HOTEL
RANCHISING:
HOW TO BE A
SUCCESSFUL
FRANCHISEE

Hotel owners must know what they are getting into
before signing that franchise agreement

Stephen Rushmore, CRE

Om: af the most important decisions a haotel
owner must make is the selection of anappro
priate franchise affiliation. A hotel franchise pro-
vides a property with instant identity, an image,
actual reservations, and other benefits. It often has
a direct impact on the ultimate financial success
or failure of a hotel property. Since the cost-lo
acquire and maintain a franchise overa 1l-year
period can amount to hundreds of thousands of dol-
lars, the prospective franchisee must understand
(he various issues involved in the selection process,

Background

A hotel [ranchise is an agreement between a hotel
chain (franchisor) and the hotel owner (franchisee)
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whaerehy 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, the hotel owner pays the
hete! chain a franchise fee (and sometimes other
expenses). The chain has no ownership or finan-
cial interest in the hetel and 15 not directly
responsible for ity economic success.

Hotel companies involved in franchising gen
erally start off as small chains composed of com-
panv-owned properties, Over time, they develop
a concept, image, and brand name that proves suc-
cessful in atracting patrons Lo their properties.
In addition, specific oparational procedures
(known as 4 mode of operation) are established
that produce a profitable level of efficiency, When
the lodging product becomes suceessful, and it
can be demonstrated that hotel owners using the
brand name and mode of operation will also be
successful, the hotel comipany is able to franchise
its concept and procedures.
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EXHIBIT1 HOTEL FRANCHISE FEES- ECONOMY
HOTEL CHAINS (EXPRESSED AS A PERCENTAGE OF
AOOMS REVENUE)

Budneat Hosl 0-9%
GuesiHouse Inns 3.3%
Best lnns &.1%
Pasaport Inns 4.9%
Scoflish lnns & 5%
Downtowner Inns A%
Rodrway inns 54%
FRad Carpet Inns 6.4
Sundowner INNE R 5%
Koy Wast Inns 5.6%
pAariar Hosts Inng 5.8%
Shonuey's Inng 7.0%
Willagor L ntge L

Fsdryatel 7.2

Mol & T %
Econal edia T.B%
Microtel Inns B.2%
Super & B 2%
Fairlicid Inns B.a%
Hampton Inns 8.4%
Shoney's Suites B O%
Sleep Inns B.5%
Amoricalnng B.8%
Travelodge 8.9%
Thrillledge B.8%
Ramara Limiled B.9%
Comlor Inns 9.3%
Holiday Inn Express £.3%

Cassar Ritz was one of the first hotel franchisors
when in 1907 he allowed his famous name to be
used on hotels in New York City, Montreal,
Boston, Lisbon, and Barcelona. The first modern-
day franchisors were Holiday Inns of America,
Howard Johnson's Motor Lodges, and Ramada Inn
Roadside Hotels. These chains flourished during
the 1960s and the 1970s, when a building boom
fueled by real cstate Investment trsts spurred the
development of thousands of new hotel rooms
When the benefit of belonging to a chain became
apparent to sophisticated hotel investors, partic-
ularly mortgage lenders, a franchise affiliation was
made a standard requirement for most develop-
ment or acquisition deals. Today, very few hotels
are developed as independents.

Services Provided by the Franchisor

Every hotel franchisor offers a wide array of ser-
vices o the hotel owner, During the franchise
selection process, the prospective franchisee
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EXHIBITZ HOTEL FRANCHISE FEES—MID-RATE
HOTEL CHAINS (EXPRESSED AS A PERCENTAGE OF
ROOMS REVENUE)

Bost Wastam 1.7
Inn Suites 4 5%
Park Inns 6.1%
Mainstay Suites Tl
Candlewood Suites 7.5%
Quality Inns T.%
Country Inns 8.0%
Haoliday Inns 5.5%
Comtort Suites B.7%
Howard Jahngon A.7%
Hamacda Inns 8. 7%
Wingate lnng 8.7%
Haoliday Inn Sunspred #.0%
Days Inns 9.0%
Courtyard 9.5%

necds to evaluate which services will be useful
and their ultimate cost. The following list con
tains many of the services normally provided by
a hotel franchisor:

