BY ANDREW LATTO

quality investor

InterContinental
Hotels
King of the hotel franchisors

Hotel franchisors offer investors an attractive combination of quality and growth. Andrew
Latto, CFA, looks at InterContinental Hotels as an investment opportunity.
Listed hotel operators are
increasingly becoming franchisors.
This offers a capital-light and lowrisk business model. The sector
benefits from growing business
and leisure travel, with demand
from emerging markets a key
driver.
In the movie The Founder, Ray
Kroc told the McDonald brothers:
"There should be McDonald's
everywhere ...franchise, franchise,
franchise." The hotel industry
has taken this message to heart.
Franchising frees up capital and
delivers a reliable income stream.
Revenue is driven by franchisee

activity rather than franchisee
profitability.
InterContinental Hotels
(LON:IHG) is a leading franchisor,
with brands that include
InterContinental, Crowne Plaza
and Holiday Inn. US-listed hotel
chains have also gone down the
franchising route.
Marriot International Inc
(NASDAQ:MAR) generated the
majority of its revenue from
franchise operations in 2018. Three
quarters of Hilton Inc's (NYSE:HLT)
total fee income is franchise driven.
The top five hotel chains (IHG,
Wyndham, Hilton, Marriott and

Accor) have seen their market share
increase from 19% in 2012 to 24.9%
in 2018. They also account for 58%
of the global hotel-development
pipeline.

Quality investors

Quality-focused investors like
to invest in franchisors. The
Fundsmith Equity Fund owns a 5.6%
stake in InterContinental Hotels
Group. Cedar Rock is the largest
shareholder with an 8.2% stake.
Cedar Rock says that it seeks to
invest in quoted companies that it
believes capable of compounding in
value indefinitely.

“INTERCONTINENTAL HOTELS (LON:IHG) IS A
LEADING FRANCHISOR, WITH BRANDS THAT INCLUDE
INTERCONTINENTAL, CROWNE PLAZA AND HOLIDAY INN.”
Source: SharePad
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IHG share price since listing in March 2003

Source: SharePad
Wyndham Hotels & Resorts
(NYSE:WH) was added to the Blue
Whale Growth Fund in June 2018 and
is now a top 10 position. The company
franchises hotels in the economy and
midscale segment, principally in the
US and China.

The aeroplane and the
automobile

Demand in the hotel sector is driven
by travel and tourism. The 1950s
saw car ownership take off and the
jet engine make international travel
affordable.
In 1958, there were 67 million cars
registered in the US − more than twice
the number at the start of the decade.
In Europe, the package-holiday market
came to life in the 1960s and 1970s.
The post-World War II hotel market,
though, was very different to the one
we have today. It was in large part
made up of high-end establishments
and independent operators of varying
quality.

launched the Crowne Plaza brand in
1983 to cater to the business traveller
and convention market.

The rise of chain hotels

John Willard Marriot opened "the
world's first motor hotel" in 1957 in
Arlington, Virginia. J.W. Marriott, Jr
became chief executive in 1972 and
led the company until 2012, at the age
of 80. He currently serves as executive
chairman.

Hyatt was started in 1954 with
Hyatt Robert von Dehn and Jack Dyer
Crouch opening a hotel near Los
Angeles International Airport. The
initial strategy of the business focused
on opening high-quality hotels near
major airports.
French hotel group Accor
started when two businessmen
opened a Novotel motel in Lille
in 1967. The American motel
concept inspired them to offer an
alternative to independently operated
hotels.
Pan American World Airways
opened the first InterContinental
Hotels in 1949. Pan Am president, Juan
Trippe, and US president, Franklin D.
Roosevelt, believed that hotels in key
Latin American cities would help the
region develop.

Boutique and niche hotels

Inspired by his travels in Europe, Bill
Kimpton founded Kimpton Hotels
& Restaurants in 1981, to offer
something more "beautiful, liveable
and stylish." Kimpton was the world's
largest independent boutique-hotel
chain in 2014.

An early Holiday Inn

The rise of Holiday Inn

Kemmons Wilson founded Holiday Inn
in 1952 to provide: "travelling families
with comfortable and affordable
accommodation they could trust." He
had experienced poor-quality lodgings
on a family road trip to Washington
D.C.
The brand was franchised in 1954
and became the first hotel company to
reach 300,000 rooms in 1956. In 1977,
Holiday Inn introduced the first hotel
reservation system, Holidex, which
connected airlines and travel agents.
The group introduced the first
loyalty programme in the 1980s and
was the first international hotelier to
open in China in 1984. Holiday Inn

Source: Marriott

Marriot opened the "first motor hotel" in 1957

Source: Marriott
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Travel and leisure drive
demand

The drivers of hotel demand are set
to remain in place. The International
Air Transport Association forecasts
that airline passenger numbers could
double to 8.2 billion by 2037, which
equates to 3.5% compound annual
growth.
More than half of the new
passengers over the next 20 years
will come from the Asia-Pacific region.
China is expected to displace the
US as the largest aviation market in
mid-2021 and India is set to take third
place by 2024.
While there has been a backlash
against globalisation, the long-term
trend has been towards increasing
travel and trade. An important
milestone was Chinese membership
of the World Trade Organisation in
December 2001.

