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INtroduction

‘“Best of the Best”

The hotel industry is a key factor in the world economy, both as
a gateway into emerging and developed markets and as one of

the largest employers of the world. The legal issues the industry

faces day to day cover the full spectrum from real estate and
intellectual property to employment and contract law.

The CMS hotel practice operates a significant group across
Europe and into Asia. The team understands the industry and
advises clients —whether investors or operators, banks or
occupiers — with the many legal issues they face on a daily
basis.

As part of our practice CMS volunteered some years ago to
write monthly articles on hotel related issues for Hotel Report.

We are delighted to do this as the issues we can cover may be
topical, unusual or novel but always interesting. In our article on
Ukraine and European Cup 2012, we discuss the explosion of
interest in the Ukraine and the speed at which shopping centres
and office towers are being built but the apparent lack of hotel
accommodation to satisfy demand. Another article discusses
the increased appeal of destination and residents clubs
throughout Europe and how their influence is changing the
range of hotel accommodation available. Finally, an article on
bed bugs will get you itching to read more. Each article gives
only a summary of some of the key issues; it is not intended to
be a comprehensive guide or to provide specific advice.
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About CMS Cameron McKenna

CMS Cameron McKenna has a substantial European network across 24
countries, which means you get consistent high-quality advice in all the
European countries in which you do business.

Using a law firm that understands your business and your industry means
you get better, more relevant, advice more efficiently. Our hotel group has
an unrivalled profile and we are recognised as number 1 UK law firm for
the hotel industry by The Legal 500 directory. We are acknowledged
experts in the hotel industry and advise on every aspect of the industry,
including management and lease agreements, acquisitions and disposals,
construction, financing and operational issues, often with a cross-border
element.

“The cross-departmental hotels team receives consistent praise from
clients” The Legal 500

About Hotel Report

Hotel Report is the leading provider of news to the senior players in the
hotel sector. We provide a breaking news service online and in-depth
market commentary through the monthly newsletter, which features
contributions from established sector experts, top ranking executives and
correspondents across the globe.

Hotel Report is published by William Reed Business Media,
Broadfield Park, Crawley, West Sussex, RH11 9RT

© William Reed Business Media Ltd 2008. All rights reserved.
IMPORTANT — Unless otherwise attributed, all material in

this Report is the copyright of William Reed Business Media
Subscribers are reminded that the Report is circulated to
named individuals only, on the understanding that material
contained herein is not copied, reproduced, stored in a
retrieval system or otherwise disseminated, whether inside

or outside subscribers’ organisations, without the express
consent of the authors or publisher. Breach of this condition
will void the subscription and may render the subscriber liable

William Reed @

BUSINESS MEDIA

to further proceedings.
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L egal Insight

Residence clubs

Have you dreamt of spending your hard-earned
retirement jetting between properties in the hip
cities of Paris and Milan, the golf courses of Florida
and the Algarve and the beaches of the Riviera and
the Caribbean? For most of us it remains just that,
adream.

However, dreams can occasionally come true.
There is a growing market for the destination or
residence club, a hospitality product thatis becom-
ing widely available on the market at relatively
affordable prices. Members are attracted to these
clubs, because instead of spending their life savings
buying their own villa in Spain, they are able to
spend a similar amount buyinga share ina number
of holiday properties around the world.

Fractional ownership

This trend is part of the growing concept of “frac-
tional ownership” that is now being applied to
leisure properties, supercars, yachts and executive
jets. London recently saw its first trade show dedi-
cated to the fractional ownership market. This
market is creating an affordable way of accessing a
lifestyle that would otherwise be out of reach.

Destination and Residence Clubs
Destination clubs and residence clubs have been a
long-standing feature in the US hospitality indus-
try. They are now beginning to become more
common in the UK and Europe. Fractional owner-
ship schemes in Europe have been tainted by
timeshare scandals at the low end of the market.
But the new generation of residence and destina-
tion clubs are alarge step up from timeshare. These
clubs are often run by highly reputable hotel com-
panies, who are leveraging their knowledge and
expertise in hospitality to exploit the fast-growing
fractional ownership market.

The term “residence club” often refers to mem-
bers’shared ownership in just one property or unit
within a larger property. An example in London is
Marriott’s 47 Park Street. A “destination club” (or
“vacation club” as they are often known as in the
United States) is a club that owns a number of dif-
ferent properties in different locations.

But the terms “destination club” “residence club”
and “vacation club”are often used interchangeably
and the products available do not always neatly sit
in one definition or the other. At 47 Park Street, you
can trade your usage rights for stays at other Mar-
riott Vacation Club properties around the world.

This market is creating

an affordable way of
accessing a lifestyle that
would otherwise be out of
reach for many customers
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An equity destination
club allows the member
to share in any capital
appreciation of the
properties in the club

Club membership rights and costs
To join a destination club, a member pays a lump
sum deposit and usually a smaller annual service
charge. Some of the deposit is returned when the
member leaves or sells their membership. Member-
ship buys the right to use a number of residential
properties owned by the club.

These are often apartments or villas in holiday, golf
or ski resorts. The member is entitled to a fixed
number of weeks or points per year that can be
exchanged for stays at club properties of their
choice.

The majority of the clubs on the market at the
moment requireinitial deposits of around £100,000
to £300,000 and annual service charges of around
£5,000to £15,000. These are firmly in range of any-
one who might otherwise have considered
purchasinga second home. Some at the very top of
the market will cost millions to join for extended
use of some of the very best properties money can
buy.

Equity clubs

Equity destination clubs are less common. These
are clubs where the member actually acquires an
equity interest in the club and hence a share in the
underlying values of the properties. Unlike other
destination clubs, an equity destination club allows
the member to share in any capital appreciation of
the properties within the club. This is on top of the
rights to use the properties throughout the period
of membership. They are often marketed as invest-
ments with extra benefits of usage, rather than
simply as a leisure product.

Club structures

Non-equity clubs can simply be a form of contrac-
tual relationship between the members and the club
operator and property owner and as a result, their
structures are both more flexible and more
simple.

Equity clubs are more complicated due to the
need to vest a share of ownership of the real estate
in each member and also the fact that the marketing
of memberships as investments are often strictly
regulated by financial services laws in the jurisdic-
tions in which the club and its members are
located.

Equity clubs consist of a corporate or partnership
vehicle in which members acquire shares or a part-
nership interest. The properties may be held by that

Knowledge of international tax treaties is vital

vehicle, but for tax reasons (and especially if the
club’s properties are spread across several jurisdic-
tions) the properties are more likely to be held by
separate corporate vehicles owned by the club hold-
ing vehicle. The club will then enter into a
management agreement with the manager who will
maintain the properties on behalf of the club and
operate the reservations system that allocates time
to members based on their requirements and their
usage rights.

The home jurisdiction of the club will depend
notonly upon where the properties are located but
also the target market for members. For example,
ifall members were to be recruited from the United
Arab Emirates, then for tax and securities laws rea-
sons, youwould choose a different jurisdiction than
if you were marketing the same club to UK and
Irish members. Detailed knowledge of interna-
tional tax treaties is vital to find the most efficient
tax structure for members and the property holding
companies.

Reservations systems

One of the biggest challenges for clubs has actually
been the reservations policy. Some clubs operate a
first-come, first-serve basis, but popular weeks or
properties use up more points to even out demand.
Other clubs have a rotating priority system where
all requests from members are collected and allo-
cated according to a strict rotation. Coming up with
asystem that will give all members fair access to all
the properties, whilst still retaining the flexibility
demanded by people who are used to getting what
they want, can be the most difficult part of setting
up such a club.

