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CONDO-HOTELS:
What Next For Owners?
Lewis B. Freeman and Wayne Klein
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Condo-hotel units were marketed as an ideal way to own premier vacation property for minimal financial commitment.  After purchasing condo-hotel units, many buyers are finding that the costs are much higher than expected and the unit is earning little rental revenue.  This article describes the sales pitches used to solicit buyers of condo-hotel units, the risks and potential pitfalls associated with condo-hotel ownership, how some of the promoters’ statements have turned out to be misleading or false, and what remedies are available to a buyer who is stuck with a unit.
THE SEDUCTIVE PITCH: OWNING A RESORT HOTEL ROOM 
Imagine how nice it would be to own a fabulous hotel room in a five-star resort property located in a popular tourist destination such as Miami Beach, Orlando, or Las Vegas.  The resort property is managed by well-known hotel operators such as Four Seasons, Hyatt, Ritz Carlton, Trump, or Hilton.  The room is furnished and exquisitely decorated.  The hotel has popular resort amenities including room service, housekeeping, fine restaurants, in-house spas, swimming pools, concierge services, and shopping.
Prospective buyers are told that this dream is within their reach.  Once buyers purchase a room, they are told the resort manager will rent out the room at high resort-level rates to other guests when the owner is not using it, earning income that the buyer can use to offset the costs of buying and owning the room.  Some buyers are led to believe they can earn enough rental income to cover all their costs of owning the unit, giving them free use of their resort property when on vacation as well as owning an asset that will appreciate rapidly over time.
EXPLOSIVE GROWTH   
The Wall Street Journal reports that condo-hotels account for as much as 10% of all hotel rooms under construction and a much higher percentage of rooms in resort areas like Las Vegas and Orlando.
  Numerous web sites offer to assist buyers in selecting resort properties and negotiating with property sponsors.
  There is even a trade association of owners, the National Association of Condo Hotel Owners – NACHO.

WHAT COULD GO WRONG?   
Despite the dramatic increase in the number of condo-hotel rooms under construction and the real estate sales hype, trouble has already arrived in this nascent industry.  The Wall Street Journal raises the question whether the condo-hotel industry is already a bubble ready to burst, noting that many buyers of condo-hotel units have not received the expected rental income and consequently are unable to continue paying for their units.
Buyers face four different problems:

· Depreciation in Value.  The rooms they are buying are not appreciating in value.  Some construction projects have had trouble selling units, so developers have dropped the asking price below what buyers paid in the pre-construction phase.  This means owners needing to sell must sell at a loss.  This is especially difficult for owners who bought units using interest-only mortgages or adjustable rate mortgages and now have to sell their units because they cannot get long-term loans at affordable rates.

· Unfinished Projects.  Some projects are not being built as promised.  Developers offer the lowest price to buyers who agree to purchase a unit before construction begins.  Buyers must pay a substantial down payment to guarantee this pre-construction price.  If the worsening economy results in the project not being built – or a project under construction is abandoned because of the bankruptcy of the developer – the owner will have difficulty getting the down payment returned.  If that down payment was financed, the owner must still repay that loan to the bank.
· Misleading Sales Pitch.  Many buyers should never have been sold condo-hotel units.  The purchases were unsuitable either because the investors lacked the financial capability to purchase the units or because they were misled about the true costs of owning a unit.  Sponsors and web site real estate agents tout condo-hotels as “hassle-free” ways to purchase vacation properties in markets with “strong demand,” where the sponsor will rent out units for the buyers, sending them a share of profits.  Buyers are led to believe their units will rent at high rates and have high occupancy rates.  In fact, those buyers who rely on rental income to pay some or all of their purchase and operating costs should never have been sold condo-hotel units.
· High Expenses Fail to Cover Costs.  Buyers find out too late not only that rental income is much less than expected, but that the costs of owning and operating units are much higher than anticipated.  A July 2006 story in the South Florida Business Journal cited an analysis of condo-hotels in south Florida.  The analysis found that units placed in rental pools still suffered negative rates of return, requiring owners to keep injecting capital.  For the few projects that yielded a positive return, none was over 1%.
  The causes of the low returns: oversupply of condo-hotels and high costs and expenses.
RENTAL INCOME RARELY OFFSETS HIGH OWNERSHIP COSTS
Owners may earn only 30% or less of the actual rental income received on the unit.  This is often insufficient to cover the homeowner’s dues and property taxes, let alone enough to help make mortgage payments.  Why do owners receive such a small portion of the rental income?  The answer is that the very features that sponsors and real estate agents advertise as selling points – hassle-free ownership and participation in the rental pool – require that the hotel management perform all the tasks required to manage the condo-hotel units.  These management expenses consume a significant portion of the rental income.  
Homeowner Association Fees.  The condo-hotel unit is a part of the larger hotel and the owner must pay monthly dues to cover operating costs for the entire project including maintenance for the common areas and buildings, grounds and pool maintenance, insurance, security, parking lot upkeep, and other expenses related to operation of a high-class resort.
Administrative Fees.  The hotel management generally takes an administrative fee to cover its expenses in acting as the rental agent for the unit.  This may be 10% of the rental income.  This administrative charge covers management fees, rental program expenses (housekeeping and guest supplies),
 operating and accounting expenses, reservation fees, sales and marketing, centralized services, credit card expenses, travel agent and rental commissions, and operating licenses and permits.
Rental Revenue Sharing.  Even after paying the hotel management’s administrative fees, revenue from the room rentals is still split between the hotel and the unit owner.  The industry standard is for the owner to receive 50% of the income from rental of the unit – before payment of any owner’s fees and other expenses..
Example.  Analyzing a hypothetical purchase demonstrates how an owner should not expect a rental sharing program to pay the costs of the purchase of a condo-hotel room.