1 National marketing and advertising (national
and global)

1 Consumer brand recognition

I Reservation syslem

I Referrals between propertics

I Proven mode of operalion

I Technology and proprietary software
B Training

I Design plans and specitications

I Financing

1 Site selection and market analysis

I Development and construction assistance
1 Publicily and promotion assistance

I Public relations support

1 Srandardized signage

I Quality assurance standards

1 Impact pulicies

1 Group purchasing benetfits

1 Frequent traveler programs

I Tie-ins with other marketing programs
developed by airlines, for cxample
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One of the key benefits of a hotel franchise affil
iation 1§ the ipstant recognition and image cre-
ated by a known name. Travelers seek out known
guantities for overnight lodging, where they can
be assured of a uniform standard of quality. A
hotel franchise also transfers an established
image to a property that uses its alfiliation. For
example, Days Tnns tend to attract senior citizens
Holiday Inn has a strong commercial following.
Hilton is highly successtul in the group markel
If 2 hotel needs to penetrale a particular market
sepmenl, the appropriate franchise can signifi-
cantly increase its chance ol success,

Franchise Fees

When evaluating a potential hotel franchise, one
ol the imponant economic considerations is the
structure amd amaunt of the franchise fee, Sec-
ond only to payroll, franchise fees represent most
hotels' larpest operating expense. Since many of
these fees are tied to performance, the more suc-
cessful a hotel becomes, the more fees they will
likely pay.

Hotel franchise fees are the compensation paid
to the franchisor for the use of the chain's name,
logo, identity, image, goodwill, procedures and
controls, and marketing, as well as its referral and
reservation systems, Franchise fees are nor-
mally formulatced starting with an initial fee paid
upon making the application for the franchise.
plus continuing fees paid periodically during the
term of the franchise.

The initial fee typically takes the form of 4 min-
imum dellar amount based on a hotel’s room
count. This fee is pard upon submission of the
franchise application. It covers the franchisor’s
cost of processing the application, reviewing the
site and market polential, evaluating the plans or
existing layout, inspecting the property during
construction, and providing services over the pre-
opening or conversion phases.

The payment of continuing franchise fees com-
mences when the hotel assumas the new franchise
alfiliation, and the fees are paid monthly over the
term of the franchisc agreement. Continuing fees
generally include a royalty fee, an advertising or
marketing contribution fee, and a reservation fee.
In addition, continuing fces may include a fre-
guent traveler program and other miscellaneous
fees.

Sometimes the franchisor offers additional ser-
vices for a fec, These services may include any

EXHIEIT3 HOTEL FRANCHISE FEES—FIRST-CLASS
HOTEL CHAINS (EXPRESSED AS A PERCENTAGE OF
ROOMS REVENUE)

Clarnion Holels 51%
Crmni Hotels 6.8%
Weastin T8%
Doubletrae Holels 7.4%
Hemdenco Inns 7.5%
Hawtharma Sultes 7B
Embassy Suites £
Towne Place Suitos 7 B%
Four Points Hotals 8.0%
Sharaton Hotals H.0%
Aadizson Holels 1%
Humowaod Suites A, 1%
Crownn Plaza H 8%
Hilton Suiley 8 6%
Failton Gardon Inns 1.6%:
Hiltan Inns B8
Marriatt Motels 10.0%:

of the following: consulling, purchasing assis-
tance, compuler cquipment or satellite commu-
nication equipment rental, optional training
Programs, on-site opening assistance, or additional
advertising services.,

A potential franchisee should caretully eval-
uate the fee structure, project the total of the ini-
nal and continuing (ranchise fees, and then
determine whether or not the price/value rela-
tionship warrants the acquisition of the franchise.

In order to provide 2 preliminary comparison
of hotel franchise fees, HVS International has
developad a model that calculates the total fees
paid to a hotel franchisor over a 10-year period.
These fees include the initial as well as the con-
tinuing fees and expenses. The model expresses
the total fees paid as a percentage of the hotel’s
projected rooms revenue. Exhibits 1, 2, and 3 show
how various franchises sre ranked hased on the
percentage relationship of the rotal projected [ran-
chise fees to the total projected rooms revenue.