Tom Page
Hotel Partner, Corporate, London

October 2007
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IP Healthcheck

Building a competitive edge in the hotel industry
requires innovation, development, investment and
planning. A key aspect of any successful business in
the sector will be the maintenance of the intangi-
ble assets in the intellectual property portfolio. A
healthy portfolio will differentiate between opera-
tors and act as a vehicle for commercial goodwill,
as well as providing a strategic and defensive base
from which to operate.

Every business should conduct an Intellectual
Property audit and revisit it periodically. The
importance of the role played by IP in the modern
hotels sector is indisputable.

Understanding the strengths and weaknesses
of your portfolio, and the value of the assets both
internally and externally, is a fundamental part of
business planning. This is an approach that should
be followed in the boardroom, as well as at the
“coalface”, so the IP is used for maximum effect in
the market. Perhaps the IP portfolio is registered,
renewed and up to date, but is this reflected in the
latest management agreement, brand manual or
franchise agreement?

In the past, IP audits have been seen as defensive
measures to identify assets risks in current pro-
cedures and practices. However, a good IP audit
tailored to your business may also discover hid-
den treasures — intellectual assets that are ripe for
protection or commercialisation to add value to
the company.

Waiting until a problem arises with your IP before
any positive action is taken is waiting too long and
your competitors may not make the same mistake.
This may mean confronting tensions and difficult
issues up front, such as the allocation of goodwill
between owners and operators, rather than waiting
until it becomes an issue.

The IP audit

The practicalities of working with businesses on
an audit of their IP portfolio requires a specialised
approach, and the relative importance that IP rights
such as patents, trade secrets, trade marks, domain
names, copyrights, designs, get-up and trade dress
play can vary enormously between industries.

For service industries such as hotels, under-
standing the importance not only of the IP, but the
competitive environment in which it operates, is
paramount.

As operators move away from bricks and mortar

if there is no business
case for the maintenance
of an asset it should be
deployed elsewhere, sold
or abandoned
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towards a franchise and management agreement
model, the IP rights must act as bridge between the
bricks and the brand.

Brand leverage from established players in other
sectors is also an important development for the
industry, with a number of luxury and lifestyle
brands seeking to enter this space to take advantage
of the perceptions of their products and services
generated elsewhere.

Identifying issues, and also
opportunities

The IP audit is about much more than looking for
areas of weakness or disputes. It is structured to go
beyond the obvious and to look at the commercial
reality of the assets and their scheme of protection
(or lack of).

The benefit is unearthing assets that can realise
value —either in building the business for the future
or, where they are not core, as saleable assets that
can raise revenue to be used to invest in the core
business of the organisation. As such, the process
has the dual benefit of reducing risk, as well as a
means to obtain competitive advantage.

Taking the complexity out of your IP helps it to
tie in to the business plan to promote, protect and
add value. Many companies waste money when
the proper protection of intellectual assets is actu-
ally a business investment — and one that can be a
springboard to business success.

Every penny spent on IP protection and enforce-
ment must work hard to justify itself. If there is no
business case for the maintenance of an individual
asset in its current role, it should be deployed else-
where, sold, or abandoned.

Some common questions

Each audit varies greatly according to the compo-
sition of the business (and whether it has grown
organically or been acquisitive), its geographical
focus, and its business model (owner, operator,
franchisee etc.). However, common issues on the
review will include:

@ IP registration: A critical review of the IP reg-
istration policy for core business, and the stage at
which registration is considered. Never too early,
but often too late?

@ Portfolio management: Consideration of the
structure for licensing of core assets and arrange-
ments for dealing with renewals and maintenance.
A review of record keeping and investigation of
compliance by licensees. The Madrid system in
particular is a good cost saving tool.

® Ownership and subsistence: A review of con-
tractual entitlement and other arrangements for
the ownership of IP, particularly in relation to third
party contractors, and a critique of the evidence of
creation and subsistence. Waiting until you have a
dispute is rarely a good time to start looking.

@ Infringement and disputes: Considering the
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A well-timed review can find undetected problems

A good IP audit may
discover intellectual
assets that are ripe
for protection or
commercialisation

key drivers in enforcement policy, the most efficient
method of protecting assets, as well as identifying
perceived areas of weakness.

® Licensing and commercialisation: The final
stage of the audit, assisting the business to iden-
tify opportunity and utilise the IP for strategic and
financial gain. Healthy IP can reduce borrowing
risk, increase market value, and help attract invest-
ment.

A worthwhile investment

A well-timed strategic review of the business can
provide a cost effective solution to undetected prob-
lems, as well as a competitive advantage in the battle
for business. The earlier a company focuses on get-
ting its processes and policies properly organised,
the better.

This saves valuable management time and heads
off the risk of costly disputes later. Once a good
audit has been conducted it will be cost effective
to revisit this periodically and can not only save
significant sums but also generate revenue both in
the short and long term. Wise organisations value
such investment.

Isabel Davies
Partner, Intellectual Property, London

Tom Scourfield
Associate, Intellectual Property, London

April 2007
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Retaining staff for 2012

Concern about staffing in the run up to the 2012
London Olympic Games is beginning to mount in
the hospitality sector.

The retention of skilled staff is already becoming
an issue as staff are being poached to secure a first
class service to clients at the Games. Retention has
not traditionally been an issue in this sector, which
isused to casual staff, at least in the lower paid more
menial jobs.

However, employers must now work harder at
retaining all staff, not just those in key posts, by
making their jobs attractive for long-term staff.
With shift from “hire and fire” to staff retention,
employers will have to focus on improving employ-
ees’ satisfaction with their job.

Good treatment of staff therefore becomes more
important, and focus may shift from compliance
with say minimum wage and working time laws, to
provide a cost effective package of good working
environment and incentives/benefits for staff.
Unfair dismissal, only available to employees with
ayear or more of continuous service, may be more
of a concern.

Methods of retention should be both stick and
carrotapproach. The stick would be trying to make
the decision to leave more difficult or more finan-
cially painful for employees.

The carrotis of course rewarding employees who
do stay with you. Sometimes these two aims can be
achieved by the same tool, for example some form
of profit sharing scheme which only pays out to
those in service at the year-end and on the delayed
payment date. Other times one tool may be the stick
and a different one provide the complementary
carrot,and employee acceptance is gained by pack-
aging the two together so one cannot be accepted
without the other.

Subtle incentives such as
additional training can be
effective in retaining key
staff and improves the
quality of the service

Longer notice periods are often imposed on key
staff to make sure that they cannot leave quickly,
and therefore reduce their mobility. However it is
difficult to extend notice periods once they have
been agreed, as unilateral changes to contractual
terms and conditions of employment are
ineffective.

Itis also difficult to enforce notice periods as once
anindividual has left a job the courts will not force
them to return to their old job. Damages for breach
of contract is the only realistic remedy but suing
for damages in such a case is rarely worth an
employer’s time and money. However, the deterrent
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effect of alonger notice period from employees can
still be worth having, as many employees and
potential employers can be deterred by the risk of
being sued.

Restrictive covenants, which come into effect
once an employee leaves, are another potential tool.
The relevant restraint would be a non-compete
clause, which aims to prevent an employee from
setting up in competition or going to work for a
competitor for a specified period of time. But to be
legally enforceable, the employer must be able to
prove he needs the clause to protect his confidential
information or from the ex-employee poaching his
clientele. So while these can be effective for key
workers, say ahotel general manager or an executive
chef, they simply will not work with less exalted
members of staff where those concerns will not
generally be provable.

