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The Impact of Seller Financing Upon Hotel Values
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Seller financing is becoming more common in hotel real estate transactions, which is not

surprising given the current dearth of third party financing. What is the impact of hotel Summary

financing upon the ultimate sales price of the hotel? As investors, lenders, brokers and

. i o . . Seller financing is becoming
appraisers look to sales transactions as an indicator of value, understanding the impact seller .
more prevalent in hotel real

financing has on the value of a hotel becomes very relevant. This article addresses some of

estate transactions. This
the thinking on seller financing and illustrates its impact on value in a hypothetical case study. analysis outlines

contemporary thinking on

In determining market value via the sales comparison approach, if one is analyzing a sale with seller financing the seller financing while

. . . . . illustrating its impact on
sales price must be adjusted to reflect what the price would been if the transaction had been all cash to the seller. ) 9 P )
value in a hypothetical case

In a well functioning marketplace, third party debt is typically obtained by the buyer to finance an acquisition study

and the seller receives the full proceeds in cash to pay off any existing debt and generate a return on equity. In

markets where third party mortgage financing is difficult to obtain, seller financing becomes more prevalent.

When do prices achieved in transactions that are financed with a purchase money mortgage (seller financing) ¢ 3 Comments
become reflective of market value? It is generally accepted that when seller finance becomes more the norm than

not, then the prices achieved can be considered “at market”, and thus may not require an adjustment if the

terms of the financing are fairly typical. At the current time many lenders/owners are weighing the impact of

seller financing, and are choosing to garner a higher sales price by providing a mortgage to the buyer.
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Seller financing provides many benefits to both the buyer and the seller of a hotel asset. The primary benefit in

the current market where third party financing is virtually unavailable is that seller financing enables a

transaction to take place. Without seller financing many hotels would sell for lower prices and may not be able to )
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be sold at all. The lender does not have to retain the risk of hotel ownership and can pass the asset on to a

. . . . . . . Lending = Asset Management

newly energized buyer with new capital to cover any operating shortfalls or required capital expenditures,

enabling the hotel to return to health. The buyer can leverage its equity investment, increasing the yield to its Gaming

equity investors and allowing for more acquisitions through the conservation of capital. Best of all, seller Valuations & Market Studies

financing takes away the uncertainty of obtaining financing to consummate a sales transaction — there is no North America

need for buyer financing contingencies.

The additional benefits of seller financing include higher leverage than that which would be available through a
third party lender, and likely a more favorable interest rate as well. Some of the seller financing we have been
asked to analyze provide for fixed-rate, interest only mortgages based on the very favorable low interest rate in
the original CMBS loan. Others provide for a floating rate tied to Libor. Securing debt capital that requires only a
6% to 7% rate of return to replace equity capital requiring yields in the mid-teens to low-20’s is a significant
value enhancer. Perhaps the more valuable benefit of seller financing is the higher leverage — from 50% to 90%,

that may be available.

The term of a seller financed loan is also a key factor to consider. Brokers with whom we discussed this topic
indicated that a one or two year loan will not provide buyers with much comfort, as they will be faced with
finding a replacement mortgage before the property’s net income is recovered and most likely before a fully
functioning debt market has resumed. Three year terms are fairly typical, though sellers often provide for a two
year extension so that the buyer is assured a full five years to turn around the property and to arrange for a new
replacement mortgage. The extension may provide for an interest rate that is stepped up or marked to market
at that time.



Seller financing does not only enhance value by providing for a lower cost of capital, it also widens the universe
of potential purchasers to include not only those that have the wherewithal to pay all cash, but also those that
have more limited equity and require financing. The larger the number of parties bidding on an asset, the higher
the ultimate price that will likely be paid. Seller financing becomes more of a factor the greater the dollar amount
of the transaction. Seller financing is not that impactful for purchase prices less than $10 million, particularly
when SBA 504 or other programs are available. For very large transactions, seller financing may be the only way
for any buyers to consummate for a purchase. Of course by providing seller financing a lender does not get to
remove the loan from its books, and also continues to carry the burden of monitoring the loan and getting
repaid. But the mortgage becomes more marketable because it is more appropriately sized for the net income

and value of the property, thus reducing risk of full repayment.

