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Second Quarter 2016: Slowdown for Large Hotels Continues; Small Hotels Have
Now Slowed as Well

Abstract

Our Standardized Unexpected Price (SUP) metric continues to show a decline in the price of large hotels,
and now also the price of small hotels has eased—even though hotel transaction volume has increased.
Although debt and equity financing for hotels remain relatively inexpensive, we are concerned that the
total volatility of hotel returns is greater relative to the return volatility for other commercial real estate. If
this trend continues, lenders will eventually start to tighten hotel lending standards. Our early warning
indicators all continue to suggest that the downward trend in hotel prices should continue into the next
quarter. This is report number 19 of the index series.
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CORNELL CENTER FOR REAL ESTATE AND FINANCE REPORT

Cornell Hotel Indices: Second Quarter 2016

Slowdown for Large Hotels Continues;
Small Hotels Have Now Slowed as Well

Crocker H. L, Adam D. Nowak, and Robert M. White, Jr.

EXECUTIVE SUMMARY

ur Standardized Unexpected Price (SUP) metric continues to show a decline in the price
of large hotels, and now also the price of small hotels has eased—even though hotel
transaction volume has increased. Although debt and equity financing for hotels remain
relatively inexpensive, we are concerned that the total volatility of hotel returns is greater
relative to the return volatility for other commercial real estate. If this trend continues, lenders will eventually
start to tighten hotel lending standards. Our early warning indicators all continue to suggest that the
downward trend in hotel prices should continue into the next quarter. This is report number 19 of the index

series.
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Hotel Prices Sloww Douwn
Analysis of Indices througn Q2, 2016

Hotel investment based on operating performance is in the black. Our Economic Value Added (EVA) indicator,
shown in Exhibit 1, is still in the black (-.008) although it has declined slightly (from .006) from the previous quarter (20150Q4). It is
currently at the same level that it was back in 2012Q 1. The cost of debt financing (5%) is 72 basis points lower than the hotel cap
rate (5.72%), which signals that positive leverage continues to be the norm for hotel deals. However the tightening of cap rate over
mortgage financing, as shown in Exhibit 2, suggests that the magnification of hotel property returns due to debt financing has been
muted. In summary, what these two exhibits suggest is that the market is reverting back toward a “normal” state with cap rates rising.

ExHiBiT 1

Economic value added (EVA) for hotels
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About the Cornell Hotel Indices

t financing

W ROIC MCost of Debt

2015Q4 2016Q11
5.42% 572%
5.00%

ROIC:

Costof Debt: 2.73%

Hotel transaction volume has risen, but me-

n our inaugural issue of the Cornell Hotel In-

dex series, we introduced three new quarterly

metrics to monitor real estate activity in the
hotel market. These are a large hotel index (ho-
tel transactions of $10 million or more), a small
hotel index (hotels under $10 million), and a re-
peat sales index (RSI) that tracks actual hotel
transactions. These indices are constructed us-
ing the CoStar and Real Capital Analytics (RCA)
commercial real estate databases. For the re-
peat-sale index, we compare the sales and re-
sales of the same hotel over time. All three mea-
sures provide a more accurate representation
of the current hotel real estate market condi-
tions than does reporting average transaction
prices, because the average-price index doesn’t
account for differences in the quality of the ho-
tels, which also is averaged. A more detailed
description of these indices is found in the first
edition of this series, “Cornell Real Estate Market
Indices,” which is available at no charge from
the Cornell Center for Real Estate and Finance
(CREF). In this fourth edition, we present updates
and revisions to our three hotel indices along
with commentary and supporting evidence from
the real estate market.

dian prices have declined for the full sample on a
year-over-year basis. The total volume of all 325 hotel
transactions (both large hotels and small hotels combined), as
reported in Exhibit 3, was higher than the previous quarter (295
transactions). It is also approximately at the same level as the
second quarter of 2014 (322 transactions). Although the volume
of hotel transactions rose 20.8 percent on a year-over-year basis
(201592 to 2016Q)2), compared to a rise of 12.9 percent in the
prior period (2015Q1 to 2016Q1), the median price of hotels
fell approximately 35 percent on a year-over-year basis (and

27 percent on a quarter-over-quarter basis). Comparing large
hotels with small hotels, the volume of large-hotel transactions
fell 35 percent, while small-hotel transaction volume rose almost
26 percent from the previous quarter.' On a year-over-year basis,
the transaction volume for large hotels fell 28 percent, while
small-hotel transaction volume rose almost 44 percent.

In contrast to transaction volume, the median price for
large hotels declined 43.5 percent on a year-over-year basis,
accelerating the decline of 28.5 percent recorded in the prior
year-over-year period. The median price for small hotels also
declined 6.4 percent on a year-over-year basis, reversing the

! Note that the number of transactions is limited to the sales that are
included in the hedonic index. As such, it should not be construed as being the
total market activity.