Such restrictions must be carefully drafted to
ensure that they are not void asin restraint of trade
and go no further than is necessary to protect the
employer’s legitimate business interests. And, of
course, they have to be written down and signed by
the employee and the best time to get the employee
to agree is when they are joining or being
promoted.

Incentive schemes, such as all employee share save
schemes, popular in the supermarket sector, have
been proved to help maintain a positive attitude
and enhance staff retention. Leavers have some-
thing to lose if the schemes are well drafted.

Share based schemes will hardly be practicable
unless the shares are quoted on a recognised stock
exchange. While it is possible to operate schemes
over shares listed on a foreign exchange, there are
alot of complications if the shares are notlisted on
the London Stock Exchange or Aim. Private com-
panies or smaller listed companies may find that
selective, rather than all-employees, share schemes
are the answer for targeting key staft without too
much bureaucracy.

Simple schemes, such as cash reward schemes
giving the employee a bonus on the anniversary of
his joining, might be easier to administer and be
even more effective. An annual pay increase linked
to the employee’s length of service has also been a
popular retention tool in the past and is set to con-
tinue to be so despite qualms when Age
Discrimination laws were first mooted which sug-
gested that benefits based on length of service
would be unlawful.

However, under the 2006 Employment Equality
(Age) Regulations, there is a specific exception for
the provision of benefits linked to length of service
provided the period is five years or less.

There is also a general exception for provisions
based on more than five years service if the underly-
ing reason for the provision fulfils a business need
of the undertaking, which in this case would be
encouraging loyalty.

Employers will need to
ensure that the culture
and climate at work
means that people want
to work there

Employer pension contributionsis a tax efficient
ways of giving staff benefits and are traditional
retention tools — for example offering employees a
% contribution into a pension scheme after a cer-
tain period of service.

They are cheaper than cash pay rises for employ-
ers as an equivalent % pay rise means that the
employer also has to pay additional national insur-
ance contributions based on that amount, while
the employee receives less than the full % because
income tax is payable on it. Stakeholder pension
plans can be the vehicle for this without involving
the employer in much administrative hassle or
financial headaches.

Subtle incentives such as additional training can
also be effective in retaining key staff. Thisnotonly
improves the quality of the service provided but
also demonstrates that the employer is willing to
invest in the employee and increase his skills set.
Allowing creative ways of working have also proved
valuable and flexible working policies, which allow
employees to work non-typical hours, area proven
method of retaining staff.

However perhaps the most obvious way of retain-
ingstaff is the most effective of all. Employers need
to ensure that the culture and climate at work
means that people want to work there. Brand image
is important and being a recognised employer of
choice with a good reputation can help in retaining,
and recruiting, staff.

Other ways of showing employees that they are
valued include ensuring that health and safety is
respected and that equal treatment of all staff is
expected.

Equal opportunities policies should be circulated
and implemented so that there is a climate of non-
discrimination and that employees feel that any
discriminatory treatment or harassment at work
will be properly dealt with.

Wages are also key. Payment of the minimum
wage may be lawful but inevitably means that
employees will look around for other better paid
work. Staff should be paid properly at or above the
prevailing market rate. Nothing beats a nice place
to work, where you are treated and paid well.

Simon Jeffreys
Partner, Employment, London

November 2007
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Asset-Light - managing or leasing?

The factors that hotel operators consider when
shifting their real estate off their balance sheets. The
last six years has seen a growing trend for operators
to seek to dispose of their real estate assets whilst
keeping the hotels within the operator’s stable of
brands, driven by a number of factors:

@ Recognition of hotels as an asset class for prop-
erty investors.

@ Increasingly high prices paid due to both cheap
debt and a large surplus of demand over sup-
ply for more traditional commercial property
investments.

@ Shareholder demands for owner/operators (espe-
cially listed companies such as InterContinental,
Hilton and Accor) to release capital from their
balance sheets to return to shareholders and
improve return on capital employed.
Sale-and-leasebacks have long been used as a way

to release value from a real estate investment and

hotel companies are certainly not the only sector
where this is common.

Such transactions are often used for pubs, retail
premises and non-real estate assets such as ships,
aircraft and even films.

Sale-and-managebacks have only really become
common in the last few years as part of the disposal
programs of the big owner/operator chains that
have been moving towards their “asset-light” strate-
gies of becoming hotel management companies
rather than owners of real estate.

Why a management agreement not
alease?

One of the main advantages of a sale and manage-
back for an operator selling hotels is the reduced
risk. The management agreement reduces their
exposure to the fluctuations in profitability of the
underlying business.

Under a lease structure, the operator has all the
operational business risk and the obligation to pay
the rent.

A seller of a portfolio is in a good position to dic-
tate the basic terms of the management agreement
such as term, fees and performance testing.

This gives operators a long-term secure income
stream. A management agreement, with that associ-
ated income stream, is an asset, whereas a lease, with
its obligation to pay rent, is a liability.

This has an effect on the way investors value the
operators’ shares.

There can also be some tax and accounting
advantages.

For these reasons, it appeared for a while that sale
and lease-backs were going out of favour. The high
profile case of Le Méridien might well have acceler-
ated that view.

Shortly after a sale-and-leaseback to The Royal
Bank of Scotland, Le Méridien’s business suffered
from the effects of an economic downturn, 9/11
and SARS.

2008

If profitability drops, rent payments may suffer

Swallow Hotels’ collapse
has highlighted the risk of
a badly structured sale-
and-leaseback strategy

It could not meet its rent payments on, amongst
others, The Grosvenor House and The Waldorf
hotels, and RBS took back the leases.

More recently the Swallow Hotels collapse has
highlighted the risk of a badly structured sale-and-
leaseback strategy. In that case, at risk of slightly
over-simplifying the facts, Swallow bought the
hotels, put in place high rent leases and then used
the rental yield to sell the hotels again at ever-higher
prices.

This worked as long as the continuing profits on
sale exceeded the losses caused by the shortfall of
gross operational profit needed to pay the rents.

Leaseback come-back?

Although the advantages of a management agree-
ment seem to be clear, a number of operators still
favour a leaseback model. And it does still have its
advantages, especially if it is structured to avoid
the risks.

The biggest risk is that if profitability drops, the
operator will notbe able to meet the rent payments.
There are two ways in which this risk can be miti-
gated or avoided:

@ Set rents at a manageable rate.
@ Use turnover rents that reduce if business drops,
with or without a minimum base rent.

These would seem obvious, but in some cases can
be difficult to implement.

For an operator that is already highly geared, it
may need to raise a fixed amount of capital from
the sale. If it sets the rent lower, it will not achieve
the required sale price.

Setting a variable rent requires the purchaser land-
lord to assume some exposure to the operational
business risk.

Ironically, it is the very success of sale-and-man-
agebacks that has made hotel real estate investors
more comfortable with assuming a certain level of
business risk.

The other advantages of a lease arrangement are
that the operator retains all the benefit of the opera-
tional turnover and profit, rather than just taking
a small percentage of both. It can also be easier to
market and sell.

There are more investors willing to buy real estate
with a rental yield than there are investors willing
to assume the complete business risk of a hotel’s
operations.

Finally, a lease gives an operator much more con-
trol and freedom to run the operations as it thinks
fit. Not so with a management agreement.

Convergence?

