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Whenever a developer creates a hotel and 
a lender finances one, management and 
branding usually define the product, pro-
viding a crucial ingredient for success. Hotel 
managers know that. So when they negotiate 
hotel management agreements, they seek as 
long a term as possible with as little exposure 
as possible to the risk of termination.

Many lenders who finance these projects 
would like to have the right to get rid of the 
manager if they ever need to foreclose and 
take over the hotel. In many cases, however, 
especially for higher-end hotels, the lender 
grudgingly agrees to accept and live with 
whatever termination rights the manage-
ment agreement gives the owner. So even if 
the lender were to foreclose on the hotel, the 
new owner of the hotel through foreclosure 
would have no greater ability to remove the 
manager than the hotel’s previous owner 
would have.

As a result, when the lender looks ahead 
to the possibility of taking back its collateral 
and then figuring out a graceful exit through 
a sale of the property, the lender must often 
accept the risk that the management con-
tract will travel with the hotel. Many lend-
ers often assume that this will reduce bids 
because likely purchasers will often want to 

reposition the hotel and install a new man-
ager. Rightly or wrongly, the lender and pos-
sible bidders may believe the manager and 
its brand were part of the reason the hotel 
went into foreclosure in the first place.

Against that backdrop, two 
questions arise: what termination 
rights will a typical hotel man-
agement agreement give a hotel 
owner—and hence, in many cases, 
the lender after foreclosure? And 
how useful might those termina-
tion rights be?

Assuming the hotel manager 
doesn’t violate the contract, steal 
money or do something else egre-
gious, many management con-
tracts force the owner or its lender to thread 
a needle in order to terminate the contract 
before its scheduled expiration date. More 
accurately, the owner or lender must thread 
four needles and those needles have very 
small eyes. So, who is it that prepares those 
needles for threading? At least half the time, 
it’s the manager.

For a hotel owner to have the right to 
prematurely terminate a manager, many 
management agreements require that the 
manager flunk two financial tests, two years 

in a row. Two times two is four.
The more straightforward of the two tests 

requires that the manager achieve some mea-
sure of profitability or performance equal to 
a high percentage—often as high as 95 per-

cent—of the average achieved by 
a group of competitive hotels, 
known as the “competitive set.” In 
other words, the manager doesn’t 
have to beat the market, but has 
to come near the average market 
performance.

The second test, far less objec-
tive, requires that the manager 
also come near the financial per-
formance projected in the hotel’s 
annual budget. But the manager 

prepares that budget. The hotel owner may 
have a nominal right to approve it, but if the 
owner and manager disagree, then an arbi-
trator sets the budget. For that reason, it 
doesn’t give the owner a lot of comfort.

Regardless of the budget, the manager 
can protect him- or herself from having two 
bad years in a row, just by timing the hotel’s 
expenses so as to alternate between profit-
able and unprofitable years.

Even if the manager somehow flunks the 
termination tests, the manager can tear up 

the test results if the hotel’s financial prob-
lems arose from force majeure, major con-
struction or renovations, or a number of 
other causes.

Although all of this may sound very care-
fully calibrated and fair and reasonable, it 
leaves the owner and lender with a manage-
ment contract that is nearly impossible to 
terminate, ultimately serving the manager’s 
goal. Even in the best (or worst) case, termi-
nation requires a multi-year campaign that 
starts with carefully policing the manager’s 
budget and then trying to apply the various 
tests in a straightforward and objective way. 
This all happens against the backdrop of a 
management contract that lets the manager 
control just about everything about the hotel 
and its finances.

In today’s world, hotel managers often 
have the upper hand in these negotiations. 
When the market changes, owners and lend-
ers should recognize that the elaborate ter-
mination procedures in many management 
agreements just don’t help very much and 
may justify some aggressive revisitation.
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“Work like there is somebody working 24 
hours a day to take it all away from you.”—
Mark Cuban

The fundamentals of hotels and hotel 
financing have been on a straight verti-
cal incline upward from the dol-
drums of 2009 until present 
day 2015. Generally speaking, 
American depositary receipts 
and occupancy have gone up 
annually, while cap rates have 
plunged since the financial cri-
sis. So a correction, or at least a 
pause, is inevitable. 