Disruptive threats

The booking service Airbnb enables
landlords and homeowners to directly
rent out their properties to travellers.
Airbnb can offer better value than
hotels because users are able to avoid
the costs facing hotels.
Some cities are now imposing
rental taxes on Airbnb properties
and limiting the rental days per
year. Businesses are reluctant to use

Airbnb because of the duty of care
to employees (the majority of IHG's
guests are business travellers).
The rise of booking platforms like
Hotels.com has made hotel pricing
and availability more transparent.
Hotels have countered this with
loyalty schemes and extras available
on direct bookings, eg a free drink at
the bar.
The number of hotel rooms
worldwide has increased from 16.4
million in 2014 to 17.8 million in 2018:
hotels are here to stay.

InterContinental Hotels
(IHG)

InterContinental Hotels (LON:IHG)
is the UK's largest-listed master
franchisor. It was created in March
2003 when Six Continents was
split into two companies: IHG
and restaurant group Mitchells &
Butlers.
The most significant brands
held by IHG are InterContinental
Hotels, Crowne Plaza and Holiday
Inn. IHG purchased the Holiday Inn
family of brands in 1990 and bought
InterContinental in 1998.
Kimpton Hotels & Resorts was
bought in 2015 and a 51% stake in
the premium chain Regent Hotels
& Resorts was bought in 2018. IHG
opened its 5,000th hotel in January

2016 and at the end of 2018 had 5,603
hotels.
IHG's main market is the Americas
at 54% of 2018 revenue and 61% of
hotel rooms. China was 7% of 2018
revenue and Europe, Middle East, Asia
and Africa (EMEAA) provided 30% of
revenue.

IHG brand innovation

Shortly after purchasing Holiday Inn,
IHG launched the Holiday Inn Express
brand to cater to "smart travellers
with a new service style." Staybridge
Suite was launched in 1997 to cater to
long-stay travellers.
The EVEN Hotels brand was
launched by IHG in 2012 to attract
wellness-minded travellers. The
hotels offer in-room workout facilities
and health-oriented food.
IHG launched HUALUXE as the first
hotel brand designed for Chinese
guests in 2012. The avid hotels brand
was lunched by IHG in 2017, as a less
expensive option than Holiday Inn,
and the Atwell Suites brand will be
launched in 2021.
New brands fill gaps in IHG's
portfolio and offer exposure to faster
growing market segments where the
group can build scale. IHG remains
focused with a smaller brand portfolio
than rival Marriott, which has 30 hotel
brands.

IHG's brands

Source: IHG
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Hotel market outlook

Global spending on the luxury-hotel
segment is forecast to increase by 58%
from US$60bn to US$95bn by 2025.
Spending on the upscale segment
is forecast to increase by 50% from
US$40bn to US$60bn in 2025.
Spending on the mainstream
segment is forecast to increase by
56% from US$115bn to US$180bn
in 2025. A global downturn would
interrupt rather than stop the growth
in hotel demand.
IHG is the market leader in the
mainstream segment and is second
place in luxury hotels. IHG's rewards
programme has over 100 million users
and the group was the official hotel
loyalty partner for the 2019 US Open
Tennis Championships.
The group's IT infrastructure also
appears to be ahead of the industry.
IHG recently rolled out a "pioneering
cloud-based Guest Reservation
System", which was developed with
Amadeus.

IHG's luxury and upscale
brands

IHG owns the largest luxury brand,
InterContinental Hotels, which has
seen a 51% increase in the number of
hotels since 2003. IHG's other luxury
brands are Kimpton Hotels, Regent
Hotels and the recently acquired Six
Senses.
In the upscale segment, IHG has
doubled the number of hotels and

IHG market share
Mainstream

Upscale

Luxury

IHG's industry system share

16% / 1st

5% / 4th

12% / 2nd

IHG's industry pipeline share

23% / 1st

8% / 4th

10% / 2nd

Source: IHG

IHG's hotel portfolio
Luxury brands
2003

2018

Pipeline

% Change

InterContinental

135

204

60

28%

Kimpton Hotels

-

66

27

41%

Regent Hotels & Resorts
Wyndham Hotels

-

6

3

50%

$55.4

$5.4bn

NYSE

1981

Upscale brands
Crowne Plaza

202

429

79

18%

Hotel Indigo

-

102

92

90%

Voco Hotels

-

2

8

300%

Hualuxe

-

8

21

162%

EVEN Hotels

-

10

18

805%

Source: IHG
rooms at Crowne Plaza from 2003 to
2018. Its first boutique hotel, Hotel
Indigo, was opened in 2004 and there
are now 102 Indigo hotels.
Voco Hotels, Hualuxe and EVEN
Hotels are all set for rapid growth
from a relatively low base. Crowne
Plaza is set for modest expansion,
while Hotel Indigo is set to see a 90%
increase in the number of hotels.

