
So we all know the convtntional rvisdom. Now
here's the question: how can ne*, hotel construc-
tion beeconomically feasiblewhen the values ofthe
market's existing hotels have not risen to the point
where they are at or above replacement cost new?
Or, to phrase the question another way, ['hat can
make new hotel construction economically feasible
nhen new hotel construction is not economically
feasible'?

The answer . . . government can

These subsidies are taking a number of forms. One
of them is tax increment financing (TIF), which is
itself being structured in a number of different
\vays. This tyPe of deyelopment incentiyg permits a

certain portion of what a new hotel propertv would
accrue in real estate taxes to be diverted to pay debt
servicc. We have found that the maximum amount
of property taxes usually made available for debt
service is the difference between the taxes that
rvould have been paid had the propertv not been
developed (i.e., the taxes that would have been paid
on the undeveloped site or on the un-redevekrped
land and building), and the taxes payable on the
deve,krped (orre-developed) property. Whilea prop-
e.rty owner must still pav property taxes in amounts
commensurate with the redeveloped property's
value, the amount of cash flow made available for
debt servicc is effectively increased, permitting
additional leverage on the deal. The ability b bor-
row more results in higher le'verage, which is vc.ry
attractive to real estate investors and developers,
who like to capitalize projects with OPM ("other
people's money"). And given that the cost of debt is
generally lower than the cost of ecluity capital,
higher leverage means a lower total weighted cost
of capital, translating to bettt'r t'conomic feasibility
at lower occupancy, rate, and net income levels.

It has become increasingly nppqrent

that goaenrmet t is beconiflg inaolt;ed

in nezu hotel deztelopment to a

he retof ore utrprcc e dente d lezt el of

frequency and magnitude.It is oboious

that cities, counties, arul redcuelopment

agerrcies throughout the nation hazte,

as a group, decided that nezo

lrctel deuelopmcnt in lheir puruieus
is to be deaoutly desired - desired

enouglL in t'act, to do something about.

In a substantial nunber ol markets this

desire is being translated into
significant public subsidies for

neto ho tel coflstruction.

Propertv tax abatemL,nts are also popular forms of
govcrnmcnt incentivL's. Abatements relieve prop-
ertv owne'rship from the burden of paving rt'al
estate taxes in full or in part, usually for a pre-
determined period of time. We find that the abatc-
ment pcriod typically ranges from 10 to 20 years.
Abatements can be total abatements, partial abate-
ments, or a combination of the two. An abatement
may start, for example, by requiring no real prop-
erty tax payment at all; as the property matures in
the marketplace, th(, expiration of the abatement
mav be phased. In one example., a property owner
mav pay no taxes for the first five years, then 20
percent of the full tax burden in yetrr six, 40 percent
in year seven, and so on, until full property taxes are
paid in year 10. I'roperty tax abatements, be they
full or partial, can dramatically increasc. casl.r flow
on the completed proiect, permitting more debt and
higher leveragc, increasing 'value,' and improving
the economics of a project to the point where it is
economically justified.

Municipalities are' also incentivizing lodging prop-
e,rtv development by assisting with the process and
the cost of obtaining land. Sale-leasebacks of land
are sometimes used to motivate new hote'l devekrp-
ment. In some instances, a developer will assemble
a site per pre-agreement with the city; the developer
will then sell the site to the city at his/her cost. The
city will then lease the site back to the developer at
a favorable or nominal rt'ntal under a long-term
lease. Rental can be as low as $l a year. Or, rent can
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thics it Real Esfate, "Research Is-
sues in Ileal Estate," Volume 5, con-
5ist5 1rI l5 papers ctrncerninS ethics
in re.rl 0st.lte. organized into topi-
cal headings.rs follows: policy is-
sues, industrv practice, environ-
mental issues, ethical issues in the
context of transactions, and ten-
ants and ethics. All but two of the
papers are written by academics,
and thus the general thrust of the
volume is a rational, social science
approach to ethics.

