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Predicting Financial Sources for the Lodging Industry

Abstract

Given the various changes that have occurred in the financing of the lodging industry, investors and
developers interested in the industry are concerned about future sources of capital and the terms at which
they will be available. This article presents results of a Delphi study which illustrates the extent to which
individual financial institutions are expected to provide capital to the lodging industry and looks at terms and
criteria used to make loans.
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Predicting financial sources
for the lodging industry

Given the various changes that have
occurred in the financing of the lodging
industry, investors and developers interest-
ed in the industry are concerned about
future sources of capital and the terms at
which they wifl be available. This article pre-
sents results of a Delphi study which ilius-
trate the extent to which individual financial
institutions are expected fo provide capital to
the lodging industry, and looks at terms and
criteria used to make loans.

he last quarter of the 20th

I century saw profound
changes in the way the
lodging industry was financed.
During certain periods, capital
has been readily available, while
during other periods the industry
has suffered from a dearth of cap-
ital. In the 1980s, for example,
excess capital availability resulted
m a period of overbuilding,' where-
as the early 1990s were character-
ized by a financing drought.
Similarly, in different periods, dif-
ferent types of hotel products were
favored by funding sources. For
example, highway motels were

by A. J. Singh

favored in the 1960s, while the
present focus is on financing full-
service hotels.?

Various financial institutions
have played significant roles in
financing the lodging industry dur-
ing each of these periods. Until the
mid 1960s, commercial banks, life
insurance companies, and credit
companties provided the majority of
lodging industry mortgages. During
the late 1960s and 1970s, much of
the growth in the lodging industry
was financed by Real Estate
Investment Trusts (REITs). As a
result of deregulation in the early
1980s, the savings and loan indus-
try began making commercial
loans to hotel companies.

As a result of losses they
incurred in the 1980s, many of the
traditional lenders such as com-
mercial banks and life insurance
companies withdrew from financ-
ing the hotel industry. To fill the
void, investment banks sold
“financially engineered” deriva-
tive products such as commercial
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mortgage-backed securities to
raise capital for the industry.
Although traditional lenders have
resurned making loans to the lodg-
ing industry on a significant scale,
the environment of financing has
been revolutionized because of
access to public capital markets
through the use of securitization
to finance the industry.

The financial services indus-
try itself is currently undergoing
various changes in its competitive
and regulatory environment,
which will have an impact on its
future role as a supplier of capital
to the lodging industry. The pri-
mary changes relate to their abil-
ity to sell financial products.
Firewall regulations, which pre-
vent different financial institu-
tions from entering each other’s
businesses, such as the Glass-
Steagall Act of 1933, are in the
process of being dismantled. If dif-
ferent types of financial institu-
tions are not restricied to selling
certain specific financial products,
the increased competition among
them may ultimately increase the
availability of capital for the lodg-
ing industry.

Predictions are problem

Given the various changes
that have occurred in the finane-
ing of the lodging industry,
investors and developers interest-
ed in the industry are concerned
about future sources of capital and
the terms at which it will be avail-
able. Research questions that are
the focus of this investigation for
2000 and 2005 are as follows:

* What financial institutions
will be sources of equity cap-
ital for lodging real estate?

* What financial institutions
will be sources of capital for
lodging stocks?

» What financial institutions
will be sources of capital for
direct loans for lodging con-
struction or acquisition?

¢ What financial institutions
will be purchasers of debt

securities as a source of cap-
ital to the lodging industry?

* What will be the debt service
coverage ratios for direct
single hotel mortgages?

¢ What will be the loan-to-
value ratios for direct, single
hotel mortgages?

* What will be the loan terms for
direct, single hotel mortgages?

» What will be the amortiza-
tion period for direct, single
hotel mortgages?

* What will be the interest
rates for direct, single hotel
mortgages?

* What will be the loan size for
direct, single hotel mortgages?

