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In the past three to five years, until a few months ago,
hotel prices and transactions were accelerating at a
remarkable rate. During this period of industry recovery,
savvy buyers and sellers were poised to secure assets as
revenues and income increased and cap rates declined.
This robust investment environment was not unique to
hotels; private equity funds, REITS, and other investors
actively sought out all types of property including office
buildings, shopping center, and residential projects.

In considering the financial investment using a discounted
cash flow analysis, two components are typically given
the most emphasis: the change in net operating income of
the property over time, and impact of the capital markets
as reflected in capitalization rates.

Unlike office buildings, retail centers, and even apartment
buildings, hotels have no leases to secure income. Rates
and occupancy levels change almost daily and often react
quickly - positively or negatively - to economic change
on a short-term basis. In the last cycle, the peaks at the
end of the 1990s and the nadir following in 2001 and
2002 resulted in an extraordinary fluctuation in hotel
performance.

Changes in Hotel Financial Performance

As a demonstration of the annual operating performance
of hotels, a series of samples of operating statements
from the mid-1990s (1994 to 1996) were compared to the
statements for the same samples in the mid-2000s (2004
to 2006). Three samples were examined:

1. 30 full-service hotels

2. 33 select-service and extended-service
properties

3. 11 resorts

Theperiodsreviewed were selected as being representative
of what we might call “a normalized period.” That is
to say, in the mid-1990s many lodging properties were
rebounding from the downturn of the recession of the early
1990s, while in the mid-2000s numerous markets were
recovering from the impact of the economic downturn
following the dot-com bust and the tragic events of 9/11.
The middle part of each decade was neither the nadir nor
the peak of the respective cycles. As a benchmark for
analyzing the hotels’ performance, the CPI index change

of 28.5% for the 10-year period between 1996 and 2006
was used.

While the samples are not representative of all hotels, the
trends reflected by the two points in time are consistent
with the operating performance of many properties. Each
sample includes a range of geographical locations, brands,
improvements, and property ages and condition.

Forthe purposes of comparison, any ground lease payments
or other unusual revenues or expenses were excluded from
the analysis and franchise fees were incorporated into the
marketing expense. Management fees and FF&E reserves
for all properties in the sample have been standardized at
3.0% and 4.0% of gross revenues, respectively. It should
also be noted that the reallocation of all insurance expense
from A&G to the insurance line item in the uniform
system of accounts during this period explains some of
the decline of the A&G ratio and increase in the insurance
line item.

To illustrate the changes in hotel financial performance in
the most recent ten-year period, composite statements for
three different product types were researched.

Full-Service Hotel Performance
Table 1 (on the following page) sets forth the performance
details for the 30 full-service hotels.

The data reveal that, despite the dramatic income loss
experienced by many hotels in 2001 and 2002, the
increase in net operating income generated by full-service
hotels exceeded the increase in the rate of inflation over
the ten-year term identified in this analysis. Average
rate increased at 29.8%, a rate slightly higher than the
28.5% inflation rate. Occupancy and RevPAR, however,
declined as many full-service hotels have been negatively
impacted by a number of factors including the increase of
new focused- and select-service hotel inventory.

The increase in food and beverage revenues generally
exceeded inflationary growth on a per-occupied room basis,
increasing by 41.5%. Telephone revenues, consistent with
national and international trends, declined precipitously.
Other income increased, as some hotels added amenities
such as spa facilities and charged for internet access.