Several contributors dtal with
a perceived stigma which attaches
to real estate as not alr.r,ays being
honest or honorable. One paper
states that many believe real estate
professionals will cheat and lie,
espccially u hen thert, is an eco-
nomic dow,nturn. Sevtral pa-
pers state that ethics requires a

moral community to nourish
and support it, and real es-
tate is not alh'ays that kind
of community. In real es-
tate, the Iaw of caz,e?lc,4r-
tur prevails, and the cli-
ent must take care t.)f

herst'lf. In such an en-
vironment, tthics is
described by one pa-
per as a longing for
goodness, a desire to serve oth-
ers, antl a desire for integrity. Pro-
fessionalism beginsto emerge from
such a normative community when
one approaches a client in an atmo-
sphe.re of trust, rather than "buver
beu,are." Such professionalism has

difficulty emerging if the commu-
nity does not support it. In this
context, one paper points out that
the United States ranksbut 16th in a

listof 52 of the less corrupt political
economie's in the world.

Rational decision-making
seems to condonea little bit ofcheat-
ing. One contributor even analyses
the cost benefit ofcorruption, seek-
ing to describe an equilibrium
wht're crrrruption is optimized in
terms of benefits to transactions
and costs to societv. If we base
our ethical thinking on Broup
norms, it seems to me that ethics
becomes uprooted, cast adrift.
We can easilv see in our society
in recent yt ars how group norms

change over time, making
sweeps from con-

serva tism to
liberality. This

is so in terms of
standards ofbusi-

ness dress, smok-
ing habits, expres-

sions of sexuality,
gender and race is-

sues; and it carries
over intcl such areas as

anti-trust, price-fixing,
and even the payment

of social security taxes for
part-time help.

How do we find something we
can hold onto in the area of ethical
thinking? Dante attempted to pro-
vide an answer to this 700 years
ago. Dante encouraged the readers
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GOVERNMENT IS INCENTIVIZING
NEW HOTEL DEVELOPMENT
Based on the author's ou'n and HVS lnternational's
re.cent and ongoing experience in lodging markets
throughor.rt the nation, it has become increasingly
apparent that govcrnment is becoming involved in
neu, hotel development to a heretofore unprec-
edented level of frequency and magnitude. [t is
obvious that cities, counties, and redevekrpment
agencies throughout the nation have, as a group,
decided that new hotel developmr'nt in their pur-
views is to be devoutly desired - desired enough, in
fact, to do something about. ln a substantial number
of markets this desire is being translated into signifi-
cant public subsidies for ner.', hotel construction.



of the "Divine Comedy" to look
for: 1). The surface story line, where
lve each spend most of our lives; 2).

The allegorical level, where we'use
our favorite stories and heroes to
makc meanings out of our erperi-
ence; 3). The moral level, tht'mores
o[ strcit'ty, the limits of bt'havitrr
lvhich society conventionally al-
lows from time to time; and 4). The
ethical level, the decp, the spiri-
tual, the religious, rvhere we make
our intuitive meanings. Thus, a

system ofl.rw or mrrrality, which is
not rooted in the deep ethical le,vel,
is rvithout a foundation. The issue
then becomes, in a multi-cultural,
pluralistic, value-free global
economy, whose religion do we
use?

lf one is Christian, a good place
to start is the Creat Command-
ment to love Cod n'ith all your
heart and souland mind and spirit;
and the great corollary, to love your
neighbor as yourself. This occurs
five times in the New Testament.
lntercstingly, it .rlso occurs twicc
in the Hebrew Bible and at least
once in the Koran. So, it is onc of the
great explicit societal organizing
principals of three of the world's
great religions. I would posit that it
is implicit in each of the other great
religions as well.

Peter Drucker, our durableand
relcvant 90 year-old sago of busi-
ness management, describing thc.

