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HOTEL MANAGEMENT AND FRANCHISES

ties of creating a hotel—they are merely another consultant providing overall project
review, critique, recommendations, and approval. Compensation for technical ser-
vice assistance is generally a negotiated flat fee paid in stages over the development
phase. These services are usually considered separate and distinct from the preopen-
ing services because they require a specialized level of expertise.

The hotel owner should exercise particular care when entering into a technical
service agreement with a hotel management company. The in-house capabilities of
the operator must be carefully evaluated in order to be sure that the technical services
will be performed by knowledgeable experts. The operator must also have a suffi-
cient number of personnel providing these services so that critiques, recommenda-
tions, inspections, and approvals can be made on a timely basis. Some hotel
companies overextend themselves in the development area, thereby causing costly
delays. Owners should also realize that hotel management companies are primarily
interested in obtaining long-term management agreements and will at times consider
preopening and technical services a loss leader or giveaway in order to secure the
contract.
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17.01 INTRODUCTION

A hotel franchise is essentially an agreement between a hotel chain (franchisor)
and a hotel owner (franchisee) whereby the hotel chain allows the owner to
make use of the chain’s name and services such as a central reservation system
and defined operational procedures, in return for which the hotel owner pays
the hotel chain a franchise fee. Under such an agreement, the chain has no
ownership or financial interest in the hotel and is not directly responsible for its
economic success.

Hotel companies involved in franchising generally start off as small chains
composed of company-owned properties. Over time, they develop a concept,
image, and brand name that prove successful in attracting patronage to their
properties. In addition, specific operational procedures (known as a mode of
operation), are established that produce a profitable level of efficiency. When
the lodging product thus developed becomes successful, and it can be demon-
strated that hotel owners using the brand name and mode of operation of the
company will also be successful, the hotel company is able to franchise its
concept and procedures.

One of the first franchise agreements in the hotel industry occurred in 1907 when
Caesar Ritz allowed his famous name to be used on hotels in New York City, Mon-
treal, Boston, Lisbon, and Barcelona. Modern day hotel franchising started during
the 1950s when hotel construction resumed following the end of World War II. Hotel
chains, realizing that name, image, goodwill, established patronage, mode of opera-
tions, and reservation system had value, turned to franchising their brand names and
modes of operation as a rapid, inexpensive, and profitable means of expanding their
holdings. Hotel developers were drawn to this idea because it gave a new hotel an
immediate identity and a set of established systems and procedures that provided
both lenders and investors with some confidence that the property would be finan-
cially successful.

Some of the hotel chains that first offered franchises were Holiday Inns of
America, Inc., Howard Johnson’s Motor Lodges, and Ramada Inn Roadside
Hotels. The first Holiday Inn was a company-owned motel that opened in
Memphis, Tennessee in 1952. By 1954, Holiday Inns started to franchise and
within a few years, franchises represented the bulk of the properties with which
the company was involved. Howard Johnson, a successful restaurant company
that was founded in 1925, started franchising motor lodges in 1954. These were
generally rooms-only facilities constructed in conjunction with freestanding
Howard Johnson restaurants. The motor lodges and restaurants were often sepa-
rately owned and operated independently of each other. Ramada Inns started
out as a chain called Flamingo Motor Hotels in 1952. The name was later
changed to Ramada Inn Roadside Hotels in 1958 when the company started
successfully franchising.

Hotel franchising flourished during the 1960s and 1970s when a building boom,
fueled by financing made available through real estate investment trusts (REITs),
spurred the development of thousands of new hotel rooms. When the benefit of a
chain affiliation became apparent to sophisticated hotel investors, particularly mort-
gage lenders, either a franchise or a first-tier management contract became almost a
standard requirement of any development or acquisition deal. At present, very few
hotels are developed as independents.
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‘ 17.02 ADVANTAGES FOR FRANCHISORS

[1] Inexpensive, Rapid Expansion

Hotel companies that seek to become major chains often use franchising as a growth
vehicle because doing so generally requires a relatively modest capital investment
compared to developing or acquiring properties on their own. In addition, franchis-
ing does not require the extensive management structure that is needed to operate a
hotel management company. Depending on the up-front cost of a central reservation
system, the capital required to start a franchise chain can be as low as several hun-
dred thousand dollars for legal expenses, promotional material, and start-up costs.
The bulk of the expenses for a franchise company is actually the advertising and
promotional efforts needed to sell franchises and obtain the critical mass of franchis-
ees required in order to have an economically viable chain.

Another cost-saving aspect of a franchise system is that development responsi-
bilities are shifted to individual property owners. These parties typically have first-
hand knowledge of local real estate and business markets, so they are usually in a
better position than a franchisor to acquire the best sites and to handle the overall
development process.

The capital that makes a franchise organization grow comes from the owners of
the individual hotels in the form of fees. Franchisees assume the major portion of the
financial risk associated with opening a new hotel, but in return receive most of the
economic rewards.

‘ [2] Profitable Source of Revenue

The revenue generated by a hotel franchise chain typically comprises initial fees
payable by franchisees when they join the franchise system, along with ongoing roy-
alty fees. In addition, some franchisors require additional payments for services that
they provide, such as marketing, advertising, reservations, frequent traveler pro-
grams, and training.

The expenses incurred by franchisors that are chargeable against these fees are
generally for services provided by the franchisor and are usually minimal. Many of
the services provided by franchisors generate relatively fixed fees (e.g., centralized
reservation systems, chain directories, and various administrative functions) so a
franchise chain must have a sufficient number of properties under contract in order to
be profitable. Once the number of franchisees reaches this level (the ‘‘critical mass’”)
the franchise company typically becomes extremely profitable. Depending on the
nature of the services provided by the franchisor and the fees charged the franchis-
ees, this critical mass of properties can range in number from 20 to 50.

Many franchise companies also own hotels or operate properties under manage-
ment contracts, so franchising offers a means of spreading the fixed operating costs
of the owned or managed facilities among franchised properties, thereby achieving
the necessary critical mass in a shorter period of time.

[3] Customer Recognition and Brand Loyalty

Customer recognition is an important attribute for a hotel chain. While recognition
‘ can be created through advertising and promotion, one of the best methods of devel-
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oping a known hotel brand name is to have a product for people to see and use.
Having hotels in both popular destinations and in the cities en route to the destina-
tions (known in the industry as feeder cities) provides potential customers with the
opportunity to see or hear about the chain before selecting their overnight accommo-
dations. Most people are very particular in their choice of sleeping facilities, so prod-
uct knowledge (either first-hand or second-hand) is an important factor in the
selection process.

The rapid growth potential offered by franchising accelerates the essential pro-
cess of creating customer recognition. Once customers recognize a hotel product and
have been satisfied after using it, brand loyalty develops, which results in repeat
patronage along with positive word-of-mouth promotion.

[4] Income From Brand Name, Trademarks, Image, and Goodwill

Most hotel companies that offer franchise affiliations started in the industry by devel-
oping or acquiring properties that they owned or managed. Over time they created a
brand name and trademarks that in turn developed consumer image and goodwill.
Further development of the companies included a mode of operation consisting of a
home office management structure, operating systems and procedures, and in most
instances, a central reservation system and marketing network.

This entire package, particularly the established consumer image and goodwill,
has value—especially to an independent hotel in need of identity and image.
Franchising converts this intrinsic value into income for the franchisor. There often
is a direct relationship between a hotel chain’s consumer image and goodwill and the
volume of franchise fees generated on a per-property basis.

17.03 DISADVANTAGES FOR FRANCHISORS

[1]1 Loss of Operational Control

The operating responsibility for a franchised hotel lies with either the hotel’s owner
or the owner’s agent (i.e., a management company). The franchisor exerts very little
influence over the day-to-day operation of the property. Although franchise chains
attempt to control the quality and image of each individual hotel through rules and
regulations and periodic property inspections, the persistent fact that the franchisor
does not really have basic control over an operation can sometimes result in lower
standards of quality and service than the franchisor wishes to maintain. When this
occurs, the guests who experience the substandard level of quality service receive an
incorrect image of the entire chain, which can easily have a detrimental affect on
repeat patronage or word-of-mouth promotion.

For this reason, chains such as Hyatt, Westin, and Four Seasons prefer not to
franchise so as not to risk losing the operational control of a hotel. Marriott does
franchise, but only with a few management companies that Marriott believes will
maintain the levels of quality and service that it requires. Generally speaking, lodg-
ing chains associated with the higher classes of facilities are less likely to franchise
than those that provide a lower level of service because they are more concerned with
the need to maintain operational control.

Franchise chains attempt to exert operational control by periodically inspecting
each property to see that the facilities are well maintained and the hotel is operating
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at the prescribed standards. Backing up these inspections are extensive operating
requirements contained in the franchise agreement. Objective standards set by
franchisors, such as requirements that the hotel accept American Express credit
cards, that the restaurant be open from 6 A.M. to 10 P.M., or that all guestrooms have
a color television, are relatively simply enforced. Subjective standards are more dif-
ficult to evaluate and enforce. For example, determining whether an operator com-
plies with regulations stating that a hotel must, at all times, be clean and well
maintained or that an operation must be ‘‘first-class’’ can be difficult.

The ultimate penalty franchisors can wield in order to enforce their various regu-
lations and standards is the termination of the franchise. Unfortunately, the time it
takes to actually terminate a franchise, particularly if the franchisee is uncooperative,
can range from several months to one or more years. The termination process
becomes even more difficult if litigation is involved and the dispute involves a sub-
jective regulation.

For these reasons, loss of operational control can be a significant deterrent for a
hotel chain evaluating the potential of franchising. Not only is it difficult for a
franchisor to enforce its standards, but the process of terminating a franchise can be
time-consuming. The potential liability is a substandard hotel that could tarnish the
image and goodwill of the entire chain.

[2] Difficulties With Owners

A hotel franchise company generally has to work with many different property own-
ers and management companies. The hotel industry is largely ego-driven, so the
chances are good that the objectives of a franchise company will not always mesh
with the motivations and style of all of the individuals with which it works. In fact,
franchisees often band together and form a franchise association that represents their
interests when disputes with their franchisor arise.

In any case, the end result of maintaining a number of business relationships is
that hotel franchise companies often have to spend a considerable amount of time
and money attending to their franchises in order to keep their'system functioning in
an efficient and orderly manner.

[3] Liability Without Control

When a franchised hotel is involved in litigation, particularly in suits involving lia-
bility claims, the franchisor is often named as a defendant. Even though the hotel
chain is often found to have no control over the incident and therefore to bear no
liability, the cost of legal defense can often be considerable. Occasionally,
franchisors are found to be liable even though they do not have direct control over
the operation of a hotel. This liability exposure can be and generally is limited
through insurance, which in itself can represent a considerable expense.

[4] Quality, Service, and Cleanliness Control Problems

As described earlier, controlling the level of quality, service, and cleanliness at indi-
vidual properties is not easily accomplished by franchisors. These subjective cle-
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ments are always open to different interpretations, so that property owners are
sometimes able to get by with lower standards than those intended by the franchisor.

Periodic property inspections followed by counseling with on-site management
are the usual steps taken by franchisors seeking control of a property. Some chains
offer extensive training programs and operating manuals that describe the various
operating procedures that must be used to maintain the standards that they set. In any
event, maintaining acceptable levels in these areas can often involve a large amount
of effort and expense on the part of a franchisor.

[5] No Control Over Pricing

Another element beyond the control of a franchisor is the establishment of uniform
room rates and pricing policies for individual franchisees. For some types of lodging
chains, particularly those catering to price-sensitive travelers, a uniform pricing strat-
egy is highly desirable. Uneven pricing from one hotel to another can confuse cus-
tomers and adversely affect the image of the entire chain.

[6] Costly Start-Up

When a hotel chain first begins franchising, the company will generally experience a
negative cash flow until the number of its properties reaches the necessary critical
mass. Cash flow should turn around when the critical mass is reached, but the
franchisor must have sufficient funds set aside to provide the necessary services to
the franchises it has on board during the build-up period.

[ Mandatory Disclosure Document

All forms of franchising are strictly regulated by both the federal government and
certain state agencies. Aimed at protecting the small investor from risking life sav-
ings on fraudulent franchise schemes, these regulations require full disclosure of
many of the important business aspects of a franchise investment. This level of dis-
closure eliminates the possibility of franchisors creating individual agreements for
each potential franchisee and adjusting terms through negotiation. As a result, most
terms of a franchise agreement are fixed and are not subject to alteration.

The Federal Trade Commission (FTC) is the primary governmental overseer of
franchising in the United States. In order to offer (sell) a franchise, potential
franchisors must first file with the FTC a disclosure document known as a Uniform
Franchise Offering Circular (UFOC). While this document does not receive either an
approval or disapproval from the FTC, it must be accurate and current. The follow-
ing list contains the major items that must be addressed in a UFOC.

1. Introduction. Brief introduction and warnings that the material should be
read carefully and that a lawyer or an accountant should be consulted.
Notice from the FTC that even though the offering circular has been filed
with that agency, they have not checked it and do not know if it is
correct.

2. The franchisor and any predecessor. Description of the franchisor and the
franchised business. Date when the franchisor started the business, its
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3.

10.

11.

12.

13.

14.

15.

17.03[7]

business address, any previous owners. An overview of the franchised
business, its concept and strategy.

Identity and business experience of the persons affiliated with the
franchisor; Franchise brokers. Biographical sketches of the directors,
principal officers, and other executives who have management
responsibility in the franchisor’s business.

Litigation history. Description of any past or present litigation involving
the franchisor or the persons affiliated with the franchisor described in
Item 2.

Bankruptcy. Fifteen-year bankruptcy history for the franchisor, its
predecessor, or any of the persons affiliated with the franchisor described
in Item 2.

. Franchisee’s initial fee or other initial payment. Description of the initial

fee paid by franchisee to acquire the franchise. Description of the
franchisor’s expenses that are paid from the initial fee.

. Other fees and expenses. Description of the other fees and expenses

payable by the franchisee during the term of the franchise, which
typically include: royalty fees; accounting and auditing fees; advertising
fees; expansion fees; initial leasehold construction fees; furniture, fixture,
and equipment fees; insurance fees; ongoing maintenance fees;
refurbishing fees; telephone reservation referral fees; transfer fees; and
training fees. Statement of whether these charges and fees are to be paid
to the franchisor, or expenses to be paid to other parties such as
contractors, furniture and equipment dealers, and accountants.

. Franchisee’s estimated initial expense. A broad estimate of the major

expense categories involved in developing and starting a lodging facility
typical of what will be franchised.

. Obligations of the franchisee to purchase or lease from designated

sources. Terms of any requirement for franchisee to purchase or lease
anything from either the franchisor or suppliers designated by the
franchisor.

Obligations of the franchisee to purchase or lease in accordance with
specifications or from approved suppliers. Terms of any requirement for
franchisee to utilize either approved specifications or suppliers when
purchasing.

Financing arrangements. Terms of any agreement by franchisor to
provide any financing to the franchisee.

Obligations of the franchisor; other supervision, assistance or services.
List of the services and obligations of the franchisor, which are generally
subdivided into pre-opening obligations and continuing obligations.

Exclusive area or territory. Details of any exclusive areas or territories
granted by the franchisor.

Trademarks, service marks, trade names, logotypes, and commercial
symbols. Description of the various marks and trade names owned by the
franchisor and available to the franchisee. Description of any known
infringement or agreements limiting the use of these marks.

Patents and copyrights. Description of any patents and copyrights owned
by the franchisor. Terms of issuing and maintaining operating manual
supplied to franchisee, including any provisions regarding confidentiality .
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16. Obligations of the franchisee to participate in the actual operation of the ‘
Jfranchised business. Rules pertaining to whether the franchisee must
actually operate the hotel or can hire a professional management
company. Restrictions, if any, regarding the conduct of other hotel
business activities and the diversion of business to other hotels are also
described.

17. Restrictions on goods and services offered by the franchisee. Definition
of what goods and services can be offered by the franchisee at the
franchised premises.

18. Renewal, termination, repurchase, modification, and assignment of the
Jfranchise agreement and related information. Various aspects of the
franchise terms including length of initial term and renewal term;
termination by franchisee; termination by franchisor, with and without
notice; obligations upon termination or expiration; franchisee’s interest
upon termination or non-renewal; transfer of interest by franchisor;
transfer of interest by franchisee; transfer upon death or mental
incapacity; franchisee sale of its securities; corporate transfers; non-
waiver of claims; covenants not to compete; and modifications of
agreement.

19. Arrangements with public figures. Description of any public figures
involved with the franchise.

20. Actual, average, projected, or forecasted franchise sales, profits, or
earnings. Any statement or projection of sales, profits, or earnings, made
by the franchisor.

21

Information regarding franchises of the franchisor. Data relating to the
number of franchises currently in existence and the projected franchise
sales for one year.

22. Financial statements. Recent audited financial statements of the
franchisor.

23. Contracts. Complete copy of franchise agreement and other contracts that
must be executed by the franchisee.

24. Statement of prospectus accuracy. Representation by franchisor that
prospectus is accurate.

28. Acknowledgment of receipt by a prospective franchisee. Statement by

prospective franchisee noting the date of receipt of the UFOC.

The UFOC must be given to a prospective franchisee at the earlier of the
first ‘‘personal meeting’’ or ‘‘the time for making disclosures.”” The FTC
defines the ‘‘time for making disclosures’” as 10 business days prior to the
earlier of (1) the execution by a prospective franchisee of any franchise agree-
ment imposing a binding legal obligation or (2) the payment by a prospective
franchisee of any consideration in connection with the sale or proposed sale of
a franchise.

In addition to the FTC disclosure requirements, the following states impose
additional franchise regulations, some of which are more stringent than the federal
rules: California, Hawaii, Illinois, Indiana, Maryland, Michigan, Minnesota, New
York, North Dakota, Oregon, Rhode Island, South Dakota, Virginia, Washington,
and Wisconsin.
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‘ The ultimate effect of this level of disclosure is to establish uniformity in
franchise structures, requirements, and fees, and thus eliminate any advantage a
franchisor may have over a franchisee in terms of bargaining power.

17.04 ADVANTAGES FOR FRANCHISEES

[1] Instant Recognition and Shortened Start-Up Period

The primary benefit of a franchise affiliation for a hotel is the instant name recog-
nition that it provides. Hotel patrons traveling to new destinations often look for a
lodging facility with a recognizable name and image because they seek a certain
degree of assurance that the quality of the accommodations and service at the
hotel they choose will meet the expectations they have that are based on prior
experience with (or recommendations of) the same product. Although an indepen-
dent hotel without a chain identity may well develop its own reputation and
patronage, the period of time needed to penetrate the market in this fashion may
extend over many years. Another decided advantage for new hotels with a recog-
nizable affiliation is that they generally experience a faster build-up of patronage.
This shortens the normal start-up period, so that a hotel with a chain affiliation
will reach a stabilized occupancy level more quickly than would a new, non-affili-
ated hotel.

. [2] Attraction of Different Market Segments to Different Franchises

Over time, hotel chains develop specific images in various market segments. For
example, Marriott Hotels, Hyatt Hotels, Westin Hotels, and Hilton Hotels generally
achieve high penetration in the meeting and convention market segment. Holiday
Inns, Ramada Inns, and Doubletree Hotels have a strong following in the commer-
cial segment while Howard Johnson has an orientation towards the leisure market
and Days Inns attracts many senior citizens.

The market strengths of each lodging chain can directly benefit the hotels that
take on their franchises, so a hotel owner looking for a franchise affiliation should
thus be aware of the market strengths of each available franchisor and determine
which affiliation will make the best use of both the available market and the subject
property’s contemplated or existing facilities.

[3] Proven Method of Operation and Product Merchandising

Successful, established hotel chains generally allow potential franchisees access to
the manuals and training programs that they have developed as internal guidelines for
their mode of operation and product merchandising. By reviewing these materials, a
franchisee can be certain that the franchisor has tried and proven systems and proce-
dures that will increase the chances of franchise success.
Franchise companies often have several company-owned hotels that serve as lab-
oratories for developing systems and procedures. Prospective franchisees, lenders,
‘ and investors look at the operating results of these properties and use them as a
means of confirming the ability of the franchisor to run viable, profitable hotels.
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17.05 DISADVANTAGES FOR FRANCHISEES

[1] Excessive Cost if Incorrect Franchise Is Chosen

The selection of a franchise is one of the most important decisions that a hotel owner
must make. Choosing the wrong franchise almost always adversely affects operating
results. For example, an affiliation with a luxury-quality, convention-oriented lodg-
ing chain will negatively impact a hotel that, based on local market conditions and
characteristics, should be oriented towards the budget-rate, leisure market segment.
Some of the costs that can result from selecting the incorrect franchise include

* Operating losses during the period the ineffective affiliation is in use
* Cost of acquiring a new franchise

¢ Cost of purchasing new identity items such as signs, logos, and
monogrammed items

* Operating losses during the initial occupancy build-up period under the new
franchise

[2] No Guarantee of Success

Hotel franchisors typically have no financial interest in the properties they franchise

and make no representation that a particular franchise will be an economic success.

In fact, franchisors occasionally set operating standards that may in themselves be

costly to the franchisee, such as requiring a hotel to be opened year-round even ‘
though operating during the off-season is unprofitable.

Even though franchise offerings are regulated by the FTC and some state agen-
cies, franchise salespeople have occasionally resorted to unethical practices in order
to sell new franchises. The compensation received by many of these salespeople is
based on the number of franchises they sell, so without strict supervisory control,
some salespeople may attempt to sell franchises either to unqualified owners or to
projects that have no economic feasiblity. This type of conduct was partially respon-
sible for the overbuilding that took place during the early 1970s.

[8] Nontransferable Franchises

Some hotel franchisors do not allow existing owners to freely tansfer a franchise to a
new owner in the event of a sale. Some of the transfer restrictions typically imposed
by franchisors include

* Payment of a transfer fee

¢ Approval of new owner by franchisor

¢ Application for an entirely new franchise

* Refurbishment of hotel to meet current franchise standards
¢ Right of first refusal on transfer

Ultimately, the risk posed to the seller by these transfer restrictions is that the
franchise may not be renewed or that it can only be renewed for a price. For exam- .
ple, a transfer may require spending hundreds of thousands of dollars in order to
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bring a hotel up to current standards. Anything that could inhibit the transfer of a
valuable franchise could also adversely affect the market value of the property.

[4] Short Term of Franchise

Franchisees and potential buyers face the risk that the reversionary value of an
investment in a hotel will be discounted if its franchise cannot be renewed or
extended. Since the economic lives of hotels generally span 30 to 40 years, and
franchise terms typically range from 10 to 20 years, continuation of a favorable
franchise affiliation is important. A change of name and image midway along a
hotel’s economic life can result in severe marketing and financial difficulties. For
this reason, first-tier hotel management companies typically require contracts that
extend beyond 20 years in order to preserve the name integrity of the chain.

[5] Little Control Over Other Franchisor Affiliations

Most franchise agreements are not overly restrictive regarding the number of new
hotels in the market area with which the franchisor can be affiliated. Occasionally, a
franchise will grant a property owner an exclusive area for a specific period of time,
but in most cases a franchisor is free to add a new product to a market whether it is
another franchised hotel or a property managed or owned by the franchise company.
With the recent trend in product segmentation, franchisors will sometimes claim that
adding a product to a market area that caters to a different market segment or price
classification will not adversely impact an existing franchisee. This may not always
be the case, however.

[6] Adherence to Chainwide Standards

The various regulations and standards developed by franchisors are designed to cover
all the hotels in the chain and ensure uniform mode of operation and image. Occa-
sionally, these standards may be inappropriate for a specific property, or unsatisfac-
tory to a particular owner, but franchisors generally do not allow any deviation from
their system. The chainwide standards that can negatively affect individual hotels
include

* Required year-round operation
* Set operating hours for restaurants, lounges, and room service;

» Minimum staffing level requirements, such as 24-hour door attendants and
bell hops

* Participation in chain advertising and requent traveler programs

* Required amenities, such as a swimming pool, a restaurant, room service, a
lounge, or free parking

Property owners who would be adversely affected by these types of standards are
sometimes able to work out exemptions with franchisors before signing an agree-
ment.
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[7] Benefits Dependent on Number of Properties in Chain

Just as a franchise chain has a critical mass for the franchisor at which franchise
revenues cover the costs of licensing and maintaining franchises, so too does a
franchaise chain have a critical mass for the franchisee, at which the economic bene-
fits of the franchise affiliation exceed the cost of acquiring and maintaining it. The
benefits of a franchise affiliation that are directly related to the number of properties
in the chain include

¢ Reservation referrals from other properties

* Word-of-mouth referrals from patrons with favorable experiences
* Advertising and marketing assistance

* Additional chain services

* Sophisticated central reservation system

A potential franchisee should evaluate the price/value relationship of joining a
hotel chain, particularly in light of the fact that some new franchisors will reduce
initial and continuing franchise fees during their start-up period to reflect the reduced
level of benefits that they provide compared to an established chain.

[8] Lack of Control Over Chain Quality and Image

Individual franchises have little control over any of the operating policies of the
franchisor that adversely affect the overall quality and image of the franchise chain,
and so are essentially at the financial mercy of the franchisor. An analysis of the
hotel franchise organizations that started during the 1950s and 1960s yields examples
of chains that faded in popularity and others that increased in strength because of
their ability or inability to maintain efficient operating policies. The necessary
polices for a franchise company include

* Mechanism for terminating franchises that do not maintain an appropriate
level of quality and service

* Mechanism for removing hotels from the system that are not functionally
up-to-date

* Periodic update of marketing strategies and chainwide customer image
* Consistent product and unified image

A 20-year franchise commitment will typically expose the owner of the affiliated
hotel to at least one complete turnover in the management of the franchise company.
New policies and management outlook evolve on a continual basis, and this may or
may not be a positive influence on the entire lodging chain.

17.06 SERVICES OFFERED BY FRANCHISORS

Like any other long-term financial relationship, obtaining a hotel franchise has cer-
tain risks and benefits. Hotel owners can minimize the possibility of an unpleasant
experience by carefully reviewing the services offered by individual franchisors and
dealing only with reputable franchise companies.
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[1] Site _Selection and Market Analysis

Hotel franchise chains will often help prospective franchisees to select a suitable
hotel site and analyze the characteristics of the surrounding market area. In this
regard, however, their assistance is reactionary in that franchise companies will gen-
erally only comment on a potential site chosen by the franchisee; they will not actu-
ally seek out suitable locations.

Franchisors also typically recommend independent hotel appraisers who can per-
form market analyses for potential franchisees. Franchisors are also often able to
assist appraisers by providing important data such as the room rates and occupancy
levels of competitive lodging facilities, the number of fill nights at other chain
properties in the market area, and reservation data regarding the amount of satisfied
and unsatisfied lodging demand in the immediate area.

[2] Provison of Plans and Specifications

Hotel chains that seek to have a uniform image or character for their properties will
generally provide prototypical architectural plans to the franchisee that can be modi-
fied and adjusted to fit a particular site. The benefit of these plans to the franchisee is
two-fold: they often reduce development cost, and they assure a well-conceived,
functional property. Some franchisors also provide detailed specifications for con-
struction and furnishings in order to maintain the quality standards of the chain.

Potential hotel developers should realize that most hotel chains have strict guide-
lines concerning plans and specifications for constructing and furnishing their facili-
ties. Because of this fact, developers should make no significant expenditures for
architectural plans until a franchise is selected and their required specifications are
obtained.

[3] Development Assistance

Hotel franchisors are often able to provide assistance during the construction of a
hotel. At the minimum, a hotel chain will usually want the opportunity to approve
plans and specifications prior to construction and to inspect for compliance during
development and after the project is completed. Some franchisors, however, have in-
house development experts who will provide extensive support in all phases of the
development process. The cost of these services is generally an additional charge
over the normal franchise fees.

[4] Assistance in Obtaining Financing

Franchisors generally do not secure financing for franchisees, but they do sometimes
assist in assembling loan packages for lenders. A good hotel chain typically develops
relationships with the various financial components necessary to obtain financing,
which include: firms that perform market studies and appraisals, mortgage bankers
and brokers, construction lenders, permanent lenders, equity syndicators, joint ven-
ture partners, and investors. A potential franchisee should investigate these contacts
to see if the proposed franchise can obtain financing.
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Financing is an important aspect of a hotel development or acquisition, so more
franchisors can be expected to take an active role in obtaining funds in the future. A
franchise package that offered not only the normal franchise benefits but also some
form of financing commitment would be an unbeatable combination for attracting
franchisees.

[5] Publicity and Promotion Assistance

Generally, hotel chains that sell franchises have prepared professional advertising
and promotional campaigns that include logos, trademarks, signs, property, bill-
boards, and print, and radio and television ads. Franchisees can usually obtain these
advertisements and promotional material from the franchisor and immediately use
them in the proper media.

[6] Centralized Purchasing

Many franchisors offer centralized purchasing services that are able to take advan-
tage of quantity discounts available to large volume buyers and pass these savings on
to the individual franchisees. Not only can the financial benefits of centralized pur-
chasing be substantial, but the ease of ordering, receiving, and accounting is often
greatly simplified. Vendors, realizing the purchasing power of an entire organiza-
tion, are also more likely to provide better service. Centralized purchasing not only
reduces the cost of buying products such as furniture and operating supplies, but it
also decreases the price of services such as advertising, accounting, and legal coun-
sel. Centralized purchasing is generally a voluntary service; in most instances, the
franchisee is free to purchase supplies, furnishings, and equipment from any vendor
in the market as long as the specifications of the item purchased meet the franchisor’s
approval.

Another advantage gained by the buying power of a lodging chain is that indi-
vidual franchisees are able to receive reductions in credit card commissions.

[7] Referrals Between Properties
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One of the primary benefits of belonging to a lodging chain is the referral of business
between the properties within the chain. In effect, each property in the chain func-
tions as a marketing office that creates room-nights of demand for other hotels
throughout the chain. For example, when a patron is checking out of one hotel, the
front desk personnel should determine whether the traveler requires a reservation at
the next destination. If so, a sale should occur and a reservation should be made with
another franchisee in the chain. Similarly, when meeting and convention groups
have been satisfied with the service and accommodations they received by one hotel
in a chain, they should be referred directly to other chain hotels for future meetings.
Individual franchisees benefit by keeping hotel patrons ‘‘within the chain’> through
property level referrals.

Hotel owners who are prospective franchisees should investigate whether a
franchisor actively encourages referral activity between properties, and if so,
whether there is chain representation in the feeder cities where this type of reserva-
tion activity would originate.
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‘ [8] Centralized Reservation System

Another major benefit of a franchise affiliation is the centralized reservation system
that ties the entire chain together. Most hotel chains offer a reservation system con-
sisting of a central reservation office with a toll-free telephone number. Staffed by
trained personnel, the central reservation office takes all reservation requests and
records the following information:

* The hotel within the chain that is the most convenient destination to the
caller

* The availability of accommodations at the requested hotel on the desired
date(s)

¢ Available room rates

* A reservation, if the caller so chooses

* Guarantee of the reservation, if necessary

* Any special request

* Information about the caller (e.g., name, address, and telephone number).

These data are stored in the central reservation computer for future statistical analysis
and, if necessary, are also transmitted to the property to confirm the reservation and
identify the patron.

Hotel franchise reservation systems vary in sophistication. Potential franchisees
should investigate the workings of each reservation system to determine which will
work best for their particular operation. The aspects of the system that should be

. analyzed include the following:

) The number of reservations the central system actually generates for the
properties within the chain. (The franchisee should trace this data to
individual properties that have locations similar to the subjecty property, and
then analyze the reservation data on both a monthly and weekly basis.)

1
[0 The number of reservations that represent actual room-nights and the
number that result in no-shows.

(1 The number of reservations that are currently unaccommodated within the
potential franchisee’s market area, and to what properties unaccommodated
reservations are currently referred.

[0 The identity of the properties in the chain from which the subject property
can expect to receive reservation overflow. Reservation system computers
are programmed to refer unaccommodatable reservations to another
property within the chain, usually the closest based on travel time. This
procedure should, however, be verified to ensure that the potential
franchisee’s hotel will receive its fair share of overflow reservations.

[0 The identification of the potential franchisee in the reservation system. For
example, a hotel might be known as the Sleep-Inn-Downtown or Sleep-
Inn—Convention Center or Sleep-Inn—Airport or Sleep-Inn—Interstate.
Incorrect information conveyed by a name or description could divert
reservations and patronage to other properties—even if they are less well
located to the traveler’s final destination.

‘ Hotel franchise companies with centralized reservation systems are generally
able to provide franchisees with market analysis based on their reservation data.
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The reports containing this research information that are usually available to fran-
chisees include:

These reports can provide important market research information to the franchisee. .

U Reservation originations. A listing of where reservations originate,
categorized either by zip code or by telephone area code. This information
is useful in planning future marketing programs.

Ul Reservation denial report. A listing of the number of potential patrons
who attempted to make a reservation at a specific property but, because
the property was fully booked, could not be accommodated. This
information is important for quantifying unaccommodated demand, which
provides an indication of the need to expand a property.

0O Occupancy comparisons. A report showing how a specific property’s
occupancy percentage compares to other hotels of the same franchise in
the property’s market area, state, and region. This information is useful in
evaluating operating performance.

A potential franchisee should request to see examples of the different reservation

system reports offered by franchise chains in order to determine which offers the
most useful information.

[9] Proven Mode of Operation

A franchisor should provide the franchisee with a tried and proven mode of operation .
that includes all the systems and procedures that are necessary in order to operate the

franchise efficiently. In most instances, the information regarding the implementa-

tion of the mode of operation is communicated by either training programs or an

operations manual offered by the franchisor.

Some chains offer extensive schools or seminar programs to familiarize manage-
ment level personnel with the chain’s mode of operation and general philosophies.
Other franchisors have detailed operating manuals that provide recommended solu-
tions to almost any problem that the management of the property may encounter.
While the assistance provided by the franchisor will not substitute for actual hotel
operating experience, it is important to utilize the experience of the hotel chain in
order to reduce the number of operational errors and to conform with the chainwide
image and mode of operation of the franchisor as well.

[10] Marketing Offices

Most hotel chains, particularly those with a group marketing orientation, maintain
national and regional marketing offices that generate meeting, convention, and group
business. This service is particularly beneficial for those hotels that anticipate heavy
usage in the meeting and convention segments. The time and effort required to estab-
lish the marketing infrastructure to effectively penetrate the meeting and convention
segment can be overwhelming for an individual hotel; tapping into a chain’s database
of group business can be a substantial advantage. The potential franchisee should
verify that such information does exist and will ultimately produce meeting and con-
vention room-nights for the subject property.
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[11] Property Inspection and Evaluation

Quality assurance is an important activity for franchisors. A hotel chain is only as
good as its poorest hotel, so constant inspection and evaluation on the part of the
franchisor is necessary to maintain a consistent level of physical and service quality.

Most hotel chains will inspect their properties two to four times per year. The
purpose of these inspections is to monitor quality standards and familiarize the on-
site management with the techniques used to maintain the required level of quality.
Rigid enforcement of quality standards is extemely important for the success of a
franchise system, so the methods of regulating property level quality should be
closely evaluated by potential franchisees.

17.07 FRANCHISE FEES

When evaluating a possible hotel franchise, one of the most important economic
considerations is the structure and amount of the franchise fee. Hotel franchise fees
are the compensation paid to the franchisor for the use of the chain’s name, logo,
identity, image, goodwill, operating systems and procedures, marketing plans, and
referral and reservation systems. Franchise fees are normally formulated utilizing an
initial fee paid upon applying for the franchise plus continuing fees paid periodically
during the term of the franchise.

[1] Inital Fee

The inital fee typically takes the form of a minimum dollar amount plus an additional
amount based on the hotel’s room count. For example, the initial fee may be a mini-
mum fee of $45,000 plus $300 per room for each room over 150 (so a hotel with 125
rooms would pay $45,000, and one with 200 rooms would pay $60,000). The initial
fee is paid upon submission of the franchise application and it covers the franchisor’s
cost of processing the application, reviewing the site and market potential, evaluat-
ing the plans, inspecting the property during construction and providing services
over the pre-opening phase. Occasionally, if the hotel is existing and the franchise
represents a conversion, the initial fee structure will be reduced. Some franchisors
will return the entire initial fee if the franchise is not approved while others will keep
a portion (5 to 10 percent) to cover the cost of reviewing the application.

[2] Continuing Fees

The payment of a continuing franchise fee begins when the hotel opens, and is paid
monthly over the term of the franchise. Such fees are referred to by several different
names depending on how the payment is used by the franchisor.

[a] Royalty Fee

Almost all franchisors collect a royalty fee, which represents compensation for the
use of the chain’s name, logo, goodwill, and other franchise services. A significant
margin of profit is generally incorporated in a royalty fee.
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[b] Advertising or Marketing Fee

Chainwide advertising and marketing consists of national or regional campaigns in
various types of media along with the development and distibution of a chain direc-
tory, as well as marketing efforts directed at groups and other specific market seg-
ments. In many instances, the advertising or marketing fee goes into a fund that is
administered by the franchisor on behalf of all members of the chain. The use of
these fees is restricted solely to the promotion of the chain and does not normally
represent a source of profit for the franchise company.

[c] Reservation Fee

If the franchise chain has a reservation system, the reservation fee supports the cost
of operating the central office, telephones, computer, and reservation personnel. As
with the advertising or marketing fee, the reservation fee is structured to cover the
cost of the reservation system and generally contains little profit for the franchisor.

[d] Training Fee

Those franchisors that provide extensive training programs for their franchisees levy
training fees that cover the cost of the instructional programs.

[3] Continuing Fee Assessment
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Continuing franchise fees are assessed based on several different formulas. Royalty
fees are generally based on a percentage of rooms revenue (usually between 3 and
6.5 percent). Advertising, marketing, and training fees are generally calculated on a
percentage of rooms revenue (usually 1 to 3 percent), but sometimes are based on a
dollar amount per available room per month. Reservation fees may also be based on
either a percentage of rooms revenue (1 to 2.5 percent) or a dollar amount per avail-
able room per month, but in some instances are assessed by an amount per reserva-
tion sent to the property through the central reservation system ($4 to $6). These
various formulas may be used by themselves or they may be combined with each
other. For example, the marketing fee for a franchise may be the greater of $0.50 per
available room per day or 2 percent of rooms revenue.

Each one of these fee structures has advantages and disadvantages for individual
properties. A fee based entirely on a percentage of rooms revenue is favorable for
hotels that derive significant income from food and beverage sales. Fees based on an
amount per available room are fixed fees that tend to benefit hotels with high
volumes. Reservation fees based on the number of reservations received are reasona-
ble as long as the reservations counted are those that ultimately became room-nights
of occupancy and not merely no-shows.

The specific fee structures required by a franchise company must be disclosed in the
UFOC that it must file with the FTC, so potential franchisees can evaluate the fee struc-
ture of prospective franchise companies and determine whether the price/value relation-
ship warrants the acquisition of a particular franchise. Tables 17.1, 17.2, and 17.3,
developed from information contained in UFOCs, provide comparisons of the fees
charged by various franchise companies. Each table deals with a different class of lodg-
ing facility (i.e., economy, mid-rate, and first-class) and the data in them is derived from
the following operating information for a hotel representative of each respective class.




HOTEL FRANCHISES

TABLE 17.1

Economy Hotel
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Room count
Average room rate— Year 1
Room rate growth
Occupancy—Year 1
—Year 2
—Years 3 to 10
Projection period
Total rooms revenue during 10-year projection period
Number of reservations from franchisor

100 rooms

$35.00

5% per year

60%

70%

75%

10 years

$11,794,243

15% of occupied rooms

Mid-Rate Hotel

Room count 200 rooms

Average room rate— Year 1 $65.00

Room rate growth 5% per year

Occupancy—Year 1 60%
—Year 2 70%
—Years 3 to 10 75%

Projection period 10 years

Total rooms revenue during 10-year projection period
Number of reservations from franchisor

First-Class Hotel

$43,798,356
15% of occupied rooms

Room count
Average room rate—Year 1
Room rate growth
Occupancy—Year 1
—Year 2
—Years 3 to 10
Projection period
Total rooms revenue during 10-year projection period
Number of reservations from franchisor

Comparison of Economy Hotel Franchise Costs

300 rooms

$95.00

5% per year

60%

70%

75%

10 years

$96,027,117

15% of occupied rooms

Total cost as

a percentage
Total initial Annual Annual Annual of total
fee (based on Annual reservation advertising miscellane-  Total 10-year rooms
Name room count) royalty fee fee fee ous fee costs revenue
Best Inns $10,000 $235,885 $ 0 $ 0 $ 0 $245,885 2.1
Comfort Inns 30,000 471,770 157,910 117,942 ] 777,622 6.6
Country Hearth Inns 25,000 471,770 45,000 176,914 0 718,683 6.1
Econolodge 20,000 471,770 0 294,856 0 786,626 6.7
Friendship Inns 12,750 178,850 0 0 9,000 200,600 1.7
Hampton Inns 35,000 471,770 354,856 o] 0 861,626 7.3
Master Host 10,000 353,827 24,000 58,971 0 446,799 3.8
Sleeplnns 55,000 471,770 157,910 190,942 0 875,622 7.4
Microtel 25,000 412,799 0 0 0 437,799 3.7
Red Carpet Inn 8,000 353,827 24,000 58,971 0 444,799 3.8
Rodeway Inns 20,000 353,827 0 412,799 0 786,626 6.7
Scottish Inns 5,000 235,885 24,000 58,971 0 323,856 2.7
Super 8 20,000 471,770 0 235,885 0 727,655 6.2
TravelLodge 15,000 353,827 0 412,799 0 781,626 6.6
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Comparison of Mid-Rate Hotel Franchise Costs
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Total cost as

a percentage
Total initial Annual Annual Annual of total
fee (based on Annual reservation advertising miscellane-  Total 10-year rooms
Name room count) royalty fee fee fee ous fee costs revenue
Best Western $26,500 $ 329420 $ 24882 $ 33,340 $ 0 $ 414,142 1.0
Club House Inn 25,000 1,751,934 279,773 656,975 0 2,713,682 6.2
Compri Hotel 30,500 1,313,951 0 1,313,951 0 2,658,401 6.1
Country Inns 20,000 1,313,951 127,760 1,313,951 0 2,775,661 6.3
CrestHil by Hilton 85,000 2,189,918 564,007 437,984 0 3,276,908 75
Days Inns 43,000 2,846,893 649,473 0 0 3,539,366 8.1
Holiday Inn 60,000 1,761,934 543,584 437,984 0 2,793,501 6.4
Howard Johnson's 60,000 1,751,934 485,984 875,967 0 3,173,885 7.2
Innsuites International 25,000 1,094,959 159,870 437,984 0 1,717,813 3.9
Park Inns 30,000 1,270,152 394,185 437,984 87,597 2,219,918 5.1
Quality Inns 60,000 1,313,951 517,919 437,984 0 2,329,853 53
Ramada Hotels 45,000 1,313,951 1,532,943 437,984 0 3,329,877 7.6
Treadway Inns 20,000 1,095,018 319,740 657,011 0 2,091,769 4.8
Viscount 30,000 1,313,951 0 1,532,943 0 2,876,893 6.6
TABLE 17.3
Comparison of First-Class Hotel Franchise Costs
Total cost as
a percentage
Total initial Annual Annual Annual of total
fee (based on Annual reservation advertising miscellane-  Total 10-year rooms
Name room count) royalty fee fee fee ous fee costs revenue
Clarion $ 60,000 $2,880,814 $1,080,174  $1,179,271 $ 0 $5,200,259 54
Embassy Suites 150,000 3,841,085 1,118,671 1,920,542 0 7,030,298 7.3
Hawthorn Suites $120,000 $3,841,085 $ 0 $2,400,678 $ 0 $6,361,763 6.6
Hilton Inns 55,000 4,801,356 846,010 0 0 5,702,366 59
Holiday Inn
Crowne Plaza 90,000 3,841,085 1,118,671 1,440,407 0 6,490,163 6.8
Omni Hotels 48,500 2,880,814 0 3,360,949 0 6,290,263 6.5
Preferred Hotels 17,500 300,000 899,269 0 12,000 1,228,769 13
Radisson Inns 56,650 3,841,085 0 3,360,949 1,650 7,260,334 7.6
Sheraton Inns 60,000 4,801,356 639,000 0 0 5,650,356 5.7

A comparison of the percentage relationship of total 10-year franchise fees to total
rooms revenue yields interesting results. The range is from a low of 1.0 percent to a
high of 8.1 percent, with the average being 5.6 percent. However, the chains that
have the lowest franchise fee percentages, such as Best Western and Preferred
Hotels, are not technically franchises, but rather associations or referral organiza-
tions. These groups are structured for the benefit of all their member hotels, so their
fees are oriented more toward covering operating costs than producing profits. These
percentages are therefore somewhat representative of the actual cost of operating a
franchise organization, which provides an indication of the margin of profit realized

by other chains.
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17.08 HOTEL FRANCHISE SELECTION PROCESS

The selection of an appropriate franchise affiliation is one of the most important
decisions to be made during the entire hotel development or acquisition process. The
chain affiliation of a hotel affects the property’s image, market orientation, ability to
benefit from referral business and a central reservation system, ability to compete in
the local market, potential for future competition, and ability to generate profits. A
poor choice of a franchise can seriously affect the competitiveness of a hotel and its
ultimate profitablility and financial success.

[1] Market Study and Appraisal

Selecting a hotel franchise is essentially a matter of first identifying what sort of
hotel represents the highest and best use of a property and then determining which
hotel chain affiliation would best complement the type of hotel chosen. The key to
determining the highest and best use of a property is a thorough market study and
appraisal. As described in Part II, a market study and appraisal is an evaluation of
the market potential of the subject area. Based on the locational and competitive
factors determined to be influencing the subject property, recommendations are made
in the study regarding market orientation, types of facilities required to cater to this
orientation, and the appropriate class or level of quality for the facility. Once these
characteristics have been determined and the highest and best use established, appro-
priate franchise affiliations can be investigated based on their ability to complement
and create demand for the subject property.

Developers should evaluate the important factors regarding franchises before
proceeding to the next step in the selection process. The first factor that should be
considered is that a hotel chain will not consider granting a franchise that will be
directly competitive with another lodging facility that it owns, manages, or has
franchised in the same market area unless there is sufficient existing and unaccom-
modated room-night demand. The presence of a competitive property within the
market should not deter a potential franchisee from investigating whether the
franchisor will consider a franchise application. In some cases, a franchisor may be
considering the termination of a franchise, which could mean an available opening
for a new property. However, the presence of another property in the same market
area should alert the hotel owner to research other franchise opportunities.

The second factor to be considered is whether or not a franchisor has any proper-
ties in the feeder cities to the subject’s market area. It is important from a marketing
point of view that a franchisor have representation in the cities that will provide
demand to the subject property’s market area. Familiarity with a product often influ-
ences the selection of a lodging facility.

[2] Analysis of Suitable Franchise Affiliations

Once several suitable franchisors have been found, the prospective franchisee should
contact the appropriate franchise salespeople and request a copy of their company’s
UFOC. This document will contain a wealth of information, but additional investiga-
tion will probably be necessary. The following checklist contains questions that the
prospective franchisee should ask in order to properly evaluate a franchise affiliation
and make a suitable selection.
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[1 How long has the chain been in business?

[ Is the chain growing? How many properties did it have five years ago?
How many properties does it have at present? How many properties is it
expected to have two, five, and 10 years from now? How many properties
are owned, managed, or franchised by the chain? Has the product or
concept been market tested?

O How many franchises were terminated over the last five years? What were
the reasons for terminating these franchises?

[0 What are the names, addresses, and phone numbers of franchisees that can
be contacted for references?

00 What percentage of the chain’s properties are up-to-date in design, and
what percentage are currently being refurbished?
[ Reservation system:

* How many reservations per property does it produce—on an annual,
monthly, and weekly basis?

* Does it tie into airline reservation systems?

* How effective is the reservation system for other properties in the market
area? For similar properties outside the market area?

* What types of reservation reports are available?
* What is the typical percentage of no-shows from the reservation system?

* What is the operating performance of other chain hotels within or near
the subject’s market area?

* What services are offered by the franchisor? Is there an additional charge
for these services?

* What is the chain’s reputation among travelers?

* Does the franchisor only sell franchises to individuals it considers
qualified?

[3] Negotiation of Final Terms

Because a franchisor is generally required to amend the UFOC whenever any impor-
tant terms of a franchise agreement are changed, most hotel chains will not negotiate
variances to their standard agreement. Occasionally, however, some additions and
modifications such as the following can be obtained.

Ul Exclusive territory. Sometimes franchisors will grant exclusive territories
to franchisees who promise to develop a certain number of properties in
the area within a specific period of time. Having franchise control over a
geographic region often creates value for the holders of these exclusive
territories, who can sometimes sell the franchise rights to others.

L1 Protected areas. Franchisees are sometimes able to negotiate an
agreement by which the franchisor cannot own, manage, or franchise
another property within a specified geographic area for either a certain
period of time or until a certain level of operating performance is achieved
at the franchisee’s property (e.g., occupancy over 70 percent for two
consecutive years). A protected area is an important benefit if it can be
obtained from a franchisor.
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In regard to the final selection of a franchise company, potential franchisees
should strive to make their choice as early as possible in the development or acquisi-
tion process. Most franchisors have specific requirements for layout, design, quality,
and furnishings, so it is advantageous to involve the franchisor before any architec-
tural plans or specifications are made. The franchisee should always ask for an
exclusive area, since this technique is an effective means of prohibiting new compe-
tition. If the franchise chain that is chosen is new, the franchisee should ask for
reduced fees until the chain reaches a certain size. Finally, since the reservation
system is one of the key elements to a franchise affiliation, the franchiser should try
to obtain some type of guarantee that the system will be effective and generate actual
room-nights for the facility.

