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With record levels of hotel trans-
actionactivity,hospitalitypro-
fessionals have been busy as-

sisting prospective buyers in performing
due diligence procedures for target hotel

properties or hotel companies. Due dili-
gence is a process through which a buyer
performs  a  thorough  investigation  of  a
hotel  property  from  both  financial  and
non-financial perspectives.

Due diligence is usually conducted by
an  appointed  team  who  would  address
such areas as analysis of historical finan-
cial  statements  and budgets,  operations,
comparisonofthepropertytoitscompeti-
tivemarket,engineeringandenvironmen-
talsurveys,andareviewoflegalandother
exposures. The purpose of due diligence
is to allow a prospective buyer to deter-
mine the market value of the property and
therefore determine what price he is will-
ing to pay. Market value calculations are

generally  based  on  historical  results  as
well as comps and future profit potential.
The  results  of  due  diligence  will  also

provide the buyer with potential changes
to the asking price or points of negotia-
tion, as well as an understanding of what
changes may need to be implemented in
management,  strategy, or capital expen-
diture requirements after acquisition.

For the  larger hotel  chains,  due  dili-

gence is performed in-house by teams of
experienced  operations  people,  general
managers,andvaluers.Smallerhotelcom-

panies and individual owners that do not
have the expertise or time to conduct due
diligence hire third parties to perform the
due diligence.

The  following  provides  a high  level
summary  of some of the key  areas  and
documents one might expect a financial
due diligence team to include:

The  team  will  review  management's
bwc7gcfs and the underlying assumptions,

as well as reviewing past budget versus
actual performance to determine the rea-
sonableness of the budgeting process.

A market analysis Of the property wTh
comparison of key statistics to competi-
tive properties in the area and assessment
of guest  profiles,  future  trends  in  local
demand and supply, review of local eco-
nomic activity, estimate of future market
share, and cash flows.

Mostrecentindependentouditreports.
aswellasaccesstoauditfimworkpapers
and any control letters issued.

Quality Of historically reported earn-
i.#gf , with a view to determining if past
results can be repeated and whether there
are  any  extraordinary  items  that caused
historical results to be distorted and there-
fore not representative of potential future
results.

Verification Of assets and liabilities .

Quality Of management and financial
co#/ro/s with respect to running the busi-
ness and reliability of financial informa-
tion.

Search for unrecorded liabilities sMch
as  contingent  management  or franchise
fees,  legal  exposures,  contract  commit-
ments, etc. The team would most likely
communicate with outside legal counsel
and insurance admini strators to detemine
estimates of insured and uninsured losses
and contingencies.

F ederal , state , and local tax status a;rid
review of tax consequences of the acqui-
sition. The team would likely review re-
cent federal,  state,  and local tax returns
and correspondence, including real estate
taxes and sales  and occupancy taxes, to
determine  whether  there  is  any  delin-
quency in filing or payment to which the
potential  buyer  could  be  exposed.  The
potential buyer often seeks indemnifica-
tionfromthesellerforpre-acquisitiontax
liabilities.

Employee matters such as bonus plan
docztme#rs and calculations, understand-
ingunionlaborcontracts,reviewingunion
correspondence,  employee  benefit  plan
terns and funding status of defined ben-
efit retirement plans, and terms of execu-
tive employment contracts.

Review  Of existing  management  and

/rcz#cfez.sc czgreemcJtfs and search for any
deferred or contingent liabilities related
to these. The potential buyer will need to
decidewhetherornottomakeanychanges
to these upon acquisition.

Review  Of contracts  and  capital  and

apcrczfz.#g /cczscs for key financial terns.
An  historical  analysis  Of capital  ex-

pe#cJj./#rcs  and  tour  of  the  property  to
determine what capital expenditures and
renovations may be required shortly after
acquisition

Computer   systems   assessments  tlnd
determination of Y2K compliance.

/#Fwrcz#ccrevi.cw,includingcoverages,
deductibles, and caps.

As  indicated  by  the  above,  the  due
diligence process  involves  a  substantial
amount of time and expertise in a wide
variety  of professional  fields.  Although
time consuming, due diligence is never-
theless essential to a successful acquisi-
tion to protect the interests of the buyer
andcompanyshareholders,pariicularlyif
combined  with  a  well-drafted purchase
and  sale  agreement.  The  purchase  and
sale  agreement  should  give  significant
consideration to the facts, issues, and ex-

posures  that  were  identified during  due
diligence. In fact, an element of due dili-

genceandaprogressionfromthefindings
may also be that the due diligence team
assists in the drafting of the purchase and
saleagreementwithregardtothetermsof
the  apportionments  of  certain  working
capital  balances  and  revenues  and  ex-

penses at the closing of the transaction. .

John Nendick, CA, CPA, is hospitality audit partner and Marian Evans, CA, CPA, is hospitality audit manager of Arthur Andersen in Los Angeles.

Register now for the Annual Corrvention & Tradeshow, September 23-26! TheBotToml:.r.E   .    :i

11'11111

1[11111111!111111111111111111111111111[111111[1![11[1[111'[1111111[111111(1111111[1111[11![1[11[1!11111'11[1'['[111!1111'11!1'[1111[111111111[11111[1111[111


