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Abstract--- The history of management contracts in the hotel industry has been well documented, but
the changing trends and alternative options have been less well covered. There is an evolution going on
which is slowly but surely changing the balance of risk in favor of the owner of a hotel, and putting a
greater onus on operators to ‘perform’ as custodians and managers of the investment. This paper
examines contract options and structures with hotel management companies and highlights some of the
trends and issues that have to be taken into consideration when choosing an operating partner.
Following the turmoil in the hospitality industry in the last two years, the activities have been renewed,
and developers in most sectors in both the United Kingdom and many other international and resort
markets are now showing renewed optimism and interest. At the same time, there are some new
companies that are prepared to make flexible and innovative agreements and to tailor the contracts
directly to the needs of owners, but who has not the same "muscle" as the main hotel groups until they

have brand presence.
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I. INTRODUCTION

The history of hotel management contracts has been well documented, but changing trends and alternatives have not
been well covered. There is a development that gradually but surely changes the risk balance in favor of a hotel owner
and places greater emphasis on operators as custodians and investment managers. Traditionally, anyone who wanted to
secure the services of one of the best management companies had to accept the standard contracts offered; however, this
is changing because of a number of factors. The fact that some major companies have not been immune against global
economic circumstances (see Le Meridien) and that an increasing number of smaller, growth-driven hotel companies
are looking for and are prepared to make their own brands more flexibles are among the factors which have caused this
sea change.

I.I.  For a management company the issues are normally as follows:

e How much do we in this place want / need a "flag"

e Isitgoing to add long-term value and share price to the group

e Who owns the project and have they the financial resources to help and execute it

o Do we have the channels of distribution and customer base for the hotel supply

e  What is the downside risk

e Can businesses be diluted as a result of this contract with other group hotels

o What is the risk (geographical, political, economic) associated with the location
I.Il.  For the owner the issues can be far wider:

e Can I work with and trust these people?
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e  Can the customers deliver?
e Were they long-term stars (as far as it can be assessed)?
e  Where are the activities going to support them and what will it cost me?
e Do hidden fees or costs exist?
e How well do you know the market, or do you need to learn at my cost?
e Ifthey do not, or if | want to sell the hotel, can | get rid of them?
o  Will they pay me a minimum amount for my debt service every year?
e Are they going to share in the pain?
Therefore, the key question when negotiating any management arrangement is the risk distribution, which the owner
must understand. Every project has no' correct' or' best' solution and the owners will consider other areas as targets

where they take risks and others where they do not take a different role and each owner will be willing to do so.

Il. LITERATURE SURVEY
IL.I.  The traditional management contract:

The owners develop and finance the hotel, the working capital and pre-opening costs and the financing of any
losses in the traditional management contract. The developer or management company offers "intellectual” capital;
they supply and operate the hotel on behalf of the owner, help it with sales and marketing and reservation and
marketing control systems, fidelity services and so forth, etc. the brand name and organizational management.

In general, the operator is paid a percentage of the highest level (3%), and GOP (typically 10%) is the gross
profit before the property charges, insurance of buildings, and the reserve set aside for replacing the furniture and
fittings, and equipment (FF&E). Typically the operator is paid a share of the high-line revenue. It should be
remembered that 100% of the risk rests with the owner and usually any employee — except perhaps the manager is
the owner's employee. Management agreements usually last for 20 years but many of the established hotel brands
seek much more time (35-50 years and renewals). The initial term of ten years is generally agreed by smaller and
emerging groups. An owner must note that the property is subject to such a management agreement which, if offered
for sale, would be limited to his appeal. It may decrease the open market value by up to 20%, but management
companies argue that they will offset additional revenue and profit against a hotel managed by an independent
operator. Management fees based on hotel profit and no turnover related base fees are regarded by some operators
alone. Typically, the GOP / adjusted gross operating benefit (AGOP) would amount to 16-20 percent.

Many industries do not consider this suitable except in certain exceptional circumstances, because the operator '
sweats' the company and may reduce maintenance etc to increase short-term profits and in turn their costs. The
operating risk is totally transferred to the operator in the "lease.”" After paying the rent, you manage the business as
your own. This provides the owner with a' guaranteed' revenue, but if the hotel does it well, it is not upside-down—
the owner has everything left with him. This gives the operator an' guaranteed' income. Leases are typically between
15 and 20 years old. In advance, operators try to fix the rent or index it to 70% of the retail price indice change.
Yields will be consistent with market norm and the negotiating hand's strength. The standards require a rent of
between 18 and 21% of stabilized annual revenues, and operators will consider covering a rent of between 120-140%
for projected profit. Some recent sales and leases show a rent of around 28% of the sales, but generally when the

operator runs the company for many years and knows the property and the market well.
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Capital cost yields may be between 6 and 9%, with variables being the operator's covenant strength and any
guarantees that may be given. Recent uncertainty on the markets has caused leases to lose their appeal to operators—
the loss of Dorint as a good example of an over-exposed enterprise to leases on its portfolio. Furthermore, US
corporations must consolidate full contingent liability of the rental balance sheet under US general accounting
principles, and therefore few US hotel companies conclude such an agreement.