IHG's mainstream brands
IHG states that it is "the clear global
leader within the mainstream
segment, with 16% of existing global
market share by rooms and 23% of
the pipeline."
The growth driver of the
mainstream segment has been
Holiday Inn Express with an 87%
increase in hotels from 2018 to
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IHG's luxury and upscale brands

managers and potentially hotel brand
fees. Revenue is a percentage of hotel
revenue and a proportion of hotel
profit – the latter to align interests
with the owner.
IHG's Chinese hotels are 91%
managed, while in mature markets like
the US and Europe, over 90% of IHG's
hotels are franchised. The Holiday Inn
Express brand, which is popular in
China, signed 71 hotel franchisees in
2018, taking the total to 143.

Who are the franchisees?

Sovereign wealth funds and other
long-term investors have been eager
to become franchisees. It allows them
to invest in a real-estate asset that is
underpinned by a leading hotel brand.
InterContinental Park Lane was
sold for £301 million in 2013 to the
Middle Eastern investment group
constellation hotels. InterContinental
Hong Kong was sold for US$938m
in 2015 to the investor consortium
Supreme Key.
IHG will continue to run the Park
Lane hotel under a 30-year contract
and has an option to extend for
another 30 years. IHG's brands
should enable franchisees to earn a
reasonable return on investment.

Source: IHG

IHG's mainstream brands
2003

2018

Pipeline

% Change

Holiday Inn

1,529

1,251

288

23%

Holiday Inn Express

1,455

2,726

784

29%

-

27

0

-

Staybridge Suites

71

276

182

66%

Candlewood Suites

109

396

102

26%

-

1

171

-

Holiday Inn Club Vacations

AVID Hotels

IHG's returns and
valuation

Selling hotels has increased IHG's
return on capital employed (ROCE) and
the cash flow return on capital invested
(CROCI). It has also made the business

Source: IHG
2003. The two hotel suite brands –
Staybridge and Candlewood – have
also seen robust growth.
AVID Hotels is set for strong
growth, with a pipeline of 171 more
hotels, in comparison with only one
in 2018. The brand opens up a new
lower-cost segment for IHG and has
been popular with hotel owners.

IHG sells off its hotels

IHG's franchising

Source: IHG

Franchising has always been part
of IHG's story with Holiday Inn
franchising in 1954. Since listing, the
group has sold off its hotels, with 171
owned in 2003, down to 23 in 2018.
With franchised hotels, the
owner pays fees to use the brand.
IHG receives a fixed percentage of
room revenue and is responsible for
marketing and driving guest bookings.
Managed hotels are where
the hotel owner pays third-party

Owned hotels
Franchised hotels
Managed hotels
Total hotels

2003

2018

% Change

171

23

-87%

2,926

4,615

+58%

423

965

+128%

3,520

5,603

+59%

The franchising model

Source: IHG
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IHG's dividend payments held up well

Source: IHG

IHG's returns have improved

more resilient because it no longer has
the fixed costs of hotel ownership.
IHG was the only major hotel
group to not cut its dividend during
the global financial crisis. The
ordinary dividend has increased by a
compound annual rate of 11% from
2003 to 2018.
IHG remains cyclical with shortterm hotel industry revenue driven by
economic trends. But IHG's bottom
line should hold up well in the next
downturn, given the 52.4% fee
margin in 2018 (operating profit as a
percentage of fee revenue).
IHG currently trades on a forecast
price to earnings ratio of 20.3x for
2019, 19x for 2020 and 17.3x for 2021
(based on a 19 September close share
price of £50.15). The forecast free cash
flow yield is 5.4% in 2020 and 6% in
2021.

Source: SharePad

Summary and valuation

EQRoy / Shutterstock.com

Hotel franchisors offer investors an
attractive combination of quality and
growth. IHG owns the leading luxury
hotel brand InterContinental and is
the market leader in the mainstream
segment with Holiday Inn.
The group is well placed, given
its strong position in the US and a
first-mover advantage in China. IHG
offers an attractive way to buy into
the industry's long-term growth
prospects.

About Andrew
Andrew Latto, CFA, is an independent analyst and the founder of www.fundhunter.co. Fund Hunter's mission is to
identify the best investment funds. The Fund Hunter model portfolio has meaningfully outperformed the All-Share
index since inception. Andrew previously worked for an investment management company and a research company.
He also contributes to www.cube.investments.
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