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Preface

Investing in hotels and motels is considered by many to be a high-risk use of time and capital. The
investor not only acquires an interest in a volatile form of real property but also participates in the highly
specialized business of operating a service-oriented going concern. Where the lodging facility includes food,
beverage, banquet, and recreational facilities, the risk and accompanying aggravation are often multiplied
tenfold. Yet, despite the sometimes dire consequences associated with such investments, investors continue to
be drawn to the status and glamour of hotels as well to the potential for gain.

Hotel Investments Handbook—2002 has been written as a guidebook for those who want to
participate in the lodging industry while keeping their risk exposure to a minimum. Its coverage is equally
designed for all three types of investors associated with hotel projects: (1) owners, who invest equity capital
and assume the major portion of the risk; (2) lenders, who invest debt capital; and (3) hotel operators, who
invest considerable time and effort. The book provides an investor with the basic tools for making a hotel
investment: a complete understanding of the U.S. and international hotel industries; the steps for planning the
investment; a procedure for determining the economic feasibility of the investment; criteria for choosing a
management company and a franchise affiliation along with tips for drafting sound agreements to define these
relationships; and the fundamentals of developing, acquiring, and financing a lodging facility. The book is
intended to be useful to a first-time hotel investor, while at the same time offering valuable insights to
experienced investors.

Hotel Investments Handbook—2002 brings together in one easy-to-use volume all the information
needed to make a successful hotel investment. The book is organized in a step-by-step manner that describes
hotel investing from a "how-to" perspective and that follows the actual sequence of events in the development
of an investment. It includes numerous charts and tables that convey information in a simple, straightforward
manner, as well as case studies that illustrate the various procedures used in evaluating hotel investments in a
real-world setting.

Since hotel investing is a dynamic process and the hotel industry is constantly changing, Hotel
Investment Handbook will be updated yearly with a new edition.

STEPHEN RUSHMORE
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» 1.01 THE LODGING INDUSTRY

[1] History

An investment in the lodging industry, whether it be for the purpose of acquiring an existing facility
or developing a completely new one, requires a certain amount of research regarding both the
industry as a whole and the investment itself. Hotel Investments Handbook presents the necessary
information and analytical methods in the sequence in which they are used in order to make a
prudent investment. Before embarking on a hotel investment, a prudent investor gains a general
knowledge of the hotel industry and the ways in which it works. Chapters 1 through 4 provide an
overview of theindustry and discuss the forces that affect it.

The evolution of the lodging industry in the United States is, of course, closely related to the
economic history of the country. Usually, the health of the industry can be gauged by the condition
of the economy as a whole. Prosperous times for the nation typically mean increased room and
occupancy rates and the construction of more lodging facilities. When the economy falters, leisure
and business travelers tend to stay home or spend less on accommodations when travel is necessary.
Internal industry cycles aso have a strong effect on the lodging industry. The most important of
theseis the continually changing relationship between room demand and room supply. For
example, hotel construction isfueled by several factors other than simple demand. The availability
of fundsis often a determining factor. Oversupply, often the result of periods of increased
construction activity, has meant stagnation for the industry, even when the economy as awhole
performs well. This was the case in the late 1980s.

Along with the evolution of lodging products and the identification and pursuit of specific
segments of the lodging market, the ownership and management of lodging facilities have
undergone many changes. The industry, which began with entrepreneurs who owned and managed
individual properties, has come to be dominated by national and international chains. At one time,
the chains built and owned the properties on which their names were displayed, but the trend in the
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industry is for many of the major hotel chains to develop and manage properties for outside
investors. This fundamental change has dramatically increased the number of individuals and corpo-
rate entities involved in hotel projects.

Chapter 2 traces the development of the lodging industry in the United States from colonial
days to the present. Along the way, it points out the major developments that have affected the
industry, such as franchising, new financing methods, and product and market segmentation. This
chapter al so introduces the reader to the hotel industry asit exists today.