The Center for Real Estate and Finance « Cornell University



ExHiBIT 3A

Transaction volume (obs) and median sale price (part 1: 1995-2004)

Year Cluarter

1995
1995
1995
1995
1996
1996
1996
1996
1997
1997
1997
1997
1998
1998
1998
1998
1999
1999
1999
1999
2000
2000
2000
2000
2001
2001
2001
2001
2002
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2002
2002
2003
2003
2003
2003
2004
2004
2004
2004
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Full Sample Big Small
Median Sale Median Sale % Total Median Sale % Total
Price Obs Price Obs  Sales Price Obs Sales

$2 357,500 20 . y $2,357,500 20
$3150,000 29 $15712500 6  20.69% $2.670,000 23 T931%
$2562500 44 $12400000 4 9.09% $2,378,000 40 90.91%
$3400000 41 $27.750000 10 24.39% $2.625,000 3 7561%
$2500,000 39 $14 475000 8  20.51% $1.700,000 31 T9.49%
$2,925,000 43 £20150000 12 27T91% $2 500,000 3 72.09%
$6,500,000 57 $17,740000 20 35.09% $3,000,000 37 6491%
$2,735000 S8 $19.000000 17 2931% $2.200,000 41  T069%
$5,053,250 4 $16,635500 23 31.08% $3.500,000 a1 58.92%
$2862500 72 $17,750,000 17 23.61% $2,150,000 55 T76.39%
$3437500 90 $19000,000 21 23.33% $2 400,000 60 T667%
$4,330950 78 $17,000000 27 34.62% $2.300,000 51 65.38%
$4 698,800 92 $20,000000 31 33.70% $3.100,000 61 66.30%
$3,630,000 96 $23765000 21 21.88% $3,000,000 ™ 78.13%
$2961,059 92 $16,740,000 12 13.04% $2 690,550 80 B86.96%
32,550,000 84 $35000000 15 17.86% $2,375,000 69 8214%
$2425000 88 $24638095 10 11.36% $2.125,000 78 88.64%
$2,100,000 95 $67.000000 5 5.26% $1.950,000 90 94.74%
$2,500,000 99 $20711100 10 10.10% $2,130,000 89 89.90%
$2 440,000 87 $18,190,000 14 16.09% $2.090,000 73 8391%
$2400,000 110 $23500000 9 8.18% $2 300,000 101 91.82%
$2 450,000 88 $14 500,000 9 10.23% £2 275,000 79 89.77%
$2,600000 95 $20346875 16 16.84% $2.250,000 79 83.16%
$2475000 101 $20,000000 13 12 87% $2.325,000 88 87.13%
$2070650 104 $28437500 18 17.31% $2,422 500 86 8269%
$2 800,000 110 $23795000 12 10.91% $2 687,150 98 89.09%
$2,700,000 ar $16,000,000 6 6.90% 2 500,000 81 93.10%
$2400000 73 $20500000 5 6.85% $2.300,000 68 93.15%
$2,125,000 it} $11,518,052 5 714% $2,000,000 65 92.86%
$2400,000 106 $18,125000 10 9.43% $2 287 500 96 9057%
$2355400 81 $12750000 5 6.17% $2,237,500 76 93.83%
$2907500 100 $24,000000 15 15.00% $2 600,000 85 B85.00%
$2530,000 94 $13,000000 9 9.57% $2.425,000 85 9043%
$2,750000 110 $19,000 000 g9 8.18% $2,519,000 101 91.82%
$3,334,000 142 $18500000 24 16.90% $2.637 500 118 83.10%
$2 600,000 149 $16375000 18 12.08% $2,425,000 131  87.92%
$2925000 166 $23.050000 23 13.86% $2,550,000 143 B614%
$2,700,000 195 $16700000 27 13.85% $2.475,000 168 86.15%
$3491122 216 $19675000 44 20.37% $2,630,000 172  T9.63%
$4,000,000 177 $20475000 47 2655% $3.085,500 130 T73.45%



Transaction volume (obs) and median sale price (part 2: 2005-2016)

