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An already battered domestic hotel industry 
received two more body blows this afternoon. 
First, domestic operating results came in for the 
week ended last Friday, March 7. Year-on-year 
revenue per available room (RevPAR) dropped 
by 11.6%, the worst weekly drop since 9/11. 
Markets with COVID-19 outbreaks, or where 
limitations on public gatherings have been 
imposed, fared particularly badly; San Francisco 
was down 45.5%, Seattle 34.8%, and New York 
20.3%. And the declines accelerated throughout 
the week. (It could have been even worse; 
Europe dropped 25.6%.) 

Of course, this was just confirming what 
industry insiders already knew – and even the 
general public had a pretty good idea. The past 
few days have seen various lodging REITs citing 
the magnitude of group cancellations in 
withdrawing guidance. News reports have been 
dominated by major event cancellations, 
corporate travel restrictions, university classes 
moving online, and sports leagues considering 
holding competitions in empty arenas; as I was 
writing this article, the NCAA decided to hold its 
annual basketball tournaments without fans. 
Hope had remained, though, that the virus 
might be confined to specific geographic areas; 
as recently as this morning, the NBA was 
considering moving games to locations where 
the virus had not yet appeared. 

Then the World Health Organization declared a 
global pandemic. Noting the “alarming” levels 
of both spread and severity and of inaction, the 
WHO issued the declaration to spur more 
aggressive mitigation measures, even while 
continuing containment efforts. The WHO’s 
announcement is the latest to predict the novel 
coronavirus’ likely inevitable spread. Which 
means more travel restrictions. More social 
isolation. And more empty hotel rooms. If it 
hasn’t happened in your market already, it’s 
coming. 

Fortunately, we’ve been here before. Demand 
shocks like this pose daunting challenges, but 
ones that can be overcome. That’s particularly 
true when, like now, there’s a real possibility 
that the shock may be relatively short and that 
recovery may follow sooner rather than later. 

For hotel investors, brands, managers, and 
lenders, here are some of my thoughts on a few 
of the questions that may be first and foremost 
in your mind: 

If a hotel isn’t producing enough cash flow to 
pay its bills, who gets paid? 

That’s easy: payroll, payroll, payroll. You can 
stretch out other payables, but not wages. 
Numerous federal and state laws require them 
to be paid before anything else, on pain of 
substantial penalties. 

That potential legal liability creates an 
important dynamic in hotels run by 
management companies. Wages and benefits 
are typically hotel operating expenses, paid out 
of hotel revenues (and therefore ultimately 
borne by the hotel owner). But most US 
domestic management agreements provide 
that the management company is the employer 
of the hotel staff. That means that if those 
employees are not paid, the manager, not the 
owner, faces the resulting legal liability. 

You might think that the simple solution to 
avoiding that liability is for the manager to 
advance payroll costs, relying on its indemnity 
or other contractual rights to recoup the 
expense later. There are a few reasons why 
managers are reluctant to do so. 

First and foremost, it’s a big check for a 
manager to write. Payroll is the single largest 
operating expense of most hotels, often ten 
times or more larger than the management fee. 
A manager could easily risk more in advanced 
payroll costs than the value of the management 
agreement itself. 

https://www.hosthotels.com/pressrelease?id=22701
https://www.pkhotelsandresorts.com/investors/news-and-events/press-releases/2020/03-09-2020-224104187
https://investor.rljlodgingtrust.com/news-releases/news-release-details/rlj-lodging-trust-withdraws-2020-financial-outlook-due-increased
https://www.sxsw.com/
https://www.npr.org/2020/03/05/812173963/coronavirus-amazon-facebook-google-microsoft-urge-seattle-workers-to-stay-home
https://newsroom.ucla.edu/releases/ucla-transitions-to-online-instruction
https://newsroom.ucla.edu/releases/ucla-transitions-to-online-instruction
https://www.washingtonpost.com/sports/2020/03/10/empty-stadiums-sports-events-coronavirus/
https://www.espn.com/mens-college-basketball/story/_/id/28885422/ncaa-says-tournament-go-fans
https://www.espn.com/nba/story/_/id/28881794/nba-mulls-moving-games-different-cities-due-coronavirus
https://www.espn.com/nba/story/_/id/28881794/nba-mulls-moving-games-different-cities-due-coronavirus
https://twitter.com/DrTedros/status/1237800182235922434
https://www.aha.org/news/headline/2020-02-25-coronavirus-spread-us-inevitable-cdc-official-says
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And the risk is real. A typical management 
agreement provides the manager with 
indemnity or other contractual rights, but those 
rights may be of little or no value if the owner 
ultimately goes bankrupt or the hotel is 
foreclosed upon, wiping out the management 
agreement and with it the manager’s ability to 
recover the advanced wages. 