[2] National Supply and Demand

In addition to a familiarity with the basic elements of the lodging industry and the economic trends
that affect it, an understanding of the nature of the national supply of lodging and the national
demand for lodging is essential in order to correctly make the crucial decisions affecting an
investment, such as the choice of a particular market or product. Chapter 3 describes the various
types, classes, and locations of facilities that make up the national supply of lodging as well as the
characteristic operating results of the various kinds of facilities. Chapter 4 identifies the sources of
data by which present demand can be quantified and future demand projected.

» 1.02 PLANNING A HOTEL INVESTMENT

Whether a hotel investment entails the development of a new property or the acquisition of an
existing facility, proper planning is necessary for success. The following lists outline the steps that
must be taken to acquire or develop alodging facility. Some of the steps are appropriate for both the
development and acquisition process, while others are unique to only one. The order of the various
stepsis not fixed and some may be performed concurrently.

Hotel Acquisition:
« Planning stage:
—Select aregion of the United States.
—Narrow the selection to several cities or market aress.
—L ook for amarket niche.
—L ook for aproduct (i.e., available properties).
—Perform a preliminary economic market study and appraisal.
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* Implementation stage:
—Tie up the property with aletter of intent, option, or contract.
—Negotiate the terms of the sale.
—Go to contract on the property.
—Line up an operator.
—Line up afranchise.
—Commission aformal economic market study and appraisal.
—Line up mortgage financing.
—Line up equity financing.

Hotel Development:
« Planning stage:
—Select aregion of the United States.
—Narrow the selection to severa cities or market areas.
—L ook for amarket niche.
—L ook for aproduct (i.e., available sites).
—Perform a preliminary economic market study and appraisal.

Implementation stage:

—Tie up the property with aletter of intent, option, or contract.
—Obtain zoning and permits.

—Assemble the project team.

—Line up an operator and franchise.

—Prepare architectural plans and estimate project costs.
—Commission aformal economic market study and appraisal.
—Line up amortgage.

—Line up equity capital.

Chapters 5 through 13 describe the essential steps in planning a hotel investment, particularly
the evaluation of markets, sites, and products in order to determine a viable location; the type and
class of facility that would best utilize the attributes of the location and opportunities afforded by
the local market area; and the financia results that can be expected from the proposed facility.
Appendix 1 contains a data collection checklist covering many of the topics described in these
chapters.

Chapters 5 through 13 feature case studies developed to illustrate the concepts presented in
the text. A proposed hotel (as opposed to an existing facility) was selected as the subject in order to
demonstrate how a market study and appraisal can be performed without the benefit of historical
operating data. The case studies are designed to be realistic, but the datais hypothetical.

[1] Selecting a Lodding Market

The first step in both hotel acquisition and development planning is to determine where to begin the
search for suitable hotels to acquire or sites to develop. Chapter 5 shows how investors should
evaluate various regions of the country, using data and analytical techniques to determine whether
they should be considered further
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or rejected. Some of the important factors that investors should consider are the following:

* Proximity to home office. Hotels are labor-intensive businesses that require constant
supervision and direction. When acquiring or developing a lodging facility, investors are
well-advised to keep it close to home so that it can be given their full attention. Supervising
lodging operations scattered over awide geographic areais of course possible, but to do so
requires a level of expertise that can be gained only through significant industry
experience.

« Sgns of economic growth. Regions of the country exhibiting strong growth trends are
generally better suited for hotel investing than are regions that are economically stagnant.

« Competitive environment. The hotel investor should carefully evaluate the regional supply
of competitive lodging facilities in conjunction with his study of economic growth. Even if
economic trends are favorable, an adverse competitive environment brought about by the
oversupply of hotel rooms can make a region an undesirable location for acquiring or
developing alodging facility.

Once the investor has selected a particular region, he should use similar criteria to choose specific
market areas in which to focus his investigations. The demand for transient accommodations and the
competitive supply are once again the key factors to be considered when analyzing potential market
aress.

After the market area has been determined, the next step is to find a market niche, which is a
unique market position or a particular market for which a product may be suited. When evaluating a
market area, the hotel investor first looks for situations that exhibit a need for a specific hotel
product. At the same time, consideration is also given to protective characteristics known as barriers
to entry, which might include restrictive zoning or license approval processes, limited suitable land
or acquisition opportunities, rapidly escalating construction costs, and the unavailability of an
appropriate chain affiliation or management company. A unique market position may quickly
change to an overbuilt position if no barriers to entry exist and other competitive products can enter
the market without much difficulty.