A number of operators looking for disposals still
favour the sale and lease-back model. Accor recently
sold large portfolios across the UK, Germany and
the Netherlands.

In recent months, MacDonald Hotels and Per-
mira’s Principal Hotels Group have both marketed
portfolios on a sale-and-leaseback basis.

Menzies Hotels was looking at a sale-and-lease-
back before its owners decided instead to sell the
whole group.

In some ways the two models are converging. A
turnover rent lease places some of the business risk
onto the landlord; more so if there is no minimum
base rent.

Management agreements have been seen with
guaranteed or priority owner’s return taking some
of the risk away from the owner.

It is becoming more common in both models to
see both the owner and the operator sharing the
operational risk — the only significant difference
being the balance of that risk.

Tom Page
Hotel Partner, Corporate, London

December 2006
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Condo Hotels

A panel session for Condo Hotels at 2006 Berlin
International Hotel Investment Forum billed the
subject matter as the “red hot sector”.

The heightened interest springs from the con-
tinuing success and expansion of schemes in the
United States (forecasts suggested over 4,800 new
units would open in 2006) and that in the UK and
the rest of Europe this is an area which is still very
much in its relative infancy.

From a private individual’s perspective, Condo
Hotels provide an affordable alternative to the-
outright ownership of holiday homes and a
means of investing in real estate outside the stock
exchange.

You need only to flick through the supplements
in your weekend paper or to watch one of the many
television programmes dedicated to the subject to
see the considerable appetite in the UK for buying
second holiday homes.

Here is the opportunity to buy not just a holiday
homein the likes of Aspen or Miami Beach, but one
with the full range of amenities and the possibility
of a variety of other benefits (depending on the
operator and the scheme).

There s the logical appeal of paying for what you
use: why pay full market value for a property that
you use for only a fraction of a year?

There are many other attractions: do away with
the administrative hassle of maintaining, managing
and marketing your property, and the prestige of
an association with a leading sector brand in the
best locations

There is genuine optimism that a separate resale
market will develop in due course, although the
fractional market particularly for membership
clubs, often restricts selling-on.

How does it work?
In simple terms, this is a sale and manage-back to
each private investor. The investor is sold a property
interest comprising a single hotel room or, in larger
factional schemes a holiday apartment or villa.

In the UK, the property investment asset would

e s —

Guestinvest: the latest UK condo hotel offering
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James Miller: the resale market is underdeveloped

typically be alonglease. There is no reason for the
lease not to be on the same sort of terms which
you would expect to see for an outright ownership
property and acceptable to alender, except that the
condo hotels lease would seek to remove outright
entitlement for the investor to occupy the room.
The sophistication lies in the manage-back. Inaddi-
tion to the usual manager’s obligations, a Condo
Hotel Management Agreement will cater for a host
of administrative services to be undertaken for the
investor’s benefit; general and more specifically VAT
accounting; VAT; management and other tax man-

There is no reason for
the lease not to be on the
same terms as you would

expect for an outright

ownership property

agement for instance for foreign investors.

Typically the investor receives as his Owner’s
Return a percentage of the gross receipts attribut-
able to his hotel room (i.e., receipts for food, bever-
ages, car parking etc are excluded), after deduction
of the manager’s fees and service charges for ongo-
ing maintenance and repair of the hotel.

In some products marketed, the Owner’s Return
is guaranteed and perhaps also the service charge
deductions are capped for an initial fixed period.
In more sophisticated models the Owner’s Return
(or maybe in part) is taken into account in the suc-
cess of the hotel or wider scheme as a whole. The
Condo Hotel Management Agreement should give
the investor the right to use his hotel room for a
minimum number of days in each year.

Typically the investor’s entitlement is worked out
onapoints system, allocating a different number of
points to individual days of the week and different
times of the year. Under some agreements these
points may be used at different hotels run by the
same operator; or in some other way may entitle the
investor to preferential treatment at other hotels/
resorts run by the same brand/membership club.

Buyer beware
On a cautionary note, there are some drawbacks.
These are long-term investments. The sweetener
of the guaranteed income return seems, in relative
terms, short-lived.

After that, the Owner’s Return is dependent on
general and local market conditions as well as the
manager maintaining performance standards. For
these products there seems to be an overwhelming
reluctance on the part of the operator to commit
itself to specific performance targets/operational
standards or a proper company guarantee.

This may be the state of the market but the finer
detail of these products seems to be dictated by the
manager’s own terms. Should market conditions
for the sector change for the worse, these terms
could be perceived to be unfair, which could open
the possibility of specific regulation.

This happened in the past with timeshare sell-
ing. As already pointed out, the resale market is
currently undeveloped and its potential is today
largely an unknown, although that could change
in the future.

James Miller
Hotel Partner, Real Estate, London

June 2006
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Investment in CEE 15 years on

When, in the early nineties, the CEE real estate
and hotel markets opened up, the Czech Republic,
Hungary and Poland attracted the vast majority
of inward investments. Early arrivals made very
attractive returns as a result of low operating costs
coupled with high room rates driven by a shortage
of high-end accommodation in these destinations.
Today these markets still generate strong interest,
though with the many hotel developers, investors
and operators now competing for a decreasing
number of opportunities. A second wave saw inves-
tors turn their sights further east, towards Croatia
but also Slovakia, Romania, and Bulgaria. Most
recently investors have started to look seriously
at Ukraine and, of course, Russia, attracted by the
size of the potential markets and rising domestic
incomes, though wary of political considerations
which can complicate the picture.

So what does the CEE investment
environment look like today? Today all
the well-known hotel operators and real estate
agents are present in the region. These global
investors and operators have brought with them
their construction standards, their sophisticated
project management procedures and operating
documentation as well as their advanced portfolio
management systems, and these have thus gradually
becomean established part of local procedures and
documentation. The financing institutions have
followed these investors and operators, with the
Austrian and German banks leading the way and
today representing the biggest regional lenders.
Newcomers to the scene in the recently newly acced-
ed EU countries will therefore see a very comparable
situation to the “old” European countries.

And how about the legal frame-
work? Whilst most of the CEE countries have
by now developed an acceptable legal framework
within which both the real estate and operational
side of the hotel business can function, each country
still has its own particularities which means that the
ease of doing business and the kinds of issues faced
still vary country by country. The legal systems of
the original new EU entrants have been strength-
ened by the alignment with the EU legislation, while
Bulgaria and Romania were still making changes
prior to their 2007 EU accession. Generally, the legal
environment of Ukraine and Russia is less reliable
and predictable, which in turn can bring higher
execution risk, and greater concerns about success-
ful enforcement of any contractual rights which

Global operators have
brought in management
procedures, portfolio
management systems
and building standards
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Competiton is increasing as opportunities decline

may impact on availability of suitable financing.

Thereis one feature though thatan investor should
be prepared for regardless of where in the region it
operates and that is the highly bureaucratic nature
of many of the procedures required to develop,
operate or invest in a hotel venture. Involvement
in the acquisition or the development aspect of the
business will require dealing with local land and
title registries which can be an highly frustrating
experience. Theregistration of a transfer or a pledge
of property is often only completed months after
the execution of the contract and often only after a
substantial part, if notall, of the funds have changed
hands. In the worst case scenario the registration
can be refused without any justifiable basis or for
a minor formal administrative error. When that
happens, experience shows that walking to the Land
Registry with a box of chocolates and a bunch of
flowers can often be more effective in resolving the
dispute than wasting years in court suing to get
your right.