Taken together, the answers to
these questions will provide a bet-
ter understanding of the future
role of financial institutions as
sources of financing to the lodging
industry, the cost of capital, and
the terms under which debt capi-
tal will be available to the indus-
try in the future.
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The research method used to
make these predictions on each of
the research questions listed
above was the Delphi Technique,
“a method used to systematically
combine expert knowledge and
opinion to arrive at an informed
group consensus about the likely
occurrence of future events.”™ The
expert panel consisted of 39 indus-
try experts (see Table 1).

Future issues explored

The study subjected the panel
to successive rounds of questions
related to specific issues about the
future, such as questions pertain-
ing to financing of the lodging
industry. At the end of each round
the panelists were provided feed-
back from the other participants
and had an opportunity to change
their previous predictions. This

continued until the panel reached
a consensus.

The capital provided to the
lodging industry can be catego-
rized as “equity or debt.” Equity
capital includes either direct
investment in lodging real
estate or investment in the lodg-
ing industry by investment in
lodging stocks. Debt capital
includes direct mortgage loans,
or the purchase of debt securi-
ties, such as commercial mort-
gage backed securities (CMBS).
The panel's responses were
summarized using two statis-
tics: the median (MD) and the
inter-quartile range (IQR). The
median is the midpoint of the
distribution of the panel’s
responses; the inter-quartile
range is the middle 50 percent of
their responses and is indicative

Table 1
Profile of institutions and organizations
represented on Delphi panel

Category

Academic institution
Consulting company
Mortgage banker
Real estate broker
Acquisition fund
REIT

Conduit

Investment bank
Money center bank
Finance company
Life insurance company
Investment advisor

Lodging and financial research

Management company
Franchisor

Ledging chain

Total

Participants

glmr-tmm.:.mcommwmwm.—-mw
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of the degree of consensus among
the Delphi panelists.

The experts predicted that in
2000 and 2005, pension funds and
life insurance companies are pre-
dicted to be the two top equity
investors in lodging real estate.
The median percentages reported
were 40 percent and 20 percent,
respectively, for both prediction
periods. Investment companies
(mutual funds), investment banks,
and conduits rounded out the top
five equity investors.

Investors are varied
Investment companies and
pension funds were predicted to be
the top two investors in lodging
stocks. In the year 2000, invest-
ment companies and pension funds
were expected to each have 30 per-
cent of these stocks. In 2005, pen-
sion funds are expected to reduce
their investment percentage to 25
percent; however, the degree of
consensus among panelists was
weak (IQR 2040 percent). Life
insurance companies and invest-
ment banks follow, with 20 per-

cent and 10 percent, respectively,
in 2000. In 2005, they are both
expected to increase their invest-
ments in lodging stocks, to 24 per-
cent and 15 percent, respectively.

Commercial banks and life
insurance companies will be the
primary financial institutions pro-
viding such loans in the years
2000 and 2005. Commercial
banks were predicted to have 40
percent of the total market in 2000
and 2005, and life insurance com-
panies, 20 percent in 2000 and 16
percent in 2005. Conduits and
investment banks were predicted
to have a 10 percent share in 2000
and 2005. Thrifts, finance compa-
nies, and pension funds are
expected to have 5 percent of the
market in both years.

Financial institutions provide
capital to the lodging industry
indirectly by purchasing debt
securities such as commercial
mortgage-backed securities. The
primary purchasers of debt secu-
rities in 2000 and 2005 will be life
insurance companies and invest-
ment companies, each at 20 per-

Table 2
Relative share of equity capital investment
in lodging stocks by financial institutions

Median
Institution Year 2000
Investment company 30.0%
{mutual fund)
Pension fund 30.0
[ife insurance company 20.0
Investment bank 10.0
Commercial bank 5.0
Conduit 2.0
Finance company 2.0
Thrift institution 1.0
32