The franchise fee tables show a wide variance
of fees ranging from a low of 0.9% for a Budget
Host to 10.0% for a full-service Marriott. The Mar-
riott affiliation appears to be the most expensive,
and Marriott is currently the only franchisor whose
continuing fees are based on & percentage of the
combined rooms and food and beverage revenues.
Marriott's frequent traveler award program also
contributes to the average cost of this affiliation,
However, few would arsue with the success of
Marriott's proven aperating abilities, as well as
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EXHIRIT 4 TYPICAL LIGUIDATED DAMAGE
PROVISIONS FOR TEAMINATING A FRANCHISE

Micretal

Based on cocupancy rate for 12 months preceding
lezrenninig i

+ Lasz than 50% occupancy, no damages

« G0% 1o 58 9%, 12 monthe of fees

=60 10 8099, 24 months ol lees

» 70% and greatar, 36 months of lees

Best (s
BO% wl ranchise lee Thal would have Leen earmey dunmg
tha remainder of the term

Ly fnns
S months ol teeys bul o less than 52,000 per room

Hillion
Feanchisor shall be emintod 1o tecovor ull lpsses, couls
waprense Brd durmages

FProvmis
Franciise lees Tor past thred years

Halisson
A amount enual ta all actual and congequontial ”-'\'13‘-'.';_]""-

Hi=S Al lions
Wariag with aach tranchisa, B ganarally 1ha feas paid
during the procodimg 24 oF 36 months

Mot 6

Avarags monthly paymentsof royalty foes, marketing and
FRSCHRON Sy Sl contiebutions for 26 months preceding
I deluull,

its favorable costomer image and poodwill,
Often a direct relationship exists hetween a
hotel’s goodwill and potential for asset value
enhancement. Therefore, while affiliating with
this franchisor will be comparatively costly, it may
well be prudent and feasibie.

Hotel Franchise Sefection Process

Seleeting the appropriate hotel franchise affili-
ation requires an analysis of the local competi-
tive market, review of the available affiliations,
quantifving the benelits and costs, and negoti-
ating the final terms. Each ane of these steps s
reviewed in the following sections.

Market Analysis and the Determination of
Available Affiliations. Selecting 2 hotel franchise
i essenlially g matter of Dest identifying what
sort of hotel represents the highest and best use
of a property and then determining which hotel
chain affilistion would best complement the
type of hotel chosen. The key to determuning the
highest and best use of a properiy is a thorough
markel analysis. Given the locational and com-
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petitive factors determined to e influencing the
subiect property. the property’'s market orienta-
tion, the Gacthities necded to cater lo this orien
tation, and the appropriate class or level of
quality lor the facility can be established. These
characteristics will then pointta the apprapriate
franchise affiliations that will complement and
eroeate demand for the subject property

Care must be taken if the tranchisor has exisi-
ing properties in the same market, particularly
il the Franchisor has an ownership intérest in 2
competitive property, This could ¢reate a poten-
tial conflict of interest that could be detrimen
tal over the tong run, The presence of s competitive
property of the same atfiliavon within the mar-
kel howwever, should not deter a potential Tran
chisee from investigating whether the Feanchiso
will consider a franchise application. In some
cases, o franchisor meay be considering the ter-
munation of a franchise, which could mean an
available opening for 4 new property.

Another Tactor o consider when identilying
potential franchises 1s whether or not a franchizso)
has any properties in feeder cities to the subject's
market area. Itis impodtant from o marketing pain
of view that a franchisor have representation in the
cities that will provide demand o the subjeet prop-
erty's market area. Famiharity with a product often
influences the selection of a lodging facility.

