RECENT TRENDS
IN HOTEL
MANAGEMENT

CONTRACTS

An understanding of the key provisions in hotel
management contracts and the issues that influence
the negotiation of these contracts is essential
to an effective evaluation of any hotel project.
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S ince Iilton International started tw expand its
chain throughout the world and adopted a
unigue operating structure, whereby the property
owner assumaed the risks and the aperator always
made money, the hotel management contract has
become the indusiry standard by which hotels are
nperated.

The financial success of any lodging Tacility
is largely dependent on the skill and ability of man-
agement, Hotels require specialized management
experlise in areas such as sales and marketing,
financial controls, food and beverage opoera-
tions, service, scoeurity, and personnel motivation.
Properties are opened all the time and need con-
stant attention and supervision. Large convention
hotels are like small eities, employing thousands
of people. While some small motel-lype properlics
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can survive without a professional operalor,
most midsize 1o large hotels use the services of
hotel management companies,

Huolel management companies vary insize from
severi] people 1o buree public corporations will may
layers of talent, They all offer the following wdvan-
tages over independently operating propertics:

B Sppervision. A holel requires Tull-time oper-
ational supervision with no interruptions. A
management company usually has person-
nelon reserve to handle any situation imme-
diately.

B Crpertizve. Most botel management compa-
nies offer a depth of expertise that indepen-
dently operated properties can seldom
duplicate. Some of the specialized areas
Lhat are romtinely covered by these aperators
include finance and accounting, food and heyv-
erage service, engineering, construction and
renovation, decorating, sales. and marketing.




B Lstablished methods and procedures, Holel
management companies use proven tech
nigues for operating their properties. Some
can simply “plug their systems into place”
and immediately increasc efficiency and prof-
itability,

B Verifiable past performance. The track
record of success is measured by the finan-
cial performance of the property. A profes-
sional hotel management company can
document its ability to produce long-term
profits, a critical consideration when select
ing an operator.

First- and Second-Tier

Hotel management companies are senerally
classified as either first- or sceond-tier.' First-tier
companies operale lodging facilities for third par-
tics under management contracts and provide day-
to-day operational supervision and properly
managerment as well as a national or regional iden-
tification or trade name. Marriott, Iilton, Hyatt,
Sheraton, and Westin are examples of first-lier
mAngrement companies. Sceoml-lier management
companies also operate lodaing facilities for thind
parties and provide day-to-day supervision and
management. They do not, however, offer any cus-
toaner recognition through their corporate name,
but make use of franchise alliliations 1o gener-
ate customer identity. Examples of sceond-ler
management companies arc HEI Hotels, Inter-
state Hotels, Metro Hotels, Winegardner and Ham-
mons, and Richfield Management, Some of the
advantages and disadvantages of first- and sec-
ond-tier management companies are summarized
in the following paragraphs,

Advantages of First-Ticr Companies. There
are several advantages for the first-tier company:

B Cost. The cost of a first-ticr hole] manage
ment company is oflen less than that of a sec-
ond-ticr operator plus the requisite franchise
affiliation.

W Corporate identiry. Because some chains
{e.g., Four Seasons and Ritz Carlton) do not
franchise. a management contract is the
anly way of obtaining these afTiliations.

B Lase of financing, Lenders tend to favor hotels
uperated by first-tier management compa
nies becanse of their lower perceived risk.

Diisadvantages of First-Tier Companics.
However there may also be offsciting disudvantages:

B Restriction on property size. Firsl-tier hotel
companies typically will not operate smaller
propertics.

W Restrictions on financial condition. First-tier
companies usually have stricter require-
ments concerning the owner's financial con
dition. They do not want to put their name
on a hotel if they could have difficully
maintaining the facilities because of limited
financial resources.

B Restrictions on contract terms, Tirst ter hotel
companies generally require longer term
conlracis and restrictions on lenmination,
They do not want Lo suffer a loss in reputa-
tion by the premalure removal of their sign
from a property.