Full Sample Big Small

Median Sale Median Sale % Total Median Sale % Total
Year CQuarter Price Obs Price Obs Sales Price Obs Sales
2005 1 $4,330,000 231 $18.200,000 51 22.08% $3,350,000 180  T7.92%
2005 2 34,566,250 316 $19316925 75 2373% $3,300,000 241 T627%
2005 3 $4,150,000 273 21750000 71 26.01% $3,100,000 202 T3.99%
2005 4 54,425,000 300 525,000,000 91 30.33% $3,170,000 209 6967%
2006 1 $5227500 302 $25750,000 92 30.46% $3,825 000 210 6954%
2006 2 34675000 314 $23,500,000 81 2580% $3,500,000 233 T420%
2006 3 $5,000,000 285 $24 000,000 81 2842% $3,657 500 204 7158%
2006 4 $4 587500 248 521600000 64 2581% $3,550,000 184 T4.19%
2007 1 $6,155805 288 $22.000,000 101 3531% $3,789 500 185 64.69%
2007 2 $5650,000 386 $25250,000 119 30.83% $3 770,000 267 6917%
2007 3 $5450,000 330 $20,175,081 104 31.52% $3,911,750 226 6848%
2007 4 54680000 249 524 000,000 B85 3414% $3,184,000 164 65.86%
2008 1 $5,000,000 255 517420000 58 22.75%% £4,000,000 197  77.25%
2008 2 $5062900 228 $22150,000 50 2193% $3,890,000 178 T8.07%
2008 3 $4,190500 172 $17,133333 37 21.51% $3,350,000 135 T78.49%
2008 4 34,050,000 159 518,850,000 32 20.13% $3,500,000 127 T987%
2009 1 $4,150,000 81 $15800000 15 18.52% $3,600,000 66 81.48%
2009 2 $3,090,231 86 514722500 11 12.79% $2 864,310 75 |87.21%
2009 3 $3,400,000 a0 $27,000000 15 16.67% $3,000,000 75 83.33%
2000 4 $3,562 500 84 514100000 14 16.67% $3,010250 70  83.33%
2010 1 $3,900,000 89 $20,325000 17 19.10% $2,912 500 72 80.90%
2010 2 $3, 700,000 138 $30,833449 34 2464% $3,000,000 104 75.36%
2010 3 54912500 120 $39.000,000 43 35.82% 52,850,000 77 6417%
2010 4 $3988800 100 $30,500,000 37 37.00% $2 440,000 63 63.00%
2011 1 $4,200,000 85 $36,600000 23 27.06% 32,797,750 62 72.94%
2011 2 $4,150,000 a7 $55500,000 29 2990% $2 250,000 68  70.10%
2011 3 $3,350,000 73 $25250,000 19 26.03% $2,800,000 54 7397%
201 4 $5,000000 157 $32400,000 43 27.39% $3,220 250 114 T261%
2012 1 55,216,981 132 $22100,000 39 2955% $3,275,000 93 70.45%
2012 2 $4,000000 209 $17600000 60 28.71% $2,809,000 149  71.29%
2012 3 37,100,000 170 520,081,500 62 3647% $3,202,000 108 63.53%
2012 4 $5,700,000 209 28600000 75 3589% $3,150,000 134 64.11%
2013 1 35999936 240 521502126 82 3H17% $3,000,000 158 6583%
2013 2 $4 700000 217 $23,000000 69 31.80% $2 525,000 148 68.20%
2013 3 $5225000 248 528,200,000 68 27.42% $3,600,000 180 72.58%
2013 4 $4 777500 319 $24 400,000 100 31.35% $2 800,000 219 6865%
2014 1 $5600,000 229 20750000 TO  30.57% $3,250,000 1989 69.43%
2014 2 $4,300000 322 $27 000,000 85 2640% $2 850,000 237 T380%
2014 3 $5500,000 352 $20,000,000 94 26.70% $3,475,000 258 T73.30%
2014 4 $4,500,000 313 530920684 T6 2428% $3,175,000 237 T572%
2015 1 $5752500 256 $30,000,000 81 31.64% $3,162,100 175 68.36%
201 2 $6,300,000 269 $28250000 86 31.97% $3,525,000 183 68.03%
2015 3 $5,050,000 300 $25000000 85 2833% $3,025,000 215 T167%
2015 4 $6,700,000 294 $20,000000 103 3503% $3,300,000 191 64.97%
2016 1 $5617,500 295 521437500 86 2915% $3,430,000 208  T0.85%
2016 2 $4,100,000 325 $15950,000 62 19.08% $3,300,000 263 8092%

The Center for Real Estate and Finance  Cornell University
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ExuiBiT 5

Median sale price and number of sales for low-price hotels (sale prices of less than $10 million)
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Hotel indices through 2016, quarter 1

Y1Qtr
199502
1995.03
1995.04
1996.01
1996.02
1906.03
1996.04
1997 .01
1997.02
1997.03
1997 .04
1998.01
199802
1998.03
1998.04
1999 01
1999.02
198903
199904
2000.01
2000.02
200003
2000.04
2001.01
2001.02
2001.03
2001.04
200201
2002.02
2002.03
200204
2003.01
2003.02
2003.03
2003.04
2004.01
2004.02
2004 .03
200404
2005.01
2005.02
200503
2005.04

8

Hedonic

Index Value

Hedonic

Low Priced High Priced

Hotels
{(<510M)
99 103047
039208121
101.32384
07 328933
05 407504
10041611
05 262764
104.80631
104 42297

100.9158
104.74517
103.16605
112.23964
11483348
115.58291
114.00067
105.86541
103.41928
101.77848
09821551
101.32626
10027645
103.29965
106.34958
11020773