17.09 FRANCHISE AGREEMENTS

Once an offer to grant a franchise is made by the franchisor and it is accepted by the
franchisee, a contractual agreement is drawn up that details the responsibilities of the
two parties. The general provisions of franchise agreements typically provide an
overview that attempts to make the franchise system and concept appear to be unique
so the franchisor can consider the license it grants (the franchise) to be proprietary.
Most licenses for franchises are granted for a specific location, so the franchise
agreement should include a description of the exact location of the hotel. If the
franchisor allows a restricted area, the details of this area should be contained in the
agreement.

[1] Term of Agreement

The terms of hotel franchise agreements typically range from 10 to 20 years. A
few provide extensions at the option of the licensee. Franchisees should seek a
term for as many years as possible if they have the ability to freely terminate the
franchise should the benefits it generates not measure up to expectations of the
franchisee. If there is a cost associated with termination, the franchisee should ask
for short terms with several options to extend. Most lenders want franchise terms
to extend over the life of the mortgage on the property. In addition, lenders gener-
ally want the right to either terminate or to take over the franchise for the remain-
ing term in the event of a foreclosure. Mortgagee provisions of this kind are
known as ‘‘comfort letters.”’

[2] Proprietary Information

Most franchisors consider all of the publications and written material that they
generate for the benefit of their franchise holders to be proprietary. These
include operations and training manuals, educational material, conferences and
seminars, methods, techniques, formats, specifications, procedures, architec-
tural plans, and so forth. Franchise agreements generally stipulate that this kind
of information must be treated confidentially and that its disclosure must be
limited.
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[3] Relationship of Parties

All parties to a franchise agreement are considered independent and are not able to
bind each other. To limit liability, most franchisors stipulate in their franchise agree-
ments that signs be posted at the front desk stating that the hotel is independently
owned and operated under a license with the franchisor. Franchisors generally
require indemnification from their franchisees for any claims or actions brought
against them.

[4] Hotel Image and Operating Standards

One of the most important sections of a franchise agreement is the one containing
provisions regarding the maintenance of a hotel’s image and general operating stan-
dards. These provisions relate to franchisor control over not only the physical quality
of a lodging facility, but also the level of service and guest satisfaction. Franchisors
generally require contract provisions that allow them to monitor the condition and
appearance of the hotel and to establish standards for grading compliance. Some
chains insist on requirements that hotels that hold their franchises be upgraded at
regular intervals so that they remain in conformance with company standards. If
alterations are to be undertaken or if the hotel must be rebuilt after a casualty or
condemnation, the franchisor will generally want the right to approve plans and spec-
ifications. In order to control the quality of furnishings, equipment, and supplies,
franchisors also often develop strict specifications that must be followed when pur-
chasing, including the use of only approved vendors. Operational procedures are
controlled by setting forth requirements in the agreement that the franchisee follow
the standards established in the operating manuals provided by the franchisor. Oper-
ating standards also generally include restrictions regarding the franchisee operating
competing hotels, diverting business, employing company personnel, and working
for another franchisor. Insurance coverage is another important operating standard
for franchisors, so they include provisions related to the amount and types of insur-
ance that must be carried by the franchisees in the agreement.

[5] Training and Guidance

Hotel chains generally require some form of training or orientation for senior level
management in order to familiarize personnel with the various systems, procedures,
programs, and policies developed by the franchisor. The franchise agreement should
specify the nature of this training, which can range from regular classes conducted
by the franchisor at an educational facility to simple training manuals. A certain
amount of ongoing guidance and consulting is also normally provided, but if the time
involved in these activities becomes excessive, the franchisor will usually require a
fee.

[6] Reservation Systems and Advertising

Most franchised hotel chains offer some form of reservation or referral system that is
paid for either by the continuing franchise (royalty) fee or a separate reservation fee
that is stipulated in the franchise agreement. A reservation fee can be assessed based
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[7] Fees
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on a percentage of rooms revenue or on some other formula related to the number of
reservations received. Some hotel chains establish advertising funds to be used for
activities such as national or regional advertising and specialized marketing. Most of
these funds are established and administered by the franchisor, but are funded by the
individual hotels within the chain.

As noted previously, most franchises require prospective members to pay an initial
license application fee. The amount and details of the fee should be set forth in the
franchise agreement. The license application fee is generally payable upon applica-
tion and is considered earned by the franchisor when the application is approved.
The agreement should specify the procedure to be followed if the franchise is not
approved. For example, a percentage of the fee may be retained by the franchisor to
offset the cost involved in processing the application.

[8] Reports, Inspections, and Audits

[9] Assignment

Most franchise agreements establish the right of the franchisor to inspect the books,
records, and financial reports of the franchisee, particularly if the franchise fee is
based on a formula tied to the financial operating results of the franchisee. Provisions
relating to the types and timing of reports that must be submitted to the franchisor are
set forth in this part of the agreement. .

Franchisors periodically inspect the properties in their chains to determine if the
standards set forth in their franchise agreements are maintained. If necessary to ver-
ify the accuracy of the financial data a franchisor usually has the right to conduct an
audit.

[10] Termination

A franchise can be assigned by either the franchisee or the franchisor, and while both
parties will generally want the right to freely transfer the franchise, usually, only the
franchisor has the ability to do so—the franchisee must request approval in accor-
dance with the franchise agreement. Naturally, the primary concern of the franchisor
is to maintain the chain’s level of quality, so a new franchisee must be closely
reviewed. Franchise agreements generally set forth the basis for approving an assign-
ment as well as the procedure for notification. Some franchisors require that a prop-
erty be brought up to current standards before it can be assigned, which can entail a
substantial expenditure and thus make the property more difficult to transfer. Most
franchisors want the right of first refusal in the event they might desire to acquire the
property upon a contemplated transfer.

Most franchise agreements do not permit the franchisee to terminate the agreement
before the end of the term. If the agreement is terminated, the franchisee generally
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has to pay damages to the franchisor that usually amount to two to three times the
franchise fee paid over the past year. Since the cost of terminating a franchise can be
expensive, it is important for franchisees to make a good initial selection in order to
reduce the chance of an early termination.

Most franchise agreements grant the franchisor extensive rights regarding
franchise termination. Some of the more common termination provisions include:
failure to open the property; failure to operate the property; failure to have proper
moral character; violation of a law or ordinance; bankruptcy; failure to maintain
insurance; failure to pay franchise fees; and failure to comply with franchisee agree-
ment. In most instances, the franchisee has a right to cure the default before the
franchise is terminated.

Franchise agreements generally establish certain obligations on the part of the
franchisee in the event that the franchise is terminated or expires. Some of these
obligations are: payment of all monies owed to the franchisor inlcuding liquidated
damages, if appropriate, and removal of signs, systems, marks, and identity items.
Some franchise agreements even require that the telephone number of the hotel be
returned to the franchisor.
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INTRODUCTION

The development of a lodging facility is a complicated process that requires a great
deal of planning, scheduling, and coordination of effort'on the part of a number of
professionals. The technical aspects of the actual construction of a hotel are beyond
the scope of this book, but an understanding of the phases of the development pro-
cess and the roles of the main contributors to a hotel development is important for
investors in such projects.

CONDITIONS NEEDED FOR DEVELOPMENT

Hotel development in the United States has traditionally followed a cycle that is
driven, for the most part, by the availability of financing. As described in Chapter 2,
large numbers of hotels were developed during periods of readily available mortgage
financing (e.g., 1970 through 1975 and 1980 through 1983). When mortgage financ-
ing was not readily available, hotel development slowed down. On a local basis, new
hotel development is largely encouraged or discouraged by factors such as the eco-
nomic health of the market area, the availability of reasonably priced sites suitable
for hotel development, and the willingness of the local government and the commun-
ity to allow the development of lodging facilities.

The development of a particular hotel ultimately depends on a precise fit of
favorable national and local factors. The necessary conditions do not often prevail,
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as evidenced by the fact that the number of lodging facilities that make it through the
entire development process is approximately 1 in 10.

18.03 DEVELOPMENT TIME LINE

The development of a hotel takes many months and requires the successful comple-
tion of a series of events. Developers must undertake a considerable amount of plan-
ning and scheduling in order to coordinate the activities of the people who work on
the project and to be sure that necessary tasks are accomplished at the proper time.
An important part of the early stages of a hotel development is the formulation of a
time line that indicates what events must take place and when they should occur.
Table 18.1 provides an example of such a time line listing the typical sequence of
events in the development of a 200-room commercial hotel.

18.04 MARKET SELECTION

A healthy, growing economy, a favorable supply and demand relationship, and a
positive market environment suited to long-term growth are the key factors that draw
the focus of a hotel developer to a specific market area. Other factors, such as the
travel distance from the developer’s home office to the project, can also be important
considerations when the developer selects a particular area.

18.05 SITE SELECTION

Once a market area is chosen, the developer begins the search for a particular site. In
this analysis, factors such as size, topography, access, visibility, availability of utili-
ties, and zoning are of primary importance. The cost of the land is one of the first
factors that must be considered, because it has a direct impact on the project’s feasi-
bility. The rule of thumb in this regard is that the land on which a hotel is built
should not represent more than 15 to 20 percent of the total project cost. If this
threshold is bypassed, net income generated by the hotel may not be enough to sat-
isfy the project financing.

For example, assume that a first-class, 200-room hotel in a particular market
area is expected to generate a net income sufficient to pay debt service and provide a
satisfactory equity return on a total investment of $20,000,000. The cost of con-
structing, furnishing, and operating this hotel is estimated to be $17,000,000. If the
land can be acquired for $3,000,000, resulting in a total project cost of $20,000,000,
the project will probably be economically viable. If, on the other hand, the cost of
the land is much more than $3,000,000, the feasibility of the project would be
impaired.

In instances where the cost of the land does not justify the development of a
hotel or motel, it is often because a hotel project does not represent the highest and
best use of the property. The parcel of land may simply be better suited for the
development of office space or a retail use, either of which may be capable of gener-
ating more net income per square foot of land area, and therefore would Justify pay-
ing the higher price for the land.
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TABLE 18.1
‘ Development Time Line for a 200-Room Commercial Hotel
Months from opening Event

17 Perform a market analysis and select a market suited for hotel
development

16 Narrow focus to particular site

16 Determine best type of hotel product for specific site

15 Prepare preliminary economic market study and appraisal

15 Negotiate the price and terms for acquiring site. Tie up site with as many
contingencies as possible.

14 Start zoning approval process and verify availability of all necessary
licenses and permits

14 Line up architect and work on preliminary layout and concepts

14 Line up franchise affiliation

14 Line up hotel management company

13 Start preparing working architectural plans and specifications

13 Start lining up debt and equity financing

1 Start pre-selling efforts

11 Line up development team and request construction bids

10 Start construction

5 Start pre-opening functions
0 Open hotel

18.06 CHOOSING A SUITABLE HOTEL PRODUCT

. Determining what type of hotel product is best for a particular site requires a
careful analysis of the local market. The following are some key factors that must
be considered.

O Local demand. The conclusions drawn in the market analysis regarding
the types and classes of lodging facilities for which there is demand in the
market area, 2s well as any information regarding future trends in demand,
are probably the most crucial elements in the decision-making process.

O Local supply. The supply of lodging in the market area has an important
bearing on the type of facility that should be developed. Future trends in
supply, particularly the proposed development of any new facilities, must
also be closely reviewed.

O Franchise availability. If the market analysis indicates that a franchise
company with a national identification is necessary in order for the
proposed facility to succeed, the type of hotel product that should be
developed may be determined by the availability of a desirable franchise
affiliation. For example, if a suite-type product is justified by supply and
demand conditions, but no national suite-oriented franchise is available, it
is probably unwise to attempt such a development.

[ Site considerations. The size, topography, and cost of the site chosen for
development can often dictate the type of product that can be built. For
example, a small site may require a multi-story building, which will
increase the overall cost of the project and thus may require the

‘ development of a first- or luxury-class facility in order to realize any profit
from the project.
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If the developer is a large hotel company with an in-house appraisal staff, the
selection of a hotel product for a particular site and a preliminary market study and
appraisal are often undertaken concurrently. This course of action provides an initial
sense of feasibility, which is often necessary to justify any further expenditures on
the development process. If, after taking this step, the success of a particular site
appears in doubt, the developer may wish to investigate the feasibility of another
type of hotel product or site.

18.07 SITE ACQUISITION

When the developer is satisfied that a specific site is feasible, the negotiation of the
purchase price and terms for the acquisition of this site can begin. This step is taken
early in the overall process, which means that the odds still favor the hotel not being
developed. Therefore, the developer should attempt to tie up the site for as long a
time as possible without risking any cash. This can be accomplished through the use
of various contractual contingencies that allow the developer to terminate the pur-
chase contract if certain events do not take place. Examples of contingencies that are
desirable in a land sales contract include:

* Ability to secure proper zoning

* Availability of necessary licenses and permits, particularly a liquor license
* Approval from a hotel franchisor

* Positive findings from lodging demand analysis

* Availability of project financing

Developers sometimes find it advantageous to offer a higher sales price for a
suitable hotel parcel in return for worthwhile contractural contingencies that become
effective if the development is abandoned.

18.08 ZONING APPROVAL

Hotel developers are often faced with the task of altering the zoning that governs the
use of a site so that a hotel can be built on it. Along the same lines, developers must
secure various permits and licenses for construction and operation of a lodging facil-
ity. Depending on the local political environment, the process of obtaining zoning
approvals for a hotel project may proceed quickly (i.e., take one to two months), or
can drag on for many years. Successful hotel developers are generally experts in
dealing with local zoning boards and neighborhood groups and are able to provide
convincing arguments regarding the ways in which a community will benefit by
allowing the development of a hotel project. Zoning laws and the permit application
process vary with each local jurisdiction, so developers often employ consultants and
specialists to gain approvals as quickly as possible.

18.09 BASIC ELEMENTS OF A DEVELOPMENT PROJECT

As indicated by the time line in Table 18.1, approximately 14 months prior to open-
ing the developer should come to terms with an architect, a franchise affiliation, and

18-4




PROPERTY DEVELOPMENT 18.10

a hotel management company. The decisions that must be made regarding these three
elements are in many ways interdependent. For instance, the type and class of hotel
that is planned will often dictate the franchise affiliation. In most instances, the
developer will be able to select a franchise affiliation from several candidates. How-
ever, it is possible that only one franchise affiliation may be suited to a particular
site. The selection of a management company may in turn be dictated by the choice
of a particular franchise affiliation, because it is generally desirable to use a manage-
ment company that has prior experience with a specific franchise. On the other hand,
a desirable management company will sometimes bring with it a specific identifica-
tion (e.g., a first-tier management company that has a national reputation), which
eliminates the need to secure a franchise identification. Finally, franchise and man-
agement companies often have specific requirements regarding layout, design, space
utilization, facilities, and amentities that will dictate to an extent what the architect
can design for the project, so it is only after the franchise and management company
have been selected that the architect can prepare the working plans and specifications
for the project.

18.10 PROJECT FINANCING

After the architect, franchise affiliation, and management company are chosen, the
developer must obtain project financing. For a new hotel development, financing
typically requires a construction loan that carries the project to its opening day and
permanent financing that takes out the construction loan.with funds that must be
repaid at some point five to ten years in the future. If a developer has a successful
track record, a type of loan known as a mini-perm may be obtainable. A mini-perm
loan is a combination of a construction loan and a permanent loan that is of some-
what shorter duration (i.e., 2 to 4 years as compared to 5 to 10).

Financing structures for hotel developments are actually very similar to those for
most other forms of real estate, although the actual sources of funds may differ from
time to time (some ccmmercial banks will not lend money on hotel projects, as a
matter of policy). For example, life insu;ance companies were a major provider of
hotel financing during the 1970s. With the deregulation of the thrift industry, savings
and loans institutions became important sources of money for hotels in the 1980s.
During both periods, hotel projects were financed in much the same way as other
commerical real estate loans: 60 to 80 percent of the total project cost was derived
from the mortgage sources, the rates were either fixed or floating, and amortization
ranged from 25 to 30 years. These conditions are still found in the marketplace at the
present time.

Similarly, equity funds for a hotel are generally raised through the same kinds of
syndications as those used for other commercial real estate projects. Most real estate
syndications raise equity funds for partnerships that allow the pass-through of tax
benefits to the partner-investors. To reduce investor liability, most real estate part-
nerships are formed as limited partnerships, in which the developer acts as the gen-
eral partner with full liability and the individual investors are limited partners whose
financial exposure is usually limited to their invested capital.

Obtaining debt and equity financing is probably the largest hurdle that must be
cleared in order to complete a hotel development, so seasoned developers nurture
their relationships with lenders and equity sources. A successful track record is often
a prerequisite to securing funding for later projects.
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If project financing becomes scarce, but it appears that the hotel will be devel-
oped nonetheless, the management company should begin the efforts at pre-selling in
order to attact as much patronage as possible to the property during its first years of
operation. This type of effort is particularly important in instances where the hotel is
dependent on group and convention patronage, which typically selects meeting sites
several years in advance.

18.11 DEVELOPMENT TEAM

[1] Architect

The planning, construction, and start-up of a new lodging facility requires the
involvement of a wide range of professionals who must work as a team. This group
generally includes an architect, an interior designer, several consultants, general and
specialized contractors, and one or more engineers.

Some members of the team, such as the architect, are involved in a project from
its inception. When the project reaches the stage where financing must be obtained,
the developer must identify remaining team members and estimate their fees. This
information is then turned over to the financing source, which will evaluate the pro-
posed team members before committing any funds to the project.

Large developers often already have some team members on their staffs. The
composition of the development team will vary from project to project, as will the
responsibilities of the individual members. The following sections describe the usual
roles of the principal members of a development team.

18-6

The architect is responsible for designing the hotel in conformance with the specifi-
cations set forth by the owner, operator (management company), and franchisor, and
with any applicable codes or regulations of the state or local municipalities. In addi-
tion, the architect often coordinates the activities of other members of the develop-
ment team, such as the interior designer, food service equipment consultant, and
engineer.

The first task for the architect is the preparation of schematic drawings, which
are rough plans for the floor layout and exterior appearance of the proposed facility.
These plans are a means of developing the preliminary concept for the project and
also provide hotel operators and financial sources with a rough indication of the
nature, scope, and cost of the project.

Design refinements follow the approval of the schematic drawings by the owner-
operator and franchisor and include more detailed plans that encompass the struc-
tural, mechanical, electrical, and other technical aspects of the project. After each
step, the cost estimates are updated and evaluated.

The complete architectural plans undergo a process of refinement and modifica-
tion. As the ideas and suggestions of other members of the development team are
incorporated, the plans become more and more detailed. When the process is com-
plete and the plans are finalized, they are filed with the proper agencies for the
issuance of building permits.

During the actual construction phase of the project, the architect may be retained
to supervise the general contractor and the subcontractors to ensure that the project is
completed in accordance with the final plans and specifications. The architect must
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then be available to make any necessary changes and modifications to the plans as
the project moves forward.

Depending on the size of the project, there may be an architectural team that
consists of a design director, who supervises other architects involved with the devel-
opment; an associate architect, who generally oversees both the design and work
stages of the project; and head draftsman, who directs the efforts of two or more
draftsmen who do the actual drawing.

Architectural firms generally base their fees on a percentage of gross construc-
tion cost. This percentage can range from 4 to 8 percent depending on the size of the
hotel. Payments are usually made monthly and are determined by the amount of
work actually completed on the project.

[2] Interior Designer

The interior designer is responsible for the design of the interior of the facility and
the preparation of the plans and specifications needed to carry out the design. The
interior designer is usually brought into the project by the developer, but it is not
uncommon for the design firm to be chosen by the architect. In any event, it is
important that the designer start work as soon as possible during the planning stage
of the project. The earlier the architect and designer start working together, the less
likely are later problems, such as discrepancies in plans or unnecessary change
orders.

Interior design work follows a series of phases: planning, design and documenta-
tion, and construction and installation. The designer is responsible for preparing
drawings and specifications of the materials and equipment used to construct the
interior of the facility. The designer also coordinates the work of any special design
or artwork consultants. During construction, the designer inspects the project and
supervises the installation of the furniture, fixtures, and equipment (FF&E).

The fee paid to the design firm is determined by the size and complexity of the
project; the standard range in the industry is 6 to 10 percent of the FF&E budget. For
especially large or complicated projects, fees can go as high 12 percent. Compensa-
tion agreements usually call for payments in installments. Typically, a 20 to 25 per-
cent retainer is paid in advance, and a predetermined percentage is paid upon the
completion of each phase in the design work. Compensation contracts for interior
designers usually provide for projected out-of-pocket expenses and establish proce-
dures for dealing with cost overruns and change orders.

Interior design firms usually assign one senior member to oversee a project. The
number of associates assigned to the project is dependent on the size of the project
and the number of design services that must be coordinated.

[3] -Restaurant Concept Consultant

A restaurant concept consultant is brought in to develop the themes for the food and
beverage facilities in the hotel. The first step for the consultant is to use market data
gathered for the project’s market study and appraisal to determine ‘what type and
style of facilities will compete most effectively in the local market, generate rooms
business, and best serve as an amenity.

After this preliminary planning is accomplished, the consultant works with the
project architect and a food service equipment consultant (sometimes an employee of
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the same firm as the restaurant consultant) to finalize the designs of the facilities.
This step requires space planning that takes into account, in the case of a restaurant
for example, alternate uses such as banquet functions, suite or room service, or
remote catering. Other factors, such as floor space and seating, must also be ana-
lyzed at this point.

Another important element of the restaurant concept consultant’s work is the
development of a menu and a determination of the average check that can be
expected based on the meals that will be offered. Planning the menu also aids in
planning other factors such as storage space, type of equipment needed, the extent of
kitchen support areas, and utility space.

The fees for restaurant consultants are usually calculated either on an hourly
or percentage basis. Hourly fees generally range from $80 to $90 per hour; per-
centage fees usually range from 1 to 3 percent of the gross restaurant equipment
cost. Most consulting firms require a retainer equal to 10 to 20 percent of their
total compensation.

[4] Food Service Equipment Consuiltant

The food service equipment consultant either is hired by the project architectural firm
or works directly for the developer. If a restaurant concept consultant is not used, a
food service equipment consultant will be brought into the project as early as possi-
ble in order to provide the necessary preliminary planning usually handled by the
concept consultant. Once this is accomplished, the food service equipment consult-
ant determines the equipment needs for the facility and produces appropriate specifi-
cations and plans along with cost estimates. The consultant is also responsible for the
purchase and installation of all of the equipment.

The fees paid to the food service equipment consultant vary according to the
type of hotel developed. Some consultants determine fees on the basis of a dollar
amount per square foot of food service area, which currently ranges between $100
and $300 per foot. Another possible fee structure is derived from a percentage of the
total cost of the equipment installed. Industry standards for this fee range between 6
and 10 percent. Other consultants have an hourly fee based either on the actual
number of hours worked or hours worked combined with another method. Most food
service consultants require a retainer, which can be 10 to 20 percent of the total cost,
and submit monthly bills based on the percentage of completion of the project.

[5] Other Team Members

The composition of development teams varies with each project. In addition to the
key members described in the preceding sections, a number of other specialists may
be brought in to advise on or carry out particular aspects of development. Table 18.2
contains a list of some of the possible members of a hotel development team.

18.12 CONSTRUCTION PHASE

After the development team has done its preliminary work, and bids have been
accepted and contracts finalized, the actual construction of the hotel can begin. Coor-
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TABLE 18.2
Other Development Team Members

Type Specialty
Engineers Structural, mechanical, electrical, elevator, civil
Consultants Telephone system, computer system, fire protection system, environmental

impact, zoning and permit, property tax, graphics, audio-visual system,
laundry equipment

Surveyor

Purchasing agent

dinating the construction of a hotel is probably one of the most difficult tasks in the
field of real estate development. The developer must coordinate the purchase of large
quantities of FF&E and see that it is warehoused, delivered, and installed on sched-
ule. Another ongoing problem is purchasing and installing complex, expensive
equipment such as computer and telephone systems and food and beverage service
appliances.

During the time that the facility is under construction, the hotel management
company must perform a number of pre-opening functions. These tasks include: hir-
ing a complete staff; training all employees; devising and instituting all financial
systems and procedures; marketing the facility and handling advance bookings;
supervising the installation of FF&E; preparing for opening (e.g., cleaning, testing
equipment and procedures, and so forth); and planning the opening event.

18.13 PROJECT RISKS

Developers quickly learn that no hotel development is ever typical and that they must
be prepared to handle unforeseen problems. Unfavorable zoning decisions, the
inability to satisfactorily structure a land purchase contract, or a shortfall in financing
can each lead to the termination of a hotel development project. Other risks that may
not terminate a development project but may make it more expensive and thus less
profitable include cost overruns, delays in completing scheduled tasks, labor dis-
putes, and litigation.
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19.01 INTRODUCTION

The acquisition process begins once an investor has located a desirable market area,
selected a suitable type of lodging facility, and targeted one or more appropriate
properties worth pursuing. Prospective buyers generally utilize brokers who have
developed listings of available properties and who act as agents for the owners of the
hotels on the market. Most brokers will continue to work with both parties through
the process of negotiating the numerous issues that are involved in the acquisition of
a lodging facility.

Any facility that is a candidate for acquisition should be thoroughly evaluated.
Experienced professionals must investigate and analyze both the current and future
physical and financial condition of the facility. In particular, an accurate apprasial
and forecast of the financial condition of a hotel is essential in order to obtain financ-
ing—the most important step in property acquisition.

An acquisition is accomplished through a series of negotiations. Initially, the
buyer and the seller must agree on general terms that are mutually satisfactory. At
this point, a letter of intent is drawn up that spells out the basic terms of the agree-
ment; it also serves as an obligation on the part of both the buyer and seller to make
an effort in good faith to complete the transaction. After the letter of intent has been
accepted by both parties, the buyer must perform tasks of due diligence and must
obtain financing. Negotiations regarding the final form of the purchase and sale con-
tract should be ongoing throughout this process, and when the content, structure, and
schedule of the transaction are agreed upon, the closing takes place.
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19.02 REAL ESTATE BROKERS

Unless an investor is familiar with the local market area and has personal contact
with the various hotel owners and operators in it, most sales leads come through real
estate brokers. There are several benefits of dealing with a knowledgeable hotel bro-
ker; foremost is the fact that brokers will usually put together complete offering
packages that include all of the information that a potential buyer needs in order to
make an initial offer on a hotel property. Brokers are usually paid only when a trans-
action is consummated, so it is to the broker’s advantage to make the package as
attractive as possible and thus increase the chances of a sale taking place. To this
end, the broker will most likely have persuaded the seller to agree to a realistic price
for the property. The broker will usually also obtain any additional data and informa-
tion from the seller that the buyer may need in order to make a decision regarding an
offer. In addition, brokers often asist in the negotiation process by helping to work
out any impass between the parties.

The primary disadvantage of utilizing a broker is the commission that must be
paid at closing. In most instances, however, it is simply too difficult to put together a
sale without the assistance of a broker, so the broker’s compensation (usually 1 to 4
percent of the sales price) is ultimately justified.

19.03 BASIC TERMS OF SALE

The offering information provided by a broker typically contains the basic terms of
sale: price, terms, structure, property description, and financial statements. Occa-
sionally, sellers are reluctant to provide complete financial statements to potential
buyers. Any such reluctance should be considered a signal not to waste any further
effort pursuing the property until all of the necessary data are offered. A seller who is
not willing to release financial statements either is not really interested in selling the
property or has something to hide. In either case, it is probably best to look for a
more cooperative seller.

Before starting preliminary negotiations, the purchaser should carefully review
the information provided by the seller. This review should be followed by a property
inspection to ascertain what facilities are included in the sale as well as the general
condition of the property (a more thorough engineering evaluation should be per-
formed at a later time.) At the same time, the purchaser should become familiar with
the local market conditions, particularly the occupancy and average room rates of
competitive hotels and the status of any proposed properties. A more complete mar-
ket study and appraisal should be made at a later date.

The basic terms of sale, along with a property inspection, enable the purchaser
to determine

* Whether the asking price and terms are reasonable;
* Whether the property is worth purchasing; and
* What the initial offer shouid be.

In most instances, the asking price will be somewhat inflated by the seller to leave
room for negotiation. Sometimes, however, the seller simply does not have a realis-
tic idea of the value of the property and sets too high a price. While it is difficult to
determine an exact cutoff, buyers should probably not waste their time pursuing
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hotels that have an initial asking price that is more than 30 to 40 percent over the
price that they are willing to pay.

19.04 CONTRACT NEGOTIATIONS

Once a prospective buyer determines that a particular property is worth pursuing, the
process of negotiating the major terms of the purchase and sale contract can begin. It
is advisable to reach agreement on the major terms of a transaction as quickly as
possible. Any minor issues can then be resolved while the purchase and sale contract
is drawn up. The major terms that should be focused on early in the process include
price, seller’s guarantees and purchase money financing, contingencies, and man-
agement and tax issues.

[1] Price

Final sales price is often affected by negotiations involving other terms in the pur-
chase and sale contract. For example, the purchaser will, at times, pay a higher price
if the seller is willing to take back purchase money financing. Other factors that can
influence final sales price are the amount of the earnest money deposit, the amount
of time over which cash payments can be spread, and whether or not an existing
mortgage can be assumed. Other considerations that may affect final sales price
include the track record and financial strength of the purchaser and the speed with
which the transaction can be completed.

[2] Seller’s Guarantees and Purchase Money Financing

In situations where the seller is the present management company operating the prop-
erty and the purchaser wants the management company to remain in place, the pur-
chaser will offer cash flow guarantees or take-back purchase money financing, which
essentially pays out the purchase price over time. Such arrangements generally create
a higher selling price and make it easier for the purchaser to put together the overall
financing.

[3] Contingencies to Reduce Risk

When a buyer enters into a purchase and sale contract, a sizable (5 to 10 percent)
earnest money deposit is usually made to demonstrate the purchaser’s commitment to
closing the transaction. If the deal is not consummated, the buyer forfeits the
deposit. To reduce the risk of losing the deposit, the purchaser usually negotiates a
set of key terms involving various contingencies that allow the purchaser to back out
of the transaction and still have the deposit returned. Some of the more frequently
used contingencies include any inability of the purchaser to

e Obtain specified financing

* Transfer or obtain a specified franchise affiliation
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* Obtain specified licenses or permits (particularly a liquor license)

* Perform complete due diligence within a specified period of time

The seller usually agrees to encumber a transaction with one or more of these
contingencies only as a result of negotiations that entitle the seller to receive such
benefits as a higher price or more favorable terms.

[4] Termination of Existing Management or Franchise Affiliation

When a hotel is encumbered by a hotel management contract, the future of the
existing management must be determined. In instances where the purchaser desires a
new operator and a contract can be terminated by paying a cancellation fee, the
parties must resolve the issue of who pays this fee. Generally, when a hotel is sold
without the requirement that the existing management be retained, the sale price will
be higher than it would be if the operator were to remain. Similar issues arise with an
existing franchise affiliation.

[6] Tax Issues

Changes in the tax laws in the 1980s lessened the benefits of hotel investments, so
tax issues have become less important in contract negotiations. However, both the
purchaser and seller must still negotiate an agreement that protects their interests
regarding items that require tax planning, such as the allocation of basis upon sale,
deferrals of capital gains, the avoidance of taxes associated with transfers, and reduc-
ing the potential for a property assessment revaluation. For example, the manner in
which the purchase price is allocated among the land, improvements, personal prop-
erty, and good will components might affect the purchaser’s allowable depreciation,
the sales tax paid on personal property, and even the assessed value of the property.

[6] Miscellaneous Issues

In many transactions, most major contract terms are agreed upon relatively easily,
but seemingly minor issues become large problems. The key to avoiding such situta-
tions and maintaining a smooth-flowing acquisition process is to negotiate all the
major issues as quickly as possible so that a letter of intent can be issued and a
contract closed, after which time the less important issues can be settled.

Among these minor issues is a determination of precisely what specific items
associated with the property are to be included in the purchase price. Typically, the
negotiated price for a lodging facility includes both real property and personal prop-
erty. The following items may or may not be part of the purchase price: supplies,
inventories, china, linen, glassware, silver, working capital, house funds, deposits,
receivables, historical books and records, and guest histories. If any of these items
are not included in the purchase price, it must be determined whether the purchaser
will buy any or all of them. If any are to be sold, the two parties must agree on the
way in which they are inventoried and priced, and what method of payment will be
used. Another issue that must be settled before the closing date is the way in which
the revenues and expenses for the night immediately prior to closing are apportioned
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between the purchaser and seller. Various prorations (i.e., allocations of revenues
and expenses betwen the buyer and seller) must be made in accordance with the
terms of the purchase and sale contract. Some of the more important prorations
involve the payment of utilities, taxes, payroll, rents, and insurance.

19.05 LETTER OF INTENT

After the major terms of a sale have been roughed out, the next stage in the acquisi-
tion process is the issuance of a letter of intent. A letter of intent is a written under-
standing (written by the purchaser and agreed to and accepted by the seller) in which
the basic terms of the transaction are set forth and both parties agree to work in good
faith to formalize a contract of purchase and sale as expeditiously as possible.

A letter of intent is not a contract. In most instances, a deposit is not paid and the
seller can continue negotiating with other parties. It does, however, obligate the par-
ties to make a good faith effort to conclude the transaction, which, ethically at least,
restricts the seller to a limited extent.

The content of a letter of intent varies with each transaction depending on the
primary concerns of the seller and purchaser and to what extent preliminary negotia-
tions have taken place. Generally, a letter of intent is amended and revised to the
satisfaction of both parties and thus becomes a negotiable instrument.

A letter of intent will reflect the compromises that are reached regarding the
different underlying concerns of the buyer and seller. For the buyer, these are to

1. Purchase the property at the lowest possible price and at the most
favorable terms;

2. Provide sufficient time to perform necessary due diligence and make
necessary financial arrangements; and

3. Be able to get out of the deal with as little financial penalty as possible.
The seller, on the other hand, will want to

1. Sell the property at the highest possible price and at the most favorable
terms; and A

2. Complete the sale in the shortest possible time without providing
contingencies that would allow the purchaser to back out of the deal,
except by paying a substantial penalty.

In many ways, a letter of intent serves the purposes of the buyer. Agreeing to the
letter obligates the seller (to a degree) to follow through with the transaction, thus
allowing some time for the buyer to investigate the condition of the property and
make financing arrangements without the risk of losing a substantial amount of
money if the deal falls through.

The following list contains the main sections normally found in a letter of intent.

O Property description. A description of the property being sold or leased.
This is not normally a legal description, but is sufficiently detailed so that
both parties understand the subject of the transaction.

O Selling price (deal structure). A description of the price and terms of the
transaction including what portion of the price is cash, the amount of the
deposit, and the use of mortgage financing.
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U Due diligence. Establishes the right on the part of the purchaser to
perform a certain amount of review, documentation, and analysis of the
property, along with its books and records, which must be provided by the
seller.

[0 Contingencies. Specific circumstances that allow one or both of the parties
to back out of the deal.

0 Seller’s representations. Representations that are made regarding the
owner’s legal ability to complete the transaction.

19.06 PRELIMINARY DUE DILIGENCE

19-6

Until a purchase and sale contract is executed, the purchaser should minimize any
expenditures related to due diligence. To this end, only the due diligence necessary
to conduct contract negotiations should be undertaken.

These efforts should encompass the request for, and the collection and analysis
of, information concerning the hotel, including:

[J Audited annual profit and loss statements, with full supporting schedules,
for the last five years.

[J Most recent year-to-date profit and loss statement with comparison to
previous year.

U Monthly profit and loss statements, with full supporting schedules, for the
past three years.

J Audited balance sheet for the last five years.
O Occupancy and average rate by month for the last three years.

O Capital expenditures for the last five years, with any current estimates for
future expenditures.

[J Real and personal property tax bills for the last three years.
[ List of all insurance coverage, including cost and expiration.

[J Copies of all service contracts, leases, franchises, licenses, permits,
management agreements, union agreements, and any instruments that the
purchaser is expected to assume.

O Copies of all trademarks, trade names, and copyrights.
[ Copies of all notes and mortgages currently encumbering the property.

LI Copies of all recent (i.e., within the last three years) appraisals, market
studies, engineering and soil reports, and marketing plans.

[ Franchise inspection and deficiency reports for the last two years.
L] Franchise reservation reports for the last two years.

L] Survey (as built), legal description, architectural and engineering plans and
specifications.

LJ Recent health, fire, building, and elevator inspection reports.
L1 Physical inventory of FF&E, supplies, consumables, and inventories.

U List of employees, including name, position, salary or wage scale, and
benefits to which they are entitled.
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U] Detailed list of advanced reservations and bookings, including name of
party, deposit received, rate guaranteed, dates, status, and other pertinent
information.

[J List of all purveyors and sources of supplies and services.
0] Details of any litigation pending against the hotel.

[J List of all tenants, rent rolls, deposits, and term of lease.
U] Estoppel letters from any mortgagee.

Immediately before signing a binding purchase and sale contract, the purchaser
should conduct or commission an economic market study and appraisal, and under-
take both a thorough property inspection and evaluation and a thorough evaluation of
financial statements. The buyer should evaluate the results of these analyses and bear
them in mind during the negotiation process, so that the transaction can be structured
with full knowledge of the property, its components, and future economic expecta-
tions.

19.07 PURCHASE AND SALE CONTRACT

The final results of the negotiation process are used to set the terms and conditions of
the transaction in a purchase and sale contract. The topics covered in the purchase
and sale contract are similar to those found in the letter of intent, but are, of course,
covered in much greater detail. As with any contract, the actual document should be
reviewed and approved by an attorney and an accountant familiar with hotel transac-
tions to ensure that none of the terms are in conflict with federal, state, or local laws.

The basic clauses that are usually found in a purchase and sale contract are as
follows.!

1. Real and personal property being sold. A description of the real and
personal property being transferred.

2. Business assets being sold. A listing of the various licenses, contracts,
franchises, and other miscellaneous and intangible personal property that
are being transferred with the total property.

3. Closing. The date, time and place of closing.

4. Purchase price. The purchase price and its composition (relative to equity
and debt).

5. Earnest money or deposit. The amount of the deposit and the
circumstances under which it would be defaulted or returned.

6. Due diligence. The review of the property and other aspects of the
transaction made by the purchaser and the conditions and limits imposed
upon the transaction. The contract should detail the period of time during
which this should occur and the rights and obligations of each party.

7. Terms of purchase financing. The terms of the mortgage involved in
transactions in which the seller takes back purchase money.

8. Title commitment and surveyl/search. The specifications for the type and
quality of title the purchaser is willing to accept.

1 Sample clauses taken from actual purchase and sale agreements can be found in Appen-
dix 2.
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9. Seller’s deliveries. The data and information that must be given to the
purchaser by the seller.

10. Seller’s representation, warranties, and covenants. The various facts and
statements made by the seller relative to the transaction used to induce
the purchaser to buy the property.

11. Representations and warranties of purchaser. The various facts and
statements made by the purchaser relative to the transaction used to
induce the seller to sell the property.

12. Prorations and adjustments. The specific prorations of the current
revenues and expenses between the purchaser and seller.

13. Closing documents and procedures. The various documents needed to
close the transaction as agreed to by both parties. The closing procedure
must also be approved by both parties.

14. Closing expense. The agreement reached on the allocation of closing
expenses between the purchaser and seller.

15. Eminent domain and risk of loss. The details of what occurs if the
property is taken by eminent domain or a casualty loss while the hotel is
under contract.

16. Assignment, successors, and heirs. The basis (if any) for the transfer of
contracts to other parties.

17. General clauses. General housekeeping contract clauses.

19.08 COMPREHENSIVE DUE DILIGENCE

Once the buyer has signed the purchase and sale contract, the seller is normally
obligated to complete the transaction. At this point the risk that the transaction will
not be consummated is greatly reduced, so the buyer can safely invest in the perfor-
mance of comprehensive due diligence. This stage of the process usually means
commissioning the following studies:

U Engineering study. An in-depth review of all physical components of the
property, including: mechanical, electrical, plumbing, and structural
elements, as well as telephone, electronic, and computer systems and
items of decor. This review should be performed by an engineer who is
familiar with the industry.

Ll Financial audit. An audit of operating statements and other financial
information relied upon by the purchaser. This audit should be performed
by an accountant with experience in the industry.

(O Title search. A review of the various factors that could affect the title to a
property. The title search should be performed by either an attorney or title
company.

(1 Property tax verification. An investigation into the current status of the
tax assessment imposed on the property. When a hotel is sold, the local
taxing jurisdiction is likely to investigate the terms of the sale and possibly
adjust the property’s assessed value upward to reflect the sale price. A
new assessed value (with the resulting increase in property taxes) could
adversely affect the property’s future cash flow. A property tax verification
performed by a knowledgeable property tax consultant will provide an
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accurate estimate of future tax liabilities. The property tax consultant can
also assist in minimizing an upward adjustment made by the assessor.

O Environmental inspection. An inspection made by a qualified engineer to
disclose any potential environmental hazards (e.g., subsurface toxic waste
materials) that may exist on or within the property site.

[ Legal verifications. An investigation undertaken by an attorney into all the
property’s licenses, permits, franchises, and other documents to determine
whether they can be freely transferred from the seller to the buyer.

The closing of a hotel sale transaction involves the actual transfer of title of the hotel
from the seller to the buyer. In most instances, when the buyer assumes manage-
ment, the closing coincides with the takeover by the new operator. The parties that
are normally present at a closing include

* Seller and seller’s attorney

* Buyer and buyer’s attorney
* Lender and lender’s attorney
* Title company

* Real estate broker

The activities that take place at a closing include (1) accounting to allocate and
prorate the property’s revenues and expenses and (2) a physical inventory of all of
the assets included in the purchase price. Any items to be transferred that are not
included in the purchase price must be inventoried and valued in accordance with the
terms of the purchase and sale contract.

After the necessary allocations and prorations are calculated, the mortgages and
notes are signed and the requisite monies are transferred among the parties. Once this
process is concluded, the buyer holds title to the hotel.
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20.01 NATIONAL OVERVIEW OF HOTEL MORTGAGE LENDING

As with hotel development, hotel mortgage lending tends to be cyclical with various
types of lenders moving in and out of the market at different points in time. Until the
1960s, commercial banks, life insurance companies, and credit companies provided
the bulk of the lodging industry mortgages. These are sophisticated lenders with vast
experience in commercial lending. They understand the business of operating a hotel
and are familiar with the many pitfalls associated with this type of lending. As a
result of their knowledge, they generally experience a relatively low default record.

During the late 1960s and early 1970s, much of the growth in the lodging indus-
try (and real estate in general) was financed by real estate investment trusts (REITs),
which were formed by banks, insurance companies, real estate professionals, and
others. REITs relied on short-term bank lines of credit for their lending funds and
generally provided construction and interim loans on many types of real estate pro-
jects. The rapid development and expansion of REITs led to a sudden upsurge in
lending, often to borrowers who had little experience in hotel development, invest-
ment, or management.
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Since lodging properties had been extremely profitable investments during the
late 1960s and early 1970s, builders, developers, and passive investors (including
many individuals without prior experience in the lodging industry) came to look
upon lodging properties as potentially attractive investments. REITs aggressively
sought these lodging property loan opportunities. Often, however, neither the project
nor the borrower merited the funds. REITs often financed projects in poor locations,
in depressed and overbuilt markets, or with inexperienced developers and operators.
Construction loans were sometimes funded in excess of total project cost with no
verification of how the funds were to be used.

The combination of REIT over-lending, loose underwriting, and a strong bias in
favor of difficult-to-monitor construction lending quickly led to overbuilding in most
market areas throughout the United States. In addition, many of the projects were
poorly managed and suffered from ineffective franchise affiliations. As a result,
many REIT-financed projects failed and were foreclosed.

In the early 1980s, the savings and loan industry began making commercial
loans. Because many of these lenders, like REITSs, were unskilled in evaluating hotel
and motel investments and protecting themselves from poor developers and hotel
operators, a number of these loans later went into default, in some cases seriously
affecting the economic viability of savings and loan institutions. By the end of the
decade, most mortgage lenders had moved out of the hotel market because of the
massive overbuilding that had taken place during the mid-1980s. This situation typi-
cally takes several years to resolve, after which lenders are likely to once again start
financing hotel projects.

One of the best sources of information on hotel mortgages is the data compiled
by The American Council of Life Insurance, which represents many of the large life
insurance companies in the United States. Each quarter, members of this organiza-
tion submit data on the mortgages they originate. These data are then organized and
published, providing information on the number of hotel mortgages made, their
interest rates, terms, and other relevant information.

20.02 SOURCES OF HOTEL FINANCING

A number of mortgage lenders do not like to make loans to hotels and motels. They
do not understand the lodging business and believe the potential returns associated
with this type of lending are not warranted by the perceived risks. Lenders who do
make hotel mortgages sometimes view these types of investments as last-resort lend-
ing; they are willing to make the loans only when no better type of property is avail-
able to finance.

Hotels are traditionally financed through the following types of lenders: com-
mercial banks, life insurance companies, credit companies, savings and loan associa-
tions, real estate investment trusts, and pension funds. Hotels are also backed with
purchase money financing.

[1] Commercial Banks
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Commercial banks are generally short-term lenders specializing in construction financ-
ing with and without take-outs. When a construction loan does not have a take-out
commitment from another mortgage lender, commercial banks may provide a short-
term (two- to four-year) permanent loan that is added to the construction financing.
This combined construction and short-term permanent loan is known as a mini-perm.
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In recent years, commercial banks have begun to provide longer-term loans, making
banks more competitive with life insurance companies and credit companies.

[2] Life Insurance Companies

Life insurance companies have historically been long-term lenders providing take-
out financing after construction loans. Because of the increased competition from
commercial banks providing longer-term financing, however, insurance companies
have recently started offering construction loans tied in with their permanent financ-
ing. Borrowers from insurance companies are often able to obtain a fixed interest
rate on permanent loans. Life insurance companies also enter into joint venture
arrangements where they provide both debt and equity to hotel projects. In recent
years, insurance companies have reduced their involvement in hotel financing, favor-
ing investments in stocks and bonds.

[3] Credit Companies

Credit companies have generally provided construction, standby, second, and other
high risk loans for lodging properties. They tend to favor smaller hotels without
established track records; as a result they are able to demand higher interest rates and
personal guarantees. Credit companies also tend to be hotel lenders on a more regu-
lar basis. While many lenders are waiting for an improvement in the hotel lending
climate, credit companies remain active lenders.

[4] Savings and Loan Associations

[5] Pension Funds

Savings and loan associations make both construction loans and longer-term perma-
nent loans. Although these institutions became major players in hotel financing in the
early 1980s, many of them did not have the expertise to originate good quality loans.
Most savings and loan associations left the hotel lending business by the late 1980s
because of intense regulation and scrutiny by government officials.

Pension funds represent a huge potential source of capital for financing real estate.
However, until recently, very little pension fund capital found its way into hotel/
motel mortgages or joint ventures. Most experts agree that this source of financing
will be more readily available in the future and will probably be long-term with
either a fixed or floating rate of interest. Pension funds are highly regulated and it
may be difficult to utilize them as a source of funds for a business-oriented invest-
ment such as a hotel.

[6] Purchase Money Financing

Purchase money financing is a loan provided by the seller that enables the purchaser
to buy a property with less equity money. This type of financing is generally
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subordinate to a.first mortgage, which enables the buyer to keep the existing mort-
gage in place, eliminating the necessity of obtaining new financing. The seller bene-
fits by knowing that closing will not be contingent upon obtaining financing. In some
instances, the seller is able to negotiate a higher selling price if purchase money
financing is provided.

20.03 DEFAULT HISTORY FOR HOTEL AND MOTEL LOANS
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Mortgage lending has always carried a certain degree of risk. Basically, if the prop-
erty sells for less than the amount of the loan or if the property’s value during the
term of the loan declines until it is lower than the loan value, the lender faces a loss.
Default on interest payments or bankruptcy also lower the lender’s expected yield.

In order to offset these risks, lenders have the right to foreclose or take back the
property in event of a default. Unlike equity investors, most mortgage lenders do not
participate in the upside if the property is successful; they receive the principal with
interest, but generally do not receive any value appreciation or other benefits. Thus,
a mortgage lender faces downside risks if the property is not successful, shielded by
the basic value of the real estate, but does not benefit to a large extent if the property
is successful.

The perception of most lenders is that hotel loans are riskier than other types of
real estate loans (e.g., office buildings, industrial facilities, apartments, and shop-
ping centers). One measure of hotel lending risk is the default history for hotel and
motel loans. The American Council of Life Insurance, an association of a number of
large insurance companies, pools its data on hotel loans and publishes it periodically.
According to its data, four out of a total portfolio of 1,801 lodging loans foreclosed
in 1982. This represents a foreclosure rate of under one quarter of one percent, or
0.25 percent, which is extremely low and probably reflects the healthy lodging mar-
ket during that period. Few hotel louns were made during the late 1970s and, as a
result of decreased development, the hotel industry recovered from the overbuilding
and prospered during the early 1980s.

