
BUMPING
ALONG THE
BOTTOM

I t the end of 1991, the 44 olfices making up
f Valuation Network, Inc., (VNI) published a
I I monograph titled Viewpoinl 1992 -Real Estate
Value Trends. The purpose of this publication was
not to discuss what had happened to real estate
value trends; this is well known. The crux of the
publication was to concentrate on what indicators of
value are driven by demographic and economic con-
ditions and, from this data, to study the strength of
property markets in various cities.

It is well-recognized that the value of real estate
is driven primarily by occupancy and yield expecta-
tions. It is measured in the form of capitalization
rates which increase or decrease depending upon
growth or decline in income and the degree of per-
ceived risk. Capitalization rates are low when de-
mand substantially exceeds supply and major appre-
ciation is anticipated. Conversely, capitalization
rates are high when deflationary conditions exist.

As the 21st Century is approached, massive, un-
precedented overbuilding must be confronted. As
one participant at the CRE's 1992 Midyear Meeting
in Cincinnati observed: there are not enough unem-
ployed people in the United States to fill all the
buildings built in the 1980s.

Real Estate Investment Criteria
Notwithstanding comments of this type, the funda-
mental, underlying truth of the matter is that the
study of investment criteria, typically in terms of
yield expectations and capitalization rat€s, has
moved at a snail's pace in comparison with changes
in value.

It is well known that real estate values in the
United States have been off by as much as 2570 be-
tween 1990 and 1991. At the same time, initial cap-
italization rates in the VNI survey rose by only
11.37r in those preriods because of other components
of the valuation equation, such as occupancy factors
and related income/expense adjustments.

The year-end 1991 VNI going-in capitalization
rate survey (Table 1) reveals some rather interesting
conclusions:
! Capitalization rates related to o{fice buildings

have increased, since year-end 1991, between 15
basis points and 25 basis points.

r A capitalization rate increase of 15 basis points
has occured in the industrial market.

r The regional mall market has declined by five
basis points; in contrast, the strip shopping center
market has increased by 20 basis points.

r The apartment market has strengthened on the
basis of a decline of 10 basis points in going-in
capitalization rates.
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IN SEARCH Of
THE BATE

! n valuing commercial real property interests the
I income approach has been. and continues to be,
I the most persuasive and widely used method of
meaaurement. It is an application of the so-called
principle of anticipation that describes value as the
present worth of the future benefits of ownership.l
Implicit in its development are two principal steps:
(l) forecasting future benefits and (2) discounting
future benefits to express their present worth. The
second step raises the query: discounting at what
rate?

long standing and generally accepted real es-
tate appraisal methodologies recommend the anal-
ysis of recent sales of comparable properties to
extract indicated capitalization and discount rates.
In certain market atmospheres this technique is ad-
equate: however, in most markets there seldom are
enough comparables to promote feelings of assur-
ance in the rates selected, and in chaotic, volatile
periods the process is generally unsatisfactory. For
example, in the early 1990s restrictive credit policies
employed by banks and insurance companies made
capital unavailable, dried up normal market trans-
actions and left only distressed sales by flrnancial
institutions that had acquired properties through
foreclosures and bankruptcies and that were under
regulatory pressure to recapture some capital. The
Resolution Trust Corporation (RTC) poured billions
of dollars of properties and mortgages into the mar-
ketplace under orders that the properties should be
moved promptly. To accomplish the mission RIC, af-
ter some initial delay, provided seller financing on
liberal terms. These conditions were far removed
from those envisioned for the generally accepted def-
inition of market value, and they rendered real es-
tate transactions unsuitable for market discount
rate extraction.

So with limited mortgage credit available and
distress in the sales markets, where can the real
estate professional look for reliable evidence to sup-
port plausible discount rate selections?

Primary Considerations
Before plunging into a discussion of discount rate
selection, two fundamental factors should be re-
viewed; the first is the nature of a so-called real
property investment. It is not real estate, land and
bricks and mortar: it is simply money in the form of
mortgage financing or equity venture capital or any
combination of the two. Money is invested in the
expectation of receiving monetary returns at a rate
that is deemed appropriate in light of existing capi-
tal market conditions and the perceived risk of the
venture. The rate of return clearly is a major consid-
eration for investors. Money is fungible and can be
put to work in any venture in any industry. Whats
more money is available only in a frnite amount at
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any given time. Enterprises therefore must compet€
to obtain a share of money by offering competitively
attractive returns. Real estate is not exempt from
this need to compete; it can claim no amount of
money as a matter of right.