Purchase price

$529,000

Annual expenses

Mortgage interest 
$26,450

Homeowner’s fee
    6,000


Taxes and insurance
    5,180
Total Fixed Annual Expense
$37,630
Rental income: If the room is rented for an average of $270 per night for 75% of the year,
 there would be gross rental income of $73,980.  After 10% in administrative fees are deducted ($7,398), there is rental revenue of $66,582 to share.  If the owner receives 50% of this, the owner would receive $33,291 each year.  
Even in this optimistic hypothetical scenario, the owner still will have to pay $4,339 out of pocket per year, plus any principal payments on the mortgage.
 
IMPACT OF ECONOMIC PROBLEMS
Now consider what happens if there is a downturn in the economy or the hotel is unusable for several months because of storm damage:  If the hotel room is rented only 50% of the nights (but still collects $270 per night), there is gross rental income of $49,410.  After payment of administrative expenses and the 50% split with the hotel, the owner would receive $22,235,
 creating an annual shortfall of $15,395.  Obviously, if the nightly rate is reduced to attract more business or the occupancy rate drops below 50%, the shortfall would be even greater.

Unfortunately, during difficult economic conditions, most condo-hotel owners fare even worse.  Keep in mind that only some of the hotel’s rooms have been sold to owners; many of the rooms are still owned by the hotel.  If the hotel is facing difficulty in renting its rooms, which rooms are likely to be filled first: the rooms owned by the hotel or the rooms belonging to owners?  While some rental pool agreements provide that the rooms will be rented on a rotating basis, the owner must trust the hotel manager to not favor the rooms where the manager will be receiving 100% of the rental rate, rather than only 50%.
In some cases, the hotel manager may employ ruses to avoid renting units not owned by the hotel.  One ruse is not listing the availability of specialized condo-hotel rooms on the Internet or with travel agents.  For example, some condo-hotel units have kitchens and several bedrooms.  If the hotel does not advertise the availability of these rooms, they are unlikely to be rented.  Another trick is when booking a convention, the hotel manager will put guests paying the lower convention rate in the condo-hotel rooms and put higher-paying guests in the rooms owned by the hotel.
WHAT DUTIES DOES THE HOTEL MANAGER OWE THE UNIT OWNER?   
Because the unit owner is dependent on the hotel management to rent the hotel rooms, the law requires the hotel manager to act as a fiduciary: to look out for the unit owner’s best interest.  The relationship is one of agency; the hotel manager is acting as the owner’s agent in managing the room rental.  
The hotel manager also has a contractual duty towards the unit owner.  The nature and extent of this duty will depend on the actual terms of the rental agreement between the owner and the hotel manager.  Often, the manager’s duties as spelled out in the rental pool agreement differ from what was described by the salesperson.  This agreement should be read carefully to see what obligations the manager has agreed to assume.  The owner then should verify that the manager has, in fact, rented the owner’s unit in accordance with the promised procedure.  However, since all the contracts and rental agreements were written by the seller, developer, or hotel manager, the buyer should not be surprised to find the agreements are written to limit their contractual obligations.
DO THE SECURITIES LAWS APPLY?   
If the owner of the condo-hotel room regrets the purchase because the owner feels she was not given adequate information or was misled, the securities laws may provide a means of rescinding the purchase or recovering compensation from the sponsor or developer of the hotel.  Whether the securities laws apply depends on whether the purchase of the condo-hotel unit was marketed as an investment, rather than as a vacation property that the owner would use (and manage) herself.
What is a Security?  The federal and state securities laws apply to more than just the sale of traditional stocks and bonds.  Securities come in many forms such as notes, evidences of indebtedness, interests in oil wells or other profit-sharing agreements, and investment contracts.  In general, any time a person gives money to another person, for the other person to manage and return a profit, a security exists.  Investments based on reliance on others to help deliver a profit are called investment contracts.
What is an Investment Contract?  The traditional and most widely used test for establishing whether a financial transaction constitutes a security – and invoking the protections of the securities laws – is the Howey investment contract analysis.
  This four-part test was established by the U.S. Supreme Court in a 1946 case, SEC v. W.J. Howey Co., 328 U.S. 293 (1946).  The four elements of the test are:
· An investment of money,