On the expense side, hotel operators continue to improve

Page 1



%.°0€ %5°¢¢ v.'€G$ GEG'EI$ % 902 199°081$ G8'2S$ 66LV1$ % €12  899°281% el LrS 1G0°LLS % €12 991°2v1$ JINOINI 1IN
%¢ GG %G5Gy 00'%¢ 9%0°9 ¢6 669°08 186} 6E€'S 08 €89'89 9r'GH G651y 08 vSp'es [e1oL
%0°0% %E LE 70 1€9°C 0y 861°GE 196 1862 6'¢ 802°ce 8y, 600°C 6'¢ Gy8'Ge Juswaae|day 10} anIBsaY
%Y 87y %L 7Ly or't £G¢ g0 0LL'Y €e0 88 10 GEL'L 9¢0 69 10 €88 SNo3Ue|3asI|A
%L°091 %Y L JARS 86/ ¢l 8G90} 9¢'t 0cy 90 00¥'S 1" 1€ 90 €02y aoueinsul
%G°LE %6'8¢ 96'8 162°C v'e €e10e €8 0522 A% 07682 ¢5'9 162} v'e €252 saxe] Auadoid
SISNIdX3 a3axid
%Y LE %8'8¢ |27 18661 8'6¢ 99¢°'19¢ ¢L'¢L 86561 €6¢ 158152 6599 902Gl £'6¢ 029'G61 S$39HVYHI a3XId 340439 JINOINI
%9°'GE %< LS G8'/ 8/6°} 0¢ 86€'9¢ 'L 866} 0'¢ 80/'G¢ 6/'G GGG'L 0'¢ 8000 804 Jusabeue|y
%¢ L8 %9'8¢ 6568 655 1S 8'¢E 791182 G108 9€G°1e €3¢  650°L/2 8¢€'29 19291 £'¢¢ 829'G1¢ 11404d 3SNOH
%6y %6'7¢ ¢¢'29 €/9'GI 8'¢€e 602602 ¥6°68 €267} v'2c  ¥86°I6} €Cey vI9'LL v'ae ]G4t [e1oL
%1€ %872 €16 00€°C G'e 169°0€ 188 89¢€C 9¢ 0.1'0¢ 98’9 ev8'l 9¢ viL'ee sannn
%E L %LEL O HE 08.°C A% vELLE 0L HE evL'e L'y GEV'OY 0L'6 ry'e L'y 0.V 8oueualuel g suoneiad Auadoid
%€'98 %LYL 11'¢¢ 9€.'G 1’8 1959/ LG 022y €9 062'%S 14" v82'c €9 €52y Bunarepy
%¢ '8¢ %¢'02 8¢61} 1681 v'L 128'79 ¢e6l 261°G 8L 68299 70'Gl 00y 8L 086'1S [eI3USY) 3 BAlRASILILPY
SISNIdXI HNILYHILO
%0°0% %¢ LS ¢8' Lyl 2€2'18 )2 696961 0/'GE} 659 8vS  Ev0'69Y 19°G0} G/€82 8'%S v70°G9E JINOINI TYININIHYd3A
%662 %8’ ke Ov'ErE £96'82 /A%% 092°18¢ GLCHE 2eLoe ¢Sy 069°/8¢ 8¢'/8 1Gv'€e ¢Sk 869°10¢ [e1oL
%6°Ly | %Y'CelL Ll 056 gL 69°CH G6'I 4] 1€ 96/'9 ¢St 601 (WA 8G¢'S awoau| JaylQ
%C €l %19 18°¢ L0 0'86 ehv'6 61L°¢ 9468 697  LI0'LL 8Y'¢ 999 697 v16°8 auoydsja
%9'9¢ %.L'8} 67'89 ATl 1’69 ¥82°0€2 6v'69 2981 I'2L Sle'ove 6075 2€5 1 (WX £G6°981 abelanag ' pood
%€ L€ %}'€C €8¢ £69°6 0'9¢ ¥58°8¢ | 1G°LE 6001 'S¢ 29962l 61'6¢ 8L L'S¢e 216001 Swooy
SISNIdX3 TVINIINIHYdIA
%V GE %0°L¢ 1¢'19¢ G6.°G9 000 6¢2¢'8.8 ¥8'L¥e 16599 000+ €69°958 68°¢6} 928°LS 000+ 2v.2'999 [e10L
%161 %8°€LL L6 Glo‘e h% Iveoy 1¢'S Syt [ 00281 0Ly LOLL [ v9LyL awoauy sy
%8Gy~ %< 6~ 18¢ 44 [ 8696 6.9 928'l Le G8Y'€C 6¢'S ley'l Le 81281 auoydsja
%S Ly %9'¢E 81'66 286'17¢ 08¢ vov'eee 60°06 1022 v9e  6LYLIE ¢k’ 6£8°81 7'9¢ 69€°2re afbelanag '3 poo4
%8'6¢ %L ke 0Z°Ly1$ 9/0°28% % ¥'9S 988'v67$ 69°GY 1S prL'6€$ % 985  885°€0S$ 6EELLS Gor'0e$ % 88S 0€6°16€$ swooy
INN3IAIH
wooy wooy wooy wooy anuanay Jo 8S'10LS wooy wooy  3nuandy jo pzZ'Lo0LS wooy wooy anuanay Jo /y'egs ‘HYdAaY
paidnaog  3jqejieay paidnaag  ajqejieny  abejuasiad 0Z'LyLS paidnaog  3jqejieny  abejuasiad 69°GYLS paidnaag  ajqejieny  abejuasiad 6LELLS :ajey abelany
Jad junowy 13d junowy Jad junowy 19d yunowy %0°69 lad yunowy J1ad junowy %9°¢. Jad junowy 1ad yunowy %9°¢L :kouednaag
G9¢ G9¢ G9¢ :uadp sfeq
abueyg abejuaaiad 101°29¢'e 98G°9GH°¢ 98g'9Gy‘'e  'swooy paidnaap
$0002 PIIN 0} S0661 PIN 8ve‘elL 698°Z1 69821 ‘SWwooy jo Jaqunp
900¢ 01 ¥00¢ 9661 01 ¥661 9661 01 661 -1B3A

