BALTIMORE NEEDS

A CONVENTION CENTER HEADQUARTERS HOTEL

THE PROBLEM

Over the last several decades, Baltimore has developed a creative and successful tourism/convention business. But there is a serious problem: without a new 750-room Convention Center Headquarters Hotel, physically tied to the Convention Center and assisted by a Room Block Agreement, Baltimore will become less and less competitive as a destination, impacting the Convention Center, but also hurting many other businesses that depend on this major and growing sector of the U.S. economy.

THE NEED

Few doubt the need for more hotel rooms in downtown Baltimore, located in a headquarters hotel. From 1990 to 2001, even as the 1997 Convention Center doubled in size, no new hotel rooms were added downtown. Between 2001 and 2004, the City added 1,073 rooms, a 23% increase, bringing the total room inventory to approximately 4,700 rooms-helpful, but not enough to compete. 77% of the current Baltimore hotel inventory is at least twenty years old.

We must do better. Here's why:

In a 2004 survey of 408 meeting planners, commissioned by the Baltimore Area Convention and Visitors Association (BACV A), suitability of hotels was ranked as the key factor in selection of a city for a convention, exceeding all other aspects (such as, the convention center facility, climate, free time activities, overall appeal of the city and safety). 78% of the meeting planners stated that a headquarters hotel, within a five-minute walk of the convention center, was an "absolute must". These conclusions were also supported by HVS International, the City's hotel feasibility consultant, in interviews with a sample of 45 planners of 108 events that Baltimore lost to other cities in 2003 and 2004.
Consider this:

In FY 2004, BACVA attributed a loss of 92 meetings (160,531 room nights) to hotel inventory reasons, including hotel rates. In the first two quarters of FY 2005, BACVA attributed a loss of 39 meetings (81,550 room nights) to hotel supply reasons and 45 meetings (120,639 room nights) to pricing problems. Vvl1ile Baltimore lost, which cities won? Basically, the cities we lost to were--Boston, Chicago, Orlando, Philadelphia and Washington, D.C.-- al1 ranked higher than Baltimore for hotel suitability in the 2004 meeting planners survey.

WHY PUBLIC FINANCING

With such a demonstrated need, and the general recognition of Baltimore as an attractive destination, why won't the private sector build the necessary headquarters hotel? The experience of Baltimore is not unique or unusual in this matter; in fact, it is typical. Like Austin, Denver, Houston, Omaha and other U.S. cities, the City of Baltimore - through the Baltimore Development Corporation (BDC) - has made a lengthy and extensive effort to create a privately-financed hotel on the City-owned site west of the Convention Center. Three Request-for-Proposals (RFP) processes have been held since 1996; discussions with prospective developers included public incentives such as land contribution, a Payment in Lieu of Taxes (PILOT) or Tax Increment Financing (TIF) to spur the hotel development, similar to the City financial assistance provided for the 750​room Marriott Waterfront Hotel at Inner Harbor East in 1997. But at no time in the past eight years has a viable privately-financed deal, even with public subsidy, been put forth for this key site.

The economic reality is that there is a significant gap between the cost of building a headquarters hotel, with its necessary meeting spaces, food and beverage operations, etc. and the amount of debt and equity that can be raised from private sector financing sources. Today, the capital markets are requiring as much as 50% equity in downtown hotel projects; hotels investors are requiring returns on equity of 20 to 25%. This has resulted in private developers requesting ever increasing amounts of public subsidy. As evidence, in the three responses to the City's 2003 RFP, the developers requested not only significant tax rebates (estimated $4 to $5 million per year), but also a City pledge or guaranty of debt service payments on either private debt or public bonds. It was clear that, despite private ownership of the hotel, these proposals required the City to take the key risk if the hotel did not do as well as projected, while the private owner retained most, if not all, of the direct financial benefits. The City and its financial advisors concluded that such proposals were unacceptable.

Instead, BDC, the City Finance Department and the City's financial consultants have structured a tax-exempt bond financing for the proposed hotel that is largely "self​financing" (that is, from revenues generated from the project and its hotel users), with a limited pledge of City funds that is available only after several other sources are tapped-​and with the reasonable expectation, that little, if any, of that pledge will actually be required.

To illustrate, in 2009, the revenues from the hotel itself, the hotel's property taxes (to be paid in full) and then the hotel occupancy taxes generated only by the Convention Center Hotel, together estimated at $21.8 million, back up the estimated bond debt service payment of $15 million. And the hotel bonds, as revenue bonds, are NOT backed by the City's "full faith and credit" that support the City General Obligation bonds. Only if the total of these hotel revenue sources are insufficient, is there City participation (required by the national bond rating agencies, such as Moody’s and Standard and Poor’s) from citywide hotel occupancy taxes of no more than 25% of the gross bond debt service (estimated $3.7 million in 2009): this is the maximum amount of possible City contributions per year. Uses of those City revenues are subject to annual appropriation

by the City Council. And if some or all of these revenue sources are not needed to

support the hotel bonds, the excess revenues go directly to the City treasury (the General Fund).

The cash flow models, prepared and reviewed by the City's financing team (HVS, First Southwest Company, Jackson Securities and nationally-respected bond underwriter Piper Jaffray), and also supported by Hilton Hotels' own analysis, show that the hotel's net revenues are alone sufficient to pay all the operating expenses and the debt service on the bonds. These conservative projections have also taken into account the competitive and cyclical nature of the hotel business. It is projected that the Convention Center Hotel will reach its stabilized occupancy in four years (2011) after opening, despite evidence that the 750-room Marriott Waterfront Hotel reached stabilization in its second year of operation (even with the tragic events of "9/11" that affected the tourism industry throughout the U.S.).