To give a flavour of the mix of the issues you may
be faced with, here are some more recent develop-
ments in individual countries.

Czech Republic - Employment regulation:
Hotel managers need to take care when structuring
outsourcing contracts as there is a general prohi-
bition on hiring self-employed subcontractors in
situations where these can be employed as regular
employees. Compliance with this rule has recently
been subject to control by tax authorities who

Walking to the Land
Registry with chocolates
and a bunch of flowers is
often more effective than
wasting years in court

have imposed tough penalties on transgressions
by employers.

Hungary - Improvements to Zoning: On 1 May
2006 an importantamendment to the building code
came into force. Developers can now enter into
an agreement with the competent local munici-
pality aimed at accelerating the change of zoning
of a particular development site, by agreeing to
undertake some of the associated obligations of
the municipality.

Poland - Zoning delays: From a hotel inves-
tor’s perspective, one of the biggest issues in Poland
currently relates to the development phase and
the risks associated with acquiring land without
zoning.

The new zoning law brought into force in 2003
caused a significant proportion of the zoning
master plans throughout the country to expire on
1 January 2004 as a result of which a significant
proportion of the real estate in the country is cur-
rently not zoned. Consequently, a hotel developer
who acquires land without zoning will have to take
into consideration that it may require as much as
12 months (or more) to obtain the correct zoning
master plan and study or a planning permit for the
plot that has been acquired.

Slovakia - Star rating: To date, Bratislava
remains the only CEE capital without a five star
hotel. The star award system is governed by national
legislation, and investors are currently speculating
whether the non-existence of five star accommo-
dation is a result of the strict interpretation of the
regulation and whether the planned Kempinski
Hotel River Park, due to open in 2009, will man-
age to obtain such a rating.

Clearly, while CEE is often looked at as one region,
itis much more relevant to view each CEE country
separately, with the only common denominator
being the now established, and largely functioning,
market economy.

Therefore, whether you are contemplating invest-
ing in, developing or managing a hotel in CEE you
should always ensure that your advisors have alocal
presence with a track record in hotel real estate
transactions that shows they are familiar with the
local issues and the most reliable and effective ways
of resolving them.

Sarka Robinson
Partner, Corporate, Prague

May 2006
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No doubt you have heard people say that the hotel
management contractisan agreementlike no other
— under which the hotel operator can operate the
owner’s hotel pretty much as it pleases, at the own-
er’s expense, normally for a significant period of
time. Although this may be the case for some un-
negotiated management contracts, this article aims
to assist owners in understanding what to expect
when negotiatinga hotel management contract. In
doing so, it sets out some of the key issues and what
provisions can be sought to help strengthen an
owner’s position and ultimately increase the value
of the asset.

Sowhere do these negotiations start? Most opera-
tors begin with their internal “standard form”hotel
management contractand although most standard
forms are more owner-friendly than they were in
the past, it is unlikely that a standard form will give
an owner the protection it requires. However before
an owner gets to the first draft stage, it isimportant
that the heads of terms agreed between the parties
sufficiently cover all of the key issues (some of
which are discussed below). This will help an owner
to negotiate away from the standard form, as it can
be difficult to raise new issues during the contract
negotiations.

Sharing the Risk

Thebasic principle of a hotel management contract
is that, unlike a lease, an owner takes all of the risk
and liabilities of the business. The owner is also
responsible for the hotel’s assets, including main-
taining the property, furnishings, fittings, inventory
and funding the hotel’s bank accounts. Accordingly,
it is important that the operator is “incentivised”
to take on some of the risks of the hotel’s operation.
This risk sharing goes beyond an operator having
an incentive fee that is calculated as a percentage
of the hotel’s profit. An operator can provide “key
money” (being an upfront payment for entering
into a contract) or a guarantee of a level of profit
to help share this risk. But the price of an operator
agreeing to such terms may be reflected in the other
commercial terms of the deal. More commonly, an
operator will agree to defer some of its fees where
there is insufficient profit to service the owner’s
debt. Although not a guarantee of profit, such
deferral does help share some of the owner’s finan-
cial burden, particularly in the early years of a
hotel’s operation. A management contract should
specify how these deferred fees are treated, for

The owner will often

be required to fund
replacements, upgrades
and works to maintain
brand standards
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Standard forms may not give adequate protection
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example, whether there are any restrictions on
earning back these fees or if any interest is payable
on the deferred fees.

Most contracts will require that a hotel be oper-
ated to the operator’s brand standards, meaning
that the owner will be required to fund replace-
ments, upgrades and works to ensure that the hotel
is maintained to the required standard. However,
an operator should also be required to optimise the
financial performance of the hotel. This type of
provision should not be objected to by most opera-
tors and will give extra comfort to an owner.

Approval of Key Matters

An owner should seek approval rights in relation
to key liabilities of hotel’s operation. Most opera-
tors will allow an owner to approve each annual
budget for the hotel (although some only allow
consultation rights). A management contract
should specify what deviations from the approved
budget are permitted (for example, a certain per-
centage above line items or an overall cap subject
to increases in occupancy or costs).

Other types of decisions that can require an own-
er’s approval include the appointment of the
general manager, entering into high value and long-
term contracts, material leases and initiating legal
proceedings.

Exclusivity

Owners will often ask for restrictions on the opera-
tor managing other nearby hotels although this is
usually restricted to a particular brand.

What to do with an
underperforming hotel

Itis important for a management contract to con-
tain financial targets (or performance tests). Failure
of an operator to achieve these targets will give the
owner a right to terminate the management con-
tract. These targets are usually based on ratios, by

An operator may agree

to defer some of its fees
where there is insufficient
profit to service the
owner’s debt

measuring performance against one or both of
gross operating profit as a percentage of revenue
and/or revenue per available room (RevPar) (which
combines average room rate and occupancy).
Financial targets are usually measured against a
comparable set of hotels in the same marketplace,
as this measures the hotel’s performance to matters
within the operator’s control. Some contracts will
give an operator the ability to cure a breach of a
performance test, however the number of times an
operator can cure the failure is limited.

Selling or financing your hotel

Most management contracts will specify what hap-

pens if an owner wants to sell the hotel. Usually

one or more of the provisions will apply:

@ restrictions on the purchaser —includinga pro-
hibition on asale to acompetitor of the operator,
someone who has insufficient net assets, is a
criminal or has a poor business reputation. An
owner should seek to have these categories as
narrowly defined as possible;

@ rightoffirstrefusal or pre-emption right—these
offer the operator a right to purchase the hotel.
These can often be onerous and may hinder an
owner’s sales process;

@ termination uponsale provided that compensa-
tion is payable to the operator. Thisisa valuable
right for the owner, as ability to sell the hotel
free from the management contract signifi-
cantly increases the potential sale price as it
allows a wider choice of purchaser; and/or

@ termination by the operator if certain criteria
are not satisfied.

The above restrictions may also apply to a sale of
shares in the owner and to a financier wanting to
on-sell the hotel. Some management contracts may
also contain restrictions on the owner’s financing
arrangements for the hotel.

Finally, when negotiating a hotel management
contract,an owner should always bear in mind that
the contract will form the basis of a long-term
arrangement with the operator. As such, it should
consider what an incoming purchaser (and their
lenders) would be prepared to accept and if the
terms are in line with market expectations.

Alice Nairn
Associate, Hotels, London

January 2008
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Ukraine & the European Cup

Businesses across Europe are waking up to the vir-
tual explosion in property development taking
place throughout Ukraine. However, as new shop-
ping centres, office towers, and apartment and
housing complexes spring up in the capital city,
Kyiv, and across the country, hotel developments
have been relatively neglected.

