Building Value Longer Term

Hospitality. Value. Opportunity.




As overall market conditions continued to deteriorate during the year; we took steps to further reduce expenses. On an asset level,
we worked with our management company to implement significant reductions in operating expenses at our hotels. On the corporate level,
we consolidated certain responsibilities to eliminate a full-time position and we restricted 2008 bonus payments.

At the end of 2008, due to declining economic trends expected through 2009, we amended the distribution policy. In February v
2009, we entered into an amendment to our credit agreement with a syndicate of banks which imposes certain restrictions on the payment
of dividends, but generally permits us to pay that level of dividends necessary to maintain REIT status. Accordingly, we estimate that the

annualized dividend payout for 2009 will be approximately $0.18 per share.

Building Value Longer Term

The unsettled economy dampened consumer travel and spending in 2008 which, in turn, affected the lodging industry across all
ULS. miarkets. This, along with the significant proportion of our portfolio in planned repositioning; negatively impacted our performance
for the year, Although we believe the recovery of the markets is still some way off, we are contident that our newly repositioned portfolio of
lodging assets will perform competitively when it occurs.

Today, our portfolio is comprised of six InterContinental Hotels Group properties, three hotels flagged with Hilton, and one asset
that is part of the Starwood family of brands. All of our hotels are centered within dynamic tourist and entertainment destinations. These
properties provide full-service amenities to the group, corporate and leisure segments — all of which are increasingly focused on value.

Today, nearly all portfolio renovations have been completed. Our hotels have been modernized and are open and poised to gain
increasing market share. We are already witnessing this at the Sheraton Louisville Riverside, the Crowne Plaza Hampton Marina, the
Hilton Wilmington Riverside and the Crowne Plaza Hollywood Beach Resort. Looking ahead, we expect that the newly renovated Hilton

Savannah DeSoto and Crowne Plaza Tampa Westshore also will draw positive consumer responses in their respective markets.

There’s no doubt that the economic environment remains very challenging. However, it’s important to recognize the progress,
which: is measurable, that we have made since our IPO over four years ago. Since that time the market value of our assets has grown by
approximately 169%. The equity in our company as measured by net asset value has grown by approximately 60%. We believe our business
model is sound and the end result of our significant repositioning efforts will be stronger operating results and increased long-term value
for Investors.

To that end; we have established the following objectives for 2009:

To proactively seek out additional sources of equity to further strengthen our financial position;

To control expenses it both the corporate and asset levels;

To maintain an annual dividend distribution level at 90 percent of taxable income, consistent with maintaining REIT status;
and

To maximize our asset marketing efforts by ramping up operations at our newly renovated hotels as quickly as possible in an
effort to take increasing market share from our competitors.

We pursue these objectives ever mindful of the cornerstones of our company originally put in place over 50 years ago: that of
hospitality, vakz{é/and opportunity. We look forward with optimism to a productive year ahead and future for MHI Hospitality Corporation.
On behalf of our senior management team, [ want to thank our stockholders, Board of Direcrors, employces and customers for their interest

_and their continued supporr.

Sincerely,

)
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STOCKHOLDER LETTER

To Our Stockholders:

In the face of a historically challenging global economy, we have remained focused on the
fundamentals of our business: that of building a portfolio of well-located and in-demand hotel assets. The
year 2008 was clearly formidable in that industries across the board, including hospitality, were impacted by
a deeply troubled economy. However, 2008 was also transformative for our company in that we substandally
completed the value enhancement plan for our real estate placform. In 2008 we also capitalized on the means

to strengthen the company and our competitiveness. Highlights include:

»  We bolstered our market presence in the Mid-Adantic and increased our asset base with the

acquisition of a full-service waterfront hotel in Hampron, Virginia.
»  We completed $44.4 miilion of improvements across the portfolio that significantly upgraded the quality and appeal of these
assets.
»  We restructured the mortgage on our Hollywood, Florida joint venture property on favorable terms.
»  We increased the company's credit line o its full capacity at $80.0 million.
»  We moved to the NASDAQ" stock market (Nasdaq:MDH): a natural progression in our company’s evolution and growth
that should enhance liquidity and visibility with investors.
When taken with the repositioning efforts that we accomplished in 2006 and 2007, we have now completed 90 percent of
major renovations at our hotel assets as well as relicensed these properties with our franchise partners. Looking ahead, we believe our

real estate product is well-positioned to compete.

Prime Portfolio

Turning to our specific work effores, in April 2008 we acquired for $7.8 million a 172-room hotel property in Hampron,
Virginia. The Crowne Plaza Hampton Marina is located on 3.5 acres and is central to local businesses and military as well as rourist
and historic arrractions. We have since comipleted a $9.0 million refinancing and renovated the property in line with its Crowne Plaza
upbranding. 1am also pleased to report that in October we received the Stakeholder of the Year Award from the Downtown Hampron
Development Partnership in recognition of our contributions with the Crowne Plaza Hampron Marina to the city’s revitalization.

Significant improvements were also completed at our other hotels. At the Hilton Wilmington Riverside, we executed an $11.9
million product improvement plan, which was finished last April. The hotel now showcases the first Ruth’s Chris Steakhouse on the
Carolina seaboard. The Sheraton Louisville Riverside opened in May following a $16.8 million renovation. This is our first franchise
with Starwood Hotels & Resorts and the only Starwood branded hotel in the Louisville, Kentucky region.

An $11.0 million renovation and product improvement plan was put into effect at the Hilton Savannah DeSoto during 2008
and was complered in February 2009. At the Crowne Plaza Tampa Westshore, a $33.1 million 16-month deep turm renovation also
rook place, with the hotel opening in March 2009.

In September 2008, we received two prestigious awards for our repositioning efforts from Inter( sontinental Hotels Group.
The company was recognized as Developer of the Year for renovations at the Crowne Plaza Hollywood Beach Resort and the Crowne

Plaza Tampa Westshore, The Hollywood project also was awarded the 2008 Renovation Award.

Financial Positioning

In 2008 we took effective actions to fortify our financial position. We negotiated improved terms on our credit line, increasing

our borrowing capacity by over 33% to $80.0 million. This enhanced capacity provided us with better means to accomplish porttolio
improvements during the year and also put in place a valuable liquidity cushion. We also restructured the mortgage on our Crowne

Plaza Hollywood asset, which we own through our joint venture with The Carlyle Group. The resulting modified financing has more

favorable terms for the company.




PORTFOLIO

Hilton Savannah DeSoto, Hilton Philadelphia Airport, Hilton Wilmington Riversid
Savannah, GA Philadelphia; PA Wilmington, NC

Holiday/lmx Laurel West, * Sheraton Louisville Riverside, Holiday Inn B:r;owngt(;ne,
Laurel, MD Jeffersonville, TN Raleigh, NC

e : " A 2008 Renovation Award Winner
Crowne Plaza Hampron Marina,  Shell Island Resort; .
Hampton. VA ) Wrightsville Beach, NC awarded by InterContinental Hotels Group

Crowne Plaza Hollywood Beach Resort, Hollywood Beach, FL

Tampa, FL
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CAUTIONARY STATEMENT REGARDING FORWARD-LOOKING STATEMENTS

Information included and incorporated by reference in this Form 10-K may contain forward-looking
statements within the meaning of Section 27A of the Securities Act of 1933 and Section 21E of the Securities
Exchange Act of 1934, and as such may involve known and unknown risks, uncertainties and other factors which
may cause our actual results, performance or achievements to be materially different from future results,
performance or achievements expressed or implied by such forward-looking statements. Forward-looking
statements, which are based on certain assumptions and describe our future plans, strategies and expectations, are
generally identified by our use of words, such as “intend,” “plan,” “may,” “should,” “will,” “project,” “estimate,”
“anticipate,” “believe,” “expect,” “continue,” “potential,” “opportunity,” and similar expressions, whether in the
negative or affirmative. All statements regarding our expected financial position, business and financing plans
are forward-looking statements. Factors which could have a material adverse effect on our operations and future
prospects include, but are not limited to:
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* National and local economic and business conditions, including the current economic downturn, that
will affect occupancy rates at the Company’s hotels and the demand for hotel products and services;

*  risks associated with the hotel industry, including competition, increases in wages, energy costs and
other operating costs;

* the availability and terms of financing and capital and the general volatility of the securities markets,
specifically, the impact of the current credit crisis which has severely constrained the availability of debt
financing;

* risks associated with the level of the Company’s indebtedness and its ability to meet covenants in its
debt agreements;

* management and performance of the Company’s hotels;
* risks associated with redevelopment and repositioning projects, including delays and cost overruns;
* supply and demand for hotel rooms in the Company’s current and proposed market areas;

* the Company’s ability to acquire additional properties and the risk that potential acquisitions may not
perform in accordance with expectations; and

* legislative/regulatory changes, including changes to laws governing taxation of real estate investment
trusts.

Additional factors that could cause actual results to vary from our forward-looking statements are set forth
under the Section titled “Risk Factors” in Item 1A of this report.

These risks and uncertainties should be considered in evaluating any forward-looking statement contained in
this report or incorporated by reference herein. All forward-looking statements speak only as of the date of this
report or, in the case of any document incorporated by reference, the date of that document. All subsequent
written and oral forward-looking statements attributable to us or any person acting on our behalf are qualified by
the cautionary statements in this section. We undertake no obligation to update or publicly release any revisions
to forward-looking statements to reflect events, circumstances or changes in expectations after the date of this
report.