W Less flexible innegotiations. First tier hotel
companies are usually meone rigid in their con-
tract requirements. Since these operators pos
sess a unigue brand affiliation, they senerally
enjoy greater bargaining power.

The Management Contract

The terms under which a holel management com-
pany is cmployed are set forth in the management
contract. This document is the end result of hours
of negotiations between the property owner and
the operator. The exact provisions of the ultinale
contractare the product of many external forces,
including the economic climate and the skills and
bargaining power of the participants, Typically,
a hotel management contract contains Lhe fol-
lowing 14 major contract terms;*

L. Initial term and renewals:

2. Management fee struclure and amount:

Ld

- Financial reporting requirements;

4. Lxtent ot operator independence/owner con-
trof;

i

- Termination options;
6, Operator capital contributions:
1. Allocation of home uflice expenses:

B Restricuon on sale:
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9. Potential for other developments and/or
mandgement Contracts;

10, Allecation ol insurance/condemnation pro-
ceeds:

11, Qwner versus operator as employer of per-
sonnel;

12, Reserve lor replacement;

13, Eestrictive covenants concerning other
hotels and/or contracts; and

14, Tndemnification.

The owner and operator bring a different per-
spective to each of these items, in terms of both
desired outcome and the relative importance of
each point. As with any negotiation, the resolu

tion of each of these issues and the overall char-
acter of the contract in general is determined
primarily by the relative strength of cach party’s
bargaining position.

From the late 19705 when hotel managemant
conlracty started to really flourish until the mid
19805, the bargaining power was largely in tha
hands of the hotel companies. [twas not unusuoal
for management companics 1o enjoy 20- to 30-
yedar lerms, Tees based solelv on a percentage of
revenue, no termination provision, and very few
restrictions of any type. These were the golden
vears for hotel management companies.

Overview: 1970s to the Present

An overview of the of the US lodging industry
at that time shows why hotel management com-
panics held such great power.

The late 1970s and early to mid-12805 was a
period of dynamic srowlh for the lodeing indus
iry. Hotels were viewed as excellent investment
apporiunities, providing revenue in two forms:
initial fees or profits, and ongoing cash flow from
aperatioms. The potential Tor addilional profit from
the ultimate sale of the asset was considered in
invesiment analyses. However, while invest-
ment analysts recognized the validity of the ulti-
meale sale of the investment, most hotel owners
considered this evenmality 1o be & more theoretical
than realiste possibility, as resale was not gen-
erally a specific investor goal (particularly For tax-
ariended syndicators). For the most parl, an
investment in i hotel was seen as an open-ended
[‘11L1|H'Jhi1inn, an '.'r}':'[’]ﬂl'hll'liT:-r' [ oewenn i sl that

had the potential to generate cash flow over the
long-term future. Given this expectation, which
was bolstered by economic and inflationary
trends as well as the tax code, the market did not
conlemplate a situalion in which a sale would be
desirable, Rather, a sale was viewed as a safety
nsl, 10 be cxercised not in the event of a Mailure
of the property, but in the event of a change in
the owner’s priorities or goals.

MNegotiating Positions. This frame of reference
materially influenced the negotiating posture of
the parties involved on several of the contract terms
described previously. Because a sale was nol gen-
erally conlemplated, the factors relating to and
potentially influencing a sale were given lower
priority by the owner, and thos lended (o be
resolved in favor of the operators. Specifically,
terms relating to the restrictions an sale, such as
the operator’s desire to have the right of first
refusal, as well as the potential to terminate a con-
Iracl upon sale as opposed Lo drafting a contract
that survives a sale, were most often reselved in
the operators” inferests,

This circumstance also affected the negotia-
tion of the initial term and renewals of the con-
tract. The operator desired an extended initial term,
with multiple renewal oplions al Lhe operator’s
diseretion. The typical resolution of this issue was
with relatively long terms and multiple renewals,
sometimes totaling 50 or more years. The only
recognition of the owner's interest that was at all
common was a clause providing for the renewals
to be at the owner's option. However, this fea-
ture was by no means present in a majority of the
contracts dating from that period.