Over the past year our lender clients are have been frequently asking for our opinion of the value of a hotel two
scenarios assuming: 1) market rate financing (market value) and 2) that the asset would sell with financing
provided by the lender/owner who is disposing of the asset. In order to gauge the impact of seller financing
upon a typical hotel transaction we present an example of an actual hotel that we recently appraised. The first
step in our case study is to estimate the market value of the subject 360 room hotel assuming current market
rate financing. The hotel is suffering from greatly depressed income levels. After generating roundly $4 million in
NOI in 2008, the hotel's net income declined to just over $200,000 in 2009. We forecast net operating income

to recovery over a five year period, once again reaching roundly $4 million by 2014.

The property’s market value, based on a 10-year, mortgage equity discounted cash flow analysis, is concluded to
be $24,400,000 or $67,800 per room. 'Developing this estimate of market value requires several steps,
discussed here. Because the hotel's net income is so depressed, it would be difficult if not impossible to obtain a
traditional first mortgage in today's market. Thus, for the purpose of estimating market value it is assumed that
the buyer would pay all cash initially, with a refinancing sometime in the future when debt becomes more readily
available. Given the risk of refinancing, as well as the characteristics of the subject’'s market, which will require a
long recovery, we assume that the property will be refinanced at the end of the fifth projection year, once net
income has returned to pre-financial crisis levels. A 15% initial yield requirement for the all cash purchase has
been assumed in our analysis — this rate reflects the significantly lower risk of having no debt service burden, and

is based on our discussions with investors currently active in the market.

The hotel is valued at the time of the refinancing, assumed to be 2014, at roundly a 10% capitalization rate
applied to the hotel’s stabilized year's net income. A 70% loan-to-value ratio is considered reasonable to
anticipate upon refinancing at the end of the fifth year. Once the hotel is leveraged, the equity yield is projected
to increase to 20% to reflect the additional risk of a debt service burden. The derivation of the refinancing

proceeds at the end of the fifth projection year is presented in the following chart.

Calculation of Refinancing Proceeds
Gth Year Projected NOI 4,114,000
Capitalization Rate 10.3%
Refinancing YearValue 530,800,000

Refinancing Year Value: 530,800,000

New Lean/Value Ratio: 0%
MNew Mortgage: 27,854,000
Refinancing Costs @ 1.0%: 273,000

Refinancing Proceeds  $27,576,000

The net income to equity for the five years following the refinancing is raised to 20% to reflect the significant

additional risk of having to pay debt service before receiving any return on equity.

The net proceeds to equity at the end of the ten year projection period is calculated by capitalizing the 11th
year's net income by a terminal capitalization rate of 11%. The outstanding mortgage balance at that time and

brokerage/legal expenses are deducted to derive the reversion to equity.

Calculation of Net Proceeds to Equity at End of Year 10
11th Years Net Income: 54,789,000
Capitalization Rate: 11.0%

Total Sales Proceeds: 43,355,000



Less: Ouistanding Mortgage Balance: 25,245,000
Less: Transaction Gosts @ 2.0%: 867,000

$16,643,000

The cash flow to equity over the ten year projection period, including refinancing and sales proceeds, is
presented below. Note that no debt service is paid during first five years of ownership, based on an initial all cash

transaction.

Ten Year Forecast of Cash Flow to Equity

Net Income Plus:

Available for Total Annual Refi/Sale Total Cash Flow
Year Debt Service Debt Service Proceeds to Equity
2010 234,000 - 50+ 50 = §234,000
20Mm 1,061,000 - 0D+ 0 = 1,051,000
2012 2,059,000 - 0D + 0 = 2,050,000
2013 3,086,000 - D + 0 = 3,056,000
2014 3,825,000 - D + 27,576,000 = 31,401,000
2015 4114000 - 2691000 + 0 = 1,423,000
2018 4237.000 - 2691000 + 0 = 1,546,000
2007 4,364,000 - 2691000 + 0 = 1,673,000
2018 4,495 000 - 2691000 + 0 = 1,804,000
2019 4,630,000 - 20691000 + 16,643,000 = 18,582,000

The cash flow to equity is then discounted at the required equity yield rates: 15% for the first five years of an all
cash acquisition and 20% for the last five years, subsequent to the refinancing. The sum of the discounted cash

flow equates to a value of $24,400,000 or $67,800 a room, as illustrated below. Note that there is no mortgage
balance to add to the discounted cash flow because an all cash purchase is assumed upon sale as of the date of

value.