The second factor that needs to be reviewed is
the subject of the investment. Again, this is not real
estate; it is an interest or interests in real property,
and the intangible rights to use, sell, Iease, sublet,
mortgage, glve away, etc. These rights are legally
documented and often publicly recorded. In valua-
tions parties talk about the value of a property, but
property is not a unit; it is a package of real prop-
erty rights, each having an owner with his individ-
ual goals and strategies for achieving those goals.
The rights are prioritized in their claims on a ven-
ture's earnings. Usually claims on a venture's earn-
ings follow the chronology of creation of individual
rights; however, subordination contracts may alter
the order of precedence of claims. These are impor-
tant considerations in rating the risk of various in-
terests, which can be, and routinely are, separately
valued and traded at earnings rates consistent with
competition for capital and perceived risks. Consider
the simple case of a single family dwelling whose
owner holds an equity investment position encum-
bered by a mortgage created by a financial institu-
tion which may hold the mortgage, or as is more
common, sell it in the secondary mortgage market.
More complex ventures may be made up of equity,
mortgage, junior mortgages, land leases, operating
leases, etc. Therefore, in any investment analysis or
valuation, it is critically important to identify specif-
ically the subject real property interests, forecast
the future benefits of their ownership, risk rate the
position and select the appropriate earnings rate for
discounting. Trying to squeeze multi-party, multi-
property interest considerations into one value num-
ber can create confusion.

Capitalization Development
Appraisal literature opens the discussion of capital-
ization by offering the formula: VR = V2 The litera-
ture states that the value of a real property interest
is a function of ik earnings capacity; therefore, valu-
ation is accomplished by dividing income by the
earnings rate that is necessary to attract capital to
the venture. Thus begins the never-ending search
fo," the riEht rale.

In the 1930s and 1940s the U.S. economy was
depressed, interest rates were loq inflation was not
a threat and rate volatility was negligible. However,
the risk element in real estate investments was rec-
ognized, and it was agreed that the appropriate rate
should provide some spread above the yield alailable
from absolutely safe investments, such as U.S. T!ea-
sury bonds. Methods and procedures therefore were
developed to build up a capitalization rate. These
methods used as a baseline the return from a safe
investment, and they made incremental additions
to this baseline value to account for the features
of a real estate investment that did not measure
up to the standards of safe investments, such as
illiquidity, risk ratings, burden of investment

TABLE 6

Yield and Capitalization Rate Analysis

Hotel TYpe

l,ocation

S&leB price p€r room
Renovation cost lxr room
Tbtal acquisition cost per room

Direct Capitalizationlates

Level of Income

Older, mid-rate hotel (to be converted to budcet)
North Midwestern United Ststes

$13,000
$ 7,000

$20,000

First Year
ProjectedHistorical

Stabilized Year
Deflated to Current $

NOI after resene for repla4ement
\OI before rcsene for replacement

Tbn ]'ear DCF Yield Rates

Yield Rate

7.M
9.6q.

t5.7St

18.0?
6.M
8.57r

Leveraged Cq 60n/. L€veraged (i ,15% All Cash

Tbtal
Property (Yo)

Equity
Yield (Ye)

Tbtal
Prop€rty (Yo)

Equitr-
Yield (]'e)

Tbtsl
Property (Yo)

Equity
Yield (l'e)

NOI after resene for replacement
NOI before rcsene for replaccment

27.VL
32.4%

18.8.r
21.67t 28.0q(

18.8%
21.6q

18.8{z
21.6q(

18.8%

21.6q(

Conclusion
While third-party financing on hotel properties is
scarce, hotel deals are being made, and the sales are
being financed. That hotels are being bought and
sold with equity and debt funding supports the con-
sideration of mortgage and equity return require-
ments in developing today's capitalization rates.
Despit€ the large number of seller-financed deals,
purchase money mortgages and loans backed by cor-
porate credit, debt terms for hotels are ascertain-
able, although the range of current loan-to-value
ratios is broader than it was in the past. On the
equity side, the market is clearly fragrnented, with
no apparent consensus on the required equity

returns. Clearly the quality, age and class of the
particular property, the strength (or weakness) of its
operating and financial history, its position, both
historical and potential, in the marketplace and the
magnitude of any required renovation or reposition-
ing influence strongly the tlpe of equity investor
who will be attracted to the property and the equity
portion of the required return on investment. In de-
veloping capitalization rates for any particular hotel
property, it is important to recognize these factors,
interpret them in light of the kind of equity investor
who would be attracted to the property, and under-
stand their effect on the required rates of return to
the equity component.
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management and others. For example, the buildup
might be as follows:

Safe investment rate + 2.59c

Penalty for additional risk + l.lVc
Penalty for illiquidity + 1.07c

Penalty for management + 0.5Vc

Total rate 6.01c

Although this approach was and is serviceable,
it fostered uneasiness about the quantity and qual-
ity of market support for the adjustments in the
buildup.

Thurston Ross, CRE, introduced another rate
selection method called a band of investment. This
method used a weighted average of interest costs for
a property's mortgage and equity capital compo-
nents. For example:

75% mortgage (, 8.0q, 6.07c

25Vo equtty (4 70.09o 2.51o

Weighted average rate 8.5%

This method represented the first effort to as-
sess the influence of mortgage financing on property
valuation.

Residual Approaches
Appraisal educators very properly pointed out that
investors require both a return on and a return of
invested capital and stated that a provision for capi-
tal recapture should be added to the interest earn-
ings rate. They also reasoned that since land
endures, only the building investment, a wasting
asset, required recaptu.e on a straight line or a
sinking fund basis. Land and building residual tech-
niques were developed to value separately the prop-
erty's physical components.3 Implicit in the
development of the building residual was provision
for a decline in income and value, which harmonized
with the realities in the existing marketplace. The
search for tbe right rote continued.

