Now is the Time to Review Your Management Contract
Performance Termination Provisions

With the drastic downturn in the economy and the resulting cutback of all types of travel,
hotels are suffering from significantly lower demand and rate cutting. Smith Travel
Research has predicted an unprecedented REVPAR decline of over -17% for 2009.
Those properties which were financed in the last five years are probably having difficulty
paying their debt service which means hotel owners must use their own capital to make
mortgage payments.

Most hotel operators have altered their normal mode of operations by cutting staff,
deferring maintenance and renovations, and implemented innovative ways to capture
demand and lower operating expenses. However, a few operators have not been
successful in adjusting to these difficult times and continue to conduct “business as
usual” as their properties hemorrhage red ink.

Unfortunately, in many cases, owners cannot terminate these incompetent hotel operators
because their management contracts either do not have a performance termination
provision or the provision is ineffective. It is during these downturns that hotel owners
realize their management contract does not offer adequate protection to quickly change
an operator who is not performing. While it is probably too late to assist those with
poorly structured contracts- let’s look at some typical hotel management contract
performance termination provisions and see which are the most effective in enabling
hotel owners to terminate ineffective operators.

Over the past 30 years HVS has collected thousands of hotel management contracts
during the course of its consulting activities. These have all been filed in a database that
allows searches by specific contract provision. A review of “Performance Termination”
provisions found a number of tests- but the three most common were:

-REVPAR Test
-Budget vs. Actual Test
-Net Income Test

Essentially a performance termination provision is one or more financial tests that if
failed, allows the hotel owner to terminate the operator. In addition to these tests there
can be a number of provisions that set forth how these tests are to be applied. Let’s look
at each test.

REVPAR Test- This test starts by calculating the percentage resulting by dividing the
REVPAR for the subject property by the average REVPAR for the hotels in the subject’s
competitive set. If this percentage is below a certain specified level, the REVPAR test is
failed. The two critical components of the REVPAR test are the types of hotels
comprising the competitive set and the minimum percentage threshold. Care must be
taken when identifying the competitive set of hotels to select truly comparable properties



that reflect the REVPAR performance that would be an acceptable measure for the
subject property. The minimum percentage threshold should be at least 100% which
represents the mathematical average performance. One would think that your operator
should always do better than the average. The downside of the REVPAR test is that it
only measures Rooms Revenue (occupancy and average room rate). It does not
incorporate other critical financial components such as other sources of revenue,
operating expenses and profit. In today’s difficult environment, the REVPAR test fails to
consider the operator’s ability to competently manage operating expenses- a major flaw.

Budget vs. Actual Test- This test compares the actual financial performance of the hotel
to the annual budget prepared by the operator. If the actual House Profit (or another
profit line) is less than the budgeted House Profit by a minimum percentage threshold,
then the Budget vs. Actual Test is failed. The minimum threshold typically ranges from
80% to 90%. This is obviously not a true financial performance test but rather a test of
the operator’s ability to develop a budget- and more likely- a low budget. The only way
the Budget vs. Actual Test provides any protection for the owner is if the budget approval
process can be controlled by the owner or a neutral third party.

Net Income Test- This test compares the actual Net Income (or another profit line) to
some predetermined minimum Net Income. If the actual Net Income is below the
minimum Net Income then the Net Income Test is failed. The predetermined minimum
Net Income is usually an amount that considers factors such as the property’s debt
service, cost to develop or acquire, and a return on invested equity. The Net Income Test
is the only test that truly aligns the financial interest of the owner with a performance
measure that reflects the overall competency of the operator.

It appears the simple solution to a fair and effective performance test is to utilize only the
Net Income Test and enable termination upon the first failure. Unfortunately, most hotel
operators incorporate other provisions into the contract that significantly reduce the
owner’s protection. Here are some examples of these mitigating provisions-

-The various tests do not start for several years after the operator is hired. The
tests must be failed for 2 to 3 consecutive years before the owner can terminate.

-Sometimes the tests are paired- the Net Income test and the Budget vs. Actual
test both have to be failed for 2 to 3 consecutive years before the owner can terminate.

-The Net Income test might have a provision where the operator can lend the
owner an amount equal to the amount by which the Net Income test failed- which is
ultimately returned to the operator during better times.

-These tests are sometimes suspended because of an incident of force majeure.

While it is probably too late to modify the performance termination provisions for your
current hotel management contract, this economic downturn clearly demonstrates the
need to focus on these provisions when you negotiate future agreements with your
operator.



I have written a handbook on negotiating management contracts- for complementary
copy send me an e-mail- srushmore@hvs.com