By contrast, after the overbuilding of the mid-1980s, the same organization
reported that as of June 1988, out of the total hotel portfolio of 1,518 loans, 114
were considered delinquent (i.e., with two or more scheduled payments past due per
original or restructured loan agreement) (7.5 percent), 56 loans were in foreclosure
(3.7 percent), and 15 (1 percent) had been foreclosed upon since the beginning of the
year. The following table shows the distribution of the delinquent hotel loans on a
geographic basis:

Number  Percentage

New England 2 2%
Middle Atlantic 1 1
East North Central 19 17
West North Central 7 6
South Atlantic 23 20
East South Central 7 6
West South Central 26 23
Mountain 18 16
Pacific 3 3
Other _8 _6
Total 114 100%
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It appears that many of the delinquent hotel loans are situated in the energy states
(west south central and mountain), which are suffering not only from overbuilding
but also from the decrease in lodging demand brought about by the decline in oil-
related business.

The rate of lodging property foreclosure is only one factor to consider when
evaluating the loss exposure from hotel lending. If history is an indication of future
trends, the lenders currently experiencing delinquent hotel loans will probably not
suffer major losses if they are able to take back the defaulting property, change man-
agement, infuse new capital, and reposition. Most of the REITs that were able to
asset-manage their delinquent hotel loans properly did fairly well and recovered
most, if not all, of their capital. Some even came away with a profit.

20.04 RISKS OF HOTEL MORTGAGE LENDING

[1] Location

Hotel mortgage lenders attempt to minimize the risks associated with investing in
lodging properties by developing strong underwriting criteria. Underwriting criteria
are essentially guidelines that the lender follows in order to evaluate both the con-
templated hotel lending transaction and the borrower. The risks involved encompass
both the debt and equity positions and fall into two general categories: cash flow risk
and the risk of a loss of a portion of the property’s market value.

Cash flow risk is the risk that the cash flow generated by the property’s operation
will be insufficient to cover one or more of the following: operating.expenses, debt
service, or adequate return on equity. Market value risk is the risk that the overall
value of the property will decline so that, in the event of property disposition (i.e.,
sale or foreclosure), there will be insufficient capital to cover one or more of the
following items: mortgage indebtedness, total equity investment, or value increases
reflecting inflation. Virtually every hotel mortgage default, foreclosure, bankruptcy,
or loss of invested equity can be attributed to one or both of these risks.

The risks associated with hotel investing are fairly easy to define; their causes,
however, are complex and are generally related to:

* Location

* Improvements
¢ Management
* Ownership

* Economy and competitive environment

A lodging facility must offer both accessibility and visibility to its potential patrons.
The demand generators from which a property draws its patronage must be close in
terms of distance and travel time. Convenient access from adjacent transportation
systems is also an important locational criterion. In most instances, the risks attrib-
uted to locational problems cannot be corrected. Locations may improve or decline
over time, but this type of change is usually slow. When underwriting a potential
hotel with a marginal location, the lender should not rely on the possibility of a
locational improvement to justify the investment. It is important that a hotel
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[2] Improvements
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appraiser thoroughly review the characteristics of the hotel’s location to ensure that
the mortgage will not be adversely affected by location risk.

[3] Management

Hotel improvements include the building, furniture, fixtures, and equipment. The
quality of a hotel’s improvements affects its perceived style, class, and image. Physi-
cal deterioration and functional obsolescence in turn affect the quality of improve-
ments.

Furniture, fixtures, and equipment in particular constantly age and deteriorate,
necessitating periodical upgrading or replacement. Replacement of short-lived items
should be funded by a reserve for replacement escrow. This escrow fund is generally
maintained by the management company, but the lender should also closely monitor
its use.

Changes in style and utility result in functional obsolescence. For example, shag
carpets, rotary dial telephones, and black and white television sets are out-of-date
and functionally obsolete. An old or inefficient layout or design from the perspective
of either the guests or the staff may also be termed functionally obsolete. Traffic
flow, the ability to provide the proper level of service, and general cost controls of
payroll, utilities, and maintenance are examples of areas that can become function-
ally obsolete. An infusion of capital can correct most types of functional obsoles-
cence. Major functional defects that cannot be easily corrected, however, could
cause a permanent decrease in hotel value.

A hotel’s improvements must be of a satisfactory physical condition and must be
functionally adequate to satisfy the intended market. Underwriting criteria should
include a thorough property inspection by both a hotel appraiser and hotel engineer
to ensure that the improvements are suitable.
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Hotels and motels are more than real estate—they are labor-intensive retail busi-
nesses requiring constant supervision by professional management skilled in the
techniques of operating lodging facilities. The two major areas of hotel management
requiring the highest degree of competency are marketing and cost control.

Marketing a hotel requires creating an image or style of operation that attracts a
sufficient level of transient demand and provides a satisfactory level of guest ser-
vices. Marketing generates occupancy, average room rate, and food and beverage
volume. Together these represent a hotel’s revenue.

Cost control is the ability to monitor and limit unnecessary costs so the property
operates efficiently and generates profit. Cost control must be instituted carefully so
the guest receives the proper price/value relationship. Hotel management must find
the right balance between service provided and profits generated.

The operating ability of the management is a key component of the underwriting
criteria. Lenders should investigate a hotel’s management both from a guest service
point of view and from a profit outlook. The management company should be able to
document its competency by showing profitable operating results from similar hotels
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that they manage. (See Chapter 17 for further discussion of the selection of a hotel
management company.)

[4] Ownership

Although the equity owners of a hotel may not be personally liable for the repayment
of the mortgage debt, hotel lenders should carefully investigate the creditworthiness
of the owners and their ability to fund potential cash needs over the life of the loan.
During the carly years of a hotel’s operation or during a major renovation, the equity
owners must be prepared to fund cash shortfalls to cover debt service and, some-
times, operating expenses. Many properties that default on their mortgages are newer
hotels that faced these initial cash needs without sufficient shortfall reserves. The
financial strength of the equity ownership is therefore an important risk consideration
for the mortgage lender.

[5] Economy and Competitive Environment

Once a hotel is constructed and financed, the risks associated with the national and
local economies and the competitive environment are beyond the control of the
investors. The key to limiting these risks is to perform a thorough market analysis
before entering into the transaction. The following list includes some of the questions
that should be asked in a market analysis.

* Is there sufficient market demand to justify the existing lodging supply?

* s the market demand growing at a sufficient rate to justify the expected
expansion in the lodging supply?

* Is there sufficient diversity in the type of transient demand within the
market area?

* How is the local demand affected by external economic changes?

* How could changes in the local economy affect the expense factors of a
lodging facility?

* What is the potential for additional competitive lodging facilities to enter
the market?

* What are the chances for existing supply to be removed from the market?

When the mortgage lender is aware of all these investment risks associated with
hotel lending, the proper lending criteria can be established. The following section
outlines some of the underwriting criteria that can be utilized to minimize hotel
investment risks.

20.05 RISK REDUCTION IN HOTEL MORTGAGE LENDING

A hotel mortgage lender can take a number of steps to reduce the risks it faces in
making hotel loans. For example, a detailed economic market study and appraisal
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should be commissioned and paid for by the lender (not the developer). The study
should be performed by an MAI with extensive hotel operational and appraisal expe-
rience and should include:

* Ten-year cash flow forecast, assuming the operating performance
demonstrated by the intended management.

* Complete room-night analysis showing the occupancy and average rate of
all existing lodging properties in the market area, documented economic
growth rates, and status of all proposed hotel projects.

* Detailed analysis of property taxes for both the subject property and
competitive properties, and the impact on these taxes of any sale,
refinancing, or reassessment.

* Break-even analysis, both before and after debt service.

* Occupancy impact study of all new or proposed lodging facilities on the
subject property and competitive properties.

* Appraisal capitalization rate, based on the financing structure intended for
the property, and not derived from sales of other lodging facilities.

In reviewing the economic study and appraisal, use of the following strict lend-

ing criteria is recommended to ensure that the lending risks have been minimized.

* In the local market area, no single demand generator should control more
than 30 percent of the area demand.

* The local market must show a minimum demand growth of 2 percent per
year average for all market segments.

* No single market segment should account for more than 75 percent of the
total market demand.

* The subject property must have a minimum of three consecutive years of
profitable operating history.

* The subject property must be currently operating within 10 percent of its
projected stabilized occupancy.

* The subject property must have covered the intended debt service for the
past two years. The minimum acceptable debt service coverage based on
this year’s projection would be 1.25 to 1.

* The management company must have demonstrated experience in profitable
management of similar types of properties, specifically with respect to size,
class, market segments, food and beverage facilities, concept, amenities,
and location. The firm must have a minimum of three years experience as a
management company and have a sufficiently sized support organization
with proven expertise in marketing, financial controls, food and beverage
operations, and engineering.

* The subject property should have a national or regional chain affiliation in
the form of either a franchise or a first-tier management company.

* Any management contract or franchise agreement must be freely terminable
by the mortgagee in the event the property is acquired through foreclosure
or deed in lieu of foreclosure.

* The ownership entity must have background and experience in the lodging
industry.
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* The ownership entity must have the financial ability to cover all anticipated
cash flow needs, as well as sufficient reserves to fund unexpected financial
requirements.

* The property must maintain a reserve for replacement account with the
mortgage lender for the replacement of furniture, fixtures, and equipment
(FF&E). The reserve must be funded by at least 3 percent of total revenue.

Once the loan is made, the lender can further reduce risk by closely monitoring
the progress of the property and constantly looking for signs of trouble. This mort-
gage servicing includes the following activities:

* Periodic physical inspections of the property to determine whether
maintenance and replacements are being performed when required.

* Review of all inspection reports issued by the management company and
franchisor and enforcement of all recommendations contained in such
reports.

* Review of all financial statements prepared by the hotel (daily reports
should be obtained if necessary).

* Monitoring of the reserve for replacement so see that it is used
productively.

* Quick response to situations that could indicate financial difficulties.
By using strict mortgage underwriting criteria and a thorough monitoring sys-

tem, the hotel mortgage lender can greatly reduce the risk exposure and still partici-
pate in the benefits of hotel lending.

20.06 TYPES OF MORTGAGE LOANS

Hotel owners utilize a wide variety of mortgage loans to structure a financing pack-
age that meets their objectives. The following sections discuss the various types of
loans typically employed in hotel financing.

[1] Construction Loans

A construction loan is a short-term loan made during the period in which a project is
under construction. The monies from a construction loan are disbursed over the
development period for amounts that are justified by the actual progress of construc-
tion. Interest is typically tied to a floating rate (usually prime), exceeding this rate by
one to three points. Most construction loans call for interest only. Personal guaran-
tees, as well as completion bonds, are normally required by construction lenders.
Construction loans are paid off when the project is completed and the hotel opens.
The lender that provides the permanent financing after the construction loan has been
paid off is called the take-out lender.

[2] Construction and Mini-Perm Loans

When a lender provides both the construction financing and a short-term permanent
loan (two to five years), the arrangement is called a conmstruction and mini-perm
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loan. The terms of the construction segment of the loan are similar to normal con-
struction loans. The mini-perm often has a fixed interest rate rather than a floating
rate, and it may have an amortization. The advantage of construction and mini-perm
financing is that the borrower does not have to find a permanent take-out lender,
which can be difficult to locate for a new hotel without an operating history. Once
the hotel has been operating for two to four years and has an established track record,
the borrower is better able to attract a long-term permanent lender at more favorable
terms.

[3] Permanent Loans

A permanent loan is obtained after the term of a construction or mini-perm loan.
Monies from the permanent loan are used to pay off the previous lender. Sometimes
sufficient funds remain to allow the equity investors to remove some capital. The
permanent loan carries either a fixed or floating interest rate and amortization over a
20- to 30-year term. The length of the loan typically extends for 5 to 20 years,
depending on the lender. Most permanent loans made on stable hotels with estab-
lished earnings do not require personal guarantees. If they do, the borrower can gen-
erally negotiate removal of the guarantee when a certain debt coverage is achieved.

[4] Term or Bullet Loans

If a construction lender does not want to provide a mini-perm loan after the construc-
tion is completed, the borrower can line up a term or bullet loan as the take-out. By
using this type of loan until the property establishes a track record, the borrower is
better able to obtain more favorable terms on a long-term permanent loan. The terms
of a bullet loan are similar to construction financing—it carries a floating interest
rate of one to three points over prime, has little or no amortization, and personal
guarantees are sometimes required.

[5] Accrual and Zero Coupon Financing

An accrual loan is a mortgage where all or part of the interest accrues and is not paid
until some point in the future—sometimes at the maturity of the loan. This structure
reduces the amount of the debt service that has to be paid and assists hotels during
initial start-up years when there is usually insufficient cash flow to cover debt ser-
vice.

20.07 OBTAINING A HOTEL MORTGAGE
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Obtaining mortgage financing for a hotel venture is probably the most critical step in
both the hotel development and acquisition process. Since mortgage debt generally
represents the largest source of cash invested in a hotel transaction, finding a mort-
gage lender is a make or break issue. Without a lender, the contemplated transaction
will usually die.
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Lenders, realizing this great power, are often difficult to approach. Coupled with
the fact that most mortgage lenders do not make hotel loans, finding suitable financ-
ing can be very difficult.

The key to obtaining hotel financing is to put together a transaction that clearly
shows excellent financial potential and low investment risk. It must be presented to
the lender in a highly professional manner so that the opportunity stands out from all
the other submissions.

The following steps are involved in obtaining a hotel mortgage:

1. Determine how to approach the lender
2. Put together a mortgage submission
3. Negotiate the important terms

4. Submit an application

5. Obtain a commitment

6. Fulfill the terms of the commitment
7. Close the loan

[1] Approaching the Lender

The first step in obtaining a hotel mortgage is to determine whether to retain the
services of a mortgage broker or to attempt the process alone. A mortgage broker’s
services can cost between one and three percent of the amount borrowed. While this
might seem expensive, it may be worth the expense, since the transaction cannot be
completed unless sufficient financing is secured. For new hotel owners without a
lengthy track record of successful projects, the services of a hotel mortgage broker
can be invaluable. Owners with extensive experience in the hotel industry and good
financing contacts are better able to successfully complete the process without a bro-
ker. In any event, contacts are vitally important and the proper introduction to the
right person and the right lenders will give a project the necessary initial attention.

[2] Compiling a Mortgage Submission

A mortgage submission is a package of information that describes the hotel invest-
ment, the financing requirements, and the structure of the contemplated transaction.
It should provide the lender with sufficient information to generate interest in pursu-
ing the mortgage. As with the overall process, the mortgage submission should be
complete and have a professional appearance. Some of the information a lender
looks for in a mortgage submission includes the following:

* Description of the hotel project and contemplated transaction

* Description of loan and requested terms

* Resumes and financial statements of owners

* Economic market study and appraisal

» Owner’s projection of income and expense

* Description of management company—experience and operating ability

* Operator’s projection of income and expense
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* Rendering or photograph of the property, including an aerial photo of the ‘
site with appropriate maps, plot plans, and legal description

* Architectural plans and specifications

* Estimate of all project costs—particularly if the hotel is to be constructed or
will undergo a major renovation

* Identification of project team, including architect, interior designer, and
contractor

* Copies of all major contracts—management contract, franchise agreement,
ground lease, tenant leases

[3] Negotiating the Terms

Once the lender shows interest in the contemplated project, the important mortgage
terms are negotiated, including the following:

* Interest—rate, fixed or floating

¢ Term

* Amortization scheduie

* Prepayment

* Personal guarantees

* Accrual facility .
* Commitment and closing fees

* Timing

[4] Submitting a Mortgage Application

When the borrower and the lender have agreed on the terms of the loan, a mortgage
application is submitted. A mortgage application formalizes the information gener-
ally provided in the mortgage submission.

[5] Obtaining a Mortgage Commitment

Once the loan has been approved by the lender, the lender issues a mortgage commit-
ment, which describes the loan and its terms. The commitment may also contain a
request for additional information as well as contingencies. Normal contingencies in
a mortgage commitment include (1) an appraisal showing that all the property has a
specified minimum value; (2) a satisfactory title report; (3) a survey guaranteed to
the lender; (4) an environmental study showing there are no hazardous materials on
the property; (5) an engineering report showing a sound structure and equipment; and
(6) satisfactory credit reports for the principals.

The borrower is usually required to sign the commitment letter and return it to
the lender with a nonrefundable commitment fee of between 1.5 and 3 percent of the '
amount borrowed.
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. [6] Fulfilling the Terms of the Commitment

The bank’s commitment letter generally states that borrower must provide additional
information, such as appraisals, studies, and certified financial statements, and fulfill
certain obligations, such as subordinating the management contract, obtaining rights
under the franchise, and transferring the liquor license. These must be completed
before a specified date or prior to closing the loan.

[7]1 Closing the Loan

When the borrower has complied with all the provisions of the commitment and the
transaction has reached its culmination, the loan is ready to close. At this point the
borrower and lender (and seller if appropriate) meet and exchange and sign the nec-
essary documents, and the monies borrowed are exchanged.
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CHAPTER 2 1

Structuring a Hotel
Investment

21.01 INTRODUCTION

Whether a proposed hotel is being developed or an existing hotel is being acquired,
the various parties to the transaction must work out and agree to a basic financial
structure that establishes how the benefits and risks of the investment are to be
divided and allocated. This chapter first identifies and defines the various parties
involved in a hotel investment. Each party faces certain risks, but at the same time
anticipates some form of benefit. The chapter then describes and quantifies these
investment risks from the viewpoint of each party. Finally, a typical hotel deal is
illustrated in order to demonstrate how a hotel investment is structured.

The structure of most hotel investments is identical to the structure of other types
of real estate investments. The parties or components are basically the same, as are
the forms of ownership. The primary difference in the structure of a hotel invest-
ment, compared with other types of real estate investments, is the extensive involve-
ment of a hotel management company and franchise and the return requirements of
the various parties, which reflect the unique risks associated with hotels.
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21.02 PARTIES TO A TRANSACTION

A typical hotel transaction can have numerous parties that either have a direct inter-
est in the property (e.g., owner, mortgagee) or derive some form of remuneration
from the transaction (e.g., broker, attorney). The characteristics of each of these
parties to the transaction are discussed in the following sections.

[1] Developer

Generally, the developer initiates a concept of a new hotel or major renovation and
makes it a reality. In more specific terms, a hotel developer performs the following
activities:

* Develops a concept and proves its feasibility

* Obtains the necessary approvals and permits

* Secures a franchise and/or management company
* Arranges financing

* Supervises construction

* Opens the hotel

Hotel developers face many risks that may produce adverse financial conse-
quences, including the following:

L Risk of not reaching the construction stage. If the project does not reach
the construction stage, all effort and money spent up to the point the
project is stopped are lost. Hotel projects may be abandoned for many
reasons, including the inability to tie up the land, prove feasibility, arrange
financing, obtain permits, find reasonable construction bids, or secure an
appropriate management agent and/or franchise affiliation.

L) Risk of construction cost overruns. Construction budgets are merely
estimates that are sometimes proved inaccurate by unforeseen
circumstances. Most budgets contain contingencies for cost overruns, but
occasionally construction costs will escalate beyond expected levels. The
developer generally assumes the risk that the project will not come in on
budget and must be prepared to cure any deficit.

L] Financing risks. During the construction phase, the developer must secure
adequate financing in order to complete the project. Securing financing can
mean obtaining mortgage debt, raising equity capital, or bringing in a
joint-venture partner. If the developer is unable to structure a workable
financing package, the hotel might not reach the construction stage and all
monies invested to date would be lost.

The benefit a developer looks for is called the developer’s profit, which usually
consists of the value enhancement of the project. Typical profit expectations for
lodging facilities range from 10 to 25 percent of total cost. Therefore, if a hotel
project is expected to cost $26,000,000, the developer would want the completed
value to be $28,600,000 to $32,500,000.
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[2] Owner

A hotel owner controls the equity portion of the investment. The owner of a hotel
can be an individual, a partnership, or a corporation. Hotels are most often owned by
groups of individuals that form a partnership. A general partnership typically con-
sists of one or more general partners who manage the partnership’s affairs and are at
risk for all the partnership’s liabilities. This type of structure is called a joint venture.
A limited partnership, the most common form of hotel ownership, includes one or
more general partners managing the partnership’s affairs and a group of limited part-
ners not involved in management and having liability limited to their invested capi-
tal. The process of organizing and selling interests in a partnership is called
syndication.

In most limited partnerships, the limited partners contribute the bulk of the initial
equity capital while the general partners contribute their time and expertise to find
the property, structure the transaction, and form the partnership. The general part-
ners may or may not be responsible for any capital required beyond the capital com-
mitted by the limited partners.

In exchange for providing the equity cash, the limited partners generally receive
a preferred equity return ranging from 6 to 12 porcent on their invested capital. In
years where the cash flow is insufficient to provide this minimum return, the unpaid
amount will often accrue until funds are available to make payment. The cash flow
remaining after the preferred equity return is paid to the limited partners is split
between the limited and general partners in proportions usually ranging from 60:40
to 85:15. The ultimate overall split of cash flow between the limited and general
partners is a function of many factors such as the perceived risk, guarantees made by
the general partners, the split of refinancing and/or residual benefits, and so forth.

Upon the sale or refinancing of the property, the cash remaining after payment
of all transaction expenses (including repayment of debt) is first allocated to the
limited partners in an amount equal to their capital investment. The remaining cash is
then divided between the limited and general partners in a ratio most often ranging
from 60:40 to 85:15. The taxable income or loss is also allocated between the limited
and general partners, usually at a ratio of 99:1.

Based on the distribution of the economic benefits just described, the pretax
equity yield to the limited partners most often ranges from 14 to 20 percent on a
before-tax basis and from 12 to 18 percent on an after-tax basis. These equity yields
are lower than those for the entire partnership because the limited partners are shar-
ing a portion of the economic benefits with the general partners.

Once the hotel opens for business, the hotel owner faces several risks.

O Risk of inadequate cash flow. If a hotel generates an insufficient level of
income to cover debt service and/or operating expenses, the owner must
contribute additional capital to meet these obligations. In most instances,
unbudgeted cash deficits are funded by the general partners rather than the
limited partners. If ownership is unable or unwilling to invest additional
monies to cure cash losses, the hotel could face foreclosure by the
mortgage lender (along with the resultant adverse publicity), income tax
liability, and loss of invested capital.

(3 Risk of declining property value. One of the benefits of purchasing real
estate is the anticipated appreciation in property value over time that will
ultimately be realized by the owner when the hotel is sold or refinanced.
Hotel owners face the risk that the value of their property may actually
decline during the period of ownership, thus eroding their invesied capital.
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Occasionally, the loss in value exceeds the invested equity, requiring the
owners to contribute additional capital upon sale of the property in order to
pay off the existing financing if the mortgage contains recourse provisions.

Hotel owners face additional risks that tend to generate more inconvenience than loss
of monies, including loss of liquidity and loss of management control (if a manage-
ment contract is used).

The economic benefits of hotel ownership include periodic cash flow during the
term of ownership and value appreciation realized upon sale of the property (residual
value). The periodic cash flow refers to the net income remaining after payment of
all operating expenses, fixed expenses, and debt service. This equity return (if avail-
able) is generally distributed to the owner on a monthly basis. The residual value,
which is realized upon sale of the property, consists of the sale price, less any out-
standing mortgage balance, less the cost of the sale transaction (e. g., brokerage and
legal fees). If the value of the property actually declined during ownership, however,
the residual value may be negative. The benefit of value appreciation can also be
realized during the term of the investment through refinancing based on the prop-
erty’s increased value.

Hotel equity investors generally look for the following returns on invested
equity:

0 Cash-on-cash return of 10 to 14 percent. A cash-on-cash return is a short-
term calculation showing the return on equity during the initial years of the
investment. It is calculated by dividing the annual cash flow to equity by
the amount of the invested equity. This cash-on-cash return assumes a
typical stabilized hotel investment with normal mortgage leverage equating
to approximately 65 to 80 percent of value.

L) Equity yield of 18 to 24 percent. The equity yield is a long-term
calculation showing the annual return on equity over an extended period of
time—traditionally 10 years. It is calculated through an iterative process
that determines the discount rate that will discount the annual cash flow to
equity plus the equity reversion to equal the value of the initial equity
investment. This equity yield is based on the following investment factors:

Projection term 10 years

Annual inflation rate 4 to 6 percent

Terminal capitalization rate 9 to 12 percent
Mortgage leverage 65 to 80 percent of value
Mortgage interest rate 9 to 12 percent
Mortgage amortization 20 to 30 years

As can be seen, the equity yield specifically takes into consideration many
more investment factors than the cash-on-cash return.

L) Unleveraged yield of 12 to 15 percent. Some hotel investors, such as
pension funds and insurance companies, purchase hotels on an
unleveraged, all equity basis. The calculation is similar to the equity yield
set forth above except there is no mortgage leverage, debt service, or
residual mortgage balance to consider.

In addition to the economic benefits just cited, hotel investments offer equity

owners certain tax benefits. Although the tax shelter aspects of real estate invest-
ments have been severely limited, hotel owners are able to benefit by offsetting
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[3] Lender

income generated by the hotel with depreciation expense, thereby deferring income
taxes over the term of ownership. Hotels offer somewhat better tax benefits than
other forms of real estate because furniture and equipment, which can represent 10 to
25 percent of a hotel’s assets, can be depreciated over seven years rather than the
31% years allowed for building improvements.

Hotels are sometimes utilized to enhance the value of surrounding real estate.
For example, prestige office developments and mixed-use projects will often benefit
from association with a convenient upscale lodging facility. This form of benefit is
sometimes used to justify hotel investments that are not expected to provide an ade-
quate level of economic benefits.

[4] Seller

The lender is one of the most important components of a hotel transaction. By sup-
plying the bulk of the capital needed either to develop or to purchase a hotel, the
lender usually looks for security in the form of a mortgage on the property and some-
times for guarantees from the general partners. This security is intended to provide
the funds necessary to repay the loan in the event the borrowers default on their
obligations. First mortgage lenders have priority on the income generated by the
hotel. Often this priority even comes before a management company’s incentive
management fee.

The primary risk faced by the lender is the risk that the hotel will not be finan-
cially successful enough to pay debt service. If a default occurs, the lender has the
option to foreclose and assume ownership of the property. Although this course of
action is available, the resulting publicity of a foreclosure (and maybe a bankruptcy)
can have a devastating effect on a hotel’s business, particularly on the meeting and
banquet segments.

According to the American Life Insurance Association, 1989 foreclosure rates
on hotel loans were approximately 6 percent. Historically, lenders have fared well
after foreclosing on hotels. Generally, by changing management and possibly reposi-
tioning the property with a new franchise, lenders are often able to restructure their
investments, create cash flow, and eventually work themselves out of a bad loan.

Hotel lenders benefit by making mortgages that usually yield a higher return
(interest rate) than similar financing on other types of real estate. A 1989 survey by
the American Life Insurance Association shows hotel first mortgage interest rates
compared with those on office, retail, and apartment space.

First mortgage
interest rates

Hotel 10.4%
Office 10.2
Retail 10.3
Apartment 10.1

The seller is the individual or entity who transfers all or part of an ownership interest
to a buyer. Depending on the structure of the transaction, the seller may either termi-
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nate all future involvement with the property or maintain some form of continued
interest. Examples of continued involvement include:

1. Selling only a partial share of ownership and remaining as a joint venture
general partner, a limited partner, or owner of the land subject to a ground
lease. Sellers utilize this form of continued involvement to minimize
adverse tax consequences brought about by a sale and/or to obtain a higher
selling price by mzking various types of financial guarantees.

2. Selling the entire ownership interest and taking back financing in the form
of a purchase money mortgage. This form of continued involvement often
produces a higher selling price and a quick sale, since the buyer does not
have to search for and obtain third-party financing.

3. Selling the entire ownership interest and maintaining a management
contract. If the seller is a management company, particularly a first-tier
operator, it can be advantageous to retain a management contract after the
sale. Should a seller/management company be willing to make financial
guarantees, a higher selling price can often be realized.

By remaining involved with the hotel after the sale, the seller faces the same risks as
an owner, lender, or management company. Under these circumstances, the seller
should thoroughly investigate the contemplated buyer to ensure that a financial rela-
tionship will be mutually satisfying.

[5] Hotel Management Company

[6] Other Parties

The hotel management company provides the management expertise to operate the
hotel. If the management company is a first-tier operator, the property benefits from
a chain affiliation.

The owner of a new hotel usually has to locate a management company and
negotiate a management contract. For existing hotels, the management is often in
place and the new owner buys subject to the terms and conditions in the existing
agreement.

In situations where the hotel management company is also an owner, the man-
agement fee structure may be modified downward, reflecting a form of imputed
equity. Occasionally, management companies with equity ownership may also make
debt service guarantees.

A full discussion of hotel management companies and management contracts is
found in Chapters 17 and 18.
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A number of other parties, such as hotel franchisors and mortgage and real estate
brokers, participate in hotel transactions to a lesser degree.

[a] Franchisor

The hotel franchisor provides the hotel an identity, a mode of operation, and a
reservation or referral system. A full discussion of hotel franchises is found in
Chapter 19.
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[b] Real Estate Broker

The real estate broker works as an agent for the owner to locate a buyer and assist in
the negotiations. Compensation generally takes the form of a commission that is paid
upon closing. Depending on the size of the transaction, real estate broker commis-
sions for hotel sales range from 1 to 4 percent.

[c] Mortgage Broker

The mortgage broker works for the buyer and assists in obtaining mortgage financ-
ing. Compensation generally takes the form of a commission that is paid upon clos-
ing. Depending on the size and type of mortgage financing obtained, the mortgage
broker commission will range from 0.5 to 3 percent.

[d] Equity Broker Dealer

Limited partner equity capital is raised by registered security dealers. These firms
assist in structuring the syndication and sell partnership interests to their customers.
Because broker dealers have a vested interest in selling successful deals, they will
often perform an extensive amount of due diligence and project analysis before offer-
ing a partnership to their customers.

Equity syndicators are generally paid a commission as partnership units are sold.
Commission rates range from 5 to 15 percent of the equity raised.

[e] Others

Other parties to a typical hotel transaction include accountants, appraisers, attorneys,
title companies, engineers, and property tax consultants.

21.03 HOTEL INVESTMENT STRUCTURE—SPRING VALLEY PROJECT

The relationship of each party to a hotel investment can be best illustrated through an
example. Although few hotel investments can be classified as typical, the structure in
the following example is a fair represenation, combining elements of both a joint
venture and a limited partnership. By understanding the logic and return require-
ments illustrated in the example, hotel owners, lenders, and operators should be able
to modify the basic structure to meet their individual needs and unique circum-
stances.

This example uses the data and information contained in the case study, pre-
sented in Chapters 614, illustrating the proposed 300-room Spring Valley, New
York hotel. The facts and investment structure are as follows:

The developer of the Spring Valley hotel decides to sell the equity in the prop-
erty upon its opening. The developer’s objective is to recoup his existing invested
equity and maximize the selling price by maintaining an interest in the hotel after the
sale and providing certain cash flow guarantees.

When the hotel opens for business in 1990, the total project cost is estimated to
be as follows:
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Hard Costs
Land $ 2,600,000
Improvements 13,500,000
Furniture, fixtures, and equipment 4,500,000
Contingency 550,000
Subtotal $21,150,000
Soft Costs
Appraisals $ 30,000
Architecture and engineering 600,000
Financing fees 316,000
Interest during construction 1,291,000
Legal 30,000
Miscellaneous 91,000
Operating reserve 1,200,000
Preopening 600,000
Property taxes 50,000
Surveys 15,000
Fees and permits 100,000
Working capital 200,000
Development fee 587,000
Franchise fees 90,000
Subtotal $ 5,200,000
Total cost $26,350,000

Although the appraised value of the hotel is estimated to be $31,000,000 upon
opening, it is doubtful whether the developer could actually realize this amount if he
insisted on an all-cash transaction with no continued involvement. The primary rea-
son for this is that most lenders are often reluctant to finance new hotels with nonre-
course mortgages exceeding 80 percent of the total project cost until a property
establishes a track record of earnings. For the Spring Valley hotel, 80 percent of total
cost equates to $21,080,000, which is below the $23,230,000 financing assumption
contained in the appraisal. The lower leverage and resulting need for additional
equity makes it difficult to justify an all-cash purchase price of $31,000,000. How-
ever, by staying in the transaction and making some financial guarantees, the devel-
oper should ultimately realize the hotel’s full $31,000,000 opening value. This
produces a developer’s profit equal to 17.6 percent of the total project cost, 22 per-
cent of hard costs (excluding development fee), and 25 percent of hard costs (includ-
ing development fee).

[1] Transaction: Developer and Partnership
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[a] Syndication Costs

In order to realize the full $31,000,000 value and obtain a developer’s profit in
excess of 17 percent, the developer enters into a transaction with a hotel syndicating
firm. A limited partnership will purchase the Spring Valley hotel from the developer
upon opening for a price of $26,350,000, which will consist of a $21,080,000 nonre-
course first mortgage and $5,270,000 in cash generated by an equity syndication. To
obtain the $5,270,000 in cash to purchase the hotel, the syndication must raise a total
of $6,501,000. The costs associated with forming the syndication and the sources
and usage of funds are illustrated in the following table.
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Syndication Costs
Commissions paid 10 broker/dealers $ 520,000

Broker dealer expenses 65,000
Printing and promotion 100,000
Legal 45,000
Accounting 30,000
Acquisition fee 325,000
Funds for operation 146,000
Total syndication costs $1,231,000
Acquisition price 5,270,000
Total to be raised $6,501,000
Sources of Funds
Limited partners $6,500,000
General partners 1,000
Total funds raised $6,501,000

The first mortgage, representing a loan-to-cost ratio of 80 percent and a loan-to-
value ratio of 68 percent, will have a fixed interest rate of 10.5 percent, a 30-year
amortization schedule, and a 10-year term. The resuiting mortgage constant is
0.10977 with an annual debt service of $2,314,000. Because of the low loan-to-
value ratio, the lender does not require a personal guarantee from the general partner.

[o] Before-Tax Analysis

The developer will have a non-ownership, supervisory interest in the property. He
will receive 45 percent of the cash flow that remains after payment to the partnership
of a 10.5 percent cumulative priority return on the $6,501,000 raised by the syndica-
tion. This annual priority return equals $683,000. The developer guarantees to fund
all operating losses above the $1,200,000 in operating reserves subject to a time limit
of three years and a $3,000,000 maximum. In addition, the developer keeps any
unused operating reserve.

Table 21.1 is a statement of cash flow based on the 10-year projection of income
and expense for the proposed Spring Valley hotel. The statement shows the annual
allocation between the partnership and the developer.

In 1990, the cash flow after debt service and audit fee is projected to be
—$934,000. This anticipated deficit can be covered from the $1,200,000 operating
reserve fund. The $683,000 preferred distribution of cash flow is not paid out to the
partnership but rather it accumulates and will be paid when sufficient cash flow is
available.

In 1991, the cash flow after debt service and audit fee is projected to be
$244,000. This amount flows to the partnership as a preferred distribution, and the
$1,122,000 of unpaid preferred distribution ($1,366,000 — $244,000) is deferred
until the next year.

In 1992, the cash flow after debt service and audit fee is projected to be
$1,333,000. This amount flows to the partnership as a preferred distribution and the
$472,000 of unpaid preferred distribution ($1,805,000 — $1,333,000) is deferred
until the next year.

In 1993, the cash flow after debt service and audit fee is projected to be
$1,516,000, which is sufficient to pay the current $683,000 preferred distribution
plus the $472,000 accrued preferred distribution from the previous year. The balance
remaining to be split between the partnership and developer is $361,000, which goes
55 percent to the partnership ($198,000) and 45 percent to the developer ($163,000).

21-9




21.03[1][b]

TABLE 21.1

DEVELOPMENT, ACQUISITION, AND FINANCE

Statement of Cash Flow ($000)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999

Income before debt service
Less: Debt service
Audit fees

Balance

Reserve funds

Balance

Preferred distribution—
Current

Preferred distribution—
Cumulative

Preferred distribution—
Deferred

Preferred distribution—Paid
to partnership

Balance

Partnership (55%)
Developer (45%)
Totals
Cash flow——Partnership
Cash flow—Developer

$1,380 $2,588 $3,679 $3,863 $4,056 $4,259 $4,472 $4,695 $4,930 $5,177
2,314 2,314 2,314 2,314 2,314 2,314 2,314 2,314 2,314 2,314

0 30 32 33 35 36 38 40 42 44
(934) 244 1,333 1,516 1,707 1,909 2,120 2,341 2,574 2,819
934 0 0 0 0 0 0 0 0 0

0 244 1,333 1,516 1,707 1,909 2,120 2,341 2,574 2,819

683 683 683 683 683 683 683 683 683 683

683 1,366 1,805 1,155 683 683 683 683 683 683

683 1,122 472 0 0 0 0 0 0 0
0 244 1,333 1,155 683 683 683 683 683 683
0 0 0 361 1,024 1,226 1,437 1,658 1,891 2,136
0 0 0 198 563 674 790 912 1,040 1,175
0] 0 0 163 461 552 647 746 851 961

1,333 1,353 1,246 1,357 1,473 1,595 1,723 1,857
0 163 461 552 647 746 851 961

(=N e
no
oX
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The total cash flow to the partnership is the $1,153,000 preferred distribution plus
the $199,000 share of the cash flow, which totals $1,353,000. The developer
receives a total of $163,000.

From 1994 on, the cash flow is projected to be sufficient to pay the preferred
distribution plus the full 55:45 split.

When the hotel is sold or refinanced, the net proceeds are first allocated to the
partnership until its $6,501,000 capital has been repaid. The remaining proceeds are
then divided 50 percent to the developer and 50 percent to the partnership.

The projection in this example assumes a sale at the end of year 10. Assuming
the net income in year 11 is expected to be $5,436,000 and the terminal (going-out)
capitalization rate is 11 percent, the resulting sales price would be $49,414,000.
From these sales proceeds, selling costs (broker and legal—3 percent) and the final
mortgage balance must be deducted. The initial working capital is then added back.
The following table illustrates these calculations:

Sales price $49,414,000
Less: Selling costs 1,482,000
Mortgage balance 19,314,000

Plus: Working capital 200,000
Cash to distribute $28,818,000

The distribution of the sales proceeds to the developer and partnership is shown
as follows:

Developer Partnership Total
Return of capital — + $ 6,501,000 = $ 6,501,000
Distribution of balance $11,158,500 + 11,158,500 = 22,317,000

Total distribution $11,158,500 + $17,659,500 = $28,818,000
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The total cash proceeds to the developer and partnership over the 10-year life of
this investment is projected as follows:

Year  Source Developer Partnership
1990 Cash flow $ 0 $ 0
1991 Cash flow 0 244,000
1992 Cash flow 0 1,333,000
1993 Cash flow 163,000 1,353,000
1994 Cash flow 461,000 1,246,000
1995 Cash flow 552,000 1,357,000
1996 Cash flow 647,000 1,473,000
1997  Cash flow 746,000 1,595,000
1998 Cash flow 851,000 1,723,000
1999 Cash flow 961,000 1,857,000

Total cash flow 4,381,000 12,181,000
1999 Sales proceeds 11,158,500 17,659,500

Total cash flow and sales proceeds $15,539,500 $29,840,500

The net present value to the developer of the total cash flow and sales proceeds
assuming various discount rates is illustrated in the following table:

Net present value of
project developer’s
cash flows and

Discount rate sales proceeds
5.0% $9,861,000
10.0 6,423,000
15.0 4,285,000
20.0 2,925,000
13.9 4,650,000

The 13.9 percent discount rate shows the rate of return that produces a net pres-
ent value of $4,650,000, which is the profit to the developer if he could have sold the
hotel upon opening for $31,000,000. The discount rate would be 14.8 percent if the
$266,000 remaining in the developer’s reserve fund is included ($1,200,000 —
$934,000).

The internal rate of return (IRR) to the partnership assuming an initial invest-
ment of $6,501,000 and assuming the preceding cash flows and sales proceeds are
realized would be 20.8 percent.

[2] Partnership: General and Limited Partners

The preceding section described the financial structure between the two joint venture
parties—the developer and the partnership. Separate from that structure is the finan-
cial relationship of the partnership, which comprises general and limited partners.
The distribution of cash flow and sales proceeds within the partnership can be based
on different formulas from those described for the joint venture.

The partnership was organized by the general partner who received a fee of
$325,000 for finding the Spring Valley hotel investment opportunity, performing the
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necessary due diligence, negotiating the joint venture structure with the developer, ‘
structuring the partnership, and monitoring the sale of partnership units.

The partnership is capitalized with $6,501,000, which was obtained from the
sale of limited partner units totaling $6,500,000 and $1,000 from the general partner.

During the life of the partnership, the general partner will provide asset manage-
ment services to oversee the operation of the hotel and ensure that its management is
operating the property in a profitable and efficient manner. For these asset manage-
ment services, the general partner will receive an asset management fee of $40,000
in 1990, which increases 5 percent per year thereafter. In addition to the asset man-
agement fee, the partnership pays annual expenses estimated to be $10,000 in 1990
and increasing 5 percent per year thereafter.

When the partnership was organized, $146,000 was set aside in a reserve
account to pay partnership expenses in the event that cash flow was insufficient.
Unused reserve is invested and accumulates interest at an assumed rate of 5.5 per-
cent. The $146,000 reserve balance is maintained throughout the life of the partner-
ship.

[a] Allocation of Cash Flow

The cash flow to the partnership remaining after the partnership expenses have been
paid is allocated to the limited and general partners in the following manner:

1. A noncompounded cumulative preferred distribution is allocated 99 percent
to the limited partners and one percent to the general partner so that the
limited partners will receive an average annual distribution over the life of
the investment of 11 percent of the $6,500,000 raised, or $715,000. If the
cash flow in any one year is insufficient to make this distribution, the
unpaid amount accumulates without interest until sufficient cash flow is
available.

2. Any cash flow remaining after this initial preferred distribution is allocated
75 percent to limited partners and 25 percent to the general partners.

Table 21.2 illustrates the distribution of the partnership cash flow. In 1990, there
was no cash flow to the partnership. The asset management fee and partnership
expenses were charged against the reserve fund, reducing it to $96,000; however,
interest on the reserve funds brought the ending reserve balance to $104,000. The
$715,000 preferred distribution to the limited partners was not paid and was deferred
until the following year.

In 1991, the cash flow to the partnership was $244,000. The reserve fund of
$104,000, plus $6,000 interest, is added and $42,000 in asset management fees
along with $11,000 in partnership expenses is deducted, producing a cash reserve of
$301,000. From this amount, the $146,000 reserve must be replenished, leaving
$155,000 available for distribution. At the end of the year, the total cumulative pre-
ferred distribution amounted to $1,430,000, which was made up of $715,000 cumu-
lative preferred for 1990 and $715,000 for 1991. The $155,000 cash flow is paid 99
percent ($153,000) to the limited partners and one percent ($2,000) to the general
partner. There was no money available for the second distribution.

In 1992, the cash available for distribution was $1,286,000. The cumulative
preferred balance at the end of 1992 was $1,990,000, which resulted from taking the
$1,430,000 balance in 1991, deducting the $155,000 preferred paid in that year, and
adding the $715,000 preferred from 1992. Since the cash available for distribution
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TABLE 21.2

21.03[2][a]

Distribution of Partnership Cash Flow ($000)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999
Cash flow: Partnership $ 0 $ 244 $1,333 $1,353 $1,246 $1,357 $1,473 $1,595 $1,723 $1,857
Reserve funds 146 104 146 146 146 146 146 146 146 146
Interest: Reserve funds 8 6 8 8 8 8 8 8 8 8
Less: Asset management
fee 40 42 44 46 49 51 54 56 59 62
Partnership expenses 10 11 11 12 12 13 13 14 15 16
Cash reserve 104 301 1,432 1,449 1,339 1,447 1,560 1,679 1,803 1,934
Cash available for
distribution 0 155 1,286 1,303 1,193 1,301 1,414 1,533 1,657 1,934
Preferred distribution—
Current 715 715 715 715 715 715 715 715 715 715
Preferred distribution—
Cumulative 715 1,430 1,990 1,419 831 715 715 715 715 715
Preferred distribution—
Deferred 715 1,275 704 116 0 0 0 0 0 0
Preferred distribution—Paid 0 155 1,286 1,303 839 722 722 722 722 722
Preferred distribution
paid—Limited (99%) 0 153 1,273 1,290 831 715 715 715 715 715
Preferred distribution
paid—General (1%) 0 2 13 13 8 7 7 7 7 7
Remaining cash 0 0 0 0 354 579 692 811 935 1,212
Second distribution—
Limited (75%) 0 0 0 0 265 434 519 608 701 909
Second distribution—
General (25%) 0 0 0 0 89 145 173 203 234 303
Totals
Cash flow—Limited 0 153 1,273 1,290 1,096 1,149 1,234 1,323 1,416 1,624
Cash flow—General 0 2 13 13 97 152 180 210 241 310

($1,286,000) was less than the preferred cumulative ($1,991,000), the entire amount
is allocated 99 percent ($1,273,000) to the limited partners and one percent
($13,000) to the general partner. There was no cash flow available for the second
distribution.

In 1993, the method of distribution is the same as in 1992.

In 1994, the cash available for distribution ($1,193,000) is greater than the pre-
ferred cumulative ($831,000), which means that by the end of the year the limited
partners would receive their 11 percent preferred return since the opening of the
hotel. The preferred paid is calculated by dividing the preferred cumulative by 99
percent and allocating this amount ($839,000) 99 percent ($831,000) to the limited
partners and one percent ($8,000) to the general partner. After this initial distribu-
tion, the remaining cash ($362,000) is split in the second distribution 75 percent to
the limited partners ($272,000) and 25 percent to the general partner ($90,000).
Thus, the limited partners will receive $1,103,000 and the general partner will
receive $98,000 from the preferred and second distributions in 1994.

From 1995 to 1999, the distribution is calculated the same as in 1994. The pre-
ferred cumulative for prior years has been paid off, leaving only $715,000 for each
current year.

When the hotel is sold at the end of 1999, the limited partners first receive their
$6,500,000 investment back from the proceeds of the sale. The general partner then
regains its original $1,000 investment. The remaining proceeds are allocated to the
partnership 75 percent to the limited partners and 25 percent to the general partner.
The following table illustrates this calculation:
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Limited General
partners partner Total
Return of capital $ 6,500,000 $ 1,000 $ 6,501,000
Distribution of balance 8,368,875 2,789,625 11,158,500
Total $14,868,875 $2,790,625 $17,659,500

The total cash proceeds to the limited and general partners over the 10-year life
of this investment is projected as follows:

Year Source Limited partners General partners
1990 Cash flow $ 0 $ 0
1991 Cash flow 153,000 2,000
1992 Cash flow 1,273,000 13,000
1993 Cash flow 1,290,000 13,000
1994 Cash flow 1,096,000 97,000
1995 Cash flow 1,149,000 152,000
1996 Cash flow 1,234,000 180,000
1997 Cash flow 1,323,000 210,000
1998 Cash flow 1,416,000 241,000
1999 Cash flow 1,624,000 310,000
Total cash flow 10,558,000 1,218,000
1999 Sales proceeds 14,868,875 2,790,625
Total cash flow and sales proceeds $25,426,875 $4,008,625

The net present value to the general partner of the annual cash flows and sales
proceeds assuming various discount rates is illustrated in the following table:

Net present value of
projected general partner’s
Discount rate  cash flows and sales proceeds

5% $2,536,000
10 1,650,000
15 1,099,000

20 749,000

The IRR to the limited partners, assuming an initial investment of $6,500,000
and assuming the preceding cash flows and sales proceeds are realized, would be
18.4 percent.

[b] After-Tax Benefits

Although the tax benefits of a hotel investment were greatly reduced in the 1980s,
they still provide some shelter, thereby deferring some of the ordinary income gener-
ated by the hotel. This section will describe the tax benefits of the proposed Spring
Valley hotel. The calculated tax benefits are based on 1988 tax law.

Assuming a purchase price of $26,350,000, the tax basis for the subject property
is calculated as follows:

Estimated development costs

Land acquisition price $ 2,600,000
Improvements (real property) 13,500,000
Furniture, fixtures, and equipment 4,500,000
Contingency 550,000
Soft costs 5,000,000
Working capital 200,000

Total cost $26,350,000
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The $200,000 in working capital is not part of the depreciable basis. However,
the contingency and soft costs totaling $5,550,000 must be allocated between the
improvements and furniture, fixtures, and equipment (FF&E). This will be accom-
plished based on the ratio of improvements and FF&E to total value.

Depreciable

Ratio Allocation basis
Improvements (real property)  $13,500,000 75% $4,163,000 $17,663,000
FF&E 4,500,000 25 1,387,000 5,887,000
Total $18,000,000 100% $5,550,000  $23,550,000

The real property improvements can be depreciated on a straight-line basis over
a 31.5-year term. The annual depreciation expense deduction is therefore:

$17,663,000
31.5 = $561,000
The total comprising the original FF&E and the annual replacements, which is
assumed to be the projected reserve for replacement, can be depreciated in accor-
dance with the following schedule:

Years Depreciation Accumulated
in service  percentage for year depreciation
1 14.28% 14.28%
2 24.49 38.77
3 17.49 56.26
4 12.49 68.75
5 8.93 77.68
6 8.93 86.61
7 8.93 95.54
8 4.46 100.00

Table 21.3 shows the annual depreciation expense for the proposed Spring Val-
ley hotel.

In addition to the depreciation of the building and furniture, fixtures, and equip-
ment, the $325,000 acquisition fee can be expensed on a straight-line basis over five
years, which equals an annual deduction of $65,000.

The annual first mortgage debt service is $2,314,000. Of this amount, part is
interest that is a deductible expense and part is repayment of principal that cannot be
deducted as an expense. Table 21.4 shows the annual allocation of debt service
between interest and principal.