That’s about to change dramatically. On the heels
of UEFA’s granting the 2012 European Cup to
Ukraine and Poland, about €1bn (£720m) needs
to be invested over the next four years to triple
Ukraine’s available hotel space to accommodate
the estimated 1 million fans who will flock to the
four Ukrainian match cities, Kyiv, L'viv, Dnipro-
petrovsk,and Donetsk to cheer on their teams. And
that level of investment is only what’s necessary to
meet UEFA’s requirements of 5500 four- and five-
star hotel rooms (compared with 1600 currently)
and 5600 two- and three-star hotel rooms (versus
today’s 3900). Further, as demand will for the fore-
seeable future continue to outstrip supply in this
sector, these developments are likely to only meet
current needs.

Ukraine is banking on the Euro Cup to continue
to fuelits current economic boom. Dirck Smits van
Opyen, head of Kyiv’s ProMarketing consultancy
and formerly the General Manager of Ukraine and
Poland’s successful bid, notes that: “UEFA made a
powerful statement by bringing the Euro Cup to
Eastern Europe for the first time in its history. The
economic and tourism impact of these events on a
host country can be profound. Germany experi-
enced a significant boost in these areas after the
2006 World Cup, and Portugal, already a well-
known tourism destination, saw a 10% surge in
foreign visitors relative to pre-Euro Cup levels still
two years after the event. The impact of the tourna-
ment on Ukraine and Poland is likely to be
considerably bigger.”

Recognising the potential of the Euro Cup as a
spur to greater economic development is not
enough. Smits van Oyen says that the governments
of both countries understand that if people have
nowhere to stay, they won’t come. Or worse, they
won’t come back. Therefore, “a key part of the bid
was an undertaking to facilitate an extremely
dynamic five-year accommodation development
strategy in all host cities.”

It will be a challenge. Until now, hampered by a
complex bureaucratic permitting environment,
lack of obligatory hotel certification, high taxes,
and a weak service culture, Ukraine’s hotel sector
has been slow to take off. By some estimates, only
5% to 10% of the nation’s hotels are up to interna-
tional standards.

However, things have recently started to turn
around as the Ukrainian authorities have finally
begun to move on their promises to UEFA. The
Ukrainian government has developed a compre-
hensive state programme that not only includes

2008

infrastructure development projects (stadiums,
roads, rails, hospitals), but support for the develop-
ment of the accommodations sector. Measures are
being readied to facilitate the investment needed
to build hotels, including slashing onerous taxes to
stimulate hotel expansion and construction; prepa-
ration of legislation to introduce obligatory hotel
service-level certification to raise the quality of
tourist service standards; streamlining the permit-
ting and licensing process by establishing a
“one-stop” application process; improvements to
the management structure of the tourist sector at
the national and regional levels; and upgrading the
tourist infrastructure in host cities (such as tour-
ist-friendly road signs).

The market seems to be paying attention. The
State Statistics Committee of Ukraine reports that
sales turnover at hotels between January and July
2007 increased to $283m (£141m) from $216m
during the same period last year. DTZ, the property
consultancy, estimates that out of a secondary
transaction volume of $265min 2006, about a third
was invested in the hotels sector. DTZ projects total
real estate transactions volumes to almost quadru-

By some estimates,
only 5% to 10%

of hotels are up to
international standards

ple to $830m by the end 0f 2007, with some increase
in hotel investment. This activity mostly involves
assets in Kyiv and after years of effort, major inter-
national hotel developers and operators are now
joining some small boutique operators in opening
up in the city: Radisson (developed by Rezidor) is
celebrating two years in the city and in September
2007 Hyatt welcomed the first visitors to its new
showcase hotel. Both hotels consistently operate at
or near 100% capacity, while the general occupancy
rate in Kyiv is 60% and 80% in the city core. Soon
to follow is the opening of new InterContinental,
Hilton,and Sofitel hotels, along with a major devel-
opment to be operated by Sheraton. Radisson,
Hyatt, Marriott and Accor have announced plans
to open hotelsin other key Ukrainian cities, includ-
ing Euro Cup matches locations.

In fact, the most promising growth in this sector
is connected with the development of quality and
affordable two- and three-star hotels. Businessmen
come and go, but Ukrainians and tourists have a
hard time finding decent value accommodations
when traveling through towns and the scenic coun-
tryside. The increasing affluence of the general
population and the rise in the past few years of a
vibrant, consumer-oriented middle class is con-

vincing operators looking to expand their two- to
three-star value brands, such as Hilton, Accor, and
Marriott, that this sector can be sustainable, and
profitable, over the long term.

With demand considerably exceeding supply, the
hotel boom starting in Ukraine is set to continue
beyond the final whistle of the European Cup tour-
nament. Yields in the hotel sector are compressing
(hovering at just below 10%), and while payback
in the sector can take between 10 to 12 years in
Europe, it is estimated at between six to nine years
in Ukraine. With its shiny church domes, Byzan-
tine-baroque architecture, restaurants, parks, and
storied history, Kyiv is still untapped as a potential
major congress and convention centre. In addition
to the other host cities (including alternates Odessa
and Kharkiv), smaller cities in the regions are ramp-
ing up their business and tourist potential.
Innovative projects being prepared in some loca-
tions include hotels in multi-purpose or mixed-use
developments, such as stadiums and shopping and
office complexes.

However, the success of these prospects depends
on whether the Ukrainian government delivers on
its promises to considerably improve the country’s
creaky infrastructure and reduce corruption in the
permitting process, problems that have stymied the
development of the hotels sector for so long. Also,
as the hotels business becomes increasingly com-
petitive, new entrants into the market may find a
shortage of high quality local development and
construction partners with the technical capability
to meet international standards and to effectively
manage relations with local authorities.

The market has signaled that it is prepared to take
the government at its word and continued growth
in the hotels sector in Ukraine is expected for the
foreseeable future. Building scores of quality hotel
accommodations atalllevels throughout the coun-
try will do much to burnish the nation’s image,
stimulate tourism and can create a virtuous cycle
of investment in infrastructure and many other
segments of the Ukrainian economy. Pledges by the
government to improve the transparency and pre-
dictability of the Ukrainian property regime will
strengthen and stabilise land ownership and leas-
ing, which will continue to support the expansion
of credit markets and stimulate investment and
overall economic growth.

Atthe end of the day, hosting the 2012 European
Cup is much more than about football — it is an
opportunity for Ukraine to secure its future eco-
nomic development.

Daniel Bilak

Partner, Kyiv

Head of CMS Central and Eastern European Hotel
& Leisure Group

December 2007
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Looking forward to the end of term

Record numbers of hotels have changed hands over
the last few years. Many sold by the big operators
have been the subject of manage back deals using
management agreements. However a significant
number have been the subject of leasebacks or new
leases. Although many of the large operators may
prefer management contracts, many investors and
some operators prefer leases, so the lease is likely to
be with us for the foreseeable future.

People negotiating heads of terms for alease have
many details to think aboutand what happens at the
end of the term may not immediately appear a pri-
ority, not least because, as hotel leases are often for
long terms, the original negotiators may no longer
be around to deal with the issue. In addition, of
course, most property leases oblige the tenant at
the end of the term to “yield up” the property in
good repair.