With interest rates of 5% or less, tax-exempt financing has permitted the development of downtown hotel projects to occur that the private sector was not prepared to undertake. All recent hotel deals in other cities (excluding hotels in gaming and resort areas or in New York City) have been reviewed in comparison to the Baltimore proposal: there was no other successful hotel financing model that we could adopt. Those cities which were seeking private financing, for example, San Diego (a twelve-month a year convention market), are now exploring public financing. Those cities which are using private financing, for example, San Antonio, where use of Empowerment Zone bond financing (an option not available to Baltimore) permitted private parties to own the hotel and contribute private equity - approximately $77 million, are still pledging tax revenues to support $200 million in tax-exempt and taxable bonds.

WHAT ARE THE SAFEGUARDS?

The hotel will be designed, built and operated by the private sector. The City proposes to establish a non-profit corporation to develop the hotel; the City does not operate the hotel directly: the corporation engages Hilton Hotels and an independent professional Asset

Manager--to be chosen through a competitive process--to oversee the hotel operation. During construction, the City will be protected from budget overruns by a Guaranteed Maximum Price (GMP) and from delays by a completion guarantee, which will include substantial liquidated damages, from a financially qualified builder. Once the hotel opens, should the hotel not meet its revenue projections, the City is also protected by a $25 million debt service guarantee provided by Hilton Hotels (to be called on before the City is required to payout the full amount of its city-wide hotel occupancy tax pledge) and reserve funds of approximately $37 million.
WHERE DOES BALTIMORE STAND?

Beginning in the 1970's, the City made the many investments necessary to become a recognized destination. We now have a vibrant and pedestrian-oriented downtown, a marketable convention center and accessible transportation (airport, railways, and highways). Hotel demand in Baltimore has been consistently very healthy-downtown hotel occupancy rates typically out perform the U.S. average; the problem is that we have too few rooms to market for conventions.

BACVA has never had a fO11nal Room Block Agreement with any hotel. With the development of the new headquarters hotel, BACV A - through the Room Block Agreement - will be able to contro1600 of the 750 rooms in the Headquarters Hotel, linked to the Convention Center by a fully enclosed pedestrian walkway. Hilton Hotels, considered one of the best convention-oriented hoteliers by meeting planners, managing similar publicly-financed and recently- developed hotel properties in Omaha (450 rooms), Austin (800 rooms) and Houston (1,200 rooms), will bring its considerable expertise and its national marketing and reservation systems to help market Baltimore.

WHAT IF WE BUILD - AND IF WE DON'T

The construction of the Hilton Baltimore Hotel will have a major economic spin-off on the construction industry, creating 663 jobs during construction and $197.9 million in direct and indirect construction-related expenditures. The hotel will meet or exceed the City's minority and women business enterprises (MBE/WBE) participation goals and comply with the prevailing wage ordinance. BDC projects that the MBE/WBE participation will exceed $40 million. Once completed, 550 full-time equivalent (FTE) jobs, with an annual payroll of$19 million, are projected. Working with the Mayor's Office of Employment Development and other agencies, Hilton Hotels has committed to the hiring of City residents at all job levels as well as supporting the City's MBE/WBE programs through its supplier networks.

The City will receive all excess revenues or profit from the hotel in addition to all other tax revenues, projected at $3.3 million in 2009, and increasing to approximately $7 million, beginning in 2013.

Other cities in the convention business are not standing still. HVS projects that, by the end of 2007, an additional five million square feet of convention space will become available in the U.S. In this region alone, we have seen a new convention center open and hotel expansion efforts underway in Washington D.C., as well as the 1,500-room, $350 million hotel project at National Harbor in Prince George's County. New headquarter hotel projects are also being planned for Los Angeles, Osceola County (Florida), Phoenix, Tampa, and San Diego.

Lost convention business has a significant economic impact beyond the convention

center and hotels: it affects the many restaurants, retail shops, entertainment venues and cultural attractions that look to visitors, in addition to local residents, to stay in business. According to the Maryland Department of Labor, Licensing and Regulation, Baltimore City ranked third in the state (after Baltimore and Montgomery counties) in employment in the hospitality sector: 22,782 jobs with a projected $369 million in annual payroll. It

is clear that the income of many city residents depends on the visitor draw to Baltimore.

WHAT'S THE BOTTOM LINE?

In our experience, and in the experience of most other cities which have stood where we are today, private financing--even with major public subsidies--no longer produces a downtown headquarters hotel. Therefore, the City's choice is not between a privately financed vs. a publicly financed headquarters hotel project; the choice is between a publicly financed hotel project and no hotel.

What if Baltimore delays or forgoes developing a headquarters hotel? Would we continue to enjoy strong hotel demand? The probability is that it will become harder and harder to attract conventions here, and at some point, the decline in convention bookings and the perception that Baltimore is not a convention destination will be virtually impossible to reverse. There also has been discussion about high hotel room rates as a problem in attracting conventions. Room rates are a function of supply and demand; without additional hotel rooms, the pricing problems we face today will only get worse.

Critics of convention centers and publicly financed headquarters hotels argue that not all cities can be "winners" in the hospitality/tourism business. They are correct. Fortunately, the evidence is clear that Baltimore, for more than several decades, has been competitive. The only question is--do we have the will to move forward with the hotel project as proposed--so that Baltimore continues to be a winner in the future.
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