
 

ICRA Rating Feature 

Rating Methodology for Entities in the Hotel Industry 
 
This rating methodology updates and supersedes ICRA's earlier methodology note on the sector, published 

in November 2014. While this revised version incorporates a few modifications, ICRA's overall approach to 

rating entities in the sector remains materially similar. 

 

Overview 
 
This rating methodology describes ICRA’s approach to assessing hotel companies in terms of their exposure 

to industry risks and entails evaluating an entity’s operating, marketing, and financial position, besides an 

entity’s ability to generate cash flows from operations and the adequacy of the same in relation to the 

contractual debt service obligations. ICRA also assesses the entity’s management for its growth plans, risk 

appetite, and financial policies. For analytical convenience, the key factors are grouped under the following 

broad heads — Industry Risk Assessment, Business Risk Assessment, Financial Risk Assessment and 

Management Quality. This document does not include an exhaustive discussion of all the rating factors that 

our analysis considers, but provides an overall perspective of the key considerations. 

 

ICRA’s portfolio of rated hotel companies consists of several large multi-hotel entities, smaller single hotel 

companies and under-construction hotel companies.  

 

Industry Risk Assessment 

 Demand Supply dynamics 

1) Demand  

2) Supply 

 

Business Risk Assessment 

 Operational Hotels 

1) Business Model 

2) Geographic Diversity 

3) Brand 

4) Price Point diversification 

5) Revenue stream diversification 

6) Capital expenditure and investment plans 

 

 Under-Construction Hotels  

1) Project Cost and Viability 

2) Funding Mix 

3) Experience 

 

Management Risk 

 

Financial Risk Assessment 

• Profitability  

• Leverage, coverage and liquidity 

• Foreign Currency Related Risks 

• Tenure Mismatches, and Risks Relating to Interest Rates and Refinancing 

• Accounting Quality 

• Contingent Liabilities/Off-balance Sheet Exposures: 

• Financial Flexibility 
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Industry Risk Assessment 
 

Demand-supply dynamics 

Demand-supply dynamics have a strong bearing on profitability. The hotel industry is highly cyclical; while 

demand dynamics are related to the economic cycle, the lumpy nature of supply additions and long gestation 

period of project executions aggravates cyclical peaks and troughs.  

 

[1] Demand  

Growth in demand for hotel rooms bears a strong correlation to the economic growth, both of the host 

country (India)—which drives domestic travel, and the global economy which promotes foreign tourist arrivals 

(FTA). While leisure travel is purely discretionary and a function of disposable income and consumer 

confidence, business travel also witnesses significant pruning by corporates during periods of downturn. 

Consequently, monitoring of leading indicators such as underlying economic trends, currency movements (a 

depreciated currency may make India attractive for inbound travellers and limit outbound leisure travel, 

encouraging domestic holidays), travel costs, consumer sentiments and disposable income levels is vital to  

forecasting the health of the hotel industry. Factors such as high penetration of low cost airlines, more 

airports and improved road connectivity also play a pivotal role in driving demand.  

 

These apart, specific demand drivers for each city — be it economic growth and the ability to attract future 

investments, its popularity as a leisure destination or theme-driven businesses like medical/religious tourism, 

are assessed to estimate the sustained demand potential of the market. Overlaid on all these demand drivers 

are event risks such as terrorist attacks, natural calamities and health scares which could lead to travel 

advisories against a country/destination, severely hampering demand in such periods. 

 

From a predominantly foreign tourist market, the Indian market over the past decade has slowly matured into 

a much larger domestic tourist market, with higher incidence of leisure trips per millennial. Compared to the 

volatility witnessed in FTA, domestic tourist visits (DTVs) have witnessed a linear growth over the past 

decade. While this reduces the impact of seasonality hotels typically face, revenue-per-guest has witnessed 

pressure. In upper-scale hotels, per foreign-tourist spend on room and allied services is usually higher than a 

domestic-tourist spend. Higher supply and slow growth in FTAs, have led to hotels investing in distribution 

channels, promotion campaigns and amenities targeted at this new demographic of domestic millennial.   

 

With increasing incidence of mobile and internet bookings, companies have had to invest in upgrading their 

on-line presence through their own websites and through listings on aggregator websites like online-travel 

agents (OTAs). Own websites are the most cost-efficient sources of drawing business because of the high 

margins charged by third-party booking aggregators. 