1124273
110.28796
107.31624
103.39313
103.35848

106.1049
10824634
112.14613
115.20992
114.74386
11607114

115.9789
116.25096
12055804
127.70593
13556177
138.77603
141.08806

Hotels
(>=510M)
70.250875
62450875
57.64727T1
89.710415
94 072447
08 568025
106.99202

98 254989
100.54995

104.1195

108.4199
114.73448
12545667
122 39276
131.58413
124 27123
104.30584
113.63243
101.57343
104.24073
108.85228
102.09615
108.38751
12113167
125.00327
11969775
118.48185
107 65348
97 578877

950727
99 554824
100 62165
12094746
126.89665
130 44866
130.12032
113.19091
118.57547
109.94405
114 87922
121.33446
12277221
129.76566

RSl

Repeat
Sales
Index

63.8523 .
67.3499 .
68.7463 .
709226 .
741378 .
73.3405 .
734465 .
87.8718 .

80.066 .

96.397 .

10043 .
96.6342 .
101.882 .

10296 .
101.459 .
93.8476 .
88.6878 .
86.7216 .
89.0136 .

04.7893
98.006
97.539

955414
a94.071

937727

93.3583

042413

92.7139

80.0962

91.4975

906214
94 418

96.8891

98.5403

100931

98.7767

99,4578

103.287

104.195

109.593

114.424

118.017

124 487

RSI
Index
Value

Repeat
Sales

100
104.8257
96.10196
97 42661
96.66535
9597601
9731577
97.90839
9963256
95.24903
95.05532
9558376

96.1167
101.5158
105.0047
108.2424
108.0455
108.4104
1126787
112 4946
118.2053
123.3525
127 4447

134735

YrQtr
2006.01
2006.02
2006.03
2006.04
2007.01
2007.02
2007.03
2007.04
2008.01
2008.02
2008.03
2008.04
2009.01
2009.02
2009.03
2009.04
2010.01
2010.02
2010.03
2010.04
2011.01
2011.02
2011.03
2011.04
2012.01
2012.02
2012.03
201204
2013.01
2013.02
2013.03
2013.04
2014.01
2014.02
201403
2014.04
2015.01
2015.02
2015.03
2015.04
2016.01
2016.02

Hedonic

Low Priced
Hotels
(<510M)
14431329
14533934
150.05617
15270413
152 46175

1554319
157.33724
155.52681

157 9595
158.08288

1552044
155 05602
152 44971
141.50347
137.60051
133.42587
127.26947
126.68373

1251913
121.50651
12312914
120.74206
117.31602
121.96294
121.60624

126.041
133.33858
134 47712
13599104
133.07344
135.63458
13424901
135.37354
136.78944
13649594
136.54504
139.78831
146.13365
145 67411
148.79332
151.75312
150.64004

Index Value

Hedonic
High
Priced
Hatels
(>=$10M)
137.06732
142 22682
1495188
152 49538
153.38705
159.79554
15502324
153.83241
147 95824
147.3704
146.70121
144 68759
137.24996
118.09487
112 55619
Q5 27407
105.54689
117.81557
13816007
165.56527
163.53809
17581648
16235732
161.19958
165.43333
15209175
151.08322
148.35503
147 93027
154 81489
164 61837
165.75132
164 68816
164.9555
161.70515
161.94668
169.71674
177.51304
17883175
17521823
17292737
167 17166

RSl

Repeat
Sales
Index

129374

133.104

134 669

138,816

140 861

144 389

149 413
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Hedonic hotel indices for large and small hotel transactions

180
160 =% A"
bs'\ k/ -
oo
140 < \, I £
T \‘s‘ l R
’ N i
120 M\ 7\ N\ Vi e =t
e -~ =
w
E 100 Nl VY V—-
[
L
& 80
§ I\
o]
 y
60
40 : -
=== Low-price (small) hotels (<$10 million)
20 = High-price (large) hotels (>$10 million)
0 T T T T T T T T T T T T T T T T T T T T T
P > T O T A AP Y LSO WP S L S TR S P T SO, TP I ARSI, T S
STFSSHESBIIIS SN
FIITET O TP PP P PP PP PP PP PP PP PRPPPRPPPRPRPPP P PP

Quarter

Sources. Cornell Center for Real Estate and Finance, CoStar, Real Capital Analytics

positive momentum of an 8.5-percent increase experienced in
the previous year-over-year period. On a quarter-over-quarter
basis, both types of hotel experienced a price decline: 25.6 per-
cent for large hotels and 3.8 percent for small properties. Exhibit
4 and Exhibit 5 show these year-over-year trends in the number
of transactions.

In summary, both the volume of hotel transactions and the
median price for large hotels declined on both a year-over-year
and a quarter-over-quarter basis. In contrast, the transaction

CREF Hotel Indices « July 2016 « www.cref.cornell.edu s Vol. 5 No.

volume rose but the median price fell for smaller hotels on both
a year-over-year and a quarter-over-quarter basis.

