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124.01 THE IMPACT OF FIRREA

The 1990s brought about significant change in the hotel appraisal and consulting industry.
During the 1980s, the deregulation of savings and loans led many uninformed lenders to
finance commercialreal estate projects, including hotels, that were not economically viable.
Other commercial lenders followed suit, and the commercial real estate markets became
greatly overbuilt. The resultant demise of numerous savings and loans and commercial
banksled to the passing of the Financial Institutions Reformand Recovery Enforcement Act
(FIRREA), which went into effect in August. 1990. The bill called for stricter regulation of
lenders, which in turn helped lead to the capital crunch for commercial real estate from mid-
1990 through 1993.

Prior to the enactment of FIRREA, hotel developers interested in obtaining
mortgage financing used the following procedure. First they would bring their proposal to
a lender, whose usual response was to request that the developer have a feasibility study
prepared by one of the major accounting firms with an active hotel accounting practice.
After thirty to sixty days, the developer would deliver this study to the lender. The study
would often have a bias in favor of the developer and his or her project, because the
consultant was being directed and paid by the developer. If, after reviewing the study, the
lender wanted to proceed, the developer would be told that an appraisal performed by a
member (MAI) of the American Institute of Real Estate Appraisers (now known as the
Appraisal Institute) was required to justify the amount of the loan. The developer could then
hire the appraiser directly. A generalist appraiser who did not understand the hotel industry
was often hired to "cap" the forecast of net income set forth in the feasibility analysis. Cost
and sales comparison approaches were added to the analysis and the appraisal wascomplete.
Only after another twenty to thirty days had passed and additional fees were paid would the
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valuation.

Some firms developed the in-house expertise to develop acombined economic study
and appraisal that contained all the components of a feasibility study as well as those of an
appraisal. This product reduced the cost and time of the process, but no matter how the due
diligence was undertaken, the developer was always in control of the process and often
pressured the consultants and appraisers to be overly optimistic. One of the most significant
changes brought about by the FIRREA legislation was the requirement that any federally
insured financial institution had to directly hire the appraiser for the financing ofa piece of
real estate. The developers and owners looking to build, finance a purchase, or refinance an
existing asset were removed as the middleman in the appraisal process. This legislation
lifted the pressure to "make a number" that appraisersand consultants previously had todeal
with.

FIRREA had many drawbacks, including regulations so strict that lenders became
paralyzedin the lending process and were forced to write down any undersecured loans and
to foreclose on borrowers who could not come up with the additional equity to meet
regulated loan-to-value requirements. The restrictive lending environment led to a shortage
of capital for refinancing and healthy economic activity, and financial institutions and the
real estate industry eventually spoke up about the regulation that helped exacerbate the
economic downturn of the early 1990s. The interpretation of FIRREA began to loosen up
in 1993, and the remnants of the legislation that remain with us today are generally
conducive to a healthy and prudent lending environment.

FIRREA also resulted in the requirement that any appraisal performed for a
federally insured real estate transaction must be performed by a state-certified appraiser.
State certification is the minimum level of qualification that should be expected from
professional appraisers. The requirements to become an M AT are significantly greater than
those required to become state certified, but the law requires that a federally insured lender
must not discriminate against an individual who does not hold a professional designation
such as the MAL Lenders are, however, permitted to retain the most qualified appraiser,
which is generally someone holding the MAI designation.

124.02 BASIC REQUIREMENTS
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The key to obtaining a report that will fulfill the lender's requirements for both feasibility
analysis and appraisal is twofold: (1) select a qualified hotel consulting and appraisal firm,
and (2) provide that firm with detailed instructions regarding the specific issues that must
be addressed in the study and the format that the final report should take.

Choosing the wrong consulting and appraisal firm to perform a market study and
appraisal can be a costly mistake. A market study and appraisal of a lodging facility requires
in-depth knowledge of hotel markets and operations; the consulting firm that is chosen
should be staffed by either hotel management school graduates or consultants with extensive
on-the-job hotel operating experience. Similarly, the appraiser who works on the project
should have a hotel managementbackground to ensure that he orshe thoroughly understands
the unique dynamics of hotel market studies and appraisals.

Some consulting firms try to integrate the work of market consultants trained by
hotel schools with that of appraisers with general real estate backgrounds. In such cases, the
market study portion is usually performed by the hotel expert. who also prepares the



opinion of value. This division of responsibility does enable these firms to perform hotel
market studies and appraisals, but difficulties frequently arise with the coordination of
professionals possessing divergent areas of expertise. As a result, the final product is too
often a compromise of conclusions. The lodging industry is complex and constantly
changing, which means that specialists who concentrate all their efforts within the field are
best suited to conduct market studies and appraisals for this market.

