franchisor is generally required to amend the UFOC whenever any impor-
tant terms of a franchise agreement are changed, most hotel chains will not negotiate
variances to their standard agreement. Occasionally, however, some additions and
modifications such as the following can be obtained.

Ul Exclusive territory. Sometimes franchisors will grant exclusive territories
to franchisees who promise to develop a certain number of properties in
the area within a specific period of time. Having franchise control over a
geographic region often creates value for the holders of these exclusive
territories, who can sometimes sell the franchise rights to others.

L1 Protected areas. Franchisees are sometimes able to negotiate an
agreement by which the franchisor cannot own, manage, or franchise
another property within a specified geographic area for either a certain
period of time or until a certain level of operating performance is achieved
at the franchisee’s property (e.g., occupancy over 70 percent for two
consecutive years). A protected area is an important benefit if it can be
obtained from a franchisor.
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In regard to the final selection of a franchise company, potential franchisees
should strive to make their choice as early as possible in the development or acquisi-
tion process. Most franchisors have specific requirements for layout, design, quality,
and furnishings, so it is advantageous to involve the franchisor before any architec-
tural plans or specifications are made. The franchisee should always ask for an
exclusive area, since this technique is an effective means of prohibiting new compe-
tition. If the franchise chain that is chosen is new, the franchisee should ask for
reduced fees until the chain reaches a certain size. Finally, since the reservation
system is one of the key elements to a franchise affiliation, the franchiser should try
to obtain some type of guarantee that the system will be effective and generate actual
room-nights for the facility.

17.09 FRANCHISE AGREEMENTS

Once an offer to grant a franchise is made by the franchisor and it is accepted by the
franchisee, a contractual agreement is drawn up that details the responsibilities of the
two parties. The general provisions of franchise agreements typically provide an
overview that attempts to make the franchise system and concept appear to be unique
so the franchisor can consider the license it grants (the franchise) to be proprietary.
Most licenses for franchises are granted for a specific location, so the franchise
agreement should include a description of the exact location of the hotel. If the
franchisor allows a restricted area, the details of this area should be contained in the
agreement.

[1] Term of Agreement

The terms of hotel franchise agreements typically range from 10 to 20 years. A
few provide extensions at the option of the licensee. Franchisees should seek a
term for as many years as possible if they have the ability to freely terminate the
franchise should the benefits it generates not measure up to expectations of the
franchisee. If there is a cost associated with termination, the franchisee should ask
for short terms with several options to extend. Most lenders want franchise terms
to extend over the life of the mortgage on the property. In addition, lenders gener-
ally want the right to either terminate or to take over the franchise for the remain-
ing term in the event of a foreclosure. Mortgagee provisions of this kind are
known as ‘‘comfort letters.”’

[2] Proprietary Information

Most franchisors consider all of the publications and written material that they
generate for the benefit of their franchise holders to be proprietary. These
include operations and training manuals, educational material, conferences and
seminars, methods, techniques, formats, specifications, procedures, architec-
tural plans, and so forth. Franchise agreements generally stipulate that this kind
of information must be treated confidentially and that its disclosure must be
limited.
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[3] Relationship of Parties

All parties to a franchise agreement are considered independent and are not able to
bind each other. To limit liability, most franchisors stipulate in their franchise agree-
ments that signs be posted at the front desk stating that the hotel is independently
owned and operated under a license with the franchisor. Franchisors generally
require indemnification from their franchisees for any claims or actions brought
against them.

[4] Hotel Image and Operating Standards

One of the most important sections of a franchise agreement is the one containing
provisions regarding the maintenance of a hotel’s image and general operating stan-
dards. These provisions relate to franchisor control over not only the physical quality
of a lodging facility, but also the level of service and guest satisfaction. Franchisors
generally require contract provisions that allow them to monitor the condition and
appearance of the hotel and to establish standards for grading compliance. Some
chains insist on requirements that hotels that hold their franchises be upgraded at
regular intervals so that they remain in conformance with company standards. If
alterations are to be undertaken or if the hotel must be rebuilt after a casualty or
condemnation, the franchisor will generally want the right to approve plans and spec-
ifications. In order to control the quality of furnishings, equipment, and supplies,
franchisors also often develop strict specifications that must be followed when pur-
chasing, including the use of only approved vendors. Operational procedures are
controlled by setting forth requirements in the agreement that the franchisee follow
the standards established in the operating manuals provided by the franchisor. Oper-
ating standards also generally include restrictions regarding the franchisee operating
competing hotels, diverting business, employing company personnel, and working
for another franchisor. Insurance coverage is another important operating standard
for franchisors, so they include provisions related to the amount and types of insur-
ance that must be carried by the franchisees in the agreement.