Managemeni Fees. The cipectation of con
tinued profitability also affected the resolution
of other issues. First and forcmost was the man-
apgement fee. While the amount of the fee was
always a material point of negotiation, the form
of the fee was not. The dislinciion between a fee
tied to profitability (i.e., net income) and one tied
torevenues (Le., gross sales) way less sianificant
in the face of the expectation of endless prot-
itability. This expectation also undermined the
pereeived importance of provisions dealing with
performance standards.

The cash Tlow motivations influencing the
owner also affected other terms related o prof-
its. Chwners woere releclant to mandate any
expenses that would aftect the bottom line and



thus hurt debt coverage and profitability levels.
The most notable example of (his is the reserve
for replacement allocation, This line item, which
wits menerally not a current cash expense, was typ-
ically calculated as 3% of gross revenucs. Deduct-
ing this amount from a bottom line that ranged
from 159 to 30% of gross revenue, could equal
as much as 10% to 20% of the cash Mlow betore
deht service.

The vasl majority of management contracts
signed during this period involved new proper-
ties. The owner was most commonly the devel-
oper of the hotel and was strongly motivated to
“wet the deal done™ in order to realize the prof-
its associated with completion of a project. Suc-
cessful completion was contingenl upon oblaining
financing, in the form of both debt and equity funds
{frequently through syndication). Both the debt
and equity markets placed a high degree of
importance an the brand name and management
affiliation of the property. Essentially, in order
to be financeable, the property had to be affili-
ated with 4 major national lodging chain. This
circumstance, combined with the fact that the num-
ber of “acceptable” brand names available wus
limited, gave the management companies an
advantage in tho negalialion process.

As aresult of these circumstances, the general
character of a majority of contracts signed in the
late 1970s and 19805 favored the operator, The
terms tended to be long, and Toes were largely
based upon a percentage of gross revenues, Ter-
mination provisions and performance standards
were rarely evident: in many cases, the contract
survived any event except bankruptey. As arule,
the operators #lso enjoyed a high degree of free-
dom with respect to reporting and conlrol issucs
and expense allocation and were rarely required
to provide any capital or cash [low contributions.

Hotel Management Coniracts in the
1990s

In contrast to the overriding sense of optimism
that suffused the indusiry in the 19705 and
1980s, the prevailing industry attitude during the
{irst several vears of the 19905 was pessinism.
Lodging was no longer seen s a developing,
arowth industry, but rather as one that was
deeply troubled. The problems were perceived
as fundamental flaws, arising out of the very sensc
of optimism that perpetuated the actions of the
1980s. Thus, the response was penerally to

adopl a pasition that was essentially the oppo-
site of that prevailing in the earlier period.

Workout Context. A majority of the hotel man-
agement contracts negoliated in the early 19905
were in the context of a workout involving distressed
hotels. Usually, the owner was a lending institu-
tion that was now an owner by defaull. Fre-
quently, these owners had neither the desire nor
the capacity to function as long-term owners. There-
fore, their frame of reference was a much shorter
one. Rather than generating cash flow over the long
term, they were interested in a scenario that
would enable them 1o recover as much value as
possible as quickly as possible. While the specilic
time frame varied from institution to mstitution
and, to a lesser degree, [rom propery to property,
the time frame rarely exceeded two to three years,
and was frequently measured in months.

This arientation also influenced the issues relat-
ing to control over the operations and, ulr-
mately, the ability to sell the asset unencumbered
by a management contract. As a result, owners
were placing top priority on the abilily 1o lerminate
the contract npen sale. They were also seeking
contracts that were short-term, cither specifically
or effectively, by virtue of the termination clausae.