 

[2] Supply 

Supply of hotel rooms depends on the existing inventory, estimated future demand for rooms stemming from 

either the economic or leisure potential of the destination, availability of land at requisite locations, the cost of 

raising capital and the prevalent policies and government guidelines which determine ease of development. 

ICRA monitors segment-wise supply (present and future) at the geographic level—macro city level and a 

micro business district level—to ascertain demand-supply gaps. Surplus supply leads to lower pricing power, 

as more properties compete for the available demand.  

 

Business Risk Assessment 
 
OPERATIONAL HOTELS 

 

[1] Business model: Hotels operate under several business models: [a] Owner-operator [b] Franchisee [c] 

Management Contract.  

 

[a] An Owner-operator model entails heavy investments by the owner in constructing the hotel and 

subsequently running it either under an owned brand or a soft branding arrangement
1
 with large global 

                                                           
1
 A soft branding arrangement is an affiliation to a large network of hotels that allows a hotel to retain its individual 

brand rather than that of the franchisor or manager, while receiving access to the global reservation system of the 
latter. 
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chains such as the “Leading Hotels of the World”, “Preferred Hotels & Resorts” and “Boutique Hotels & 

Resorts International”, Starwood’s “Luxury Collection”, among others. Owners willing to handle the day-to-

day operations under their own brand and at the same time desirous to gain access a global distribution 

network, enter into soft branding tie-ups.  

 

The high investment by the owner is often supported by significant borrowings leading to a leveraged capital 

structure. Considering the large funding requirements and as often is the case, the narrow bandwidth of the 

management, ability to scale up under this model is limited, although several entities, to avoid the sizeable 

upfront construction cost, have resorted to taking properties on long-term leases. 

 

[b] Under the franchisee model, the owner-operator enters into a brand franchisee agreement with 

established hotel chains for usage of the latter’s brand name and the Global Distribution System
2
 (GDS), in 

return for a fixed franchisee fee. Best Western International Inc., Intercontinental Hotels Group, Berggruen 

Hotels and Starwood Hotels & Resorts Worldwide Inc., among others have expanded in India through this 

route.  Franchisee hotels benefit from enhanced visibility and typically garner higher occupancies during the 

initial phase itself. However, like in the owner-operator model, capital investments in the franchisee model 

are also high, constraining scalability.  

 

[c] Under the management contract route, ownership and management of the hotel is often independent. The 

owner invests funds to build the hotel, and enters into a management contract with a major operator - such 

as Indian Hotels Company Limited, Hilton Hotels & Resorts, Marriott Hotels, Accor S.A and Starwood Hotels 

& Resorts Worldwide Inc., among others for managing the hotel. In such an arrangement, the manager-

operator typically appoints key management at the hotels, oversees the day-to-day operations and decides 

the overall strategy, in return earning a per cent of the revenues and the GOP as incentive fees. ICRA 

evaluates the management contracts and the commitments by the manager on future performances. Over 

the years, there have been few successful hotel companies under the ownership model who have scaled up 

to establish relatively strong brands. These entities, now focused on growing their managed hotel portfolio, 

are capable of faster scale up of operations given the limited initial investments required. 

 

The business model determines the performance, quantum of investments, ability to scale-up/diversify and 

the consequent capital structure; and has a bearing on the credit profile of the entity. While for an 

independent hotel owner, the choice of the business model does not significantly change the capital intensity, 

for a hotel manager (with a strong brand), its ability to enter into franchisee agreements or management 

contracts with independent hotel owners allows for a faster scale up with limited capital investments. 

 

[2] Geographic Diversity  

The scale and geographic spread in any company’s portfolio has a favourable bearing on the rating of the 

entity as this, to an extent, provides segment diversification (business/leisure) and partially insulates the 

company from any city specific event risks. It also lends to wider distribution networks and better amortisation 

of fixed costs (interest, depreciation, fixed employee and power costs, licence costs). 

 

[3] Brand: ICRA considers the presence of a strong brand to be a credit positive. First and foremost, a brand 

ensures visibility among travelers – both domestic and foreign. A brand stands for a minimum standard of 

quality, irrespective of location. Access to a wider audience helps branded hotels in achieving greater pricing 

power and occupancies, and hence stability in revenues and cash flows. 

