When Good Hotel Loans Go Bad
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Over the past few years the hospitality industry has enjoyed an unprecedented run of good fortune. However, what you did during the good times will dictate how, and if, you survive the downturn. The recession is upon us, Revpar is falling hard, and there is not anticipated to be any good news until well into 2010.

Various loan-tracking services monitor the health of hotel loans. As an example, of the approximately 3,200 hotel loans that are part of the CMBS market, almost 500 are on a watch list. That means they are facing some level of financial distress. This does not include loans made by conventional banks and held by that institution, or loans made by Life Companies or Mezzanine lenders. In total, we believe that upward of 800+ hotels face some level of financial distress in 2009. This may take the form of maturity defaults, where a loan is coming due, but the current debt market is not available to refinance the asset. Or it may take the form of a technical default, where certain criteria, such as a minimum Debt Coverage Ratio, are not being met. It also includes those assets that are in default and are not able to cover any, or a part, of their loan payments.

Not all defaults have to end badly for the owner. As with past cycles where hotel owners were facing defaults, there are always options outside of losing your asset to your lender. If you are current, or exhibiting good faith via making partial payments, or engaging in honest communication with your lender, there exists the possibility to extend the loan term, or restructure the note so as to ride out the economic storm that is upon us.

In the alternative, if your lender is still carrying your loan on their balance sheet, i.e., they have not sold off the note into a bond pool. They may wish to sell the note at a discount to get it off their books. This presents an opportunity for a borrower, as you may be able to refinance them out of the loan and get up to a 20 to 30 percent discount off the face value of the note.

If you are in monetary default you may wish to cooperate with your lender to affect a Debtor in Possession sale. This helps to preserve the value of an asset in lieu of a foreclosure. The advantage to the borrower is the possibility of getting off personal guarantees on a loan, if so negotiated. 

In the face of a maturity or other default, you may elect to sell, if the asset is leveraged at a level that cannot be refinanced in today’s market, but be aware that hotel values have fallen 20 to 30 percent off the peak values of 2006/2007.

Finally, if an honest assessment of the situation shows no reasonable solution that would preserve investor equity it might be best to throw in the towel, with the keys to the property inside, and focus on your good assets.
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