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Diamond Rock acquired the Courtyard Denver Downtown property in 2011, and is operated by
Sage Hospitality. Source: Creative Commons//J. Gyenes

By Tarik Dogru

What are the main differences between C-corporation hotels, such as Marriott, Hilton, and
Choice, and Hotel-REITs like Diamond Rock, Felcor, and Host? What are the potential growth
opportunities in these hotel structures? This article attempts to answer these questions from a
theoretical and practical perspective by comparing two corporate structures, their business
models, financing, cash holdings, and investment policies along with their profitability and
growth prospects.

Corporations undertake investments in a variety of forms to expand the business and create
value for stockholders. The organizational form of franchising is the prevalent mode of
expansion in the hotel industry, specifically in the United States (US). Many hotel chains started
with few wholly-owned establishments, yet they expanded through franchising (or a
combination of franchising, management agreements, and licensing). Expansion through a
franchising business model does not require substantial capital investments—in fact, it reduces
the required capital expenditures of the franchising chain, thus allowing investments that
require financing beyond the available internal funds. Franchising also enables firms to expand
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into foreign markets while bearing little or no capital investment risk, because the risk is shifted
to the franchisee in exchange for the franchisor’s expertise and brand name.

While the reasons why firms expand through franchising are not yet entirely proven, there are
two established theories that seek to explain why firms adopt franchising investments. First,
capital scarcity theory posits that small and young firms cannot easily raise external financing to
fund their growth, and thus adopt investment franchising because it requires little or no capital
investment (Oxenfeldt & Thompson, 1968). Second, the agency theory of franchising postulates
that firms adopt franchising investment due to high monitoring costs of managers (general
managers, in the case of hotels) when firms own the hotel (Rubin, 1978). Thus, firms prefer
franchising over the company-owned divisions to avoid the high monitoring cost of general
managers (Brickley & Dark, 1987). The agency theory of franchising further argues that
franchising units have cost of free riding on the trademark, and as such will prefer franchising
whenever the cost associated with franchising is lower than the monitoring cost and vice versa.
That is, a hotel firm’s CEO has to determine whether monitoring the general manager or the
franchisee is costlier prior to making an expansion decision.

Although many studies have tested the postulations of these theories, empirical results are
inconclusive, reporting support for both the capital scarcity and the agency theory of
franchising. The main reason for mixed and inconclusive results could be that the motives of
firms are not comprehensively explained in these potentially outdated theories. Monitoring,
whether for franchisees or general managers, is not as difficult as it used to be due to the ability
of enhanced technology to obtain immediate, reliable performance data from the hotels and
guest feedback through email or even from social media. Also, the capital scarcity theory of
franchising was offered on the grounds that firms that expand via a franchising business model
are young and small but have the potential for growth. However, the majority of hotel chains
are publicly traded, and raising debt or equity is relatively easier if firms have a proven method
of business or a recognized brand name.

Although we cannot simply discard the existing theories, they should be improved and
modernized to better explain firm behavior. While a more comprehensive franchising theory
applicable to different industries has yet to be developed, the hotel industry has specific
features that may help to explain franchising choices in this segment of the hospitality industry.
One of the arguments for why hotel firms adopt franchising is that hotel chains shift the capital
investment risk to franchisees and receive risk-reduced cash flows from the operations.
Although the stream of cash flows will obviously be lower, hotel chains can increase their
sources of revenues in a compounded way through franchising more outlets in various
locations. This strategy provides a fast-growth expansion that could make up for the
opportunity cost of owning the hotel instead of franchising, but with much lower risk. It also
allows hotels to rapidly meet the market demand by introducing new brands in a variety of
segments, which further generates revenues for hotel chains. Considering the link between the
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hotel industry, macroeconomic conditions, and the industry’s unique characteristics, franchising
becomes particularly beneficial during economic downturns for hotel chains.