PART I

Item 1. Business
Organization

MHI Hospitality Corporation (the “Company”) is a self-advised real estate investment trust (“REIT”) that
was formed in August 2004 to own and manage a portfolio of full-service upper up-scale, up-scale and mid-scale
hotels located in primary and secondary markets in the Mid-Atlantic, Midwest and Southeastern United States.
On December 21, 2004, we successfully completed our initial public offering and elected to be treated as a self-
advised real estate investment trust (“REIT”) for federal income tax purposes. We conduct our business through
MHI Hospitality, L.P., our operating partnership, of which we are the general partner. Our Company owns
approximately 65.0% of the partnership units in our operating partnership. Limited partners (including our
officers and certain of our directors) own the remaining operating partnership units.

As of March 20, 2009, our portfolio consists of nine full-service upper up-scale and mid-scale hotels with
2,113 rooms. These nine hotels operate under well-known brands such as Hilton, Crowne Plaza, Sheraton and
Holiday Inn. We own a 25.0% minority interest in a Crowne Plaza hotel through a joint venture as well as
leasehold interests in the commercial spaces of the Shell Island Resort, a condominium resort property.

In order for us to qualify as a REIT, we cannot directly manage or operate our hotels. Therefore, we lease
our hotel properties to MHI Hospitality TRS, LLC, our TRS Lessee, which in turn has engaged MHI Hotels
Services, LLC (“MHI Hotels Services™), an eligible independent management company, to manage our hotels.
Our TRS Lessee is a wholly owned subsidiary of MHI Hospitality TRS Holding, Inc. (“MHI Holding”, and
collectively, “MHI TRS”). MHI TRS is a taxable REIT subsidiary for federal income tax purposes.

Our corporate office is located at 4801 Courthouse Street, Suite 201, Williamsburg, Virginia 23188. Our
telephone number is (757) 229-5648.

Our Properties

In connection with our initial public offering, the Company acquired six hotel properties for aggregate
consideration of approximately $15.0 million in cash, 3,817,036 units of interest in our operating partnership and
the assumption of approximately $50.8 million in debt. The six initial hotel properties, the Hilton Philadelphia
Airport, the Holiday Inn Brownstone, the Holiday Inn Downtown Williamsburg, the Hilton Wilmington
Riverside, the Hilton Savannah DeSoto and the Holiday Inn Laurel West (formerly the Best Western Maryland
Inn), are located in Pennsylvania, Maryland, Georgia, Virginia and North Carolina. On July 22, 2005, we
acquired our seventh hotel, the Crowne Plaza Jacksonville Riverfront (formerly, the Hilton Jacksonville
Riverfront) located in Jacksonville, Florida, for $22.0 million.

During 2006, we sold the Holiday Inn Downtown Williamsburg for $4.75 million. We also purchased the
Louisville Ramada Riverfront Inn located in Jeffersonville, Indiana for approximately $7.7 million including
transfer costs and, after extensive renovations, re-opened the property in May 2008 as the Sheraton Louisville
Riverside.

During 2007, through our joint venture with CRP/MHI Holdings, LLC, an affiliate of Carlyle Reaity
Partners V, L.P., and The Carlyle Group (“Carlyle™), we acquired a 25.0% indirect, non-controlling interest in the
Crowne Plaza Hollywood Beach Resort, a newly renovated 311-room hotel in Hollywood, Florida for
approximately $75.8 million including transfer costs. We also purchased a hotel formerly known as the Tampa
Clarion Hotel in Tampa, Florida for approximately $13.8 million including transfer costs, which, after extensive
renovations, re-opened in March 2009 as the Crowne Plaza Tampa Westshore.

During 2008, we acquired the Hampton Marina Hotel located in Hampton, Virginia for approximately $7.8
million, including transfer costs. In October 2008, the hotel was re-branded and renamed to the Crowne Plaza
Hampton Marina.



The Company also owns two leasehold interests in the Shell Island Resort, a 160-unit condominium resort
property in Wrightsville Beach, North Carolina, which were purchased for $3.5 million with the proceeds of the
initial public offering. Our operating partnership entered into sublease arrangements to sublease our entire
leasehold interests in the property at Shell Island to affiliates of our management company. The management
company operates the property as a hotel and manages a rental program for the benefit of the condominium unit
owners. Our operating partnership receives fixed annual rent and incurs annual lease expenses in connection with
the subleases of such property.

See Item 2 of this Form 10-K for additional detail on our properties.

Our Strategy

We intend to enhance stockholder value by pursuing attractive lodging investments, whereby we can
achieve superior risk-adjusted returns. Our core “turnaround” growth strategy involves purchasing, renovating
and up-branding under-performing, full-service hotels. We believe that under-performing hotels that are poorly
managed, that suffer from significant deferred maintenance and capital improvement, and that are not properly
positioned in their respective markets can be acquired at attractive prices—well below the cost of new
construction or performing hotels. By acquiring such properties, we believe we can create significant value and
superior, risk-adjusted returns.

Investment Strategy. We intend to focus our investment activities on the following types of opportunities
that involve the acquisition, renovation and up-branding of under-performing or functionally obsolete hotels with
the goal of achieving a total investment that is substantially less than replacement cost of a hotel or the
acquisition cost of a market performing hotel:

*  Deep Turn Opportunity: The acquisition of a hotel that is closed or functionally obsolete and requires a
restructuring of both the business components of the operations as well as the physical plant of the hotel,
including extensive renovation of the building, furniture, fixtures and equipment.

+  Shallow Turn Opportunity: The acquisition of an under-performing but structurally sound hotel that
requires moderate renovation to re-establish the hotel in its market.

» Up-branding Opportunity: The acquisition of properties that can be upgraded physically and enhanced
operationally to qualify for what we view as higher quality franchise brands including Hilton,
Doubletree, Crowne Plaza, Holiday Inn, Westin, Sheraton and InterContinental. We refer to this as our
up-branding strategy. This up-branding strategy may also be a component of our deep and shallow turn
opportunities described above.

By pursuing deep and shallow turn opportunities and implementing our up-branding strategy, we hope to
improve revenue and cash flow and increase the long-term value of the hotels we acquire.

Acquisition Strategy. The acquisition strategy for our portfolio focuses on the pursuit of opportunities that
(i) are in identified geographic “growth” markets, (ii) represent full-service mid-scale to upper up-scale hotel
properties, and (c) have significant barriers to entry for new product delivery. Our acquisition strategy is further
detailed below:

*  Geographic “Growth Markets”: We focus on the Southeastern United States and Mid-Atlantic regions.
Our management team has a long history of operating in these geographic markets and remains
confident in the long-term growth potential associated with this part of the United States. These markets
are generally characterized by population growth, economic expansion, growth in new businesses, and
growth in the resort, recreation, and leisure segments. We will continue to focus on these markets and
will investigate other markets for acquisition objectives if we believe new markets provide the same
long-term growth prospects. We will also review other opportunities in selected markets in close
proximity to the Southeastern and Mid-Atlantic regions of the United States and may expand to markets
outside these regions if a portfolio of properties is acquired and includes properties outside the
Southeastern and Mid-Atlantic regions.



Full-Service Hotels: We focus our acquisition strategy on the full-service hotel segment. Our full-
service hotels fall under the mid-scale to upper up-scale categories, as characterized by such brands as
Hilton, Crowne Plaza and Holiday Inn. We do not own economy branded hotels. We believe that full-
service hotels, with mid-scale to upper up-scale brands, that have successfully benefited from our
turnaround strategy, offer our investors the highest quality returns on invested capital.

Barriers to Entry: We focus on hotels in prime locations that carry barriers to entry to new hotels. Our
acquisition strategy focuses on geographic brand management. We hope to ensure that our acquisitions
will benefit from the licensing of brands that provide us with certain exclusive rights which protect the
value of our acquisition by prohibiting or limiting the licensing of the same brand and/or other brands
that use the same reservation systems.

Investment Vehicles. In pursuit of our investment strategy we will employ various traditional and
non-traditional investment vehicles:

Direct Purchase Opportunity: Our traditional investment strategy is to acquire direct ownership interests
in properties that meet our investment criteria, including opportunities that involve full-service
mid-scale to upper up-scale properties in identified geographic “growth” markets that have significant
barriers to entry for new product delivery. Such properties may or may not be acquired subject to a
mortgage by the seller or third-party.

Condominium Investment Opportunity: We may also identify opportunities to acquire an interest in an
operating or under-performing hotel or apartment asset that is being converted to a condominium hotel.
Such an investment may involve one or more developers who would renovate the property, complete a
condominium conversion, and sell the condominium units, after which we, through an affiliate, would
purchase the commercial spaces and operate them as a hotel. Such an investment is an extension of our
up-branding strategy whereby we would retain the services of MHI Hotels Services, our management
company, to operate the hotel and manage the rental units, and would seek a well-known national hotel
franchise.

Distressed Debt Opportunities: In sourcing acquisitions for our core turnaround growth strategy, we
may pursue investments in debt instruments that are collateralized by under-performing hotel properties.
In certain circumstances, we believe that owning these debt instruments is a way to (i) ultimately
acquire the underlying real estate asset and (ii) provide a non-dilutive current return to our stockholders
in the form of interest payments derived from the ownership of the debt. Our principal goal in pursuing
distressed debt opportunities is ultimately to acquire the underlying real estate. By owning the debt, we
believe that we may be in a position to acquire deeds to properties that fit our investment criteria in lieu
of foreclosures.