Quantifying the Benefits and Costs of
a Franchise Affiliation

While selecting the appropriate hotel franchise
can sometimes be a complicated process, the fed-
eral and state governments have made the data
collecting phase significantly easier. Unlike
many business transactions {such as entering into
& management contract) franchising in the US 15
highly regulated, and franchisors must make full
disclosure of all elements involving Lthe con-
templated franchise relationship. The document
contsining all this important information is
called a Uniform Franchise Offering Circular or
UFOC for short. Before yvou are allowed to sign
a franchise agreement you must be piven ample
time (10 davs) to review the content of the
UFOC. Muost hotel UFOC's are highly detailed
and fairly lengthy, but are written in casy-to-under-
stand language. They contain g wealth of infor-
mation about the history and business dealings
of the franchisor as well as explanations of the



henefits and obligations invelved with the pend-
ing franchise relatronship.

The following is a summary of some of the
important disclosures contained in a typical
UFOC:

W Histary of the franchisor and identity and
business experience of 18 management per-
sonnel A hotel franchise is no better than
the quality of the exccutives managing the
franchise orgamizaton. Look for expen
cnce in areas such as marketing, sales,
reservation technology, and hotel opera
tions. Be wary of arganizations that are lop-
heavy with executives who are merely
franchise sales people

B franchiser's {itigation history. How many
and what types of lawsuils does the franch isor
have cutstanding? While itigation does not
necessanly indicate wrongdoings, it does rep-
resent some level of dissatisfaction with the
franchisor. A prospective franchisee should
carefully evaluate the types of pending lit-
ipation and whether there arc recurring dis
putes that could reflect internal problems. In
seme circumstances it might be helpful o

EXHIBITS TYPICAL HOTEL FRANCHISE TERMS AND
REHEWAL DPTIONS

biarrioir Aliliated Holels
T 20 years
Aenewal; Nen renawakile

Hilton Affiliztad Holels

Term: Mow Hotals: 10 to 20 yeans, exsling hotals: 510 15
YERTS

Ranawal: Varies by age. condition and othar tactors

Holrday Inn Affiliatad Hotels
Term: Standard 10 yoars, new eanstrustion ug o 20 years
Renowal Mon-renswable

Promus Alitated Hotals

Tarm:! 20 years, vunes wilh change in swnarshig or
COaO r SN

Fenewal Non-renswahbla

Daithlatres Athhated Holols

Term 10 yaars for conversion, 20 years 1oF now
conslnuclon

BAanawal; Two 10yoar teems it imnchisan meats current
standards

Radisson
Tarm: 20 yeurs
Ronowal Non-ranawabils

Motal &
Torm: 510 15 yaars
Henawal, Non-ronawahls

discuss the background of the litigation
with one or both parties,

Estimate of all fees and expenses of enier-
ing inte and mainfaining the franchise.
Along with the initial and continuing [ees
previously described, the UFOC will also
provide a broad estimate of the major
expense categories involved in developing
and starting a lodging facility of what will
be franchised. Known as a “liguidated dam-
age clause.” it also sets forth how much it
will cost to terminate a {ranchise before the
end of its term, A franchisee must be aware
that if the wrong franchise is selected, 1t will
generally cost between one and three times
the last vear's franchisee fee to relingquish
the affiliation. Fxhibit 4 shows the cost of
lerminating a franchise for several of the
major chains.

Qbligatinns of the franchisee to purchase or
lease from designated sowrces. Some fran-
chisors require franchisecs to purchase sup-
plies from certain suppliers or use specific
products or identity items. Some franchisors
license supplicrs using what is called = pre-
ferred vendor agreemoent. which allows them

THE HEAL

to receive fees based on the volume of sales
made to the franchisees. This lorm of kick-
back arrangement is usually described in the
LIFENC,

Obligations of the franchisor The UFOC con-
rains a hist of services that are available from
the franchisor. The prospective franchisee
should compare these obligations with the
list contained in this article to delerming
whether the franchisor is offering the full
complement of services. In combination
with this comparison, the hotal owner should
review the previously described franchise fee
scheduale to determine the ullimale price/value
relationship of a particular affiliation.

