TIPS FOR REFINANCING YOUR HOTEL 

Interest rates have never been as low as they are today and many hotel owners are considering refinancing the debt on their hotels. They should have a basic understanding of the loan underwriting process before making their decision regarding refinancing. Hotel operators should understand the underwriting process, as they may be asked by their owners to prepare supporting documents.

To understand the loan underwriting process one must have a general understanding of the lending industry.  Loans are the means by which lending institutions invest assets (i.e. principal) in anticipation of achieving a return on the assets (i.e. interest) along with the eventual return of the original investment (i.e. principal).  Minimizing the risks associated with a loan is paramount and a conservative loan structure is the ideal underwriting objective.  Conversely, lenders need to foster and expand relationships with borrowers, be competitive within the marketplace, and achieve loan origination goals.  The inherently opposing natures of loan originations and loan underwriting create a fine and often indistinct line.
Compared to commercial real estate loans for alternative real estate uses, hotel loans are typically structured more conservatively and are driven by the following: 

· Debt Service Coverage Ratio (DSCR). DSCR = Annual Cash Flow/Annual Debt Service. Lenders typically require a minimum 1.3X to 1.5X DSCR. 

· Loan-to-Value (LTV). LTV = Loan Amount/Market Value. Most lenders have a maximum LTV of 60 to 65 percent.

· Loan Guarantee(s). Personal guarantees are required by “recourse lenders”, which includes most commercial banks. Non-recourse lenders include conduit lenders and permanent financing institutions. Guarantees are often for 100 percent of the principal, 100 percent of the interest carry, and all costs of collection.

If the loan qualifies for financing and the borrower accepts proposed financing terms, then the next step includes review and analysis of the following: 

· Appraisal – a FIRREA-compliant appraisal ordered by the Bank.

· Environmental Assessment – a satisfactory “third party” environmental assessment.

· Borrowing Entity Structure – an understanding of the implications of the legal structure of the borrowing entity.

· Asset Type/Condition – a detailed inspection of the asset and a schedule of anticipated capital improvements over the term of the loan.

· Location – the lender’s assessment of the hotels locational advantages and disadvantages.

· Franchise Agreement – a review of the terms of the franchise agreement to ensure proper compliance.

· Management Agreement – a review of the terms of the management agreement to understand fees and the ability to terminate the agreement.

· Market Dynamics   - an understanding of the current and anticipated market conditions and its impact on the hotel asset.

We believe there will be a considerable influx of hotel transactions within the next 12 months. In addition to the aforementioned due diligence, acquisition financing requires consideration of the following:

· Borrower’s planned changes in management and franchise subsequent to acquisition – how will they affect cash flow?  Is the Borrower experienced in implementing the proposed changes?

· Satisfactory review of the purchase and sale agreement.  A lender is primarily concerned with the sales price and loan-to-acquisition price (LTAP).  Any substantial difference between the appraised value and acquisition price will need to be explained and rationalized particularly as it relates to LTV.  Most lenders will lend the lesser of the maximum LTV percentage or the same percentage applied against the acquisition price.

· Verification of Cash Equity – the Borrower must demonstrate financial strength and the ability to complete the acquisition based upon the equity required to close.  Lenders must understand the source of the equity.

Hotel loans can be complex.  The process of underwriting the loan for and presenting it to an official loan committee typically takes between 45 and 60 days.  The actual loan approval process can vary significantly between institutions. However, the more the hotel owner and operator knows about the underwriting process, and the more prepared he/she is to respond, the easier it will be to successfully work through the refinancing process.

Rachel J. Roginsky (rroginsky@pinnacle-advisory.com), a member of the International Society of Hospitality Consultants (ishc.com), is the Principal of Pinnacle Advisory Group in the Boston, MA office. Additional information on this topic can be found in Hotel Investments – Issues and Perspective (third edition).
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