ASSET MANAGEMENT TEXTBOOK NOTES 

Hotels are much like other real estate investments
· capital intensive
· immovable
· subject to external forces
Different because
· labor intensive
· no certainty of cash flows

Investors historically demand higher levels of returns (cap rate) and exceeds all other real estate investments. 

 BUSINESS CYCLE

EXPANSION
MATURITY/CONTRACTION
RECESSION
RECOVERY

Most significant trend has been separation of ownership and operating functions. 
Asset Managers need to understand the evolution of hotel ownership. Alignment of interests be created in 3 principal areas:
1) INVESTMENT HORIZON
Expected holding period that owner anticipates retaining the asset for his portfolio. (eventually sell) typically 5 – 10 years. Short term owner will fix something whereas long term owner would replace it. 
2) FINANCIAL RETURN OBJECTIVES
Employing various levels of debt into their capital structures. 
Ex. 
Acquire asset with 12% expected yield
Capitalize acquisition with 60% in debt @ 7% interest rate
Equity of 40% 
[100% x 12% = (60% x 7%) + (40% x 19.5%0]  = SOMEWHAT RISKY
with 40% of equity that is a lot of risk, would not see significant portion of profits until the property was sold.
Ex.
Acquire asset with 10.25% expected yield
Capitalize venture with 80% debt @ 8% interest rate
[100% x 10.25% = (80% x 8%) + (20% x 19.25%)] = LESS RISKY
using less equity of 20% less risky and more equity for future deals. However using annual cash flows towards paying debt service. 
Ex. 
Acquire asset with 9% expected yield
Capitalize the venture with 95% debt @ 8.5% interest rate
[100% x 9% = (95% x 8.5%) + (5% x 18.5%)] = UNREALISTIC
3) TOLERANCE FOR RISK
Owners tolerance for investment risk. The higher the return on investment seek the higher investment risk incurred. 

Increased Risk:
· abundance of available land
· low land costs
· low construction costs
· difficulty in quantifying demand
· sales price above replacement cost
· location in suburban/rural market

Decreased Risk:
· high land costs
· scare land available
· restrictive zoning
· high construction costs
· urban market
· sales price below replacement cost
· new construction

RISK FREE (3% return on investment)
LOW RISK (10-11% return on investment)
MODERATE LEVEL OF RISK ( 17-18% return on investment)
HIGH LEVEL OF RISK (+ 25% return on investment)

Asset Management Companies 
1) Private Ownership Groups – wealthy individuals, sovereign funds, property development firms, ownership of hotels is incidental to primary business function.
2) Institutional Owners – pension funds, life insurers, banks, publicly traded companies
3) Independent Owners – third party asset managers hired by private investors or institutional owners. 
95% asset managers have at least bachelors degree. Most started in real estate development or consulting. Direct experience with hotel operations key. 


ASSET MANAGEMENT CYCLE

DETERMINING OWNERSHIP OBJECTIVES
Establish level of involvement ownership wishes to have. Understand ownerships expectations for communication and reporting format and frequency. Involvement begins in the acquisition due diligence process. 


Owners who buy and hold 
Ex. Saudi investor for underperforming assets “bottom fishing approach” waits until something sinks in value (underperforming value) sees potential, unlocking asset value how to make it better 

Others
Improve the asset and flip it for profit


ACQUIRING AND ABSORBING THE ASSET
Owners objectives and tolerance for risk will be clear. Enormous amounts of information are produced during the acquisition process. Once asset is acquired asset manager must understand the operation in great detail. Strength of management team, capital needs and costs.

UNLOCKING VALUE AND MONITORING OPERATING PERFORMANCE
Unlocking value and monitoring performance may be repeated over span of months, years. Asset manager must implement goals/objectives of ownership. Staffing levels, closing under performing outlets, replace executive committee members monitoring competitive supply of hotels. Regular scheduled meetings with executive committee to review operating results. 

Evaluating market conditions
Benchmark to others
Review budgets
Monitor how operate

DISPOSING OF THE ASSET
Advising ownership on the appropriate time to consider a sale based on the owners objectives. Window of opportunity where asset value is likely to be optimized. 