[5] Training and Guidance

Hotel chains generally require some form of training or orientation for senior level
management in order to familiarize personnel with the various systems, procedures,
programs, and policies developed by the franchisor. The franchise agreement should
specify the nature of this training, which can range from regular classes conducted
by the franchisor at an educational facility to simple training manuals. A certain
amount of ongoing guidance and consulting is also normally provided, but if the time
involved in these activities becomes excessive, the franchisor will usually require a
fee.

[6] Reservation Systems and Advertising

Most franchised hotel chains offer some form of reservation or referral system that is
paid for either by the continuing franchise (royalty) fee or a separate reservation fee
that is stipulated in the franchise agreement. A reservation fee can be assessed based
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[7] Fees
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on a percentage of rooms revenue or on some other formula related to the number of
reservations received. Some hotel chains establish advertising funds to be used for
activities such as national or regional advertising and specialized marketing. Most of
these funds are established and administered by the franchisor, but are funded by the
individual hotels within the chain.

As noted previously, most franchises require prospective members to pay an initial
license application fee. The amount and details of the fee should be set forth in the
franchise agreement. The license application fee is generally payable upon applica-
tion and is considered earned by the franchisor when the application is approved.
The agreement should specify the procedure to be followed if the franchise is not
approved. For example, a percentage of the fee may be retained by the franchisor to
offset the cost involved in processing the application.

[8] Reports, Inspections, and Audits

[9] Assignment

Most franchise agreements establish the right of the franchisor to inspect the books,
records, and financial reports of the franchisee, particularly if the franchise fee is
based on a formula tied to the financial operating results of the franchisee. Provisions
relating to the types and timing of reports that must be submitted to the franchisor are
set forth in this part of the agreement. .

Franchisors periodically inspect the properties in their chains to determine if the
standards set forth in their franchise agreements are maintained. If necessary to ver-
ify the accuracy of the financial data a franchisor usually has the right to conduct an
audit.

[10] Termination

A franchise can be assigned by either the franchisee or the franchisor, and while both
parties will generally want the right to freely transfer the franchise, usually, only the
franchisor has the ability to do so—the franchisee must request approval in accor-
dance with the franchise agreement. Naturally, the primary concern of the franchisor
is to maintain the chain’s level of quality, so a new franchisee must be closely
reviewed. Franchise agreements generally set forth the basis for approving an assign-
ment as well as the procedure for notification. Some franchisors require that a prop-
erty be brought up to current standards before it can be assigned, which can entail a
substantial expenditure and thus make the property more difficult to transfer. Most
franchisors want the right of first refusal in the event they might desire to acquire the
property upon a contemplated transfer.

Most franchise agreements do not permit the franchisee to terminate the agreement
before the end of the term. If the agreement is terminated, the franchisee generally
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has to pay damages to the franchisor that usually amount to two to three times the
franchise fee paid over the past year. Since the cost of terminating a franchise can be
expensive, it is important for franchisees to make a good initial selection in order to
reduce the chance of an early termination.

Most franchise agreements grant the franchisor extensive rights regarding
franchise termination. Some of the more common termination provisions include:
failure to open the property; failure to operate the property; failure to have proper
moral character; violation of a law or ordinance; bankruptcy; failure to maintain
insurance; failure to pay franchise fees; and failure to comply with franchisee agree-
ment. In most instances, the franchisee has a right to cure the default before the
franchise is terminated.

Franchise agreements generally establish certain obligations on the part of the
franchisee in the event that the franchise is terminated or expires. Some of these
obligations are: payment of all monies owed to the franchisor inlcuding liquidated
damages, if appropriate, and removal of signs, systems, marks, and identity items.
Some franchise agreements even require that the telephone number of the hotel be
returned to the franchisor.