· In a common enterprise,

· With an expectation of profit,

· To come from the managerial efforts of others.

In other words, did the investor expect that by giving his money to another person, the investor would receive profits or income as a result of the other person’s efforts?  
The Howey Case.  In 1914, Chicago native William J. Howey began buying land in Lake County Florida.  This Florida venture followed Howey’s ownership of three insurance companies in Illinois, a failed effort to run a car manufacturing plant (the plant made only seven cars), and buying land in Mexico for settlement by Americans (until Pancho Villa’s revolution forced the exile of most Americans living in Mexico).  Howey bought land in Lake County for $8 an acre and planted 48 citrus trees on each acre.  He then sold the land for as much as $1,000 an acre.  He also built the fabulous Hotel Floridian and Floridian County Club, which attracted many tourists from Chicago and elsewhere in the north.  As tourists came, they were offered tracts of citrus groves.  

Because the tourists had neither the time nor the expertise to cultivate and harvest citrus, another Howey company, Howey-in-the-Hills Service, Inc., would cultivate and develop the groves, including harvesting and marketing the crops.  After deducting the service company’s expenses, profits from the sale of citrus were divided between Howey and the investors.  The Securities and Exchange Commission sued Howey’s company, arguing that the orange groves were investments, subject to regulation under the securities laws. The U.S. Supreme Court agreed.
Similarities Between Orange Groves and Condo-Hotel Rooms.  There are many similarities between Howey’s investment scheme and today’s sale of condo-hotel units.  

· Howey’s investors were given warranty deeds representing their ownership of individual tracts of land, just as condo-hotel owners are given deeds representing ownership of individual rooms.  But, as the Supreme Court observed in the Howey case: Howey was “offering more than fee simple interests in land.  They are offering an opportunity to contribute money and to share in the profits of a large citrus fruit enterprise managed and partly owned by [Howey].”
· It did not make financial sense for orange grove purchasers to care for and cultivate their individual plots, just as owners of condo-hotel units could not profitably market their own units for rent.  The Supreme Court said:  “[I]ndividual development of the plots of land that are offered and sold would seldom be economically feasible due to their small size.  Such tracts gain utility . . . only when cultivated and developed as component parts of a larger area.”
· The purchasers of citrus acreage lacked the skill and equipment to care for and cultivate fruit trees.  We doubt that today’s purchasers of condo-hotel units have housekeeping and maintenance staffs, marketing organizations, and skilled hotel management staff.  The Supreme Court described the situation this way: “A common enterprise managed by [Howey] is therefore essential if the investors are to achieve their paramount aim of a return on their investments.”

· Howey’s service company was given full discretion over cultivation of groves and the harvest and marketing of crops.  Today’s rental agreements give similar discretion to hotel managers in deciding which rooms to rent to whom, when to offer discounts, and how to resolve guest complaints.

WHAT EXPECTATIONS DO BUYERS OF CONDO-HOTEL UNITS HAVE?  