Asset Manager

Monitor Owners Investment
ROI
Capex requirements
Investment Objectives
Holding/Exi Strategy

Monitor Hotel Operator
Operating Costs
Competitor Analysis (benchmark)
Free cash flows
Brand Value
Mystery Shopping


ELEMENTS OF AN ASSET MANAGEMENT PLAN

· Summary of Key Product Facts
· Executive Summary 
· SWOT Analysis
· Plans and actions
· Exit strategy 
· Key data summary 

Why is Valuation Needed?
Mortgage financing - LTV – loan to value (whats the portion of the asset we can afford to pay for)
Estate settlement – high networth individual, would have a will, makes arrangements what would happen with assets and needs to be settled to inheritents (argument of value)
Insurance – against fire, earthquake, whats the value of the asset 
Taxes – municipal authorities, assesment for tax purposes
Acquisition/Disposition – sell or buy, how much do you pay for it
Internal management purposes – budget, 
Public company reporting – list your assets, dollar value 

Areas of Analysis
· Physical condition - Buildings condition, renovations, restoration that’s a huge consideration or in mint condition
· Title search - Any leans or any taxes owing, wrongly built fence on property line, CLEAR the title – this is ok there is no lean, no lawsuits, no claims on the property, want to verify.
· Hospitality market overview – is it a solid market, future demand, anything happened (50s major hotel player was holiday inn, location – railway to roads to airplanes) ex. Atlantic city
· Municipal data – how tall a building can be, heritage building, restrictions, historical significance, 
· Barriers to entry – how difficult it is to get a property on that corner, 
· Unique attributes – ex. King eddy, historic piece, nobody can deny. Reputation to be landmark hotel

Approaches to HOTEL VALUATION (3) most important 

1) DIRECT COMPARISON APPROACH
2) COST APPROACH
3) INCOME APPROACH




NOI / SALES VALUE = CAP RATE
What does the cap rate tell you – based on the initial investment, you are making 10% on top of that initial investment

If I buy hotel for 1 million dollar I get 10% back every year. (10 is the multiple – can be 10 years)

Snapshot – a moment in time. Doesn’t guarantee. 
Have to go into business with mindset that everything is constantly in motion, high, low, 
T12 – trailing 12 months (last feb to this feb – roll back 12 months, most recent)
Existing Year 1 (last year that ended dec 31) fiscal year

Common Units of Measurement
· Per Available Room
· Per Occupied Room
· Per Seat
· Per Buildable Square Foot
· Per Acre

Hotel Investment Criteria
What is the cost of money – interest rate.  (cost of financing)
Return on equity – ROA vs ROE [you actually own] can be different. 
Upside potential – cuba – lucrative, 
Downside risk – cuba – risking politics

Why Build/Buy a Hotel?
Cheaper to build than buy (acquisition prices are above replacement costs)
Upcaptured demand – look at market data
Diversification – different asset classes in portfolio, commercial real estate, hotels, 
Ego - trump

Three Approaches
1) COST APPROACH (only if it’s a NEW property)
Seldom appropriate.
Provides a reliable estimate in the case of new properties only.
Economic factors; income, ROI not factored in.
(The market value is estimated by calculating the current cost of replacing the hotel (land+construction) subtracting appropriate amount for depreciation.)

2) SALES COMPARISON APPROACH
Investors interested in this kind of information but not frequently used.
How much would a similar hotel be sold for recently. 
300 room budget hotel what would a similar hotel be going for sold in last while
Reference point
Difficult to find sales data, outdated, don’t know why they bargained or negotiated for-details we don’t know, seldom you find something comparable, lack of financial terms(over 5 years in instalments how did they settle on it) motivations of who sold it who bought it why 
Market value is the most probable price, as of a specified date for which a specific property would sell after reasonable exposure in a competitive market under all conditions requisite to fair sale.

3) INCOME CAPITALIZATION APPROACH
The present worth of future benefits
Appropriate when the local market is not expected to change
Offers persuasive and supportable conclusions when valuing a lodging facility.

	
	 Annual Net Income
	Sale Price
	Market Derived Cap Rate

	Sale #1
	$3,350,000
	$34,000,000
	9.85%

	Sale #2
	$4,600,000
	$50,000,000
	9.20%

	Sale #3
	$4,300,000
	$46,000,000
	9.35%



Cap rate = Income  Sale Price
Cap rate serves as a measure of risk.

	
	Net Operating Income (NOI)
	Market Cap-Rate (CAP) 
	Total Value

	Hotel One
	$2,150,598 
	10.0%
	$21,505,980

	Hotel Two
	$2,150,598
	9.0%
	$23,895,533

	Hotel Three
	$2,150,598
	8.5%
	$25,301,153



Value (sales price)  =  NOI  /  CAP



Typically 50 – 70% of value is funded by debt.

Why do investors sell?
· offer you cant refuse
· moving on
· timing of the cycle
· flipping
· [bookmark: _GoBack]stress
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