However leases of hotels should be different from
the leases of other property assets because hotels
form a distinct and very different property asset
class. The bricks and mortar of the structure and
the hotel business operating from it are two sides
of the same coin and the state, condition and value
of each impacts closely on the other. To maintain
value, to avoid significant potential costs and to
smooth managementissues, time spent at the outset
in agreeing what happens when the lease comes to
an end will be time well spent.

Some leases grant the hotel tenant the right to a
renewal at the end of the term. In other cases the
tenant may exercise its right to a statutory renewal
such asunder the English Landlord and Tenant Act
1954. On renewal the termination provisions will
notapply. However one cannot assume that renew-
als will go on for ever. At some stage the tenant will
move out, perhaps because the landlord wishes to
operate the hotel business itself. What will happen
to the hotel business then? Many leases remain
absolutely silent on the issue. This is potentially
bad practice asa few carefully drafted pages inserted
at the outset could save considerable time, worry
and expense later.

As the landlord is unlikely to be able to foretell
now whether it will wish to take over the hotel
business of the tenant many years hence at the end
of the term, the landlord should have the right to
choose at that time. If the landlord chooses not
to take over the business, the lease should provide
that the tenant is responsible for dealing with the
redundancy of the staff and should also provide
whether the tenant must remove the ff&e and other
contents so that full vacant possession is provided.
Where the landlord elects to take over the business
asa going concern, the following (and a number of
other) issues will need consideration and appropri-
ate documentation in the lease.

Staff

If the landlord acquires the business, EU employ-
ment law such as the UK Transfer of Undertaking
Regulations will automatically pass over respon-
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Extra initial work will be time well spent

Leases of hotels should
be different from leases of
other property assets
because hotels form a
very different asset class

sibility for staff to the landlord as the new busi-
ness operator. However there may be obligations
to consult and the tenant may wish to employ the
hotel manager or chef elsewhere. Also considera-
tion should be given to any pension scheme.

Name and goodwiill

The name of the hotel may already belong to the
landlord and the tenant may be permitted to use it
under the lease. However the name may belong to
athird party (for instance one of the big operators)
under a franchise agreement. Can arrangements be
made now to enable the landlord to take over that
franchise agreement in the future? Whilst this may
be difficult, thelease should atleast oblige the tenant
to introduce the landlord to the franchisor at that
stage to enable negotiations. The tenant should
also be obliged, in so far as it owns it, to transfer the
goodwill in the hotel at the end of the term.

Wet and dry stocks and ff&e

With the possible exception of some items of ff&e
(which may be owned by third party lessors or the
landlord itself) these items are likely to be owned
by the tenant and provision should be made for a
stock-take and valuation on the handover of the
business.

Bookings

There may be forward bookings under which
deposits have been charged and there will almost
certainly be bookings which straddle the handover
of the business. The lease should provide for appro-
priate payments adjustments and debt collection
arrangements between landlord and tenant.

CapEx and ff&e funds

The lease may provide for the creation of CapEx
and/or ff&e funds against future expenditure. The
lease should state what is to happen to these funds
on the handover of the business and whether they
will pass to the landlord or be wholly or partially
refunded to the tenant.

Taxation

The transfer of the business may be a going concern
transfer which avoids the need to pay VAT, but the
landlord will need to register for VAT purposes.
The lease should state VAT requirement and deal
with all other taxes relevant to a hotel operation
such as tax on employees’ pay. The lease should
also deal with the apportionment of any ongoing
capital allowances.

Operating requirements

These will be important for the future operation
of the business and will include VAT, employment,
booking and guest information. The lease should
provide that this is made available to the landlord
upon the termination of the lease. Where the infor-
mation is stored on computers in the hotel, rather
than off-site, the computers and all back-up records
should be handed over to the landlord on transfer
of the business.

@ Thelease should also deal with the safeguarding of
hotel and drinks licences, insurance arrangements
and third party agreements.

Tenant’s improvements
In certain circumstances a tenant who carries out
improvements may be entitled to compensation
from thelandlord at the end of the term. Mostleases
provide for constant improvement by the tenant to
maintain standards and this is taken into account
in the overall financial terms. It might therefore be
unfair for the tenant to be compensated for such
improvements. The lease should exclude the ten-
ant’s compensation rights so far as the law allows.
Considering all these arrangements at the start
rather than the end of the lease may seem to create
extra initial work. But it will be time well spent
when the lease comes to an end and the parties have
a clear understanding of the handover arrange-
ments between them.

Charles Romney
Hotel Partner, Real Estate, London
Head of CMS Real Estate and Leisure Group

September 2006
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Bedbug attacks

“Sleep tight, don’t let the bedbugs bite” isno longer
a saying for children but a warning for the hotel
industry.

A US couple are bringing a multi-million dollar
case in New York against the Mandarin Oriental
Hotel Group. The couple stayed at the Manda-
rin Oriental in Knightsbridge, London and claim
hundreds of bedbugs “attacked” them during their
five night stay resulting in painful, red, itchy erup-
tions.

They claim not only to have been forced to obtain
medical care for their physical and emotional inju-
ries but, to add insult to injury, the little critters
decided to travel back with the couple to their Man-
hattan apartment.

Allegedly, their apartment had to be fumigated,
numerous belongings destroyed and the couple
claim that they are still suffering both emotionally
and physically.

The Mandarin Oriental Group is accused of neg-
ligence, recklessness, fraud, intentional infliction of
emotional distress, nuisance and deceptive trade
practices. The couple are seeking compensatory
and punitive damages in excess of $3m (£2m), as
they want to punish Mandarin for its alleged failure
to provide them with suitable accommodation and
its alleged failures properly to deal with the matter
afterwards.

The claim is being brought against eight defend-
ants, all of which are interrelated group companies,
two of which are US corporations. The couple’s
attorneys argue that the New York district court
should hear the claim because the Mandarin Orien-
tal Group “have offices and conduct systematic and
continuous business” in the district; and because
the couple suffered “continuous and new injuries
and damages” in the district. An early challenge to

An opera singer sued for
$6m claiming she suffered
over 100 bites, which was
“not going to help her
romantic life or career”

jurisdiction might be expected.

To the English reader this may seem unusual but
there are numerous other cases in the US, where
similar claims have and are being made against
hotels.

These include a successful claim in Illinois against
Accor Econ Loding Inc, in which two Chicago trade
show attendees who found their Motel 6 hotel room
overrun with bedbugs, were each awarded $5,000 in
compensatory damages and $186,000 in punitive
damages. In this instance, it was found that the hotel
management did little or nothing to address the
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problem of which it had been aware since 1998.

Other cases currently pursued in the US include
a claim where a mother is suing the Marriott hotel
group in relation to over a thousand bites suffered
by her children while staying at Disneyland Florida.
Further, in January 2007, a New York opera singer
sued the Hilton Hotel chain for $6m claiming she
suffered more than 100 bites which was “not going
to help [her] romantic life or [her] career”.

The common thread in all these cases is that the
hotels did not act appropriately once they became
aware of the infestations.

An equivalent claim in England and Wales against
a hotel would probably involve claims for negli-
gence, breach of the Supply of Goods and Services
Act 1982 (the “Act”), breach of the duty under the
Occupiers’ Liability Act 1957, subject to the terms
of the guest’s contract with the hotel and breaches
of certain implied terms of that contract. An infest-
ed room could well breach the implied condition
(under the Act) that the hotel is not carrying out its
services with reasonable care and skill and an imagi-
native lawyer might come up with any number of
additional implied terms.