Joint Venture/Mezzanine Lending Opportunities: We may, from time to time, undertake a significant
renovation and rehabilitation project that we characterize as a “Deep Turn Opportunity”. In such cases,
we may acquire a functionally obsolete hotel whose renovation may be very lengthy and require
significant capital. In these projects, we may choose to structure such acquisitions in a joint venture, or
mezzanine lending program, in order to avoid severe short-term dilution and loss of current income
commonly referred to as the “negative carry” associated with such extensive renovation programs. We
will not pursue joint venture or mezzanine programs in which we would become a “de facto” lender to
the real estate community.

Portfolio Management Strategy. Our core strategy for our portfolio is intended to create value for
stockholders by renovating, rehabilitating, repositioning, and up-branding hotel properties. Once these assets
have benefited from this “turnaround” strategy, they become part of our core portfolio. We believe we can
optimize performance within the portfolio by superior management practices and by timely and recurring capital
expenditures to maintain and enhance the physical property.

In addition, we will seek to leverage our portfolio management expertise by investing in portfolios of hotel
properties together with institutional investors with whom we would enter into a joint venture. We expect that
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our investment into any such venture will not exceed 25.0% of the equity of such entity. Such portfolios may or
may not include properties that fit with our acquisition strategy. However, we believe the portfolio management
fee that such an arrangement would generate together with returns from well-positioned and well-managed
properties offers the prospect of additional value and superior, risk-adjusted returns for our stockholders.

In April 2007, we entered into a program agreement and related operating agreements with Carlyle that
provide for the formation of entities to be jointly owned by us and Carlyle, which will source, underwrite,
acquire, develop and operate hotel assets and/or hotel portfolios. Under these agreements, we will offer the joint
venture the first right to acquire potential investment opportunities identified by us with total capitalization
requirements in excess of $30.0 million. Carlyle has agreed to commit $100.0 million of equity capital to the
Joint venture through April 2010. Carlyle will fund up to 90.0% of the equity of an acquisition, and we will
provide between 10.0% and 25.0%.

We have engaged MHI Hotels Services, an eligible independent management company, to operate our
hotels. MHI Hotels Services and its predecessors have been in continuous operation since 1957. By using MHI
Hotels Services as our manager, we intend to capitalize on their extensive experience to seek above-average
operating results. MHI Hotels Services operates in markets where we have had a presence for many years and its
operations are driven by a focused sales, marketing and food and beverage strategy that is critical to the success
of a full-service hotel.

Asset Disposition Strategy. When a property no longer fits with our investment objectives, we will pursue
traditional and non-traditional means of disposal:

* Direct Sale: Most commonly we will dispose of properties through a direct sale of the property for cash
so that our investment capital can be redeployed according to the investment strategies outlined above.

* Performing Hotel Opportunity/Capital Recycling: In certain circumstances, we may sell an existing
hotel asset and replace such assets with a performing hotel that may not otherwise meet our traditional
investment criteria. Under this asset disposition strategy, we will seek to purchase a performing hotel in
connection with the requirements of a tax-free exchange. Such a strategy may be deployed in order to
mitigate the tax consequences to the Company that a direct sale might cause. We may target for
acquisition a performing hotel that, traditionally, is a hotel operating at or above market fair share in
order to execute a tax-free exchange. In the event we elect to purchase a performing hotel, we would
seek to maintain a positive contribution to our earnings.

Our Principal Agreements
Strategic Alliance Agreement

MHI Hotels Services is currently the management company for each of our hotels and our leased
condominium resort property.

On December 21, 2004, we entered into a ten-year strategic alliance agreement with MHI Hotels Services
pursuant to which (i) MHI Hotels Services agrees to refer to us (on an exclusive basis) hotel acquisition
opportunities in the United States presented to MHI Hotel Services, and (ii) unless a majority of our independent
directors in good faith concludes for valid business reasons that another management company should manage a
hotel owned by us, we agree to offer MHI Hotels Services or its subsidiaries the right to manage hotel properties
that we acquire in the United States.

In addition, during the term of the agreement, MHI Hotels Services has the right to nominate one person for
election to our board of directors at our annual meeting of stockholders, subject to the approval of such nominee
by our Nominating, Corporate Governance and Compensation Committee for so long as certain of our officers
and directors, Andrew Sims, Kim Sims, and Christopher Sims, and their families and affiliates, hold, in the
aggregate, not less than 1.5 million units or shares of our common stock.
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Joint Venture Program Agreement

On April 26, 2007, we entered into a program agreement and related operating agreements with Carlyle. The
agreements provide for the formation of entities to be jointly owned by Carlyle and us, which will source,
underwrite, acquire, develop and operate hotel assets and/or hotel portfolios. Under the agreement, we will offer
the joint venture the first right to acquire potential investment opportunities identified by the Company with total
capitalization requirements in excess of $30.0 million. Carlyle has agreed to commit $100.0 million of equity
capital to the joint venture through April 2010. Carlyle will fund up to 90% of the equity of an acquisition, and
we will provide between 10% and 25%.

We will receive an asset management fee of 1.5% of the gross revenues of the hotels owned by the venture.
In addition, we will have a first right of offer with respect to any investment disposed by the joint venture. It is
expected that hotels acquired by the joint venture will be managed by MHI Hotels Services.

Lease Agreements

In order for us to qualify as a REIT, neither our company nor the operating partnership or its subsidiaries
can operate our hotels directly. Our hotels are leased to our TRS Lessee, which has engaged MHI Hotels Services
to manage the hotels. Each lease for the hotels will have a non-cancelable term of five years, subject to earlier
termination upon the occurrence of certain contingencies described in the lease.

During the term of each lease, the TRS Lessee will be obligated to pay a fixed annual base rent plus a
percentage rent and certain other additional charges. Base rent will accrue and be paid monthly. Percentage rent
is calculated by multiplying fixed percentages by gross room revenues, in excess of certain threshold amounts
and other revenues for each of the initial hotels and will be paid quarterly.

Management Agreements

Pursuant to the terms of two management agreements, we, through our TRS Lessee, have engaged MHI
Hotels Services as the property manager for our existing hotel portfolio. Except as described below, we intend to
offer MHI Hotels Services the opportunity to manage any future hotels that we lease to our TRS Lessee. In
addition, the joint venture entity which leases the Crowne Plaza Hollywood Beach Resort has also entered into a
management agreement with MHI Hotels Services on terms that vary from those described below. The following
terms apply only to those hotels in our existing portfolio that are 100% owned by subsidiaries of our operating
partnership.

Term

The management agreements with MHI Hotels Services have initial terms of 10 years for each of the initial
hotels and terms of 10 years for each hotel we directly acquire subsequent to our initial public offering. The term
of the management agreements with respect to each hotel may be renewed by MHI Hotels Services for two
successive periods of five years each upon the mutual agreement of MHI Hotels Services and our TRS Lessee,
subject to the satisfaction of certain performance tests, provided that at the time the option to renew is exercised,
MHI Hotels Services is not then in default under the management agreements. If at the time of the exercise of
any renewal period MHI Hotels Services is in default, then the exercise of the renewal option will be conditional
on timely cure of such default, and if such default is not timely cured, then our TRS Lessee may terminate the
management agreements. If MHI Hotels Services desires to exercise any option to renew, it must give our TRS
Lessee written notice of its election to renew the management agreements no less than 90 days before the
expiration of the then current term of the management agreements.

Any amendment, supplement or modification of the management agreements must be in writing signed by
all parties and approved by a majority of our independent directors.
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Amounts Payable under the Management Agreements

MHI Hotels Services receives a base management fee, and if the hotels exceed certain financial thresholds,
an additional incentive management fee for the management of our hotels.

The base management fee for each of our initial hotels and for any subsequent hotels we directly acquire
will be a percentage of the gross revenues of the hotel and will be due monthly. The applicable percentage of
gross revenue for the base management fee for each of our hotels is as follows:

2006 2007 2008 2009 2010 2011 2012

Crowne Plaza Hampton Marina ............ N/A  N/A 20% 20% 25% 3.0% 3.0%
Crowne Plaza Tampa Westshore) .......... N/A N/A NA 20% 20% 25% 3.0%
Crowne Plaza Jacksonville Riverfront ....... 20% 2.5% 30% 3.0% 30% 3.0% 3.0%
Holiday Inn Brownstone .................. 25% 3.0% 3.0% 3.0% 30% 3.0% 3.0%
Holiday Inn Laurel West .. ................ 25% 3.0% 3.0% 3.0% 3.0% 30% 3.0%
Holiday Inn Downtown Williamsburg ....... 25% N/A N/A N/A NA NA N/A

Hilton Philadelphia Airport . ............... 25% 3.0% 3.0% 3.0% 3.0% 3.0% 3.0%
Hilton Savannah DeSoto .................. 25% 3.0% 3.0% 3.0% 30% 30% 3.0%
Hilton Wilmington Riverside .............. 25% 3.0% 3.0% 3.0% 30% 30% 3.0%
Sheraton Louisville Riverside® ............ 25% 3.0% 3.0% 3.0% 30% 30% 3.0%

(1) In January 2009, we entered a separate management agreement with MHI Hotels Services for the
management of the Crowne Plaza Tampa Westshore. The provisions of the new agreement related to base
management fee are the same as those contained in the master management agreement. The provisions of
the new agreement related to the incentive management fee are the same as those contained in the master
management agreement except that it is calculated separately and not aggregated with the other properties
covered by the master management agreement.