Finding the appropriate market niche not only is an important consideration for a proposed
hotel development but can be equally critical when it becomes necessary to reposition an existing
property. A hotel can be repositioned through a renovation or upgrading, change of franchise
affiliation, or the introduction of new management.

[2] Property and Site Selection

Once the type of hotel has been determined on the basis of the evaluation of market niches, the
investor must start to look for available hotels if an existing property is desired, or suitable sites if a
new development is desired.

Real estate brokers are the best source of information regarding the availability of property for
sale. When looking for an existing hotel, investors often use the services of a broker whose practice
is concentrated in the lodging industry. A knowledgeable hotel broker can save considerable time
and effort by showing only properties that meet the investor's particular criteria. When looking for
potential hotel sites, it is best to use a land broker familiar with the local area—particularly the zon-
ing regulations, building codes, and related laws. One of the most difficult aspects of accomplishing
ahotel development is obtaining the necessary zoning changes and
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variances. A knowledgeable land broker understands these issues and can direct the
developer to suitable sites requiring minimal zoning changes and approvals. Brokers are
compensated by the seller with commissions based on a percentage of the sales price—
generally 1 percent to 4 percent for existing hotels and 4 percent to 10 percent for vacant
land.

Real estate brokers are agents for the seller; as such, they work for, are loyal to, and
are paid by the property owner. Sometimes buyers of existing hotels or developable sites
find it advantageous to employ either a broker or a property search firm to research
potential investment opportunities. This aternative is sometimes effective, because a
search firm is often able to obtain leads on hotels for sale before they actually go on the
market. The same hotel knowledge and experience is necessary for a hotel search firm as
a hotel broker. The fee arrangement for a hotel search depends largely on the area
covered; sometimes fees are based on an hourly or per diem rate, a flat fee, or some
formularelated to the number of hotels actually acquired by the client.

Buyers can aso research the market and successfully locate potential products on
their own, but usually only if the buyer is familiar with the local area and knows all the
property owners and potential sellers or if the buyer is a major, well-known buyer of
lodging facilities and is likely to receive solicitations directly from potential sellers. By
dealing directly with the seller, the buyer can avoid paying a fee to a broker or a search
firm, and thus eliminate a considerable expense, which is ultimately reflected in the
purchase price of the property.

[3] Preliminary Market Study and Appraisal

Before any money is committed to the purchase of the property, prudent investors perform or
commission a thorough preliminary economic market study and appraisal. The information yielded
by this analysisis used to determine the type of hotel and facilities best suited to the location and the
type of management and franchise affiliation (if any) that would be the most effective. Another
important product of a market study is a forecast of the revenues and expenses that the subject
property can be expected to realize. This information is vital to the buyer during the negotiation of
the sale of the property, because it can be used to determine the value of the facility.

The first step in evaluating a proposed investment is to analyze the site of the proposed or
existing property. The suitability of the site for hotel operations is one of the most important
determinants of the success of an investment. The site analysis involves such factors as the physical
suitability of the land, access and visibility, the availability of utilities and other services, and the
applicable zoning regulations. Chapter 6 examines all of these concerns and shows how they are to
be weighed in the evaluation of a proposed site.

Once a particular site has been selected, the area in which it is located must be evaluated.
Generally, this evaluation includes both the immediate neighborhood of the site and its market area.
The extent of the relevant neighborhood can usually be determined by simple observation of the
surrounding area, including roads and land-use patterns. The market area, on the other hand, is
often harder to identify because it involves a larger area and depends on more abstract factors (e.g.,
competition and travel patterns). Chapter 7 explains how both the neighborhood and the market
area can be determined and evaluated for suitability.

An important step in any hotel investment is an examination of the supply of lodging
facilitiesin the subject area. Before the success of the proposed hotel investment can be determined,
the appraiser must first determine the degree to which
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other hotels in the area would compete with the subject property. Chapter 8 discusses how this
analysis should be performed. It explains how operating information for competitive hotels can be
obtained or projected and shows how data obtained from competitors can be adjusted to eliminate
any bias that they might contain.