The annual income to the partnership is calculated by taking the projected
income before debt service and adding back the reserve for replacement, since this
amount will be depreciated rather than expensed. The interest generated from the
invested reserve funds is also income. Additional deductible expenses would include
the mortgage interest, audit fee, depreciation, acquisition fee, asset management
expenses, and partnership expenses. The income of the partnership is shown in Table
21.5.

The cash flow applied represents the cash shortfall guarantee of the developer,
which is income to the partnership in 1990.
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TABLE 21.3
Annual Depreciation Expense ($000)

DEVELOPMENT, ACQUISITION, AND FINANCE

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 Total
Real property $ 561 $ 561 $ 561 $ 561 $ 561 $ 561 $ 561 $ 561 $ 561 $ 561
Original furniture,
fixtures, and
equipment 841 1,442 1,030 735 526 526 526 263 0 0
Reserves 1990 51 87 62 45 32 32 32 16 0 0
1991 61 104 74 53 38 38 38 19 0
1992 70 119 85 61 44 44 44 22
1993 73 125 90 64 46 46 46
1994 77 132 94 67 48 48
1995 81 138 99 71 50
1996 85 145 104 74
1997 89 152 109
1998 93 160
1999 98
Total
depreciation $1,453 $2,151 $1,827 $1,607 $1,459 $1,521 $1,582 $1,368 $1,138 $1,168 $15,274
TABLE 21.4
Annual Allocation of Debt Service ($000)
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999
Beginning balance  $21,080  $20,974  $20,875  $20,727  $20,583  $20,423  $20,245 $20,047 $19,828  $19,584
Payment 2,314 2,314 2,314 2,314 2,314 2,314 2,314 2,314 2,314 2,314
Interest 2,208 2,197 2,184 2,170 2,154 2,136 2,116 2,095 2,070 2,044
Principal 106 117 130 144 160 178 198 219 244 270

The income (loss) of the partnership is allocated to the limited and general part-
ners in the following proportion: 99 percent to the limited partners and one percent to
the general partner. Table 21.6 illustrates this allocation.

The assumed sale at the end of 1999 creates a taxable event by producing a
capital gain to the partnership. The calculation of this gain begins with the determi-
nation of the total basis of the partnership at the time of the sale:

Original Additions and Total basis

basis replacements as of sale
Improvements $17,663,000 $ 0 $17,663,000
Furniture, fixtures, and equipment 5,887,000 5,440,000 11,327,000
Land 2,600,000 0 2,600,000
Total $26,150,000 $5,440,000 $31,590,000

The amount for additions and replacements represents the total annual reserve
for replacement during the projection period.

The book value is the total basis of the property less the total depreciation during
the 10-year projection.
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Less: Total depreciation
Book value

$31,590,000
15,274,000
$16,316,000
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TABLE 215
Partnership’s Income ($000)
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 Total
Cash flow before debt service $1,380 $2,588  $3,679  $3,863 $4,056 $4,259 $4,472  $4,695 $4,930 85,177 39,099
Plus: Reserve for replacement 356 426 488 512 538 565 593 623 654 686 5,441
Interest on reserves 8 6 8 8 8 8 8 8 8 8 78
Less: Interest 2,208 2,197 2,184 2,170 2,154 2,136 2,116 2,095 2,070 2,044 21,374
Acquisition fee 65 65 65 65 65 0 0 0 0 0 325
Asset management 40 42 44 46 49 5 54 56 59 62 503
Audit fee 0 30 32 33 35 36 38 40 42 44 330
Partnership expenses 10 11 1 12 12 13 13 14 15 16 127
Depreciation 1,453 2,151 1,827 1,607 1,459 1,521 1,582 1,368 1,138 1,168 15,269
Cash flow applied 934 0 0 0 0 0 0 0 0 0 934
Income (Loss) ($1,008) ($1,476) $ 12 $ 450 § 828 $1075 $1,270  $1,753  $2,268  $2,537  § 7,624
TABLE 21.6
Allocation of Income (Loss) to the Partners ($000)
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 Total
Limited ($1,087) ($1,461) $12 $446 $820 $1,064 $1,258 $1,735 $2,245 §$2,512 $7,543
General (11) (15) 0 4 8 11 13 18 23 25 76

Certain partnership costs incurred when the partnership was formed could not be
expensed or capitalized and depreciated at that time. They could instead be deferred
and used to offset any gain at sale. These costs can be added to the book value,
thereby decreasing the gain upon sale.

Book value

Plus: Commissions paid to broker/dealers

Broker dealer expenses
Printing and promotion
Legal

Accounting

Adjusted book value

$16,316,000
520,000
65,000
100,000
45,000

30,000

$17,076,000

The gain upon sale is calculated by subtracting the adjusted book value from the
net sales price (after selling costs) of the property.

Selling price
Less: Selling costs
Net sales price

Less: Adjusted book value

Taxable gain upon sale

$49,414,000
1,482,000
47,932,000
17,076,000
$30,856,000

An alternative method for calculating the gain upon sale is to calculate the basis
of the partnership as of the date of sale. Partnership basis increases with capital
invested by the partners along with taxable income generated by the partnership. The
basis decreases with distribution of cash flow. Partnership basis immediately prior to
the sale of the property would be calculated as-follows:
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Original capital $ 6,501,000
Plus: Total taxable partnership income 7,619,000
Less: Cash flow distributions to developer 4,381,000

Cash flow distributions to limited partners 10,558,000
Cash flow distributions to general partners 1,218,000
Partnership basis prior to sale $(2,038,000)

The cash distributed upon the sale further decreases the basis of the partnership.
Any negative basis remaining after the sale is considered a taxable gain.

Partnership basis prior to sale ($2,038,000)
Less: Cash distributed upon sale 28,818,000
Taxable gain upon sale $30,856,000

The two methods for calculating the gain upon sale produced identical results.
The allocation of the gain upon sale amongst the developer, limited partners, and
general partner is accomplished utilizing the second method:

Limited General
Developer partners partners Total

Original capital $ 0 $ 6,500,000 $ 1,000 $ 6,501,000

Plus: Taxable income 0 7,543,000 76,000 7,626,000

Less: Cash flow distributions 4,381,000 10,558,000 1,218,000 16,157,000

Basis prior to sale (4,381,000) 3,485,000 (1,141,000)  (2,038,000)
Less: Cash distributed upon

sale 11,159,000 14,868,875 2,790,625 28,818,000

Taxable gain upon sale $15,539,500 $11,383,875 $ 3,931,625 $30,856,000

Under the current tax laws, limited partners are considered passive investors, so
any passive losses cannot be used to offset active income. This after-tax projection
assumes that all limited partner losses will accumulate and be used to offset income
in future years. Assuming a 28 percent tax rate, the annual tax due for the limited
partners over the 10-year projection period is shown in Table 21.7.

In 1990 and 1991, the limited partners had cumulative losses totaling
$2,547,000. These losses shelter the income completely through 1995 and part of
1996. Between 1996 and 1999, the investors had to pay income tax on the income
generated by the property. Deducting the annual tax due from the cash flow produces
the after-tax cash flow to the limited partners. Using that amount and assuming an

TABLE 21.7
Limited Partners’ Annual Tax Due ($000)

1980 1991 1992 1993 1994 1995 1996 1997 1998 1999 Sale

Income (Loss) ($1,087) ($1461) $ 12 $ 444 § 820 $1,064 $1,257 $1,735 $2,245 $2512 $11,385
Unusable

losses 1,087 1,461 0 0 0 0 0 0 0 0 0
Cumulative

losses 1,087 2,547 2,535 2,091 1,271 207 0 0 0 0 0
Taxable income 0 0 0 0 0 0 1,050 1,735 2,245 2,512 11,385
Tax due (28%) 0 0 0 0 0 0 295 486 629 703 3,188
Cash fiow 0 153 1,273 1,290 1,096 1,149 1,234 1,323 1,416 1,624 14,869
After-tax cash

flow $ 0 $ 153 $1,273 $1,290 $1,096 $1,149 $ 940 $ 837 $ 787 $ 921 $11,681
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initial investment of $6,500,000, the after-tax IRR (equity yield) to the limited part-
ners is 15.5 percent. This compares with a before-tax IRR (equity yield) to the lim-
ited partners of 18.4 percent.

[3] Mortgage Lender

[4] Other Parties

Even though the debt is assumed to be nonrecourse, the first mortgage lender in
this transaction has a relatively secure position lending 80 percent of the project
cost and 68 percent of the appraised value. The $1,200,000 shortfall reserve along
with the guarantee of the developer to fund additional cash needs provides still
more comfort. .

Another measure of lender risk is the debt coverage ratio calculated by divid-
ing the income before debt service by the debt service. Hotel loans that achieve a
debt coverage of 1.30 by the stabilized year are considered conservative. The pro-
jected debt coverage ratios for the Spring Valley hotel are set forth in the follow-
ing table:

1990 1991 1992 1993

Income before debt service 1,380 2,588 3,679 3,863
Debt service 2,314 2,314 2,314 2,314
Debt coverage ratio .60 1.12 1.59 1.67

By the stabilized year (year 3), the subject property has achieved a debt coverage
ratio of 1.59, indicating a highly safe loan. With a fixed interest rate of 10.5 percent,
the first mortgage lender will yield 10.5 percent over the life of the loan.

[a] Hotel Management Company and Hotel Franchisor

The hotel management company is assumed to be a second-tier operator receiving a
management fee of 3 percent of total revenue. A franchise fee equal to 5 percent of
rooms revenue is included in the market expense category. The total fees projected to
be paid to the management company and hotel franchisor over the 10-year period are
as follows:

Projected fees over
10-year projection

Second tier management fee $ 5,440,000
Franchise fee 5,059,000%*
Total revenue 181,329,000

* Includes an initial franchise fee of $90,000

The total projected second-tier management fee plus the franchise fee expressed
as a percentage of total revenue equals 5.8 percent. This combined amount should be
sufficient to retain a first-tier hotel management company that would also provide the
subject property with some operational expertise and a national identity.
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[5] Conclusion

DEVELOPMENT, ACQUISITION, AND FINANCE

[b] Real Estate Broker

If a real estate broker was involved in bringing together the buyer and the developer/
seller, the fee is normally an expense of the seller and has not been directly factored
into the preceding calculations.

{c] Mortgage Broker

A $316,000 financing fee was included in the estimate of total project cost. This fee
equals 1.5 percent of the first mortgage amount of $21,080,000, which should be
sufficient to pay a mortgage broker’s fee and the associated financing fees.

[d] Equity Broker Dealer

The estimated syndication costs for selling $6,500,000 in limited partnership inter-
ests amount to $520,000 in commissions paid to broker dealers plus $65,000 in bro-
ker dealer expenses. The estimated commissions paid plus the broker dealer
expenses equal 9 percent of the equity monies raised——a reasonable compensation
for these services.

[e] Others

Additional professionals also received compensation for services performed. with
regard to this transaction, as shown in the following table:

Estimated
Professional professional fee
Accountant $ 30,000%*
Appraisers 30,000
Attorneys 30,000
Attorneys 45,000%*
Engineers and architects 600,000
Survey 15,000

* Syndication costs
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The Spring Valley project illustrates one of numerous possible structures utilized by
hotel purchasers, particularly those who employ limited partnership syndications.
There are many circumstances, however, that could affect this structure.

For example, the developer may want an all-cash price and may want not to be a
party to the transaction when the property is sold. This could reduce the purchase
price paid by the buyer. If the general partner had to assume the initial cash shortfall
exposure, the split in cash flow between the general and limited partners may be
more heavily weighted toward the general partner.

As another example, the transaction could assume a refinancing at some point
that would probably increase somewhat the yield to the limited partner. Likewise, if
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the project is sold prior to the assumed 10-year holding period, the IRR would proba-
bly be higher.

Using sophisticated computerized financial analysis programs, buyers and sellers
of lodging facilities can evaluate the proposed transaction to quantify the effect of
any modifications made during the negotiation process. The various tables in this
chapter illustrate the final output from such programs.
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APPENDIX

Data Collection Checklist

SUBJECT PROPERTY

DATE OF STUDY

MAILING ADDRESS

OPENING DATE

MUNICIPALITY

OF PROJECT

COUNTY

TELEPHONE NUMBER

REFERENCE NUMBER

1. CLIENT DATA

Company Name

' Business Address

Telephone Number

Financial Records
[J Balance sheets (last three years)

[ Profit and loss statements with supporting state-
ments (last three years)

[0 Occupancy and average rate, by month (last
three years)

O Operating budgets and projections
O All contracts or agreements entered into by client:
¢ Union contracts
* | eases (ground)
* Management contracts
* Franchise agreements
¢ Title reports
* Stock agreements
* Partnership agreements
O Franchise Reports
* Occupancy

. * Inspection

* Reservation

® Turnaway
¢ Denials
O Capital expenditures (last three years)

O Capital budget (cost) projections (next three
years)

(O Personal and real property tax bills
[1 Comparable assessments

O Cost of furniture, fixtures, and equipment (last
three years)

O Marketing plans
[ Impact study
O Name of legal owner

Property Records

O Architectural plans

J Floor plans (as built)

J Plot plans

O Survey and legal description of property
O Engineering reports -

O Original purchase data (price, date, terms, con-
tract, closing statement)

O Agreement of sale, option, or listing

O Financing documents (mortgage)

J Past appraisals of subject property

[0 Market and feasibility studies of subject property
O3 Prospectuses
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Miscellaneous Records

[ Credit card user surveys
[J Meeting planners brochure—rate card
O Maps

. IN-HOUSE DATA BASE

U Client proposal for valuation
J Past studies performed in market area
[ Contacts with local hoteliers

0 American Hotel and Motel Association Construc-
tion Report

O] Directories
* Official Hotel and Resort Guide
* Hotel Travel Index
* Red Book
* AAA
* Mobil Travel Guide

* American Institute of Real Estate Appraisers
Directory

* Hospitality Market Data Exchange

* American Society of Real Estate Counselors
Directory

* Society of Real Estate Appraisers Directory
U Rate and occupancy data collections

0 College alumni listing (e.g., Cornell Society of
Hotelmen Directory)

U Mailing list of clients

[J Telephone listings—hotels, motels, real estate,
apartments

OJ National Real Estate Investor—city data, atlas,
encyclopedia

[J Sales and Marketing Management

[J Survey of Buying Power

[J Restaurant Business RAIl and RG!

[J FAA terminal forecasts

FIELD DATA

Contacts (Name and telephone number)
General Manager

Assistant Resident Manager

Director of Marketing
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Director of Sales

Director of Engineering

Front Desk Manager

Controller/Accountant

Introductions (Name and telephone
number)

Other general managers in area

Chamber of Commerce

Convention and Visitors Bureau

Hotel Association

Marketing

L} Demand generator analysis
* Major businesses and industries in area

* Primary market area in gecgraphic terms (pro-
vide map)

* Top twenty major users of subject property

* Major contract business, including term, rate,
and number of room-nights

[0 Competition analysis

* Competitive hotels, including occupancy,
average rate, and market segmentation

* Market segmentation, by month
¢ Average length of stay
* Seasonality

— weekly

— monthly

— by segment
¢ Unaccommodated demand, by segment
Double occupancy percentage
Rate resistance by segment
Rack rate pricing strategy
Points of origin (feeder markets)

Mode of arrival (indicate shuttle availability
applicable)

Percentage of reservations from franchise
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* Amount of travel agent commissions
* Hotel or extended-stay association

Subject Property Analysis
O Size, topography, and shape
® | and area

* Excess land (indicate if salable, highest and
best use)

* Plot survey
* Optimum frontage-to-depth ratio (corner loca-
tion)
* Frontages
¢ Adjoining uses:
— North
— East
— South
— West
* Grade, compared to surrounding roads/uses
* Contours, slope, drainage

¢ |dentification of flood zones, if any, and need
for fiood insurance

* Soil tests
— Water table
— Percolation tests
— Other
* Air rights
* Subsurface rights
* Water rights
¢ | andscaping
* Easements/restrictions
* Current condition
O Access
* North/south roads
* East/west roads

* Direct access pattern (i.e., number of lanes in
approach roads, presence of median division,
turn restrictions, traffic signals, one-way, curb
cuts, limited access)

Time and distance to:
— Airport
— Highways and interchanges
— Mass transportation
— Convention center
— Demand generators
— Competition
O Visibility
* North-south roadways
* East-west roadways

* From demand generators, airport, convention
center

Height and depth
Slope of land

Signage

— Location
— Visibility
— Condition

* Views from subject (all sides) including:

— Guestrooms

— Food and beverage outlets

* Effect of climate, if any

O Utilities

* Location
¢ Capacity
* Provider
* Electricity:
— Price/KWH
— Normal demand charges
— Quantity discounts
— Seasonal adjustments
Natural gas:
— Price/therm
— Quantity discounts
— Seasonal adjustments
¢ QOil:
— Tank size
— Price/gallon
— Quantity discounts
¢ Steam
* Water source
* Telephone service
* Sewage
* LPG
¢ Trash removal
¢ Storm drainage

[ Photographic documentation

* Visibility of subject property
¢ Access to subject property
* Entrance, with signage

* View of subject property—four sides
* View from subject property—four sides

¢ Approach roads
¢ Surrounding land use

Neighborhood
O Boundaries, as indicated by:

* Land use changes
* Transportation arteries

Obstructing buildings (all sides)
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* Bodies of water

* Changes in elevation/topography
O Characteristics

* Residential

* Commercial

* Retail

* Industrial

* Rural

* Suburban

* Urban
O Buildings

* Style

* Size

* Density

* Vacancy levels

* Rental rates

* Effective age

¢ Condition
0J New construction/development
[ Street patterns/widths
[ Nearby parks and recreation areas
0 Noise or other nuisances

O Future trends or potential changes in neighbor-
hood as indicated by uniformity/variance in land
uses

ol

IMPROVEMENTS

Hotel Description

U Architectual plans and description
U Year opened
O Year of expansion/renovation
] Description of expansion/renovation
O Number of structures
] Location of structures on site
UJ Number of stories in each building
U Configuration of each building (e.g., H, L, U)
[0 Total gross building square footage
O Total net building square footage
O Landscaping and sidewalks
Ul Exterior facade

* Architectural style

* Materials

* Balconies
[J Future development plans

* Project description

* Costs
U Current engineering reports
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Building Layout
] Lobby
* L ayout and circulation
* Decor
* Size
¢ Condition
* Ceiling height
* Porte cochere
¢ Valet stand
* Shuttle bus
* Doors (i.e., automatic, airlock vestibule)
* Bell stand
* Luggage storage
¢ Concierge desk
* Restrooms
* Phones
(1 Front Desk
¢ Published rates
* Visibility to incoming guests
* Elevator visibility
* Reservation and registration system

Other Floors
O Layout
O Circulation

Guestrooms (broken down by type)
O Total number
O Number of connecting rooms
[J Walking distance
[ Size
[ Ceiling height
[J Number of terraces
O Furnishings
* Age
¢ Last replacement date
* Present condition
* Refurbishment schedule

* Amenities (e.g., extra phone, shoe shine, mov-
ies, VCR)

[ Doors
* Material
* Peephole
* Lock brand
* Type (e.g., 1-key, 2-key, card)
[0 Closets
(O Wall material (e.g., plaster, drywall, concrete)
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] Windows
* Type
¢ Condition
I Sprinklers
] Smoke detectors

[ Accessibility to and equipment for the handi-
capped

0 No-smoking rooms
O Bathrooms
* Condition
* Lighting
 Amenities (e.g., heat lamp, clothesline, heated
towel bar)

Guest Corridors and Elevator Lobbies

O Type (double, single-loaded)
[J Location (interior or exterior)
O Direction

O Width

O Lighting

O Ceiling height

[0 wallcovering

O Floorcovering

(J Condition

[0 Elevator lobby furnishings
J Ice machines

O Vending machines

O Maid/linen closets

Food, Beverage, and Room Service
Facilities
O Seating capacities
[ Meals served
[J Hours of operation (including room service)
0 Menus (obtain copies)
O Decors
O Furnishings
* Style
* Quality
* Age and condition
O Bar
[0 Buffet
] Back-of-the-house access from kitchens
[J Room service facilities

[0 Separate outside access (describe visibility of
entrance)

[J Access to restrooms
O Entertainment policy
O Point of sale system

] Average turnover by meal period
[ Average check by meal period
O] Percentage of in-house capture by meal period

[ Estimate of in-house capture and outside cap-
ture

3 Annual covers
* Breakfast
* Lunch
* Dinner
O Room service
O Lounge
(3 Banguet room
* Square footage
* Room rental revenue

O Food and beverage financial statement (broken
down by meal period and outlet)

* Cost of sales
* Total payroll expense
* Total other expenses

Kitchen(s)
O Locations
[J Access (floors, distance)
* Receiving areas
¢ Storage areas
* Meeting rooms
* Qutlets
O Equipment
* Description
* Quality
* Quantity
* Configuration
¢ Condition
O Adequacy of size and layout

Meeting and Banquet Facilities
O Individual rooms

¢ Name

* Size

¢ Capacity
[0 Adequacy of mix and breakout rooms
(] Decor
(3 Condition
[0 Separate entrance/porte cochere
O Separate service and public corridors
O Proximity to kitchen

[0 Adequacy of meeting support amenities (e.9-,
furniture, audio-visual equipment)
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U Fumniture storage area
[d HVAC/zone control

Recreational Facilities

U Swimming pool
* Shape
* Indoor/outdoor
O Tennis courts
¢ Lighted
* Indoor/outdoor
O Golf course
* Number of holes
* Yards per hole
* Annual rounds played
* Fees
J Jogging trails
O Health/exercise club
* Sauna
* Steambath
* Whirlpool!
* Massage
* Exercise classes
* Exercise apparatus
— Type
— Number

J Other facilities (e.g., horseback riding, ice skat-

ing, boating, skiing)
] Spa
L] Game room

Back-of-the-House Layout
U Employee entrance (access pattern)

L) Employee facilities
* Lockers
* Lounge area
* Cafeteria
[ Security
O Timekeeping
U Personnel
0 Purchasing offices
I Receiving
* Loading dock
* Guest view
® Lift
O Storerooms
U Engineering
* Shops
* Storage
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* Electrician
¢ Locksmith
* Carpenter

Building Systems
{d Structural
* Foundation

* Framing (e.g., steel, precast concrete, rein-
forced concrete)

* Walls
* Roof
— Age
— Condition
— Sloped or flat

— Material (e.g., asphalt shingle, built-up felt
and tar, slate)

L} Parking
* Number of spaces
* Indoor/outdoor
* Valet
* Cost to guest
* Percentage of non-guest use
* Condition of pavement and striping

Heating, Ventilation, and Air
Conditioning
[} Heating system
* Type (i.e., hot water, steam, electric)
¢ Fuel
* Delivery (2-, 3-, 4-pipe, forced air)
* Heat/cool simultaneously
* Boilers
—Brand
— Model number
— Age/condition
* Burners
— Brand
— Model number
— Age/condition
Water heater
— Brand
— Model number
— Tank size
— Age/condition
Resistance
— Brand
— Model/capacity
— Age/condition
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* Heat exchanger
— Brand

— Model/capacity
— Age/condition

® Heat pump
— Brand

— Model number

— Capacity

— Age/condition

[ Cooling system

* Type (e.g., central/chilled water, heat pumps)

* Chiller
— Brand

— Model number
— Age/condition

¢ Cooling tower
— Brand

— Model number
— Age/condition

* Zones
— Guestrooms

— Meeting rooms
— Public space control

Energy Management System

[0 Description

O Brand and model number
[1 Guestrooms (type of control; e.g., individual)
O Meeting/public space (type of control, e.g., indi-

vidual)

Housekeeping
O Offices
[ Storage areas
J Sorting areas
[ Trash chute
] Linen chute
O Exhaust fan
O Washer
* Brand
* Model number
* Quantity
U Dryer
* Brand
* Model number
* Quantity
* Fuel

[J Guest laundry
* Qutside contract
* Self-service

Fire
[0 Smoke detectors
* Local
* Wired
O Heat detectors
* Local
* Wired
O Sprinkler system -
O Fire extinguishers
O Pull stations
¢ Control/communication system
* Brand
* Model number
O Annunciator panel
O Emergency lighting and battery backup
O] Exit signage and battery backup
O Fire hoses
* Brand
* Mode!l number
0 Standpipes
O Kitchen range hood
* Brand
* Model number
* CO, system
J Public address system
[0 Emergency generator
* Brand
* Model number

Vertical Transportation

[J Passenger elevators

* Number

* Floors served

¢ Brand

* Cable or hydraulic

* Cab condition

* Capacity

* Feet per minute

* Automatic/manned

¢ Control system

* Mechanical or electrical relays

* Computerized load system
[ Service elevators

* Number
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* Floors served
* Brand
* Cable or hydraulic
¢ Capacity
* Feet per minute
* Control system
* Mechanical or electrical relays
* Computerized load system
U Escalators
* Number
¢ Floors served
O Dumbwaiters
* Number
* Floors served
O Stairs
* Number
* Location

Security

[] Electronic surveillance equipment
* Number
* Location

O Alarm systems

Telephone System

(] Brand

U1 Model number

O Type of call accounting
[ Least cost routing

O Other special functions

Lighting

[ Exterior
* Type (e.g., sodium, fluorescent, incandescent)
* Building signage

J Interior

Miscellaneous

[J Asbestos construction

U Urea-formaldehyde foam insulation
0 Building inspection reports

O] Health inspection reports

[J Total deferred maintenance

UJ Total functional obsolescence

A1-8

APPENDIX 1

5. ECONOMIC AND DEMOGRAPHIC DATA

Market Area

] Hotels
* Room counts
* Rates
¢ Occupancy
] SIC employment
J Population
¢ Migration vs. births
* Peak vs. annual
* Age distribution
* Income levels (effective buying income)
] Retail sales
O Eating and drinking place sales

J Office space and occupancy survey/directory
(i.e., absorption trends)

1 Major businesses
* By employment sector
¢ National
* Number of employees

O Industrial space and occupancy survey/direc-
tory (i.e., absorption trends)

[J Unemployment percentages .
J Housing starts
[ Building permits
* Number
¢ Dollar value
[ Area maps
O Major universities
* Enrolliments
* Faculty
* Staff
I Major military bases
¢ Civilian empioyment
* Type/function
O Room/bed tax data
O Visitor statistics to area attractions

Assessed Valuation and Taxes

[J Assessor
* Name
* Address
* Telephone number
U] Purchase tax map
* Size of parcel (acreage, square feet)
* Length of boundaries
* Lot and block number
¢ Tax ID number
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[J Subject property's assessed value
¢ Date of assessment
* Value of land
* Value of building
[ Assessment basis
* Income, cost, market
* Change on sale
O Date and frequency of assessment
O Tax history
* Past five years
* Current
¢ Future trends
¢ Equalization rate
* Assessed values
* Mill rates
O Comparable hotel parcels
* Number
* Assessments
—Land
— Buildings
1 Land sales
O Hotel sales
O Hotel rates and occupancies
O Special and/or future assessments
O Tax abatements
O Personal property
* Subject property’s assessed value
¢ Comparable hotel assessed vaiue
* Mill rates

Chamber of Commerce/Economic

Development Administration
O Primary contact

* Name

* Address

* Telephone number

] Area economic status (e.g., cyclical, growing,

declining, high-tech, industrial)
(] Businesses entering/leaving area
[0 Area attractions

* Historical visitation

* Projected visitation
O Area hotels

* Occupancy rates

* Rates
[J Proposed hotels
O Prominent area officials

* Name

* Address
* Telephone number
[ Area business associations

Airport Authority
[0 Passenger traffic

¢ Past five years

* Projected for five years
[0 Cargo traffic

* Past five years

* Projected for five years
O Airlines and number of flights
O Physical description of airport
[J Expansion plans, if any
[J Cities served (originations)
[0 Restrictions on aircraft size
[0 Number of days closed annually

Hotel Association

O Primary contact

* Name

* Address

* Telephone number
O List of area hotels

* Market segmentation

* Rates

¢ Occupancies
[0 Total room count

¢ Current

* Historical
0 Room/bed tax information
[0 Hotels recently opened or closed
[J Proposed hotels

Convention Center and Visitors Bureau

O Primary contact
* Name
¢ Address
* Telephone number
[ Physical description
* Size
¢ Capacity
* Age
* Facilities
0 Number of conventions
* Historic
* Projected
* Seasonality
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UJ Number of conventioneers
* Historic
* Projected
* Seasonality
0 Average expenditure of conventioneer
[J Average conventioneer length of stay
[J Average convention size
[J Future convention calendar/number of events
(J Marketing plan
O Promotion budget
* Past five years
* Next five years
* Deficits funding
U Nature and types of events (local, state,
regional)
[ Visitor statistics

Room/Bed/Occupancy Tax
U Historical taxes by month

* Past five years

* Next five years

[ Identification of tax by property (occupancy and
rate)

U Tax rate
* Historical rates
* Rate changes
O Definition of taxable property
[J Change in number of taxable hotel rooms

Zoning/Building/Planning Department

O Primary contact
* Name
* Address
* Telephone number
[0 Proposed hotel development
* Plans
* Related facilities
* Name of developer, hotel company
¢ Estimated completion date
LJ Hotels under construction
* Status of each project
* Approval process
O Zoning of subject property
¢ Current
* Historical
* Zoning map
* Zoning regulations
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* Conforming use

* Height restrictions

* Lot coverage

* Size restrictions

* Floor area ratio

* Setback restrictions

* Parking requirements

* Sign restrictions

* Moratoriums on building and utilites usage
(] Environmental impact study requirements
L1 Zoning for surrounding land

* Present

* Future
O Flood plain areas
U Zoning trends for area
L] Potential for/probability of zoning changes
U Building permits

¢ Five-year history

* Number

* Dollar value

Economic Development Administration
or Planning Department: City, County,
and Surrounding Area
0 Contacts
* Name
¢ Address
* Telephone number
0J Existing hotels
* Occupancy
* Rate
U New construction
* Hotels
* Expansions
* Renovations
0 County (of subject property)
0 City (of subject property)
U1 Surrounding municipalities
L Master (renewal) plan for development
U Pertinent studies
* Land use map
* Economic/demographic data
* Transportation
[J Directions of growth (e.g., industrial, commer-
cial, redevelopment)

U Availability of public funds/tax incentives for
hotels
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Highway/Transportation Department
O Primary contact
* Name
¢ Address
* Telephone number
O Origination and destination maps
O Traffic flow/count maps
J Future changes
* Road improvements

* Traffic rerouting roadway changes (e.g., left
turn lanes, lights, curb cuts, medians, turn
restrictions, additional lanes)

O Traffic counts
* Historic
¢ Current
* Toll receipts

Commercial Real Estate Firm/Board/
Brokers/Developers/Relocation Services

O Apartments that accommodate extended stay
demand (less than six months)

[J Relocation director/coordinator
O Retail space inventory
¢ Commercial
¢ Office
* Industrial
* Retall
[J Historic absorption/anticipated growth
O New projects/expansions/renovations
* Developer
* Location
* Size (square feet)
* Opening date
* Major committed tenants
* Projected occupancy
* Projected tenant mix
0 Geographic patterns of growth
* Office space
* Industrial
* Retail
* Residential
* Source of tenants

Land Appraisers, Counselors, Bankers

[ Land and hotel sales

[ Occupancy and average rate/market segmenta-
tion

(O Proposed hotels
¢ Additions
* Expansions
O Economic and demographic data
[ Land use
(J Land value
O Property tax rate trends

Newspapers

U Advertising/research department
* Demographic data
* Economic data

J Real estate department

* Articles concerning recently announced com-
mercial/hotel properties

¢ Articles concerning recent hotel or land sales

Rental Car Agencies

O Number of cars rented
¢ Monthly
* Annually
O Average length of rentals
O Renters’ points of origin
0 Major companies renting cars

Generators of Visitation

O Major companies
O Office and industrial parks
[ Scenic areas
[ Hospitals
* |ocal
* Regional
* National specialty
O Military installations
O Colleges and universities
O Amusement parks
O Resort facilities
O Governmental offices
O Residential developments
[0 Racetracks
O Sports stadiums
[J Historic attractions
O Retail shopping
O Theaters
O Museums
O World and state fairs
O Sporting events
[ Historic events
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[J National and state parks
O Courts of law
LI County seats and state capitals

Generators of Visitation (specifics by
type)

U Description

LI Proximity to subject property

LI Types of visitors (i.e., commercial, meeting/con-
vention, leisure)

O Visitor counts
* Admission charge
* Recent changes
O Origin of visitors
* Percentage local (from within 200-mile radius)
* Percentage requiring accommodations
[J Seasonality of visitation

Competitive Restaurants and Lounges

J Name and address
O Photograph
U Capacity
U Year opened
O Meals served
U Hours of operation
L] Affiliation
U Owner
O Renovation/expansion plans
[J Seasonality
* Weekly
* Monthly
U Type of menu
0 Type of service
[J Types of patrons
* Age group
* Income
0 Decor/theme
[ Entertainment policy
0J Competitors
O Average check
O Coversfturnover
O Annual sales
L] Reputation
O Location/proximity to subject property

Competitive Hotels

U Name/address
[ Photograph (entrance with sign)
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U Brochure/meeting planner/sales or business
card

0 Number of roors/room square footage
O Building configuration
O] Year opened
0 Franchise/management company/owner
[ Unionized
O Property for sale
[ Percentage of reservations from system
O Renovation/expansion plans
L1 Seasonality
* Weekly
* Monthly
* By segment
L] Segmentation
[0 Competitors
[ Occupancy
* Historical
* Current trends
0 Average rate
* Historical
¢ Current trends
O Market segmentation
* Historical
* Current trends
L] Published rates
LI Proposed hotels
(] Additions
0J Renovations
L] Major customers
U Amenities—description
LI Current property condition
U Location/distance from:
* Subject property
* Demand generators
U Access and visibility
[J Corridors
* Exterior
* Interior
* Both
[ Neighborhood
* Food
* Beverage
* Entertainment
0 Frequent traveler program
O Actual number of extended-stay room-nights
{0 Relocation and corporate rates

UJ Rooms or suites with kitchen facilities and types
of facilities
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Extended Stay Competition

[J Name/address

O Photograph (entrance with sign)
O Brochure/sales or business card
0 Number of rooms/square footage

O Building configuration
[J Year opened
O Management/ownership

O Minimum stay (six months or less)

U Furnished
® Curniture
* Linen
¢ China
* Utensils
O Full kitchen
] Number of units
[ Breakdown of units
¢ Studio
¢ One-bedroom
* Multiple bedroom
] Rates by unit size
* 16 days
* 7-29 days
* 30-60 days
¢ QOver 60 days
1 Maid service
¢ Daily
* Weekly
[0 Telephone service
* 24-hour switchboard
* Wake-up calls
* Messages
* Free local calls
O Utilities included
O Amenities
* Pool
* Meeting space
® Other

] Renovation/expansion plans
[ Seasonality
O Occupancy/average rate
* Historic (past five years)
* Future (next five years)
* Segmentation
[ Competition
* Occupancy
* Average rate
* Trend
¢ Segmentation
O Proposed direct competition
] Major customers
3 Condition of property
[ Location/distance from:
* Subject property
* Demand generators
0 Neighborhood
* Food
* Beverage
* Entertainment
[0 Access/visibility

Liquor License Laws
[ Application process

* Location

* Time

* Cost

* Limitations
O Restrictions

¢ Ratio of liguor to food

* Open to public

* Reguired unit of sale
[ Types of licenses
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APPENDIX

Sample Clauses for
Hotel Purchase and Sale
Agreement

This appendix is a compilation of clauses from a arranged topically in 17 different categories. In many
number of actual purchase and sale agreements, instances, the clauses are supplemented with alterna-
which have been selected to cover a broad range tive or optional language.

of subjects. To facilitate their use, they have been

61 2 Engmeermg Study =
613 Examin Records '
t”62 Confidentiality ...............
63 Seller Held Harmless .

64 Termmatlon of Agreement .
 65 Aff rmatlon of Agreement

2.3 Other Miscellaneous and lntangvb!e
- Personal Property. ...
f2 4 Franchnse Agreement

'Category ,3 C!osmg N

£g{;,,f‘Category4 Purchase nce '
4 General Terms {f
42 Mortgage Assumpt;

82 VUCC Search
. 83 As-Buﬂt Survey
84 Site Survey . ~
85 Review of Ttle Commltmem

...................

- Categoryg Seller's Dehvenes
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9.1 Financial Statements ....... - N A2-13 10,28 Survival of Contract ... ... ..o = A2-24
92 Plans ... ... .o oo o A2-14 10.29 Default-and Termination .::... .. ... A2:24
9.3 Taxes ...u.i T R ¥ R 3R Cat - 11' n i W i
. ategory epresentations and Warranties
- gg ggg::gt: £l B e g_}: ’ of Purchaser .................. A2-25
. 9‘6 bodbied i A AD-14 111 General Terms .................... A2-25
9.7 Insurance Policy . ............... Az1s | 112 Due Organization .................. A225
9.8 Historical Capital Expenditure Budgets  A2-15 113 No Conﬂfct U A2-26
9.9 Franchise Reports ................. A2-15 11.4 No Pending Litigation ............... A2-26
910 Miscellaneous Hoteli Assets """ AD-15 11.5 Purchaser Authorizations ............ A2-26
’ 9'” Reduction Certificate ... A2-15 11.6 Truth of Representations ............ A2-26
912 RentRoll ..............coiviinn. A2-15° | Category 12 Prorations and Adjustments . .. .. A2-27
’ 9.13 Payroll Summary .................. A2-15 12.1 General Accounts Receivable and
' 9.14 Inventory of Personal Property ....... A2-16 Accounts Payable .................. A2-27
- 9.15 . Affidavit-From Partnérs of Sellers ... A2-16 12.2 Liabilities Not Assumed ............. A2-27
: 123 Utilties .......0...... 0000 A2-27
Category 10 ﬁiﬁéitxpﬁ&egﬁgﬁgms A5-00 12.4 Real Estate and Personal Property ... A2-27
10.1 Due AUthOrization .................. A2-16 }22 §:|e“s)”Taxes """""""""""" 2:::2
1102 Authority and Capacity .............. A2-16 157 IntZrest """""""""""""" 208
10.3 ‘Foreign Enfity Status ... ... ... .. A2-16 1 2.8 Associati'o.n. Dues """""""""" A2-28
10.4 -No Conflicts by Consummation of : DA A R
' Agreement ................oi.i A2-17 12.9 Telephone Charges ................ A2-29
105 No Undisclosed Interest ............ A2-17 12.10 Rqoml Rents ......... AL A oo A229
10.6 No Untrue Statement ... ... . AS.17 12.11 Prepaid Rent and Deposits .......... A2-29
10.7 Further ASSUTances ................ AD-17 1212 Vending Machines. ............0 ... +A2:29
10.8 Actual Knowledge .................. A2-18 1213 Inventory ...l soo A2:29
10.9 No Further Entrance Into Bmdlng 12.14 Working _Capztal .................... A2-30
- Agreements ..................... A2-18 12.15 Other Ad]ustments ............... . A2“30
16;.10 Continued Operation .............s. A2-18 1216 Disputes ........oovi ol .. L A2:30
:g :g; azgifézlsnznd Ma;ntenance e :2213 | Category 13 Closing Documents ‘and :
""""""""" g Procedure .c.........0.. i, S A2-30
 10.103 Business Relationships ... AZ19 | 131 Tille Deed ........................ A2-30
10104 fovedtory . &1 ot s A1 | 432 BilofSale ........................ A2-31
16,105 No Sale of Hotel ... S A2-19 13.3 Assignment of Governmental
10.106 Taxes .................... A2-19 Permits ..o A2-31
10,107 Insurance ........... Coeen A2-19 13.3.1 Liquor Permit ............... A2-31
10.11 Licenses and Permits . ... e A2:19 13.4 Assignment of Intangible Personal
10.12 Contracts ............. e - A2:-21 - PIOPEAY i A2-31
~ 1013 Franchise Agreement ............... A2-21 13.5 Assignment of Operatmg Contracts A2-31
10.14 Employee-Related Representations ... A2:21 13.6 Original Documents ................ A2-32
. 10.15 No Outstanding Litigation or 1 . 17 Keys o d o ot A2-32
__ Outstanding Conflicts ............... A2-22 13.8 Title Policy .....vvvine i, A2-32
1016 E";“"em Domameondemnatlon f A2t 13.9 Resolutions ........ N e A2-32
T T::ti»‘eorh):att'é;s. . & & & 3 2L A2- o | 1310 Closing Statement ................. A2-32
L BRI R s st S e ] 1811 Records ... A i A2-32
: :g;g ;Saeﬁerat Encumbrance’ “““““ . g‘:g | 18.12 Certificate of Non- Foretgn Status ..... A2-32
e z:mg;ge PR e s aoss L 1393 MRdavils s S s A2-32
1021 Operating Liabilities ........... i A2:23 | (0208 N Lien Afﬂdgwt & v : A292
110.22 Asbestos ...... T mem TR Yot Nolea s 2R
10.23 .’Payment for Labor. Goods: and 1 13,15 Warranty Assxgnment X B R A2-33
 SeMVICES . ' A2-23 | 13.16 Lease Assignment ...... x5 . . A2-33:
10.24 Hotel Names . ... ... .. M2 1317 RentRoll .............. P - Aede
i 10_25 Break_Even Guaraﬂtee """""" . o A2‘24 13.18 HOTeI Name ........ ’. - -. ...... k. . .’ S A2‘33 .
10.26 Compleﬂcn ofHotel ..........o....0 A224 | 13.19: Other Documents .. 3 n - = A2-33
10.27 Limitations on Seller's , .} 1320 Purchase Price ............0 .. L A2-33
: . Representahons Wan’annes and 13.21 ASSUmpﬂOﬂ of Ground Lease Hredveds A2‘33
Covenants ... .. ndElsaa s TA224 1 1322 Closmg Statement ...... W . .. A2-33

A2-2



SAMPLE CLAUSES FOR HOTEL PURCHASE AND SALE AGREEMENT Category 1.3

Comracts A2-34; '»Beneﬁt F eV R
. Bmdmg Agreement ,
Busmess Day .
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B ‘Enttre Agreement
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-‘Hoid Harmteés :

Category 1 REAL AND PERSONAL PROPERTY BEING SOLD

Seller agrees to sell and convey the Hotel to Purchaser and Purchaser agrees to purchase
the Hotel from Seller, for the Purchase price and upon the terms and conditions herein set
forth, which Hotel consists of the following property:

1.1 Land

The approximately 5.1-acre tract of land described in Exhibit A [omitted] attached hereto
and made a part hereof together with all rights, easements, and interests appurtenant
thereto, including, but not limited to, any streets or other public ways adjacent to said real
property and any water or mineral rights owned by or leased to Seller (all of such property
being hereinafter referred to as the “Land”).

1.2 Improvements

All improvements located on the land, including eighteen (18) two-story buildings, each of
which contains six (6) studio suites (one-bedroom) and two (2) penthouse suites (two
bedrooms on two levels), together with parking spaces for approximately 149 cars, and
any and all amenities and other improvements located on the land, including, without limi-
tation, the administrative building (which houses the guest lobby and registration area,
administrative areas, meeting area and complimentary service area, swimming pool,
whirlpool, and other recreational facilities (all such improvements being hereinafter
referred to as the “Improvements”). The land and all of the Improvements thereon are
hereinafter sometimes referred to collectively as the “Real Property.”

1.3 Personal Property

All personal property presently owned by Seller and located on or in the Real Property or
used in connection with the operation and maintenance of the Hotel, including, without
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[Alternate Clause]

[Alternate Clause]

APPENDIX 2

limitation, all of Seller's fixtures, furniture, machinery, vehicles, equipment, linens, kitchen
and bar equipment and supplies (including cleaning supplies and materials, whether in
sealed or broken packages), building materials, supplies, merchandise inventories, hard-
ware, carpeting, draperies, wall coverings, guest supplies, signs, and all other personal
property used in connection with the operation of the Hotel (all of such personal property
being hereinafter referred to as the "Personal Property”); provided, however, that the Per-
sonal Property does not include Seller’s food and beverage inventories. To the extent any
items of Personal Property are subject to operating leases or executory contracts that are
assignable, Seller shall convey such property subject to such operating leases or execu-
tory contracts. Within fifteen (15) days after the Contract Date, Seller's most recent inven-
tory (the “Personal Property Inventory”) of all of the Personal Property (and executory
contracts and operating leases relating thereto) shall be delivered to Purchaser. On the
Closing Date, such Personal Property Inventory shall be supplemented in accordance
with the terms and provisions hereof. Such Personal Property Inventory and the supple-
ment thereto shall, upon delivery to Purchaser as aforesaid, be and constitute a part of
this Agreement, to the same extent as if fully set forth herein.

All china, glassware, and silverware; uniforms; engineering, maintenance, and house-
keeping supplies, including soap, cleaning materials, and matches; draperies, material,
and carpeting; stationery and printing; and other supplies of all kinds with a use, and
including such resupplies as shall occur and be made in a norma! course of business.

The quantities of Personal Property and Inventory in the Property shall permit the
Property to be operated at a normal level.

Exhibit H [omitted] hereto sets forth a true and complete list of all furniture and equipment
located in, at, or about the Property or otherwise used in connection with the operation
thereof. All Personal Property to be transferred to Purchaser pursuant hereto is or at Clos-
ing will be owned by Seller free and clear of any and all liens, encumbrances, security
interests, or hypothecations.
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[Alternate Clause]

[Alternate Clause]

BUSINESS ASSETS BEING SOLD

In recognition of the fact that the value of the business as specified herein is dependent
upon the business being a going concern, Seller hereby agrees to transfer to Purchaser at
the Closing the following items:

2.1 Governmental Permits

All of the Seller’s right, title, and interest in and to all hotel licenses and other governmental
permits, approvals, and licenses used in the operation of the Hotel, but only if such
assignment is permitted by the terms thereof.

Ali licenses, franchises, and permits used in or related to the ownership, occupancy, or
operation of any part of the Real Property.

All rights of the Partnership and all licenses and permits to the extent assignable, includ-
ing, but without limitation, the license or licenses to sell alcoholic beverages on or in con-
nection with the conduct of any business on the Real Property.

2.2 Operating Contracts

All operating leases, executory contracts, service contracts, and repair agreements with
respect to the Real Property and the Personal Property, but only if assignment is permitted
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[Alternate Clause]

[Alternate Clause]

[Alternate Clause]

[Optional Clause]

{Optional Clause]

[Optional Clause]

by the terms thereof. Seller hereby represents and warrants to Purchaser that true and
correct copies of each of the governmental permits and operating contracts are set forth
in Exhibit B [omitted].

All service, maintenance, union, employment, and other contracts respecting the mainte-
nance or operation of the property.

2.3 Other Miscellaneous and Intangible Personal Property

All other contract rights, leases, concessions, receipts, trademarks, logos, copyrights,
and other items of intangible personal property relating to the operation of the Property.

Seller shall grant to Purchaser the right to use the existing name of ____ at the
subject property only and subject to reasonable and customary conditions for a period of
five (5) years, for a payment of Ten Dollars ($10.00) per year.

To the extent owned by Seller and permitted to be transferred under the Franchise Agree-
ment or otherwise, the trade name of ______ and goodwill relating thereto, together
with the telephone exchange numbers.

All customer lists and records owned or possessed by Seller pertaining to the transaction
of business at the Hotel, together with the architectural plans.

All other intangible property not described above owned by Seller and used or useful in
connection with the ownership and operation of the Hotel, including, without limitation,
contract rights, guarantees, warranties, and goodwill, but only to the extent that such are
assignable by their own terms or under law.

All current sales records and information with respect to the hotel, including, without
restriction, all sales files and all sales “leads” that would be used in the normal course of
business of the hotel.

2.4 Franchise Agreement

Purchaser shall have determined that the Partnership has entered into a Franchise Agree-
ment with the Franchisor, and such Franchise Agreement can be transferred to Purchaser
at closing.

Category 3

[Alternate Clause]

[Alternate Clause)

CLOSING
The consummation of the Purchase and sale of the Hotel as contemplated herein shall
take place at the escrow offices of the Title Insurer at on

,19___, on or before the close of business, or at such other time as the parties
may agree upon in writing. The Closing shall be effected through a closing escrow with
the Title Insurer in accordance with the terms and provisions of this Agreement. Seller
shall deliver possession of the Hotel to Purchaser at closing.

The closing of title hereunder in respect of the Hotels and payment of the consideration
thereof shall occur on or before sixty (60) days after the signing of this Agreement, subject
only to the provisions relating to the extension of time to close. The Closing shall occur in
at a place to be mutually agreed upon by the parties hereto.

At Closing, the balance of the purchase proceeds shall be delivered to Seller in the man-
ner provided and title to the Property, together with all other documents to be delivered by
Seller to Buyer, shall be delivered and conveyed to Buyer. Legal possession and physical
occupancy of the Premises shall be given to Buyer at 12:01 .M. on the date of Closing.
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Category 4 PURCHASE PRICE

4.1 General Terms

The purchase price (“Purchase Price”) for the Property, subject to the adjustments as
provided in this Agreement, shall be Ten Million, Nine Hundred Twenty-five Thousand
Dollars ($10,925,000) and shall be payable in the manner set forth herein.

[Alternate Clause] The Purchase Price shall be paid in cash at Closing by wire transfer, with credit for the
Deposit specified above and subject to the Prorations and Adjustments referred to herein.