The Coming Of Ellwood
With the conclusion of World War II, new forces
came into play; change was pervasive, as shown by
rapidly increasing real estate values. In response to
how appraisers should deal with these new condi-
tions, a debate ensued. It revolved around whether
the present change in real estate should be regarded
as a t€mporary surge that eventually would subside
and return markets to their former levels or was it a
permanent trend that required new appraisal think-
ing. Of course, the problem's final arbiter was the
investing public who kept buying at higher prices.

While appraisal education has always recog-
nized the principle of anticipation and its future per-
spective, it has applied somewhat retrospective
methodologies. Because analysis of comparable sales
emphasizes previous transactions, it must be ad-
justed to reflect the market's perception of the future
as of the appraisal date.

U.S. Supreme Court Justice Oliver Wendell
Holmes said of the law that its life is not the
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TABLE 4

Yield and Capitalization Rate Analysis

syllogism but responses to felt necessities of the
times.a So, too, has real estate appraisal responded
to the necessities of the times. In reaction to the
atmosphere of change in the 1950s L. W. Ellwood,
introduced his monumental work: the Ellwood Ta-
bles for Real Estate Appraising and Financing,s
which acquainted the appraisal profession with the
world of yield capitalization. Ellwood's procedures
recognized the principles of anticipation and change
by providing for future changes in incomes and
values. They also followed the bundle of rights the-
ory by recognizing the separateness of the mortgage
and equity entities. Ellwood's approach to valuation
was to price a property so it would produce a compet-
itively attractive yield for the equity investment in
light of specific mortgage terms and anticipated
changes in incomes and values over the holding pe-
riod. If mortgage terms for an investment were t1p-
ically available in the market, the pricing would be a
market value; however, the procedure could be used
with any selected terms. This position was incorpo-
rated into the market value definition in the Ameri-
can Institut€ of Real Estate Appraisers' ?fte
Appraisal of Real Estale,9th edition. It is also inter-
esting to note that the principal ingredients of the
overall rate for capitalization, mortgage and equity
rates were products of trading in capital and money
markets.

To have all the previously mentioned market
conditions and factors in a single overall capitaliza-
tion rate, Ellwood constructed the following formula:

R: v-mc * d"P vs-" - app

The term "y" represents the specified equity
yield a property will provide based on the invest-
ment's risk rating and the competition for funds in
capital markets. Such yield is a composite of invest-
ment cash flow earnings augment€d by property
value increase (appreciation) over the holding period
or diminished by value loss (depreciation).

The combined y - mc is a weighted average of
equity yield and mortgage terms and includes the
effects of mortgage amortization (debt reduction).
The capitalization rate R then is a band of invest-
ment (weighted average) of equity yield and mort-
gage t€rms modified by anticipated property value
changes over the holding period.

In 1970 Charles B. Akerson made a valuable
contribution to the understanding of Ellwood's pro-
cedures by replacing the original horizontal alge-
braic expression with a vertical band of investment
mode.6

Once an overall capitalization rate is selected,
the next st€p is t use it in the value formulation
VR = V. In the early years of Ellwood, much difti-
culty arose over the definition of the term "I". "I"
was considered to be a property's net income earn-
ings; however, debate focused on the period to which
earnings should be attributed. Ellwood stated
plainly that "I" was the average stabilized income
for the future investment term. He demonstrated
that there was a & minimis difference between the

value that used this income and the value that was
discounted year by year, excluding violent distor-
tions. Nevertheless, some practitioners continued to
insist that "I" represented the first year's income.
During the 1960s this writer worked closely with
Ellwood in the teaching ofhis materials and became
aware that the problem was bothersome. Ellwood
finally decided to settle the controversy by introduc-
ing into the capitalization rate the "J" factor so one
could use the first year's income and reflect a sink-
ing fund pattern of gro*'th in income at a rate (ap-
preciation t selected by the appraiser.

An attractive facet of the Ellwood process is its
usefulness in analyzing capitalization rates. For ex-
ample, in judging the acceptability of any given rate,
it is easy to compute the amount of property value
and income change that can occur over an invest-
ment's holding term and yet have the equity position
realize a selected yield. After this sensitivity testing
was put in graphic form, Ellwood yield curves be-
came a standard feature of most appraisals. Ellwood
was the mightiest contributor to the search for the
right rate.

Discounted Cash Flow Comes Ttr The Fore
Ellwood gave appraisers and investors a practical
vehicle for complete investment analysis. However,
as the pace of inflation and market activity contin-
ued to accelerate, investors demanded a means of
reviewing an investment's probable performance, on
a year by year basis over its term, on a spreadsheet.
A procedure, commonly called discounted cash flow
(DCF), for many years had been used extensively by
financial institutions in the analysis of investments
in most fields of business. In the 1980s and early
1990s real estate appraisers siezed upon DCF as a
vehicle to reflect and account for the volatility in
many economic elements, particularly infl ation.