ILII.  Operator equity:

Many companies will take part in or otherwise provide' soft' loans to an owning company's share capital to
enable venture funding. For example, in certain cases, operators may finance the operating capital and pre-opening
costs (in C=2-2.5 m) or even fund FF&E. The' equity’ provided by hotel companies is generally' cost' by being less
flexible in the terms of the management agreement and reflecting the investment hurdles needed in the fee structure.
In general, companies will provide 10-20 percent and perhaps up to 25 percent in certain strategic cities / locations.
Thus, while the developer may claim to be part of the risk of the enterprise, few will take any risk related to
construction costs and make a shareholding contribution at the end of every construction / development programme.
In the eyes of the owner, this is not ideal because equity is usually spent on any new hotel build project before debt.

The documentation then needs an additional layer due to the need for a shareholder agreement, and consideration
of exit mechanisms must be taken care of because the operator will wish to remain in the control of the hotel. Lastly,
the industry is seeing many fewer stand-alone hotels and more mixed-use hotels now constructed, in which the
quality of the hotel depends in part on the success of the rest of the construction. This will often be reflected in the
agreement that has taken place with operators seeking the protection of quality in neighboring commercial and
residential areas and pursuing more assurances that vacancy rates without some sort of penalty do not reach a
predefined amount.

I1.1Il. Turnover lease:

Some managing firms seek to remedy the balance of normal leases and compensate for some "risks" by offering
either a sales lease or a lease with a low fixed / warranty element and a variable profit. The level of risk obviously
depends on the extent to which the rentals are set and variable. In times when a hotel is doing well, owners can
benefit significantly but take risk in a downturn in the market. Care needs to be taken to closely identify rents to
maintain a stable and non-excessively optimistic project projection.

IL.IV. Operator stand-aside or subordination of fees:

In attempting to conclude an agreement and reach a common position on "risk," the majority of operators are
prepared, for the preferred return of a proprietor, to stand or defer the entire or part of their incentive fee (and, in
some cases, the incentive fee). Usually, this will be done at a cash level equivalent to the cash required for servicing
the debt on the property, with operators requiring the contract to set the maximum gear quantity, limit interest rate
and borrowing level, so as to effectively ring-fenced factors outside their control.

If an operator is excluded from a tax, he sometimes does so on the grounds that the unpaid payments are
converted into an interest-bearing subordinate loan to be reimbursed as a reward after future profit or in some
situations the prospect of converting into preference shares. In the experience of the author, while it benefits

financiers and offers some protection, the risk remains substantial. The owner remains.
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I1.V. Operator guarantees:

The increasingly popular scenario is where an operator offers a warranty, which provides a guarantee and
compensates for the loss if the accepted standards of performance are not met. This is usually again for debt service
rates and operators typically provide only' money' after the reward fee has been withdrawn as it was in the previous
section (as opposed to the equity return). In the riskier early years of the hotel, certain operators will guarantee the
establishment; others will see this as the risk of the hotel owner and typically provide a stability guarantee from three
to five years depending on the market.

Operators also attempt to limit the guarantee each year to a certain amount and to a capped total amount. This is a
much greater proportion of the risk to the owner, but a guarantee provider is much less flexible to offset the risk.

I1l. CONCLUSIONS

No two projects are the same and no requirements of two owners are the same. In view of this fact, the owners
should use their market knowledge to consider which hotel operators are most interested in this opportunity and in
general evaluate the broad terms offered by those operators. The' owner' should then identify the important issues for
them.

e How long do we want to take risk?

e How important is the operator's brand or name?

o Will the name of the operator add value to the sale of any residential item, for example?

o Isthis intended as a long-term investment, where a long-term agreement or a short-or medium-term investment is
necessary, or a five to seven-year exit??

e What is the guarantee or flexibility of the contract most important?

e What are the performance and termination provisions reasonable?

o Is the potential for future buying or selling to the investment market best suited for the operator?