 

As against a scenario where a bulk of the industry’s branded supply was concentrated in the higher price 

points, over the past few years, several branded mid-scale properties have been launched — either through 

conversion of non-branded properties or construction of new hotels, thereby increasing the supply and 

competition in the branded segment. This is also a derivative of the changing traveler demographic and 

increasing domestic travel. While there are few medium-sized Indian mid-scale brands, the strong demand 

potential in the mid-scale segment has led to global brands expanding aggressively in this segment further 

adding to the competition. The presence across multiple and distinct strong brands is a credit positive. 

 

                                                           
2
 A global distribution system (GDS) is a network operated by a company that enables automated transactions 

between travel service providers (mainly airlines, hotels and car rental companies) and travel agencies.  

https://en.wikipedia.org/wiki/Travel_agency
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[4] Price point diversification: Apart from the business models, larger hotel chains often operate across 

various price points: Luxury, Upscale, Upper-Upscale, Midscale and Economy
3
. This price point 

diversification helps capture a wider traveler base and also any down-trading traffic during economic 

downturns, thereby helping the companies to maintain occupancies, albeit at lower ARRs. This enables 

better absorption of fixed costs and prevents a sharp deterioration in profitability and cash flows during 

downturns and is seen as a credit positive. While the upscale brands generate higher margins during up-

cycles, economy brands exhibit superior stability in performance.  

 

Further, mixed use properties which earn revenues not only from the hotel but also from leased out 

commercial space, office space and residences are often viewed favourably as they diversify revenue base, 

however, the same has to be further evaluated based on the location. 

 

[5] Revenue stream diversification: Hotels derive their revenues from room revenues, (food and beverage 

income (F&B), banqueting/ MICE income, bar, spa/gymnasium and rentals from commercial space. ICRA 

analyses the proportion of revenue from each stream and its profitability to assess the benefits of 

diversification. Within room revenues, the guest profile mix (foreign, domestic, business, leisure, walk-ins, 

FITs (free and independent traveler), airline crews, and government business) is also analysed to determine 

concentration and impact on profitability. While airline crew tie-ups ensure base occupancies, low rates often 

compromise ARR. However, during downcycles, base occupancies allow the operator to manage daily ARRs 

to maximise RevPARs. ICRA analyses the property’s ARR and occupancy trends, and the market potential 

for increasing RevPARs, given the upcoming supply and inherent demand potential of the location. Further, 

reputed F&B outlets which attract non-resident guests are also a key positive. Although at lower margins, 

compared to rooms, F&B outlets provide high revenue stability.  

 

[6] Capital expenditure and investment plans: The company’s future capital expenditure and investment 

plans, be it for setting up of a new hotel or buying existing properties, are analysed against the mode of 

funding to forecast the company’s future debt servicing capability. Ability to defer capital expenditure during 

periods of cash crunch is critical. It is important for hotels to invest in regular renovations/upgradations to 

keep the property in line with evolving customer expectations and competition; often, a well run stabilised 

property can fund its own renovation.  

 

UNDER-CONSTRUCTION HOTELS AND PROJECT RISK  

 

While rating under-construction hotels, ICRA in addition to the factors listed above, considers the below listed 

parameters. 

 

[1] Project cost and viability: While analysing an under-construction Greenfield hotel project, ICRA 

analyses project-specific risks (potential delays in construction, cost escalations). The role of the future hotel 

operator is also critical to project costs, as they mandate certain safety standards and designs. Per-room 

investment in the hotel (with and without land) forms a key metric to benchmark a property vis-à-vis other 

upcoming projects and existing hotels in respective star category. Investment in the hotel is evaluated with 

respect to potential ARRs (at time of launch) and potential for MICE and F&B income, taking into account the 

market and its positioning compared to peers. The location of the hotel determines the customer mix 

(business or leisure) the property would attract and the price points it can command.  