In addition to a franchising business model, which is usually in the form of C-corporation, many
hotel firms choose to be treated as Real Estate Investment Trusts, or so-called Hotel-REIT or
Lodging-REIT. The chief difference between Hotel-REIT and traditional C-corporation legal
structures is that stockholders of Hotel-REITs are exempt from corporate taxation on
distributed dividends, whereas C-corporation hotels must pay corporate taxes on dividend
payments. However, to be eligible as an REIT, the hotel company must meet certain obligatory
conditions of the Internal Revenue Code regarding the asset ownership, income generation,
and most importantly dividend payout ratio. Simply put, REITs must distribute ninety percent
(90%) of their taxable income to stockholders every fiscal or calendar year. Although dividend
distribution requirements offer a tax shield to the shareholders and provide regular dividend
streams, this regulation may cause difficulties for Hotel-REITs in the times of expansion. That is,
Hotel-REITs are more likely to seek financing through external channels (e.g., corporate debt or
equity) for further expansion because these hotel firms will have only ten percent of their net
income as retained earnings. Furthermore, Hotel-REITs bear the high risk of real estate
investment, which requires ongoing maintenance and regular refurbishment to sustain the
quality. Hotel-REITs might be an attractive investment choice for those who enjoy regular
dividend payments—as John D. Rockefeller put it, “Do you know the only thing that gives me
pleasure? It’s to see my dividends coming in” (Lynch, 2010). Nevertheless, investing in Hotel-
REITs is relatively riskier.

Another means of business expansion is mergers and acquisitions, which are one of the most
common investment methods and generally require substantial capital investment, as opposed
to expansion via franchising. Hotel firms commonly use mergers and acquisitions as a prevalent
corporate investment strategy to accelerate their expansions. Acquisitions, however, could be
value-increasing or -decreasing projects for the firm depending on the CEOs’ motivations
(Bebchuk, Cohen, & Ferrell, 2006). For example, the CEO of a hotel firm with poor corporate
governance mechanisms (with no or less than 5% institutional investors in the firm) reacts
negatively to acquisition announcements, since such acquisitions are perceived to be in CEQ’s
best interest and not that of the shareholders. Nevertheless, we also found that the quality of
corporate governance does not matter in Hotel-REITs, and that REIT corporate structures
actually could be adopted to align CEOs’ interests with those of shareholders (Dogru, 2017).

C-corporation Hotels vs. Hotel-REITs

The sample of this study consists of lodging companies that are publicly traded in the New York
Stock Exchange, American Exchange, or NASDAQ. The sample was limited to firms with financial
information available on the COMPUSTAT annual database. This database covers firms’ annual
financial reports—such as balance sheets, income statements, and statements of cash flow—
which include variables used in this study. Table 1 presents summary statistics (i.e., mean,

Boston Hospitality Review pg. 3



median, and standard deviation) of the variables for the C-corporation hotels and Hotel-REITs
combined to illustrate the liquidity, financing, investment, profitability, and growth prospects of
the publicly traded hotel firms.

Table 1. Summary Statistics (in millions of USD except for percentages and Tobin’s Q)

Variables Mean Median Standard Deviation
Cash 208 86 257
EBITDA 253 149 258
Investment (Capex) 210 160 167
Acquisition Expenditures 257 33 341
Total Assets 3,634 1.880 3,445
Market Value 2,648 1,300 3,200
Leverage 53% 50% 19%
Tobin's Q 444 2.32 6.81
Institutional Investor Percentage % 0% 10%

On average, a hotel firm holds around $86 million in cash, with a substantial divergence
between companies as the median value is much higher than the mean value. EBITDA, which is
a measure of the operating or financial performance of a company, is $253 million on average,
but with some deviations among individual firms. The measure of investments or capital
expenditures (Capex) show that, on average, hotel firms spend $210 million on existing
buildings or land for refurbishment and maintenance. Acquisition expenditures, which is
another measure of investment, illustrates that hotel firms spend about $257 million to expand
their operations through additions of new buildings or lands into their portfolios. The total
assets and market value figures show the size of the hotel industry and that, on average, hotel
firms’ total assets accumulate to $3.6 billion, with an average market value of $2.6 billion.(It
should be noted that there is an extremely high deviation among hotel firms in terms of size.)
The leverage indicator shows that hotel firms have 53% leverage. In other words, hotel firms’
assets are mostly financed with debt. Although this figure shows that hotel firms are financially
levered, we would expect this figure to be closer to 60-70% due to the capital-intensive nature
of hotel industry. Tobin’s Q is a proxy often used to determine the growth prospect of a firm. A
value below one indicates a mature firm with little or no potential for growth, whereas a value
higher than one suggests that the firm has potential for future growth. On average, Tobin’s Q is
4.44 in the hotel industry, suggesting that the hotel industry is a growing sector and has great
potential for growth. On the bottom of the table, the shareholding percentage by institutional
investors in hotel firms provides some insight into the quality of corporate governance in hotel
firms, as well as the attractiveness of the industry to professional fund managers. A firm with
more than five percent institutional ownership is considered to be well-governed; according to
this study, hotel firms on average seem to be well-governed, making the industry an attractive
sector for professional investors. Nonetheless, some hotel firms seem to have no institutional
ownership, as the median value of this variable is zero. While some financial advisers, such as
Peter Lynch, are proponents of firms with no institutional ownership, recent empirical studies in
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corporate finance and hospitality finance literature provide contrary evidence to support
institutional ownership (Dogru, 2017; Franzoni, 2009).

