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Poorly performing hotels are an unfortunate casualty of the recession, which is 
causing an increase in the number of distressed sales. Here we examine the tools 
you need to effectively evaluate a potential investment in a distressed property. 

In general, distressed real estate represents properties hurt by unusually 
high vacancy levels that cause a sharp and swift decline in a property's 
rental income. For hotels, the problems of low occupancy is usually 
accompanied – and compounded – by lower average rates. In these 
circumstances, the deterioration in gross revenues usually leads to 
dramatically lower profit levels. When the reduced level of net income in 
insufficient to cover debt service, a delinquent or defaulted loan is a 
common result. As more loans approach delinquency, the number of 
distressed hotels available for sale is expected to increase sharply over 
the course of 2010. 

Declining performance statistics and other factors affecting property 
value can bring down the sales price of a distressed property 
substantially, creating a strong incentive for buyers. Caveat emptor, 
however, still applies. Here are some items of which a buyer needs to be 
aware before investing in a distressed property. 

Facilities that are dated or in disrepair can negatively influence property 
performance in terms of occupancy, average rate, and revenues; 
therefore, a thorough inspection is needed to determine the extent of 
necessary repairs or renovations. This includes the property’s roof, 
exterior, ventilation and air-conditioning systems, plumbing, parking 
areas, landscaping, stairways, elevators, guestrooms, and guestroom 
bathrooms, as well as public areas such as the pool, meeting space, the 
dining area, the exercise room, and corridors. The inspection helps 
determine whether the property is below market standards and how 
much of a capital deduction should be set aside for renovations and 
repairs.  

Buyers also need to know the local zoning requirements for the property 
site and consult building permit records to assess the risk of construction 
liens popping up after closing. Moreover, the buyer needs to carefully 
review various property documents, including the environmental site 
assessment, the survey, the franchise agreement, the third-party service 
provider contract, and property tax bills. A current Phase I 
environmental site assessment is a requisite to a commercial real estate 
acquisition. If the inspection reveals environmental problems, a Phase II 
assessment may be required.  
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A survey can reveal a great deal to the buyer, including the disclosure of 
any easements the property might have. If the distressed property is 
franchised with some major hotel chain, the buyer needs to know the 
terms of the agreement, whether it can be renewed, and what brand 
standard the property needs to meet in order for the agreement to be 
renewed. In the third-party service provider contract and tax bills, the 
buyer should note whether the service charges and taxes are paid up to 
date.  

It should come as no surprise that smart, efficient hotel managers can 
enhance a property’s profit potential in myriad ways. Conversely, poor 
management practices can erode revenues and performance levels. As a 
buyer, you need to review management’s strategies and understand any 
deficiencies in the way the hotel is operated.  

This includes going over the operational expenses line by line: Are there 
any extraneous charges at the property? Are expenses in the Rooms, 
Administrative & General, and Utilities categories more than they should 
be? You also need to compare the subject property’s RevPAR with 
market trends to find out where the hotel stands versus its competitors. 
Has management positioned the hotel’s average daily rate appropriately 
for the market? Has management sufficiently marketed the hotel?   

By evaluating management’s successes and failures, you can find out 
where money can be saved and whether the current management team 
should be retained or replaced.  

A thorough market analysis guides you in determining whether a 
property is still a viable competitor, or how much it will cost to make it 
so. Here’s what you need to consider: 

• Is the market politically stable? With terrorism around the world 
on the increase and many political, religious and legal 
implications, it is essential to invest in a politically stable market. 

• What are the major demand segments in the market? Who are 
the market’s major demand generators? Is the property located 
proximate to one or more of the area’s major employers, an 
airport, a convention center, or a tourist attraction? If not, does 
the hotel have the potential to capture overflow demand from 
such sources?   

• Is the market economically stable? Has any large company 
entered or moved out of the market over the past two or three 
years? Such events can upset the balance between supply and 
demand, and you need to reevaluate the prospect of filling 
rooms, despite how strong occupancy has been in the past. 
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• Are there considerable infrastructural, commercial, or residential 
developments being made to the area?  

• Has the market been overbuilt? Have most competitive 
properties undergone major renovations? Have any competitive 
hotels been converted from an independent to a branded 
property or changed flags in recent years? The relationship 
between competitive hotels is volatile, and you need to fully 
understand what effect a new, expanded, or re-branded property 
will have on yours in the ensuing years. 

Answers to these and other pertinent questions help you determine 
whether, and under what parameters, an investment in a distressed 
hotel is worthwhile.  

If after due diligence you’ve decided to invest, it’s time to figure out 
solutions to the property’s shortcomings in order to maximize its profit 
potential.  

Renovations may be able to revive an older property in a healthy market, 
but you need to weigh the expense against the yields that a renovated 
property will bear. If the property is functionally obsolescent, for 
instance, it may need to be demolished and rebuilt to meet the current 
market standard. Most hotel brands require renovations according to a 
property improvement plan (PIP), with which franchisees must either 
comply or lose their hotel’s flag.  

Once renovations are completed, it’s essential to invest in marketing and 
advertising to promote your upgraded hotel. Owners of independent 
properties should consider franchising with a major hotel chain, which 
can bring an increase in occupancy and average rate, along with access 
to a central reservation system and other conveniences. Likewise, 
renovations may make a branded property eligible for a more lucrative 
flag and accordant benefits. 

If ineffective management is hindering a property’s penetration levels 
and/or mishandling expenses, you’ll need to hire someone new. This 
should be someone who thoroughly knows your market and your 
hotel’s asset class (limited-service, select-service, or full-service). Hotel 
operations are exceedingly complex and very different from other types 
of commercial real estate. Consultation with hotel industry experts is 
essential before venturing into hotel management. 

A market undergoing change may affect the highest and best use of the 
land on which a hotel sits. If the land value and the costs to demolish the 
existing property are more than the property’s value, the highest and 
best use of the land may be something other than a hotel. Likewise, 
legally allowable, physically possible, and financially feasible uses of the 
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land all need to be considered before converting the hotel or motel to a 
different type of commercial property.  

With many distressed hotels seeking buyers or going into foreclosure, 
the barrier to investment is low—but the risks can still be high. Seek out 
the help of a reputable, hotel-focused firm to analyze the market, the 
management, and the property itself before making a purchase, and stay 
vigilant when it comes to operating and promoting your new hotel.  
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For further information please contact: 

Mike Brophy – mbrophy@hvs.com or Li Chen – lchen@hvs.com  or visit 
us on the Web at: www.hvs.com 
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