What has DCF to do with the quest for the riEht
roJe? When all cash flows, such as purchase price
paid, annual cash returns and proceeds of sale, are
assumed to be known, one can easily compute the
investment's expected internal rate of return (IRR)
and make comparisons with yields from other sim-
ilarly risk-rated investment opportunities in fields
such as stocks and bonds. DCF therefore facilitates
judgments about the feasibility and competitive at-
tractiveness of an investment. It also is used by ap-
praisers as a direct valuation approach, in which the
annual cash returns and proceeds of ultimate sale
are forecast and then discounted to present value at
what the valuer deems to be the right rate in light of
perceived risks.

The availability of computerization has made
the DCF process expeditioue and economical and fa-
cilitated the use of sensitivity analysis and the ex-
ploration of many "what ifs." So{tware packages
have enabled appraisers to use lease-byJease anal-
ysis to forecast financial performance.

Despite its considerable attractive features,
computerized DCF poses the danger of a more me-
chanical than thoughtful analysis. Another thorny
issue in the process is the estimate of the final cash

Hotel TyD€
Locetion
Sales Drice Der room

Direct Capitalization Rates

Level of Income

Luxury high-rise hotel
South C2ntrsl llnited Stetes

$r2r,000

Historical
First Year
Projected

Stabilized Year
Deflated to Currcnt $

NOI after resene for replacement
NoI before resen'e for rcplscement

Tbn l'ear DCF l'ield Rates

Yield Rate

8.5C.

10.31r

9.5q.

11.7%

s.6q.
ll.8%

Leveraged aa 65q Leveraged @ 50% All Ca-sh

Tbtal
Property (Yo)

Equity
Yield (Ye)

Tbtal
Property (Yo)

Equity
Yield (Ye)

Tbtal
PmDerty (Yo)

Equity
Yield (Ye)

NoI after rcserve for rrplacement
NOI before resen'e for r€placement

13.51c

17.|q
In.0%
25.7q.

13.5C(

t7.ts.
16.t 13.5.n

17.1.,1t

13.5q.

l7.tc(

approximately $13,000 per room; however, the buyer
committed to spend another $7,000 per room (ap-
proximately) in renovations. The total investment
therefore was $20,000 per room. Third-party financ-
ing was obtained at a stated 60% loan-to-value ratio;
based on the purchase price alone (without consider-
ing the renolation costs), the actual loan-to-
purchase-price ratio was closer to 707o. However,
based on the purchase price plus the renovation cost,
the loan-to-value ratio calculated out at slightly un-
der 459c. The interest rate on the mortgage floated

with the prime rate; however, this interest rate was
reported to be artificially low due to the strong
guarantees put in place by an entity that was known
to the lender. The loan had a three-year balloon and
was amortized on a lS-year schedule. Because the
anticipated debt did not reflect a pure real estat€
mortgage, we factored into our analysis several as-
sumed structures for hotel debt financing from third
parties or the seller. Thble 6 illustrates the various
yields and capitalization rates derived from the
analysis.

TABLE 5

Yield and Capitalization Rate Analysis

Hotel lype
Location

Sales price p€r room
Renovation coEt per nrcm
'Ibtal acquisition cost

Direct Capitalization Rates

Lerel of lncome

First.class mid.rise hotel
South Centrsl United States

$.t I,000
$11,000

$55,000

Historical
First Year
Projected

Stabilized Year
Deflated to Current $

NOI after resene for rtplaaemenl
NOI before rcsene for rrplacement

Tbn Year DCF Yield Rates

Yield Rate

2.8q
5.21(

6.7qt
8.5E

12.11(
M.tq(

l,creraged @ 60% Leveruged @ iW .{ll C&sh

Ibtal
P!0peny (Yo)

Equity
Yield (l'e)

Ttttal
Property (lb)

Equity
Yield (Y€)

lbtal
Prcperty (Yo)

Equity
Yield (l'e)

NOI after rcserve for repla.ement
NOI before rrserve for replacement

18.8q. 15.9t
18.19.

15.1

18.1%

350

15.t%
18.ttl

20.0%
25.5q.

15.V(
18.1%
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flow, the reversionary profit from the ultimate sale
of a property. This sale price often is estimated by
capitalizing, say, the l1th year cash return by a rate
slightly higher than the appropriate current rate.
Because reversionary profit often is a large segment
of IRR and the events being forecast are remote,
some fear and trembling may accompany this pro-
cess. Nevertheless, the essence of property valuation
is forecasting futures.

The Discount Rate
Clearly in DCF valuation the selected discount rate
is a key item. Where does it come from? Appraisers
have shown some preference for real estate sources,
such as comparable sales and surveys of investor
attitudes; however, the volatility and uncertainty in
the post-savings and loan debacle period have
eroded confidence in these sources. At least the be-
lief that rents and values must rise to match infla-
tion is no longer strong. In the recent past
appraisers have accorded a small amount of atten-
tion to financial market activities, but gradually
data from that source is developing the degree of
attention it merits.