When a hotel finds itself with insufficient cash 
flow to meet payroll, therefore, a manager 
faces a tough decision. It can advance the 
wages at its own considerable risk. Or it can 
issue a cash call to the owner (a process that 
itself may take weeks) and, if the funds are not 
provided, declare a default and terminate the 
agreement. 

Even worse, if a manager terminates the 
agreement, it may then face liability under the 
“WARN” Act and similar state laws. The WARN 
Act (short for “Worker Adjustment and 
Retraining Notification”) was intended to 
protect workers against certain types of factory 
closings and other mass layoffs. Where it 
applies (generally a question of how many 
employees are involved), it requires an 
employer to provide 60-days advance notice of 
the closure or layoff or pay its employees for 
that period. In the context of a distressed hotel, 
if the manager terminates the management 
agreement and the owner then shutters the 
hotel (or otherwise does not rehire the 
manager’s employees), the management 
company can theoretically be left on the hook 
for the resulting WARN Act violation. 

Managers typically protect themselves against 
this situation by always maintaining enough 
working capital to meet payroll for at least one 
upcoming period. During the Great Recession, 
some managers went so far as to maintain 
informal “WARN reserves” to ensure that they 
always held enough cash to cover potential 
WARN Act liability, too. (Whether they were 
entitled to do so under their management 

agreements was, so far as I know, never actually 
tested.) When an economic shock happens with 
little or no warning or opportunity to take these 
measures, though, managers can be caught off 
guard. 

Fortunately, in even the most extreme 
situations a hotel is usually generating enough 
cash flow to cover its payroll obligations. After 
payroll, some management agreements specify 
what expenses (including the management fee 
and debt service payments) are to be paid in 
what priority. Absent such a “waterfall” 
provision, management agreements typically 
give the manager the authority to determine 
which expenses to pay and in what order. 

Even when the manager has that contractual 
right, though, economic shock situations usually 
result in a negotiation between the owner and 
manager over what bills to pay. Most often 
these involve whether debt service should be 
paid above operating expenses, whether the 
manager should defer some or all of its fees, 
and whether to tap capital or other reserves to 
pay operating expenses. Which brings us to . . . 

Can a hotel access its capital reserves for 
emergency cash?  

As a practical matter in a dire situation, yes, but 
only after jumping through a few important 
hoops. 

As a rule, managers hate to tap reserves. A 
funded “FF&E” reserve (for “fixtures, furniture 
and equipment”) gives a manager comfort that 
there are adequate funds to keep the hotel in 
good working order and meet applicable brand 
standards. In a crisis situation, though, 
managers typically recognize that reserves are a 
useful source of emergency cash, particularly 
when the manager may otherwise be asked to 
defer or forego its own fees. 

Before an owner and manager can unilaterally 
agree to access reserves, though, they have to 
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consider the lender. If there is property-level 
debt, both the owner and the manager have 
probably signed a subordination and non-
disturbance agreement (“SNDA”) with the 
lender. Although the primary purpose of an 
SNDA is to specify the process and substantive 
rights between the manager and lender in case 
of an owner default under the loan, a typical 
SNDA also requires both the owner and the 
manager to obtain the lender’s consent to any 
amendment to the management agreement – 
especially anything that would affect the 
lender’s security. Since reserves are often as 
much (or more) a lender requirement than a 
manager one, agreeing to use those reserves 
for anything other than their intended purpose 
would almost certainly require lender consent 
under most SNDA’s – even if the owner and 
manager agree to replenish the reserves from 
future earnings. Failure to obtain that consent 
could not only be a breach by the owner, 
potentially resulting in a default under the loan; 
it could also be a default by the manager, 
exposing it to direct financial liability to the 
lender. The same consent could also be 
required for agreements to defer or waive 
management fees. 

(Note that a typical SNDA will also require the 
owner or manager to notify the lender of a 
default under the management agreement by 
the other party. Whether either the owner or 
manager sees this as a problem, as leverage, or 
as neither depends on the circumstances, but it 
is a requirement that either one of them 
ignores or forgets at its own peril before if it 
shoots off an ill-advised notice of default.) 

Are brands and/or managers likely to help? 

Maybe. In prior shocks, brands – i.e. franchisors, 
not managers – have sometimes been willing to 
grant fee relief, but have typically done so 
through systemwide fee reductions rather than 
property-specific ones. Brands have also been 

flexible on granting at least interim relief from 
brand standards that are cost-prohibitive at low 
volumes, such as breakfast offerings and other 
amenities. Again, though, those concessions are 
more often implemented through systemwide 
announcements rather than one-off waivers. 