[Alternate Clause] Purchaser shall pay to Seller or, if the closing be an escrow closing, to the Escrow Agent

on behalf of the Sellerthe sumof $_______, which sum shall be paid by certified check or
bank draft to the order of the Seller (or the Escrow Agent, as the case may be) at the
closing.

4.2 Mortgage Assumption

Seven Million, Eight Hundred Fifty-five Thousand Dollars ($7,855,000) shall be paid by the
assumption by Purchaser of the First Mortgage Notes currently encumbering part of the
Property.

4.3 Purchase Money Financing

Seller will provide purchase money financing in the amount of One Million, Three Hundred
Thousand Dollars ($1,300,000). Such loan will bear interest at the rate of eleven percent
(11%) per annum and will require payment of interest and principal based on a thirty (30)
year amortization period, with a balloon payment of remaining principal and interest at the
end of the 15th year. Seller agrees that such purchase money financing shall be
subordinate to First Mortgage financing obtained by Purchaser in an amount not to
exceed Three Million, Five Hundred Thousand Dollars ($3,500,000). It is provided, how-
ever, that the lender will agree to promptly notify Seller of any default or late payment by
Purchaser and will further agree to allow a reasonable time for Seller to make such pay-
ments and to assume the loan. It is further provided that such default on the first mortgage
shall be deemed a default in Purchaser's second mortgage to Seller, and Purchaser shall
quietly surrender possession of the properties to Seller.

4.4 Allocation of Purchase Price

The Purchase Price shall be allocated among the assets acquired by the Purchaser as

follows:
Land $ 800,000
Building 6,080,000
Personal Property 1,670,000
Inventory 50,000
Hotel Names 50,000
Permits 50,000
Hotel Contracts 50,000
Miscellaneous Hotel Assets 50,000

Total $8,800,000

[Alternate Clause] Prior to the closing date, Purchaser shall determine the allocation of purchase price as
among Land, Building, fixtures, machinery, equipment, furniture, inventory, and goodwill
and shall deliver to Seller notice as to such allocation at least five (5) days prior to the
Closing Date. At Closing, Purchaser and Seller shall execute an agreement in form and
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terms mutually satisfactory whereby Purchaser and Seller confirm such allocation of pur-
chase price.

Category 5

[Alternate Clause)

[Alternate Clause]

[Alternate Clause]

[Alternate Clause]

EARNEST MONEY

51 ) General Terms

An earnest money deposit in the amount of Two Hundred Fifty Thousand Dollars
($250,000) by wire transfer shall be deposited with Purchaser's Title Insurer upon execu-
tion of this Agreement. If the transaction contemplated hereby is consummated in accor-
dance with the terms and provisions of this Agreement, the Deposit shall be applied to the
cash payment at Ciosing. The Deposit shall be promptly returned to Purchaser in the
event that Seller defaults on any of the terms, covenants, or conditions of this Agreement.

Upon the execution and delivery of this agreement, Purchaser shall payto
(the “Escrowee Agent”), $ (the “Deposit”), which Deposit shall be held by the
Escrowee Agent until closing. All interest on the Deposit shall be payable to Purchaser.
Upon closing of the transaction contemplated herein, the Deposit fogether with ali interest
thereon shall be paid by the Escrow Agent to the Purchaser. In the event that this transac-
tion shall fail to close, the disposition of the Deposit shall be governed by the provisions of
Section 19 hereof.

An Earnest Money Deposit in the amount of One Hundred Thousand Dollars ($100,000) by
wire transfer shall be deposited with Escrow Agent by Purchaser upon execution hereof
and receipt by Purchaser of a fully executed copy of this Agreement. Following the expira-
tion of the Inspection Period, an additional Earnest Money Deposit in the amount of One
Hundred Fifty Thousand Dollars ($150,000) by wire transfer shall be deposited with
Escrow Agent by Purchaser. Such Earnest Money Deposit shall be refundable in the event
that Seller defaults in any of the terms, covenants, or conditions of this agreement.

5.2 Purchaser’s Default

in the event the Closing fails to occur due to the default of Purchaser, Seller shall deliver a
written notice of termination to Purchaser and shall retain the Earnest Money Deposit as
liquidated damages, it being understood that Seller's actual damages in the event of such
default are difficult to ascertain, owing to changing economic and market conditions and
the amount of time that the Hotel may be off the market, and that the Earnest Money
represents the parties’ best current estimate of such damages. Seller shall have no other
remedy for any default by Purchaser.

If the Transaction is not consummated, and Seller is not in default under the terms of this
Agreement, the Earnest Money Deposit shall be retained by the Seller.

If Purchaser fails to perform its obligations under this Agreement within the times speci-
fied, the deposits paid by Purchaser aforesaid may be retained by and for the account of
Seller as liquidated damages, as full settlement of any claims; whereupon all parties shall
be relieved of all obligations under this Agreement; or Seller, at its option, may proceed at
law or in equity to enforce its legal rights under this Agreement, including specific perfor-
mance.

5.3 Seller's Default

In the event the Closing fails to occur due to the default of Seller, Purchaser, as its sole
and exclusive remedy, may elect to obtain specific performance of the express terms and
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[Alternate Clause]

[Alternate Clause]

APPENDIX 2

conditions set forth in this Agreement (so long as such specific performance does not
involve seeking judgment for money against Seller or any partner of Seller).

If Seller fails, neglects, or refuses to perform this Agreement, other than rendering titie
marketable (unless Seller has no obligation to correct any title defect or matter unaccept-
able to Purchaser), the Purchaser may seek specific performance or elect to receive the
return of its deposits, in which event this Agreement shall be terminated and the parties
released of any further obligation hereunder.

5.3.1 Termination of Agreement. Purchaser may terminate this Agreement by written
notice to Seller, in which event Seller shall return the Earnest Money, so long as Pur-
chaser’'s written notice terminates all of the Purchaser’s interest in the Hotel and this
Agreement; provided, however, that failure of the Purchaser to give the Seller such notice
shall not be constructed to expand the Purchaser’s remedies in any manner.

Purchaser may terminate this Agreement by written notice delivered to Seller on or before
the Closing Date, in which event Purchaser shall be entitled to the return of the Earnest
Money Deposit.
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DUE DILIGENCE

6.1 Inspection Period

For a period of sixty (60) days from and after the Seller Authorization, Purchaser and its
empioyees, agents, and representatives shall be entitled to physically inspect and con-
duct an engineering study of the Premises and examine records of the Hotel as described
hereunder:

6.1.1 Physical Inspection. Purchaser may enter upon the Real Property, on at least 24
hours’ notice to Seller's resident manager at the Hotel, to perform such inspections and
tests of the Hotel including, without limitation, all leased areas and structural and mechani-
cal systems within the Improvements, as Purchaser shall, in its sole discretion, deem
appropriate.

6.1.2 Engineering Study. Purchaser, within the time period provided herein, may obtain
an independent engineering firm to conduct a thorough review of the Premises. If such
engineering firm determines that the Premises have any major structural, electrical, or
mechanical deficiencies (including those deficiencies that violate local building codes),
Purchaser shall immediately notify Seller and Seller may correct such deficiencies prior to
Closing. If such major deficiencies are found to exist, Purchaser shall have the right to
either cancel this Agreement and immediately receive back all amounts paid by it or pro-
ceed to Closing and accept the property “as is,” Purchaser waiving any adjustment of
purchase price.

If the Seller fails to perform the above conditions or if any of the above conditions are
not satisfied, then Purchaser shall have the right to terminate this Agreement and the Ear-
nest Money Deposit shall promptly be returned to Purchaser and hereafter neither party
shall have any liability or be under any obligation to the other.

Purchaser shall obtain an independent engineering firm to conduct a thorough review
of the premises. Seller will correct any major structural, electrical, and mechanical defi-
ciencies (including those deficiencies that violate local building codes) found on the
premises prior to closing, or the Purchase Price will be adjusted to cover such costs.
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[Alternate Clause]

[Alternate Clause]

6.1.3 Examine Records. Purchaser may examine and copy any and all books and
records maintained by Seller or its agents relating to receipts and expenditures pertaining
to the ownership and operation of the Hotel for the three (3) most recent full calendar
years and the current calendar year.

Purchaser's auditors may examine the books, records, and financial statements relating to
the operation of the Hotel for the past three years, and such books, records, and financial
statements must be in auditable condition and acceptable to Purchaser's auditors.

6.2 Confidentiality

Purchaser hereby expressly agrees that neither it nor its agents or representatives shall
discuss any aspect of the physical or financial condition of the Hotel or any aspect of
Hotel operations with anyone employed at the Hotel except in the presence of and with
the approval of Seller's resident manager.

6.3 Seller Held Harmless

Purchaser shall hold Seller harmless and shall indemnify and defend Seller and its suc-
cessors and assigns against any loss, damage, claim, cost, liability, or expense, including
reasonable attorney fees, resulting from (a) any intentional act of Purchaser or its agents,
representatives, or assigns during or in connection with its inspection of the Real Property,
the Hotel, the Records, and other matters that adversely affect Seller’s relations with the
employees at the Hotel or business operation at the Hotel, or (b) any physical damage
caused by Purchaser or its agents, representatives, or assigns during or in connection
with its inspection of the Real Property, the Hotel, the Records, and other matters. Pur-
chaser's indemnity in the preceding sentence shall survive termination of this Agreement
or Closing of the sale contemplated herein.

6.4 Termination of Agreement

On or before the expiration of the Inspection Period, if Purchaser, in its sole discretion,
determines that the results of any inspection, test, or examination are unacceptable or
unsatisfactory for purchase or operation of the Hotel in the Manner contemplated by Pur-
chaser, Purchaser may terminate this Agreement by written notice to Seller specifying the
reason(s) for the termination. Upon receipt of such notice, this Agreement shall automati-
cally terminate, Seller shall return the Earnest Money to Purchaser, and neither party shall
have any further rights, obligations, or liability to the other hereunder.

Should Purchaser not be satisfied for any reason with respect to any aspect of the Real
Property, Personal Property, or any other matter whatsoever, Purchaser shall have the
unconditional right to cancel this Agreement by written notice to Seller prior to 12:00 A.Mm.
(midnight) on the sixtieth (60th) day following the effective date of this Agreement. In the
event that Purchaser cancels this Agreement pursuant to this paragraph, then Purchaser
shall be entitled to an immediate return of Purchaser's deposit, whereupon this Agreement
shall be deemed cancelled and the parties released of all further obligations hereunder.

6.5 Affirmation of Agreement

Failure of Purchaser to send any notice to Seller within the required time period shall be
conclusively deemed to constitute affirmance of this Agreement and waiver of the right to
terminate.
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Category 7 TERMS OF PURCHASE FINANCING

[Alternate Clause]

[Alternate Clause]

[Alternate Clause]

The purchaser will often include the condition that the completion of the purchase agree-
ment is contingent on the procurement of financing.

7.1 Agreement Not Contingent on Loan Commitment

Simultaneously with the Closing, but not as a condition to the Closing and not as a condi-
tion to Purchaser’s obligations under this Agreement, Purchaser shall have the right, if
Purchaser so desires, to obtain, at its sole cost and expense, a loan, to be secured by a
first lien against the Real Property and Personal Property.

7.2 Agreement Contingent on Loan Commitment

For a period of ninety (90) days from and after the Seller Authorization, Purchaser
shall use reasonable efforts to procure a firm written commitment from a lender to make a
fully nonrecourse acquisition loan to Purchaser, the proceeds of which loan shall be uti-
lized by Purchaser in order to consummate its acqguisition of the Hotel, on the following
terms:

1. Principal amount—No less than Seven Million, Seven Hundred Sixty-Five
Thousand and no/100ths Dollars;

2. Interest rate—No greater than ten and one-half percent (10'2) per annum;
3. Amortization schedule—thirty (30) years; and
4. Other terms—Any other terms that Purchaser deems acceptable.

7.3 Failure to Procure Loan Commitment

In the event that Purchaser fails to procure the Loan Commitment, Purchaser shall have
the right to terminate this Agreement by delivering notice of such election that shall spec-
ify the reason(s) for the termination to Seller. Upon receipt of such notice, this Agreement
shall automatically terminate, Seller shall retain the Earnest Money as Liquidated dam-
ages (it being understood that Seller’s actual damages in such event are difficult to ascer-
tain owing to changing economic and market conditions and the amount of time the Hotel
may be off the market), and neither party shall have any further rights, obligations, or
liability to the other hereunder.

Seller agrees that if said commitment is not obtained by Purchaser as described above,
then, at Purchaser’s election, it may terminate this Agreement, which shall then be void
and without recourse to either party, and the Earnest Money Deposit shall be returned to
Purchaser, or Purchaser may elect to proceed to close the purchase of the Property, such
election to be made by written notice to Seller not later than sixty (60) days from execution
and delivery of this document.

If Purchaser is unable to obtain the first mortgage funding by the Closing, Purchaser shall
have the right to extend the Closing for 30 days for a maximum of two times. Each time
Purchaser wishes to extend Closing, Purchaser will (a) send written notice to Seller stating
such intention five (5) days prior to the scheduled Closing, and (b) deposit with the
Escrow Agent an additional deposit in the amount of One Hundred Thousand Doliars
($100,000). Any deposits made under this paragraph will be considered part of the
Deposit and credited toward the Purchase Price.
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Category 8 TITLE COMMITMENT AND SURVEY

[Alternate Clause]

8.1 Title Commitment

Purchaser, at Purchaser's sole expense, shall be responsible for obtaining a title insur-
ance commitment for a title insurance policy from a title insurance company (hereinafter
“Purchaser’s Title Insurer”) in such amount and in favor of such persons as Purchaser
desires. Purchaser shall have a period of ten (10) days from the date of this Agreement in
which to conduct a title search of Property encumbrances or defects of titie rendering title
of the Property unmarketable. Marketability of title hereunder shall be determined in
accordance with the standards of title of the Local Bar. Seller shall have an additional
twenty (20) days (but not later than the date of Closing) from the date of receipt of such
written notice to remove the specified encumbrances or defects. If, at the expiration of
such twenty (20)-day period or the day of Closing, Seller is able to convey good and
marketable title, transfer of title shall occur at the Closing. If, at the expiration of said
twenty (20)-day period or the day of Closing period, Seller shall then be unable to convey
good and marketable title free and clear of all such encumbrances and defects, then
Purchaser shall have the option either of accepting such title as Seller can convey or of
rescinding this Agreement; and if Purchaser shall elect to rescind, Seller shall refund the
Earnest Money Deposit to Purchaser, whereupon all rights and liabilities of the parties
hereto by reason of this Agreement shall be deemed at an end.

8.1.1 Title to Real Property. No later than fifteen (15) days after the Contract Date,
Seller will deliver to Purchaser, at Seller's sole cost and expense, a title commitment,
dated on or after the Contract Date, issued by the Title Insurance Company commiting to
issue to Purchaser an American Land Title Association (ALTA) owner's policy of title insur-
ance in the amount of the Purchase Price, showing fee simple title to the Real Property in
Seller, subject only to the exceptions listed on Exhibit D [omitted] and true and correct
copies of all documents, whether recorded or unrecorded, referred to in the Title Commit-
ment.

8.1.2 Title to Site. Promptly after the effective Date, Purchaser shall obtain evidence of
title to the Site, at Purchaser's cost and expense, by the issuance of a title insurance
binder or commitment through a major national title insurance company selected by Pur-
chaser. The Title Commitrnent shall set forth the state of title to the Site together with all
exceptions or conditions to such titie, including, but without limitation to, all easements,
restrictions, rights-of-way, covenants, reservations, and all other encumbrances affecting
the Site that would appear in an owner's title policy.

8.1.3 Title to Personal Property. At Closing, Seller shall warrant that the Partnership
has good and sufficient title to the Personal Property, subject to the encumbrances cre-
ated by Security Agreements in the Loan Documents.

8.1.4 Contract Rights. Purchaser shall have determined that the Partnership has good
title to the Contract Rights in accordance with the requirements hereof.

At Closing, Seller shall warrant to Purchaser that the Partnership has good sufficient title to
the Contract Rights and Accounts, that Seller has no knowledge of any defect or
unmerchantable title thereto, and that Seller has not created or suffered any lien, encum-
brances, attachment, security interest, or other outstanding interest or right that would
diminish, affect, or reduce title thereto subject to the encumbrance created by Security
Agreements in the Loan Documents.
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8.1.5 Defects of Title—Cure. Seller shall have an additional thirty (30) days from the
date of receipt of such written notice to remove the specified encumbrances or defects. If,
at the expiration of such thirty (30) -day period, Seller is able to convey good and marketa-
ble title, transfer of title shall occur at the Closing as provided for in this Agreement.

Seller shall, at its sole cost, cause the standard printed exceptions contained in the Title
Commitment to be removed or insured over as of the Closing. Seller shall, at its sole cost,
cause the title policy to be issued in accordance with the Title Commitment to be issued,
as of the Closing Date, to cover the recording of the Deed.

In the event Purchaser objects to any matters of records as disclosed by the Abstract of
Title, Purchaser shall notify Seller of the items of which Purchaser disapproves. Seller then
shall have the right for a period of thirty (30) days to cure or remove such matters of
records that have been objected to by Purchaser, provided, however, that Seller shall
have no obligation to do so.

8.1.6 Defects of Title—Termination. [f, at the expiration of said thirty (30) -day period,
Seller shall then be unable to convey good or marketable title free and clear of all such
encumbrances and defects, Purchaser, nevertheless, may elect to accept such title as
Seller may be able to convey, with a credit against the monies payable at the Closing
equal to the reasonably estimated costs to cure the same up to Twenty Thousand Dollars
($20,000), but without any other credit or liability on the part of Seller. If Purchaser shall
not so elect, Purchaser may terminate this Agreement and Seller will immediately refund
the Deposit.

In the event Seller fails or refuses to cure or remove all of such items as hereinbefore
provided within said thirty (30) -day cure period, Purchaser’s only remedy will be to termi-
nate this Agreement, whereupon the Title Company is hereby authorized to return to Pur-
chaser all deposits that have been theretofore paid or deposited by Purchaser in
connection with this Agreement, and the parties hereto shall be released from all further
obligations hereunder. In the alternative, if Purchaser shall fail to cancel this Agreement as
provided, Purchaser shall accept title in its existing condition, and Purchaser shall be
deemed to have waived any objections to such title that have not been cured or removed,
except as to warranties contained in the documents of conveyance.

8.2 UCC Search

Purchaser, at Purchaser's sole expense, shall be responsible for obtaining a UCC search
of the records of ____ County, State of _______ and the Secretary of State of

pertaining to Seller and Property. The results of this search shall not disclose any
lien or encumbrance that cannot be discharged at the Closing. Seller warrants to dis-
charge any other such lien or encumbrance at Closing.

8.3 As-Built Survey

No later than fifteen (15) days after the Contract Date, Seller will deliver to Purchaser, at
Seller's sole cost and expense, a print of an as-built survey of the Hotel (the "“Survey”),
prepared by the planners and engineers. Prior to Closing, the Survey will be updated, will
be certified by said surveyor to have been prepared in accordance with minimum detail
requirements of the ALTA land survey standards, and will be recertified to Purchaser and
Purchaser’s lender(s). In the event the Survey shows any encroachment over a lot line, a
prohibited encroachment over any easement, or any other matter that, in Purchaser's rea-
sonable opinion, does (or could, in the future) materially interfere with the use, operation,
or financing of the Real Property, such matter shall be considered a “Defect” hereunder.
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8.4 Site Survey

Promptly after the Effective Date, Seller shall cause a boundary survey of the Site to be
made by a licensed land surveyor selected by Seller. The Survey shall provide a legal
description of the boundaries of the Site and shall identify all easements, restrictions, and
rights-of-way benefiting or burdening the Site by reference to the applicable recorded
documents creating same. The costs and expenses of the Survey shall be paid by Pur-
chaser.

8.5 Review of Title Commitment and Survey

Purchaser shall have thirty (30) days after receipt of the latter of (a) the Title Commitment
and (b) the Survey to deliver, in writing to Seller, Purchaser’s objections to title. Pur-
chaser's failure to object to any item on the Title Commitment or Survey within the thirty
(30) -day time limitation imposed hereby shall be deemed to be approval of same by
Purchaser.

In the event that any or all of the Title Commitment, Survey, or Lien Searches disclose any
claim, lien, encumbrance, encroachment, or other matter that is objectionable to Pur-
chaser, then Purchaser shall, within fifteen (15) days of receipt of the instrument contain-
ing the Defect, notify Seller in writing of any objections. Failure of Purchaser to so notify
Seller in writing within such time period shall be conclusively deemed to be approval by
Purchaser of all items in the Title Commitment, Survey, or Lien Searches, as applicable. If
Purchaser timely notifies Seller of any objections, Seller may, but shall not be obligated to,
prior to Closing, cause such Defects to be removed or insured over prior to Closing; Pur-
chaser may, at its sole option, either (a) terminate this Agreement by written notice to
Seller, in which event the Earnest Money shall be returned to Purchaser, and neither party
shall have any further liability to the other, or (b) proceed to close and accept title to the
Hotel subject to such objectionable items, in which event the obligations of the parties
hereunder shall not be affected by reason of such matters, the sale contemplated hereun-
der shalf be consummated without reduction of the Purchase Price, and Purchaser shall
have no further right to terminate this Agreement because of such Defects. If Seller
causes the Defects to be removed or insured over, Purchaser shall be obligated to pro-
ceed with Closing.

Category 9

[Alternate Clause)

[Alternate Clause]

SELLER’S DELIVERIES

9.1 Financial Statements

Seller will provide the Purchaser with copies of year-end financial statements for the Hotel
(the “Operating Statements”) for the three (3) most recent full calendar years prior to Clos-
ing and, to the extent available, the current year. The year-end statements shall be certi-
fied by an independent certified public accountant as having been prepared in
accordance with generally accepted accounting principles.

Seller will provide Purchaser with copies of monthly operating statements for the Property
for each month for the last two (2) years, each statement to include the occupied rooms
for that period, accompanied by a written statement signed by the President of the Seller
certifying that such statements are true and correct to the best of his/her knowledge after
reasonable investigation.

The Seller will provide to Purchaser, on or before the twentieth (20th) day of each month, a
Profit and Loss Statement with detailed departmental schedules, actual occupancy per-
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centage, and average room rate for the preceding month from the date hereto until the
Closing.

9.2 Plans

Seller will provide Purchaser with copies of all engineering and architectural plans and
specifications, drawings, soil reports, studies, and surveys relating to the construction of
the Hotel in Seller's possession or control.

9.3 Taxes

Seller will provide Purchaser with copies of the bill or bills issued for the three (3) most
recent years for which bills have been issued for all real estate taxes and personal prop-
erty taxes and with copies of any and all notices pertaining to real estate taxes or assess-
ments applicable to the Hotel.

9.4 Contracts

Seller will provide Purchaser with copies of all brokerage, commission, management,
leasing, maintenance, repair, service, pest control, and supply contracts (including with-
out limitation janitorial, elevator, scavenger, laundry, and landscaping agreements) and
any other contracts or agreements relating to or affecting the Hote! that will be binding
upon the Hotel or Purchaser subsequent to Closing, all as amended.

Contemporaneously with the execution hereof, Seller shall provide Purchaser with
copies of all notes, mortgages, leases, contracts, licenses, commitments, trademarks,
trade names, copyrights, and engagements of Seller with respect to the Property and the
business conducted thereon or any part thereof and, within ten (10) days after receipt of
such documents, Purchaser shall advise Seller in writing of which of such Contracts Pur-
chaser at its sole discretion will agree to assume and perform from and after Closing,
providing, however, that if Purchaser shall not agree to assume any one of the Contracts
that shall be material in nature, Seller shall have the right to cancel this Agreement within
five (6) days after such notification from Purchaser, and in such event Purchaser’s deposit
shall be returned to Purchaser with all interest earned thereon. At Closing, Seller shall
furnish to Purchaser assignments, in form and content satisfactory to Purchaser’s counsel,
conveying and assigning such of the Contracts as Purchaser has agreed to assume and
perform. Such assignments of Contracts shall contain all third party consents as may be
required in order to validly assign same to Purchaser and shall require Purchaser to
assume all obligations under such Contracts that may arise thereunder from and after the
Closing (except as otherwise herein provided) and to indemnify Seller with respect
thereto.

9.5 Licenses

Seller shall provide Purchaser with copies of all licenses of Seller for the benefit of the
Hotel or of third parties burdening the Hotel.

9.6 Leases

Seller shall provide Purchaser with copies of all contracts, leases, and agreements for the
Property.
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9.7 Insurance Policy

Selter shall provide Purchaser with copies of existing insurance policies covering the
Property.

Seller shall, contemporaneously with the execution hereof, provide Purchaser with a
schedule setting forth all the insurance policies owned by Seller with respect to the Prop-
erty and indicating the carrier or carriers of such insurance, the type of coverage afforded
by each such policy, the annual premium, and the duration of the policy. Purchaser
acknowledges that it will cause its own insurance to be placed on the Property at Closing.

9.8 Historical Capital Expenditure Budgets

Seller shall provide Purchaser with a summary of all capital expenditures made by Seller
during last three (3) years, which summary may be delivered up to thirty (30) days after
the execution of this agreement.

9.9 Franchise Reports

Seller shall provide Purchaser with copies of all inspection reports, deficiency letters,
improvement requirements, and similar communications received by Seller from the
Franchisor under the Franchise Agreement during the past twenty-four (24) calendar
months.

9.10 Miscellaneous Hotal Assets

Seller shall provide Purchaser with a complete listing of all miscellaneous Hotel assets.

9.11 Reduction Certificate

Seller shall provide Purchaser with any estoppel letters from any mortgagees as to mort-
gages encumbering the Real Property and/or Personal Property, to be furnished not less
than twenty (20) days prior to closing.

9.12 Rent Roll

Seller shall provide Purchaser with a Rent Roll for the property, certified to be true and
correct by the Seller, setting forth the name and address of each tenant, monthly rent,
amount of security or other deposits, status of rental payments, options if any, term of
lease, and rent prepayments.

9.13 Payroll Summary

Seller shall provide Purchaser with a summary of Seller's payroll for employees.

Contemporaneously with the execution hereof, to the extent available to Seller, Seller shall
provide Purchaser with a list of all employees presently employed by Seller or by the
manager of the hotel with respect to the Property, indicating, in each case, the name of
each such employee, the position occupied by such employee, such employee’s rate of
compensation and any agreement relating fo any increase thereof or bonus to be paid to
such employee, term of employment, contract agreement, if any, and any other relevant
information with respect to such employee.
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9.14 Inventory of Personal Property

The inventory of Personal Property of the Hotel shall be delivered to Purchaser within
twenty (20) days.

9.15 Affidavit From Partners of Sellers

Within thirty (30) days, an affidavit from the partners of Seller shall be provided to Pur-
chaser setting forth who the partners are and the identity of the person or persons author-
ized to execute the documents required by this Agreement to effectuate the closing.
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SELLER’S REPRESENTATIONS, WARRANTIES, AND COVENANTS

10.1 Due Authorization

The performance of this Agreement and the transactions contemplated hereunder by
Seller and each general partner of Seller have been duly authorized by all necessary
action on the part of Seller and by each of its partners, and this Agreement is binding on
and enforceable against Seller and each general partner of Seller in accordance with its
terms. Seller shall, on or prior to the Closing Date, furnish Purchaser with certified resolu-
tions, in form and substance satisfactory to Purchaser, evidencing that Seller and each
general partner of Seller have been duly authorized to enter into and perform this Agree-
ment and the transactions contemplated hereunder. No further consent of any share-
holder, creditor, investor, judicial or administrative bonds, Governmental Authority, or
other party to such execution, delivery, and performance is required.

Seller has informed Purchaser, and Purchaser hereby acknowledges and agrees, that,
notwithstanding the executions of this Agreement by as the general partners of
Seller, this Agreement shall not be or become binding upon Seller uniess and until the
terms and conditions of the transaction contemplated by this Agreement have been
approved by the Board of Directors of the general partners. If both partners of Seller have
not obtained authorization within ten (10) days after the Contract Date and given written
notice thereof to Purchaser, this Agreement shall be automatically terminated and be null
and void, and the parties shall have no further rights or obligations unto the other hereun-
der.

10.2 Authority and Capacity

Any person signing below warrants that, unless a representative capacity is set forth in
connection with his signature, he is acting for himself alone. Seller warrants that Seller is
the owner of the Property in fee simple and has the right and power to enter into this offer
and to carry out the terms hereof. All persons signing as Seller agree to execute Seller's
deed required hereunder.

10.3 Foreign Entity Status

At the closing, Seller shall deliver to Purchaser such documents as may be required by
the Internal Revenue Service pursuant to Section 1445 of the Internal Revenue Code of
1954, as amended, or the regulations issued pursuant thereto certifying as to the non-
foreign status of the Seller. In the event that Seller fails or refuses to deliver such certificate
to the Purchaser and the Title Company at the closing, Seller authorizes the Title Company
to withhold from the cash portion of the purchase price to be delivered to Seller at closing
an amount equal to ten percent (10%) of the purchase price. All such sums withheld by
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the Title Company shall be remitted to the Internal Revenue Service within the period pre-
scribed by law. Notwithstanding the foregoing, if the Seller has received a Withholding
Certificate from the Internal Revenue Service pursuant to applicable laws and regulations,
the Title Company shall withhold from the cash portion of the purchase price payable at
the closing only the amount required by the Withholding Certificate, with all such funds so
withheld or paid to be remitted to the Internal Revenue Service within the period pre-
scribed by applicable law.

10.4 No Conflicts by Consummation of Agreement

To the best knowledge of Seller, neither the execution of this Agreement nor the consum-
mation of the transactions contemplated hereby will (a) result in a breach of, default
under, acceleration of, or imposition of any lien or encumbrance against the Hotel under
any agreement to which Seller is a party or by which Seller or the Real Property are bound
or (b) violate any restriction, court order, judgment, law, regulation, charter, bylaw, instru-
ment, or agreement to which Seller or the Real Property (or any portion thereof) are sub-
ject.

10.5 No Undisclosed Interest

All of the Real Property described in Exhibit A [omitted] as being conveyed hereby in
connection with the hotel is contiguous. Seller neither owns nor leases nor has any other
interest in any real property adjoining, adjacent, or otherwise connected with the opera-
tion of the Property and no such real property is being conveyed to Purchaser pursuant to
the terms of this Agreement.

10.6 No Untrue Statement

The representations and warranties of Seller contained herein were true in all material
respects when made and are true in all material respects with its obligations and agree-
ments hereunder and Seller shall have delivered to Purchaser a certificate dated the Clos-
ing Date signed by the President of the Seller to that effect and indicating any changes.

No Exhibit hereto or document specified hereunder furnished or to be furnished pursuant
to this Agreement to Purchaser contains or will contain any untrue statement of a material
fact.

Seller shall notify Purchaser promptly if Seller becomes aware of any transaction or occur-
rence prior to the Closing Date which would make any of the covenants, representations,
and warranties of Seller contained herein not true in any material respect with the same
force and effect as if made on and as of the date on which Seller becomes aware of such
transaction or occurrence.

Seller hereby represents and warrants to Purchaser as to the truth and accuracy of each
of the matters set forth on Schedule C [omitted] annexed hereto, which representations
and warranties shall survive the execution hereof (and any investigation made by the Pur-
chaser) and the Closing for a period of two (2) years after the Closing.

10.7 Further Assurances

The parties hereto agree to execute, acknowledge, deliver, and record such certificates,
amendments, instruments, and documents and to take such other action as may be nec-
essary to carry out the intent and purposes of this Agreement.
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All action required pursuant to this Agreement that is necessary to effectuate the transac-
tion contemplated herein will be taken promptly and in good faith by Seller, and Seller
shall furnish Purchaser with such documents or further assurances as Purchaser may rea-
sonably require.

10.8 Actual Knowledge

Notwithstanding anything in this Agreement to the contrary, Seller shall have no liability
whatsoever with regard to any matter of which the Purchaser had actual knowledge prior
to the Closing. For purposes of this Agreement, “actual knowledge" shall include anything
in a written report or document of any sort given to Purchaser in connection with the trans-
action contemplated in this Agreement or in a written report prepared for Purchaser by
any inspector, engineer, auditor, or any other party; or anything known by an inspector,
engineer, auditor, or other person reviewing any aspect of the Real Property, the Hotel,
the Records, or the general business operations of the Hotel on behalf of Purchaser,
whether or not said person disclosed the information to Purchaser or any of the foregoing
named persons. By executing this Agreement, the Purchaser waives any such claim; by
Closing, the Purchaser shall be deemed to have waived any such claim; and the Pur-
chaser shall not be entitled to “reserve” any claims at Closing of which it has actual knowl-
edge.

10.9 No Further Entrance Into Binding Agreements

Seller will not enter into any new Hotel Contracts or agreements of any kind (whether
written or oral) affecting the Property that by their terms require the payment of or receipt
by Selier of more than Five Hundred Dollars ($500) annually, or cancel, modify, or renew
any existing Hotel Contracts without notifying Purchaser by written notice. If Purchaser
does not approve of any such agreement, within five (5) days of receiving notice from
Seller of such agreement, Purchaser may terminate this contract and receive back the
Deposit, and thereafter neither party shall have any further abligation to the other.

Seller agrees that from and after the date hereof and pending transfer of title to Purchaser,
Seller will not enter into any lease or agreement for the rental of any portion of the Prem-
ises, other than in the ordinary course of business.

Seller will not enter into any negotiations with any third party with respect to the sale of the
Property unless and until this agreement shall have been terminated in accordance with
the provisions hereof.

10.10 Continued Operation

Seller shall continue to operate and manage the Hotel, maintaining present services
(including pest control); shall maintain the Hotel in good repair and working order; shall
keep on hand sufficient materials, supplies, equipment, and other personal property for
the operation and management of the Hotel; and shall maintain in full force and effect and
make all payments, and perform, when due, ali of Seller’s obligations under the Operating
Contracts, the Governmental Permits, and all mortgages, restrictions, and other agree-
ments affecting or relating to the Hotel and otherwise in accordance with applicable laws,
ordinances, rules, and regulations affecting or relating to the Hotel. Seller shall deliver the
Hotel at Closing in substantially the same condition as on the date Purchaser waives or is
deemed to waive its rights to terminate this Agreement, reasonable wear and tear
excepted. Except as otherwise provided herein, Seller shall terminate, as of the Closing
Date, those of the Operating Contracts that by their terms are not assignable. None of the
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Personal Property or fixtures shall be removed from the Real Property unless replaced by
personal property or fixtures of equal or greater utility and value.

10.10.1 Repairs and Maintenance. All repairs and replacements necessary to maintain
the Property in its current condition will be made in the regular course of business up to
the Closing Date at the expense of Seller.

10.10.2 Marketing. The Hotel will continue to be operated, promoted, advertised, and
marketed substantially in accordance with the present standards of operation, promotion,
advertising, and marketing.

10.10.3 Business Relationships. Seller shall preserve intact the normal business and
organization of the Hotel and the normal business relationships of the Hotel with all whole-
salers, suppliers, contractors, and other parties with whom the Property maintains a busi-
ness relationship, and Seller shall maintain normal relations with the present employees of
the Property.

10.10.4 Inventory. Each and every guestroom and function room in the hotel located on
the Property and all public rooms therein are and shali on the Closing Date be no less fully
equipped and furnished that theywereon_____ 19___ and each and every item of
equipment and furniture therein or used in connection with the operation of the business
thereon is included within the Property, except with respect to leased equipment.

Until the date hereof and from the date hereof to the Closing Date, each of Seller and
manager of the hotel has not and shall have not removed any item of inventory from the
Property, other than items of inventory that have been consumed on the Property in the
normal course of business.

The book values of food and beverage inventories on the Property at the Closing Date
shall be not less than the book values of such inventories maintained by the Property in
the comparable month in the preceding year.

10.10.5 No Sale of Hotel. Unitil the date hereof and from the date hereof to the Closing
Date, neither Seller nor the manager of the hotel has nor shall have sold, leased, mort-
gaged, pledged, or otherwise encumbered or disposed of any part of the Property,
except in the ordinary and usual conduct and course of business.

10.10.6 Taxes. Seller is current in the payment of all taxes affecting the Property or oper-
ation thereof and Seller shall continue to make timely payments of all such taxes.

10.10.7 Insurance. Seller carries insurance upon or in connection with the Property of
the kind and in the amounts as required by the first mortgage, and said insurance is in full
force and effect on the date hereof and no notices of cancellation or suspension have
been received with respect thereto.

Seller will maintain in effect through the Closing Date all policies of casualty and liability
insurance or similar policies of insurance, with limits of coverage not less than those
required by the First Mortgagee.

10.11 Licenses and Permits

All required Certificates of Occupancy, underwriter's certificates, zoning, building, hous-
ing, safety, fire, health, environmental, liquor, and similar governmental approvals and all
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permits and licenses necessary to operate the Hotel in the manner in which it is presently
being operated have been issued and are valid and in full force and effect, and none of
the foregoing is in the nature of a conditional use permit variance or other special
approval.

Seller owns and holds all licenses, permits, certificates, concessions, franchises, rights,
approvals, and other authorizations, all unencumbered and subject to no challenge or
revocation, as are required to carry out and conduct the business carried out and con-
ducted at the Property and each and every aspect thereof and to own, use, and operate
the business thereon carried on and conducted; and all such rights and privileges will
pass to Purchaser at Closing without creating the right of termination or revocation on the
part of any third party granting such right and privilege, except with respect to those
licenses, permits, certificates, concessions, franchises, and approvals as expressly
noted. With respect to the Property and its use and operation, Seller is not obligated or
under any liability to make any payments by way of royalties or fees or otherwise pursuant
to any license, royalty, franchise, or other agreement to any owner of, licensor of, or claim-
ant to a patent, trademark, trade name, copyright, or other intangible asset with respect to
the use thereof or in connection with the conduct of its business or otherwise.

Exhibit C [omitted] identifies and will on the Closing Date identify all Permits used in con-
nection with the operation of the Property, and is complete and correct. Seller has
received no written notice from the issuing agency to the effect that a default has occurred
in the due observance of any condition to any Permit, and the Seller has not received any
written notification from any governmental body to the effect that there is lacking any
license, franchise, or permit needed in connection with the operation of the Property and
any related business thereof. All Permits are transferable to Purchaser.

Seller has unencumbered title to any and all licenses and permits necessary for the cus-
tomary operation of the Hotel as required by any governmental authority having jurisdic-
tion over the Premises, and such licenses and permits are freely transferable to
Purchaser; and the Hotel is properly zoned for its present use as a first-class hotel.

Seller has valid transferable permits and/or leases as the case may be for all signs used in
connection with the advertising, location, or directions to the Property.

To the best of Seller's knowledge, all permits and licenses necessary for the operation of
the Property for its current use have been obtained and will be in effect as of the date of
closing.

Seller will execute and, where necessary, Purchaser will join in the execution of all appli-
cations and instruments required in connection with the transfer of the Permits in order to
transfer the benefits of the Permits to Purchaser on the Date of the Closing. Seller shall
preserve in force all existing Permits and shall timely file proper applications for renewal of
any Permit expiring prior to the Closing Date. If any such Permit shall be suspended or
revoked, Seller shall promptly so notify Purchaser and shall take all measures necessary
to cause the reinstatement of such Permit without any additional limitation or condition.

The Seller holds valid licenses under the State of _______ Alcoholic Control Law permit-
ting the sale of alcoholic beverages for on-premises consumption and all permits as are
required in order for Seller to sell alcoholic beverages on the Property in the places and in
the manner in which Seller has heretofore sold such alcoholic beverages.

All curb cut and street opening licenses or permits required for vehicular access to and
from any portion of the Property to any adjoining public street, highway, or road have been
obtained and, where required, paid for in full by Seller and are in full force and effect.
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10.12 Contracts

There are no contracts, leases, or other agreements affecting the Property other than
those to be delivered at the Closing. Such contracts, leases, or agreements are not in
default by either party thereto and are freely transferable to Purchaser.

There are no contracts, verbai or written, with any employees or unions, nor any service
contracts, maintenance contracts, or any other contracts or agreements in connection
with the operation of the Real Property or Personal Property, and there are no actions
pending or, to Seller's knowledge, threatened between Seller, as landlord, and any tenant
on the Real Property, to reduce any of their rentals.

With respect to the Property, the Seller is not engaged in any labor or other material con-
troversy with any of its employees, and the Seller is not a party to any labor agreement,
management contract, employment contract, expense program, or pension, retirement,
profit sharing or other benefit plan, program, or arrangement, or to any executive or key
personnel incentive or other special compensation or agreement or to other contracts or
agreements with employees, including union and incentive contracts or agreements,
other than those referred to in Exhibit 3 [omitted] annexed hereto; and with respect to
each employee of Seller or of the manager of the hotel with respect to the Property, all
amounts owing to the date of Closing shall be paid to each such employee on the date of
closing, including, without restriction, all salaries, wages, fringe benefits, contributions to
pension plans, and accrued vacation pay.

10.13 Franchise Agreement

Annexed hereto is all of the documentation constituting the Franchise Agreement, true
and complete copies of which documentation have been heretofore delivered to Pur-
chaser. The Franchise Agreement has not been modified, amended, supplemented, or
changed in any manner and the Franchise Agreement is valid, binding, and in full force
and effect. As of the date hereof, no defaults on the part of Seller or any other party thereto
exist under the Franchise Agreement; all royalty and other payments under the Franchise
Agreement, including, without limitation, fixed payments and percentage payments, have
been paid to date; and Seller shall deliver to Purchaser at the Closing and thereafter all
reports, statements, and financial information necessary or appropriate to enable Seller to
calculate percentage royalties and other sums payable to the franchisor, as the case may
be, and otherwise to file required financial and other statements pursuant to the Franchise
Agreement.

On or before the Closing Date, Purchaser will have obtained any required consents or
approvals to enable Purchaser to assume the existing license or Franchise Agreement.
Purchaser shall use diligence and its best efforts to obtain the approval from the
franchisor for the assumption of the existing Franchise Agreement.

There are no outstanding requirements or recommendations by the franchisor of the
Franchise Agreement or by any insurance company issuing a policy with respect to the
Property and/or Personal Property or by any board of fire underwriters or by any other
bodies exercising similar functions requiring or recommending any repair or ameliorative

" work to be done in, at, or about the Hotel.

10.14 Employee-Related Representations

No employee of Seller or of the Property has the right to occupy any dwelling space on the
Property or has a dwelling provided for it by the Property.

[Alternate Clause] There are no employment agreements with any of the employees.
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There are no labor disputes pending or threatened, and Seller has no knowledge or rea-
son to believe such disputes are threatened.

Until the date hereof and from the date hereof to the Closing Date, each of Seller and the
manager of the hotel has not and shall not have incurred any increase in salaries, wages,
or other forms of compensation payable to or to become payable to any employee of the
Seller with respect to the Property.

10.15 No Outstanding Litigation or Outstanding Conflicts

Seller represents and warrants that as of the Effective Date, there are no suits, arbitration
proceedings, other proceedings, or governmental investigations pending against it or, to
the knowledge of Seller, threatened that adversely and materially affect its right or ability
to enter into this Agreement or to consummate the sale of the Hotel in accordance with the
terms of this Agreement, or that materially affect the Hotel.

To the best of Seller’s knowledge, there is no violation of any law, ordinance, or regulation
and no existing litigation, known potential or threatened litigation, investigation, or other
proceeding with respect to any aspect of the real or Personal Property being purchased
under this Agreement, and if there were, any such litigation would be covered by insur-
ance. In the event that a lien, claim, or cause of action should arise after the closing
resulting or attributable to any of Seller's activities upon the property prior to the closing,
the Seller shall, at its sole cost and expense, cause any such lien to be discharged and
defend against any such claim or cause of action, and Seller shall hold Purchaser harm-
less therefrom, including, but not necessarily limited to, charges incurred for the retention
of such attorneys or other persons as may be required. If any matters referred to in this
paragraph become known to Seller after the effective date of this Agreement and prior to
closing, Seller shall notify Purchaser of same.

There is no violation of applicable laws, ordinances, or regulations, inclusive of those of
administrative boards or agencies and other public authorities, relating to the Property
and the business thereon conducted, and the Seller is not in default for having failed to fife
tax returns or statements required to be filed under the laws of any federal, state, munici-
pal, or other jurisdiction with respect to the Property and the business conducted thereon
by Seller, and the Seller has paid or shall pay on or prior to the Closing all taxes, whether
income, sales, use, real estate, or otherwise, owing to date with respect to the Property or
its ownership or operation thereof and the business conducted thereon, and Purchaser
will assume no liability with respect to any period up to and including the Closing Date or
otherwise with respect to any such taxes, except for such real estate taxes that may be
adjusted at Closing.

10.16 Eminent Domain/Condemnation Actions

Seller represents and warrants that as of the Effective Date, there are no pending con-
demnation actions of any nature with respect to the Hotel that would materially impair the
Hotel's economic viability, and Seller has not received any notice of any such threatened
or contemplated condemnation actions.

. MISCELLANEOUS REPRESENTATIONS, WARRANTIES, AND

COVENANTS

10.17 Title Matters

Seller has good and marketable title to the Personal Property and all Personal Property
has been fully paid for.
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Seller makes no warranty of title as to the Site or the Improvements, except that Seller
represents and warrants that it has refrained from any action that might impair Purchaser’s
title and will continue to do so.

10.18 General Encumbrance

There are no instruments or agreements that in any way encumber or affect the Property,
and Seller has neither done nor failed to do anything nor suffered anything to be done as a
result of which the Property or any part thereof has been or will be encumbered or title
thereto has been or will be affected in any way.

10.19 Mortgage

To the best of Seller's knowledge, all mortgages and liens encumbering the Real Property
and Ground Lease are in good standing, and Seller shall keep all of such mortgages and
the Ground Lease in good standing through the date of closing.

There are no attachments, executions, assignments for the benefit of creditors, or volun-
tary or involuntary proceedings in bankruptcy pending against Seller or contemplated by
Seller, and to the knowledge of Seller no such action has been threatened against it.

10.20 Zoning

Except as required by law, Seller shall not seek or consent to any amendment to any
Permit that would alter the existing permissible uses of the Hotel or any part thereof.

Seller has not made nor shall Seller make any applications before any zoning board or
commission seeking to modify or change the present zoning of the Real Property consti-
tuting the Property.

10.21 Operating Liabilities

All Liabilities for sales taxes, unemployment compensation contributions, and assess-
ments incurred by Seller in connection with the operation of the Real Property through the
date of actual closing hereunder shall, unless otherwise provided herein to the contrary,
be paid prior to or at closing.

10.22 Asbestos

There is now and there shall be on the Closing Date no asbestos or other noxious or
environmentally hazardous substance on or about the Property.

10.23 Payment for Labor, Goods, and Services

Seller has paid or will pay in full before or after Closing all bills and invoices for labor,
goods, material, and services of any kind relating to the Hotel or any portion thereof, and
utility charges relating to the period prior to closing.

10.24 Hotel Names

Exhibit B [omitted] identifies the Hotel Names that are included in this sale and Seller is
currently using no others in connection with the operation of the Property.
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10.25 Break-Even Guarantee

From the date of Closing and for twelve (12) months thereafter, the Seller shall guarantee
that gross operating expenses shall be sufficient to cover all debt service on the Seven
Million, Six Hundred Thousand ($7,600,000) Dollar loan and One Hundred Sixty-two Thou-
sand Dollars ($162,000) of credit fees. The Seller's guarantee will be personally guaran-
teed by ___.

. SPECIAL CASES

10.26 Completion of Hotel

Seller agrees that it will undertake and complete the Hotel for the purposes and in the
manner intended hereby and in accordance with the plans and specifications therefor that
have been prepared by or on behalf of Seller and are attached as Exhibit D [omitted]
hereto, and that it will cause such improvements to be made to the Real Property as are
necessary for the operation thereof in the manner herein provided.

Seller shall obtain all necessary approvals from any and all governmental agencies requi-
site to the completion of the Hotel and in compliance with all state and local laws, ordi-
nances, and regulations applicable thereto. Upon completion of the Hotel, Selier shall
obtain all required permits and authorization from appropriate authorities, if any be
required, authorizing the operation and uses of the Hotel for the purposes contemplated
hereby.

Seller covenants that it will take such action and institute such proceedings as shall be
necessary to cause and require all contractors and material suppliers to complete their
contracts diligently in accordance with the terms of the contracts, including, without limita-
tion, the correcting of any defective work.

10.27 Limitations on Seller’s Representations, Warranties, and
Covenants

Purchaser acknowledges and agrees that except as otherwise expressly set forth in this
Agreement, (a) Purchaser is acquiring the Hotel “as is” and (b) neither Seller nor the
Broker nor any other agent of Seller has made, and Purchaser is not relying upon, any
representation or warranty, express or implied, with regard to the Hotel or otherwise in
connection with the size, value, physical condition, or financial condition of the Hotel or its
suitability for development resale or any particular use.

10.28 Survival of Contract

Notwithstanding anything to the contrary contained in this Agreement, after Closing, Pur-
chaser shall have no cause of action against the Seller with respect to the breach of any
representation, warranty, or agreement contained herein.

All warranties and representations made in this Agreement shall survive the Closing.