Inthe UK, a spate of bedbug infestations occurred
between 1999 and 2001. The Grand Hotel in Bright-
on had an embarrassing outbreak of bedbugs at
the height of the 2005 Labour Party Conference.
Most of the claims arising out of bedbug incidents
were reportedly settled by a reduction in charges
(an indication of the likely modest sums involved
in such claims) and the claims did not reach the
Courts. One defence filed in the County Court,
but never tested in proceedings, asserted that the
Claimant could have brought the bugs into the hotel
himself, as they have been known to travel in the
turn-ups of trousers.

The real distinction between bringing a bedbug
claim in the USand bringinga claim in England and
Wales is the level of recoverable damages.

In England and Wales it is very rare for punitive
damages to be awarded. The concept of damages
in England and Wales is to compensate for the loss
caused. Exemplary damages, which are punitive,
arerarely awarded and indeed can only be awarded
where the defendant deliberately and outrageously
disregards the claimant’s rights.

It is highly unlikely that a bedbug case could be
shown that a hotel ‘outrageously’ disregarded a
guest’s rights, especially if it offered to reimburse
its guest in any way for his or her costs.

Realistically, any bedbug claim against a hotel in
the UK would result in minimal damages being
awarded due to the short-term discomfort suffered
by the victim, unless they are able to show otherwise.
When assessing damages in respect of non-pecu-
niary loss an English court will normally award a
lump sum in respect of “pain and suffering and loss
of amenities” and special damages for any relevant
extra costs incurred.

L egal Insignt

The level of damages varies in the US and England

The couple are seeking
damages in excess of $3m
as they want to punish
Mandarin Oriental Group
for its alleged failures

Aleaf through Kemp and Kemp, the authoritative
guide to personal injury damages in the English
Courts, does not reveal any damages awarded as a
consequence of bedbug bites. Comparable exam-
ples include: £2,000 awarded to two children in an
approved settlement (as they were minors) after
they suffered insect bites and developed a disease
due to a cockroach infestation at their home; £500
awarded for soft tissue injury and bruising to the
lower body after the claimant was thrown from his
motorcycle;and £3,000 awarded for extensive abra-
sions to the knee together with grazing and bruising
when the claimant was knocked over and stood on
by a police horse.

This general approach in the English Courts how-
ever, does not mean that hotels in the UK are not at
risk. What the case against the Mandarin Oriental
Group highlights is the cross-border litigation risk
that could arise for any hotel anywhere. US residents
can claim substantial damages by bringing their
bedbug and other claims in the US and undoubt-
edly the availability of punitive damages will be an
important factor in the choice of Courts.

Guy Pendell
Hotel Partner, Commercial Litigation, London

March 2007
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Contacts at CMS

Austria, Vienna

CMS Reich-Rohrwig Hainz
T+431404430

Nikolaus Weselik
nikolaus.weselik@cms-rrh.com
Kathrin Hofer
kathrin.hoefer@cms-rrh.com

Belgium, Brussels

CMS DeBacker

T+322 7436900

Cedric Guyot
cedric.guyot@cms-db.com
Anne-Laure Velge
annelaure.velge@cms-db.com

Bulgaria, Sofia

CMS Cameron McKenna
EOOD

T+35929219910

David Butts
david.butts@cms-cmck.com
Lyubomir Dabov
lyubomir.dabov@cms-cmck.com

Croatia, Zagreb

CMS Zagreb in alliance with
CMS Reich-Rohrwig Hainz
T+ 38514825600

Gregor Famira
gregor.famira@cms-rrh.com
Hrvoje Bardek
hrvoje.bardek@cmslegal.hr

Czech Republic, Prague
CMS Cameron McKenna v.o.s.
T+420296 798 111

Hilary McDowell
hilary.mcdowell@cms-cmck.com
Lukas Janicek
lukas.janicek@cms-cmck.com

M'S/

Hotel & Leisure Team

United Kingdom, London
CMS Cameron McKenna LLP
T+ 44 20 7367 3000

Tom Page
tom.page@cms-cmck.com

Alice Nairn
alice.nairn@cms-cmck.com

Also office in Bristol, Aber-
deen, Edinburgh

France, Paris

CMS Bureau Francis Lefebvre
T+33147385500

Philippe Rosenpick
philippe.rosenpick@cms-bfl.com
Gérard Kling
gerard.kling@cms-bfl.com

Also office in Lyon

Germany, Berlin

CMS Hasche Sigle
T+4930203600
Hermann Stapenhorst
hermann.stapenhorst@cms-hs.
com

Gerd Leutner
gerd.leutner@cms-hs.com
Also offices in Cologne,
Dresden,Dusseldorf, Frankfurt
a.M., Hamburg,Leipzig,
Munich and Stuttgart

Hungary, Budapest

Ormai és Tarsai CMS Cameron
McKenna LLP

T+ 3614834800

Gabor Czike
gabor.czike@cms-cmck.com
Andras Klupacs
andras.klupacs@cms-cmck.com
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Italy, Rome

CMS Adonnino Ascoli &
Cavasola Scamoni
T+3906478 151

Marco Casasole
marco.casasole@cms-aacs.com
Paolo Scarduelli
paolo.scarduelli@cms-aacs.com
Also office in Milan

Netherlands, Amsterdam
CMS Derks Star Busmann
T+31203016301

Roman Tarlavski
roman.tarlavski@cms-dsb.com
Dolf Segaar
dolf.segaar@cms-dsb.com
Also offices in Arnhem and
Utrecht

Poland, Warsaw

CMS Cameron McKenna
Dariusz Greszta LLP

T+ 48225205555

Wojciech Koczara
wojciech.koczara@cms-cmck.com
Wojciech Szybkowski
wojciech.szybkowski@cms-cmck.
com

Romania, Bucharest

CMS Cameron McKenna LLP
Cristina Brinzan Law Office
T+ 4021628 0800

Dan Mares
dan.mares@cms-cmck.com
Loredana Ralea
loredana.ralea@cms-cmck.com

Russia, Moscow

CMS Bureau Francis Lefebvre
CMS Cameron McKenna LLP
T + 7 495 258 5000

Alyona Antonenko
alyona.antoneko@cms-cmck.com
Steven Shone
steven.shone@cms-cmck.com

Slovakia, Bratislava

CMS Cameron McKenna v.o.s.
CMS Reich-Rohrwig Hainz
T+4212544 33490

Sylvia Szabo
szabo@ccsconsulting.sk

Hana Supekova
supekova@ccsconsulting.sk

Spain, Madrid

CMS Albifiana & Suéarez de
Lezo

T+ 34914519300

José Miguel Martin Zamorano
jomimartin@cms-asl.com
Mariano Bautista Saguiés
mbautista@cms-asl.com

Switzerland, Zurich

CMS von Erlach Henrici
T+414428511 11

Oliver Blum
oliver.blum@cms-veh.com
Sybille Schnyder
sybille.schnyder@cms-veh.com

Ukraine, Kyiv

CMS Cameron McKenna LLC
T +380 44 391 3377

Daniel Bilak
daniel.bilak@cms-cmck.com
Olga Cherpachenko
olga.cherpachenko@cms-cmck.
com
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Contacts at Hotel Report

otelreport

Editor
Katherine Doggrell

+44 (0) 1293 846 559
katherine.doggrell@william-reed.co.uk

Customer Service & Subscriptions
Frances Bickley

+ 44 (0) 1293 846 578
frances.bickley@william-reed.co.uk

To get a trial subscription for Hotel Report or Hotel Report
Online, the daily news service, please call or email Frances
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