(2) Pursuant to the master management agreement, the term for each of the initial properties, which included the
Holiday Inn Downtown Williamsburg, was 10 years. The management company agreed to substitute the
Sheraton Louisville Riverside for the Holiday Inn Downtown Williamsburg for remainder of the term of the

agreement.
The base management fee for a future hotel first leased, other than on the first day of the fiscal year, will be
2.0% for the partial year such hotel is first leased and for the first full fiscal year such hotel is managed. There is

no fee cap on the base management fee.

Subsequently Acquired Hotel Properties

First full calendar year and any partial calendaryear ............. ... .. ... ... ... ....... 2.0%
Second calendar year . ....... ... 2.5%
Third calendar year and thereafter ........... ... ... ... 3.0%

The incentive management fee, if any, will be due annually in arrears within 90 days of the end of the fiscal
year and will be equal to 10% of the amount by which the gross operating profit of all our hotels, with the
exception of the Tampa property, on an aggregate basis for a given year exceeds the gross operating profit for the
same hotels, on an aggregate basis, for the prior year. The incentive fee may not exceed 0.25% of the aggregate
gross revenue of all of the hotels included in the incentive fee calculation for the year in which the incentive fee
is earned. The calculation of the incentive fee will not include results of hotels for the fiscal year in which they
are initially leased, or for the fiscal year in which they are sold, and newly acquired or leased hotels will be
included in the calculation beginning in the second full year such hotel is managed. The management agreement
for the management of the Tampa property includes a similar provision for payment of an incentive management
on a stand-alone basis.



Early Termination

The management agreements may be terminated with respect to one or more of the hotels earlier than the
stated term, if certain events occur, including:

e asale of a hotel or the substitution of a newly acquired hotel for an existing hotel;

 the failure of MHI Hotels Services to satisfy certain performance standards with respect to any of the
future hotels or with respect to the six initial hotels after the expiration of the initial 10-year term;

» in the event of a casualty to, condemnation of, or force majeure involving a hotel;

* orupon a default by MHI Hotels Services or us that is not cured prior to the expiration of any applicable
cure periods.

The management agreement for the Crowne Plaza Tampa Westshore may also be terminated for
convenience with ninety days notice to MHI Hotels Services.

Termination Fees

In certain cases of early termination of a management agreement with respect to one or more of the hotels,
we must pay MHI Hotels Services a termination fee, plus any amounts otherwise due to MHI Hotels Services
pursuant to the terms of that management agreement. We will be obligated to pay termination fees in such
circumstances provided that MHI Hotels Services is not then in default, subject to certain cure and grace periods.

New Acquisitions; Strategic Alliance Agreement

Pursuant to the strategic alliance agreement with MHI Hotels Services, we have agreed to engage MHI
Hotels Services for the management of any future hotels unless a majority of our independent directors in good
faith concludes, for valid business reasons, that another management company should manage these hotels. If the
management agreement terminates as to all of the hotels covered in connection with a default under the
management agreement, the strategic alliance agreement will aiso terminate.

Franchise Agreements

Our hotels operate under franchise licenses from national hotel companies.

We anticipate that most of the additional hotels we acquire will be operated under franchise licenses. We
believe that the public’s perception of quality associated with a franchisor is an important feature in the operation
of a hotel. Franchisors provide a variety of benefits for franchisees, which include national advertising, publicity

and other marketing programs designed to increase brand awareness, training of personnel, continuous review of
quality standards and centralized reservation systems.

Our TRS Lessee holds the franchise licenses for our wholly-owned hotels. MHI Hotels Services must
operate each of our hotels it manages in accordance with and pursuant to the terms of the franchise agreement for
the hotel.

The franchise licenses generally specify certain management, operational, record keeping, accounting,
reporting and marketing standards and procedures with which the franchisee must comply. Under the franchise
licenses, the franchisee must comply with the franchisors’ standards and requirements with respect to:

¢ training of operational personnel;
* safety;

* maintaining specified insurance;
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« the types of services and products ancillary to guest room services that may be provided;

» display of signage;

« marketing techniques including print media, billboards, and promotions standards; and

» the type, quality and age of furniture, fixtures and equipment included in guest rooms, lobbies and other
common areas.

Additionally, as the franchisee, our TRS Lessee will be required to pay the franchise fees described below.

The following table sets forth certain information for the franchise licenses of our wholly-owned hotel
properties:

Marketing/Reservation Expiration
Franchise Fee!! Fee® Date
Crowne Plaza Hampton Marina . .. .......... 5.0% 3.5% 10/07/2018
Crowne Plaza Jacksonville Riverfront ....... 5.0% 3.5% 04/01/2016
Crowne Plaza Tampa Westshore ............ 5.0% 3.5% 03/06/2019
Hilton Philadelphia Airport ................ 5.0% 3.5% 11/30/2014
Hilton Savannah DeSoto . ................. 5.0% 3.5% 07/31/2017
Hilton Wilmington Riverside .............. 5.0% 3.5% 03/31/2018
Holiday Inn Brownstone .................. 5.0% 2.5% 03/10/2011
Holiday Inn Laurel West .................. 5.0% 2.5% 10/05/2016
Sheraton Louisville Riverside .............. 5.0% 3.5% 04/25/2023

(1) Percentage of room revenues payable to the franchisor.

Tax Status

We have elected to be taxed as a REIT under Sections 856 through 860 of the Internal Revenue Code. To
maintain our qualification as a REIT, we must meet a number of organizational and operational requirements,
including a requirement that we currently distribute at least 90% of our taxable income (excluding net capital
gains) to our stockholders. It is our current intention to adhere to these requirements and maintain our
qualification for taxation as a REIT. As a REIT, we generally will not be subject to federal corporate income tax
on that portion of our net income that is distributed to stockholders. If we fail to qualify for taxation as a REIT in
any taxable year, and no relief provision applies, we will be subject to federal income taxes at regular corporate
rates (including any applicable alternative minimum tax) and we would be disqualified from re-electing treatment
as a REIT until the fifth taxable year after the year in which we failed to qualify as a REIT. Even if we qualify for
taxation as a REIT, we may be subject to certain state and local taxes on our income and property, and to federal
income and excise taxes on our undistributed taxable income. In addition, taxable income from non-REIT
activities managed through taxable REIT subsidiaries is subject to federal, state and local income taxes.

Environmental Matters

In connection with the ownership and operation of the hotels, we are subject to various federal, state and
local laws, ordinances and regulations relating to environmental protection. Under these laws, a current or
previous owner or operator of real estate may be liable for the costs of removal or remediation of certain
hazardous or toxic substances on, under, or in such property. Such laws often impose liability without regard to
whether the owner or operator knew of, or was responsible for, the presence of hazardous or toxic substances. In
addition, the presence of contamination from hazardous or toxic substances, or the failure to remediate such
contaminated property properly, may adversely affect the owner’s ability to borrow using such property as
collateral. Furthermore, a person who arranges for the disposal or treatment of a hazardous or toxic substance at a
property owned by another, or who transports such substance to or from such property, may be liable for the
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costs of removal or remediation of such substance released into the environment at the disposal or treatment
facility. The costs of remediation or removal of such substances may be substantial, and the presence of such
substances may adversely affect the owner’s ability to sell such real estate or to borrow using such real estate as
collateral. In connection with the ownership and operation of the hotels, we may be potentially liable for such
Costs.

We believe that our hotels are in compliance, in all material respects, with all federal, state and local
environmental ordinances and regulations regarding hazardous or toxic substances and other environmental
matters, the violation of which would have a material adverse effect on us. We have not received written notice
from any governmental authority of any material noncompliance, liability or claim relating to hazardous or toxic
substances or other environmental matters in connection with any of our present hotel properties.

Employees

As of March 20, 2009, we employed twelve persons, four of whom work at our corporate office in
Williamsburg, Virginia, four of whom work in our offices in Greenbelt, Maryland, and four of whom are
engaged in overseeing the completion of renovations at two of our properties. All persons employed in the
day-to-day operations of the hotels are employees of MHI Hotels Services, the management company engaged
by our TRS Lessee to operate such hotels.

Available Information

We maintain an Internet site, http://www.mhihospitality.com, which contains additional information
concerning MHI Hospitality Corporation. We make available free of charge through our Internet site all our
annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, definitive proxy
statements and other reports filed with the Securities and Exchange Commission as soon as reasonably
practicable after we electronically file such material with, or furnish it to, the Securities and Exchange
Commission. We have also posted on this website our Code of Business Conduct and the charters of our Audit
and Nominating, Corporate Governance and Compensation Committees of our board of directors. We intend to
disclose on our website any changes to, or waivers from, our Code of Business Conduct. Information on our
Internet site is neither part of nor incorporated into this Form 10-K.
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Item 1A. Risk Factors

The risks discussed herein can adversely affect our business, liquidity, operating results, and financial
condition. The risk factors described below are not the only risks that may affect us. Additional risks and
uncertainties not presently known to us also may adversely affect our business, liquidity, operating results, and
financial condition.

Risks Related to Our Debt and Financing and the Current Economic Crisis

The general economic slowdown has negatively affected the financial performance of our hotels, which is the
primary factor in determining their fair market value. If the general economic slowdown continues and fails
to turn around, we may have difficulty complying with the covenants in our credit agreement.