10.29 Default and Termination

If Seller defaults at any of the terms, covenants, or conditions of this Agreement or if any of
the above conditions are not satisfied, then Purchaser shall have the right to terminate this
Agreement by written notice to Seller listing the condition that was not satisfied and the
return of the Deposit to Purchaser.
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If, at any time prior to the Closing, Purchaser discovers that any of the representations or
warranties of Seller are not true or that any of the agreements of Seller have not been
complied with or that any of the conditions precedent to Closing are not satisfied, then
Purchaser shall notify Seller and Seller may, but shall not be obligated to, cure same. If
Seller is unwilling or unable to cure any such matters, Seller shall forthwith give notice of
such fact to Purchaser and Purchaser shall, as its sole and exclusive remedy in such
event, make an election in writing, which must be received by Seller within ten (10) days
after receipt by Purchaser of Seller's Election Not to Cure, to terminate this Agreement, in
which event the Earnest Money shall be returned to Purchaser by Seller after its receipt of
Purchaser’s election, and the parties hereto shall be fully released from any further liability
or obligation hereunder. In the event that Purchaser has not received Seller's Election Not
to Cure within ten (10) days after Seller's receipt of the notification from Purchaser, Seller
shall be deemed conclusively to have elected to cure.

In the event that Seller is unabie to deliver title in accordance with the terms of this agree-
ment or is unable to perform or comply with any other condition or obligation on the part of
Seller to be performed under this Agreement, or in the event that any representation or
warranty made by Seller hereunder shall be untrue as of the Closing Date, in each such
case for reasons beyond Seller's control, then Purchaser shall have the option (a) to close
and waive objection to any such defect or (b) to terminate this agreement at any time prior
to Closing or at Closing, by notice in writing to Seller, whereupon the Deposit and all
interest earned thereon shall be returned to Purchaser and whereupon neither party shall
be further obligated hereunder. In the event that the transaction contemplated hereby fails
to close owing to any reason that is not beyond Seller's control, then Purchaser shall have
the right, at its option, to obtain specific performance or to obtain money damages and to
terminate this Agreement. Notwithstanding the foregoing, to the extent that there exists a
state of fact underlying any representation or warranty made by Seller hereunder, which
state of fact shall cause any representation or warranty to be untrue or incorrect as of the
Closing, Purchaser shall not be entitied to elect to terminate this Agreement as aforesaid if
(i) this state of fact shall be susceptible of correction by the payment of money, (ii) Seller
elects to take such steps as are necessary for the correction of such state of fact subject
to the reasonable approval by Purchaser of the steps to be taken, and (iii) such steps are
taken and such state of fact if corrected within fifteen (15) days from the date initially
established for the Closing.

In the event that this transaction fails to close due to Purchaser's unexcused default,
then Seller shall be entitled to payment of the Deposit as liquidated damages, and this
Agreement shall be terminated and neither party shall be further obligated hereunder.

Category 11

REPRESENTATIONS AND WARRANTIES OF PURCHASER

11.1 General Terms

In order to induce Seller to sell the Hotel and to consummate the other transactions con-
templated hereby, Purchaser hereby represents and warrants to Seller that the following
are true statements as of the date hereof and agrees that the following shall be true state-
ments as of the Closing, subject to the proposition that, prior to Closing, the truth of the
following is a condition to Closing only, with no liability of Purchaser whatsoever.

11.2 Due Organization

Purchaser is duly organized, validly existing, and in good standing under the laws of the
state of its formation, and will, on the Closing Date, be qualified to do business in the State
of ___ and has all requisite power and authority to execute this Agreement and
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the documents referred to herein to be executed by Purchaser. Prior to the closing, Pur-
chaser shall have taken all actions required for the consummation of the transaction con-
templated by this Agreement or any document delivered or to be delivered in connection
with this Agreement.

Purchaser represents and warrants that it is a corporation duly organized, validly existing,
and in good standing under the laws of the Stateof s gualified to do busi-
nessinthe Stateof ________ | and is authorized to enter into the transactions contem-
plated by this Agreement. At Closing, if this Agreement has been assigned to a limited
partnership, said limited partnership will be duly organized, validly existing, in good
standing under the laws of the State of ________ qualified to do business in the State of

. and authorized to enter into the transactions contemplated by this Agree-
ment.

11.3 No Conflict

Neither the execution, delivery, and performance of this Agreement or any other agree-
ment contemplated hereunder nor the carrying out by the Purchaser of the transactions
contemplated hereby or thereby will conflict with, result in a breach of, constitute a default
under, or accelerate the maturity of (a) any applicable provisions of the Purchaser's char-
ter or by-laws or other governing instrument, (b) any applicable legal requirements, or (c)
any other agreement, indenture, or instrument to which the Purchaser is a party or by
which the Purchaser is or may be bound or affected. No consent of any third party is
required in order for the Purchaser to enter into this Agreement or any other agreement
contemplated hereunder or for the Purchaser to carry out the transactions contemplated
hereby or thereby.

11.4 No Pending Litigation

The Individuals and the entity comprised by the Purchaser represent and warrant that as
of the Effective Date, there are no suits, arbitration proceedings, other proceedings, or
governmental investigations that are pending against them or to their knowledge
threatened that adversely and materially affect their right or ability to enter into this Agree-
ment or to consummate the purchase of the Hotel in accordance with the terms of this
Agreement.

11.5 Purchaser Authorizations

Within thirty (30) days from the effective date of this Agreement, Purchaser shall furnish to
Seller evidence acceptable to Seller, authorizing the consummation by Purchaser of the
purchase and sale transaction contemplated hereby and the execution and delivery of the
closing documents on behalf of the Purchaser. The foregoing shall also be required as to
any person or entity to which Purchaser may assign this Agreement. No assignment of this
Agreement by Purchaser will relieve Guarantors of their obligation hereunder. Simultane-
ously with the provision of such information as required by this paragraph, Purchaser shall
also provide to Seller a certificate of current good standing of the Purchaser in the State of
incorporation of Purchaser.

11.6 Truth of Representations

Purchaser hereby represents and warrants to Seller as to the truth and accuracy of each
of the matters set forth on Schedule D [omitted] annexed hereto, which representations
and warranties shall survive the execution hereof and the Closing for a period of two (2)
years after the Closing.
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12.1 General Accounts Receivable and Accounts Payable

It is understood and agreed by and between the parties that any and all accounts receiva-
bie arising out of Seller's operation of the Hotel prior to the Closing shall remain the prop-
erty of Seller and are not part of the property being transferred under this Agreement. In
the event Purchaser shall receive payments on said accounts receivable due Seller after
Closing, Purchaser agrees to promptly remit same to Seller. All accounts receivable aris-
ing out of the operation of said Hotel from and after the date of Closing shall belong to
Purchaser. Further, it is understood and agreed to between the parties that Purchaser
assumes no responsibility or liability for any accounts payable, obligations, or indebted-
ness of Seller of the Hotel, except those obligations assumed by Purchaser hereunder,
and Seller shall hold Purchaser harmless and indemnify Purchaser from any claim by any
party relating to any accounts payable, obligation, or indebtedness of any nature that was
incurred prior to the Closing.

12.2 Liabilities Not Assumed

The purchase and sale of the Hotel shall be a transfer of assets only, and no liabilities or
obligations of the Seller, whether incurred prior to or after the date hereof, shall be
assigned by Seller or assumed by Purchaser, with the exception of the following: (a) any
liability to provide hotel accommodations and services pursuant to confirmed reservations
subsequent to the Closing Date; (b) any liability under the service contracts and equip-
ment leases that is attributable to the period after the Closing Date; and (c) all accounts
payable, trade payables, wages, vacation pay, and other accrued operating expenses
incurred in the ordinary course of operating the hotel (not including real estate or personal
property taxes, which shall be prorated as of the Closing Date). Except as specifically
provided herein, Purchaser shall not be responsible for any liabilities arising from acts or
omissions of Seller prior to the Closing Date, even though the claim with respect thereto
may be brought after the Closing Date.

Purchaser is not assuming any of the liabilities of Seller accrued prior to or on the Closing
Date unless otherwise specifically provided in this Agreement, which liabilities are and
shall remain after the Closing Date the obligation of Seller.

12.3 Utilities

Seller shall be responsible for all water, sewer, and all other utility charges through the
date prior to Closing hereunder, and Seller will use its best efforts to have meters for such
utility services read on the date of the closing and thereafter Purchaser shall be responsi-
ble for such utility services in its own name commencing with the closing date and thereaf-
ter. Seller agrees not to terminate utility services without giving Purchaser at least three (3)
days’ notice. Purchaser shall, prior to closing, post such utility deposits as required by the
applicable utilities to assume the utility services and prevent interruption of service.

Rents, if any, and water, sewer, gas, and electric charges as per meter readings taken not
more than twenty-four hours prior to Closing shall be prorated and adjusted as of the date
immediately prior to Closing.

12.4 Real Estate and Personal Property

Real estate taxes, personal property taxes, and no prepayable assessments shall be pro-
rated to the date of delivery of possession, using the last available tax bill. Accrued gen-
eral real estate, personal property, and ad valorem taxes for the current year shall be
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prorated on the basis of actual bills therefor, if available prior to closing. If such bills are
not available, then such taxes shall be prorated on the basis of one hundred ten percent
(110%) of the most currently available information for the Real Property and promptly re-
prorated upon the issuance of final bills therefor (and any amounts due from one party by
reason of such re-proration to the other shall be paid in cash at that time). Prior to or at
Closing, Setler shall pay or have paid all such bills that are due and payable prior to or on
the Closing Date and shall fumnish evidence of such payment to Purchaser and the Title
Insurer.

At Closing, the real estate ad valorem taxes and the personal property taxes shall be
prorated between the Seller and the Purchaser on the basis of the tax bill rendered for the
year before the year in which the Closing occurs if said tax bill for the year in which the
Closing occurs has not been rendered. At such time as the actual tax bills for the Real
Property and Personal Property for the tax year during which the Closing is held are avail-
able, then taxes shall be re-prorated between the parties based upon the Closing Date.
All tax prorations shall be made, taking into account the maximum discount permitted by
law. The obiligation to re-prorate taxes as set forth herein shall survive the closing.

12.5 Sales Taxes

There shall be no apportionment with respect to sales tax or occupancy taxes charged to
guests occupying rooms at the Property subject to such taxes. After the Closing, Seller
shall file final sales and occupancy tax returns with the appropriate taxing authority and
pay to the appropriate taxing authority sales and occupancy taxes charged to guests and
others during the period of time prior to the Cut-Off Time.

12.6 Payroll

Seller will pay all employees for all services performed through 12 p.wm. (noon) of the date
of Closing, together with all contributions to welfare, pension, fringe benefit, and other
such programs required to be made on their behalf, and the employer's share of payroll
taxes, social security, unemployment compensation taxes, and disability insurance inci-
dent to such salaries, wages, or other benefits. The accrual for vacation and sick day pay
and bonuses shall be based upon individual calculations for each employee in conformity
with (a) union contracts, when applicable, and (b) past practices as to vacations and sick
days allowed and bonuses paid to non-union employees.

12.7 Interest

Interest, accrued or prepaid, shall be apportioned as of the date of Closing.

12.8 Association Dues

Trade association dues, travel agency commissions, trade subscription, and commissions
of credit referral organizations, if any, shall be prorated as of the Closing Date.

American Express, Diners Club, Carte Blanche, VISA, Mastercard, Citicorp Credit Ser-
vice, net receivables, and payments or net receivables of other credit organizations, if
any, shall be apportioned and the amount due to Seller shall be paid to Seller by Pur-
chaser if and when collected by Purchaser. Seller agrees to reimburse Purchaser
promptly for any refunds Purchaser is required to make with respect to any payment
theretofore made to Seller.
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12.9 Telephone Charges

Purchaser and Seller shall obtain and determine all telephone charges applicable to the
telephone system in use at the Hotel, and Seller shall execute any and all forms required
in order to transfer the existing telephone numbers, and any and all rights thereto, to Pur-
chaser.

12.10 Room Rents

Seller shall be credited with all room rents from guests in residence on the night immedi-
ately prior to the date of Closing.

Purchaser shall be credited with all room rents from guests in residence on the night
immediately prior to the date of Closing.

At 12:01 A.M. on the Closing Date, Purchaser and Seller, or their designated agents and
representatives, shall prepare and enter into the cash register a separate “folio” for every
hotel guest then residing at the Hotel as disclosed by the guest ledger maintained by
Seller (which guest ledger shall be subject to verification by Purchaser) and shall prepare
a separate listing or inventory of same. As Purchaser receives payment in response to the
accounts set forth on such Guest Inventory, Purchaser shall, within seven (7) days after
receipt of such payment, pay to Seller that portion of each such payment representing
guest charges attributable to the period prior to the Closing Date, net of all applicable
collection charges, including, but not limited to, any applicable credit card commissions
or other similar charges. Purchaser shali receive credit for one half (1) of the guest
charges attributable to guests residing at the Hote! at 12:01 A.M. on the Closing Date for
the previous night’s lodging.

12.11 Prepaid Rent and Deposits

All prepaid rent, room rental deposits, and all other deposits for advanced reservations or
future rentals are to be turned over to Purchaser at Closing. All prepaid amounts under
Hotel Contracts shall be adjusted.

On the Closing Date, Seller shall provide Purchaser with a complete schedule (the “Reser-
vation Schedule™) of post-closing confirmed guest reservations, which Reservation
Schedule shall list (a) the party for whose benefit the reservation was made; (b) the
amount of prepaid room rent thereunder; (c) the amount of any room rental deposits; and
(d) the amount of any other deposits made for advance reservations, banquets, and/or
future services to be provided after the Closing Date. Seller shall pay to Purchaser the
amount of all deposits held in connection with such confirmed reservations at the rate or
price previously agreed to by Seller.

12.12 Vending Machines

All revenues from vending machines and commissions, if any, payable by the telephone
company in respect of public telephones in the Property and long distance telephone
calls made from the property shall accrue to the benefit of Purchaser after the Closing.

12.13 Inventory

There shall be no apportionment for inventory of consumable items or any linens, china,
silverware, or supplies, the value of which are included in the Purchase Price.

On the Closing Date, Seller and Purchaser shall take a further inventory of the Personal
Property for the purpose of assuring the accuracy of the Personal Property Inventory, and
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any items of Personal Property that shall have been added or removed since the date of
the Personal Property Inventory shall be disclosed in a written supplement to the Personal
Property Inventory and furnished to Purchaser at Closing. Any additional items of Personal
Property disclosed in said supplement shall be conveyed to Purchaser at Closing in the
manner herein provided.

12.14 Working Capital

Purchaser shall pay Seller amounts of all house funds and petty cash funds at the Prem-
ises as of 12 P.M. (noon) of the date of the closing. All such amounts shall be verified jointly
by representatives of Seller and Purchaser.

Seller shall insure that there is Seventy-five Thousand Dollars ($75,000) of working Capital
deposited in the Hotel's working capital account as of 12 p.m. (noon) of the date of Clos-

ing.

Purchaser shall pay to Seller an amount equal to the sum of all cash maintained in all cash
registers in use at the Hotel as of 12:01 AM. on the Closing Date. That cash shall be
counted jointly by representatives of Seller and Purchaser.

Prompitly after the Closing Date, Seller shall determine, subject to Purchaser’s review and
approval, the dollar amount of the Working Capital of the Hotel as of the Closing Date. If
said dollar amount is less than Five Hundred Fifty Thousand Dollars ($550,000), Seller
shall pay any such deficiency to Purchaser. If said dollar amount is greater than Five
Hundred Fifty Thousand Dollars ($550,000), Seller shall be entitled to withdraw and retain
any such excess from the Hotel operating accounts.

12.15 Other Adjustments

Charges due under the Assigned Contracts (defined hereinafter) shall be prorated as of
the Closing Date. All other items that are customarily adjusted in transactions similar to the
transactions contemplated hereunder shall also be prorated as of the Closing Date.

12.16 Disputes

Any and all disputes as to the adjustments pursuant to this section shall be resoived by an
audit. The losing party shall pay all of the costs of such auditing expense. The provisions
of this section shall survive the Ciosing.
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Not later than fifteen (15) days prior to the Closing, the parties shall deliver copies of
certain documents, set forth below, to the other parties as specified; the original of said
documents shall be executed and delivered at the Closing together with such other docu-
ments as are contemplated by this Agreement.

. SELLER’S RESPONSIBILITIES

13.1 Title Deed

Limited warranty deed in recordable form, executed by Seller, conveying the Real Prop-
erty to Purchaser free and clear of all claims, liens, and encumbrances except for the
Permitted Exceptions and items approved or deemed to be approved by Purchaser.
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By general warranty deed, which deed, when filed for record, shall convey to Purchaser
and Warrant good and marketable title to the property, in fee simple absolute, free and
clear of all liens and encumbrances, except the underlying mortgages, described herein,
taxes and assessments not yet due and payable, zoning ordinances and regulations
acceptable to Purchaser, and such other “title exceptions,” the Permitted Exceptions as
well as additional title explanations, as shall have been approved in writing by Purchaser
prior to the Closing.

13.2 Bill of Sale

A warranty assignment and bill of sale, executed by Seller, assigning, conveying, and
warranting to the Purchaser title to the Personal Property, free and clear of all encum-
brances, other than the Permitted Exceptions and items approved or deemed to be
approved by Purchaser, and assignments of title to any vehicies owned by Seller included
in the Personal Property, together with the original certificates of title thereof.

By Seller to Purchaser, a Bill of Sale in the form customarily used in the county in which the
Personal Property is situated, conveying the Personal Property, with warranty of title.

The personal property, which shall be inventoried prior to Closing to the approval of Pur-
chaser, shall be conveyed by a good and sufficient Bill of Sale with warranty of title by
Seller as required by Purchaser. Purchaser agrees to accept the Personal Property estate
in its present physical condition. Purchaser acknowledges that Seller has made no repre-
sentations or warranties of any kind or nature, express or implied, with respect to the
aforesaid Personal Property and Improvements except as herein set forth.

13.3 Assignment of Governmental Permits

To the extent any Governmental Permits are assignable, an assignment, executed by
Seller, to Purchaser of all of Seller's right, title, and interest in and to the Governmental
Permits, together with executed copies, applications, forms, and other documents as may
be necessary to fully effectuate to the transfer of the same to Purchaser as herein contem-
plated.

13.3.1 Liquor Permit. Among the permits and licenses to be assigned and transferred
with respect to the operation of the Property and the conduct of the Seller's business is the
liquor permit issued to the Seller by the _______ Department of Liquor Control. At the
Closing, Seller shall cause to be executed and delivered to Purchaser or Purchaser’s
nominee an instrument in form reasonably satisfactory to Purchaser that assigns, conveys,
and transfers to Transferee all of Seller's rights and interests in, under, and to the Liquor
Permit.

13.4 Assignment of Intangible Personal Property

An assignment to Purchaser of all right, title, and interest of Seller and its agents in and to
the Intangible Personal Property, executed by Seller.

13.5 Assigment of Operating Contracts

An assignment executed by Seller, to Purchaser of those of the Operating Contracts that
are assignable, in which Seller agrees to indemnify, protect, defend, and hold Purchaser
harmless from and against any and all claims, damages, losses, costs, and expenses
(including attorney fees) that arise in connection with the Operating Contracts and relate
to the time period prior to Closing.
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13.6 Original Documents ‘

To the extent not previously delivered to Purchaser, original copies of the Operating Con-
tracts and Governmental Permits.

13.7 Keys

All keys used in connection with the Property, tagged for identification.

13.8 Title Policy

The Title Policy (for a “marked-up” Title Commitment) issued by the Title Insurer, dated as
of the Closing Date, in such amounts and containing such endorsements and other terms
as are required herein.

[Alternate Clause] Atthe Closing, there shall be issued to Purchaser by the Title Company an owner's policy
of title insurance on ALTA Owner’s Policy Form __ (the “Title Policy”) in the amount of the
Purchase Price. The Title Policy shall insure good, marketable, and indefeasible fee sim-
ple title to the Site, and to any beneficial easements and/or restrictions appurtenant to the
Site, and shall contain as exceptions to title only the Permitted Exceptions and such addi-
tional matters as shall be approved by Purchaser. The costs and expenses of the Title
Policy shall be paid by Purchaser.

13.9 Resolutions

A certified resolution authorizing Seller to enter into and perform this Agreement and to
perform Seller's obligations hereunder. .

[Alternate Clause] At Closing, a certificate of the Seller signed by a Senior officer, dated the Closing Date,
certifying that all of the representations and warranties of the Seller contained in this
Agreement are true and correct on and as of the Closing Date with the same force and
effect as if made on and as of the Closing Date.

13.10 Closing Statement

A counterpart, executed by Seller, of a closing statement conforming to the proration and
other relevant provisions of this Agreement.

13.11 Records

To the extent not previously delivered to Purchaser, original copies of all records (includ-
ing, without limitation, all guest ledgers) pertaining to the Hotel.

13.12 Certificate of Non-Foreign Status
The Certificate of Non-Foreign Status in the form attached hereto as Exhibit C [omitted].

13.13 Affidavits

Affidavits reasonably required by Purchaser and/or the Title Company to establish the
authority and capacity of Seller to consummate the transaction described herein.

13.13.1 No-Lien Affidavit. By Seller to Purchaser, a Seller's No-Lien affidavit that is cus- ‘
tomary in form and content in the county in which the Property is located.
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13.14 Tenant Notice

By Seller to Purchaser, a form letter to tenants advising them of the sale of the Lessee’s
interest under the Ground Lease, advising that future rent payment shall be paid to the
Purchaser.

13.15 Warranty Assignment

By Seller to Purchaser, a general assignment to Purchaser of all warranties that exist as to
equipment, Personal Property, or structural components of the building that have not
expired by lapse of time.

13.16 Lease Assignment

By Seller to Purchaser, an assignment of any leases to Purchaser.

13.17 Rent Roll

By Seller to Purchaser, a rent roll, certified to be true and correct by Seller, setting forth the
name and address of each tenant, monthly rental, amount of security or other deposits,
status of rental payment, options (if any), term of lease, and rent prepayments.

13.18 Hotel Name

An assignment by Seller to Purchaser, to the extent of the Seller’s rights therein, without
warranty, to the name “ " and the current telephone numbers of the
(if same are transferable to the Purchaser).

13.19 Other Documents

Such other documents and instruments as are contemplated hereunder or as may reason-
ably be required by Purchaser, its counsel, or the Title Insurer and necessary to consum-
mate this transaction and to otherwise effect the agreements of the parties hereto.

PURCHASER’S RESPONSIBILITIES

At Closing, Purchaser shall detiver to Seller:

13.20 Purchase Price

The full Purchase Price, plus or minus prorations and other adjustments hereunder, in the
amount and in the manner provided pursuant to this agreement.

13.21 Assumption of Ground Lease

By Purchaser to Seller, the consent and agreements of the Lessor to the assignment of the
L essee’s interest under the Ground Lease and other matters as required by this Agree-
ment.

13.22 Ciosing Statement

A counterpart, executed by Purchaser, of a closing statement conforming to the proration
and other relevant provisions of this Agreement.
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13.23 Assumption of Operating Contracts

An assumption executed by Purchaser in which Purchaser agrees to assume the Operat-
ing Contracts assigned to it by Seller, together with the agreement of Purchaser to indem-
nify, protect, defend, and hold Seller harmless from and against any and all claims,
damages, losses, costs, and expenses (including attorney fees) that arise in connection
with the assigned Operating Contract and relate to the time period from and after Closing.

13.24 Resolutions

Certified resolution authorizing Purchaser to enter into and perform this Agreement and to
perform Purchaser’s obligations hereunder.

By Purchaser to Seller, evidence reasonably acceptable each to the other authorizing the
consummation of this Agreement and the execution and delivery of all of the Closing doc-
uments by the applicable party, and the authority of the applicable party to execute and
deliver the closing documents.

13.25 Affidavits

Affidavits reasonably required by Seller and/or the Title Company to establish the authority
or capacity of Purchaser to consummate the transaction described herein.

13.26 Franchise Transfer

By Purchaser to Seller, the consent of Franchisor to the transfer of the existing Franchise
Agreement from Seller to Purchaser and agreement by such Franchisor as to such other
matters required by this Agreement.

13.27 Other Documents

Such other documents and instruments as are contemplated hereunder or as may reason-
ably be required by Seller, its counsel, or the Title Insurer and necessary to consummate
this transaction and to otherwise effect the agreements of the parties hereto.

13.28 Seller’'s Escrowee Instructions

Seller's instructions to Escrowee regarding the recording and release to Purchaser of the
Deed and the other documents described herein.

13.29 Purchaser’s Escrowee Instructions

Purchaser’s instructions to Escrowee authorizing the disbursement of the Purchase Price
to Seller and the delivery of the documents listed above to Seller, conditioned on
Escrowee simultaneously informing Purchaser that it is prepared to issue the Title Policy
with respect to the Hotel, in the total amount of the Purchase Price, subject only to the
Permitted Exceptions.

13.30 Escrowee Actions

Wire transfer to Seller of the Purchase Price and delivery to Seller of the documents
described hereinabove.

Causing the Deed (together with all other documents that are to be recorded) to be
recorded in the jurisdiction in which the Hotel is located.

Issuance (or contractual obligation of itself to issue) the Title Policy to Purchaser.



SAMPLE CLAUSES FOR HOTEL PURCHASE AND SALE AGREEMENT Category 15.1

Carrying out all of the remaining instructions given by Purchaser and Seller to
Escrowee.

Category 14

[Alternate Clause]

[Alternate Clause]

[Alternate Clause]

[Alternate Clause)

CLOSING EXPENSES

14.1 Closing Expenses

Seller shall pay the cost of the Title Policy, the Survey, one half of all escrow fees, and
recording refating to the instruments of conveyance contemplated herein. Purchaser shall
pay any real estate transfer taxes, intangible fee, or tax; and one half of ali escrow fees.

Seller shall pay such Closing costs including, but not limited to, transfer, stamp, or docu-
mentary taxes. Purchaser shall pay for the costs of title insurance policies and Escrow
fees.

All costs relating to the Closing, other than fees payable to Purchaser's and Seller's
respective legal counsel, and inciuding, but without restriction, the cost of the title insur-
ance policy and any transfer taxes shall be paid by Seller, and recording fees and sales
taxes shall be paid by Purchaser; each of Purchaser and Seller shall be responsible for
fees payable to their respective legal counsel.

14.2 Real Estate Brokerage Fees

Real Estate Broker fees will be provided for in a separate agreement between Seller and
Broker. Purchaser shall have no liability for any real estate brokerage commission in con-
nection with the acquisition of the Property.

Seller and Purchaser represent and warrant each to the other that no broker was involved
in the negotiations leading to the execution of this Agreement or brought it about either
directly or indirectly.

Seller and Purchaser each warrant to the other that each has dealt with no broker, sales-
man, finder, or consuitant with respect to this Agreement or the sale contemplated herein
except the Broker. All sums due Broker shall be paid in full by Seller. Except as provided
above, each shall indemnify, protect, defend, and hold the other harmless from and
against all claims, losses, costs, expenses, and damages (including attorney fees) result-
ing from a breach of the foregoing warranty.

Category 15

EMINENT DOMAIN AND RISK OF LOSS

15.1 Eminent Domain

In the event of the institution of any proceedings, judicial, administrative, or otherwise,
relating to the taking of a portion of the Real Property by eminent domain, or condemna-
tion, prior to closing, the Seller shall have the first right to terminate this Agreement, which
right shall be exercised within fifteen (15) days after notice of condemnation or proposed
taking is received by Seller, whereupon all deposits heretofore paid by the Purchaser shall
be returned to the Purchaser, and the parties shall be released from any further obliga-
tions hereunder. In the event that the Seller does not elect to cancel this Agreement, then
the Purchaser shall have the option, to be exercised within ten (10) days after the afore-
said fifteen (15) -day period, of cancelling this Agreement, in which event all deposits
theretofore paid by the Purchaser shall be returned to the Purchaser and the parties shall
be released of all further obligations hereunder, or the Purchaser shall elect to close this
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[Alternate Clause]
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transaction, in which event there shall be no reduction in the Purchase Price, except that
Purchaser shall be entitled to receive the award as a result of such taking, except that
Seller shall be entitled to such portion of the award for its damages between the date of
the taking and the date of the Closing, assuming the taking occurred prior to the Closing,
in which event the award shall be prorated. '

15.2 Risk of Loss

Risk of loss to the Real Property or Personal Property or any portion thereof until the Clos-
ing shall be borne by Seller. In the event of damage to or destruction of the Real Property
or Personal Property or any portion thereof by fire or other casualty prior to Closing, Seller
shall have the option of repairing the damage or of rescinding this Agreement, in which
event the deposits theretofore paid by Purchaser shall be returned to Purchaser and the
parties shall be released and relieved of all further obligations hereunder.

If the Premises or any part thereof shall be damaged or destroyed by fire or other casualty
prior to the Closing, and such damage shall not have been repaired or reconstructed prior
to Closing in a good and workmanlike manner to the reasonable satisfaction of Purchaser,
Purchaser may, at its option, (a) receive the proceeds of any insurance payable in con-
nection therewith, under Seller's insurance policy or policies, and thereupon remain obli-
gated to perform this Agreement, or (b) terminate this Agreement and receive back any
funds previously paid or deposited. Upon termination of this Agreement by Purchaser
pursuant to this section, neither party shall thereafter be under any further liability to the
other. Seller agrees to advise Purchaser of the present insurance coverage upon the
property, to keep said policy or policies in full force and effect through the Closing Date,
and to advise Purchaser promptly of any damage to the Premises by any loss or casualty.

Category 16

[Alternate Clause]

[Alternate Clause]

ASSIGNMENT, SUCCESSORS, AND HEIRS

Purchaser may assign this Agreement and the Purchaser’s rights thereunder to any per-
son or entity at any time.

Purchaser may assign this Agreement and the Purchaser's rights thereunder to any per-
son or entity at any time; however, such assignment shall not release Purchaser from any
personal guarantees or recourse liabilities given by Purchaser to Seller unless Seller con-
sents to such release in writing, which consent shall not be unreasonably withheld.

This Agreement may not be assigned prior to the Closing Date by either party without the
prior written consent of the other, except that Purchaser shall have the right to assign its
interest in this Agreement to a limited partnership. When such assignee limited partner-
ship assumes this Agreement, such an assignment shall relieve Purchaser of its obliga-
tions hereunder. Subject to the foregoing provisions, this Agreement shall inure to the
benefit of and be binding upon the Parties hereto and their respective successors and
assigns.
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GENERAL CLAUSES
17.1 Benefit

This Agreement is for the benefit only of the parties hereto or their nominees, successors,
beneficiaries, and assigns, and no other person or entity shall be entitled to rely hereon,
receive any benefit herefrom, or enforce against any party hereto any provision hereof.
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[Alternate Clause]

[Alternate Clause]

17.2 Binding Agreement

This Agreement shall be binding upon and shall inure to the benefit of the parties hereto
and their respective heirs, personal representatives, successors, and assigns, and shall
constitute the entire agreement among the parties.

17.3 Business Day

If any date herein set forth for the performance of any obligations by Seller or Purchaser or
for the delivery of any instrument or notice as herein provided should be on a Saturday,
Sunday, or legal holiday, the compliance with such obligations or delivery shall be
deemed acceptable on the next business day following such Saturday, Sunday, or legal
holiday. As used herein, the term “legal holiday” means any state or federal holiday for
which financial institutions or post office are generally closed in the State of

17.4 Confidentiality

(a) The parties agree that the terms of this Agreement and all information, documents,
reports, and studies developed by either party in connection with the within transaction
are strictly confidential and that they will make every effort to ensure that the provisions
hereof and such information, documents, reports, and the like are not disclosed to any
third party (including the press) without the other party's written consent.

(b) Neither the Private Placement Memorandum nor any documents relating thereto
will contain statements about Seller or the Hotel unless Seller has previously reviewed
such statements for accuracy. However, regardless of whether Seller does or does not
review such statements, Seller will not be deemed a sponsor of the offering described in
the Private Placement Memorandum, nor will Seller have responsibility for the preparation
or review of the offering documentation, and the Private Placement Memorandum will so
state.

17.5 Controlling Law

This Agreement shall be interpreted in accordance with the laws of the State of New York.
This Agreement shall be governed by and construed in accordance with the law of
the State of New York.

17.6 Entire Agreement

This Agreement constitutes the entire understanding between the parties with respect to
the transaction contemplated herein, and all prior or contemporaneous oral agreements,
understandings, representations, and statements are merged into this Agreement. Neither
this Agreement nor any provisions hereof may be waived, modified, amended, dis-
charged, or terminated except by an instrument in writing signed by the party against
which the enforcement of such waiver, modification, amendment, discharge, or termina-
tion is sought, and then only to the extent set forth in such instrument.

This Agreement may be executed in one or more counterparts, and all so executed shall
constitute one contract, binding on all the parties hereto, notwithstanding that all of the
parties are not signatory to the same counterpart.

17.6.1 Waiver. Either party hereto may, at its option, waive any performance by any other
party required under the provisions of this Agreement by an instrument in writing.

No modification or amendment of this Agreement shall be of any force or effect unless it is
in writing and executed by both Seller and Purchaser.
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17.7 Escrow Agent

This Agreement shall serve as escrow instruction subject to the escrow agent’s usual con-
ditions or acceptance where not contrary to any of the terms hereof.

This Agreement shall serve as escrow instruction subject to the escrow agent’s usual con-
ditions or acceptance where not contrary to any of the terms hereof. Purchaser's Title
Insurer shall be escrow agent for consummation of this transaction.

17.7.1 Escrow Fund. Each Seller and the Purchaser agree that Three Thousand Dollars
($3,000) of the closing proceeds due Seller shall be held by Escrow Agent, in escrow, for
a period not to exceed ninety (90) days from the date of Closing, which escrow monies
shall be used to satisfy any liabilities and obligations of the particular Seller pursuant to
this Agreement that were not known or could not have been known as of the date of
Closing. As to any such liabilities or obligations, before Escrow Agent shall disburse any
of such monies in payment of same, the Seller and Purchaser shall provide Escrow Agent
with joint written instructions as to the disbursement of such funds.

17.8 Headings

The headings appearing in this Agreement are inserted only as a matter of convenience
for reference purposes, and in no way define, limit, or describe the scope and intent of
this Agreement or any paragraph hereof.

17.9 Hold Harmless

Seller agrees to indemnify and hold harmiess Purchaser from and against alf claims, dam-
ages, losses, and expense, including reasonable legal fees and other costs, arising from
any and all liability, loss, or damage the Purchaser may suffer as a result of claims,
demands, costs, or judgments against it arising from or in any way connected with any
accident, action, or incident of whatever nature occurring during the period of Seller's
ownership of said Premises; and Purchaser agrees to indemnify and hold harmless Selier
from and against all claims, damages, losses, and expenses, including reasonable legal
fees and other costs, arising from any and all liability, loss, or damage the Seller may
suffer as a result of claims, demands, costs, or judgments against it arising from or in any
way connected with any accident, action, or incident of whatever nature during the period
of Purchaser’s ownership of said Premises.

17.10 Litigation

In the event of litigation between the parties with respect to the Real Property, this Agree-
ment, the performance of their obligations hereunder, or the effect of a termination under
this Agreement, the losing party shall pay all costs and expenses incurred by the prevail-
ing party in connection with such litigation, including reasonable attorney fees. Notwith-
standing any provision of this Agreement to the contrary, the obligations of the parties
under this Paragraph shall survive termination of this Agreement.

In the event either party hereto is required to employ an attorney because of the default of
the other party, then the defaulting party shall pay to the non-defaulting party court costs
and reasonable attorney fees incurred in the enforcement of this Agreement.
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17.11 Notices

Any notice or election that may be or is required to be given pursuant to the provisions of
this Agreement shall be sufficiently served if sent by certified or registered U.S. Mails,
postage prepaid, return receipt requested and addressed as follows:

17.11.1 Notice Deemed Served. Any properly mailed notice shall be deemed to have
been served as of five (5) days after its posting for purposes of establishing that the send-
ing party complied with this Agreement’s applicable time limitations, but it shall not be
binding on the addressee until actually received.

17.12 Recording

This Agreement shall not be recorded, nor shall any memorandum hereof or excerpt or
summary hereof be recorded. Any violation of the preceding sentence shall automatically
render this Agreement, and the rights and obligations of the parties hereunder, null and
void.

17.13 Reference

Wherever reference is made herein to any party by name or designation, such reference
shall be deemed to extend to and include the nominee, successors, and assigns of such

party.

17.14 Severability

If any provision of this Agreement is held invalid, the validity of the remainder of the Agree-
ment shall not be affected thereby.

17.15 Time of the Essence
Time is of the essence as to this Agreement.

17.16 Time of Termination of Offer

This offer shall be open for acceptance until , 199X. Acceptance shall be effected
by delivery to Purchaser of a copy of this Agreement executed by Seller.

17.17 Currency
All amounts herein expressed in dollars shall be in the legal tender of the United States.
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APPENDIX

Management Contract
Clauses

This appendix is a compilation of clauses from a number ent clauses are contained under one title in order to
of actual management contracts. These clauses have provide the reader with optional or alternative lan-
been selected to provide a representative sample of the guage. At the beginning of each clause is an indica-
types of provisions included in a typical management tor showing the orientation of the clause. Clauses can
contract. In addition to serving as a guide for an attorney be owner-oriented, operator-oriented, or neutral. This
drafting such an agreement, these clauses can help the identification of orientation should allow the reader to
parties negotiating the agreement by showing them how select the clauses that best represent his interests.
other contracts have been structured. : Finally, many of the clauses are followed by editorial

The clauses have been arranged topically into 11 notes that provide additional insight into the content
different sections. In many cases, a number of differ- of the clause.

Sectlon 1 Preopemng Management Semces . A3 |
. Preopemng Servxces t =
,} ‘Payment of Preopemng Fees
5 :Rexmbursementffer Preopemng
.. Expenses ..
- 1.4 Preopening Plan and Budgets
1:5 Owner's Approvai of Preopenmg Pian
.. and Budgets S N T8
1.6 Operator to Prepare Stafﬁng an
~ \Wage Schedules . .... .. A3
1.7 Operator to Assemble a Task Force of :
" Experts i =
18 ”Consultants;..«.ﬁ.‘..‘;...i‘_
1 Operator to Hire Executwe Sta
‘Operator to Recruut and gTra Staff,

Sect«on 3 General Covenants of Owner and
. Operator .. : ,
_Owner to Provide Supphes e ) A310
.2 Owner Responsible for All Expenses A3-10
3 Owner's Right of Inspection ......... A3-10
4 Reserve for Replacement of Fumiture,
 Fixtures, and Equipment . . /
%‘Fund;ng the Reserve for Reptacement Gon
F

13.12 Owner to?!ndemmfy Operator
~ 3.13 Operator to Indemnify Owner
314 Operator Not Liable to Owner
~ 315 Noncompetition Covenant .

3.16 Arbitration .o oo

3.17 Legal Costs :
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3.19
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322
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4.13
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422
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Section 1

NEUTRAL

NOTE:

PREOPENING MANAGEMENT SERVICES

1.1 Preopening Services—Geheral

In general, Operator will perform all activities necessary or reasonably required to open
the Hotel for business, to see that the Hotel is properly staffed and equipped, and to see
that there is in place, well prior to the Opening Date, a coordinated program for selling the
room facilities and services of the hotel to the public.

The contract should set forth in detail the preopening duties and responsibilities of the
Operator.

[Alternate Clause] As part of the Preopening Services, Operator will:

OWNER

A
B.

Recruit, train, direct, and employ an initial staff for the Hotel;

Initiate and conduct such promotion, publicity, and other like programs as
Operator may deem necessary to attract guests to the Hotel on and after the
Formal Opening Date;

. Negotiate for and enter into agreement for leases, licenses, and concessions

for stores, office space, and lobby space at the Hotel, in Owner’s name subject
to Owner’s prior written approval, as agent for Owner;

. Apply for, process, and take all necessary steps to procure, in Owner’'s name

or in name of an operator or an individual on its behalf or any combination
thereof as may be required by the issuing authority, all licenses and permits
required for the operation of the Hotel and its related facilities, including, but
not limited to, liquor and restaurant licenses;

. Purchase or contract for the purchase of all initial inventories and operating

supplies, which shall be paid for out of the Initial Working Capital furnished by
Owner;

. Assist in coordinating the efforts and activities of the architect, interior designer,

and all other consultants retained by Owner in connection with the planning
and development of the Hotel;
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OPERATOR

OPERATOR

NEUTRAL

NEUTRAL

G. Supervise the Hotel's sales staff and conduct the sales and marketing efforts
through its sales and marketing staff as Operator shall deem appropriate for the
Hotel;

H. Do all other things Operator deems necessary for the proper opening of the
Hotel, including, but not limited to, arranging for suitable inaugural ceremonies;
and

I. Coordinate all Preopening Services.

1.2 Payment of Preopening Fees

Owner shall pay Operator a fee equivalent to two and one-half (212) times Operator's
direct personne! costs, including related fringe benefits and payroll costs for those per-
sonnel who are directly engaged in performing Preopening Services for the time such
personnel are performing such services (excluding (a) personnel at other hotels managed
by Operator and from Operator's corporate offices who are temporarily assigned to the
Hotel to provide preopening and opening assistance in connection with the opening of the
Hotel to the general public (“Preopening Personnel”), and (b) the Operator personnel
assigned to the Hotel on a permanent basis in order to perform the services provided for
under this clause (“Permanent Employees”)). "Direct personnel costs” pursuant to this
Section shall be based on Operator's mean grade salary level for personnel in each job
classification, which may change from time to time; provided however, that Operator
agrees to assign personnel without regard to their actual salary level.

1.3 Reimbursement for Preopening Expenses

Preopening expenses incurred or paid by Operator, not to exceed One Hundred Fifty
Thousand Dollars ($150,000), shall be promptly reimbursed by Owner upon receipt of a
statement of account for such expenses.

1.4 Preopening Plan and Budgets

Onorbefore — 19__, Operator shall submit for Owner’s approval, not to be
unreasonably withheld, a preopening budget (“Preopening Budget”) to Owner. Such
budget shall not exceed One Hundred Fifty Thousand Dollars ($150,000).

1.5 Owner’s Approval of Preopening Plan and Budgets

Within thirty (30) days from the date of submission of the initial Preopening Plan to Owner
or submission of any additional information requested by Owner in connection with its
review of the initial preopening Plan, Owner shall submit to Operator, in writing and in
reasonable detall, its objections to and comments on the initial Preopening Plan. A failure
to do so shall be deemed an approval thereof by Owner. If Owner and Operator are not
able to reach an agreement concerning any modifications to the initial Preopening Plan
resulting from Owner's objections and comments within sixty (60) days after such com-
ments and objections are received by Operator (it being expressly understood that the
inability of Owner and Operator to agree on such modifications shall not be subject to
arbitration), then this Agreement and the Management Agreement shall terminate, unless
Operator, by notice given to Owner prior to such date, shall elect to continue them in full
force and effect for such period or periods of time, not to exceed forty-five (45) days from
the date of Operator's notice as Operator shall, in its sole discretion, determine by so
stating in said notice.
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[Alternate Clause]

OWNER

OWNER

NEUTRAL

OWNER

OWNER

OWNER
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1.6 Operator to Prepare Staffing and Wage Schedules

Prior to the Opening, Operator will prepare for Owner an organization chart of Operator’s
corporate personnel who will perform the services to be provided by Operator under this
Agreement; a proposed organization chart of job positions for the people to be employed
by Operator and Owner in connection with the operation of the Hotel under this Agree-
ment; and a preliminary staffing plan providing positions, schedules of employment, and
average salaries or wages of persons to be employed by Operator and Owner in connec-
tion with the operation of the Hotel under the Management Agreement (“Staffing Plan”).

Prior to the Opening, Operator will prepare staffing tables, employment time tables, hiring
and training guidelines for employees, and other programs relating to staffing of the Hotel.

1.7 Operator to Assemble a Task Force of Experts

The Operator will provide for a task force of experts and personnel to supervise and assist
with certain Preopening and Opening operations.

1.8 Consultants

Pursuant to the services provided by Operator in this Agreement, Owner will not be
required to hire separate, outside consultants for special systems (including Hotel com-
puter systems and the Hotel telephone system) and front desk layouts.

Operator will assist Owner in determining what outside consultants are necessary for
the design of the project.

Owner will submit to Operator a list of consultants proposed to be used for the design
of project, which shall include the names of architect; structural, mechanical, and electri-
cal engineers; interiors and lighting designers; food service and laundry designers; life
safety, elevator, and audio-visual consultants; landscaping designer; and any other
design consultants required. Operator will either approve, if acceptable, such consultants
or suggest alternate consultants. All consultants to be used for the design of the project
must be approved by Operator. Such approval shall not be unreasonably withheld.

1.9 Operator to Hire Executive Staff

At an appropriate time prior to the Opening, Operator will hire and retain, on behalf of
Owner, a General Manager, director of sales, head housekeeper, and other department
heads, and thereafter, with the assistance of such department heads, Operator will
engage on behalf of Owner a full staff of employees for the Hotel.

1.10 Operator to Recruit and Train Staff

Prior to the Opening, Operator wiil recruit, train, direct, and employ an initial staff for the
Hotel in the name of and on behalf of Operator or a wholly owned subsidiary of Operator.

1.11 Operator to Perform Preopening Sales and Marketing

Operator will prepare and coordinate, on behalf of the Hotel, preopening advertising, pub-
lic relations, and sales budgets, and may hire outside advertising and public relations
firms, and will manage and coordinate all activities so as to develop a cohesive and coor-
dinated preopening program for advertising, public relations, and sales, all subject to
Owner's approval.

Such sales and marketing services will include the following:
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[Alternate Clause]
OWNER

OWNER

OPERATOR

OWNER

OWNER

OWNER

A. Developing a mission statement for the Hotel;

@

Developing three-year revenue goals for major business segments of the Hotel;

C. Developing direct sales plans for the Hotel, including backlog goals, room rate
guidelines, and sales strategies;

D. Developing a corporate rate program for the Hotel;

m

Developing catering market segment and sales goals;
F. Preparing and recruiting a sales organization necessary to support the goals
and objectives developed in items A through D;
G. Developing a monthly reporting system to monitor sales progress;
H. Developing appropriate sales promotion strategies; and
|. Developing preopening plans for advertising, public relations, and marketing.

Operator will, on behalf of Owner, hire and retain sales personnel and establish a sales
program for the purpose of “selling” the rooms of the Hotel and the use of meeting rooms
and other Hotel facilities, prior to the opening of the Hotel.

1.12 Inaugural Ceremonies

In cooperation with Owner, Operator will arrange for suitable opening and/or inaugural
ceremonies.

1.13 Model Room

Owner shall construct, at Owner’s expense and Operator’s direction, a model room or
rooms in the city in which the Hotel is to be located or at some other site mutually accepta-
ble to Owner and Operator. Said model room or rooms shall be constructed pursuant to
those sections of Operator’s Project Standards Manual that Operator deems appropriate,
and shall be used for marketing purposes and to illustrate the Hotel guest rooms, the
concept, the detail of construction, and the furniture, fixtures, and equipment (F,F&Es)
therein.

1.14 Operator to Negotiate Loans

In cooperation with Owner, Operator will negotiate leases, licenses, and concession
agreements for stores, office space, and lobby space at the Hotel (exclusive of retalil
space adjacent to the Hotel), subject to Owner’s approval. All leases, licenses, or conces-
sions shall be in Owner’'s name and executed by officers of Owner on its behalf.

1.15 Operator to Secure Licenses

Operator will assist Owner in securing all licenses necessary to open and operate the
Hotel, including, but not limited to, occupational licenses, liquor licenses, Health Depart-
ment licenses, and the like.

1.16 Operator to Perform Purchasing Services

Operator will negotiate contracts for the design, specification, and purchase of Operating
Equipment, Furnishings and Equipment, and Consumable Supplies. Such contracts shall
be subjected to the approval of Owner.
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1.17 Operator to Supervise Delivery and Installation ‘

OWNER Operator will supervise and coordinate the delivery, installation, and acceptance of Oper-
ating Equipment, Furnishings and Equipment, and Consumable Supplies.

1.18 Soft Opening Period

NEUTRAL If agreed upon by Operator and Owner there may be a period during which the Hotel is
open to paying guests, although not on a substantially fully operational basis (the “Soft
Opening Period”). Any operation of the Hotel during the Soft Opening Period, which shall
not exceed three (3) months in duration, shall be treated as part of the Preopening Period,
and any excess of Operating Expenses and Other Expenses over Total Revenue during
such period shall not be considered in the determination of Net Operating Profit for any
Fiscal Year and shall be distributed to Owner pursuant to the provisions of this Agree-
ment.

1.19 Monies Invested by Operator

NEUTRAL Operator shall lend to Owner upon the terms and conditions hereinafter described the
sum of Eight Hundred Thousand Dollars ($800,000), which represents a part of the esti-
mated cost of Preopening Services (exclusive, however, of (a) all costs in connection with
obtaining all licenses and permits, including attorney and consultants fees, and (b) the fee
payable to Operator in accordance with the provisions of this Agreement in relation to
partial operations prior to the Opening Date), according to the following schedule:

A. Ten percent (10%) thereof within thirty (30) days of the date the construction
loan is committed; ‘
B. Fifteen percent (15%) thereof upon notice to Owner from Operator on the earlier
of (i) three (3) months after the construction loan is committed or (ii) fifteen (15)
months prior to the Estimated Opening Date (as defined hereinabove);
C. Twenty-five percent (25%) thereof upon notice to Owner from Operator twelve
(12) months prior to the Estimated Opening Date; and
D. Fifty percent (50%) thereof upon notice to Owner from Operator (6) months
prior to the Estimated Opening Date.

