Full Service Hotel Capitalization Rates Jump 
by: David J. Sangree, MAI, CPA, ISHC 

The Winter 2001/2002 USRC Hotel Investment Survey of 29 hotel investors indicates that discount rates and capitalization rates, particularly for full-service hotels, have increased since our 2000 survey. Limited service hotels had a smaller increase in the discount rate with the direct capitalization rate being stable.  The increase has occurred despite the decline in interest rates and the prime rate.   The increases are due to the higher risk associated with hotel investments particularly since the terrorist attacks on September 11, 2001, which have caused travel and usage of hotels to decline.   Many markets have recorded declines in occupancy levels and average daily rates as compared to previous years.  Hotel investors and lenders have become more cautious towards future performance due to the economic recession.  An increased number of hotels are going into default with their lenders due to declining net operating incomes to pay mortgage payments.
Capitalization Rates 
Our 2001/2002 survey indicates that investors require higher capitalization rates for full-service hotels while limited service hotel figures have stayed relatively stable.  The direct capitalization rate for full-service hotels of 11.6% is 90 basis points higher than the average for the 2000/2001 survey of 10.7%.  The average for limited service hotels of 12.2% is the same as for last year’s survey. The capitalization rate has two components: equity and debt.  With interest rates declining, and the overall rates showing an increase for full-service properties and remaining stable for limited service properties, this indicates that the equity capitalization rates have risen strongly.   The increase has occurred due to the increased risk associated with hotel ownership because of the changing occupancy levels of hotels, particularly during an economic recession.  The range for each was wide and depended upon the quality of product and its location.  Upper-end, luxury, full-service hotels in locations with strong barriers to entry had capitalization rates of 9% to 11%.  Terminal capitalization rates for both categories were similar to the direct capitalization rates although these are utilized five to ten years in the future. This similarity is due to the higher risks associated with hotels currently because of the recession and lack of interest from buyers in hotels.
	 USRC Hotel Investment Survey

	
	Winter 2001/2002 Limited Service
	Winter 2001/2002                Full - Service  
	Winter 2000/2001 Limited Service
	Winter 2000/2001     Full - Service

	 Direct Capitalization Rate

	Average 
	12.2%
	11.6%
	12.2%
	10.7%

	Range 
	9.0% - 16.0%
	9.0% - 15.0%
	11.0% - 15.0%
	8.0% - 13.0% 

	 Terminal Capitalization Rate 

	Average 
	12.2%
	11.6%
	12.9%
	11.0%

	Range 
	9.0% - 15.0%
	10.0 - 15.5%
	11.0% - 15.0%
	9.0% - 13.0%

	 Discount Rate 

	Average 
	14.9%
	14.6%
	14.5%
	13.7%

	Range 
	12.0% - 20.0%
	9.0% - 20.0%
	13.0% - 18.0%
	12.0% - 17.0%

	Selling Expense 

	Average 
	3.1%
	2.3%
	3.3%
	2.3%

	Range 
	2.0% - 6.0%
	1.0% - 4.0%
	1.0% - 5.0%
	0.5% - 4.0%

	Management Fee Expense

	Average 
	3.7%
	3.4%
	3.6%
	3.1%

	Range 
	2.5% - 5.0%
	2.5% - 5.0%
	3.0%  -  5.0%
	2.0% - 4.0%

	ADR Growth 
	
	
	
	

	Average 
	2.6%
	1.4%
	3.7% 
	3.6% 

	Range 
	 -5.0% - 3.0%
	 -5.0% - 5.0%
	0.0% - 6.0%
	0.0% - 6.0%

	 Expense Growth 

	Average 
	2.6%
	2.6%
	3.0%
	3.2%

	Range 
	0.0% - 5.0%
	1.0% - 5.0%
	2.0% - 4.0% 
	2.0% - 4.0% 

	 Holding Period 

	Average 
	7.6
	7.6
	6.5
	7.0

	Range 
	3 - 10 years
	3 - 12 years
	3 - 10 years
	3 - 30 years

	 Marketing Period 

	Average 
	7.4
	8.3
	7.4
	9.3

	Range 
	3 - 12 months
	4 - 12 months
	3 - 12 months
	3 - 36 months

	Reserve for Replacement

	Average 
	4.1%
	4.7%
	N/A
	N/A

	Range 
	2.0% - 7.0%
	3.0% - 7.0%
	N/A
	N/A

	 Rooms Revenue Multiplier 

	Average 
	3.0
	2.5
	2.9
	3.1

	Range 
	2.0 - 3.5
	1.9 - 3.5
	2.2 - 3.5
	1.8 - 4

	 Source:  US Realty Consultants, Inc. 


Discount Rates Higher for Limited Service Hotels
Discount rates for limited-service hotels averaged 14.9% and for full - service hotels averaged 14.6%. Discount rates for full-service hotels showed a 90 basis point increase over last year’s survey due to uncertainty in the marketplace.  The range is wide for discount rates with respondents indicating from 9% to 20%.  The holding period for users utilizing a discounted cash flow analysis for both limited service and full-service hotels was 7.6 years.