Derivation of Market Value

Net Income Equity Discounted
Year To Equity Discount Discount Factor Cash Flow
2010 5234,000 15.0% 0.86957 203,478
20M 1,061,000 15.0% 0.75614 794, 707
2012 2,059,000 15.0% 0.65752 1,353,826
2013 3,056,000 15.0% 057175 1,747,278
2014 31,401,000 15.0% 049718 15,611,847
2015 1,423,000 2000% 0.33490 476,560
2016 1,546,000 2000% 0.27908 431,460
2007 1,673,000 2000% 0.23257 380,086
2018 1,804,000 2000% 018381 348 827
2019 18,582,000 2000% 0.16151 3,001,087

Value of Equity Componert: 524 358 066
Plus: Value of Initial Mortgage: ]
Total Property Value: 524 358 066

Rounded To: 524,400,000

Value Per Room: 567,800

The overall weighted cost of capital or unlevered discount rate can be computed based on this value by solving
for the internal rate of return that equates the net income before debt service to the estimate of market value,

as set forth below.

Estimate of Market Value and Derivation of Overall Discount Rate

MNet Income

Available for Discount Factor Discounted
Year Debl Service 14.6% Cash Flow
2010 5234,000 0.67254 5204,173
2011 1,051,000 0.76132 800,145
2012 2,059,000 0.66428 1,367,746
2013 3,056,000 0.57961 1,771,273
2014 3,325,000 0.50573 1,084,402
2015 4,114,000 0.44126 1,515,350
2016 4,237,000 0.38502 1,631,223
2017 4,364,000 0.33594 1,466, 051
2018 4,495,000 0.29312 1,317,581
2019 717,485 = 0.25576 12,050,703

Estimated Market Value 924,358, Tor
Rounded To  §$24,400,000

Reversion Analysis
11th Years Net Income 54,769 000
Capitalization Rate 11.0%



Total Sale Proceeds 543,354, 545
Less: Transaction Costs @ 2.0% 867,091

Met Sales Procesds 542 487 455

*10th yesrnetincome of 54,630,000 plus sales proceeds of 342 487 000

Now let's see what impact seller financing has on the value of the property. In this case the seller/owner is willing
to provide a 70% loan based on the value that is derived under this scenario, which creates a circular argument
that can be solved for through an iterative process. The debt is calculated at 70%of the value that we conclude

through this exercise.

Purchase Money Mortgage = 70% of Current Value with Seller Financing
Current Value with Seller Financing 529,167,000
Loan to Value Ratio 7%
Purchase Money Mortgage 520,417,000

The debt is priced at a spread over Libor that steps up each year through the five year term of the loan. Based

on a forecast of Libor, the projected interest rate is set forth below.

Year 1 Year 2 Year3 Year 4 Year 5
4.0% 5.8% 72% 8.3% 9.0%

The refinancing proceeds after paying off the purchase money mortgage at the end of the fifth projection year is

calculated as follows, based on the fifth year value previously derived in our market value estimate:

Caleulation of Refinancing Proceeds to Equity

Refinancing Year Value: 530,200,000
Mew LoanValue Ratio: 70%
Mew Mortgage: 27,854 000

Less:
Dutstanding Balance of Initial Morigage: 20,417,000
Refinancing Costs @ 1.0%: 279,000
§7,158,000

A sale of the asset is assumed at the end of the 10th year, with the same reversionary value set forth in the
derivation of market value. The cash flow to equity with the debt service deductions in the early years based on

seller financing is set forth below, concluding in an estimate of value assuming seller financing.