SAH

sulpyvs aui]g

S12J0] Jo s1sAjpuy juaujsaau] 4vax -ual v

8007 fuwnuv( ‘SyTy — uonvniuA 8 Sunjinsuo)d SAH

Page 2



HVS Consulting & Valuation — ALIS, January 2008

A Ten-Year Investment Analysis of Hotels

Elaine Sahlins

HVS

performance efficiencies. Despite the lower RevPAR
performance in the mid-2000s, rooms department expense
decreased as a percentage of revenue. More notably, the
food and beverage expense ratio also decreased, positively
impacting the overall profitability of the hotels. As can be
expected, telephone expenses increased as a percentage of
a diminishing revenue source. During the period tracked
for this article, many operators have invested in better
cost-control methodology and practice.

Administrative and general and property operations
and maintenance departments are areas where staffing
and fixed costs have been heavily scrutinized. On a per-
available-room basis and on an operating margin basis,
both line items have increased at below-inflationary
levels. While marketing expense is largely controllable,
this function has been heavily invested in by hotel
operators. Full-service properties still require extensive
sales and marketing staff to sell the product, particularly
when differentiating their product from the select-service
sector. Over this ten-year period, guest loyalty became
both more prevalent and more expensive with individual
properties bearing increased program-associated costs.
Utility costs are less controllable and have grown at
41.1%, thus exceeding inflation on a per-occupied-room
basis over the ten-year period. The most dramatic increases
have been in the fixed expenses. Soaring property taxes
and insurance costs have burdened many hotels.

As a result of largely better cost controls, particularly in
the food and beverage department, overall profitability
of the sample hotels improved over the ten-year period.
Despite the decline in occupancy between the two periods
under analysis, net operating income in mid-2000s was
21.3 % of gross revenues as compared to 21.1 % in the
mid-1990s.

Select-service and Extended Stay hotel performance
Using a sample of 33 select-service hotel and extended-
stay hotel statements, the same comparison was made.
While average rate increased by over 40% between
the two periods, the decline in occupancy resulted in a
RevPAR gain of 33.5%, still higher than the 28.5% rate of
inflation. For this particular sample of select-service and
extended-stay hotels, net operating income on a per-room
basis was on par with the inflation index. The composite
performance from the select-service and extended-stay
sample is shown in Table 2.