Our credit agreement limits the amount we may borrow under the agreement to the lesser of $80.0 million
or 100% of the value of the collateral pool, as determined by the provisions of the agreement. Under the terms of
our credit facility, we must satisfy certain financial and non-financial covenants. The financial covenants include
tests of our overall leverage as well as tests of our level of overall profitability. The credit agreement prescribes
the method for determining the values of our hotels for the purpose of computing the leverage tests. With certain
exceptions, the value of the each hotel is directly related to its financial performance. In February 2009, we
executed an amendment to the credit agreement that established new methodologies for valuing our existing
properties under renovation and obtained a waiver of any potential defaults for 2008. As of December 31, 2008,
after taking into account the provisions of the third amendment to the credit agreement, we were in compliance
with all the required covenants.

Failure to maintain sufficient levels of financial performance at our hotel properties could cause us to fail
any of the leverage or financial performance covenant tests. Failure to satisfy these covenants and conditions
would create a potential default under this credit facility, in which case we could pursue an amendment to our
credit agreement or waiver. There can be no assurance that the lenders would grant an amendment or waiver and,
in light of current credit market conditions, any such amendment or waiver may include additional fees,
increased interest rates or other more stringent terms and conditions that are materially disadvantageous to us.

In the event of a default, our lender could require us to immediately repay all outstanding indebtedness
under the credit facility. In order to repay the outstanding indebtedness, we would have to obtain financing from
alternative debt sources, private or public offerings of debt securities, or the issuance of equity securities. If we
are unable to refinance our debt on acceptable terms, we may be forced to dispose of hotel properties on
disadvantageous terms. To the extent we cannot repay our outstanding debt, we risk losing some or all of these
properties to foreclosure and we could be required to invoke insolvency proceedings including, but not limited to,
commencing a voluntary case under the U.S. Bankruptcy Code.

The general economic slowdown has negatively affected the financial performance of our hotels, which is the
primary factor in determining their fair market value. If the general economic slowdown continues and fails
to turn around, we may have difficulty refinancing existing indebtedness when it matures.

The amount of indebtedness lenders are willing to finance is generally limited to a percentage of a
property’s fair market value. Valuations of hotel properties can be derived from various approaches, but a critical
factor in the valuation is the financial performance, or potential financial performance of the hotel. Should the
current economic downturn continue to suppress our hotels’ financial performance, we may not be able to
refinance the balances currently outstanding on our properties’ mortgage loans and may be required to repay a
portion of the indebtedness upon refinance. If we do not have sufficient funds to repay that portion of the
indebtedness, it may be necessary to raise capital through additional debt financing, private or public offerings of
debt securities, or additional equity financings. If, at the time of any refinancing, prevailing interest rates or other
factors result in higher interest rates on refinancing, increases in interest expense would lower our cash flow, and,
consequently, cash available for distribution to our stockholders. If we are unable to refinance our debt on
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acceptable terms, we may be forced to dispose of hotel properties on disadvantageous terms, potentially resulting
in losses and potentially reducing cash flow from operating activities if the sale proceeds in excess of the amount
required to satisfy the indebtedness could not be reinvested in equally profitable real property investments.

In addition to refinancing mortgage indebtedness on individual properties, we may be required to refinance
our indebtedness under our credit facility, which matures in May 2011. Should the properties that comprise the
collateral pool for the credit facility not achieve or maintain sufficient levels of financial performance, we may
not be able to obtain adequate secured debt financing. Similar to the risk of refinancing mortgage indebtedness
on individual properties, if we do not have sufficient funds to repay the indebtedness, we may have to raise
additional capital, which may be subject to disadvantageous terms and higher rates of interest that would lower
our cash flow; or we may have to dispose of hotel properties on disadvantageous terms.

Due to conditions beyond our control, we may not be able to obtain corporate financing in the future, and the
terms of any future financings may limit our ability to manage our business. Difficulties in obtaining
financing on favorable terms would have a negative effect on our ability to maintain our current operations
and execute our business strategy.

In addition to capital available under our credit facility, we anticipate that we may be required to seek
additional capital in the future, including financing necessary to refinance or replace existing long-term debt or to
fund capital expenditures. Based on current market conditions, the availability of financing is, and may continue
to be, limited. There can be no assurance that we will be able to obtain future financings, if needed, on acceptable
terms, if at all. We have no significant debt maturing in 2009. In July 2010, our mortgage on the Crowne Plaza
Jacksonville Riverfront matures, but may be extended to July 2011. In May 2011, our $80.0 million credit
facility matures followed by the mortgage on the Crowne Plaza Hampton Marina in June 2011, which may be
extended to June 2012.

If we are unable to obtain alternative or additional financing arrangements in the future, or if we cannot
obtain financing on acceptable terms, we may not be able to execute our business strategies. Moreover, the terms
of any additional financing may restrict our financial flexibility, including the debt we may incur in the future, or
may restrict our ability to manage our business as we had intended.

We have incurred a significant amount of debt and have increased our overall leverage. While we have
managed a significant debt level since our inception, we do not have extensive experience managing
significant debt loads. If we are unable to manage our debt successfully, we may be required to liquidate our
properties, we may jeopardize our tax status as a REIT and we may have significant restrictions on our ability
to make distributions to our stockholders.

At December 31, 2008, we had total mortgage and secured indebtedness of approximately $145.4 million,
which we estimate was between 55.0% and 60.0% of the fair market value of our assets, and which is slightly in
excess of our targeted debt levels of 45.0% to 55.0% of total assets. We, and our subsidiaries, may be able to
incur substantial additional debt, including secured debt, in the future. Incurring additional debt could subject us
to many risks, including the risks that:

*  Our cash flow from operations will be insufficient to make required payments of principal and interest;

*  Our debt may increase our vulnerability to adverse conditions in local markets, the lodging industry or
the general economy;

¢ We may be required to dedicate a substantial portion of our cash flow from operations to payments on
our debt, thereby reducing cash available for distribution to our stockholders, cash available for
operations and capital expenditures, and cash available for future business opportunities or other
purposes;

¢ Our debt service obligations on floating rate debt will increase as interest rates rise;
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* The terms of any refinancing will not be as favorable as the terms of the debt being refinanced; and

» The use of leverage could adversely affect our ability to make distributions to our stockholders and the
market price of our common stock.

Our various debt agreements provide that we must satisfy certain financial and non-financial covenants. As
of December 31, 2008, after taking into account the provision of the third amendment to our credit agreement, we
were in compliance with all the required covenants. Maintaining continued compliance with our debt covenants
is dependent on the operating performance of our hotels, which is directly affected by the current economic
environment in which they operate. Failure to satisfy these covenants would create a default under one or more
loan agreements and one or more lenders could require us to immediately repay all or a portion of our
indebtedness before maturity.

If we do not have sufficient funds to make any required payments on our debt, it may be necessary to
refinance this debt through additional debt financing, private or public offerings of debt securities or additional
equity financings. If, at the time of any refinancing, prevailing interest rates or other factors result in higher
interest rates on refinancing, increases in interest expense would lower our cash flow, and, consequently, cash
available for distribution to our stockholders. If we are unable to refinance our debt on acceptable terms, we may
be forced to dispose of hotel properties on disadvantageous terms, potentially resulting in losses that reduce
future cash flows from operating activities. We may place mortgages on our hotel properties to secure our credit
facility or other debt. To the extent we cannot meet our debt service obligations, we risk losing some or all of
those properties to foreclosure. Also, covenants applicable to our debt could impair our planned strategies and, if
violated, resulting in a default on our debt obligations.

Our liquidity, including access to capital markets and financing, could be constrained by limitations in the
overall credit markets, our credit worthiness, and our ability to comply with financial covenants in our debt
instruments.

Our ability to borrow under new financial arrangements or additional amounts under our existing financial
arrangements depends on our compliance with covenants in the related agreements, and on our performance
against covenants in our revolving credit facility that require compliance with certain financial ratios as of the
end of each fiscal quarter. Among other restrictions, our credit facility limits the amount of leverage we are
allowed to undertake. To the extent that we are unable to maintain compliance with this and other requirements
or to perform against the financial performance covenants, due to one or more of the various risk factors
discussed herein or otherwise, our ability to borrow, and our liquidity, would be adversely impacted.

The scarcity of equity and debt capital has frozen the market for buying and selling hotels.

Currently, buyers of hotels are finding it extremely difficult to source capital for hotel acquisitions. Even if
they are able to obtain debt, lenders are lending lesser amounts and are requiring more restrictive terms and
conditions. At the same time, private equity sources have materially reduced their commitments and the stock
prices of public companies, including ours, have significantly declined making it more difficult to sell stock
without diluting existing stockholders. As a result of the difficulties in the equity and debt markets, buyers are
having less ability to pay the purchase prices that sellers are seeking. This has resulted in a sizable gap between
the prices sellers ask for hotels and the prices buyers are able to pay for hotels.

We believe the stress in the capital markets makes it very difficult for us to sell any of our hotels at
attractive prices or to buy additional hotels. As a result, we may not be able to carry out our long-term strategy of
acquiring hotels at inexpensive prices during the current downturn and may not be able to sell any of our existing
hotels at prices we believe are reasonable.
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Our shares may be delisted from the NASDAQ Global Market if the closing price for our shares is not
maintained at $1.00 per share or higher.

NASDAQ imposes, among other requirements, listing maintenance standards as well as minimum bid and
public float requirements. The price of our shares must trade at or above $1.00 to comply with NASDAQ’s
minimum bid requirement for continued listing on the NASDAQ Global Market. In recent months, our shares
have traded at below $1.00 at closing for a period of time.