IQR Median QR
Year 2000 Year 2005 Year 2005
25.0-30.0% 30.0% 30.0-35.0%

28.0-35.0 25,0 20.0-40.0

18.0-20.0 240 20.0-30.0

10.0-15.0 15.0 10.0-15.0
4.0-5.0 4.0 2.0-4.0
1.0-29 2.0 1525
2020 20 2.0-2.0
1.0-1.0 1.0 1.0-1.0
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Table 3
Relative share of direct mortgage loans provided
by financial institutions for lodging acquisition

Median
Institution Year 2000
Commercial bank 40.0%
Life insurance company 20.0
Conduit 10.0
Investment bank 10.0
Thrift institution 5.0
Finance company 5.0
Pension fund 5.0
Investment company 1.5
(mutual fund)

cent for both years. Pension funds
and commercial banks follow in
third and fourth place, at 16 and
15 percent of the total share in
2000, 14 and 15 percent in 2005.
The panel thought that invest-
ment banks and conduits will
each command about 10 percent
of the market for both prediction
periods. Finance companies and
thrifts are not considered to be
major providers of capital via debt
securities,

Mutual funds increase role
From the predictions made by
the panelists it is clear that pen-
sion funds and life insurance com-
panies are expected to be the
major sources of direct-equity cap-
ital for lodging real estate in the
future. On the other hand, invest-
ment companies, pension funds,
and life insurance companies are
predicted to be the largest pur-
chasers of lodging company stock.
A surprising prediction was the
increased role of mutual funds in

QR Median IQR
Year 2000 Year 2005 Year 2005
35.0-40.0% 40.0% 30.0-40.0%

15.0-20.0 16.0 15.0-20.0

10.0-15.0 10.0 10.0-15.0

10.0-13.0 10.0 8.0-15.0
5.0-5.0 50 4.0-5.0
5.0-6.0 5.0 5.0-6.0
5.0-5.0 5.0 5.0-5.0
1.0-2.0 2.0 2.0-2.0

direct-equity lodging real estate
investment. While investment
companies have been purchasers
of lodging industry stock in the
past, their involvement in direct-
equity investment has been limited.
On the debt side, commercial
banks were expected to remain
the dominant source of mortgage
capital for both prediction periods,
followed by life insurance compa-
nies. Life insurance companies
were expected to reduce their
share of mortgage debt in 2005;
apparently, this loss was offset by
an increase in their role as equity
providers in 2005. The role of con-
duits and investment banks is
predicted to remain constant at 10
percent in both 2000 and 2005.
The panel was very positive
about the role of life insurance
companies, investment compa-
nies, commercial banks, and pen-
sion funds as purchasers of debt
securities in the future. These four
institutions are expected to con-
trol approximately 70 percent of

Singh

33

FIU Hospitality Review, Volume 18, Number 1, 2000
Contents © 2000 by FIU Hospitality Review The reproduction of any artwork, editorial or
other material is expressly prohib~tedw ithout written permission fmm the publisher.



the debt securities in both of the
prediction periods. While in the
past commercial banks partici-
pated in the debt market mainly
through the provision of mortgage
capital, they are expected to play
an increasing role as purchasers of
debt securities.

Coverage ratios vary little
Table 4 presents the predic-
tions of the panel on the debt-ser-
vice coverage ratios for direct,
single-hotel loans by financial
institutions. The Delphi experts
were asked to predict debt-service
coverage ratios for direct, single-
hotel mortgages. Their median
responses do not exhibit much
variation across the financial
institutions. In the year 2000, the
highest coverage ratios were for
life insurance companies, money-
center banks, and community
banks (at 1.40); the lowest cover-
age ratios were for thrift institu-
tions, finance companies, and
investment banks (at 1.30). Medi-
an responses for regional banks

and pension funds in the year
2000 were at 1.35. For 2005, the
median responses for all financial
institutions were 1.40.

The experts’ predictions on
LTV ratios for direct, single-hotel
mortgages were very consistent
across all financial institutions. In
2000, all lenders were predicted to
have LTV ratios of 75 percent; in
2005, with the exception of thrift
institutions, pension funds, and
investment banks (whose LTV
ratios remained at 75), the LTV
ratios of all lenders were predict-
ed to fall to 70 percent.

