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"B,UYING OPPORTUNITIES
ONTHEHORIZON

_.]_As the giobal iodgmg mdustry heads mto
“another down cycle, hotel owners, lenders and _

: 'operators are wondermg how deep the recession will
et and how long will it last.” Over the years; the iodg- : _'
mg mdustry has experlenced cycles of peaks and va]leys
every seven to 10 years. Some of the recent down peri- ¢
' ods have been 1973, 1981, 1991, 2002 and now again in

2008 09. Various faetors have contnbuted to the 1ow _

" WHAT CAN WE EXPECT?

" Tet's look at how hotel values are affected by these events '
- and how much of a decline we might expect over the "

“overbuilding. As a result, this down-.-

._ *"problem. While there was abundant
. and inexpensive financing amllable
" until mid 2007, it was the collapse

. defaults in the sub-prime residential
~sector that led to a drying up of com-

" ridiculous “mark to market” account-
" ing practice, caused lenders and

_ mortgage loans, which led to fears of
.- bank defaults and loss of confidence;’
*. This perfect storm sent stock markets -
* around the world crashmg and pushed
_many econoinies into recession.

| B .headhght” phase of this downturn, -
- Industry players are fr(_)zen_ and th_e_ o
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poinits in the cycle :
1973, Readlly avaﬂabfe ﬁnancmg ﬁ*om neWIy
formed real’ estate irvestmient trusts that caused sévere

: dverbmidmg coupled with a'travel cut-back because of N
the lack of fuel during the Middle East energy crisis. =

1981, Recession leadmg to & dechne in travei and.

e fallmg hotel demand

- 1991, Readily a avaﬂable ﬁnancmg from the sav:ngs

Ran and loan industry caused another period of severe
S 'overbuﬂdmg combmed with & decline in traveI due to.
“yet aniother récession. .

2002. Cutback in travel because of the securlty
fears foliowmg 9/11 and the resulting recession.

Today we're facing a unique down cycle. While new
hotel development had been heating up between 2005
and 2007, it didn’t reach the point of

turn was not induced by an 'oversupply '

of the credit markets caused by the .

© doing nothing but waiting to see how bad it is going . -,
{0 get. While hotel values have fallen, owners have just -~ |
started to feel the pain ‘of declmmg travel and RevPAR. -
'~ Last year they had enough cash flow to pay theu' debt "+
- setvice, but this may change in 2009, ‘Buyers sensing -
21 rapidly falling hotel values are lookmg at acquisition.
~+ opportunities, but most are waiting for signs of abot- - | -
© " tom. Lenders are on the sidelines laying off their mort- ~ |
gage orlgmatu)n staff and hirmg work-out specialists. |
- Some are selling their mortgage positions at discounts
_to'raise capitaI which is & great opportumty for hotel 5
~ owners with capital to get unexpected help in paymg B
: down the1r loans S <

next year or two. The components that affect hotel value
are the net operating income (NOI before debt service)
and the cost of capital. Since hotels in the U.S, are typi-
cally financed, the cost of capital is the weighted average
of the debt and equity. For example, in early 2006 the

' interest rate on a typical b hotel mortgage was 7.0 percent :

and the amiount of the loan equated to 70 percent of

the property’s totai vaiue. The equity representing 30
percent of the property’s value was looking for an IRR of
approximately 20 percent. The weighted average cost of
this capital structure (WACC) was 10.9 percent:

mercial financing starting in 2007.
These events, coupled with the

investment banks to write-down bil-
lions of dollars of (perfectly good)

Today, we are in the “deer in the
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'_':._--_'THE FUTURE

o Aswe head into 2009, I don t thmk
ot we will see a further increase in the
<7 WACK; thus, the 22-percent value i

1 dedling caused bya higher capltahza—
. tiori rate will not increase. On the 5 =

s 'other hand we are now expenencmg
i a decline in RevPAR in many markets, _
- '_ wluch translates into a drop in NOI, '

- economic pain “for those Hotel own= -
o ers whio over-financed their proper- .
S tes durmg the last several years.:
S Parucularly hard hit wall be those who

* Stephen Rushmore is president and founder of HVS, a global hbspitah’ty consulting organization with offices
araund the world. Steve has provided consultation services for more than 12,000 hotels throughout the world
during his 35-year career and specializes in complex issues involving hote! feasibility, valuations, and financing. He can’

be reached at srushmore@hvs.com or 516 248-8828 ext, 204,
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Once the WACC is determmed itis caﬂed the capi-
talization rate. ledmg the NOI by the capitalization
rate results in an' estimate of value. Using the earfy
2006 capitalization rate of 10.9 percent
and NOI of $1,000, the value would be’
$9,174 ($1,000/10.9% = $9,174).

The table shows what happened to
the cost of hotel debt and equity com- -
ponents between early 2006 and falt

. 0f 2008, the impact on the WACC and
- how this would effect value assuming
: $1 000 of NO at each point ini time,

“n early 2()06 typical hotel financ~" " :
mg was 70 percent 10an to value with -

"' an interest rate of 7.0 percent and an
- equity yield of 20 percent.  This pro--
" duced a value of $9,174 for each $1,000
of NOIL. By 2006 and 07, mortgage
5 ﬁnancmg became miore competitive -
- ‘and loan-to- value ratios topped out
©. 7t 80 percent with interest rates falling
I t0'6.5 percent. At the peak, that $1,000
. of NOI created $11,364 in value, a-
23, 9—percent increéase from early 2006:

By the end of 2008, mortgage lend-

- ers were pul!mg bacl, dropplng 1031‘[
S to value tatios to 50 60 percent and.
R mcreasmg mterest rates to 7.5 to 9 per--

- cent. In'most instarices, hotel mort="
7 gages weren't even avaﬂable The Value
" Created by $1,000 of NOT declined to
o $8,850 by the'end of 2008, or about 22
R perce_r_lt Iower_than f_:he _value peak. .

We are likely fo see 4 great deal of '

have expiring mortgage terms and must obtain new

financing. While the underlying market value of hotels
rarely declines more than 20 to 30 percent in down

‘cycles, highly distressed owners and lenders will often

dump their properties at deep discounts ranging from
40 to 60 percent. The resulting Equidation pricing rep-
resents huge buying opportunities for those with capital
and the belief that eventually things will get better.
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