Where We Are Now
The search for the right rare led the appraisal pro-
fession through an evolutionary process, developing
and refining the income approach to valuation but
reflecting the continued need to develop stronger,
more believable rate selection procedures. ?'8 It al-
ways has been clear that a real estate investment
represents money invested in the expectation of re-
ceiving competitively attractive monetary returns
in light of perceived risks. In the United States and
most of the rest of the world, millions of investments
involving billions of dollars and using instruments
such as stocks, bonds, etc., are made each day in
well-established, effective capital and money mar-
kets, These investments are bought and sold at
prices that investors expect will provide yields con-
sistent with those found in the markets for similarly
risk-rated situations. Thus, any single transaction
reveals the investor's forecast of future benefits, and
the market's activities disclose market expectations
about futures.

It is said that capital markets are the best pre-
dictors of future economic conditions; therefore, a
reading of their events should benefit investors and
valuers in forecasting future benefits and in select-
ing discount rates. Strangely, the real estate ap-
praisal professiont acceptance and use of capital
market data as the basis of rate selection has been
slow. Perhaps the distress and distortions of the real
estate market in the early 1990s may prompt a
harder look at the wealth of data and guidance in
the frnancial arena. A comprehensive look at this
data will require the serious efforts of academics and
practitioners in the pursuit of the necessary studies.
The answers cannot be obtained from a casual
glance at capital market data in a newspaper, but
they can be attained through disciplined studies of
the available data. After all, the capital markets
reveal market-acceptable monetary yields on profes-
sionally risk-rated situations.

The Fed
Let us briefly examine a few aspects of financial
market information to demonstrate its usefulness to
real estate investors and valuers. First, a word or
two (a book might be more appropriate) about the
Federal Reserve System. This independent organiza-
tion, created by Congress, promulgates and imple-
ments U.S. monetary policy. The Fed exerts
substantial control over the availability and price of
funds. Through its Open Market Committee activ-
ities, buying and selling U.S. Government securi-
ties, the Fed can quickly expand or contract money
supply, thereby raising or dropping general interest
levels in relation to the demand for funds. The Fed
has direct control of short-term interest rates, such
as the discount rate and the Fed funds rate, and less
of an impact on rates of longer maturities which are
powerfully influenced by the degree to which infla-
tion may erode the value of securities.

The interest rates most directly controlled by
the Fed are watched carefully by the hnancial com-
munity, which keys off them in establishing market
levels for yields on other instruments of varying
risks and maturities. It is interesting to note that
the Fed's monetary moves appear to follow a cycle.
When the economy is expanding vigorously, the Fed
will be quick to detect growing inflation and counter
it by restricting credit and raising interest rates. In
times of recession the Fed will expand monetary
policy to pump up the economy and bring about de-
clines in interest rates. Witness the drastic rate de-
clines of 1992 engineered by the Fed in its attempt
to promote an economic recovery. This cyclical as-
pect of monetary policy is important and useful for
making forecasts of future economic and monetary
conditions. In the analysis of real property invest-
ment performance, both present and future rates are
key elernents.

Rish
Risk has always been a prime investment concern.
In real property valuations from the earliest days
the capitalization rate was set at some increment
above the return from safe investments, such as U.S.
Government bonds. The magrritude of the increment
was estimated to cover the greater degree of risk
associated with investing in real property. The as-
sessment of risk is now handled in debt capital mar-
kets by professional rating organizations, such as
Standard and Poor's, Moody's, Duff and Phelps and
others that grade and label various levels of risk
using symbols, such as Aaa, Aa, A, Baa, etc.

The rating agencies publish descriptions of the
elements and qualities represented by the various
rating grades. With this information and the results
of market trading, one can judge the yield level nec-
essary to attract capital to a venture whose per-
ceived risks closely ht a rating description. For
example, the Baa rating is described by Moodys as:
"medium grade obligations, i.e., they are neither
highly protected nor poorly secured. Interest pay-
ments and principal security appear adequate for
the present, but certain protective elements are
lacking or are characteristically unreliable over any

inserting the projection into a valuation model and
adjusting the appraised value to reflect the actual
sale price by modifying the return aasumptions. Th-
ble 2 presents a representative sample of hotels that
were sold shortly after we appraised them, along
with the imputed total property and equity returns
based on our valuation approach.

It should be noted that the rates of return cited
in Thble 2 aasume a specific ty'pe of financial struc-
ture and may not represent the actual expectations
of these buyers. The table illustrates, however, the
levels of returns a typical investor may expect when
acquiring one of these hotels.

Published Sources
Numerous real estate firms and organizations pub-
lish newsletters and summaries of investor surveys
and hotel real estate sales. A review of some of the
more recent newsletters from these firms illustrates
that anticipated total property yield rates (Yo) em-
ployed by hotel investors in their analysis range
from 12.07o to 78.5Va. Anticipated equity yield rates
(Ye) range from 15.0% to 28.01c. Going-in capitaliza-
tion rates range from L0.09" to 74.0Va, and terminal
capitalization rates range from 9.0% tn 141c. The
typical holding periods reported by these surveys
range from 5 to 15 years.