In response to current market conditions, NASDAQ has suspended its enforcement of the rules regarding a
minimum closing bid price until April 20, 2009. If the closing price of our shares fails to meet NASDAQ’s
minimum bid price requirement for 30 consecutive days on or after April 20, 2009, or such later date to which
NASDAQ may extend its suspension of this requirement, or if we otherwise fail to meet all other applicable
requirements of the NASDAQ Global Market, NASDAQ may make a determination to delist our common
shares. Any such delisting could have adverse affects by, among other things:

¢ Reducing the trading liquidity and market price of our common stock;

* Reducing the number of investors willing to hold or acquire our common stock, thereby further
restricting our ability to obtain equity financing;

¢ Causing an event of default under certain of our debt agreements, which could serve to accelerate the
indebtedness; and

¢ Reducing our ability to retain, attract and motivate directors, officers and employees.

Risks Related to Our Business and Properties

If the general economic slowdown continues and fails to turn around, our operating performance and
[financial results may be harmed by further declines in occupancy, average daily room rates and/or other
operating revenues.

The performance of the lodging industry and the general economy have traditionally been closely linked. In
an economic downturn, business and leisure travelers may seek to reduce costs by limiting travel and/or reducing
costs on their trips. Our hotels, which are all full-service hotels, may be more susceptible to a decrease in
revenue, as compared to hotels in other categories that have lower room rates. A decrease in demand for hotel
stays and hotel services will negatively affect operating revenues, which will lower our cash flow and may affect
our ability to make distributions to stockholders and to maintain compliance with our loan obligations. We
incurred a net loss of $0.6 million for our 2008 fiscal year. A prolonged economic downturn may produce
continued losses. A continued weakening economy may adversely and materially affect our industry, business
and results of operations and we cannot predict how severe and prolonged any downturn might be. Moreover,
reduced revenues as a result of the weakening economy may also reduce our working capital and impact our
long-term business strategy.

We are subject to risks of increased hotel operating expenses and decreased hotel revenues.

Our leases with our TRS Lessee provide for the payment of rent based in part on gross revenues from our
hotels. Our TRS Lessee is subject to hotel operating risks including decreased hotel revenues and increased hotel
operating expenses, including but not limited to the following:

¢ wage and benefit costs;

e repair and maintenance expenses;
*  energy costs;

*  property taxes;

¢ insurance costs; and

» other operating expenses.
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Any increases in these operating expenses can have a significant adverse impact on the TRS Lessee’s ability
to pay rent and other operating expenses and, consequently, our earnings and cash flow.

In keeping with our investment strategy, we may acquire, renovate, and/or re-brand hotels in new or existing
geographic markets as part of our repositioning strategy. Unanticipated expenses and insufficient demand for
newly repositioned hotels could adversely affect our financial performance and our ability to comply with
covenants in our credit agreement and to make distributions to our stockholders.

In May 2008, we opened the Sheraton Louisville Riverside following an extensive 18-month renovation of
the hotel. In addition, in April 2008 we acquired the Hampton Marina Hotel in Hampton, Virginia and
subsequently renovated the property as a part of its re-branding as the Crowne Plaza Hampton Marina. In March
2009, we opened the Crowne Plaza Tampa Westshore following a 16-month renovation of the hotel. As part of
our business plan, we may continue to develop or acquire hotels in geographic areas in which our management
may have little or no operating experience. Additionally, those properties may also be renovated and re-branded
as part of a repositioning strategy. Potential customers may not be familiar with our newly renovated hotel or be
aware of the brand change. As a result, we may have to incur costs relating to the opening, operation and
promotion of those new hotel properties that are substantially greater than those incurred in other areas. These
hotels may attract fewer customers than expected and we may choose to increase spending on advertising and
marketing to promote the hotel and increase customer demand. Unanticipated expenses and insufficient demand
at new hotel properties, therefore, could adversely affect our financial performance and our ability to comply
with covenants in our credit agreement and to make distributions to our stockholders.

We do not have the authority to require any hotel to be operated in a particular manner or to govern any
particular aspect of the daily operations of any hotel and as a result, our returns are dependent on the
management of our hotels by MHI Hotels Services.

Under the terms of our management agreement with MHI Hotels Services and the REIT qualification rules,
our ability to participate in operating decisions regarding the hotels is limited. We will depend on MHI Hotels
Services to operate our hotels as provided in the management agreement. We do not have the authority to require
any hotel to be operated in a particular manner or to govern any particular aspect of the daily operations of any
hotel (for instance, setting room rates). Thus, even if we believe our hotels are being operated inefficiently or in a
manner that does not result in satisfactory occupancy rates, revenue per available room, which we refer to as
RevPAR, and average daily rates, which we refer to as ADR, we may not be able to force MHI Hotels Services to
change its method of operation of our hotels. Additionally, in the event that we need to replace MHI Hotels
Services or any other management companies in the future, we may be required by the terms of the management
agreement to pay substantial termination fees and may experience significant disruptions at the affected hotels.

Our borrowing costs are sensitive to fluctuations in interest rates.

Higher interest rates could increase debt service requirements on our floating rate debt, including any
borrowings under our credit facility, which permits us to borrow up to $80.0 million. Borrowings under our
credit facility have borne interest at floating interest rates of 30-day LIBOR plus 1.625% to 2.125%, depending
on our leverage ratio, and as of February 18, 2009, they will bear interest at floating rates of 30-day LIBOR plus
2.75% to 3.25%, depending on our leverage ratio. We currently have an interest-rate swap agreement that fixes
the amount of interest on $30.0 million of indebtedness. To the extent that the total amount borrowed on the
credit facility is less than $30.0 million, we are exposed to falling interest rates on the difference between the
amount borrowed and $30.0 million. To the extent that the total amount borrowed on the credit facility is more
than $30.0 million, we are exposed to rising interest rates on the difference between the amount borrowed in
excess of $30.0 million. If we were to engage in any additional hedging transactions, they would have to be
structured so as to not jeopardize our status as a REIT. Adverse economic conditions could also cause the terms
on which we borrow to be unfavorable.
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Our ability to make distributions to our stockholders is subject to fluctuations in our financial performance,
operating results and capital improvements requirements.

As a REIT, we are required to distribute at least 90% of our REIT taxable income, excluding net capital
gains, each year to our stockholders. However, several factors may make us unable to declare or pay distributions
to our stockholders including poor operating results and financial performance or unanticipated capital
improvements to our hotels, including capital improvements which may be required by our franchisors.

We lease all of our hotels to our TRS Lessee. The TRS Lessee is subject to hotel operating risks, including
risks of sustaining operating losses after payment of hotel operating expenses, including management fees.
Among the factors which could cause our TRS Lessee to fail to make required rent payments are reduced net
operating profits or operating losses, increased debt service requirements and capital expenditures at our hotels,
including capital expenditures required by the franchisors of our hotels. Among the factors that could reduce the
net operating profits of our TRS Lessee are decreases in hotel revenues and increases in hotel operating expenses.
Hotel revenue can decrease for a number of reasons, including increased competition from a new supply of hotel
rooms and decreased demand for hotel rooms. These factors can reduce both occupancy and room rates at our
hotels.

Additionally, our ability to make distributions is constrained by the terms of the third amendment to our
revolving credit facility. While it permits the minimum distributions that allow us to maintain our status as a
REIT, it provides conditions that must be met before additional distributions can be made. These conditions
include certain liquidity requirements including (a) that we maintain at least $10.0 million of liquidity, which is
measured by the sum of our unrestricted cash and cash equivalents plus unused and available borrowing capacity
on the revolving credit facility up to a limit of $5.0 million and (b) a debt yield, which requires that we then have
a ratio of EBITDA to total liabilities of no less than 0.10.

The timing and amount of distributions are in the sole discretion of our board of directors, which will
consider, among other factors, our financial performance, debt service obligations, debt covenants, and capital
expenditure requirements. We cannot assure you that we will continue to generate sufficient cash to fund
distributions.

Geographic concentration of our initial hotels will make our business vulnerable to economic downturns in
the Mid-Atlantic, Midwest and Southeastern United States.

Our hotels are located in the Mid-Atlantic, Midwest and Southeastern United States. Economic conditions in
the Mid-Atlantic, Midwest and Southeastern United States will significantly affect our revenues and the value of
our hotels. Business layoffs or downsizing, industry slowdowns, changing demographics and other similar
factors may adversely affect the economic climate in these areas. Any resulting oversupply or reduced demand
for hotels in the Mid-Atlantic, Midwest and Southeastern United States and our markets in particular would
therefore have a disproportionate negative impact on our revenues and limit our ability to make distributions to
stockholders.

Our net income would be adversely affected if our leases for the resort property are terminated or if the
sub-lessees have insufficient net income to pay rent.

If the Shell Island Resort property leases are terminated, our sublease agreements for the resort property will
also be terminated. The property leases may be terminated by the resort property’s homeowners’ association if
MHI Hotels, LLC or MHI Hotels Two, Inc., two of our affiliates, breach certain provisions under the leases. The
homeowners’ association may also terminate the leases if MHI Hotels Services serves as central rental agent for
less than 80 of the 160 rental units at the resort. Upon termination of these subleases, MHI Hotels, LL.C and MHI
Hotels Two, Inc. would be unable to meet their payment obligations, and we would no longer receive the fixed
annual amount of $640,000, less our lease payments of approximately $168,000 to the resort property’s
homeowners’ association. In addition, the ability of MHI Hotels, LLC and MHI Hotels Two, Inc. to make rent
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payments is dependent upon generating revenues from the operation of the resort properties. Although MHI
Hotels Services has agreed to make capital contributions to MHI Hotels, LLC and MHI Hotels Two, Inc. in an
amount sufficient to cure their defaults under the sublease agreements, MHI Hotels Services has nominal assets,
and is dependent on management fee income. In such event, our net income could be adversely affected, and we
may be required to write off our investment in the Shell Island Resort property leases.