The two crucial questions for purchasers of condo-hotel owners are: What were your motivations in buying the unit? and What did the sponsor or developer lead you to expect?  If you bought the unit expecting to use it yourself and occasionally rent it yourself, you did not buy it expecting to earn profits from the efforts of the sponsor or the hotel manager.  In this situation, it is not a security.  If you bought the unit knowing that the only way to pay for the unit was to earn substantial rental income or if the expected rental income was a significant factor in deciding to buy the unit, your purchase is likely a security.

What if it is a Security?  If the condo-hotel unit, together with the rental pool agreement, were pitched as investment contracts – securities – the law provides multiple protections for purchasers (investors).  First, the securities must have been sold by licensed securities agents.  If the sponsor and salesperson were not licensed, the law was violated and the purchasers are entitled to rescind the transaction and get their money back – plus interest.  Second, the securities must have been registered with the Securities and Exchange Commission and the states in which the sales were made.  

Third, and most important, the sellers were required to have disclosed all information relevant to the purchase.  This would include information about the expected occupancy rate for this project, not just the occupancy rate for other hotels in the area, financial information about the sponsor and the project, the extent of the promoter’s experience building and running condo-hotels, the success rate for purchasers in prior projects by this sponsor, and any negative background information about the sponsors, developers, and hotel managers.  In addition, the sellers are required to have warned you about the risk factors involved in making such an investment, including the risks of downturns in the economy, the manager’s ability to control which rooms are rented, and the effects of a reduction in tourism.
Proving Your Expectations.  To establish that a condo-hotel investment is a security, a buyer must demonstrate that the sponsor or salesperson created the expectations that significant rental income was likely.  One estimate is that 94% of condo-hotel purchasers want the rental program.  Sponsors recognize that offering a rental program is the only way they can sell these units at such high prices with such high operating costs.  If the rental program was a material part of the sales pitch, that project is likely a security.

Whether units in any particular development are securities will depend on the facts and circumstances of each case.  A seller might create an expectation of profit by promoting the rental program as a source of funds to pay the mortgage or offset taxes and expenses.  It may have occurred if the advertising or promotional materials highlighted the rental program as a means of earning income.  The terms of the rental agreement itself may demonstrate this expectation if unit owners are restricted in how they can rent out units on their own or limit the owners’ use of his own unit.  In some cases, owners may be able to prove these expectations by showing they have purchased multiple units, have received written income projections, or received assurances of income or guarantees against deficits.

What Should Owners Do?  We recommend that owners of condo-hotels consult with legal counsel experienced in securities law.  Owners should also make detailed notes of what they were told (and by whom) about the rental program and whether to expect to earn significant funds from participating in the rental pools.  All sales brochures, marketing and advertising materials, and documents relating to the purchase should be preserved.  Lewis B. Freeman & Partners, Inc. can recommend attorneys having specialized securities law expertise. 

CONCLUSION   The large mansion built by William J. Howey in 1927 still stands today.  It is a testament to the wealth he created when he sold high-priced property to others and also retained a share of profits from how his company used that property.  In the end, the courts held him accountable.  Today’s owners of condo-hotel units should expect the same result.  Real estate investments where the investor must rely on the seller to manage the property must be free of misrepresentations and fraudulent practices.  Developers and hotel managers should act as fiduciaries for buyers of units in their properties.
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� Some examples are � HYPERLINK "http://www.legacyresortconsulting.com" ��www.legacyresortconsulting.com�, � HYPERLINK "http://www.condohotelcenter.com" ��www.condohotelcenter.com�, and � HYPERLINK "http://www.condohotelmarketplace.com" ��www.condohotelmarketplace.com�.  
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� At some properties, the housekeeping expense may be a separate charge to the unit owner.  See Pomerantz and Fitch, A Room of Your Own, Forbes, Dec. 25, 2006, found at www.forbes.com/business/forbes/2006/1225/068.html.


� This would be 274 days.


� Note that this scenario assumes an interest-only loan and does not include any principal payments on the mortgage.


� 183 nights at $270 per night is $49,410.  After deduction of the $4,941 in administrative expenses, the owner’s half is $22,235.


� Just because a transaction involves real property does not mean it is not a security.  Even if an owner has title to a real property interest, the securities laws can still apply.
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