Prices of both large and small hotels are now
reverting to the mean, according to our Standardized
Unexpected Price (SUP) metric. Exhibit 7, which graphs
the prices reported in Exhibit 6, shows that values for the
large-hotel and small-hotel indices have declined on a quarter-
over-quarter basis. The large-hotel price index declined 3.33
percent, while the small-hotel price index experienced a slight

3



ExuiBiT 8

Year-over-year change in high-price (large) hotel index, with moving-average trendline
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decline of .73 percent. Exhibit 8 and Exhibit 9 reveal that on
a year-over-year basis, large hotels experienced a 5.83-percent
decrease in price, while smaller hotels gained 3.1 percent. These
two exhibits also reveal that the moving average trend line for
the price of large and small hotels are both declining on a year-
over-year basis.

Our Standardized Unexpected Price (SUP) metric dis-
played in Exhibit 10 shows that the price of large hotels peaked
in 2015Q3 and continues to revert to the standardized mean

10
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ExHipiT 9

Year-over-year change in small-hotel index, with moving-average trendline
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ExniBiT 10

Standardized unexpected price (SUP) for high-price hotel index

— = Critical value (90%) — = Critical value (90%)

Price surprise indicator: High-price hotels (12 quarters, Price surprise indicator: High-price hotels (20 quarters, 5 yrs)
3yrs)

T GG N o P o DG
s‘_.\ T \‘-.‘*\‘\ vkl %

Standarzied Unexp;ected Price

Sources. Cornell Center for Real Estate and Finance, CoStar, Real Capital Analytics

CREF Hotel Indices » July 2016 « www.cref.cornell.edus Vol. 5 No. 3 11



Standardized unexpected price (SUP) for small-hotel index
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of zero. Exhibit 11 shows that the price for smaller hotels broke
below the upper SUP band this quarter. This is not surprising,
given our belief stated in the previous report that prices could
not sustainably remain above the upper band, likewise due to
mean reversion. In other words, although prices of small hotels
peaked in the second quarter of 2015 and began to decline,
prices continued to remain to exhibit positive momentum until
this quarter. As is the case with large hotels, prices of small
hotels are now reverting to the standardized mean of zero.
Repeat sales are still increasing, but the rate of
that increase is declining on a year-over-year basis.
Similar to the smaller hotels, both the three-year and five-year
SUP indicator for repeat hotel sales have fallen below the SUP
upper band (see Exhibit 12).? Exhibit 13 provides a confirma-
tory perspective of the price momentum in repeat sales. The
moving average trend line has started to decline, even though

2 We report two repeat sale indices. The repeat sale full sample index
uses all repeat sale pairs, whereas the repeat sale index with a base of 100
at 2000Q1 uses only those sales that occurred on or after the first quarter of
2000. Thus, the smaller repeat sale index doesn’t use information on sales
prior to the first quarter of 2000. As such, if a hotel sold in 1995 and then
sold again in 2012, it would be included in the repeat sale full sample index
but it would not be included in the later repeat sale index.

12
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Standardized unexpected price (SUP) for repeat-sale hotels

3
2 ¥ k i _
I (W Y AA N
-

g
-
a
o
9]
2
[$]
]
o
X0 s A — .
c I : & > L
3 q?gba 0?§Q o X "“ Q@ é’” w' of > of = cﬁ&éo Q@Q Q&g
TR | PAAF A F A F & A AT A A
(<]
o \
c 1
S 4 ,‘
n

= = Critical value (90%)
= Price surprise indicator: Repeat-sale hotels (12 quarters, 3 yrs)
= = Critical value (90%)
= Price surprise indicator: Repeat-sale hotels (20 quarters, 5 yrs)

-2

-3
Sources: Cornell Center for Real Estate and Finance, CoStar, Real Capital Analytics

ExHiBiT 13

Year-over-year change in repeat-sale index, with moving-average trendline
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ExuiBiT 14

Mortgage origination volume versus loan-to-value ratio for hotels
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ExuiBiT 15

Interest rates on Class A hotels versus Class B & C properties
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ExHiBIT 16

Interest-rate spreads of hotels versus U.S. Treasury ten-year bonds
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the index of repeat sale prices rose 9.7 percent on a year-over-
year basis. This increase i1s about 50-percent lower than the
18.2-percent increase in the prior year-over-year period.

Although mortgage financing volume continues
to rise on a year-over-year basis, the current increase
is modest at best relative to the prior period. Exhibit
14 shows that the mortgage origination volume for hotels as
reported for 2016Q)1 is about 2.8-percent higher than the
previous year (2015Q1).* This compares to a 60 percent year-
over-year increase (2015Q4 relative to 2014Q)4) in the previous
period. The loan-to-value (LTV) ratio for hotels remains at 70
percent. The last time the LTV was at 70 percent was just prior
to the commercial real estate market crash in 2008Q1.