ADR Growth Limited
The investors surveyed indicated that they project that ADR growth rates to be lower than operating expense growth rates for both categories of hotels. Some investors project ADR growth rates to be negative in 2002 although the overall average was 1.4% for full-service hotels and 2.6% for limited service hotels.  The expense growth rates were higher than the ADR growth rates as well as slightly higher than last year survey.  The selling expense ranged from 2% to 6% for limited-service hotels, and from 1% to 4% for full-service hotels.  The average selling expense was slightly lower for full-service hotels as these transactions are typically for higher amounts, and brokers are willing to reduce their commission percentage.  

Management Fee Expense Range
Management fee expenses averaged 3.7% of total hotel revenues for limited- service hotels and 3.4% for full-service hotels.  Management fees are typically higher on a percentage basis for limited service hotels due to the disparity in total revenues versus full - service hotels.

Marketing Period Remaining Stable despite Change in Economy 
The marketing period was 8.3 months for full-service hotels and 7.4 months for limited-service hotels.  The investors indicated that the marketing periods have not changed since last year’s survey although the number of transactions has declined since the September 11 terrorist attacks.  The reserve for replacement as a percentage of total revenue for limited service hotels was 4.1% while for full-service hotels was 4.7%. The higher rate for full-service hotels is due to the larger size of building and increased amount of amenities as compared to limited service properties.  The room revenue multiplier was typically used by limited-service hotels buyers and averaged 3.0 with a range of 2.0 to 3.5 times room revenue.  Only a few of the investors utilized a room revenue multiplier for full-service hotels and this averaged 2.5 with a range of 1.9 to 3.5.  This was highly dependent upon the type of property. 
Hotel Interest Rates Decrease 

	 DEBT PARAMETERS

	  
	Winter 2001/2002
	          Winter 2000/2001
	  

	 INTEREST RATE 

	 Average 
	8.2%
	9.5%

	 Range 
	6.0%  – 10.0%
	8.0%  -  13.0%

	TERM (YEARS) 

	 Average 
	9.5
	9.5

	 Range 
	3 - 25
	3 -  25

	AMORTIZATION PERIOD (YEARS) 

	 Average 
	22.3
	22.0

	 Range 
	15  -  25
	13  -  25

	DEBT COVERAGE RATIO 

	 Average 
	1.45
	1.45

	 Range 
	1.25 – 1.75
	1.2  -  2.0

	LOAN TO VALUE 

	 Average 
	65%
	66.5%

	 Range 
	50%  -  80%
	50%  -  80%

	 Source:  US Realty Consultants, Inc.


The average interest rate of 8.2% for the Winter 2001/2002 survey decreased from 9.5% as illustrated in Winter 2000/2001 survey.  The range of rates from 6% to 10% was lower than in last year’s survey and is due to the dramatic decline in the prime rate from 9.5% on January 1, 2001 to 5% on December 1, 2001.  The decline in hotel loan rates is lower than the decline in the prime rate and indicates that banks are increasing their margins for hotel lending. The average term of 9.5 years was the same as our 2000 survey.  The years amortized was 22.3 years with the range from 15-25 years which was similar to the previous year’s range.   The debt coverage ratio averaged 1.45 with a range from 1.25 to 1.75.  The loan - to - value ratio was 65% with a range from 50% to 80%.  Investors indicate that financing is difficult for most new development projects around the nation. 
Major Concerns 
Additional terrorist attacks, economic concerns, enticing consumers to travel again, and the credit crunch are the major concerns of the investors in the survey.  Additional terrorist attacks and their impact on the travel industry were echoed by many of our respondents.  The economic recession is reducing net operating incomes at most hotels, which will translate into a decline in value for these hotels as investors typically look most closely at the trailing 12 months of performance.  Enticing consumers to travel again is a major concern of many respondents due to the falloff in travel since the terrorist attacks of September 11, 2001.  The more limited amount of financing available in the market and more stringent equity requirements facing today’s hotel investors are a top concern for hotel investors. The various rate cuts by the Federal Reserve have allowed for lower interest rates, but have not increased the amount of hotel lending.  
Respondents to the survey include:

Boykin Lodging

Colliers International
Hotel Source, Inc.
Cornerstone Realty Advisers

Lend Lease
TIAA/CREF
Hunter Realty
Rockbridge Capital
Prime Hospitality
Wells Fargo
Six Continents Hotels
GMAC Commercial Mortgage Corp. 
Forest City
UBS Realty Advisers
Molinero Koger
Continental Wingate
White Lodging
Insignia Hotel Partners
Mid North Financial
David L. Babson & Co.
Hostmark
Morris, Smith, And Feyh
Hotel Capital Advisors
Cendant
Capital Hotel Management
Mass Mutual 
Coldwell Banker Commercial
US Bank
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