After the supply of hotels has been evaluated, the existing demand must be quantified to
determine its ability to support a new hotel or the acquisition of an existing facility. The demand
analysis can be performed using one of two methods:
the demand generator build-up approach or the lodging activity build-up approach. Chapter 9
explains these two methods and shows how the data necessary to use them can be obtained.

In conjunction with the analyses of local supply and demand, the appraiser must determine
the competitive positions of al the local facilities and how the subject property would fit into this
picture. Generally, this task involves determining the current market share, average room rate, and
occupancy rate of the existing competition. Once this determination has been made, the appraiser
can forecast these variables for the subject property. Chapter 10 shows how this analysis is
accomplished.

One of the final steps in the preliminary appraisa is to forecast the income and expenses of
the proposed hotel investment. The income projection focuses on a hotel's main categories of
revenue, such as rooms, food and beverage, and telephone income. The expense projection
examines a hotel's main items of expense, such as rooms, food and beverage, telephone,
administrative, management, and marketing costs. Chapter 11 discusses the various categories of
revenue and shows how arevenue forecast is made. Chapter 12 does the same for expenses.

A property valuation, along with the forecasts of revenue and expense, allows the appraiser to
make a recommendation regarding the feasibility of a proposed hotel investment. The first stepin a
property valuation is to determine the overall worth of the subject property. This step entails
appraising an existing hotel or forecasting the value of a proposed property. This value is contrasted
against the cost of the property, which is either the cost of acquisition or of construction. Chapter 13
explains the three basic methods for performing a property valuation: the cost approach, the sales
comparison approach, and the income capitalization approach.

» 1.03 DEVELOPMENT, ACQUISITION, AND FINANCING

Once the necessary planning for a hotel project has been completed, the actual process of
development or acquisition, as outlined in Chapters 14 through 17, can begin. Chapter 14 discusses
hotel investment, offering reasons to invest in hotels, a historical perspective for the investor, and
finally key strategies for and insights into the investment process.

Chapter 15 discusses important considerations for those who wish to own a hotel property.
The form of hotel ownership is a very important decision that is usualy based on tax, legal, or
business considerations. For example, an owner might choose to form a corporation instead of
individual ownership in order to limit his personal liability.

In this chapter, the following business entities are discussed:

1. Individual ownership

2. Concurrent ownership (by two or more individuals)
3. Partnership (general and limited)

4. Regular corporation (C Corporation)

5. S Corporation

6. Limited liability company (LLC)
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7. Trust
8. Readl estate investment trust (REIT)

Chapter 16 explores the various financing techniques and sources of capital commonly used in
the hotel industry, along with the mortgage loan process and what the hotel developer should
consider when obtaining a mortgage.

Chapter 16 divides equity and debt sources into the following two categories:

1. Institutions that originate mortgages and maintain portfolios of both mortgages and real
estate equities, including:

—Commercial banks;
—L ife insurance companies,
—Private credit companies; and

—~Pension funds.

2. Investment conduits, which are primarily entities that invest in hotel real estate mortgages
and pass through income and gain to investors (both private individuals and institutions),
including:

—Real estate limited partnerships (RELPS);
—Real estate investment trusts (REITS); and

—Commercia mortgage-backed securities (CMBS).
3. Mortgage financing, which is how most hotels are financed. Topics covered include:

—Types of Mortgage loans; and
—Obtaining a hotel mortgage.

Chapter 17 focuses on two issues related to the buying and selling of hotel properties. The first
is the importance of hiring a professional broker when selling a hotel property. The second is the
like-kind exchange. An exchange of hotels, or an exchange of business property for a desired hotel
property, is a creative means of acquiring a new property. This method can offer unique planning
opportunities for the hospitality or business owner who wishes to relocate to another market. It can
also provide significant tax savings for a new owner, because appreciated property can be exchanged
without incurring any tax on the appreciated gain.