A new source of hotel investment return data is
the previously mentioned publication entitled
Transadinns b HMBA. Although this publication
does not consider yield data, it does contain interest-
ing direct capitalization rate data. During 1991 the
HMBA reports to have sold 1?0 hotels, which ac-
count for approxim ately 257c of all reported nonjudi-
cial U.S. hotel and motel sales. The size of these
lodging facilities is typically up to 400 rooms. Statis-
tical data relating to conventional sales and lender-
owned (REO) sales summarized in the premiere edi-
tion of Transactions 1992 include: operating perfor-
mance at the time of sale, including average daily
room rate and rooms revenue per room; hotel sales
transactions statistics, including selling price per
room, rooms revenue multiplier, net operating in-
come multiplier and capitalization rate; and hnanc-
ing attained at the time of sale, including first
mortgage loan-to-value ratio, amortization period,
loan term and debt coverage ratio, Of the 170 HMBA
hotel salee tracked during 1991,94 were conven-
tional sales, and 76 were REO sales. The average
capitalization rate reported for the 94 conventional
sales was 11.9%. The average capitalization rate for
70 sales of properties with fewer than 75 rooms was
L2.1Vo. The average capitalization rate for 24 sales of
properties with greater than 75 rooms was 9.89c.

Investor Interviews
As hotel real estate counselors we are in constant
contact with numerous institutional and individual
hotel investors. These investors have return require-
ments that may be expressed as an equity yield rate
based on a lO-year projection of net income before
incentive management fees but after debt service.
Thble 3 illustrates the equity yield requirements of a
cross-section of hotel investors.

TABLE 3

Equity Yield Requirements

Source of Equity Equity Yield Requirement

Individual slndicator
Institution

20% tn 24%
lSoh tn 22on

Source: Hospitalit! Valuotbn Seftices

Yields And Capitalization Rates Of Three Current
DeaLs
As a final foray into the world of hotel capitalization
rates, we analyzed three recent hotel transactions to
illustrate current return rates. The three properties
vary significantly in size, location and level of
quality.

Sale number I was of a high-rise, luxury-class,
under 500-room, chain-alfrliated hotel located in the
South Central United States. The property was pur-
chased with cash for slightly more than $120,000
per room during the past year. The property had a
successful operating history. Occupancies generally
were in the high 701c range, and average room rates
were slightly over $100 (with an upward trend) in
1990 and 1991. The overseas buyer was expected to
ultimately finance part of the purchase with off-
shore funds and back the mortgage by a corporate
guarantee. Because the anticipated debt did not re-
flect a pure real estate mortgage, we factored into
our analysis several assumed structures for hotel
debt financing from third parties or sellers. Thble 4
illustrates the various yields and capitalization rates
derived from the analysis.

Sale number 2 was of a mid-rate, first-class,
chain-affrliated hotel located in the South Central
United States. The property was sold by a U.S. lend-
ing institution and purchased during the past year
by an overseas hotel operator with cash for approx-
imately $41,000 per room. We were unable to ascer-
tain if the buyer was interested in or able to finance
a portion of the investment. The purchaser was re-
portedly planning to renovate and rename the prop-
erty at an approximate cost of S14,000 per room. We
analyzed the transaction on an all-cash basis and
with several assumed debt structures. Table 5 illus-
trates the various yields and capitalization rates de-
rived from the analysis.

The third sale involved an older (originally con-
structed in the late 1960s) mid-priced, standard-
class, chain-affrliated lodging facility in the noth-
ern midwest. The facility had operated with 100 to
200 rooms. The property's hietorical occupancies
were in the 509c to 60% range, but room rates had
been declining from the ,t$65 level since 1989. The
purchaser intended to reposition the property to the
upper end of the budget segrnent, eliminate the ho-
tel's restaurant and lounge facilities but retain a
Iimited amount of function space, and change the
property's chain affiliation to one more suited to a
budget-t1ae operation. The property had been fore-
closed and was sold out offoreclosure in mid-1992 for
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TABLE 2

Sample of Hotels Sold

frnancing in the form of purchase money mortgages.
Although loan-to-ralue ratios are down from the
759o and above levels that were standard in the late
1980s, debt is still a significant portion of a capital-
ization rate and can be well supported. However, be-
cause equity return requirements are supposed to
reflect investor expectations rather than docu-
mented interest rates, they are more diflicult to
quantify accurately.

Equity Return Requirements
The portion of the hotel investment that is not
funded by debt in the form of a first mortgage typ-
ically comes from an equity investor. The rate of
return that an equity investor expects over a ten-
year holding period is known as equity yield. Unlike
the equity dividend, which is a short-term rate of
return, an equity yield specifically considers a long-
term holding period (generally 10 years), annual
infl ation-adjusted cash flows, property appreciation,
mortgage amortization and proceeds from a sale at
the end of the holding period.

It is diffrcult to quantify the rate of return re-
quired by equity investors who seek to purchase ho-
tel properties. To establish an appropriate equity
yield rate, a hotel analyst may consult several
sources of data. First, one may analyze recent sales
transactions and extract rates based on historical
and forecasted net income figures. Second, one may
refer to numerous published sources of data. Finally,
one may determine anticipated yield rates through
investor interviews.