Lower cost of debt financing exists, with a nar-
rowing of the relative risk premium for hotels. The cost
of obtaining hotel financing as reported by Cushman Wakefield
Sonnenblick Goldman has declined below the level at the end of

3 This is the latest information reported by the Mortgage Bankers As-
sociation as of the writing of this report.
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2014, when the interest rate was at a trough of 4.55 percent for
Class A hotels and 4.75 for B&C properties." Exhibit 15 shows
that at the beginning of June 2016, interest rates were at about
4.4 percent for Class A properties and 4.6 percent for B&C
hotels. This compares to a first-quarter 2016 Class A interest
rate of 5.05 percent and a rate of 5.25 percent for B&C hotels.
Exhibit 16 and Exhibit 17 depict interest rate spreads relative

to different benchmarks. Exhibit 16 shows the spread over the
ten-year Treasury bond of Class A and of B&C interest rates on
full-service hotels. On this metric, interest rate spreads had risen
over the last five quarters, indicating that a continuing trend of
lenders demanding additional compensation for risk associated

4 The interest rate reported by Cushman Wakefield Sonnenblick Gold-
man (CWSG) differs from the interest rate used to calculate our EVA metric
which is based on the interest rate reported by the American Council of
Life Insurers (ACLI). The ACLI interest rate reflects what life insurers are
charging for institutional sized hotel deals. Our EVA calculation is based on
property specific cap rates and the associated financing terms. The CWSG
interest rate is based on deals that CWSG has brokered as well as their survey
of rates on hotel deals. The deals are not necessarily similar to deals that are
reported by ACLIL
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Interest-rate spreads of hotels versus non-hotel commercial real estate
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with lending on hotels. However, interest rate spreads have
declined in the current quarter, signaling a reversal to this trend.
Exhibit 17 shows the spread between the interest rate on Class A
and of B&C full-service hotels over the interest rate correspond-
ing to non-hotel commercial real estate, commonly called the
hotel real estate premium.’ The hotel real estate premiums for
both higher quality (Class A) and lower quality (Class B&C) ho-
tels have finally declined, reversing an upward trend that started
in May 2015. The hotel real estate premium for Class A hotels
is currently at .38 percent, while that for Class B&C properties is
48. Those figures compare to .65 percent for Class A properties
in 2016Q] and .53 percent in 201504, or, for Class B&C deals,
.75 percent in the first quarter of 2016 and .63 percent in the
last quarter of 2015. The decline in the premium in the most

3 The interest rate on hotel properties is generally higher than that for

apartment, industrial, office, and retail properties in part because hotels’ cash
flow is commonly more volatile than that of other commercial properties.

16

recent quarter is a signal that the perceived default risk for hotel
properties has narrowed relative to other commercial real estate.
Cost of equity financing continues to remain
affordable; expect to see higher interest rates and
tighter lending standards for hotel financing relative
to other commercial real estate in the near future. The
cost of using equity financing for hotels as measured using the
Capital Asset Pricing Model (CAPM) on Hotel REIT returns,
as shown in Exhibit 18, continues to decline. The cost of using
equity funds is currently at 8.4 percent for 2016Q 1, down from
8.7 percent for 2015Q4 and also down from 8.9 percent in the
previous year (2015Q)3). This lower cost is due to a reduction
in the systematic risk (beta) of hotel REI'Ts. Currently, the beta
for lodging REITs is at 1.4, a figure that has remained relatively
constant since the first quarter of 2015. In terms of total risk
(systematic risk + risk that is specific to hotel REITs), Exhibit
19 depicts that the total risk of hotel REITs continues to be

The Center for Real Estate and Finance « Cornell University



Cost of equity financing using the Capital Asset Pricing Model and hotel REITs
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Risk differential between hotel REITs and equity REITs
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ExuiBiT 20

Hotel repeat sales index versus NAREIT lodging/resort price index
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ExHipiT 21

Standardized unexpected price (SUP) for NAREIT lodging/resort index
3

Standardized Unexpected Price (Hotel REITs)
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Source: Cornell Center for Real Estate and Finance, NAREIT
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Hotel repeat sales index versus architecture billings index

Architecture Billings Index (ABI)
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greater than the total risk of equity REITs as a whole.® This is
at odds with Exhibit 17, which shows that the perceived default
risk for hotels is currently decreasing relative to other types of
commercial real estate. This situation suggests that lenders will
eventually start to tighten hotel lending standards (if this trend
continues).