Although combined figures provide insights to the hotel industry, further examination is
required to determine the differences between C-corporation hotels and Hotel-REITs. Table 2
presents the results from the mean difference (also known as the independent sample t-test)
analysis. Overall, the results show that the differences between C-corporation hotels and Hotel-
REITs are statically and economically significant. According to these results, C-corporation hotel
firms keep lower cash ($85 vs. $280) and have higher capital expenditures (5289 vs. $165), but
they make fewer acquisitions (562 vs. $378). Hotel-REITs keep more cash than C-corporation
hotels—probably because these hotels need cash to take advantage of possible investment
opportunities as they arise. The lower Capex amount in Hotel-REITs is parallel with
expectations, as these firms have limited hotels, whereas the number of properties in C-
corporation hotels are greater.

Table 2. The differences between C-corporation Hotels and Hotel-REITs

Variables C-Corporation Hotels Hotel-REITs t-value Sig.
Cash 85 280 482 By
EBITDA 182 388 3.81 b
Investment (Capex) 289 165 -4.73 ¥
Acquisition Expenditures 62 378 5.99 e
Total Assets 1,806 4,707 5.50 e
Market Value 2,162 2934 1.44 N.S.
Leverage 52% 53% 0.24 N.S.
Tobin's Q 7.76 2.45 498 ok
Institutional Investor Percentage 7% 12% 2.15 Ey

wock ®% and * denote 1%, 5%, and 10% statistical significance levels, respectively. N.S. denotes not
significant.

The EBITDA figure shows, however, that Hotel-REITs perform better in this area compared to C-
corporation hotels (5388 vs. $182). C-corporation hotels are also smaller in both asset size (51.8
vs. $4.7) and market value ($2.1 vs. $2.9) compared to Hotel-REITs. Both Hotel-REITs and C-
corporation hotels are almost equally levered (52% vs. 53%). Although both C-corporation
hotels and Hotel-REITs seem to be promising in terms of the future growth prospects, the
former surpasses the latter by the measure of Tobin’s Q (7.76 vs. 2.45). Nevertheless, Hotel-
REITs have higher percentage of institutional ownerships (12% vs. 7%), which suggests that
Hotel-REITs on average have better corporate governance mechanisms and that professional
fund managers favor Hotel-REITs over C-corporation hotels. This is because Hotel-REITs provide
dividend payments on a regular basis, whereas dividend payments at C-corporations are at the
discretion of CEOs.
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Recently, the hotel industry has experienced six years of impressive growth and is projected to
enjoy such expansion in 2017, albeit with a slowing pace. The growth was mainly induced by
the surge in the overall economy, both within the US and in the world. The descriptive analysis
in this article shows that the hotel industry has significant growth prospects for the future,
and—as this study has shown—different avenues for growth that each contain advantages and
disadvantages. For example, Hotel-REITs seem to have better operational performance and
better corporate governance mechanisms but higher risks and lower growth opportunities. As
Peter Lynch stated, “in cases where you have to spend cash to make cash, you aren’t going to
get very far.” On the other hand, C-corporation hotels seems to have greater growth prospects,
as they can relatively easily increase the number of franchised hotels for a firm, enter into
management agreements, and even introduce a new brand to the market.

To conclude, challenges like cyclicality and competition within the industry are poised to play a
significant role in the future of hotel investments. Yet, there are new (actually, rather old now)
challenges the industry players are facing, chief of which is the so-called sharing economy.
While the cyclicality of the industry is likely to affect both corporate structures, Hotel-REITs are
more likely to be affected by the sharing economy, as they do not hold a highly diversified
portfolio of hotels compared to those of C-corporation hotels. Empirical analysis is required to
prove or refute these postulations; however, | believe that expansion, regardless of the
corporation structure, is likely to continue in the hotel industry unless a significant hike in the
interest rate occurs or we enter into a recession period, which is not projected in the short
term.
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