Analysis Of Recent Seles Transdctions
During each year our firm appraises more than 400
hotels, including properties located in most major
national markets. Most of these appraisals utilize a
mortgage-equity approach in which income is pro-
jected and then discounted to a current value at
rates reflecting the cost of debt and equity capital.
In the case ofhotels that were sold subsequent td our
valuations we are able to determine an appropriate
equity yield rate by excluding incentive manage-
ment fees from the projection of income and expense,

great length of time. Such bonds lack outstanding
investment characteristics and, in fact, have spec-
ulative traits as well". In the case of a real property
investment analysis, the objective is to judge
whether the observed elements of risk match this
description. Factors to be considered include market
trends, lease details, credit standings of tenants, etc.
When the risks of a real estate investment fit with,
say, a Baa rating description, current trading levels
for the Baa rating can be used to determine invest-
ment yield for the investment.

This procedure is not simple, but with research
and study it can be applied to any real estate invest-
ment. Because it is based on daily published infor-
mation from a large market that trades in
professionally risk-rated investments, the procedure
yields data that is broad-based and market-driven
and, thus, is more persuasive than conclusions
drawn from a small group of real property
transactions.

Corporate bond quotes are one example of the
information concerning capital market trading and
yields in stocks and bonds that is available in the
press (Figures 1 and 2). It is hardly adequate for the
rate selection procedure described, but it can be
readily supplemented with additional hnancial in-
formation and data from investment banking and
brokerage organizations that actively market the se-
curities involved.

FI(iL]RB 1 I'tGt'[aE 2

markets, but it has not enjoyed great success in com-
mercial real property because of the lack of stan-
dardization of product and underwriting. However,
efforts in this area have led risk-rating organiza-
tions to develop methodologies for rating commercial
real property on a portfolio or proPerty-specific
basis. More interesting developments surely will be
forthcoming, because many regard securitization as
the probable future source of the real estate indus-
try's financing.

Adjustments
Once a risk-rated investment yield has been se-
lected, two further adjustments must be made to
apply the yield to real property investments. Under
the most favorable realty market conditions the liq-
uidity of a real estate investment cannot match that
of moderately active securities. What increment
should be added to the risk-rated investment yield to
provide a suitale penalty for the liquidity of real
property? This probiem is thorny but reasonably
manageable. Investments scheduled to be repaid in
the near future, short maturities, in general are con-
sidered to be more liquid than those that come due
later. The Treasury yield curve (Figure 1) illustrates
this thinking by showing the variation in yields for
Treasury securities of different maturities. The
curve is normal when investments with long matu-
rities o{Ier higher yields than those with short ma-
turities, Figure 3 is normal and quite steep. It shows
a three-month yield of 3.257r and a 30-year yield of
7.47c. The 4.157o difference between three-year and
ten-year maturities is significant for our purposes
and amounts to 200 basis points of 2%.

The Treasury yield curve relates to Treasury
issues only and is subject to gyrations during pe-
riods when the Fed is using monetary policy to slow
or accelerate the growth of the economy. At times
the curve may become inverted, as short-term yields
exceed yields from investments with longer maturi-
ties. In such cases a curve for the A, Baa or high-
yield category may be constructed and conclusions
drawn from it.

Other factors affecting liquidity require consid-
eration, among them are average volume of trading
in an issue and the identity and track record of the
market maker or makers.

A further adjustment to the risk-rated invest-
ment yield is needed to account for the burden of
investment management which is incurred with
real property but not with securities. It is well rec-
ognized that property investments, at their simplest,
are not passive. Tb get a handle on an appropriate
market-established adjustment, one must research
the fees charged by asset management orgariza-
tions for handling a portfolio or an individual invest-
ment. At this point the process may be summarized
as follows:

Baa risk rated yield 9.57c
Penalty for illiquidity 2.0%
Penalty for management 1.0%
Discount rate 12.57.
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Securitizatinn
In recent years securitization of real property inter-
ests has ballooned into a billion dollar business. It
has been highly successful in residential mortgages
where it has the support of efftcient secondary
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In the distressed markets of early 1992 when
much commercial real property fell into the high
yield category, then:

Sad to say, in some distressed markets the
proper risk rating may be the junk bond category
which produces higher yields.

Conclusion
The appropriate discount or capitalization rate for
real property valuation seems to be revealed best in
the trading activities of capital markets where the
volume and alailability of data are optimum. Profes-
sional risk rating has enhanced the reliability of
selected rates. The selection of a risk rate for a real
estate investment is not a simple process, but one
that requires adjustments to account for the differ-
ences between securities and real property. While
requiring judgrnent, determination of these differ-
ences should be largely market driven. It is hoped
the field will attract much more att€ntion and study.
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developed a new publication, called. Trqns@tions by
IIMBA, which lists many types of financial criteria
relative to hotel sales. For 1991 the HMBAs average
listed first mortgage loan-to-value ralio was 73.77a
at an average interest rate of 9.87c, an average am-
ortization period of 21.5 years and an average term
of 12.5 years.