Cash Flow to Equity Assuming Seller Financing

Met Income Plus:

Auailable for Total Annual Refi/ 3ale Total Cash Flow
Year Debt Service Debt Service Proceeds {o Equity
2010 3234 000 - 5816680 + 30 = -5582 680
2011 1,051,000 - 1,173,978 + 0 = -122,878
2012 2,059,000 - 1,470,024 + 0 = 588,976
2013 3,056,000 - 1,694,611 + 0 = 1,361,389
204 3825000 - 1,837530 + 7,158,000 = 9145470
206 4114000 - 2691000 + ] = 1,423,000
2016 4237000 - 2691,000 + ] = 1,546,000
207 4364000 - 2691,000 + ] = 1,673,000
2018 4495000 - 2691000 + 0 = 1,804,000
2019 4630,000 - 2691000 + 16,643,000 = 18,552,000

The value assuming seller financing is derived by discounting the cash flow to equity at the required equity yield

rate of 20%, presented as follows:

Valuation Assuming Seller Financing

Met Income
To Present Worth of $1 Discounted
Year Equity Factor at 20.0% Cash Flow
2010 5 -582,630 X 0.333333 = 5 -485,000
2011 -122 878 X 0694444 = -85,000
2m2 588,976 X 0.578704 = 341,000
203 1,361,705 X 0.4532253 = 657,000
2014 9,148,207 X 0.401878 = 3,676,000
2018 1,422,639 X 0334398 = 475,000
2016 1,545,905 X 0.279082 = 431,000
207 1,672,918 X 0.232568 = 380,000
208 1,804,225 X 0.193807 = 350,000
2019 18,581,192 = b 0.161506 = 3,00 ,000
35,418,160 Value of the Equity 8,750,000
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Total Value: 5 29.167,000
Value Per Room: 581,000

The difference between the market value estimate of $67,800 per room and the value assuming seller financing
of $81,000 is roundly 20%. Brokers and buyers interviewed for this article uniformly indicated that the typical
value enhancement in the current market falls in the range of 20%, varying, of course, with the terms of the deal.
From the numerous appraisals we have been performing that assume seller financing, the terms presented in

this case study are pretty typical.

The overall weighted cost of capital or unlevered discount rate can be computed by solving for the internal rate

of return that equates the cash flow before debt service to the value, as set forth below.

Overall Discount Rate — Seller Enanning

Net Income

Available for Discount Factor Discounted
Year Debi Service 12% Cash Flow
2010 £234,000 0.89286 £208, 929
2011 1,081,000 0.79719 537,861
202 2,059,000 0.71178 1,465, 556
2013 3,086,000 0.63582 1,842 143
2014 3,825,000 0.56743 2,170,408
2015 4,114,000 0.50663 2,084,280
2016 4,237 000 0.45235 1,916,604
207 4,364,000 0.40388 1,762, 546
2018 4,495 000 0.36061 1,620,142
2019 47 117,518 = 0.32197 15,170,580

Estimated Market Value 520179,838
Rounded To  $29,200,000

Reversion Analysis

11th Years Met Income 54,769,000
Capitalization Rate 11.0%
Total Sale Proceeds 543,354, 545
Less: Transaction Gosts @ 2.0%: 867,081
Met Sales Procesds 42 487 455

*10th yearnetincome of 54,630,000 plus sales proceeds of 342, 487, 000

Note that the discount rate has declined from 14.6% in our market value derivation to 12.0% in the scenario

assuming seller financing for the first five years, a significant 260 point spread.

As would be expected, the percentage gain in value due the seller financing rises with the amount of leverage

provided, as indicated in the following matrix:

Value Enhancement Due to Seller Financing at Varying Loan-to-Value Ratios
Market Value Estimate: 576,700 per room

Loan-fo-

Valuee Value/Bm. % Value Gain
50% 82,500 8%
B0% 86,500 13
70% @ 500 21
80% 97,200 27

In summary, seller financing is becoming more prevalent in today’s marketplace, playing a valuable role in the
consummation of hotel transactions. Both buyers and sellers benefit from the availability of this source of capital
in the current market. A widening of the universe of potential investors creates competition, which in turn
favorably impacts an asset’s ultimate disposition price. The terms of most seller financing today enhances a
hotel's value by +/- 20%, according to brokers we interviewed. Market participants who gauge value trends
through hotel sales transactions should be careful to take into consideration the impact of seller financing upon
reported sales prices. Seller financing may become the norm over the next year or two as sales activity picks up,
at which time no adjustment to reflect market value may be necessary — only time will tell how the current cycle

will play out.

1a ten year horizon is selected because it enables investors to compare yields over the commonly accepted ten year

period used for analytical purposes - it does not necessarily reflect an assumed holding period. Internal rates of return



generated by other real estate investments, such as retail shopping centers and office buildings are typically analyzed over

a ten year period to allow for a complete tenant turnover to market rent as leases expire.
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