Owner shall execute in favor of Operator a promissory note in the Original principal
amount of Eight Hundred Thousand Dollars ($800,000) with interest thereon at the prime
rate as set by the parties agreed upon bank from time to time, such interest to accrue on
the unpaid balance until paid. The note shall be due and payable in one balloon install-
ment five (5) years following the Opening Date of the Hotel but shall allow Owner to pre-
pay without penalty. Owner shall execute a deed of trust securing the construction-term
loan. Operator agrees to subordinate its deed of trust to the construction-term loan upon
request to Owner.

Section 2 OPENING DATE

2.1 Opening Date

NEUTRAL The Opening Date is the date of the formal opening of the Hotel and shall be the earliest
date after the Completion Date on which each of the following criteria has been met, as
thereupon confirmed by Operator's issuance of a Certificate of Operational Readiness in .
the form annexed hereto as Exhibit E [omitted]:
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[Alternate Clause]
NEUTRAL

[Alternate Clause]
NEUTRAL

. Eighty-five percent (85%) of guestrooms are permanently available for sale;
. Lobby area is equipped and functional,

. Front desk is equipped and functional;

Food and beverage outlets are equipped and functional;

. Kitchens are equipped and functional;

. Elevators and escalators are installed and operating;

O mmoOO o>

. Public spaces, banquet rooms, and meeting rooms are equipped and
functional;

. Telephone Department is equipped and functional;

. Parking facilities are available;

. Heat, light, power, and air conditioning are available and operating;

. Laundry and Valet (dry cleaning) Departments are available and functional,

—r X . — T

. Adequate Room status and Front Office systems equipment are installed and
functional;

. Cashiering equipment is installed and functional;

z Z

. All necessary licenses and permits (including, without limitation, liquor licenses)
required for the operation of the Hotel have been obtained;

0. Necessary operating inventories are on hand;

P. Necessary inspections by regulatory body have been completed and approvals
have been received;

Q. Municipal Statement of Occupancy has been issued (temporary or permanent);
. All required insurance coverage is in force; and

oy}

S. The Complex is capable of rendering deluxe, first-class service to guests on a
substantially fully operational basis.

The Opening Date is the date of the formal opening of the Hotel. It shall occur on a date to
be specified by Operator with the approval of Owner after Operator deems the Hotel to be
substantially completed and the Furniture and Equipment and Operating Equipment have
been substantially installed therein, all in accordance with the provisions of this Agree-
ment, after all licenses and permits required for the operation of the Hotel (including a
certificate of occupancy and liquor and restaurant licenses) have been obtained, ade-
quate working capital has been furnished by Owner in accordance with this Agreement,
and the Hotel has been accepted by Operator and is ready to render first-class service to
guests on a fully operational basis. Operator may, without accepting the Hotel and with
Owner's consent, conduct partial operations of the Hotel prior to the Opening Date.

The date for the opening of the Hotel to the public (the “Opening Date") shall be the date
specified by Owner in a written notice to Operator (given at least thirty (30) days prior to
the Opening Date), provided that in no event shall the Opening Date occur prior to the
date on which all of the following conditions shall have been satisfied: (a) The construction
of the Hotel shall have been substantially completed in accordance with the Final Plans,
(b) the installation of the Furniture and Equipment and Operating Supplies in the Hotel
shall have been substantially completed in accordance with the provisions of this Agree-
ment, and (c) all certificates, approvals, licenses, and permits required for the legal use
and operation of the Hotel, including liquor and restaurant licenses and certificates of
occupancy, shall have been obtained from the appropriate governmental authorities. The
parties hereto agree to execute an Addendum to this Agreement setting forth the Opening
Date, at such time that the Opening Date is finally determined, and a counterpart of such
Addendum shall be attached to and become a part of each counterpart of this Agree-
ment.
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OPERATOR

OPERATOR

NOTE:

OWNER

[Alternate Clause]
OPERATOR

[Alternate Clause]
OPERATOR

[Alternate Clause]
OWNER

NEUTRAL
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GENERAL COVENANTS OF OWNER AND OPERATOR

3.1 Owner to Provide Supplies

Owner agrees to provide, at its expense, sufficient initial inventories of operating supplies
for the uninterrupted and efficient operation and maintenance of the Property.

3.2 Owner Responsible for All Expenses

Owner shall be solely liable for the costs and expenses of maintaining and operating the
property and shall pay all costs and expenses of maintaining, operating, and supervising
the operation of the property, including, without limitation, the salaries of all of its person-
nel.

The preceding provision makes the agreement a management contract rather than an
operating lease.

3.3 Owner’s Right of Inspection

Duly authorized representatives of Owner shall have the right to enter the Hotel upon rea-
sonable notice at all reasonable times during the Operating Term for the purpose of
inspecting the Hotel. Such inspections shall be done with as little disturbance to the busi-
ness of the Hotel as possible.

All books, accounts, and records maintained for the operation of the Hotel (whether
maintained at the Hotel or elsewhere by Operator) shall be open at all reasonable hours
upon reasonable notice for inspection, examination, copying, and audit by Owner or any
qualified accountant experienced in Hotel matters selected by Owner for that purpose, at
Owner’s expense.

Owner, brokers, and prospective tenants, managers, and/or purchasers shall have
the right to enter the Hotel at all reasonable times upon reasonable notice during the
Operating Term, for the purpose of inspecting the Hotel; but the same shall be done with
as little disturbance to the business of the Hotel as possible.

Owner or its agents shall have the right to free access to the Hotel and all of its facilities at
all reasonable times, but only for the purpose of inspecting or having others inspect or
view the premises either to determine its condition or as prospective purchasers, inves-
tors, or lenders. Any concern, comment, or question Owner may have during or after any
such visit shall only be directed to Operator or its specified representatives, and not to any
other Hotel Employees. In all respects, Owner shall seek to minimize any disruptions to
the operation of the Hotel resulting from its access thereto.

Owner may consult only with the General Manager, or if he is unavailable, the manager on
duty, concerning any aspect of the management of the Hotel by Operator.

Owner may at any time converse with the General Manager or Operator’s Vice-President
in charge of the Hotel regarding any subject, and Operator shall instruct them to disclose
fully to Owner upon Owner’s request all information regarding the operation of the Hotel.

3.4 Reserve for Replacement of Furniture, Fixtures, and Equipment

Owner shall establish and maintain a separate account to be known as “Reserves for
Capital Improvements and Replacements of and Additions to Furniture, Fixtures, and
Equipment,” for use solely for capital improvements and replacement of, and additions to,
furniture and equipment so as to maintain the Hotel in a first-class condition.
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[Alternate Clause)
NEUTRAL

NOTE:

NEUTRAL

NOTE:

[Alternate Clause)
NEUTRAL

[Alternate Clause]
NEUTRAL

Operator shall establish one (1) interest-bearing account (the “Replacement Fund”) for
use in connection with the Hotel, for the benefit of Owner, with a bank selected by Opera-
tor and approved by Owner. The monies from time to time included in the Replacement
Fund shall be the property of Owner and shall be kept separate and apart from the Oper-
ating Accounts. Operator shall have the sole and exclusive power to designate the per-
sons authorized, by manual or facsimile signature, to withdraw funds from the
Replacement Fund shall be excluded from Gross Revenues and in computing Gross
Operating Profit for any period and shall remain part of the Replacement Fund. To the
extent Operator shall be required to pay any income taxes on the income as a fiduciary or
otherwise, the same shall be payable out of such Replacement Fund.

If operator receives an incentive fee calculated on the basis of net income less a Reserve
for Replacement, then part of the Reserve has actually been funded by the operator. This
point becomes important when the Operating Agreement terminates.

3.5 Funding the Reserve for Replacement of Furniture, Fixtures and
Equipment

During each fiscal year (and proportionately for any fraction thereof), there shall be
reserved and deducted in the determination of adjusted Gross Operating Profit an amount
equal to the following percentages of Gross Operating Income: one and one-half percent
(1.5%) in the second and third full fiscal year and two percent (2%) in any later years until
the amount reserved for the replacement of furniture, fixtures, and equipment equals One
Thousand Dollars ($1,000) multiplied by the number of rooms in the Hotel. After the
amount reserved equals this sum, no further amount will be reserved, except that as
expenditures are made they will be replaced at the two percent (2%) rate.

The objective for funding a reserve for replacement of FF&E is to accumulate a sufficient
amount for required replacements, but not so much as to create an excessive balance.
Most formulas are based on a percentage of total revenue ranging from two to five per-
cent (2% to 5%).

Funds shall be paid from the Operating Accounts into the Replacements Fund for each
Monthly Accounting Period of the Operating term in the following amounts:

A. An amount equal to one percent (1%) of the Gross Revenues of the Hotel for
each full Monthly Accounting Period during (i) the Fractional Year in which the
Effective Date occurs, if the Effective Date does not occur on the first day of a
Fiscal Year, and (ii) the first full Fiscal Year of the Operating Term;

B. An amount equal to two percent (2%) of the Gross Revenues of the Hotel for
each Monthly Accounting Period during the second full Fiscal Year of the
Operating Term; and

C. An amount equal to three percent (3%) of the Gross Revenues of the Hotel for
each Monthly Accounting Period of the term of this Agreement following the end
of the second full Fiscal Year of the Operating Term.

Notwithstanding the foregoing, no such payment shail be made to the extent that it
would cause the balance in such fund to exceed the sum of Three Thousand Dollars
($3,000) per room for the Hotel. Operator shall be entitled to withdraw from such Replace-
ment Fund to pay for assets in the Equipment Budget and the Capital Expenditures
Budget. The items so replaced or added shall be and become, forthwith upon acquisition
and installation and without further act or action, the property of Owner.

For each Fiscal Year, an annualized amount initially fixed at ten percent (10%) of the origi-
nal installed cost of the Furnishings and Equipment shall be set aside for the reserve for
replacement of said Furnishings and Equipment. However, whenever Operator shall, from
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time to time, determine that the replacement value of the Fumnishings and Equipment has
increased to a degree that makes it necessary to increase the said deduction in order to
preserve the standards of the Hotel, Operator shall be entitled to obtain an independent
appraisal of the said replacement value, the cost of which appraisal shall be an operating
expense, and the amount of the deduction hereunder shall thereafter be fixed at ten per-
cent (10%) of the replacement value as so determined. The said deduction shall be made
by a monthly charge equal to one twelfth ('12) of the annualized amount determined as
above.

3.6 Reserve for Structural Repairs

Operator shall establish, in respect of each Fiscal year during the term of this Agreement,
a reserve cash amount from which shall be drawn funds for structural or extraordinary
equipment repairs, replacement, or maintenance at the discretion of Owner. During each
Fiscal Year of this Agreement, funds shall be transferred into the Structural Component
Reserve in Accordance with the following percentages: (a) None (0%) for all Fiscal Years
through and including the Fiscal Year in which the Renovation Program is completed; and
(b) One half of one percent (0.5%) in each full Fiscal Year thereafter.

3.7 Insufficient Reserves

The percentages for the Replacement Fund described hereinabove are estimates. If, in
good faith, Operator believes, at any time during the term of this Agreement, that such
percentages have become excessive given the needs of the Hotel, such percentages
shall be reduced at the option of Owner. On the other hand, if, in good faith, Operator
decides that these percentages may not be sufficient to keep the Replacement Fund at
the levels necessary to make the expenditures required for the Hotel as a high quality,
first-class facility, and if the Equipment Budget and Capital Expenditures Budget pre-
pared in good faith by Operator exceeds the available funds in the Replacement Fund,
Owner shall in good faith consider reasonable proposals made by Operator, in keeping
with the need to maintain the position of the Hotel in its competitive geographical market.
Owner will have final say in any change to the amounts specified.

3.8 Operator’s Use of the Reserve fund

On or after the Formal Opening Date and during each Fiscal Year, Owner will make avail-
able to Operator, within thirty (30) days after receipt of Operator's request, for capital
improvements and replacements of and additions to furniture and equipment, from the
reserve account established therefor, the amount provided in the Annual Capital Budget
therefor.

Any expenditure for replacement, substitution, and additions during each fiscal year may
be made by Operator without Owner's consent up to the then-remaining balance in such
reserve fund.

3.9 Disposal of Furniture and Equipment

It is expressly understood that nothing contained in this Agreement shall be construed to
give Operator any right to dispose of furniture, furnishings, fixtures, equipment, machin-
ery, or any other personal property used in the operation of the Hotel without the prior
written approval of Owner.

However, if such disposal is in accordance with the Annual Plan approved by Owner,
prior written approval of Owner shall not be required.
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OPERATOR
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[Alternate Clause]
OWNER

OWNER

3.10 Reserve Funds Upon Termination

Any amounts remaining in the Reserve upon termination of this Agreement, less (a) the
cost to complete any projects which have been previously committed and (b) aggregate
deposits to the Reserve of proceeds from sale(s) of FF&E, shall be included in the compu-
tation of Total Revenue for the sole purpose of computing Incentive Earnings in the year of
termination.

3.11 Operator’s Right of Offset

Operator shall have the right at any time, but not the obligation, to withdraw from the
Agency Account any amounts owed by Owner to Operator that are not paid by Owner in
accordance with the terms hereof, but no failure or forbearance by Operator to deduct
any such amounts shall be or shall be deemed to be a waiver of Operator’s rights to
deduct such amounts subsequently or to collect such amounts from Owner in any other
manner available to Operator hereunder or at law or in equity.

3.12 Owner to Indemnify Operator

Owner shall indemnify and hold operator harmiess from all liability, loss, damage, cost, or
expense relating to, arising, or incurred by reason of or in connection with the operation of
the Hotel, including any act or omission, negligent, tortious, or otherwise, of any agent or
employee of Operator or its Affiliates unless such act of omission constitutes fraud, gross
negligence, or willful misconduct. Owner shall, at Owner's sole cost and expense and at
Operator’s request or upon Operator's demand, assume the defense of any legal pro-
ceeding arising out of the allegation of any such act or omission.

Both owners and operators usually seek some form of indemnity from the other party.
The key phrases in the preceding clause are ‘‘gross negligence’’ and ‘*willful miscon-
duct,” which limit the extent of the provision. The use of the phrase “‘negligence,” (as
opposed to ‘‘gross negligence’”) would limit this clause even further.

Notwithstanding the foregoing, Owner shall not be required to indemnify Operator against
damages suffered as a result of gross negligence or intentional or willful misconduct on
the part of Operator, its agents, or its employees, or on the part of any agents or
employees selected or engaged Operator on the account of Owner.

The indemnification provided by this provision shall not extend to any liabilities or
claims of Owner that may arise out of the breach, intentional or otherwise, of this Agree-
ment by Operator.

No recovery under this indemnification provision will be allowed if the liability or claim
of Operator has been paid in full, or if, and to the extent that, it has been paid in part, by
any insurance maintained by Owner or Operator.

3.13 Operator to Indemnify Owner

Operator shall indemnify and hold harmless Owner from all liability, ioss, damage, cost, or
expense (including, without limitation, attorney fees and expenses) caused by Operator’s
breach of this Agreement, actions outside the scope of this Agreement, gross negligence,
willful misconduct, fraud, or breach of trust, whether during or after the term of this Agree-
ment. Operator's duty to indemnify Owner shall be binding upon all successors and
assigns of Operator. In case of any action, suit, or proceeding brought against Owner with
respect to which Owner is entitled to indemnification pursuant to this provision, Owner will
notify Operator of such action, suit, or proceeding, and of the extent to which Owner is to
be indemnified. Operator may, and upon Owner’s request will, at Operator's expense,
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defend such action, suit, or proceeding, or cause the same to be defended by counsel
designated by Operator and approved by Owner.

3.14 Operator Not Liable to Owner

Operator shall not, in the performance of this Agreement, be liable to Owner for any action
or omission, negligent, tortious, or otherwise, of any agent or employee of Operator or its
Affiliates, unless its act or omission constitutes fraud, gross negligence, or willful miscon-
duct and the damages resulting therefrom are not covered by insurance that Operator is
required to maintain hereunder.

Notwithstanding any other provisions of this Agreement, in no event shall Owner make any
claim against Operator or its Affiliates on account of any alleged errors of judgment made
in good faith in connection with the operation of the Hotel hereunder by Operator or its
Affiliates or the performance of services provided for herein, nor shall Owner object to any
expenditure made by Operator in good faith in the course of its management of the Hotel
or in settlement of any claim arising out of the operation of the Hotel (other than claims
involving a settlement of excess of Ten Thousand Dollars ($10,000), which must be
approved by Owner) unless such expenditure is specifically prohibited by this Agree-
ment.

Operator is not liable to Owner or others for any act or omission on the part of its
employees, unless Operator has failed to use reasonable diligence in the hiring, dis-
charge, or supervision of such employees so as to maintain a staff of qualified, compe-
tent, and trustworthy employees.

3.15 Noncompetition Covenant

Except with the written consent of Owner, Operator shall not manage or have any equity
interest in any other hotel or motel within the radius of five miles of the Hotel during the
term of this Agreement.

For the first five (5) years of the Operating Term, neither Owner, Operator, nor any of their
subsidiaries shall either own, lease, manage, or franchise a hotel, motor inn, or similar
facility within Area A outlined in red on Exhibit F attached hereto [omitted]. Thereafter for
the balance of the Operating Term, the size of the noncompetition area shall be reduced
to the area designated Area B on Exhibit F attached hereto [omitted], it being understood
that such ownership, leasing, management, or franchising outside of said area shall be
totally unrestricted.

Neither Operator, its parent, nor any subsidiary or entity related to Operator or its parent
shall at any time during the Operating Term own any interest in or manage a hotel or motel
that is located within seven miles of the Hotel. Except as provided hereinabove, nothing in
this Agreement shall deprive or otherwise affect the right of either party to own, invest in,
manage, or operate property or business activities that are competitive with the business
of the hotel. Operator covenants and agrees that even though it may have either an own-
ership interest in or a management responsibility for other similar properties that, from
time to time, may be competitive with the hotel, Operator always shall represent the hotel
fairly and deal with Owner on an equitable basis.

Operator agrees that, during the first ten (10) years of this Agreement (the “Restricted
Period”), Operator shall not hold an interest in any hotel operated under a name of Opera-
tor that is located within a ten-mile radius of the Hotel (the “Restricted Area”), provided,
however, that if Operator acquires, or is acquired by, a publicly held company (the “Con-
stituent Company”) through a merger, consolidation, acquisition of assets, or similar trans-
action and the Constituent Company holds an interest in a hotel or hotels in the Restricted
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Area, the foregoing prohibition shall not apply to the hotel or hotels wherein the Constitu-
ent Company holds an interest.

3.16 Arbitration

In the event that the parties fail to agree on a matter as provided in this Agreement, the
matter involved shall be resolved by arbitration. An arbitrator shall be selected by mutual
agreement of the parties, or if they cannot agree, by appointment made by the American
Arbitration Association from among the members of its panels who are qualified and who
have experience in resolving matters of a nature similar to the matter to be resolved by
arbitration. Each party shall submit to the arbitrator a detailed and complete statement of
terms and conditions that such party considers to be a fair and reasonable resolution of
the dispute and that such party considers its “last and best offer.” The arbitrator shall
decide the dispute by selecting the proposal made by one (1) party that such arbitrator,
after consideration of the parties to this Agreement and the economic benefits the parties
intend to derive from this Agreement, considers to be the most reasonable and equitable
resolution of the dispute. The decision of the arbitrator shall be final and conclusive and
shall be binding upon the successors and assignees of the parties.

The arbitrator or arbitrators shall have the right only to interpret and apply the terms of this
Agreement, and may not change any such terms or deprive any party to this Agreement of
any right or remedy expressly or implicitly provided in this Agreement.

3.17 Legal Costs

In the event that either party shall institute legal or equitable proceedings to enforce any
provision of this Agreement, the prevailing party, in addition to any other remedy to which
it may be entitlied, shall be entitled to recover as a part-of such judgment or otherwise, and
the non-prevailing party shall pay, all costs and expenses incurred in such proceedings,
including reasonable attorney fees and disbursements.

3.18 Operator Shall Not Pledge Credit of Owner

Operator shall not, except in the purchase of Furnishings and Equipment, Operating Sup-
plies, and services reasonably required in the ordinary course of business in the operation
of the Hotel, or as may be otherwise required in the performance of its obligations under
this Agreement, pledge the credit of Owner, nor shall Operator in the name of or on behalf
of Owner borrow any money, execute any promissory note, or pledge, mortgage, or other-
wise encumber any real or personal property used in connection with the Hotel or other-
wise without the prior written consent of Owner.

3.19 Confidential Information

Owner agrees, for itself and its agents and employees, during the term of the Manage-
ment Agreement and after its termination, not to reveal to any person (except as required
hereunder or as authorized by Operator) any confidential or proprietary information or any
other information belonging to Operator, its parent company, or their subsidiaries or affili-
ates relating to the business contemplated by the Management Agreement and not gen-
erally known to the trade and to the public, including, but not limited to, trade secrets,
pbusiness and financial information, and know-how. Owner further agrees not to use at any
time any such confidential or proprietary information belonging to Operator or its parent
company or their subsidiaries or affiliates in competition with any of them.
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3.20 Owner’s Right to Mortgage Property

Nothing herein contained shall prevent Owner from encumbering the Hotel by mortgage,
deed of trust, or trust deed in the nature of a mortgage (the first, unsubordinated mort-
gage, deed of trust, or trust deed and any instruments secured thereby or collateral
thereto shall be herein collectively referred to as the “Mortgage,” and the holders of any
such Mortgage, or of the indebtedness secured thereby, are herein referred to as “Mort-
gagee”), provided that Mortgagee shall be subject to the approval of Operator, unless
such Mortgagee is a bank, savings and loan association, savings bank, insurance com-
pany, mortgage bank, pension fund, educational institution, welfare or retirement or
endowment fund, real estate investment trust, or other like institution that is regularly
engaged in the business of making loans secured by mortgages on real property, in
which case no such approval shall be required.

Owner agrees that, in the event of such refinancing, Owner shall provide Operator
notice of such appraised value along with the name, address, telephone number, and
resume of the person who performed said appraisal (“First Appraiser”) which person shall
be an MAI Appraiser who specializes in the appraisal of hotels. Within ten (10) days of
receipt thereof, Operator shall either accept the findings of said appraisal or notify Owner
that it disputes said amount, in which event the following shall occur:

A. Operator shall within ten (10) days of the serving of such notice of dispute to
Owner, select an MAI Appraiser (“Second Appraiser”).

B. The First Appraiser, whose fees shall be paid by Owner, and Second
Appraiser, whose fees shall be paid by Operator, shall, within ten (10) days of
the selection of the Second Appraiser, jointly select a third MAI Appraiser
(“Third Appraiser”), whose fees shall be split equally between Owner and
Operator.

C. The Second Appraiser and Third Appraiser shall each independently perform
an appraisal of the Hotel, which appraisals shall be delivered to Owner and
Operator within ninety (90) days of the date the Third Appraiser is selected.

D. The value of the Hotel shall be determined by calculating the average of the
two appraisals closest in value to each other.

Upon the execution of any Mortgage, Owner shall furnish Operator with a duplicate copy
thereof and shall designate the post office address where notices may be served upon
Mortgagee. Operator agrees that, so long as any such Mortgage shall constitute a lien on
the Hotel, when Mortgagee shall request in writing copies of any and all financial or other
information, Operator, pursuant to the terms and provisions of this Agreement, is obli-
gated to defiver same to Mortgagee as often as Mortgagee may reasonably request.
Moreover, Operator shall allow, upon request of Owner, any person designated in writing
by Mortgagee to examine, audit, inspect, and transcribe all books of account and all other
records relating to or reflecting the operation of the Hotel.

Owner shall have the right to incur indebtedness in favor of one or more Institutional Lend-
ers for which the Hotel or any part thereof or any interest therein may be used as collat-
eral, so long as the Cash Flow Available for Debt Service for the Fiscal Year immediately
preceding the Fiscal Year in which such indebtedness is proposed equals one hundred
fifteen percent (115%) of regular annualized debt service on all indebtedness secured
and/or to be secured by the Hotel.

3.21 Operator to Periodically Meet With Owner

After each fiscal quarter, Operator and Owner shall, if deemed necessary by Operator or
Owner, meet at a mutually agreeable time and place to review operating results for the
Fiscal Year to date and operating plans for the balance of the Fiscal Year.
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3.22 Owner Responsible for Debts, Liabilities, and Expenses

All debts and liabilities to third persons incurred by Operator in the course of its operation
and management of the Hotel and within the scope of its authority hereunder shall be the
debts and liabilities of Owner only, and Operator shall not be liable for any such obliga-
tions by reason of its management, supervision, direction, and operation of the Hotel for
Owner or for any other reason whatsoever, unless such obligations were incurred by
Operator beyond the scope of its authority.

In performing its duties hereunder during the Operating Term, Operator shall act solely for
the account of Owner. All expenses incurred by Operator in performing its said duties
shall be borne exclusively by Owner. To the extent the necessary funds are not generated
by the operation of the Hotel, they shall be supplied by Owner to Operator upon demand.

Section 4
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OPERATOR’S DUTIES

4.1 Operator’s Overall Duties and Responsibilities

Operator shall be responsible for and have full power, authority, discretion, and control in
all matters relating to the operation, management, and maintenance of the Hotel, includ-
ing, without limitation, (a) rental and occupancy of rooms and commercial space and set-
ting of charges therefore; (b) food and beverage services (including menu development
and pricing); (c) employment policies; (d) credit policies; (e) the receipt, holding, and
disbursement of funds; (f) accounting; (g) budgeting; (h) maintenance of bank accounts;
(i) procurement of inventories, supplies, and services; (j) promotion, sales, marketing, and
publicity; (k) maintenance, repairs, and cleaning of all improvements and equipment; and
() generally, all activities necessary for the operation, management, and maintenance of
the Hotel.

4.2 Operator’s Duties—Maximization of Profits

Operator shall use its best efforts in the management and operation of the Hotel so that
the Hotel and its services will be operated and maintained in such a manner as to maxi-
mize profits and provide a first-rate environment.

The preceding clause deals with a duty sometimes overlooked by management compa-
nies: the maximization of profits. Operator-oriented contracts usually omit this clause.

Operator shall implement policies and practices to achieve the following goals:

A. To facilitate effective and efficient discharge of its obligations under this
Agreement;

B. to create and enhance goodwill among existing and prospective guests and
patrons; and

C. to establish and maintain a favorable reputation for the Hotel.

Operator shall manage and operate the Hotel and its businesses, services, and sales and
shall exercise its best efforts to do so at all times in a manner of a high-quality hotel,
consistent with the Franchise Agreement, and within the requirements of the applicable
laws. Operator will use its best efforts to maximize to Owner the profits that can be derived
from the Hotel and, upon its own initiation, with reasonable frequency, shall consult with
and advise Owner and otherwise bring to Owner’s attention opportunities to obtain and
increase such profits. Operator shall not cause or knowingly permit to occur any act or
omission that would violate the Franchise.
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4.3 Operator to Maintain a Specific Level of Quality

Operator shall operate the Hotel throughout the entire Operating Term at a “First-Class
Level” and shall provide or cause to be provided all amenities in connection therewith that
are customary and usual to such an operation, and shall perform all of the functions and
services, including those that are customary and usual for such an operation, so long as
Owner does not impair Operator's ability to maintain such First-Class Level by withholding
sufficient funds in violation of Owner’s obligation to provide funds.

When used in an operating agreement, the preceding clause should include a definition of
the desired level of quality. The last sentence releases operator from responsibility to
maintain this standard if the owner withholds necessary funds.

Operator agrees to diligently operate the Hotel as a deluxe hotel throughout the Operating
Term and in accordance with the high standards of the hotels operated by Operator and
its subsidiary companies. The term “deluxe hotel” as used herein refers to the classifica-
tion listed in the official Hotel and Restaurant Guide issued July 1977, published by the
Public Transportation and Travel Division, Ziff-Davis Publishing Company, annexed to this
Agreement [omitted]. Operator agrees further to provide in the Hotel all services that are
customary and usual to such an operation, while at all times attempting to maximize the
revenues and operating profit of the Hotel consistent with the maintenance of the stan-
dards set forth hereinabove.

The reference cited in the preceding clause can be replaced with other sources, such as
provided by the Mobil Travel Guide and AAA.

The term “luxury hotel” shall mean a luxury hotel as currently exists in the United States of
America comparable in size to the Hotel, with the Hyatt Union Square hotel in San Fran-
cisco being used as an example of a luxury hotel at the date of this Agreement.

The quality level in the above clause is defined by reference to a specific property. How-
ever, this practice can sometimes be difficult for long-term management contracts
because the level of quality of the comparable hotel can be altered.

4.4 Operator to Advise Owner of Major Policy Matters

Operator shall submit outlings, in reasonable detail, to Owner setting forth its plans for
and/or any major changes in its management and operation of the Hotel that are likely to
have a material effect upon the profitability of the Hotel prior to Operator's institution of
such changes.

Operator shall consult with and advise Owner conceming all policies and procedures
affecting all phases of the conduct of business at the Hotel and will give consideration to
suggestions made by Owner. To the extent possible and where required under this
Agreement, such consultation and advice shall take place prior to the institution of any
major policies and procedures.

Operator agrees that it will not make any major policy changes not reflected in the appli-
cable Annual Business Plan that would have a potentially substantial material effect on the
operations of the Hotel without first obtaining Owner's approval of such policy change.
Notwithstanding any provision herein set forth to the contrary, in the event that it shall ever
be determined that Operator has made a major policy change not reflected in the applica-
ble Annual Business Plan without obtaining Owner's approval, and that such change actu-
ally has had a substantial material adverse effect upon Hotel operations, Owner may
require that Operator reinstate the policy from which Operator departed without Owner’s
approval, and may seek such other remedies as may be available hereunder.



MANAGEMENT CONTRACT CLAUSES Section 4.7

NOTE:

OWNER

OWNER

[Alternate Clause]
OWNER

OWNER

The first part of the preceding clause ties into the Annual Business Plan, which should
incorporate specific Owner approvals. The last part of this clause gives the owner the
ability to correct mistakes of the operator. This is a strongly owner-oriented clause.

4.5 Operator to Have Absolute Operational Control

Operator shall have absolute control and discretion in the operation, direction, manage-
ment, staffing, supplying, and supervision of the Hotel, including, without limitation, perfor-
mance of the following activities:

A. Determination of labor policies (including the hiring and firing of all employees);

B. Granting and limiting credit and establishing credit in connection with the
operation of the Hotel (including entering into policies and agreement with
credit card organizations);

C. Determining the terms of admittance for guests and users of the Hotel, including
charges for rooms;

D. Deciding entertainment, amusement, food, and beverage policies;

E. Instituting such legal proceedings in the name of Owner or Operator as
Operator shall deem appropriate in connection with the operations of the Hotel;

G. Arranging, in cooperation with the Owner, for all advertising, promotion, and
publicity relating to the Hotel;

H. Entering into such contracts, concession agreements, and other undertakings
as Operator shall from time to time consider appropriate;

I. Purchasing operating supplies and other services for the Hotel; and

J. Undertaking such other and further matters as Operator shall deem consistent
with the good order and management of the Hotel.

4.6 Operator to Comply With Franchise Requirements

Operator agrees to operate and manage the Hotel in compliance with any franchise
agreement Owner may have with, and with the rules, regulations, and requirements of,
any major hotel franchisor.

Operator shall administer compliance with the Franchise, and shall, in connection there-
with, communicate with Franchisor, purchase such supplies and services as may be
required by the franchise, conduct the business of the Hotel in compliance with the
Franchise, and prepare any and all writings and make all payments required by the
Franchise. Operator shall forward to Owner copies of all notices, correspondence, and
other writings received from or sent to the franchisor immediately following such receipt or
dispatch. Upon Owner’s request, Operator shall cause an appropriate employee of Oper-
ator to attend any and all meetings administered by Franchisor or held by or for the Fran-
chisees and to prepare reports of such meetings for Owner.

4.7 Operator to Comply With Terms of Mortgage

Operator shall cause the operation of the Hotel to comply with all terms, conditions, and
obligations contained in the Mortgage Instruments of which Operator is made aware (pro-
vided that Operator shall be under no obligation to ensure that sufficient funds for pay-
ment thereof are generated from Hotel operations) and with any leases or other
agreements of which Operator is made aware that are executed by Owner and that relate
to the Hotel. Operator shall execute and deliver promptly any agreements and documents
that Owner or lender may reasonably request to provide for or verify operation of the Hotel
in such manner.
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4.8 Operator to Establish Prices

As part of the Annual Business Plan, Operator will submit to Owner for its approval the
rates to be published and charged to members of the general public for normal tran-
sient occupancy of the various categories of rooms and suites in the Hotel (hereinafter
referred to as the "Rack Rates") during such fiscal year. The Rack Rates, as approved
by Owner, may not be changed without Owner’s further approval. However, it is under-
stood that the said rates will not apply to group business or other categories of busi-
ness to which Operator may extend a lower rate and that in its discretion Operator may
from time to time permit individuals to occupy rooms or suites at the Hotel at rates
lower than the said published rates. Operator will also provide Owner with price sched-
ules for all other products and services of the hotel, such as food, beverage, meeting
rooms, and commercial space.

4.9 Operator to Establish Credit Policies

Operator shall establish and implement policies and procedures for verifying,
accepting, limiting, and rejecting the credit of guests and patrons of the Hotel. In con-
nection with the foregoing, Operator shall make appropriate arrangements to honor
American Express, Visa, MasterCard, such credit cards as may be required or pro-
vided by Franchisor, and such other credit cards as Operator or Owner may deem
desirable. Operator shall utilize its best efforts to make such arrangements on the most
favorable terms available.

4.10 Operator’s Collection Practices

Operator shall employ its best efforts to collect any and all credit card charges, checks,
traveler's checks, drafts, and other accounts receivable. Operator shall employ collection
agencies and legal counsel, where appropriate, to pursue such claims. If, during any
three-month period, more than three percent (3%) of the Gross Revenue is not collected
when due, Operator shall promptly explain to Owner, in writing, the reasons therefor and
shall revise the credit policies and practices pursuant to Owner's reasonable suggestions.

4.11 Operator to Submit Annual Plan

Operator shall submit to Owner for Owner's approval an annual plan for the Hotel in form
reasonably satisfactory to Owner. Such plan shall be submitted to Owner no later than
sixty (60) days prior to the scheduled Effective Date and at least forty-five (45) days prior
to the beginning of each Fiscal Year thereafter.

The deadline for submission of the annual plan can range from thirty (30) to one hundred
twenty (120) days prior to the beginning of the fiscal year. The owner should have suffi-
cient time to review the plan and negotiate modifications.

4.12 Operating Budget

The operating budget should contain a Profit and Loss Statement on a monthly and yearly
basis that is generally in accordance with the Uniform System of Accounts for Hotels
promulgated by the Hotel Association of New York City, Inc., as adopted by the American
Hotel Association of the United States and Canada (the “Uniform System of Accounts”).
This statement should include detailed departmental and supporting schedules for each
line item. Such budget estimates shall be presented on the form of pro forma operating
statement attached hereto [omitted].
The operating budget shall also include the following items:



MANAGEMENT CONTRACT CLAUSES Section 4.15

NEUTRAL

OWNER

NOTES:

NEUTRAL

[Alternate Clause]
NEUTRAL

. Projected occupancy and average room rate by month;

. Projected gross revenue, detailed by source;

. Leasing plan with respect to commercial or retail spaces that will be vacant;
Projected expenses, detailed by type;

. Detailed proposed scheduling of staff, salaries, and wages;

. Hotel room rates and charges for other services;

. Insurance premiums and property taxes;

Property operations and maintenance (non-capital);

. Advertising, promotional, and marketing expenses;

. Calculation of base and incentive fees; and

. Narrative overview of all budgeted revenue and expense levels and an analysis
of budgeted levels to the previous year's actual results. Any differences should
be explained.

Ne —_ IO mMmOO®P

4.13 Capital and Equipment Budgets

As part of the Annual Plan, Operator will prepare a Capital Expenditures Budget setting
forth in reasonable detail Operator's best estimate of capital expenditures to be made for
major building improvements, renovation, repairs, and expansion for such period. Opera-
tor will also prepare an Equipment Budget setting forth Operator’s estimate of the capital
expenditures for additions and replacement of FF&E.

4.14 Submission of Annual Plan to Owner

Operator shall submit the Annual Plan to Owner for its approval, and Owner shall have the
right to make any changes thereto or to refuse to expend any money suggested by the
Annual Plan. Owner shall inform Operator in writing of any such change or refusal before
the commencement of the period covered by the Annual Plan. Except as so changed by
Owner, the Annual Plan shall be final for all purposes hereunder.

The owner should have at least thirty (30) days from receipt of the Annual Plan to make
changes. The above clause is strongly owner-oriented.

4.15 Settlement of Disputes Regarding the Annual Plan

In the event that Owner and Operator shall not agree on any item of any Annual Plan, the
terms or items included in such Annual Plan that have been agreed to by both Owner and
Operator shall become operative immediately. In regard to the terms or items over which
the parties are in dispute, pending the settlement thereof, operator may continue to oper-
ate the Hotel at the levels of expenditures agreed to in the most recently approved Annual
Plan increased by a percentage equal to the increase in the Consumer Price Index for the
calendar year preceding the calendar year for which the dispute has arisen. In the event
that Owner and Operator cannot reach agreement on any term or item of the Annual Plan
within sixty (60) days of its submission to Owner, such dispute shall be resolved by arbi-
tration.

Pending resolution of any dispute over any item or term of an Annual Plan, the specific
disputed items shall be suspended and replaced for the fiscal year in question by an
amount equal to the lesser of (a) the amount proposed by Operator for such fiscal year or
(b) such budget item for the fiscal year prior thereto, subject to escalation per item by the
percentage increase in the Consumer Price Index over the twelve (12) -month period
immediately preceding the start of the fiscal year in question.
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If any of the items in the Annual Plan are disapproved by Owner, Operator and Owner
shall enter into negotiations in an attempt to determine mutually satisfactory budgets and
programs. Owner shall make final determination with respect to the budgets and pro-
grams.

The preceding clause gives the owner total veto power over all Annual Plans. Operator-
oriented contracts omit any clause calling for owner approval of Annual Plans.

4.16 Operator Must Comply With Annual Plan

Operator shall comply with the Annual Plan, once it is approved by Owner, and shall not
deviate substantially therefrom as to any item, incur additional expense or capital expen-
diture or obligation, or change the manner of operation of the Hotel without the written
consent of Owner, except where such deviation is due to and is in direct proportion to an
increase in business at the Hotel in excess of the pro forma operating statement, or in
case of an emergency, or where failure to take a particular action would expose Owner to
the imminent danger of criminal liability other than the payment of fines.

Operator may deviate from the Annual Plan under the following conditions and for the
following reasons:

A. The actual expenditures for the Department within which any given expense is
allocable will not exceed one hundred ten percent (110%) of the total budgeted expendi-
tures for such Department approved in the Operating Budget (for the purpose of this
Agreement, the term "Department” shall mean each of the following twelve (12) general
expense categories along with all of the individual expenses included therein as set forth
in the Chart of Accounts: (1) Food, (2) Beverage, (3) Rooms, (4) Food and Beverage, (5)
Telephone, (6) Golf, Pool, and Health, (7) Laundry, (8) Other Costs, (9) Heat, Light, and
Power, (10) Repair and Maintenance, (11) Advertising and Promotion, and (12) Adminis-
trative and General);

B. Such expenditure is expressly authorized in this Agreement;
C. Operator obtains Owner’s prior approval of such expenditure:
D. Such expenditure is warranted by increased levels of business;

E. Such expenditure is required to meet emergency conditions and Owner is
promptly advised thereof;

F. Additional costs are incurred because of the occurrence of an event(s) not rea-
sonably foreseeable by Operator; or

G. Such expenditure is caused by the occurrence of an event(s) outside Operator's
reasonable control.

Operator’s sole right to deviate from the planned expenditures on a line-item basis within
the accounts for Administration and General, Advertising and Business Promotion, and
Property Operations and Maintenance shall be to exceed such planned expenditures on a
line-item basis within the foregoing accounts by an amount not to exceed the greater of
Fifty Thousand Dollars ($50,000) (adjusted in accordance with changes in the Consumer
Price Index) or ten percent (10%) of the line-item amount. Any substantial deviations from
the overall direction of the Marketing Plan portion of the Annual Plan contemplated by
Operator shall be submitted to Owner, for its prior approval. Operator shall make no mate-
rial changes in material business policies affecting the Hote! without Owner’s prior
approval.
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4.17 Operator Does Not Guarantee Financial Projections

Owner hereby represents that in entering into this Agreement Owner has not relied on any
projection of earnings (“Projections”); statements as to the possibility of future success, or
other similar matters that may have been prepared by Operator. Any Projections made by
Operator in contemplation of or in the course of implementing this Agreement will not take
into account, nor make provisions for, any rise or decline in local or general economic
conditions, and Owner understands that (a) no guaranty is made or implied by Operator
as to the cost or the future financial success of the Hotel, and (b) Operator does not
warrant or guarantee the Projections in any way whatsoever. Any use of this information is
based on this understanding.

The preceding clause refers to projections performed by the operator made prior to com-
mencing the management contract. A similar clause should be used to state that the Oper-
ator makes no guarantee, warranty, or representation with respect to the budget.

4.18 Minimum and Maximum Budget Expenditures

At a minimum, the Annual Plan will provide for an expenditure of an amount equal to four
percent (4%) of gross revenues of the Hotel (determined in accordance with the Uniform
System of Accounts for Hotels) for repairs and maintenance.

Some contracts also provide for minimum and maximum amounts for advertising,
repairs, and maintenance based on a percentage of total revenue, a specific dollar amount
per room, or a specific total dollar amount. Any deviation must be approved by the
Owner.

4.19 Revised Operating Budgets

In addition to the Operating Budget, Operator shall prepare a Revised Operating Budget
within thirty (30) days after the end of the third (3rd), sixth (6th), and ninth (9th) Accounting
Periods if the Hotel's income before fixed charges for any fiscal quarter is less than ninety
percent (90%) of the Gross Operating Profit set forth in the Operating Budget for such
fiscal quarter.

4.20 Duty of Operator to Supervise Hotel Operations

Operator shall reasonably employ the resources of its home office and regional facilities
and personnel to supervise and assist the operation of the Hotel. Operator shall cause
appropriate officers and employees of Operator o visit and inspect the Hotel and the
operation thereof with reasonable frequency, and in any event Operator's regional execu-
tive in charge of hotel management shall visit the Hotel no less frequently than once each
sixty (60) days.

4.21 Cost of Supervisory Services

The overall supervisory and management services to be rendered by the home office
personnel and staff of Operator in connection with the operation of the Hotel shall be
provided by Operator at its own expense and not charged to Owner.

When the preceding clause is used, the contract should specify who pays travel expenses
and what mode of travel should be utilized.

Upon commencement of operations after the Opening Date, the supervisory services
of Operator's corporate officers and employees other than those regularly or tempora-
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rily employed on a full-time basis at the Hotel, and specifically including its home office
administrative heads of maintenance, housekeeping, decoration and design, public
relations, advertising, food and beverage operations, entertainment, sales promotion,
forecasting and operations analysis, staff planning, accounting, and reservations, shall
be provided by Operator at its own expense and not charged to Owner, except as
otherwise specifically provided for in this Agreement, including, without limitation, the
out-of-pocket expenses as may be chargeable to the operations of the Hotel. Without
limiting the generality of all of the foregoing, Owner shall not be charged with the sala-
ries or wages of any officers, directors, or employees of Operator or any of its affiliated
or subsidiary companies except as otherwise specifically provided in this Agreement,
or except with such personnel who shall be regularly or temporarily employed on a full-
time basis at the Hotel.

Operator may charge to the Hotel (a) the tourist-class travel expenses and meals, for its
home office personnel, to the extent reasonably allocable to the Hotel and not to other
businesses, and (b) the salaries of such personnel only if and for such time as the subject
employees are located at the Hotel and are performing full-time services as substitutes for
regular Hotel Employees.

Operator may find it desirable to assign one or more of its employees to the Property on a
temporary basis to perform hotel-related business. Owner agrees to reimburse Operator
for all actual expenses to and from the Property and for all room and board while at the
Property for such employees.

4.22 Cost of Special Services

Extraordinary types of expenses incurred for projects, such as labor negotiations, renova-
tion or rehabilitation programs, and special market studies, that involve a substantial time
commitment of Operator's personnel or the engagement of outside professionals will be
reimbursed as a hotel expense, provided, however, that Operator shall not, without
Owner’s prior approval, incur expenses for such projects in excess of Twelve Thousand
Dollars ($12,000) per project, as such amount may be increased by changes in the Con-
sumer Price Index.

4.23 Duty of Operator to Consult With Owner

Upon request by Owner, from time to time, Operator shall provide the services of qualified
personnel to consult with Owner regarding such subjects relating to the Hotel as Owner
may designate, provided that Operator shall have no obligation to provide consulting ser-
vices of any persons other than employees of Operator or other persons whose services
are provided to other hotel owners by Operator.

4.24 Operator to Enter Into Leases

Operator will use its best efforts and due diligence in entering into leases and concession
agreements for stores, commercial space, and services at the Hotel. Any lease or conces-
sion for a period in excess of six (6) months (including any renewal options) shall be
subject to the prior written approval of and be executed by Owner. Leases or concessions
of a term of six (6) months or less may be executed by the Operator in the name of Owner
without its consent. Operator shall, subject to the limitations of such leases and conces-
sion agreements and general hotel practice, also supervise and control the activities of
tenants, concessionaires, and other persons in possession, and their employees and
agents.
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4.25 Operator to Enter Into Service Contracts

Operator is authorized to make and enter into all such contracts, equipment leases, and
agreements as are required in the ordinary course of business and as are budgeted in the
approved Operating Budget for the operation, maintenance, and service of the Hotel, and
to make payment for the same when payment is due. However, Operator shall be required
to obtain the consent of Owner before entering into any contract for the account of Owner,
of whatever nature, if the total amount payable under such contract exceeds One Thou-
sand Dollars ($1,000), as such amount may be adjusted to reflect changes in the Con-
sumer Price Index, unless such contract is made under circumstances that the Operator
reasonably considers to constitute an emergency or such contract is budgeted and
approved by Owner. Notwithstanding the foregoing, Operator shall use its best efforts to
contact and secure the approval of Owner should any such emergency expenditure be
likely to exceed One Thousand Dollars ($1,000), as such sum may be adjusted pursuant
to changes in the Consumer Price Index. Operator shall use its reasonable best efforts to
secure for Owner all possible rebates, discounts, and other benefits to be derived from
every contract. Any rebate, discount, or other benefit derived under any such contract,
lease, or agreement shall accrue to the benefit of the Hotel. Operator shall not be respon-
sible to Owner for the performance of any contract that is not recommended or approved
by Operator; however, Operator shall make every effort to ensure the success of Owner's
decision with respect thereto.

The $1,000 limit on service contracts in the preceding clause is on the low end of the
range. Large properties should have higher limits.

Operator will negotiate and enter into, on behalf of the Owner, service contracts required
in the ordinary course of business in operating the Hotel, including, without limitation, con-
tracts for electricity, gas, telephone, detective agency protection, vermin extermination,
water, steam, cleaning, elevator and boiler maintenance, air-conditioning maintenance,
master television service, laundry and dry-cleaning, and other services that Operator
deems advisable. However, no contract with a duration in excess of one (1) year or involv-
ing an expenditure of more than Five Thousand Dollars ($5,000) per annum in the aggre-
gate shall be entered into without Owner's approval.

For purposes of the preceding clause, dollar limit on service contracts can range from
$1,000 to $25,000 over terms of one to five years.

4.26 Operator to Enter Into Entertainment Agreements

Operator will negotiate and enter into, on behalf of Owner, agreements for entertainment
within the Hotel facilities for one hundred twenty (120) days or less.

4.27 Purchasing by Operator

Operator shall purchase such Consumable Supplies and other expendable items as are
necessary to operate the Hotel, and shall pay for such supplies out of the General
Account. When taking bids or issuing purchase orders, Operator shall be under a duty to
use its reasonable best efforts to secure for and credit to Owner any discounts, commis-
sions, or rebates obtainable as a result of such purchase.

Operator shall promptly remit to Owner all discounts, rebates, profits, commissions, or
other emoluments received by Operator or by any "Affiliate” of Operator, which term shall
mean any corporation or other entity related to Operator or any officer, director, employee,
or shareholder of Operator or of such related corporation or other entity, in connection
with any purchase of materials or supplies delivered to or for the Hotel or in connection
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with any contracts or agreements entered into on behalf of Owner or in connection with
the Hotel. This clause is intended to ensure that neither Operator nor any Affiliate of Oper-
ator shall receive, directly or indirectly, any compensation other than that to be paid by
Owner to Operator hereunder.

4.28 Purchasing From Operator

Whenever Operator shall contract with any company controlled by or under common con-
trol with Operator, the terms thereof shall be no less favorable to Owner than what Opera-
tor could have obtained in the public marketplace for materials or services of the same
quality and quantity from independent third parties and on terms no less favorable to
Owner than those pursuant to which the Affiliate provides similar services to any other
Hotel owned or operated by Operator. Operator shall advise Owner of the substance of
any such agreement.

4.29 Repairs, Replacements, and Improvements

Operator shall make or install, at Owner's expense, all necessary or desirable repairs,
decorations, renewals, revisions, alterations, replacements, additions, and improvements
in and to the site, building, furnishings, and equipment of the Hotel; provided, however,
that such are included in the budget or do not exceed One Thousand Dollars ($1,000) per
item.

For purposes of the preceding clause, dollar limitations can range from $500 to
$100,000. It is important to specify what is a repair and what is a capital replacement.