But how much and how long of 
a pause or correction are the big 
questions surrounding the mar-
ket. If one recalls those dark days just six 
years ago, consumers and businesses dras-
tically cut back on their travel plans, which 
hampered hotel fundamentals at the same 
time that hospitality finance was drying 
up. Few people believe that we will relive 
those dark days, but let’s look at where we 
are today.

The general economy aside, new sup-
ply is the wild card affecting the hotel mar-
ket. In New York City alone, the number of 

hotel rooms has increased from 93,254 in 
2009 to 112,940 in 2014, with another 27,273 
either under construction or about to break 
ground. Much of this growth has been 
fueled by the reversal of lenders who were 

skittish about funding hotel con-
struction loans from late 2008 
to 2011. With Libor remaining at 
record lows hovering below 1 per-
cent, a hotel construction loan at 
Libor plus 300-350 basis points 
(the off-the-shelf rate for such 
loans) was the elixir that develop-
ers needed to start new projects.  

But now those same lenders 
have become increasingly ner-
vous about all of the new supply 

and its effect on the overall market. After 
all, unlike a pre-leased office building or 
shopping center, there is no guarantee that 
one will open the doors and hotel guests 
will show up. This renewed reluctance from 
lenders to provide new construction loans 
comes at the same time that EB-5 funds—
the preferred cheap mezzanine financing 
for almost all hotel developers—could see a 
sharp decline as Congress talks about tight-
ening the parameters of EB-5 going forward.

As for the capital markets, the added layers 
of new debt and the volatility in the stock and 
bond markets are also causing angst among 
lenders in general. “The gyrations in the cap-
ital markets due to a slowdown in China and 
uncertainty over the timing of the increase in 
the federal funds rate created a lot of uncer-
tainty in the CMBS market during the month 
of August, as CMBS traders were adjusting 
quickly to a news cycle that was changing 
hourly,” explained Peter Berk, president of 
PMZ Realty Capital. Still, Mr. Berk remains 
confident about the state of the hotel and 
other commercial real estate markets, he said.

Hersha Hospitality Trust, which owns 52 
high-end hotels in New York and other gate-
way cities, reported comparable revenue 
per available room (RevPAR) growth of 5.8 
percent and earnings before interest, taxes, 
depreciation and amortization growth of 
15.7 percent in the second quarter of 2015. So 
while trouble may loom on the horizon, it 
certainly hasn’t been borne out in the num-
bers as of yet—at least for upscale urban 
products. As for the overall hotel market? 
Smith Travel Research recently reported 
that in year-over-year measurements for 
June 2015, overall industry occupancy 

increased by 2.6 percent to 73.7 percent, 
while the average daily rate was up 5 per-
cent to $121.24 and RevPAR was up 7.8 per-
cent to $89.33.

But those who follow the smart money 
know best, as I’ve often written. Blackstone 
Group’s recent announcement to buy Strategic 
Hotels for $6 billion tells us that one of the 
smartest people in the room believes the hos-
pitality industry still has room for growth.  

Substantial new supply? A reduction in 
EB-5 funding? China and the gyrating cap-
ital markets in the U.S.? For now, the hotel 
and hotel financing markets are shrugging 
it all off. The key likely lies with the over-
all economy. As we saw in 2001 post-9/11 
and in 2008 after the collapse of Lehman 
Brothers, the hotel market will always suf-
fer when consumers cut back on vaca-
tion spending and companies cut back on 
reserving blocks of rooms for conferences.

Those are the key indicators that a pause 
or correction is around the corner and that 
hotels are sailing into headwinds.  
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