The median response of the
experts was that pension funds
and life insurance companies will
have loan terms of 20 years and 15
years, respectively, in the year
2000. In 2005, terms will be 15
years for both Institutions.
Regional banks are ranked third,
with 12-year loan terms in both
years. Community banks, money-
center banks, thrifts, conduits,
and investment banks all will
have loan terms of 10 years in both

Table 4
Debt-service coverage ratios
for direct, singie-hotel mortgages

Median

Institution Year 2000
Life insurance company 1.40
Conduit 1.40
Money-center bank 1.40
Community bank 1.40
Regional bank 1.35
Pension fund 1.35
Thrift institution 1.30
Finance company 1.30
Investment bank 130
34

IQR Median QR
Year 2000 Year 2005 Year 2005
1.35-1.40 1.40 1.40-1.40
1.40-1.40 140 1.40-1.45
1.30-1.40 140 1.40-1.40
1.35-1.40 1.40 1.40-1.40
1.35-1.40 1.40 1.40-1.40
1.30-1.40 1.40 1.40-1.40
1.30-1.40 140 1.35-1.40
1.30-1.40 1.40 1.35-1.40
1.30-1.32 140 1.30-1.40
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Table 5
Interest rates for direct, single-hotel mortgages

Median

Institution Year 2000
Community bank 8.50
Money-center bank 8.60
Pension fund 8.60
Life insurance company 8.60
Regional bank 8.75
Conduit 8.85
Thrift institution 9.0
Investment bank 9.0
Finance company 9.25

years, according to the experts.
Finally, finance companies loan
terms are predicted to be seven
years in both 2000 and 2005.

According to the experts, the
amortization period will vary nar-
rowly (between 20 and 25 years)
among all the financial institu-
tions for both prediction periods.

Table 5 presents the panel’s
predictions on interest rates
charged for direct single-hotel
mortgages. The interest-rate pre-
diction by the panel does not fore-
see much difference in interest
rates among financial institu-
tions. In the years 2000 and 2005,
rates vary narrowly between 8.5
percent and 9 percent.

Life insurance companies and
investment banks are predicted to
make the largest direct, single-
hotel mortgages in the years 2000
and 2005; their maximum loan-
size IQR ranges from $75 to $100
million. Pension funds follow, with
a loan-size TQR of $45 to $100 mil-
lion. Money-center banks are pre-

IQR Median IQR
Year 2000 Year 2005 Year 2005
8.20-9.0 9.0 9.0-9.0
8.50-9.0 8.50 8.25-9.0
8.20-8.80 8.50 8.309.0

8.20-8.80 8.50

8.50-9.0 8.80 8.759.25
8.80-9.0 9.0 8.9-9.0
9.0-9.0 9.0 9.0-9.20
9.6-9.0 9.0 9.0-9.35
9.09.5 9.0 9.09.5

dicted to have loan-size IQRs of
$50 to $60 million. These four
large lenders are predicted to
make minimum loans of between
$5 and $10 million for both pre-
diction periods.

Regional banks and conduits
could be considered intermediate
lenders according to the size of
their loans, which ranged from
$15 to $17.5 million in 2000; loans
by conduits are predicted to
increase slightly to $18 million in
2005. Finance companies could
also be considered intermediate
lenders; they are predicted to
make maximum loans of $20 mil-
lion in 2000 and $22.5 million in
2005. The minimurn loan size for
the intermediate lenders is
expected to be between $2 and $4
million.

Finally, thrifis and community
banks (small lenders) are predict-
ed to have maximum loans of $10
million and minimum loans of
$1.5 million and $2 million,
respectively.
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The structure of a loan made
by a lender is a function of six
interrelated elements (criteria
and terms). These include the
debt-coverage ratio, loan-to-value
ratio, loan term, amortization
period, interest rate, and size of
loan. The overall economic envi-
ronment, the Federal Reserve’s
monetary policy, the regulatory
environment of financial institu-
tions, and the performance of the
industry or company to which the
loan is being made generally affect
these lending criteria and terms.
These lending terms and criteria
determine the ability of hotel bor-
rowers to access capital.