Negative signals continue to persist on the direc-
tion in the price of large hotels and also small hotels
in the near term, according to the tea leaves. Exhibit
20 compares the performance of the repeat sales index relative
to the NAREIT Lodging/Resort Price Index. The repeat sales
index tends to lag the NAREIT index by at least one quarter
or more. This is consistent with studies that have found that
securitized real estate is a leading indicator of underlying real
estate performance (since the stock market is forward looking, or
efficient). Looking ahead, the NAREIT lodging index declined

by 4.2 percent this quarter compared to an increase of 4.6 per-

6 We calculate the total risk for hotel REITs using a 12 month rolling
window of monthly return on hotel REITs.

cent in the prior quarter (2016Q1). We note that the NAREIT
lodging index has been on a downward trend since the fourth
quarter of 2014. Year over year, the NAREIT lodging index
continues its downward trend, down 17.5 percent (201502 to
2016Q2) compared to a 20-percent drop for 2015Q1 to 2016Q)1
and a decrease of 27.5 from 2014Q4 to 2015Q4. In terms of
the SUP for the NAREIT Hotel Index shown in Exhibit 21,
which provides a complementary perspective, the hotel REIT
index has now declined below its standardized mean of zero.

In our prior issue, we had stated “The question is not whether
hotel prices will fall but rather when they will start to fall.” They
now have fallen. Expect hotel prices to continue to fall.

The architecture billings index (ABI) for commercial and
industrial property, which represents another forward looking
metric,” declined this quarter being up in the previous quarter,
as shown in Exhibit 22. The four-quarter moving average of
the ABI, shown in blue, indicates that the ABI has generally
been in a decline since the third quarter of 2013 (2013Q3). In

7w, aia.org/practicing/economics/aias076265
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Business confidence index (National Association of Purchasing Managers) and high-price hotel

index
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contrast with these indicators, the National Association of Pur-
chasing Managers (NAPM) index shown in Exhibit 23, which

is an indicator of anticipated business confidence and thus
business traveler demand, continued its positive momentum in
June.? Our large-hotel price index, however, declined just as we
predicted, given that the NAPM index is a leading index of the
behavior of the price of large hotels. Based on the NAPM index,
we expect to continue to see a downward pressure on the price
of large hotels at least for the next quarter.

8 The ISM: Purchasing Managers’ Index, (Diffusion index, SA) also
known as the National Association of Purchasing Managers (NAPM) index
is based on a survey of over 250 companies within twenty-one industries
covering all 50 states. It not only measures the health of the manufacturing
sector but is a proxy for the overall economy. It is calculated by surveying
purchasing managers for data about new orders, production, employment,
deliveries, and inventory, in descending order of importance. A reading over
50% indicates that manufacturing is growing, while a reading below 50%
means it is shrinking.

20

The Center for Real Estate and Finance « Cornell University



ExuisiT 24

Consumer confidence index and low-price hotel index
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The Consumer Confidence Index from the Conference
Board graphed in Exhibit 24, which we use as a proxy for
anticipated consumer demand for leisure travel and a leading
indicator of the hedonic index for low priced hotels, rose about
2 percent in June (2016Q)2) quarter-over-quarter, but fell ap-
proximately 2 percent on a year-over-year basis. We expect the
price of small hotels to continue to fall based on the four-quar-
ter moving average of the consumer confidence index. ll
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Hotel Valuation Model (HOTVAL) has been
updated. We have updated our hotel valuation
regression model to include the transaction
data used to generate this report. We provide
this user friendly hotel valuation model in an
Excel spreadsheet entitled “HOTVAL Toolkit” as
a complement to this report, which is available
for download on the CREFtools page of the
Scholarly Commons.
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Appendix

SUP: The Standardized Unexpected Price Metric

The standardized unexpected price metric (SUP) is similar to the standardized unexpected earnings (SUE) indicator used to
determine whether earnings surprises are statistically significant. An earnings surprise occurs when the firm’s reported
earnings per share deviates from the street estimate or the analysts’ consensus forecast. To determine whether an
earnings surprise is statistically significant, analysts use the following formula:

SUE, = (A, - m.)/5, . —
SUP data and o calculation for high-price hotels (12 quarters/3
years)
where SUE, = quarter Q standardized unexpected earnings, Suﬁgﬁge
A, = quarter Q actual earnings per share reported by the High-price Moving indicator
firm Quarter hotels average c (SUP)
m., = quarter Q consensus earnings per share forecasted by i e
°| fsi ter Q-1 and 1559%,03 8311
analysts in quarter Q-1, an e e T
s, = quarter Q standard deviation of earnings estimates. 1996.01  90.54
199602 9524
195,05 090 70
From statistics, the SUE, is normally distributed with a mean 199604 i_-.?.:.ﬂ 3
of zero and a standard deviation of one (~N(O,1)). This i:: :ﬂ} 3 011?2
calculation shows an earnings surprise when earnings are 199703 105 34
statistically significant, when SUE  exceeds either +1.645 (90% 199704 109,53
significant) or +1.96 (95% significant). The earnings surprise is i96E01 11578 8313 18 5949 1.148
positive when SUE, > 1645, which is statistically significant at igga.0z 12074 LR 19.83 1.46

the 90% level assuming a two-tailed distribution. Similarly, if

SUE,, < -1.645 then earnings are negative, which is statistically

significant at the 90% level. Intuitively, SUE measures the earnings surprise in terms of the number of standard deviations
above or below the consensus earnings estimate.