Cash Flow Motivation. The generation of cash
flow was also a priortity o those gwners. Inocon-
trast Lo the profit motive that previously prevailed,
Cash ﬂ{}"-‘." WE BECO o 48 4 11(_:-(:[:."{3}“'}' c]c]]‘lc“t
in the creation of value upon sale. The specific
performance of The management company was
therefore an issue, and management companics
were heing asked to prove themselves both im
tially, as candidates, and on an ongoing basis, as
operalors,

As was the case in the 1980y, the management
companies were seeking new contracts as a means
of expanding theiroperations and income., How-
ever, utlike the 1980s, the opportunities for new
conlracts were relatively limited, with the poten-
tial for new development almost nonexisient,

Mareover, the number of management com-
panies seeking these opportunities had increased
dramatically, with the result that the market for
contracts was highly competitive, As 35 fre-
quently the case in the hotel industry, this rivalry
took the form of price competition, putling
downward pressure on management fecs. Anothe
featur was (thae regquirement that management com-
panies contribute monies in conjunclion with
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oblaining a new contract, either in the form of a
loan or by the assumplion of an equity position.

Brand Names Negated. Compounding the dif-
ficult position of the hotel management compa-
nies is the fact that the pool of owners has become
more educated with respect 1o the relative mer-
its of various chain affiliations and management
styles, In addition, with chain affiliations being
made increasingly through {ranchises, the advan-
tages formerly accruing to the larger brand-name
hotel companies were substantially negated.

Finally, the holel management companies
were at a further disadvantage by virlue of the
defensive position in which they, as a group, found
themselves, Whatever the merits, one of the pre-
vailing perceptions was that prior or sloppy
management was responsible o some extent for
the circumstances in which the industry as a whole
found itself. This perception compelled owners
ty require a high degree of reporting and over-
sight requirements with which the management
companies had to stralesically agree.

Hotel Management Contracts Today

Today, the hotel industey is rapidly recovering.,
Occupancies, room raies, and values have
increascd dramatically during the past several
years. Bankrupicies and foreclosures have fallen,
and formerly distressed properties are now
healthy, Wew hotel development has commenced
in the economy segmant, and more upscale pro-
jeets are on the drawing boards. The balance of
power, which shifted from the operalor o the
owner, is still on the vwner's side, The negoti-
aling position of management companies has been
seriously eroded while that of the owners has been
enhanced, The result is management contracts that
primarily serve the purposes of the owner, Terms
are short, and many conlracls are subject 1o ter-
mination, at least upon sale if not simply upon
notice. Management fees have hoen reduced
and reatroctured, with more emphasis on an incen-
tive fee tied to profitability and subordinated, (o
acertain degree, to the owner’s relurn. And finally,
owners enjoy an improved degree of control over
ongoing operations of the property.

Focusing on some of the 14 major contract
terms, will illustrate the shift of power from the
hatel aperator to the owner and provide a bench
mark of what provisions are tvpically achieved
loday.

Management Fees. As has hustorically heen
the case. the management e typically consists
of 4 two-tiered structure: a base fee and an imcen-
tive fee. The hase fee is commaonly defined as a
pereentage of gross revenues, while the incen-
tive fee is tied to some profit criteria.

Histarically (in tha 19705 and 1980s). the base
fee ranged from 3% to 5% of gross revenues and
constituted the greater part of the compensation
achicved by the operator. Incentive fees were typ-
ically defined as a percentage of defined nct vper-
ating income, This amount was sometimes
subordinated to debt service, but often suhject also
to accruals. In virtually all ecases, the revenue
derived from the base fee was significanily
greater than the revenue devived Mom the incen-
tive leo.

Common examples from this period include
typical Marriolt contracts that generally provided
for a base fee of 3% of gross revenucs plus an
incentive fee of 20% of defined net income thar,
il deferred, was often subject to accruals. Typi-
cal Hyatt contracts dating from this period pro-
vided lor a management fee equal to the greater
of 5% of gross revenues or 20% of net income,
As this structure required the management com-
pany e achiove a net income level of 25% ol gross
revenuces in arder 1o have the incentive fee sur-
pass the base fee, the incentive factor was some-
what limited.