» 1.04 ERANCHISE AFFILIATIONS AND HOTEL MANAGEMENT

Two of the most important steps in the hotel investment process are obtaining a franchise affiliation
and selecting a hotel management company, as described in Chapters 18 through 21. The choice of a
franchise affiliation is an important decision in a hotel investment that should be made as early in the
acquisition or development process as possible. Even more so than a management company, a
franchise company will want the opportunity to participate in decisions regarding designs and
specifications for alodging facility, because most have companywide standards that must be met by
each of their properties. An early decision also enables the property owner to accurately determine
the cost of the franchise affiliation and use the information when analyzing the economics of the
project.

Chapter 18 discusses the major concerns in choosing a franchise affiliation, including the advantages
and disadvantages of franchises, the services offered by franchisors, and the fees charged by
franchisors. The chapter also examines the process for selecting a franchise affiliation and the
agreements between franchisors and franchisees.
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[1] Property Management

Whether the project in question is a development or an acquisition, a management company should
be retained as early as possible in the process. In the case of a development, a management company
should be brought in before any significant amount of time is spent on architectural drawings, so that
the management company will have the opportunity to provide suggestions regarding the layout and
genera design of the facility. Securing a management company early on is even more important for
a hotel acquisition, because the company will often be able to generate valuable information
regarding the projected operating performance of the property, which can be a critical factor for the
purchaser during the negotiation of the sale of the property. In addition, the management company
will indicate what changes must be made to the property if improvements are required in order to
meet the company's operating standards. This input will aso have an effect on the negotiating
position of the buyer.

Chapter 19 describes the two basic types of management companies: first-tier operators and
second-tier operators. It examines all of the important considerations in choosing a management
company and looks at the actual contract negotiation process. It also compares the hiring of
individual managers to the hiring of a management company.

[2] Management Contracts

The proper execution of the management contract is a vital step for the successful development of
the hotel investment. This document spells out the basic relationship between the owner and the
operator. Each party must be able to negotiate the contract with a full understanding of the
consequences of including or disallowing a particular provision. If either party is permitted to
include provisions that are disproportionately favorable to its position, the working relationship
between the parties can be severely damaged.

Chapter 20 provides an in-depth analysis of operating agreements between hotel owners and
management companies. It describes the basic provisions found in management contracts, ranging
from fee structures, financial reporting, and budgeting to terminations, assignment of employees,
and indemnification. Appendix 3 contains a wide assortment of clauses, taken from actual
management agreements, that can be used to assemble a working contract. The clauses are labeled
to show their orientation—owner, operator, or neutral.

Chapter 21 steps back a bit to discuss the essential steps in the coordination and execution of
a hotel's development. The actual process of construction is not discussed, but the phases that a
hotel development project typically goes through and the roles of the main contributors to a
development project are explained in detail.

» 1.05 OTHER ISSUES

Chapters 22 through 24 discuss other timely issues of interest to hotel developers. The focus in
Chapter 22 is on international markets. The chapter includes a discussion of the benefits of investing
in developed countries versus developing ones. It also
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includes country-by-country descriptions of the hotel markets in Europe and the Middle East. For
each country, the state of the current hotel market and its potential for growth is discussed.

Chapter 23 focuses on a particular market within the hotel industry—the casino gaming
industry. Casino-style gaming is currently legal in twenty-two states, in a variety of forms such as
on riverboats, at riverside docks, and in saloons, and on various sites including Indian reservations,
public parcels and waterways, and privately owned land. A combination of consumer acceptance
and the local municipalities need to increase revenue has resulted in an array of new jurisdictions
and gaming venues. This chapter provides a detailed analysis of the current state of the industry as
well asitsfuture.

Chapter 24 offers practical advice about the selection of a consulting and appraisal firm to
perform an economic market study and appraisal of property. The chapter includes an analysis of
the major changes that have taken place in the appraisal industry since the passage of the Financial
Institutions Reform and Recovery Enforcement Act (FIRREA) in 1990.

» 1.06 INDUSTRY SOURCES AND CONTACTS

The directories at the back of Hotel Investments Handbook offer information about companies
currently involved in the hotel industry, such as hotel developers, lenders, management companies,
and franchise companies. Each entry includes the name, address, and telephone number of the firm
along with the person to contact. Once an investment has reached the planning stages, these

directories can provide investors with invaluable leads as to the people and firms to contact to make
their project areality.