Resort Performance

Of the three product types considered in this analysis,
resorts demonstrated the strongest performance. Because
of the difficulty and expense involved in the construction

of resorts, the supply of properties in this segment is more
limited. As such, when demand is strong, destination resorts
are often able to robustly yield-manage average rates.
The average rate for the sample increased 30.9% during
the ten-year period. Occupancy also increased marginally,
resulting in a RevPAR increase of 32.0%, compared to
the CPI change of 28.5%, as shown in Table 3.

In recent years, resorts have also been able to increase
food and beverage sales while reducing food and
beverage departmental expenses. The improved revenue
contribution from food and beverage and the higher
departmental profitability have provided positive
operating leverage for the segment. This trend has also
been evidenced in the spa department. (In this particular
sample, the golf facility of one property was under
renovation, negatively skewing the golf department
performance.) As with full-service hotels, fixed costs are
heavily managed, resulting in continued strong operating
performance.

Influence of the Capital Markets

Hotels are difficult and volatile businesses. While the cash
flow potential of the properties may not support investors’
return requirements, the timing of the capital markets can
often dramatically impact the valuation of the assets. In
the last cycle, holding on to the assets and selling them at
the right time more than compensated for the uncertainty
of the annual income.

Using the capitalization rate from the two different points
in time to represent the investment requirements, the
composite net operating incomes from the samples were
capitalized. Based on data collected by HVS, average
capitalization rates for full-service hotels from 1994 to
1996 ranged from 5.7% to 7.0% and from 2004 to 2006
ranged from 5.2% to 5.5%.

Using these ranges and adjusting upwards 150 basis
points from the full-service capitalization rates to those
applied to the select-service properties, the change in
value between the two periods far exceeds the inflation
index change of 28.5%. The chart on Page 6 sets forth
the results.

Capitalization rates reached their nadir in 2007 and,
as a result, the increase in the capitalized values of the
properties between the mid-1990s and the mid-2000s
well exceeded the growth in net operating income, not
to mention inflation. While hotel investors may have
profited from a ten-year holding period, market timing
remains a critical force in profiting from hotel cycles.
The long-term value of a hotel in the most recent cycle is
primarily in the influence of the financial markets.
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Per-Room Value Analysis
Net Operating
Income per Percentage Percentage
Room Difference  Cap Rate Implied Value Difference
Full Senice
1994 to 1996 $8,489 7.00 %  $121,273
2004 to 2006 11,258 32.6 % 5.50 204,682 68.8 %
Select Senice
1994 to 1996 $7,863 8.50 % $92,503
2004 to 2006 9,602 221 % 7.00 137,170 48.3 %
Resort
1994 to 1996 $20,903 7.00 %  $298,607
2004 to 2006 31,107 48.8 % 5.50 565,578 89.4 %
About the Author:

Elaine Sahlins is Senior Vice President with the HVS Consuloting & Valuation office in San Francisco, California.
She holds an undergraduate degree from Barnard College, Columbia University in New York City and an MPS degree
in Hotel Administration from Cornell University. After graduating from Cornell she worked for VMS Realty in Chicago
analyzing hotel investments, and then went on to join Security Pacific in San Francisco, which was subsequently
acquired by Bank of America. She joined HVS in 1987 as a Director in the San Francisco office. Ms. Sahlins also,
with Suzanne Mellen, directs the HVS Gaming division.

Ms. Sahlins may be contacted at:

HVS — SAN FRANCISCO

116 New Montgomery Street, Suite 620
San Francisco, CA 94105

+1 (415) 268-0347 tel.

+1 (415) 896-0516 fax
esahlins@hvs.com

http:/lwww.hvs.com

About HVS:

Since 1980, HVS has provided hospitality services to more than 10,000 hotels throughout the world. Principals and associates of
the firm have written textbooks and thousands of articles regarding all aspects of the hospitality industry, and literally “wrote the
book” on how hotels should be valued.

Page 6



	ten-year investment analysis of hotels - cover
	ten-year investment analysis of hotels.pdf