Today, the emphasis has shifted dramatically
from the base to the incentive fec. Base fecs now
range from 1.5% Lo 4% of gross revenues, with
the most common range being 2.0% to 3.0%, With
the higher base fecs (3.0% and above). itis not
uncommon for a portion of the base fee to be sub-
ordinated to debt service andfor some owner's pri
arity whereby the operator receives a reduced
management fee if certain objeclives are not
achieved. Tncentive fees are now very deal-spe-
cific, as opposed to being based on 4 standard-
1zed formula. Commaoen stroctures include a
percentage of gross operating profit over a
defined amount (hurdle), usnally related to the
historic or budseted performance of the propearty.
Depending on the threshold, these fees ranze from
L0 10 25% of the defined amount, Moreover,
incentive fees are virtually always subordinate
ter debt service and, in many cases, also to an
owner's priority return. These amounts may be
influential indelermining the hurdle for the incen
live [ee to be earned. The strategy behind those
structures is 1o align the operator with the



OWRner's position by exposing the operator to a
similar level of risk as related to both the oper-
alion and the capital structure of the deal,

Termination Provisions. Termination provi-
sions set forth the circumstances in which a man-
agement conlract may be canceled, by either the
uwner or the operator. Termination provisions may
be generally divided into two categories: those
relatcd to the ownership of the hotel, and those
that are “for causc.” While there are many spe-
cifie terms that may influence termination “for
cause,” the most common are related to the per-
formance of the two parties in fulfilling their oblig-
ations under the contract.

Historieally, termination provisions in hotel
management contracts were exiremely limited and
were related to the financial health of the partics
to the contract. The maost conumon opportunity
for termination was the bankruptcy or other
financial breach by one of the partics. With respect
to termination upon the sale of the property, such
provisions, when included, usually addressed the
operator’s right to terminate the contract upon the
sale of the hotel; typically, the owner had no such
right. Some contracts also provided the vwner with
the right to terminate in the event that the oper-
ator did not perform to some standard, In some
instances, the stamndard was defined on the basis
of perfonmance as compared to operating history
or budget, orin terms of market share. However,
more often these clauses were ill-defined and dif-
ficult to enforce. One common clause was “fail-
ure to operate and maintain the hotel in a
firsi-class manner,” or some similar vague lan
guage, which could result in years of dispute.

In management contracts that arc currently
being negotiated, the lermination provision is otten
the most crucial clause. In many cases, the
owner has the right to terminate the contract upon
sale of the property, with minimal notice (30 10
60 days). This clause is of particular importance
to the owner in lerms of enhancing the salabil-
ity of the hotel by enabling another hotel oper-
ator 1o bid on the property. In the early 1990s,
many contracts (particularly those of the second-
tier companies) also provided the owner the right
te terminale with minimal notice, for no specific
cause (i.e., without the sale of the property). Today,
these latter provisions are tempered by buy-out
clauses, whereby the owner may lerminate the con-
tract on shert notice but must make a payment
t the management company—paenerally, (1,5 1o

three times the management fee paid during the
past 12 months.

Term ol the Contract. The term of the con-
tract refers to the time for which the contract will
be in force. Included in this calegory are renewals
of the initial term, which mav be at the owner's
ar operator’s behest.

Given the prevalence of lermination provisions,
the significance of the term of the contract has
been somewhat undermined. During the recent
past, some contracls were written with relatively
short terms, ranging from one to five years, with
no renewil provision. The majority of these were
shorter (one Lo two years): some were actually
month-to-month, This is in dramatic contrast to
the long terms of 10 to 30 years, with as many
as 50 years in renewal, that historically prevailed,

The current standard has shifted away from the
extreme short term, and now ranges from 3 to 10
years. Runewals are most commonly subject (o
negotiation within the year prior to the expiration
of the original term, These more extended terms
recopnize Lhe benefit of long-term, eonsistent man-
agement and are often scen as 4 way to “reward”
the managemaent company for good performance.
However, discussions with the parties o these con-
tracts indicate that the sale of the asset within the

or equal to the term of the contract, is seen as a
likely event, if not an owner's goal. Thus, the
imnportance of renewal terms is minimized in the
minds of the negatiating parties,