 

[2] Funding mix: The mode of project financing plays a key role in determining the credit risks associated 

with the project, as projects burdened with high leverage and hence interest costs struggle to service their 

debt in the initial years of operation. A judicious mix of debt and equity is required to tide over the initial 

stabilisation period. Apart from the mix, ICRA also considers the cost of debt, the tenure of the instrument 

and the structure of debt (moratorium during the construction period and buffer between commencement of 

operations and repayments). A repayment structure which provides for ballooning repayments could help 

match cash flows generated by the project with repayments as the interest burden is high during the initial 

years. Additionally, the promoter’s ability to mobilise equity and fund shortfalls during the initial years of 

operations, if required, and any cost overruns/ future renovation expenses are some parameters considered 

for the rating.  

                                                           
3
 ICRA considers Luxury, Upscale and Upper-Upscale as the premium segment (4-Star and above). Midscale is 

considered as 3-Star, while Economy is considered to be below the 3-Star category. 
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A typical Greenfield project takes three-six years for execution, and often faces significant delays because of 

delays in receipt of regulatory approvals and consequent cost escalations. The gestation period of a new 

hotel — depending on its launch period (during the industry cycle), could widely range from five-ten years.   

 

[3] Experience: It is important to have an experienced designer, structural and civil contractor; and ancillary 

support service providers for kitchen equipment; heating, ventilating, and air conditioning (HVAC); furniture; 

and interiors, as they play a key role in ensuring timely completion of projects within budgeted costs. Hotel 

owners with prior experience in construction are often capable of reducing the construction time required for 

new hotels. Experience in ensuring all the requisite approvals and licences during the construction phase 

and for commercial launch are received in a timely manner are also considered.  

 

Management Quality 
 

All debt ratings necessarily incorporate an assessment of the quality of the entity’s management, as well as 

the strengths/weaknesses arising from the entity’s being a part of a “group”. Also of importance are the 

issuer’s likely cash outflows arising from the possible need to support other group entities, in case the entity 

is among the stronger entities within the group. Usually, a detailed discussion is held with the management of 

the entity to understand its business objectives, plans and strategies, and views on past performance, 

besides the outlook on the (entity’s) industry. Some of the other points assessed are: 

 

» Experience of the promoter/management in the line of business concerned 

» Commitment of the promoter/management to the line of business concerned 

» Attitude of the promoter/management to risk-taking and containment 

» The entity’s policies on leveraging, interest risks and currency risks 

» The entity’s plans on new projects, acquisitions, expansion, etc. 

» Strength of the other companies belonging to the same group as the entity 

» The ability and willingness of the group to support the entity through measures such as capital infusion, 

if required 

 

The professional expertise a manager brings makes a difference to the day-to-day management of the hotel. 

Operational synergies from a wider portfolio of hotels; standardised design and costing and a wide 

distribution network are positive rating attributes. Access to sophisticated product pricing software which 

enables dynamic management of RevPARs through occupancies or ARR—depending on the daily market 

scenario is a credit positive.  

 

Considering the deep troughs the hotel industry faces and the relatively long gestation cycle for new 

properties, promoters with strong financial resources can provide significant credit uplift. This is critical, more 

so, in the Indian context where the tenure of borrowing often falls short of the much longer gestation period 

and life of a typical hotel asset. Recent trends, however, indicate availability of higher tenure debt (~15 

years) structured to meet industry requirements. 

 

Financial Risk Assessment 
The various financial metrics assessed by ICRA could be divided into the following categories viz., 

profitability, leverage, coverage and liquidity and others. This document provides a brief summary of why 

ICRA considers these ratios to be important. For a more detailed description, readers may refer to the note 

titled, “Approach for Financial Ratio Analysis” published on ICRA’s website.  

 
Profitability  

Operating in a highly cyclical industry and exposed to discretionary spends, hotels witness significant 

variation in profitability through an economic cycle. Hotel revenues can be highly cyclical, in view of the 

demand driven price-elastic business model as well as the lumpy supply side dynamics. While a favourable 

socio-political and economic environment encourages discretionary travel spending, weakness in the global 

economy leads to curtailment in travel. ICRA factors in the inherent seasonality in the hotel industry, which 

witnesses subdued performance in the first two quarters and subsequent pickup in demand over the second 

half of the fiscal as the peak travel season starts. 
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The scale of operations (room inventory and revenues), revenue growth and sustainability are important 

parameters while assigning a credit rating as they reflect the operating leverage a company enjoys with 