Owner shall at all times have the right to do or arrange for any of such work itself. All such
work done or arranged for by Operator involving a payment in excess of Ten Thousand
Dollars ($10,000) shall be contracted for on a competitive bid basis. Operator shall not
receive from Owner or from any contractor any markup or payment from any such con-
tract.

In accordance with the requirements of the Franchise and the standards applicable to a
high-quality hotel, Operator shall (a) maintain the Hotel in good condition and repair gen-
erally and (b) maintain, repair, and replace when necessary the Operating Equipment and
the FF&E, all out of funds made available for such purposes by Owner. Operator will keep
the Hotel and surrounding property in a safe, neat, clean, and sanitary condition at all
times and will promptly remove all garbage and trash and ice and snow from the side-
walks, adjoining driveways, and parking areas.

4.30 Cost of Maintenance and Repairs

It is accepted in principle that over the term of this Agreement, expenditures on mainte-
nance and repairs will average not less than five percent (5%) of gross revenue.

The preceding clause provides a minimum amount of maintenance and repairs. However,
this approach can cause problems, because operations and maintenance do not always
vary as a percentage of total revenue. Many other factors, such as the property’s age,
ratio of food and beverage to rooms, location, and occupancy should be considered.

4.31 Operator to Provide Licenses and Permits

Operator will seek, on behalf and in the name of Owner (unless the law requires that a
particular license be in the name of Operator), the necessary licenses and permits as may
be required for the conduct and operation at the Hotel of the business herein contem-
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plated, including licenses and permits relating to signage and to the sale of alcoholic
beverages. Owner agrees to cooperate fully with Operator in applications for such
licenses and permits.

Some contracts allow the owner or operator to terminate in the event certain licenses or
permits cannot be obtained. It is very important for all licenses to revert to the owner at
end of the operating term.

Owner agrees to execute and deliver any and all applications and other documents and
to otherwise cooperate to the fullest extent possible with Operator in applying for,
obtaining, and maintaining such licenses and permits.

Operator will maintain at all times throughout the term of this Agreement all licenses and
permits required of Owner or Operator in connection with the operation and management
of the Hotel.

4.32 Compliance With Government Rules and Regulations

Operator shall exercise its best efforts to conduct the business of the Hotel in compliance
with all applicable laws and to ensure that no activity or condition occurs on or about the
Hotel in violation of any laws. In the event that Operator shall have reason to believe that
any laws may be violated on or about the Hotel, Operator shall promptly so notify Owner.

4.33 Contesting Government Regulations

Owner shall have the right to contest or to cause Operator to contest any alleged violation
of any law and to postpone compliance with the law pending the determination of such
contest as permitted by law. In such event, Owner shall indemnify Operator and its
employees from any resulting loss, cost, damage, or expense (including fees of attorneys
approved or selected by Owner).

4.34 Operator’s Bank Accounts

Operator, on behalf of Owner, shall establish two bank accounts (the “Operating
Accounis”) for the Hotel in Operator's name, in banks approved by Owner (which
approval shall not be unreasonably withheld), with Operator being the only party author-
ized to draw from the Operating Accounts unless otherwise agreed upon by the parties.
One of the Operating accounts for the Hotel shall be known as the Depository Account
and shall be used to deposit all cash and rental receipts generated by the Hotel. Operator
shall deposit all funds collected from the operation of the Hotel in the Depository Account.
The other account shall be known as the General Account and from it all disbursements
for the Hotel shall be made. At the end of each Monthly Accounting Period, the amount in
the Depository Account shall be drawn down to a minimal balance, and the excess funds
shall be transferred to the General Account. Additionally, Operator regularly may draw
funds from the Depository Account and deposit them in the General Account. In the event
a nearby bank can be used to deposit funds directly into the General Account, the Opera-
tor may elect to not use a Depository Account. Funds from the General Account shall be
disbursed by the Operator to pay its Base Management Fee, as well as to pay the normal
and reasonable expenses of the Hotel incurred in the operation and maintenance of the
Hote! pursuant thereto, including all expenses of the type deducted from Gross Revenues
in determining Gross Operating Profit hereof and all expenditures of the type deducted
from Gross Operating Profit in determining Cash Flow. It is understood and agreed that to
facilitate the payment in expenses for the Hotel, Operator may elect to make such pay-
ments from an account maintained by Operator for making such payments with regard to
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the Hotel and other properties operated by it and shall be entitled to withdraw from the
General Account and to deposit to such other account, from time to time, an amount equal
to the checks drawn upon such other account for the payment of expenses of such Hotel.
All bank accounts shall be owned by Owner and shall be controlled and operated by
Operator as the agent of Owner. The agency status of Operator shall be designated on
the checks and drafts drawn on such bank accounts.

4.35 Transfer of Funds to Owner

Subject to maintaining adequate reserves for replacements and working-capital require-
ments, Operator, at Owner’s request, shall transfer such funds as Owner shall specify to a
bank account opened and maintained solely by Owner.

Within twenty-five (25) days after the end of each calendar month, and simultaneously with
the delivery of the financial statements, Operator shall remit to Owner the balance in such
bank accounts, less disbursements and advances made on behalf of and for the account
of Owner, and less also such reasonable sums as Operator may reasonably deem neces-
sary or appropriate to meet obligations that will or that Operator reasonably believes may
become due thereafter, taking into account estimated future income. Operator is also
authorized to draw as an advance on its Basic Fee for the preceding month directly from
the bank account(s), provided all statements required by this Agreement have been deliv-
ered by Operator to Owner.

4.36 Owner to Furnish Working Capital

On the formal Opening Date and thereafter from time to time throughout the Operating
Term, Owner shall furnish to Operator (by deposit into the Agency Account) funds in the
amounts requested by Operator to cause the Working Capital to be and remain at a level
reasonably sufficient for the uninterrupted and effective operation of the Hotel. All such
Working Capital shall be funds of Owner and shall be kept in the Agency Account to be
utilized by Operator in Operator’s sole discretion in a manner consistent with the practices
of the hotel industry.

Owner shall provide to Operator the sum of Fifty Thousand Dollars ($50,000) as Initial
Working Capital for use by Operator for initial inventories and operating supplies during
the Preopening Period.

On or before the Effective Date, Owner agrees to deposit in the General Account the sum
of Fifty Thousand Dollars ($50,000) (the “Initial Minimum Working Capital Balance").
Thereatfter, at any time when the balance in the General Account shall be less than the
Initial Minimum Working Capital Balance and the balance in the Depository Account is
not sufficient to fund such deficit, Owner agrees to deposit to such General Account,
as needed, an amount equal to such deficiency (the “Operator Advance”). The total of
such deposits is not to exceed Eighty Thousand Dollars ($80,000) at any given time.
Notwithstanding anything herein to the contrary, if, at any time, Owner deposits an
Operator Advance to fund any such deficit, such Operator Advance shall be repaid to
Owner by Operator without interest out of the General Account at such times when the
amounts in the General Account exceeds the Initial Minimum Working Capital Balance.

4.37 Repayment of Funds Advanced by Operator

Operator shall in no event be required to advance any of its own funds for the operation of
the Hotel, nor to incur any liability in connection therewith, unless Owner shall have fur-
nished Operator funds necessary for the discharge thereof. If Operator shall at any time
advance funds in payment of any expenditure of the Hotel, which Operator shall have the
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right but not the obligation to do, Owner shall repay Operator immediately upon demand
all or any part thereof with interest, at the prevailing prime rate of the bank or trust com-
pany serving as the depository for the Agency Account, which amount Owner hereby
promises to pay.

If Owner does not provide the Initial Working Capital funds within said thirty (30) days,
Operator may elect to provide such funds, and shall be reimbursed therefor by Owner out
of Owner’s separate funds (not those of the Hotel) with interest at a rate equal to four (4)
percentage points over the prime rate.

In the preceding clause, the operator may want to add a sentence stating that it can
withdraw reimbursable funds from operating cash flow.

4.38 Operator to Provide Cash Management

Operator shall provide cash management for the cash portion of the Working Capital. For
the purpose of this Agreement, the term “cash management” shall mean expediting cash
inflows, controlling cash outflows, and, if reasonably possible, investing the difference
between cash inflows and outflows at a market rate.

4.39 Insurance Coverage

Concurrently with the submission of the Annual Plan, Operator shall furnish Owner with a
schedule setting forth the kinds and amount of insurance Operator intends to procure in
connection with the operation of the Hotel. This schedule shall specify the kinds and
amounts of insurance required to be maintained pursuant to any mortgage, lease, or other
agreement, as well as such other kinds and amounts of insurance as Operator shall deem
necessary or advisable for the protection of Operator and Owner. Promptly following the
receipt of such schedule, Owner shall notify Operator of any changes that Owner shall
elect to make in such schedule, and Operator shall thereupon forthwith apply for and
obtain, if obtainable, all such insurance from such companies and through such brokers
as Owner shall direct.

4.40 Types and Amounts of Insurance

Owner shall also provide and maintain the following insurance throughout the Operating
Term:

A. Public liability insurance having a minimum per occurrence limit of One Hundred
Million Dollars ($100,000,000) against all claims that may be brought anywhere in the
world for personal injury (including bodily injury), death, or damage to property of third
persons. This insurance shall include coverage against liability arising out of the owner-
ship or operation of motor vehicles, as well as coverage in the said amount against all
claims brought anywhere in the world arising out of alleged (i) sale and/or sale of intoxicat-
ing beverages (“Dram Shop” coverage); (ii) assault or battery; (iii) false arrest, detention,
or imprisonment or malicious prosecution; (iv) libel, slander, defamation, or violation of the
right of privacy; (v) wrongfut entry or eviction; and (vi) contractual liability.

B. Workers’ compensation insurance or insurance required by similar employee
benefit acts as mandated by law, as well as insurance against all claims that may be
brought for personal injury or death of Hotel Employees, such insurance to have a mini-
mum limit of not less than One Hundred Thousand Dollars ($100,000) per occurrence.

C. Business interruption Insurance covering loss of income to both Owner and Oper-
ator for a minimum period of one (1) year resulting from interruption of business caused by
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the occurrence of any of the risks insured against under the property damage insurance
referred to in item A.

D. Crime insurance, including bonds covering Hotel Employees for a minimum of
One Million Dollars {$1,000,000) per loss.

E. Boiler and machinery insurance, including use and occupancy (loss of income)
for all direct loss or damage to property caused by failure of boilers or breakdown of
machinery, in minimum limits of One Million Dollars ($1,000,000).

Operator may reasonably require Owner to increase the limits of insurance coverage
set forth hereinabove and may reasonably require Owner to carry other or additional insur-
ance, it being reasonable for Operator to require insurance of the types and in the
amounts generally carried on hotels owned or operated by Operator or its affiliates. Owner
shall pay ail premiums on the insurance required by items A, B, C, D, and E, but the cost
of insurance required under items A, B, C, and D shall be an Operating Expense.

4.41 Insurance Policies

Operator shall deliver to Owner, at the commencement of the Operating Term or promptly
thereafter, original insurance policies or certificates covering all insurance required cr
authorized to be maintained under this Agreement, and not less than five (5) days prior tc
the expiration of the then existing policies shall deliver to Owner such policies, renewals of
policies, or certificates.

4.42 Disputes Over Insurable Value

Any dispute between Owner and Operator as to full insurable value shall be determined
as an expense of the Hotel by an appraiser jointly selected by the parties. The value
determined by the appraiser so selected shall be binding upon both parties until changed
by a -subsequent appraisal, but neither party shall have the right to require another
appraisal within two (2) years after an appraisal has been made in accordance with this
provision. If the parties are unable to agree upon an appraiser within thirty (30) days after
the request by one of them for such agreement, the matter may be submitted for arbitra-
tion.

4.43 Insurance Claims

Owner shall give to Operator, and Operator shall give to Owner, prompt notice of any
claims in excess of Ten Thousand Dollars ($10,000) made against Owner or Operator,
and each party shall cooperate fully with each other and with any insurance carrier to the
end that all such claims will be properly investigated and defended. Operator shall
promptly engage legal counsel to defend any such claim against Owner, which counsel
shall be approved by Owner.

4.44 Owner to Assume Liability for Inadequate Insurance

Owner assumes all risks in connection with the adequacy of any insurance or self-insur-
ance program, and waives any claim against Operator and its Affiliates for any liability,
cost, or expense arising out of any uninsured claim, in part or in full, of any nature whatso-
ever except for the gross negligence or willful misconduct of Operator, its servants, and
employees.
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4.45 Owner and Operator Waive Claims Against Each Other

Provided that Operator shall procure and keep in force all of the insurance required to be
obtained by Operator pursuant to this Agreement, neither Owner nor Operator shall assert
against the other any claims for any losses, damages, liabilities, or expenses (including
attorney fees) incurred or sustained by either of them, to the extent that the same are
covered by such insurance, on account of damage or injury to person or property arising
out of the ownership, operation, or maintenance of the Hotel. The parties agree that all
policies of insurance to be procured by Operator shall permit the foregoing waiver.

4.46 Operator to Keep Books of Accounts

Operator shall keep full and adequate books of account and such other records as are
necessary to reflect the resuits of the operation of the Hotel. Such books and records shall
be kept in all material aspects in accordance with the Uniform System of Accounts for
Hotels (The Uniform System of Accounts for Hotels, 8th rev. ed. 1986).

The Uniform System of Accounts is updated periodically. The contract should specify
the current edition. It is very difficult to sell and refinance hotels that do not follow this
system.

Operator shall establish and operate accounting and internal audit control systems rea-
sonably acceptable to Owner, and in connection with the foregoing, Operator shall estab-
lish and maintain for the benefit of Owner complete, proper, current, and accurate records
and books of account reflecting all transactions of the Hotel and of Operator with respect
to the Hotel. Such books and records shall be prepared on an accrual basis and other-
wise in accordance with generally accepted accounting principles and the Uniform Sys-
tem of Accounts, consistently applied within each accounting period and from year to
year. Operator shall store safely such books and records for a minimum of three (3) years
following the Fiscal Year to which they are applicable, and Operator shall not destroy or
dispose of the same except by delivery to Owner for further storage or destruction as
Owner may determine.

4.47 Storage and Inspection of Books and Records

Except for the books and records that may be kept in Operator's home office or other
suitable location pursuant to the adoption of a centralized billing system or other central-
ized service, the books of account and all other records relating to or reflecting the opera-
tion of the Hotel shall be kept at the Hotel. All books and records relating to the Hotel shall
be available to Owner and its representatives at all reasonable times after each notice
from Owner to Operator of Owner's desire to examine, audit, inspect, and transcribe
same.

4.48 Books and Records Upon Termination

Upon any termination of this Agreement in accordance with its terms, ali books and
records shall be forthwith turned over to Owner so as to ensure the orderly continuance of
the operation of the Hotel, but such books and records shali thereafter be available to
Operator at all reasonable times for inspection, audit, examination, and transcription for a
period of not less than seven (7) years from the date of said termination.
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4.49 Operator’'s Monthly Financial Reports

Operator shall deliver to Owner at or prior to the end of each month an accounting for the
operations of the Hotel, including a detailed profit and loss statement and balance sheet
and cash forecast showing the results of the operation of the Hotel for the preceding
month and for the fiscal year to date and the cash needs, if any, for the subsequent six (6)
months. Such statement shall: (a) be in the customary form with the schedules annexed
and in the same detail as generally prepared by Operator for other hotels it owns or oper-
ates, (b) be taken from the books and records maintained by Operator in the manner
hereinabove specified, and (c) follow the general form set forth in the Uniform System of
Accounts for Hotels (8th rev. ed. 1986), unless Owner reasonably specifies a different
form, and shall be calculated on the accrual method.

The timing for submission of the financial reports discussed ranges from 15 to 30 days
after the cease of the accounting period.

4.50 Operator’s Annual Financial Reports

Within ninety (90) days after the end of each fiscal year, Operator shall deliver to Owner
financial statements including a detailed balance sheet, a staiement of sources and uses
of funds, an income and expense statement, and a computation of the Incentive Manage-
ment Fee, certified by the Independent Certified Public Accountant, showing the results of
operations of the Hotel during such fiscal year. Such financial statements shall be calcu-
lated on the accrual method. Any disputes as to the contents of any such statements or
any accounting matter hereunder shall be determined by the Independent Certified Public
Accountant.

4.51 Operator to Prepare Additional Reports

Operator shall render to Owner, and any persons so designated by Owner, at Owner’s
expense, any additional financial statements reasonably required by Owner.

Upon request by Owner, from time to time, Operator promptly shall prepare or cause to be
prepared additional reports showing aging of receivables, schedules of payables, sched-
ules of supplies and inventory, detailed cash flow information, occupancy reports, reports
on insurance claims, reports on the physical condition of the Hotel, information regarding
marketing outlook, and information regarding other matters of interest to Owner. Owner
shall pay Operator’s reasonable expenses incurred in preparation of such reports. Upon
Owner’s request, from time to time, the General Manager and Owner {or its agents) shall
meet and discuss the operations of the Hotel.

4.52 Audit Annual

Following the close of each Fiscal Year, Owner shall have the right to cause an audit of the
books, records, and operations of the Hotel to be made by an independent certified
accounting firm. Operator shall cooperate fully with such auditors and shall make avail-
able to them any and all information concerning the Hotel. Owner shall deliver to Operator
copies of all financial reports regarding the Hotel promptly after they are received from
such auditors. Any adjustments to the Management Fee required because of the results of
such audit shall be made by the parties within ten (10) business days. The cost of any
such independent audit shall be an administrative and general expense of the Hotel for
the succeeding Fiscal Year, provided that such cost shall be an expense of the subject
year in the event that such year is the last year of the term hereof.
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4.53 Operator to Pay All Bills

Operator will pay all proper bills and expenses incurred in the operation of the Hotel and
will file and pay all sales and use, property, franchise, income, and other tax records and
returns relating to the Hotel. Operator shall pay as a part of the operating expenses of the
Hotel, when due, all charges for water, gas, electricity, and all other public services fur-
nished to the Hotel. Operator likewise shail pay as part of the operating expenses of the
Hotel the replacment cost of the Consumable Supply, Other Supply, and other type of
supplies; all wages; and all other costs incurred for the property operation of the Hotel in
accordance with the provisions hereof. Operator will furnish centralized computing ser-
vices for the efficient processing of payroll services, financial statements, accounts
receivable, and accounts payable.

Operator shall cause its accounting department to prepare and timely file all necessary
reports with respect to withholding taxes, social security taxes, unemployment insurance,
disability insurance, the Fair Labor Standards Act, and all other statements and reports
pertaining to labor employment on Owner's payroll in or about the Hotel.

Operator shall maintain all required records and prepare and file all forms related to the
collection and payment of all sales and use taxes. Operator shall make required payments
to the appropriate taxing authority from funds collected therefore by the Hotel. Operator's
responsibilities hereunder specifically exclude the preparation or filing of Iocal, state, or
federal income tax returns.

Provided that Owner has timely furnished sufficient funds for the payment thereof, Opera-
tor shall indemnify Owner from any penalties incurred as a result of Operator’s failure to
file sales tax, payroll tax, or local tax returns on behalf of the Hotel, other than income tax
returns, for any tax period commencing on or after the date hereof. Any penalties incurred
by reason of such failure or Operator's part shall not be considered an expense of the
Hotel.

4.54 Operator to Provide Centralized Accounting

Operator shall make available, in connection with the operation of the Hotel, its complete
system of central financial services utilizing Operator's home office financial staff and
computer equipment for so long as Operator shall provide such services for at least ten
(10) other hotels in this chain.

Such services shall include, without limitation, cash management; verification of daily
work; preparation of payroll and benefits administration; preparation of payroll tax returns;
handling of accounts receivable (including normal in-house collection activities) and
accounts payable; billing under national credit cards; cash managment; preparation of
monthly internal operating statements; verification of financial controls; advice and moni-
toring of accounting and reporting systems and internal controls (relating to cash, invento-
ries, and accounts receivable); and training and supervision of cashiers, front desk, and
inventory personnel. Such services shall not include the cost of a certified audit or the
preparation and filing of state and federal tax returns, other than payroll and sales tax
returns.

In addition to all other fees due hereunder, Owner agrees to pay to Operator an Account-
ing Fee of Two Thousand Dollars ($2,000) per month to reimburse Operator for the
expense of off-premise central office bookkeeping and accounting services, including,
without limitation, the cost of issuance of checks and preparation of payroll statements;
provided, however, that such Accounting Fee shall, in accordance with Operator’s current
standard fee schedule therefore be subject to increase annually by the lesser of ten per-
ent (10%) or the percentage of increase in the Consumer Price Index as specified herein-
above.
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For so long as Operator provides the Centralized Accounting Servers described herein-
above, Operator shall receive a Centralized Financial Service Charge, in an amount equal
to one and one-half (112%) percent of Total Revenues, payable monthly in the same man-
ner as the Basic Fee.

Operator will be paid a fee of $750, to be adjusted to reflect the Cosumer Price Index, on
January 1, 1989 and annually thereafter, as an administrative and general expense of the
Hotel, for each Monthly Accounting Period as a non-allocatable reimbursement for cen-
tralized computer, payroll processing, checks, accounting, and bookkeeping services. It
is expressly understood that no outside accounting services will be hired as an expense
of the Hotel for any reason whatsoever, except for the annual audit.

4.55 Inventory

Operator shall, on or before the Opening Date, and for every third Year of Operation there-
after, conduct an inventory of all Furnishings and Equipment and maintain complete
records of such at the Hotel.

4.56 Internal Audits

At Operator’'s sole option, Operator may perform internal audits of the operation of the
Hotel. The cost of each audit shall be borne exclusively by Operator and shall not be an
Expense of Operation of the Hotel; provided, however, that the out-of-pocket travel costs
of Operator's employees engaged in the performance of such audit(s) shall be consid-
ered a Reimbursable Expense.

4.57 Legal Actions for Guest or Tenant Default

Operator may institute, in its own name or in the name of Owner, as required by the law, at
the expense of Owner, any necessary legal actions or proceedings to collect charges,
rent, or other income for the Hotel or to oust or dispossess guests, tenants, or other per-
sons in possession, and concessionaires, or to cancel or terminate any lease or conces-
sion for the breach thereof or default thereunder by the tenant or concessionaire; provided
that Operator shall not institute any legal actions with respect to any lease of one (1) year
or more or involving more than Ten Thousand Dollars ($10,000) without the prior written
consent of Owner. Any legal counsel engaged under this provision shall be designated by
Owner.

4.58 Legal Actions Against the Property

Operator may, but shall not be obligated to, take at Owner’s expense appropriate steps to
protest or litigate final court decisions for any violation, order, ruie, or regulation affecting
the property.

Operator and Owner shall use their best efforts to prevent any liens from being filed
against the Hotel that arise from any maintenance, changes, repairs, alterations, improve-
ments, renewals, or replacements in or to the Hotel. They shall cooperate fully in obtaining
the release of any such liens. If such a lien arises that was not occasioned by the fault of
either party, it shall be treated as an expense of the Hotel. if the lien arises as a result of
the fault of either party, then the party at fauit shall bear the cost of obtaining the lien
release.
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4.59 Operator to Provide Advertising, Promotion, and Sales

Operator will plan, prepare, and contract for advertising and promotions for the Hotel
designed to publicize the Hotel and attract guests in accordance with the standards set
by other high-quality first-class hotel operations. To this end, Operator shall arrange and
make contracts for such advertising and promotion as it may deem advisable from time to
time for the successful operation of the Hotel.

Operator shall provide the Hotel with such advertising, public relations, and promotional
services as are judged by it to be reasonably necessary and appropriate in order to pro-
mote the name and facilities of the Hotel and to maintain its identity as one of the Opera-
tor's Hotels. Such services shall include but not be limited to assistance in the following
areas:

A. Developing and implementing the Hotel's communications plan following the
Operator’s guidelines. This task includes planning, publicity and internal communications,
and organizing and budgeting the Hotel's advertising and public relations programs;

B. Selecting and providing guidance as required for the public relations personnel;

C. Preparing and disseminating news releases for trade and consumer publications,
both national and international; and

D. Selecting an advertising agency.

Operator shall coordinate the Hotel's communications program with Operator’s cor-
porate communications program and shall include the Hotel in Operator's corporate iden-
tity programs and in its national advertising programs as appropriate.

4.60 Operator to Prepare a Marketing Plan

Operator will prepare on an annual basis a marketing plan that shall include, but not be
limited to, projected occupied room-nights and average daily rate by market segment, a
detailed program for advertising and promotion, a detailed program for sales strategies,
and a competitive hotel analysis.

4.61 Operator to Utilize Franchisor’'s Marketing and Reservation
Services

Operator shall cooperate with Franchisor to cause the Hotel to be included in the national
advertising programs and central reservation system for all hotels franchised by
Franchisor. Operator shall use its best efforts to secure bookings for the Hotel through the
sales and reservations systems of Franchisor and Operator and shall encourage the use
of the Hotel by and for travelers, organizations, groups, meetings, conventions, travel
agencies, and other recognized sources of hotel business.

4.62 Operator’s Centralized Marketing and Reservations

Operator shall provide, or shall cause an Affliate to provide, in the operation of the Hotel
and for the benefit of its guests, inter-hotel reservations, convention and business meeting
marketing and promotions, sales promotions, publicity, public relations, and all other
group marketing benefits, services, and facilities, including joint advertising programs to
the extent appropriate (all herein collectively called “Centralized Services”), similar 10
those furnished to other hotels owned and operated by Operator. Owner shall pay Opera-
tor monthly, as an expense of the Hotel deducted in calculating Hote! Net income, a Cen-
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tralized Services Fee of one and one-half percent (1 1/2%) of Hotel Gross Revenue for the
proceding month.

Owner shall be charged for all costs of reservation equipment, communication facilities,
and credit card company charges, and for its pro rata share of all central reservation
services payable to third parties, on the same basis as other hotels owned or operated by
members of Operator.

Operator shall process reservations for the Hotel through Operator’s reservations system.
Any charges payable to third parties in connection with the securing of reservations for
the Hotel shall be an operating expense of the Hotel.

Owner's obligation to participate in the reservation system and related programs shall be
conditioned upon the charges therefor being in an amount satisfactory to Owner. In the
event the charges therefor are not satisfactory to Owner, Owner may elect not to partici-
pate in said system.

4.63 Joint Advertising and Sales Promotion

It is understood and agreed that where advertising or sales promotion for the Hotel is
supplied in conjunction with advertising for other of Operator’s owned, operated, or affili-
ated hotels or motels, the cost of such advertising or sales promotion shall be prorated to
the Hotel and the other hotels and motels benefitted thereby on a per-room basis; pro-
vided, however, that within the total advertising and promotion budget for such fiscal year
the cost of such joint advertising and sales promotion allocated to the Hotel shall not
exceed one third (13) thereof. It is agreed that the Hotel is not benefitted unless its name
and location appear in the advertising.

4.64 Operator’s Regional Sales Offices

As a result of the growth of the number of hotels owned and/or operated by Operator,
Operator is planning to establish regional sales offices in major metropolitan areas
throughout the United States. Owner agrees to pay its pro rata share of the expenses of
such regional sales offices to be allocated on a per-room basis in the same method as the
joint advertising and sales promotion expenses are allocated. The expenses to be allo-
cated to Owner shall not exceed one half of one percent of the Gross Operating Income of
the Hotel in any one fiscal year and the per-room charge shall not include any profit for
Operator.

4.65 Operator’s Credit Card System

Operator may, from time to time, at its sole discretion implement a charge card system for
the convenience of guests and for the promotion of Operator's Hotels. At any time when
such a charge card system is in effect, Operator shall make such system available to the
Hotel, and Owner hereby authorizes Operator to accept such charge card and all other
charge or credit cards designated by Operator for all Hotel charges authorized in accor-
dance with Operator’s credit card billing policies, as they may be amended from time to
time. Operator shall retain the right at any time during the term of this Agreement to dis-
continue utilization of its charge card system.

4.66 Operator’s Logotype and Symbols

Owner acknowledges that the Hotel's communications plan must be in accordance with
Operator's sales, advertising, and public relations philosophies and must adhere to Oper-
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ator's corporate identity requirements. In furtherance thereof, Owner acknowledges that
Operator’s logotype shall be the only logotype or symbol used to identify the Hotel.

4.67 Public Statements by Owner and Operator

Owner and Operator shall coordinate with one another on all public statements, whether
written or oral and no matter how disseminated, regarding their contractual relationship as
set forth in this Agreement and/or the performance by either of them of their respective
obligations hereunder.

Many management contracts are confidential and the terms cannot be released by either
party.

4.68 Operator to Provide Centralized Group Services

Operator may, at the request of Owner and with Owner’s approval in each instance, cause
its affiliates or subsidiary companies to provide for the Hotel and its guests the full benefit
of any reservation system hereafter established by Operator and its affiliates and, with
Owner’s approval, may cause any such companies to so provide such aspects of any
accounting services or other group benefits and services as are made available generally
to properties managed by Operator, all of which are collectively referred to herein as
“Centralized Services.” Owner hereby agrees that the Hotel may participate in all such
Centralized Services on the terms and conditions hereinafter specified.

4.69 Cost of Group Services

Operator shall not charge any profit for group services but shall be entitled to reim-
bursement for the cost of those specific services elected by Owner to be performed
centrally and for the property’s pro rata share of all costs and expenses incurred in
connection with the rendition of group advertising, business promotion, and reserva-
tions services, allocated on the same basis as allocated to other properties owned or
operated by Operator.

Operator's affiliated or subsidiary companies that provide Centralized Services shall be
entitled to be reimbursed for the Hotel’s share of the total costs incurred in providing such
services on a system-wide basis to hotels and motor inns owned or managed by Operator
or its affiliates or subsidiaries. Such costs may include, without limitation, salaries (inciud-
ing payroll taxes and-employee benefits) of employees and officers of Operator and its
affiliated and subsidiary companies, costs of all equipment employed in the rendition of
such services, and a reasonable charge for overhead that does not include any profit. The
Hotel's share of said costs shall be determined in an equitable manner by Operator as
certified by Operator’s chief financial officer taking into account, to the extent possible,
differing cost factors relating to the individual propetrties covered. The Hotel's costs shall
be an operating expense of the Hotel.

Each time that Operator shall charge the operation of the Hotel for its pro rata share of
Allocable Chain Expense for any period, it shall furnish to Owner a statement in suffi-
cient detail to provide Owner with data supporting such charge. Owner may, in con-
nection with any such statement for any period, cause an audit to be made of the
books and records of Operator and its affiliates relating to the data furnished in such
statement, including, without limitation, the Chain Expense and Allocable Chain
Expense incurred during such period in the average number of key guestrooms during
such period in hotels opened to the public and situated in the United States and oper-
ated by Operator or its affiliates.
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If Operator shall at any time institute major changes in the character or cost of its Group
Services, the increased costs shall not be charged to Owner unless those changes have
been implemented and the costs thereof allocated among at least two thirds (23) of the
other hotels Managed by Operator in which Owner has no equity interest.

4.70 Emergencies

In the event that any circumstance shall occur that Operator reasonably and in good faith
judges to be an emergency threatening the safety of persons or property (an “Emer-
gency”), then Operator shall take such action and shall cause such things to be done as
Operator reasonably and in good faith believes necessary. Operator shall inform Owner of
any and all Emergencies as soon as practicable. if practicable, Operator shall obtain
Owner’s prior approval of any action in response to an Emergency.

4.71 Taxes and Assessments

Operator shall obtain bills for real estate and personal property taxes, improvement
assessments, and other like charges that are or may become liens against the Hotel and
recommend to Owner payment thereof or appeal therefrom. Operator annually shall
review and submit all real estate and personal property taxes and all assessments affect-
ing the property to Owner and shall file all personal property tax returns.

Section 5
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MANAGEMENT FEES

5.1 Management Fees—General

As consideration for the services to be rendered by Manager as set forth in this Agree-
ment, Owner agrees to pay to Manager a basic management fee (the “Basic Fee”), an
incentive fee (the “Incentive Fee"), and an accounting fee (the “"Accounting Fee”), each to
be determined and paid in accordance with the terms set out herein during each Operat-
ing Year of the Operating Term (and, unless otherwise provided, proportionately for a
fraction of an Operating Year).

5.2 Amount of Management Fees—Basic Fee

Commencing on the Effective Date, Owner shall pay Operator a Basic Management Fee
equal to five percent (5%) of the Gross Revenues of the Hotel. The Basic Management
Fee shall be calculated for each Monthly Accounting Period during the Operating Term
and three percent (3%) shall be payable by Operator to itself out of the Operating
Accounts (as defined herein) prior to any distributions to Owner and prior to payment of
any mortgage Indebtedness or obligations under any Equipment Leases, the remaining
two percent (2%) being subordinated to the payment of principal and interest on the initial
permanent or take-out loan on the Hotel, accrued without interest, and repaid.

5.3 Amount of Management Fees—Incentive Fee

Commencing on the Effective Date, Owner shall pay Operator an Incentive Management
Fee equal to fifteen percent (15%) of:

A. The annual Gross Operating Profit, less (i) annual ad valorem taxes, (ii} property
insurance, (jii) the amounts paid into the Replacement Fund, and (iv) Nine
Hundred Thousand Doliars ($900,000) (hereinafter call “Net Cash Flow”). In the
event the hotel is refinanced, Net Cash Flow shall be adjusted by the difference
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between Nine Hundred Thousand Dollars ($900,000) and the then actual annual
principal and interest payments.

B. Sale or refinancing proceeds in excess of Eight Million Five Hundred Thousand
Dollars ($8,500,000), including the distribution of funds related to the
Replacement Fund and initial Reserve Fund.

If the incentive fee is based on profits, then the method used to calculate profits should be
clearly defined.

The payment of Incentive Management Fees shall be made only to the extent of Cash
Flow during such fiscal year. In any year in which Cash Flow is not sufficient to pay Opera-
tor the Incentive Management Fee, such unpaid Incentive Management Fee shall accrue
and be paid from Cash Fiow available in later years until such time as all accrued and
unpaid Incentive Fees have been paid.

5.4 Payment of Management Fees

On or before the twenty-fifth (25th) day following the expiration of each three (3) -month
period of the Operating Term, Operator shall receive out of the Operating Account its
Incentive Fee for the said three (3) -month period just ended. The Incentive Fee for each
three (3) -month period subsequent to the prior three (3) -month period or periods of each
Operating Year hereof shall be equal to the excess of the Incentive Fee, calculated on a
cumulative basis from the commencement of the then current Operating Year to the end
of such three (3) -month period in respect of which the Incentive Fee is being paid, over
the aggregate of the Incentive Fee theretofore paid in respect of such Operating Year. To
the extent that there may be insufficient funds in the Operating Account for such payment,
Owner shall pay to Operator forthwith, on demand, such Incentive Fee. To the extent the
cumulative Incentive Fee paid to Operator in any then current Operating Year exceeds, at
any time, the actual cumulative amount of Incentive Fee to which Operator is entitled,
Operator shall promptly refund the excess to Owner.

The incentive fee can also be paid on a monthly basis.

5.5 Disputes Over Management Fees

If Owner questions any of the amounts or computations for any period (a) as shown by the
Annual Statement of Operator’s Fee, or (b} in determining Net Distributable Cash, or (c) as
shown in statements submitted, and if Owner and Operator are unable to agree thereon,
the matter in dispute shall be submitted for a binding decision by a Certified Public
Accountant selected by the parties from the following list [omitted] in the order listed,
subject only to their availability and to their independence, at the time, with reference to
Owner, Operator or any affiliate or either:

[list parties]

Any expenses incurred in connection with such a resolution shall be treated as an
expense of the Hotel. Owner shall be conclusively deemed to have accepted-the accu-
racy and correctness of each Annual Statement of Operator’s Fees unless Owner notifies
Operator that Owner questions specific items therein within ninety (90) days after the later
of its receipt by Owner or discovery of facts not reasonably in Owner's knowledge at the
time it was received, but in any event not later than one (1) year from the date of the
report.
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5.6 Management Fee Definitions

The term "Gross Income” shall mean all revenues, sales, or income of any kind, including
service fees, resulting from the operation of the Hotel and over which Operator has any
direct or indirect responsibility, including, but not limited to the following:

A. Rental of rooms {excluding sales tax, hotel tax, and any other tax relating to room
rental);

B. Rentals and other payments from licenses, sublessees, concessionaires, and
others occupying space or rendering services at the Hotel (but not including the gross
receipts of such licensees, sublessees, concessionaires, or others);

C. Food and beverage sales (excluding sales taxes and gratuities) from meeting
rooms, restaurants, bars, and/or room service, if such services are conducted by Opera-
tor;

D. Subsidy payments;

E. Proceeds of use and occupancy insurance received or business interruption
insurance payments (after deducting therefrom necessary expenses in connection with
the adjustment or collection thereof); and

F. Any other form of income, from any source whatsoever, that is directly attributable
to the Hotel, but not including the proceeds of any financing or refinancing, casualty or
liability insurance proceeds, or condemnation proceeds.

The following amounts shall not be included in determining Gross Income:

A. Gratuities or payments in the nature of gratuities that the Owner is obligated to
pay over to employees;

B. Sums and credits received in settlement for loss, theft, or damage to property
unless in excess of the cost of settlement of such loss, theft, or damage to property;

C. Excise, sales, or use taxes or similar charges that are required by law to be col-
lected directly from patrons or guests or as part of the sale price of any goods or services
or displays, and that must be remitted to governmental authorities; and

D. Credits or refunds to guests not previously deducted.

The contract should contain specific definitions for all accounting terms used that are not
clearly defined in The Uniform System of Accounts for Hotels or for which the parties
require a modified definition.

Gross Operating Profit for the Hotel for any period shall mean and refer to Gross Reve-
nues of the Hotel for such period, less the following expenses for such period incurred or
authorized by Operator in operating the Hotel:

A. All wages and salaries of all employees (exclusive of salaries paid to corporate
executive personnel of Operator, but including such wages, salaries, and other compen-
sation chargeable to such employees used by Operator in connection with the operation
and management of the Hotel) and all other payroll costs, fringe benefits, employer taxes,
and similar charges related to employment; provided, however, that if any employee is
also employed elsewhere by Operator, such compensation shall be equitably prorated
among the Hotel and such other properties where such employee also is employed.
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B. All departmental, administrative, and general expenses relating to the Hotel,
including, without limitation, payments to the Marketing Fund and other advertising, pro-
motional, and entertainment expenses; commissions; and the cost of heat, light, power,
and other ultilities.

C. All costs and expenses of routine maintenance, repairs, and minor alterations to
keep the Hotel in good operating condition, which under generally accepted accounting
principles are expensed currently rather than capitalized.

D. All license fees and permits relating to the Hotel or the operation thereof.

E. Ali amounts due under service contracts relating to the Hotel or the operation
thereof.

F. The cost of all Consumable Supplies consumed in the operation of the Hotel.

G. A reserve for uncollectible accounts receivable in a reasonable amount deter-
mined by Operator and adjusted from time to time fo reflect actual experience.

H. All costs and fees of accountants, attorneys, and other third parties who perform
services required or permitted hereunder, which under generally accepted accounting
principles are expensed currently rather than capitalized.

I. All costs and fees of technical consultants and operational experts for technical or
specialized services in connection with non-routine hotel work or matters that under gen-
erally accepted accounting principles are expensed currently rather than capitalized.

J. The Base Management Fee (as hereinafter defined).

K. All franchise royalties and other fees or expenses paid or payable by Operator
under and pursuant to the Franchise Agreement pursuant to which the Hotel is operated
or under or in connection with any renewal or extension thereof.

Section 6

NEUTRAL

OWNER

EMPLOYMENT PRACTICES

6.1 Operator’s Personnel Duties

Operator shall select, employ, promote, terminate where appropriate, supervise, direct,
train, and assign the duties of all personnel that Operator reasonably determines to be
necessary or appropriate for the operation of the Hotel (collectively, the “Hotel
Employees”). Operator shall employ its best efforts and exercise reasonable care to
select qualified, competent, and trustworthy employees. To the extent possible, Operator
shall use local labor in the operation of the Hotel.

6.2 Employee Training

Operator shall provide appropriate training for all Hotel Employees. Operator also shall
cause the appropriate employees to attend any program required by Franchisor pursuant
to the Franchise Agreement. The costs of attending any such meetings or seminars,
including the cost of tourist-class travel, accommodations, and food, shall be an expense
of the Hotel, but shall not unreasonably exceed the amount provided for such purpose in
the Operating Budget.
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6.3 Employee Conduct

Operator shall require each Hotel Employee to be at all times (to the greatest extent possi-
ble within the scope of his duties) clean, neat, well-groomed, well-postured, unobtrusive,
and dignified and to conduct himself at all imes and in all contacts with guests, patrons,
other Hotel Employees, and members of the public in a friendly, cooperative, helpful, and
responsive manner and otherwise in such a way as to contribute to the comfort and good-
will of the guests and patrons of the Hotel and other Hotel Employees and to enhance the
reputation of the Hotel generally. Operator shall employ its best efforts to create and main-
tain among the Hotel Employees a business-like but congenial atmosphere, a spirit of
cooperation and goodwill, and a sense of pride associated with providing quality prod-
ucts and services and performing their jobs well.

The preceding clause asserts the Owner’s interest in maintaining top quality employees.
The attitude and conduct of employees is an important factor in the success of a hotel
venture.

6.4 Employees Are Employed by Owner

Each Hotel Employee shall be the employee of Owner and not of Operator, and every
person performing services in connection with this Agreement, including any agent or
employee of Operator or its Affiliates or any agent or employee of Owner hired by Opera-
tor, shall be acting as the agent of Owner.

The General Manager (or other such Hotel Employees as designated by Operator) shall
be an employee of Operator, and Owner shall reimburse Operator monthly for the General
Manager's salary and fringe benefits.

All Hotel Employees and agents shall be on Owner's payroll. Manager shall not be liable
to such employees for their wages or compensation.,

6.5 Operator to Negotiate Labor Contracts

Operator will negotiate on Owner’s behalf, after consulting with Owner or, if Owner is not
available, with Owner's attorney, with any labor union lawfully entitled to represent the
Hotel Employees. However, Owner, in its discretion, may participate in such negotiations.
No collective bargaining agreement or labor contract resulting from such negotiations
shall be valid unless executed by Owner.

Owner's approval will not be withheld in any case if such contract is consistent with similar
agreements commonly in effect in the area.

When using the preceding clause, Owner should verify Operator’s ability to conduct
labor negotiations prior to signing the management contract.

6.6 Limits on Employee Compensation

Subject to the restrictions imposed by the Operating Budget, Operator shall set the sala-
ries and fringe benefits of all Hotel Employees. Operator shall not permit such compensa-
tion to exceed by a substantial amount the compensation paid to employees with similar
skills and responsibilities at comparable hotels in and about the area.

The annual plan should contain a wage survey of area lodging facilities.

No Hotel Employee shall receive compensation in excess of Sixty Thousand Dollars
($60,000) per year without Owner’s prior approval of the pay rate.



MANAGEMENT CONTRACT CLAUSES Section 6.11

NOTE:

[Alternate Clause]
OPERATOR

OWNER

OWNER

[Alternate Clause]
OWNER

OWNER

[Alternate Clause]
OPERATOR

OPERATOR

NOTE:

OWNER

The preceding clause provides ownership control over employee compensation. The
$60,000 base should be adjusted to reflect local conditions.

In determining employee salaries, Operator may pay such incentive salaries and bonuses
to department heads and sales staff as Operator may deem appropriate, provided that
such payments are pursuant to an incentive compensation plan that has been previously
approved by Owner.

6.7 Limits on Employment Contracts

Operator shali not enter into, institute, or grant employee benefits or employment agree-
ments with respect to Hotel Employees that (a) require more than thirty (30) days’ notice of
cancellation, (b) require more than a thirty (30) -day grace period for termination of fund-
ing or participation, or (c) require a penalty or extraordinary payment on cancellation or
any such termination, except those benefits or agreements required pursuant to union
contracts, as the same may be changed from time to time to comply with applicable laws.

6.8 Selection of General Manager

The selection of the General Manager, as well as his salary, shall be subject to Owner's
prior written approval, which shall not be unreasonably withheld.

The General Manager shall be selected by Operator, but his employment, termination, or
transfer to another Hotel shall be subject to the prior approval of Owner. in the event that
the General Manager shall resign or be terminated or shall be absent from the Hotel for
any period in excess or ordinary vacations and leave time, Operator shall replace the
General Manager with a qualified person as soon as reasonably practicable.

6.9 Replacement of General Manager

If the General Manager shail not prove satisfactory to Owner, Owner may, in writing,
request Operator to discharge the General Manager, setting forth therein the reasons for
such action. If the grounds for removal set forth by Owner shall be sufficient to constitute a
violation of the terms of this Agreement, Operator must discharge the General Manager.

Operator may change or replace the General Manager of the Hotel at any time. The deci-
sion in regard to any change or replacement shall be at the sole discretion of Operator.

6.10 Owner May Not Rehire General Manager

Owner agrees that if the General Manager of the Hotel leaves the employ of Operator for
any reason, Owner shall not hire the General Manager in any capacity for at least one )
year following such termination.

The preceding clause prevents the Owner from terminating the management company
and retaining the General Manager, a practice that can sometimes be tempting from the
Owner’s point of view. Time periods for such clauses range from one to three years.

6.11 Salary for General Manager

Owner shall be given prior written notification, subject to its approval, of the appointment
and total compensation package of the General Manager. Owner’s approval of such com-
pensation package shall not be unreasonably withheld or delayed.
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6.12 Fringe Benefits for General Manager

The General Manager is entitled to annual holidays as well as reasonable time off from
regular duties for the purpose of attending professional development seminars, manag-
ers’ meetings, and industry conferences and conventions, and for the purpose of attend-
ing to such other business as may be reasonable in the hotel industry. Owner shall pay all
reasonable expenses of the employee in attending such meetings, seminars, confer-
ences, and conventions.

6.13 Owner May Not Give Orders to Hotel Employees

Owner may at any time consult or communicate with Operator regarding any of the Hotel
Employees, but Owner shall not give orders to or otherwise interfere in the day-to-day
activities of the Hotel Employees.

Section 7
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7.1 Use of Trade Name

In its operation of the Hotel, Operator may utilize trade names or trademarks that, in
whole or in part, may be the same as or similar to the trade names or trademarks now
or hereafter used by it or other members of Operator's Group, in connection with the
operation of other hotels. The exclusive rights to the use of the trade names and trade
marks will belong to Operator, and are not in any way to be considered appurtenant to
the Hotel, irrespective of whether any of the trade names and trademarks are used by
Operator for the first time at the Hotel or elsewhere. Upon the termination of this Agree-
ment for any reason, all further rights to use the trade names and trademarks shall
remain with Operator, and neither Owner nor any other occupant of the Hote! shall
have any rights thereto.

After termination of this Agreement, neither Owner nor any other owner or operator of the
Hotel shall have the right to use the trade name or any trademarks, emblems, insignia,
slogans, or distinguishing characteristics in connection with the operation of the Hotel or
in any other manner.

Operator has registered the name, trade name, trademark, and service mark of certain
names for restaurants that are used in hotels owned and/or operated by Operator. Owner
agrees that any such name, trade name, trademark, or service mark registered by Opera-
tor shall remain the exclusive property of Operator; provided, however, that Owner shall
have the right to approve the name of any restaurants in the Hotel.

Section 8
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SUCCESSORS AND ASSIGNS
8.1 Assignment by Operator

This Agreement, or any rights and duties expressed herein, shall not be assigned or trans-
ferred by Operator without the prior written consent of Owner. Transfer or issuance of the
stock of Operator resulting in any change of control thereof shall be deemed a transfer of
this Agreement by Operator.

Operator, without consent of Owner, shall have the right to assign this Agreement to any
successor or assignee of Operator that may result from any merger, consolidation, or
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reorganization, or to any corporation or firm, fifty percent (50%) or more of whose voting
stock or control is owned directly or indirectly by Operator, or to another corporation that
shall acquire all or substantially all of the business and assets of Operator.

Operator shall have the right to assign its rights and obligations under this Agreement, or
any portion thereof or interest therein, to any person or entity that acquires all or substan-
tially all of the assets of Operator, or the partnership interest of any partner of Operator,
without the consent of Owner; provided, however, that any such assignee shall expressly
assume in writing the obligations of Operator (or the obligations, if any, of such former
partner or Operator) hereunder, in which event the liability of Operator (or of such former
partner of Operator, as the case may be) hereunder shall terminate. Operator shall not
have the right otherwise to assign its rights and obligations under this Agreement, except
with the prior consent of Owner, which consent may not be unreasonably withheld. It is
understood and agreed that any approval given by Owner to any assignment shall not be
deemed a waiver of the covenant herein contained against assignment in any subsequent
case. Any assignee who succeeds to the interest of Operator hereunder (or to the interest
of an assignee of Operator hereunder) shall be deemed to be Operator hereunder for all
purposes.

Any consent granted by Owner to any such assignment shall not be deemed a waiver
against assignment in any subsequent case.

8.2 Assignment by Owner

Owner shall have the absolute right to assign this Agreement to any person or entity
acquiring all of Owner’s right, title, and interest in and to the Hotel without the consent of
Operator, provided, however, that any such assignee shall expressly assume in writing
the obligations of Owner hereunder in which event the liability of Owner shall terminate
hereunder and the assignee who succeeds to the interest of Owner hereunder (or to the
interest of an assignee of Owner hereunder) shall be deemed to be Owner hereunder for
all purposes.

Owner can sell or lease the property provided that the purchaser expressly assumes in
writing all of the Owner's obligations under this Agreement.

8.3 Acceptable Purchaser
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