When conditions are favor-
able, more borrowers will be able
to access loans; when conditions
are stringent, the reverse is true.
In the early 1980s, lending terms
and criterta were relaxed and
favored borrowers, which resulted
in an oversupply of "undisci-
plined” capital to the lodging
mdustry, which led to overbuild-
ing. Because of the overbuilding in
the lodging industry and other
commercial real estate sectors,
lending terms and criteria were
tightened from 1990-1993, which
resulted in a scarcity of capital for
the lodging industry. From 1994 to
1998, lending terms improved,
and once again the lodging indus-
try had ready access to capital.

Based on the predictions of the
Delphi panel, the overall lending
terms and criteria for the two pre-
diction periods will remain favor-
able. Debt-coverage ratios, which
provide the lender with a cushion

36

against a reduction in the proper-
ty’s income stream, were predicted
at about 1.40;* this is approximate-
Iy the same as the current period’s
debt-coverage ratio. In the early
1990s, when lending criteria were
stringent, the debt-coverage ratio
was as high as 1.70. Similarly,
loan-to-value ratios® were predict-
ed at 75 percent in 2000; most
financial institutions were expect-
ed to reduce this to 70 percent in
20056. To put this in perspective,
loan-to-value ratios in 1997-1998
have been in the 75 to 80 percent
range. Therefore, the panel’s pre-
diction for 2000 is a continuation
of this liberal trend. However, the
panelists were more conservative
for 2005, when they predict that
lenders will demand more equity
in proportion to debi. It is impor-
tant to note that there is a direct
relationship between the debt-cov-
erage ratio and loan-to-value
ratios and the amount of debt cap-
ital flowing to the lodging indus-
try. The Delphi panel’s predicted
loan-to-value ratio and debt-cover-
age ratios are indicative of an opti-
mistic scenario in terms of debt
availability in the predicted years.

Rates vary little

It is interesting to note that
there is not much variation among
the financial institutions with
regard to interest rates in the pre-
dicted periods. This may be indica-
tive of two factors: the continued
increase in competition among
financial institutions, and the
merging of different types of finan-
cial institutions into single, larger
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entities, resulting in multiple
sources for their capital base.® In
keeping with its predictions for
other lending terms, the panel’s
interest-rate predictions of 8.0 to
9.25 percent are optimistic. Inter-
est rates, based upon a financing
survey by HMBA and Lodging
Hospitality, were in the 8.0 to 9.0
percent range as of April 1998."
In the short term, the panel’s
predictions on terms are still favor-
able at 15 to 20 years for permanent
lenders such as life insurance com-
panies and pension funds, and 10
years for construction lenders such
as commercial banks. In compan-
son, at the height of the building
boom in the early and mid-1980s,
many loans were made with 5- to
10-year terms, because lenders
were afraid of looming inflation.®
Judging by their predictions about
interest rates, it appears that the
panelists are quite optimistic about
long-term inflation prospects and
do not foresee a major reduction of
loan terms in the future.
Changes in the minimum loan
sizes that financial institutions
are willing to make in the future
are clear indications of the com-
petitive landscape that is expected
to prevail in the future for finan-
cial institutions. The overall dif-
ferences between the minimum-
loan size of large lenders (pension
funds, investment banks, life
insurance companies, money-cen-
ter banks), intermediate lenders
(regional banks, finance compa-
nies}, and small lenders (commu-
nity banks, thrifts) have been
progressively narrowing. Based

on the panel’s predictions, thrifts
(small lenders) will make mini-
mum loans of about $1 million, but
finance companies (intermediate
lenders) will also compete in this
market by making minimum
loans of $1 million as well. Large
lenders are also expected to drop
their threshold; the panel’s pre-
dicted IQR for minimum loans for
large lenders ranged from $5 to
$10 million.
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