Managers typically have more flexibility, mainly 
because there are more options that owners 
can offer in return. In exchange for fee 
deferrals, for example, owners can extend the 
term of a management agreement (increasing 
its net present value to the manager), offer 
relief from area restrictions, waive termination 
on sale rights, or even agree to future fee 
increases. As previously noted, though, any 
management fee amendment may require 
lender consent. 

How about Washington? 

Maybe; there are lots of proposals being tossed 
around Capitol Hill, where industry lobbyists are 
hard at work. Measures that protect line 
employees from layoffs or lost income may 
have the most potential for bipartisan support 
and may offset hotels’ wage liabilities. Given 
the recent track record, though, the chances 
that anything will get through both houses of 
Congress and get signed by the President in the 
near future are very hard to handicap.  

Will a shock like this trigger performance test 
failures in hotel management agreements? 

Probably not, at least for now. Performance 
tests in modern branded management 
agreements typically have two features that 
protect managers against sudden and 
unforeseen disruptions: they require the test to 
be failed in more than one year, and the test 
itself includes a prong requiring that the hotel 
underperform against the market. So even 
assuming that a hotel fails to meet the given 
standard this year, the manager typically will 
not fail the performance test unless it again falls 
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short next year (or did so last year). Even if that 
happens, the performance test may be met if 
the rest of the hotel’s competitive set suffered 
an equally dismal performance. 

Performance tests vary widely, and each 
agreement needs to be analyzed on its own. 
Even if a manager fails a performance test, 
though, in the current environment it may 
choose not to cure the resulting default. 
Managers know that changing management 
(and especially brands) is expensive, that the 
performance failure was likely due to external 
causes rather than the manager’s actions, and 
that an owner should only terminate a manager 
if it can replace the manager with something 
better. Unless an owner believes that another 
manager could perform better – or that by 
opening the management opportunity to a 
bidding process it could extract better terms – 
even a failed performance test may not result in 
any cure, termination, or other consequences. 

If the hotel can’t pay its debt service is it going 
to face foreclosure? 

Probably not. Lenders make money by issuing 
loans and collecting payments with interest; 
they are not in the business of owning real 
estate. Foreclosure is an expensive last resort, a 
way of minimizing losses on a lost cause. So 
long as a lender sees a borrower keeping the 
lender informed and acting in good faith on an 
asset that has a realistic chance at recovering, 
there is a decent chance the lender will choose 
to wait it out. 

That was certainly the lesson of the Great 
Recession. Given the depth of the crisis and 
scale of properties, it would have been a 
monumental exercise to foreclose on every loan 
in default. For several years, the name of the 
game was “pretend and extend” – that is, 
extend maturity dates, hope that the economy 
would improve, and give time for assets either 
to return to performing status or to be sold with 

the debt paid off. That strategy may have 
seemed Pollyannish at the depths of the 
recession, but it largely worked over the course 
of the next half decade. 

Here, there’s good reason to believe that the 
period of time may be much shorter. Unlike the 
Great Recession, which exposed fundamental 
problems in the housing market and the 
broader financial system, the cause of the 
current crisis is (primarily) an external demand 
shock, COVID-19, and while there is no way to 
predict how that now-pandemic will play out, a 
relatively short period of a few months is a 
reasonable possibility. Even a longer period of a 
year to 18 months, the time likely needed to 
develop and implement a vaccine, is 
considerably shorter than what the country 
went through only a decade ago. 

A better analogy than the Great Recession 
might be 9/11, another external shock that 
paralyzed travel. In 2001, though, the economy 
was already on a downward trajectory, unlike 
the generally positive fundamentals that existed 
in the US economy only a few months ago. 
(Even the substantial headwinds faced by US 
hotel owners last fall, primarily wage pressure 
and property taxes, were themselves signs of a 
strong economy.) Likewise, part of the reason 
why travel was paralyzed in 2001 was due to 
the very real fear of getting on an airplane after 
9/11, a factor that will hopefully be absent in 
this situation once the contagion has passed. 

It is perhaps on that point that owners, 
managers, brands, and lenders can all agree:  
priority one is to navigate the next few months. 
Those months could be grim, potentially 
involving in a worst-case scenario a virtual 
shutdown not only of the travel industry but of 
the global economy as a whole. It’s entirely 
possible that a global recession will be the 
result. Once the virus has run its course, 
though, the world may be able to resume its 
work. A “v-shaped” recovery is possible. So long 
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as that’s a realistic outcome, hasty defaults, 
contract terminations, or foreclosures can wait.  

 

John Dent is the Principal of Dent Legal Strategy 
LLC, located in Washington DC. He has 25 years 
of experience in the lodging industry, including 
as a law firm partner, senior leadership 
positions with one of the world’s premiere 
lodging companies, and leading the legal 
functions at a publicly-traded lodging REIT and 
at one of the country’s best-known lodging 
brands. See www.dentlegalstrategy.com.  
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