1.124.03 INITIAL SELECTION PROCESS

The key to choosing the best company to undertake a study is to look beyond the prestige
of the firm and concentrate instead on the abilities of the personnel that will actually
produce the study. When first assembling a list of candidates to perform a market study or
to reccommend to a lender for an appraisal, the developer must make sure that limiting
conditions are clearly understood. Many firms will not allow their reports tobe used in any
form of public or private offering, which can seriously impair the utility of a study. The
developer should also beware of firms that isolate or limit interaction with any of the
personnel working on the study. Starting with the first meeting and with every meeting
thereafter, all members involved with the project should be in attendance. This personal
interaction is necessary for everyone to be as familiar as possible with the concepts behind
the project and to fully share the combined knowledge, experience, and insights of the team.

124.04 FIRM QUALIFICATIONS CHECKLIST

The selection of a consulting and appraisal firm requires a thorough evaluation of each prospective
firm's expertise and credibility. The following checklist is a useful means of determining whether
a company is able to conduct a proper market study and appraisal.

U Does the firm operate on a national level? Does it have strong regional expertise?
Exposure to many types of markets enhances the level of expertise, while regional
expertise deepens the knowledge of particular markets. A local firm may be
handicapped inits knowledge of various lodging products and how they performunder
different market conditions. A national firm with regional expertise often provides the
best of both worlds.

U Does the firm use hotel-trained personnel for both the market study and appraisal
portions of the study? A study of this type should not be divided between market study
consultants and appraisers, particularly if the appraisers have no specific expertise in
hotel operations.

O Does the firm have specialized expertise in hotel-related studies?
O  Who will be working on the assignment? Copies should be obtained of the consultants'

and appraisers' qualifications, background, and experience. Since a hotel is a highly
specialized business venture, it is essential to meet with the appraisers, including the

24-3



individual has the following minimum qualifications:

* A degree from an accredited hotel management school;

* Actual operating experience in the hospitality industry;

* Postgraduate courses in real estate principles and practices, real estate appraisal,
and real estate finance; and

* Experience in evaluating a wide range of lodging facilities, both proposed and
existing.

O Does the firm have the high level of credibility necessary to defend its conclusions in
the event they are questioned? This issue is especially important. Generalists who
devote time to other types of real estate have difficulty staying current with industry
data, statistics, and trends. True experts tend to publish widely in professional journals
and to be active as lecturers in the field. If the most qualified expert is sought out to
perform a hotel market study and appraisal, the client will be assured of receiving a
high-quality, reputable product.

124.05 ASSIGNMENT PROPOSAL
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After a qualified hotel consulting and appraisal firm has been selected, the next step is to
ascertain the fee the firm will charge and the time it will need to complete the study. The
right approach at this early stage can often save money. Usually, the officer or partner in
charge of the appraisal practice is contacted by phone to discuss the potential assignment.
Atthis point, the developer should discussthe nature and scope of the project. All the details
and issues of the project and assignment should be clarified up front so that the consultant
can quote a fair fee for all the work that will be involved and so that the developer will not
face any unanticipated fees on the conclusion of the assignment.

While the developer may have already prepared anin-house analysis of the market and
the feasibility of a project, he should not expect the consultant toreduce hisor her fee quote.
Good consultants and appraisers will have to perform their own primary research in
performing a market study or appraisal, and any attempt toreduce either the time they spend
or the resultant fee may end up causing more trouble than it is worth in the long run.

If the developer is planning to build several hotels, it is a good idea totell the appraiser
before determining the fee. In addition, the fee might be reduced if the developer is willing
to wait for the appraisal until a time that is convenient for the appraiser. It is important to
remember, however, that quality generally corresponds to price. It is worthwhile to make
an effort toreduce costs, but not at the expense of the careful selection of the most qualified
firm possible. The time and money spent to secure a capable firm that will produce an
accurate study will be recouped in the future, because the myriad decisions involved in the
development or acquisition of a lodging facility will be based on a thoroughly researched
and soundly reasoned study.

The developer should ask for an all-inclusive fee that comprises professional and
computer time charged, report production costs, and miscellaneous expenses (e.g.,
telephone, postage, and photocopying). Itis best, however, to reimburse out-of-pocket travel
expenses on the basis of actual receipt invoices rather than a lump-sum estimate. Beware of
firms that bill travel expenses at a rate higher than their actual cost. Finally, expect to pay
a sizable retainer fee before work commences.