Another way we are able to quantify return re-
quirements for hotel debt is by looking at individual
deals as they occur as well as the terms offered by
sellers who provide financing for hotels. We have
listed some of what we have seen as follows:
r At a major auction held at the end of 1991, the

Federal Deposit Insurance Corporation (FDIC) of-
fered purchase money mortgages for first mort-
gages on hotels up to a 757o loan-to-value (or loan-
to-price ) ratio. Interest rates ranged from 150 to
200 basis points over seven-year Treasury notes
(between 8.357r and 8.85%)l amortization sched-
ules were based on 30 years, and mortgage terms
were seven years. This was non-recourse, non-
assumable debt with a 1.257r origination fee.
Other terms included a prepayment penalty of 37r
during the first three years, 2% during years four
and frve and none for years six and seven.

r Third-party financing was placed on a mid-
western airport hotel by an Asian lender at the
end of the third quarter 1991. A first mortgage in
the $10 to $15 million range reflected the full
purchase price of the property (i.e., a loan-to-value
ratio of 100%). The terms were interest-only at
250 basis points over prime (about 9Vc as of
March, 1992). The mortgage probably was in-
tended as some sort of bridge financing because
its original term was only 1.5 years (not to men-
tion interest-only). However, by January the term
had been extended to six years with a 30-year
amortization schedule. And lest this deal sounds
too good to be true, be advised: A total of close to
$8 million was either guaranteed or pledged by
the borrower in the form of a security interest in
other non-realty assets, and the borrowing entity
included the propertyt management.

r Another third-party financing was provided by
the same Asian lender in early 1992. The property
wa8 a standard-class (chain-affrliated) hotel in an-
other midwestern market. This deal was for a
non-recourse first mortgage in the S5 to S10 mil-
lion range at a 75.59c loan-to-value ratio. The in-
terest rate was 300 basis points over prime; the
term of the loan was five years, interest only for
the first two and a 25-year amortization schedule
thereafter.

r In late 1991 a quasi-governmental arm ofthe Rff,
took back a purchase money mortgage on a
stsndard-class (chain-affiliated) hotel in a rela-
tively depressed area of the Northeast. The loan-
to-value ratio was 70Vc, with interest at 200 basis
points over prime. The mortgage was in the $5 to
$10 million range. We were unable to ascertain
the amortization schedule with exactitude but es-
timate that it was based on a SO-year schedule;
the term of the loan was seven years.

r A major U.S. insurance company took back a pur-
chase money mortgage on a first-class, chain-
affrliated (franchised) hotel in the South at the
end of 1990. The mortgage amount was in the $15
to $20 million range, and there was a commit-
ment for a $5 to $7 million second mortgage from
an Asian lender. The term of the first mortgage
was for five years; frxed interest was set at in-
creasing rates during the term, starting at 7.5%
and escalating to 9.57r. We were unable to ascer-
tain the amortization schedule.

r Another major U.S. insurance company took back
a purchase money mortgage on a mixed-use (hotel
and office) asset in Texas in the third quarter of
1991. Interestingly, the hotel was not a chain-
affrliated property. The loan was in the $5 to $10
million range, but a letter of credit for over $1
million was provided as additional security. The
loan-to-value ratio was a little over 71%, with a
fixed interest rate of 109., a seven-year term and a
25-year amortization schedule.

r In the fourth quarter of 1991 a European lender
took a first mortgage on a small, independent
Manhattan hotel property. This was a takeout of
previous Iinancing; so the property did not sell,
but the stated loan-to-value ratio was 607r of ap-
praised value. The loan was in the $30 to $50
million range, with interest at 150 basis points
over LIBOR. We were unable to ascertain either
the term or the amortization schedule on the loan.

r In the fourth quarter of 1991 an Asian lender pro-
vided third-party, Iirst-mortgage financing on a
package of seven domestic hotels (roughly 1,300
rooms). The mortgage amount was in the $30 to
$50 million range at a stat€d loan-to-value ratio of
657c. The interest rate was LIBOR plus 190 basis
points, with a seven-year term and a 28-year am-
ortization schedule. This was a takeout of an origi-
nal note held by another lender.

r A domestic savings and loan provided a first mort-
gage on a budget hotel in Texas during the flrrst
quarter of 1992. The loan was in the $1 to $5
million range, with interest at 100 basis points
over prime. The loan-to-value ratio was estimated
at 407r based on a hrst-half of 1991 sale price plus
an estimated $1 million in renovation costs. The
term of the loan was seven years, with a 3O-year
amortization schedule.

From the deals we have seen consummated and
from published data, we believe that required re-
turns for the debt portion of a hotel investment are
identifiable at this point in time, despite the scarcity
of third-party financing for hotels. Our conclusions
are that loan-to-value ratios in Lhe 40% to 7 51t
range generally reflect the market, such as it is,
with frxed interest rates in the 9.5? to 10.57r range.
Although floating interest rates begin at levels that
are materially lower, there is no way of knowing
how they will end up. We see, in general, amortiza-
tion schedules of 25 to 30 years and loan maturities
of firve to 10 years. While some third-party financing
appears to be coming from Asian and European
lenders, some domestic lenders are providing

High-yield corporate rate
Penalty for illiquidity
Penalty for management
Discount Rate

70.95Vc
2.lVc
1.0s,

L3.959o or l4Vc

8.Wo

7.$Mo

7.Wtc

6.Wc

6.Wqo

5.5M0

5.W.

1.fi%

4.0M0

3.Wk

3.$Mc

2.fi% 3 6 I 23 5 7
yr
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