Exclusive area or tervitory. Most hotel fran-
chise sgreements do not provide franchisees
with an exclusive area of operation or terri-
tory. Franchisors are essentially free to
place new franchises wherever they want to
as long as there is no significant amount of
adverse impact, Nothing is more devastat-
ing than to have o compete with a new prop-
erty of the same franchise that the franchisor
allowid 1o open in the subject market. A fow
progressive [runchisors solve this potential
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contlict up front by negotiating n exclusive
territory with the franchisee before the fran-
chise commences. Many franchisors use
third-party impact studies in an attempt to
quainlify the affect of the new competition
un the existing franchisee. This latier solu
tion is highly subjective and sometimes
unrcliable. If the UFQC does not contain #
complete discussion of the franchisor's
impact policy, the prospective franchisee
should request a copy for review prior to
enternmg into a franchise relationship.

B Renewal and ussignment of the [franchise
agreement. Most hotel franchises are not aut-
matically renewable or assignable without the
permission of the franchisor, When a hotel
15 sold. the buyer must gencrally apply far a
new franchise and pay an assignment fee, In
addition, prior 1o transferring the affiliation,
a franchisor usually requires that the prop-
erty be physically upgraded to current stan
dards for tha particular chain, Fxhibit 5 shows
the: renewal options for various franchises.

Additional Questions. Onee the prospective
franchisee has reviewed the UFOL, the Follow
ing additional questions should be asked to
properly cvaluate a franchise affiliation and
make a suitable selection:

I How long has the chain been in business?

N Is the chain growing? How muany properties
did it have five years ago? How many prop-
criies does it have at present? How Ny prop-
erties is it cxpected to have over the next five
years? How many properties are owned, man-
aged, or franchised by the chain? [as the
product or concept been market tested?

B How many franchises were terminated dur-
ing the past five years? Whal were the rea-
sons for terminating these franchises? What
percentage of the chain’s properties are up-
to-datc in design and whzl percentage are cur-
rently being refurhished?

B What is the operating performance of ather

chain hotels within or near the subject s mar
ket area?

B Whal services are offered by the franchisor?
Is there an additional charge for these ser-
vices?

B What is the chain's reputation among trivelers?

The following guestions should e asked
about the reservation system:

I How many reservations per property does i
produce on an annual, monthly, and wekly
basis?

¥ Does ittie into airline reservation systems

I How cifective is the reservation syalom [or
other properties in the market area? For sim-
tar properties oulside the markel wrea?

B What types of reservalion reports are avail
able?

B What is the typical percentage of no-shows
from the reservation sysiem?

Negotiation of Final Terms. Because a (v
chisor is generally required to amend and resuly-
mit the UFOC whenever any important terms of
a franchise agrecment are chanped, most horel
chams will not negotiate variances ta their stan
dard agreement. However, by carefully reading
the UFOC, a potential franchisee can identif ¥ ireas
in which negotiating terms might be a possibil-
iy, Forexample, some UFQCs will indicate that
the franchise fees during the first three yeurs of
the sgreement will range up to say 4%, This means
that the franchisee is likely 1o be able to nepoti-
ate lower franchisc fees during the first severa)
years, hecause the disclosure document is not spe-
cific on this item. An exclusive lerritory for o cer-
tatn mumber of years is another hencfit that
sometimes can be obtained hefore finalizing the
agreement, This potential is found in Hampton
Inn's UFOC, which says, “Franchisor may in their
sole discretion, grant exclusive territorial pro-
tection for limited period of time.” In addition,
prospective franchisees should attempt to obtain
what is known as a lender comfort letter, which
will automatically transfer the franchise to the
mortgage lender in the event the property is taken
back through a foreclosure. This provision will
make the hotel a2 more desirable financing
prospect.

Concilusion

Franchised hotels account for more than 65% of
the existing US rooms supply, Not having some
typeof brand afTiliation can often put a property
at a severe competitive disadvantage. The process
of selecting an appropriate franchise can he
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complicated by the many factors that must be con-
sidered, amomg which are the best affiliations o
a parlicular property, whal franchises are nof heing
used, what services are provided, what are the fees,

and what arc the risks and benefits. As with most
purchasss in life, penerally “you get what you pay
for amd therefore it usually makes the most sense
o go with the best |
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