Risks Related to Conflicts of Interest of Our Officers and Directors

Conflicts of interest could result in our executive officers and certain of our directors acting in a manner
other than in our stockholders’ best interest.

Conflicts of interest relating to MHI Hotels Services, the entity that manages the properties, and the terms
of its management agreement may lead to management decisions that are not in the stockholders’ best
interest.

Conflicts of interest relating to MHI Hotels Services may lead to management decisions that are not in the
stockholders’ best interest. MHI Hotels Services is owned and controlled by members of the Sims family,
including Andrew Sims, our chairman, president and chief executive officer, Kim Sims and Christopher Sims,
who serve on our board of directors, William Zaiser, our executive vice president and chief financial officer, and
Steven Smith who is the Executive Vice President of MHI Hotels Services. MHI Hotels Services manages our
hotel properties. In addition, unless a majority of independent directors concludes otherwise, MHI Hotels
Services has a right of first offer to manage hotels we acquire in the future, subject to certain exceptions, and
receives substantial management fees based on the revenues and operating profit of our hotels. Our management
agreement with MHI Hotels Services, including the financial terms thereof, was not negotiated on an arm’s-
length basis and may be less favorable to us than we could have obtained from third parties.

Our management agreement establishes the terms of MHI Hotels Services’ management of our hotels.
Under certain circumstances, if we terminate our management agreement as to one of the hotels, we will be
required to pay MHI Hotels Services a termination fee. If we were to terminate the management agreement with
respect to all our hotels in connection with a sale of those hotels, the aggregate termination fee would be
approximately $11.0 million. As majority owners of MHI Hotels Services, which would receive any management
and management termination fees payable by us under the management agreement, Andrew Sims, William
Zaiser, Kim Sims and Christopher Sims may influence our decisions to sell a hotel or acquire or develop a hotel
when it is not in the best interests of our stockholders to do so. In addition, Andrew Sims and William Zaiser will
have conflicts of interest with respect to decisions to enforce provisions of the management agreement, including
any termination thereof.

There can be no assurance that provisions in our bylaws will always be successful in mitigating conflicts of
interest.

Under our bylaws, a committee consisting of only independent directors must approve any transaction
between us and MHI Hotels Services or its affiliates or any interested director. However, there can be no
assurance that these policies always will be successful in mitigating such conflicts, and decisions could be made
that might not fully reflect the interests of all of our stockholders.

Certain of our officers and directors hold units in our operating partnership and may seek to avoid adverse
tax consequences, which could result from transactions that would otherwise benefit our stockholders.

Holders of units, including members of our management team, may suffer adverse tax consequences upon
our sale or refinancing of certain properties. Therefore, holders of units, including Andrew Sims, William Zaiser,
Kim Sims, Christopher Sims, and Edward Stein may have different objectives than holders of our common stock
regarding the appropriate pricing and timing of a property’s sale, or the timing and amount of a property’s
refinancing. These officers and directors may influence us not to sell or refinance certain properties, even if such
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sale or refinancing might be financially advantageous to our stockholders, or they may influence us to enter into
tax-deferred exchanges with the proceeds of such sales when such a reinvestment might not otherwise be in our
best interest. Our tax indemnification obligations, which were not the result of arm’s-length negotiations and
which apply in the event that we sell certain properties, could subject us to liability, which, as of December 31,
2008, were estimated to be $46.0 million, and limit our operating flexibility and reduce our returns on our
investments.

Contractual obligations require us to nominate affiliates of the Sims family as two of our directors.

Pursuant to a strategic alliance agreement we entered into in December 2004, MHI Hotels Services has a
contractual right to nominate one person for election as a director, to our Company’s Board of Directors, and,
pursuant to his employment agreement with us, Andrew Sims has the right to be nominated as a director. These
provisions in effect provide the Sims family and their affiliates the right to nominate two of our directors. As
discussed herein, such persons have conflicts of interest with our company.

Our executive officers and certain of our directors may experience conflicts of interest in connection with
their ownership interests in our operating partnership.

Our executive officers and certain of our directors, which include Andrew Sims, Williams Zaiser, Kim
Sims, Christopher Sims and Edward Stein, may experience conflicts of interest relating to their ownership
interests in our operating partnership. These individuals, together with their affiliates owned as of December 31,
2008, in the aggregate, approximately 21.59% of the outstanding units in our operating partnership. Conflicts
may arise as a result of these persons’ ownership interests as limited partners diverge from the interests of MHI
Hospitality Corporation, particularly with regard to transactions such as sales of assets or the repayment of
indebtedness, that could be in the best interests of MHI Hospitality Corporation and its stockholders, but may
have adverse tax consequences to the limited partners in our operating partnership.

Our tax indemnification obligations, which were not the result of arm’s-length negotiations and which apply
in the event that we sell certain properties, could subject us to liability, which we currently estimate to be
approximately $346.0 million, and limit our operating flexibility and reduce our returns on our investments.

If we dispose of certain of our initial hotels, we would be obligated to indemnify the original contributors
(including their permitted transferees and persons who are taxable on the income of a contributor or permitted
transferee) against certain tax consequences of the sale pursuant to the tax indemnity agreements, the terms of
which were not the result of arm’s-length negotiations. These original contributors include Andrew Sims, our
chairman, president and chief executive officer, William Zaiser, our executive vice president and chief financial
officer, and Kim and Christopher Sims, two of our directors. We have agreed to pay a certain amount of the
contributor’s tax liability with respect to gain allocated to the contributor under Section 704(c) of the Internal
Revenue Code if we dispose of a property contributed by the contributor in a taxable transaction during a
“protected period,” which continues until the earlier of:

* 10 years after the contribution of such property; or

» the date on which the contributor no longer owns, in the aggregate, at least 25.0% of the units we issued
to the contributor at the time of its contribution of property to our operating partnership.

This tax indemnity will be equal to a certain amount of the federal and state income tax liability the
contributor incurs with respect to the gain allocated to the contributor upon such sale based on a sliding scale
percentage. Specifically, we will indemnify the contributors for 100% of their tax liability during the first five
years after contribution, 50.0% during the sixth year, 40.0% during the seventh year, 30.0% during the eighth
year, 20.0% during the ninth year and 10.0% during the tenth year. The terms of the tax indemnity agreements
also require us to gross up the tax indemnity payment for the amount of income taxes due as a result of the tax
indemnity payment. While the tax indemnities do not contractually limit our ability to conduct our business in the
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way we desire, we are less likely to sell any of the contributed properties in a taxable transaction during the
protected period because of the significant tax liability we would have to the contributors. Instead, we would
either hold the property for the entire protected period, or at least the first five years, or seek to transfer the
property in a tax-deferred like-kind exchange.

As four years have elapsed since the properties were contributed, if we were to sell, during the next year in a
taxable transaction, the five initial hotels that were contributed to us in our initial public offering in exchange for
units immediately after the closing of our initial public offering, our estimated total tax indemnification
obligation to our indemnified contributors, including the gross-up payment, would be approximately $46.0
million.

Our agreements with MHI Hotels Services and its affiliates, including the contribution agreements,
management agreement, strategic alliance agreement, subleases, partnership agreement of our operating
partnership and employment agreements, were not negotiated on an arms’ length basis and may be less
Jfavorable to us than we could have obtained from third parties.

In connection with our initial public offering, we entered into various agreements with MHI Hotels Services
and its affiliates, including contribution agreements, a management agreement, a strategic alliance agreement,
subleases, the partnership agreement of our operating partnership and employment agreements. The terms of
each of these agreements were determined by our management team, who had conflicts of interest as described
above and ownership interests in MHI Hotels Services and its affiliates. The terms of each of these agreements
may be less favorable to us than we could have obtained from third parties.

We may realize reduced revenue because our management company may experience conflicts of interest in
connection with the management of the resort property.

MHI Hotels Services may experience conflicts of interest in connection with the management of our resort
property and one of our initial hotel properties, which are located less than one mile from each other, and its
continued management of an additional resort property not owned by us and located nearby in the same
geographic market. The fees MHI Hotels Services earns for managing our properties are largely fixed under our
management agreement with MHI Hotels Services and may be less than the fees it earns for managing the resort
property that we do not own or lease. Because MHI Hotels Services handles the reservations for all of these
properties, MHI Hotels Services may have a greater financial incentive to direct guests to the resort property that
we do not own or lease.

Risks Related to the Hotel Industry

Our ability to comply with our credit terms, our ability to make distributions to our stockholders and the value
of our hotels in general, may be affected by factors in the lodging industry.

Operating Risks

Our hotel properties are subject to various operating risks common to the lodging industry, many of which
are beyond our control, including the following:

* competition from other hotel properties in our markets;
» over-building of hotels in our markets, which adversely affects occupancy and revenues at our hotels;
* dependence on business and commercial travelers and tourism;

+ increases in energy costs and other expenses affecting travel, which may affect travel patterns and
reduce the number of business and commercial travelers and tourists;

» increases in operating costs due to inflation and other factors that may not be offset by increased room
rates;
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* changes in interest rates and in the availability, cost and terms of debt financing;

* changes in governmental laws and regulations, fiscal policies and zoning ordinances and the related
costs of compliance with laws and regulations, fiscal policies and ordinances;

» adverse effects of international, national, regional and local economic and market conditions;
» adverse effects of a downturn in the lodging industry; and

* risks generally associated with the ownership of hotel properties and real estate, as we discuss in detail
below.