respect to its industry peers. Scale lends favourably to the ability to capture demand and command pricing 

while withstanding pressures relating to the economic cycles. With substantial scale of operations, a 

company is better positioned to apportioning the large fixed costs while making sizeable investments in 

marketing and distribution. Consumables, employee costs and heat, light & power (HLP) are a few of the 

critical cost components for hotels. While consumables have a fairly high variable component (linked to F&B 

income and occupancy), employee and HLP expenses have a high fixed component. This high fixed cost 

structure, during periods of strong inflationary pressure, leads to a significant volatility in margins and 

profitability; a marginal decline in revenues results in sharp decline in profits and cash flows available for debt 

servicing.  

 

Leverage, coverage and liquidity 

The reinvestment requirements in the industry—for renovation or expansion—remain high. The company’s 

ability to capitalise on periods of healthy profitability to generate adequate cash flows and fund expansions 

without affecting the capital structure, could help the company tide over down cycles comfortably. ICRA 

assesses the company’s ability to cover all its operating expenses and invest in future expansions while 

managing its capital structure and debt servicing capability to arrive at the rating. 

 

Foreign currency-related risks:  

Foreign currency risks/liabilities for hotel companies primarily arises from acquisition and operation of 

overseas hotels, borrowings in foreign currency, import of foreign currency denominated fixed assets. This 

apart, currency movements also have a bearing on demand, a weaker currency drives inbound travel, limits 

outbound travel and vice-versa. ICRA takes into consideration the hedging policy of the company towards 

mitigating such foreign currency risks and the impact of adverse movement in foreign exchange rates on the 

cost structures, profits or incremental cash outflows for such companies. 

 

Tenure mismatches, and risks relating to interest rates and refinancing:  

Tenure mismatches, with relatively shorter-term borrowings to fund long-gestation capital investments can 

expose an entity to significant re-financing risks, especially if there are delays in materialisation of projected 

cash flows. Similarly, the extent to which an entity would be impacted by movements in interest rates is also 

evaluated. A long-tenure debt with ballooning amortisation and adequate moratorium on repayments is 

considered as a positive, given the capital intensity of the hotels and their ability to generate cash flows over 

a longer time frame. 

 

Accounting quality: Here, the accounting policies, Notes to Accounts, and Auditor’s Comments are 

reviewed. Any deviation from the Generally Accepted Accounting Practices is noted and the financial 

statements of the entity adjusted to reflect the impact of such deviations. 

 

Contingent liabilities/Off-balance sheet exposures: In this case, the likelihood of devolvement of 

contingent liabilities/off-balance sheet exposures and the financial implications of the same are evaluated. 

 

Financial flexibility: The entity’s financial flexibility — as reflected by its unutilised bank/credit limits, liquid 

investments, and the nature of its relationship with banks, financial institutions and other intermediaries — is 

assessed. The comfort derived from a strong parentage also helps in improving the financial flexibility. The 

existence of adequate liquidity in the form of group support/ large corporate treasury, financial flexibility with 

lenders and tied-up lines of undrawn credit liquid assets/bank lines to meet short-term obligations is viewed 

positively. 

 
Summing up 

 

ICRA evaluates the credit risk profile of hotel companies, considering the diversity in their portfolio and the 

market dynamics. Scale, business model, brand, location, price point and revenue stream diversification and 

geographic diversity ultimately determine the business risk profile of the hotel entity. With regard to under-

construction hotel companies, project cost and viability, funding mix and experience of the promoters is 

analysed, apart from other factors. ICRA’s financial risk analysis for hotel companies focuses on profitability 

through cycles, the extent of leverage, ability to service the debt during a down cycle, and financial flexibility.  
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Annexure 

 

The basic lexicon for hotel companies includes: [1] Average Room Rates (ARRs) = Total Annual Room 

Revenues/Rooms Nights Available, [2] Occupancy=Occupied Room Nights/Available Room nights [3] 

Revenue per Available Room (RevPAR) = ARR*Occupancy. [4] Food & Beverage (F&B) [5] Meeting, 

Incentives, Conferences and Exhibitions (MICE). [6] Gross Operating Profit (GOP) = Operating profit before 

royalty and some selling expenses 
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