leader of the future, states that a

leader must believe in himself, have
a genuine love of people, and feel a
transcendcnt passion for thc mis-
sion of the enterprise. To me, this
resonates perfectly with the Creat
Commandment and its corollarv,
but expressed in purlev secular
terms. Drucker gr)es on to state that
a leader for the future must have
the emotional strength t() manage
anxiety and change. Each of the
world's great religions likewise
focuses on centeredness, a sense'of

inner calm and peace, a sense of
knon'ing who and whose you are,
and a diminution of the personal
e8()

ln his opening paper, Stephen
Roulac demonstrates that he un-
derstands this deepL'r level of eth-
ics. It is interesting that he chooses
Buddhism to support his faith-
based ethics, ftrusing on three of
the practices from the eightfold
path h enlightenment: rightspeech
(disclosure and honesty); right ac-
tion (competence, fiduciary respon-
sibility, and trust); and right liveli-
hood (honoring the land). I have
no problem with his having cho-
sen that particular religion. In a

globalized economy, with real es-

tate becoming increasingly linked
to worldwide money and capital
markets, we must develop a faith-
based system of ethics which en-
compasses all the great religions. I
am intrigued, however, that he. dtps
not find the .Judeo Christian cthic,
which is currently the underpin-
ning of the global marketplace, to
have some value as r,r,ell.

A few of thc. other contributors
tip their hat to religion and spiritu-
ality, but th€'y are not certain how
to make it apply to a business situ-
ation. It is ironic that all the social
sciences, including organizational
ethics, are a direct derivative of
theology. ln fact, both Adam Smith
and Peter Drucker u,ere trained as

theologians. Yet, since the Enlight-
enment, an academic loses cred-
ibility whe n he moves off his ratio-
nal knowledge base into faith-
based ethics.

We mavaskwhether thereeven
is such a thing as real estatc ethics.
If there is, it is a derivative of
business ethics, which itself comc's
out of organizational ethics, itself a
subset of societal ethics. By focus-
ing on real estate, as the book does,
one can examine current practices
ranging from brownfields to bro-

kerage transactions. It is interest-
ing to grapple with the ke.y issue of
holv to be successful financially
.-rnd still ethical in a business which
does not always follow ethical prin-
ciples.

I personally prefer a broader
approach to organizational ethics.
I would recommend to the inter-
ested reade'r almost anything writ-
ten by Peter Drucker. An interest-
ing book is Mnnngcnunt of Vnluts
by Charles S. Mdoy (no relation).
McCoy lras a theory of covenantal
ethics, which obviously has He-
brew origins and permeates thc,

federa[, covenantal societies of to-
day. A good leader is sensitive to
the implicit and explicit covenants
contained in the culture of an orga-
nization, and he attempts to lead
by resonating with them, not by
manipu la ting them. Robert
Creenleaf's pamphlets on servant
leadership remain relevant, as do
John Gardner's two treasures: Orr
E,rcell'rrce and Sef Rorrroal. Finally,
I havr'always felt that Peters and
Waterman's L, Starth of Erctllenct,
is a deeply ethical book.ls it con-
cerns leadership through the build-
ing of values.

I would conclude that the chief
difference between a profession
and a job is that a profession hasan
ethical underpinning. A profes-
sion dentrtcs an unbiased service
or value creation for the other and
not onlv personal aggrandizement.
This notion is contained in the 15

papers in the book, but it takes a bit
of work to dig it out.Rrl
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T A 7" "rll know the conventional wisdom about the lodging
I /\ / ina",,trv's inherent cyclicity. As hotel room night demand
Y Y g..r*, in.r nrarket with a fixed number of rooms, hotel

occupancies increase; at some point the market's hotels can start to nove
their rates upward. As occupancies and rates increase, profitability and
net incomes.rt the market's individual hotels increase. And, all things
being equal, as nct income's increase, values of the individual hotels
gt nerally increase. Eventually, values r:f indiviclual hotels in the market
rise to the point where they start to approach, etlual, and exceed the cost
of building new hotels. At this point, the cost of building a brand new
hotel will be equal to or less than the cost of acquiring a pre-existing on('.
It is easy to see why new hotcl construction can be economically justified
at this point in the cycl!.: it is a better deal to build than to buy. This is the
part of the cycle wht'rc new hotel development is economicallv feasible.

The rest of thc cycle we also know: tlte new hotel rooms open, supply is

diluted and clemand is spread out among the increased number of
rooms, occupancies decline, rates (sometimes) decline or may cease to
grow, and profitability and net incomes decline at the individual hotels.
All things being equal, these factors generally cause a decline in the
value of the market's hotels. And when values decline to something less

than the cost of building new rooms, it is cheaper to buy than to build
and the cycle begins anew.
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