These factors could reduce the net income of our TRS Lessee, which in turn could adversely affect the value
of our hotels and our ability to comply with our loan agreements and to make distributions to our stockholders.

Competition for Acquisitions

We compete for investment opportunities with entities that have substantially greater financial resources
than we do. These entities generally may be able to accept more risk than we can prudently manage. This
competition may generally limit the number of suitable investment opportunities offered to us. This competition
may also increase the bargaining power of property owners seeking to sell to us, making it more difficult for us
to acquire new properties on attractive terms.

Seasonality of Hotel Business

The hotel industry is seasonal in nature. This seasonality can be expected to cause quarterly fluctuations in
our revenues. Our quarterly earnings may be adversely affected by factors outside our control, including weather
conditions and poor economic factors. As a result, we may have to enter into short-term borrowings in certain
quarters in order to offset these fluctuations in revenues and to make distributions to our stockholders.

Investment Concentration in Particular Segments of Single Industry

Our entire business is lodging-related. Therefore, a downturn in the lodging industry, in general, and the
segments in which we operate, in particular, will have a material adverse effect on the value of our hotels, our
financial condition and the extent to which cash may be available for distribution to our stockholders.

Capital Expenditures

Our hotel properties have an ongoing need for renovations and other capital improvements, including
replacements, from time to time, of furniture, fixtures and equipment. The franchisors of our hotels also require
us to make periodic capital improvements as a condition of keeping the franchise licenses. In addition, our
lenders will likely require that we set aside annual amounts for capital improvements to our hotel properties. We
expect the average lenders’ capital improvements reserve requirement for all of our hotels will be approximately
4.0% of gross sales. Based upon our hotels’ gross revenue in fiscal year 2008, the average lender’s capital
improvements reserve contribution requirement for all of our hotels would have been approximately $2,830,500
based on an average 4.0% capital improvement reserves. For the year ended December 31, 2008, we spent
approximately $44.4 million on capital improvements to our hotels. These capital improvements may give rise to
the following risks:

* possible environmental problems;
* construction cost overruns and delays;

* apossible shortage of available cash to fund capital improvements and the related possibility that
financing for these capital improvements may not be available to us on affordable terms; and

* uncertainties as to market demand or a loss of market demand after capital improvements have begun.
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The costs of all these capital improvements as well as future capital improvements could adversely affect
our financial condition and amounts available for distribution to our stockholders.

Operating our hotels under franchise agreements could increase our operating costs and lower our net
income.

Our hotels operate under franchise agreements, which subject us to risks in the event of negative publicity
related to one of our franchisors.

The maintenance of the franchise licenses for our hotels is subject to our franchisors’ operating standards
and other terms and conditions. Our franchisors periodically inspect our hotels to ensure that we, our lessee and
our management company follow their standards. Failure by us, our TRS Lessee or our management company to
maintain these standards or other terms and conditions could result in a franchise license being cancelled. If a
franchise license terminates due to our failure to make required improvements or to otherwise comply with its
terms, we may also be liable to the franchisor for a termination payment, which varies by franchisor and by hotel.
As a condition of continuing a franchise license, a franchisor could also possibly require us to make capital
expenditures, even if we do not believe the capital improvements are necessary or desirable or will result in an
acceptable return on our investment. Nonetheless, we may risk losing a franchise license if we do not make
franchisor-required capital expenditures.

If a franchisor terminates the franchise license, we may try either to obtain a suitable replacement franchise
license, or to operate the hotel without a franchise license. The loss of a franchise license could significantly
decrease the revenues at the hotel and reduce the underlying value of the hotel because of the loss of associated
name recognition, marketing support and centralized reservation systems provided by the franchisor. A loss of a
franchise license for one or more hotels could materially and adversely affect our revenues. This loss of revenues
could, therefore, also adversely affect our financial condition and results of operations, our ability to comply with
our loan covenants and reduce our cash available for distribution to stockholders.

Hotel re-development is subject to timing, budgeting and other risks that would increase our operating costs
and limit our ability to make distributions to stockholders.

We intend to acquire hotel properties from time to time as suitable opportunities arise, taking into
consideration generai economic conditions and seek to re-develop or reposition these hotels. Redevelopment of
hotel properties involve a number of risks, including risks associated with:

« construction delays or cost overruns that may increase project costs;

« receipt of zoning, occupancy and other required governmental permits and authorizations;

« development costs incurred for projects that are not pursued to completion;

 acts of God such as earthquakes, hurricanes, floods or fires that could adversely impact a project;

e financing; and

» governmental restrictions on the nature or size of a project.

We cannot assure you that any re-development project will be completed on time or within budget. Our

inability to complete a project on time or within budget would increase our operating costs and reduce our net
income.

The hotel business is capital intensive, and our inability to obtain financing could limit our growth.

Our hotel properties will require periodic capital expenditures and renovation to remain competitive.
Acquisitions or development of additional hotel properties will require significant capital expenditures. The
lenders on debt secured by three of our properties require us to set aside varying amounts each year for capital
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improvements at our hotels. We may not be able to fund capital improvements or acquisitions solely from cash
provided from our operating activities because we must distribute at least 90% of our REIT taxable income,
excluding net capital gains, each year to maintain our REIT tax status. Consequently, we rely upon the
availability of debt or equity capital to fund hotel acquisitions and improvements. As a result, our ability to fund
capital expenditures, acquisitions or hotel development through retained earnings is very limited. Consequently,
we rely upon the availability of debt or equity capital to fund our investments and capital improvements, but due
to the current recession and disruption of capital markets, these sources of funds are currently either unavailable
to us or not available on reasonable terms and conditions. Our ability to grow through acquisitions or
development of hotels will be limited if we cannot obtain satisfactory debt or equity financing which will depend
on market conditions. Neither our charter nor our bylaws limits the amount of debt that we can incur. However,
we cannot assure you that we will be able to obtain additional equity or debt financing or that we will be able to
obtain such financing on favorable terms.

Dramatic global events such as the terrorist attacks of September 11, 2001 and the unprecedented run-up of
oil prices in 2008 adversely affected the hotel industry generally, and these adverse effects may recur.

Before September 11, 2001, hotel owners and operators had begun experiencing declining RevPAR, as a
result of the slowing U.S. economy. The terrorist attacks of September 11, 2001 and the after-effects (including
the prospects for more terror attacks in the United States and abroad), combined with economic trends and the
U.S.-led military action in Afghanistan and Iraq, substantially reduced business and leisure travel and lodging
industry RevPAR generally.

After significant increases in RevPAR in 2005 and 2006, hotel owners and operators experienced a slowing
in RevPAR growth during 2007. The unprecedented rise in oil and gasoline prices in 2007 and 2008 exacerbated
the problems facing a stalling U.S. economy hampered by a slump in housing and a pending mortgage crisis
causing hotel owners and operators in many markets to experience significant declines in occupancy and
RevPAR.

We cannot predict the extent to which global or national events will directly or indirectly impact the value
of our common stock, the lodging industry or our operating results in the future. Declining RevPAR at hotels that
we acquire would reduce our net income and restrict our ability to fund capital improvements at our hotels and
our ability to make distributions to stockholders necessary to maintain our status as a REIT. Additional terrorist
attacks, acts of war or similar events could have further material adverse effects on the markets on which shares
of our common stock will trade, the lodging industry at large and our operations in particular.

Uninsured and underinsured losses could adversely affect our operating results and our ability to make
distributions to our stockholders.

We intend to maintain comprehensive insurance on each of our hotel properties, including liability, fire and
extended coverage, of the type and amount we believe are customarily obtained for or by hotel owners. There are
no assurances that current coverage will continue to be available at reasonable rates. Various types of
catastrophic losses, like earthquakes and floods, such as Hurricane Katrina in New Orleans in August 2005,
losses from foreign terrorist activities such as those on September 11, 2001 or losses from domestic terrorist
activities such as the Oklahoma City bombing on April 19, 1995, may not be insurable or may not be
economically insurable. Initially, we do not expect to obtain terrorism insurance on our hotel properties because
it is costly. Lenders may require such insurance and our failure to obtain such insurance could constitute a default
under loan agreements. Depending on our access to capital, liquidity and the value of the properties securing the
affected loan in relation to the balance of the loan, a default could reduce our net income and limit our ability to
obtain future financing.

In the event of a substantial loss, our insurance coverage may not be sufficient to cover the full current
market value or replacement cost of our lost investment. Should an uninsured loss or a loss in excess of insured
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limits occur, we could lose all or a portion of the capital we have invested in a hotel, as well as the anticipated
future revenue from the hotel. In that event, we might nevertheless remain obligated for any mortgage debt or
other financial obligations related to the property. Inflation, changes in building codes and ordinances,
environmental considerations and other factors might also keep us from using insurance proceeds to replace or
renovate a hotel after it has been damaged or destroyed. Under those circumstances, the insurance proceeds we
receive might be inadequate to restore our economic position on the damaged or destroyed property.

Noncompliance with governmental regulations could adversely affect our operating results.
Environmental Matters

Our hotels may be subject to environmental liabilities. An owner of real property can face liability for
environmental contamination created by the presence or discharge of hazardous substances on the property. We
may face liability 