From our perspective, using this measure complements our visual analysis of the movement of hotel prices relative to their
three-year and five-year moving average (u). What is missing in the visual analysis is whether prices diverge significantly
from the moving average in statistical terms. In other words, we wish to determine whether the current price diverges at
least one standard deviation from , the historical average price. The question we wish to answer is whether price is
reverting to (or diverging from) the historical mean. More specifically, the question is whether this is price mean reverting.

To implement this model in our current context, we use the three- or five-year moving average as our measure of u and the
rolling three- or five-year standard deviation as our measure of o. Following is an example of how to calculate the SUP
metric using high price hotels with regard to their three-year moving average. To calculate the three-year moving average
from quarterly data we sum 12 quarters of data then divide by 12:

Average (1) = (706+6311+5811+90.54+95.24+99.70 +108.38+99.66+101.62+105.34+109.53+11578) _ 9713
12 '

Standard Deviation (o) = 18.99

Standardized Unexp Price (SUP) = (115.78-9313) _ 119
1899

22 The Center for Real Estate and Finance « Cornell University



CREF Advisory Board

Arthur Adler '78

Managing Director and CEO-
Americas

Jones Lang LaSalle Hotels
Richard Baker '88

Governor and CEO

Hudson’s Bay Company

Michael Barnello ’87

Center for Real Estate and Finance Reports,
Vol. 5 No. 3 (July 2016)

© 2016 Cornell University. This report may

not be reproduced or distributed without the

express permission of the publisher.

The CREF Report series is produced for the
benefit of the hospitality real estate and
finance industries by The Center for Real

Estate and Finance at Cornell University

President & COO
LaSalle Hotel Properties

Robert Buccini ‘90
Co-founder and President
The Buccini/Pollin Group

Rodney Clough '94
Managing Director
HVS

Howard Cohen ’89
President & Chief Executive
Officer

Atlantic | Pacific Companies
Navin Dimond P’14
President & CEO
Stonebridge Companies

Joel Eisemann, MPS 80
SVP & CEO
InterContinental Hotels Group

Russell Galbut 74

Managing Principal

Crescent Heights

Kate Henrikson ‘96

Senior Vice President Investments
RLJ Lodging Trust

Jeff Horwitz

Partner, Head of Lodging and
Gaming Group and Private Equity
Real Estate

Proskauer Rose LLP

David Jubitz ‘04
Principal
Clearview Hotel Capital

Rob Kline '84
President & Co-Founder
The Chartres Lodging Group

Michael Medzigian ’82

Chairman & Managing Partner
Watermark Capital Partners and
Carey Watermark Investors

Sanjeev Misra 98

Senior Managing Director
Paramount Lodging Advisors
Alfonso Munk ‘96

Managing Director and Americas
Chief Investment Officer
Prudential Real Estate Investors
Chip Ohlsson

Executive Vice President and
Chief Development Officer, North
America

Wyndham Hotel Group

Daniel Quan, Arthur Adler '78 and Karen
Newman Adler '78 Academic Director

Alicia Michael, Program Manager
Glenn Withiam, Executive Editor
Kate Walsh, Interim Dean, School of Hotel

Administration

Center for Real Estate and Finance

Cornell University
School of Hotel Administration

389 Statler Hall

Ithaca, NY 14853

Phone: 607-255-6025
Fax: 607-254-2922
www.cref.cornell.edu

Daniel Peek 92
Senior Managing Director
HFF

David Pollin ’90
Co-founder and President
The Buccini/Pollin Group

Michael Profenius

Senior Partner, Head of Business
Development

Grove International Partners

Jay Shah '90
Chief Executive Officer
Hersha Hospitality Trust

Seth Singerman ’99

Managing Partner

Singerman Real Estate, LLC
("SRE™)

Robert Springer '99

Senior Vice President-Acquisitions
Sunstone Hotel Investors

Alan Tantleff '87

Senior Managing Director-
Corporate Finance/Restructuring
Practice Leader, Hospitality
Gaming and Leisure

FTI Consulting

Sush S. Torgalkar '99
Chief Operating Officer
Westbrook Partners
Robert White
President

Real Capital Analytics

Conley Wolfsinkel
Strategic Management
Consultant

W Holdings

Dexter Wood ’'87

SVP Global Head—Business &
Investment Analysis

Hilton Worldwide

Jon S. Wright
President and CEO
Access Point Financial

Lanhee Yung '97

Managing Director of Global
Fundraising

Starwood Capital Group



	Second Quarter 2016: Slowdown for Large Hotels Continues; Small Hotels Have Now Slowed as Well
	Recommended Citation

	Second Quarter 2016: Slowdown for Large Hotels Continues; Small Hotels Have Now Slowed as Well
	Abstract
	Keywords
	Disciplines
	Comments

	tmp.1467998540.pdf.hMhIb