The approach adopted by the author's company is to draw up a term sheet describing the key questions the owner
requires (of course there is no certainty that the company will get these), which is clearly laid down by disbursing
into the agreed "list." The company believes that the conditions should be fair to both sides, and an operator that
does well should be properly remunerated and have the opportunity to make a difference, whereas one who does not
only has to "sign up" the achievement in any way, but is in danger of termination of the contract.

The company deals with the control of the owner and discusses with the owner how much they really want or if it
feels it is appropriate for an asset manager to monitor and interface regularly. To order to obtain better terms, the
business also tries to encourage competition between operators and this needs a good approach to the industry and to
companies running hotels. The company considers that the owner must have adequate contractual checks and
authority, rights and penalties. These depend on the circumstances.

So what are some of the other problems finally? In some ways, a management contract is like any other relation.
It must be worked on, transparent, trust-based and communication between both sides on a regular basis. Colliers RH

recommends that the following be advised in contracts.
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Request a clause granting the owner the right to terminate if the operating company is changing ownership
(perhaps after a time to assess the change) or if the managing staff or area management staff is changing frequently.
The owner clearly does not have to end, but operators must realize that if management changes frequently this can
disturb the company and consequently, the company's performance could be reduced. Set reasonable performance
targets in line with either the agreed budgets, the capacity to provide debt or competition in the market if the
performance criteria have not been met. Consider the ultimate sanction for termination of repeated failure. Operators
should develop realistic performance criteria and include these in contracts as standard clauses. Usually, no operator
needs the termination indignation to endure. Nonetheless, the owner should be free to terminate except when the
operator starts operations of a competing hotel in a given region (and, thus, there are apparent conflicts of interest) or
when the asset is sold. In addition to the execution termination (lack of). In the latter case, for the contract
termination, it is customary for the operator to seek compensation and that should again be "reasonable.’

In the contract, it must be clearly stated that the provider may not accept payments other than as accepted in the
contract or as part of the annual budget process or offer any recharges to the company. Sometimes it is really hard to
determine whether some party projects are better off than others in some hotels. Find a clause by which the operator
will not be charged if the hotel is losing. Share the costs and the rewards. It has always seemed unfair to the owner to

bear all of the downside risk and to pay the operator for the loss of money.

REFERENCES

[1] J.B. Xuand A. Chan, “A conceptual framework of hotel experience and customer-based brand equity: Some
research questions and implications,” Int. J. Contemp. Hosp. Manag., 2010.

[2] B. Sohrabi, I. R. Vanani, K. Tahmasebipur, and S. Fazli, “An exploratory analysis of hotel selection factors: A
comprehensive survey of Tehran hotels,” Int. J. Hosp. Manag., 2012.

[3] M. Basti¢ and S. Goj¢i¢, “Measurement scale for eco-component of hotel service quality,” Int. J. Hosp.
Manag., 2012.

[4] E.S. W. Chan, “Gap analysis of green hotel marketing,” Int. J. Contemp. Hosp. Manag., 2013.

[5] I Taylan Dortyol, 1. Varinli, and O. Kitapci, “How do international tourists perceive hotel quality?,” Int. J.
Contemp. Hosp. Manag., 2014.

[6] E.Rauch, A. Damian, P. Holzner, and D. T. Matt, “Lean Hospitality-Application of Lean Management
Methods in the Hotel Sector,” in Procedia CIRP, 2016.

[7]1 J. Bill Xuand A. Chan, “A conceptual framework of hotel experience and customer-based brand equity,” Int. J.
Contemp. Hosp. Manag., 2010.

[8] H.Y. Wang and S. H. Wang, “Predicting mobile hotel reservation adoption: Insight from a perceived value
standpoint,” Int. J. Hosp. Manag., 2010.

[9] C.Y.HeoandS. S. Hyun, “Do luxury room amenities affect guests’ willingness to pay?,” Int. J. Hosp.
Manag., 2015.

[10] E. Mitreva, J. Sazdova, and H. Gjorshevski, “Management with the quality control system in the hotel industry
in Macedonia,” TEM J., vol. 7, no. 4, pp. 750-757, 2018.

[11] Z. Yuru, “Discussion on the Hotel Information Management System Experimental Teaching,” in
PROCEEDINGS OF THE 7TH EURO-ASIA CONFERENCE ON ENVIRONMENT AND CSR:
TOURISM, MICE, HOSPITALITY MANAGEMENT AND EDUCATION SESSION, PT 111, 2012, pp. 81—
85.

Received: 22 Sep 2019 | Revised: 13 Oct 2019 | Accepted: 15 Nov 2019 765