Other Contract Issucs. The following issues
are also subject to negotiation in hotel manage-
ment contracls, The ranges and standards set forth
represent the terms currently cruploved in today s
hotel management contracts:

B Financial reporting requirements. Monthly
statements should be provided within 10 to
15 days. Annual budgets should be prepared
for owner review and approval 60 davs in
advance,

B Operator independencel/owner conrrol.
Crwner should have right of approval of bud-
getand any expenditures exceeding a defined
arnount (510,000 1o $20,000 depending on
the size of the holel),

B Chwner versus operator as employer of per
sonnel. This issoe is penerally dictated by the
specilic circumstances of the owner, as well
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a% the structure of the management company.
Institutional owners (ypically require all
employees be the personnel of the operator.

8 Allocation of home office expense, The cur-
rent standards indicate a wide range of lees
charged under this heading, These charges typ-
ically include reservation fees, central mar-
keting expense, charges for frequent guest
programs, and possibly some accounting or
computer use fees. Reservation fees are most
often charged on a dollar-per-reservation
transaction, which can include both the mak-
ing of and the canceling of a reservation. These
charges range from 34.00 to $6.00 per reser-
vation. Central marketing fees typically range
from 2% to 3% of revenue, and may he sup-
plemented by the cost of participation in select
(voluntary} marketing programs. The cost of
frequent guest programs varies dramatically
depending on the nature of the program and
cannot be standardized. Similarly, the account-
ing and computer use fees vary from chain to
chain; the latter are usually relatively mini-
mal and depend on the sophistication of the
management company’s MIS systems,

B Reserve for replacemenr. This is one area
whare owners and operators are increasingly
in agreement, as both parties recognize the
necessity and importance of maintaining the
assel in marketable condition. Although
mast contracts now provide a reserve o
replacement equal to a minimum of 3% of
gross revenues, we have also seen 4% and
5% reserve with increasing frequency.

W Capital contributions by the aperator, In
today’s highly competitive market for man-
agement contracts, a number of operators now
assume an actual ownership position in the
hotel. Thus, capital contributions may be scen
as crucial to the successful attainment of a
manogement contract.

M Restricrive covenants concerning other
hotels and coatracts, This issue 15 most impaor-
tant in the case of first-lier management com
panies, and generally depends on Lhe
likelihood that multiple hotels with the

same brand will be located in a given mar-
ket area, Kestrictive covenants are still used,
bt the specific scope of the restriction is sub
jeel o negotiation based on market cir-
cumstances and the strength of the brand.

Conclusion

The inference that the hotel management conlracts
signed in the 1970s and the 1980s Mfavored the oper-
ator is a subjective one, and is made in the con-
text of the 1990s. During the earlicr period, the
prevailing standards, which are reflected in a
majority of those contracts, met the needs and cri-
teria of the owners, the operators, and the lenders.
Itis only in hindsight that the magnitude of the
imbalance appears clear. However, the conglu-
sion that these contracts were in some way, orin
large measure, responsible for the problems that
are now affecting the industry is both inappro-
priate and unfair. The problems of the industry
were the resull of 1 convergence of influences and
fuctors, of which management issues Tope-
sented only one.

A review of the management contracts being
negotiated today suggests that some of the same
general circumstances that prevailed during the
1280 persist but that the position of strength now
rests with the owners, BEqually, current contracts
may also be said to meet the perceived needs of
the industry as a whole in the conlext of the 1990%.
The question that remains, however, 15 whether
this circumstance will prove to be in the hesl inter-
est of the industry over the long term. Or is this
dcase of 4 reactionary trend, with the pendulum
swinging too far in the epposite dircetion, While
we will undoubtedly have to wait until the next
cycle of the industry for our hindsight to be 20120},
recognition of the fundamental lesson of the F980s
is warranicd: Any apreement founded largely on
the requirements of one of the two partics runs
the risk of ultimately satisfying neither. |
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