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The Appraisal of Lodging Facilities
STEPHEN RUSHMORE

Helmsley-Spear

EACH TIME A HOTEL is bought and sold, financed and
refinanced, condemned, assessed, or bequeathed, an ap-

praisal is required to provide an estimate of market value.
Market value has been defined as:

The highest price in terms of money which a property
will bring in a competitive and open market under all
conditions requisite to a fair sale, the buyer and seller

each acting prudently, knowtedgeabty and assuming the

price is not affected by undue stimulus.’

Implicit in this definition is the consummation of a sale

at a specified date and the passing of title from seller to
buyer under conditions whereby:

1Byrl N. Boyce, Real Estate Appraisal Terminology (Cambridge, MA: Ballinger
Publishing Co., 1975), p. 137.
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- Buyer and seller are typically motivated;
- Both parties are well-informed or well-advised and

each is acting in what he considers his own best in-
terest ;

- A reasonable amount of time is allowed for expo-
sure in the open market;

- Payment is made in cash or its equivalent;
- Financing, if any, is on terms generally available

in the community at the specified date and typical
for the property type in its locale; and

- The price represents a normal consideration for the
property sold unaffected by special financing
amounts and/or terms, services, fees, costs, or

credits incurred in the transaction.

Other definitions of market value include:

The highest price in terrns of money which a property
will bring if exposed for sale in the open market, allow-
ing a reasonable time to find a purchaser who buys with
knowledge of all the uses to which it is adapted and for
which it is capable of being used. [and]
The price at which a willing seller would sell and a will-

ing buyer would buy. neither being under abnormal

pressure. 2

For a lodging facility, market value may also reflect
the value of the going concern, including business value,

2American Institute of Real Estate Appraisers, Appraisal Terminology and
Handbook (Chicago: Lakeside Press, 1967), p. 102.
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furniture, fixtures, and equipment, and sometimes inven-
tories and working capital.
The process of estimating market value is known as an

appraisal. The opinion of value derived from the appraisal
is usually transmitted in written form and is called an ap-

praisal report.
In appraising real estate for market value, the appraiser

may use three approaches: ( 1 ) the cost approach, also

known as the summation approach; (2) the market-data

approach, sometimes referred to as the direct-sales ap-

proach ; and (3) the income approach, also called the

income-capitalization approach.

THE COST APPROACH

The cost approach is based on the assumption that an
informed purchaser would pay no more for a property
than the cost of producing a substitute property with the
same utility as the subject. Using the cost approach, the
appraiser estimates market value by computing the current
cost of reproducing the subject’s improvements and then
subtracting any depreciation.
The cost of reproducing a property is generally esti-

mated on a square-foot basis, using a construction-cost

manual published by a recognized cost-reporting service.
The value of the land is added to the determined repro-
duction cost.

Depreciation is defined as a loss in value caused by
one or more of the foilowing factors: ( 1 ) physical deterio-
ration - the physical wearing-out of the property; (2)
functional obsolescence -- the lack of desirability in lay-
out, style, and design, as compared to a new property
serving the same function; and (3) economic obsolescence
- a drop in value caused by factors outside the prop-

erty itself.

Appraisal literature recommends use of the cost ap-

proach for new properties (which are not yet affected by
the various forms of depreciation), as well as for unique
or specialized improvements (e.g., churches, libraries)
lacking a comparable market and income potential.
Most hotel owners realize that lodging facilities are

particularly vulnerable to functional changes, physical de-
terioration, and uncontrollable economic factors. A hos-

telry can sometimes suffer from functional and economic
obsolescence before construction is completed. As the

building and other improvements age and begin to depre-
ciate, the resultant loss in value becomes more difficult to

quantify. Estimating the impact of even minor forms of
obsolescence involves subjective evaluations, which

weaken the credibility of this approach.
The cost approach is seldom used to estimate the mar-

ket value of existing hotels and motels, because its under-

lying assumptions do not reflect the investment rationale
of typical hostelry buyers. Lodging facilities are income-
producing properties purchased with the intent of realiz-

ing future profits. Reproduction cost has little bearing on
an investment decision where the buyer’s primary concern
is the potential return on equity.
When used in conjunction with the income approach,

however, the cost approach does provide a meaningful
standard of measurement in determining the feasibility of
a proposed hostelry. For example, if the value obtained

using the income approach is equal to or greater than the
reproduction cost plus land value, the project can be con-
sidered economically feasible. If, on the other hand, the
value obtained using the income approach is less than that
produced using the cost approach, the investors should

either scrap the project, reduce capital cost, or reevaluate
and lower their desired return. In such cases, an addi-

tional equity investment is often required to secure suffi-
cient financing.
The data used to estimate reproduction cost should be

obtained from a qualified source - for example, an ex-
perienced contractor, architect or engineer, or a

construction-cost manual. The land value can be estab-

lished either by the purchase price (if appropriate) or

from sales of comparable parcels. The chart below shows
ranges of typical reproduction costs, land values, and so-
called &dquo;soft&dquo; costs (here, pre-opening and operating capi-
tal) for three classes of lodging accommodations.

THE MARKET-DATA APPROACH

The market-data approach is based on the assumption
that an informed purchaser will pay no more for a prop-
erty than the cost of acquiring an existing property with
the same utility. The appraiser estimates market value by
comparing the sales price of similar transactions with the
attributes of the subject property. Dissimilarities between

the subject and comparable properties are resolved by ap-
,
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propriate adjustments. These differences may pertain to

age, location, construction, condition, layout, equipment,
size, and external economic factors.

The market-data approach often provides a highly sup-
portable estimate of value for homogeneous properties
like vacant land and single-family homes, where the ad-
justments are few and relatively simple to compute. For
larger and more complex properties - office buildings,
shopping centers, hotels - the required adjustments are
numerous and more difficult to estimate.

THE INCOME APPROACH

Using the income approach, the appraiser converts an-
ticipated future benefits of property ownership (dollar in-
come) into an estimate of present value, typically by em-
ploying a discounting procedure.

The income approach is generally the preferred tech-

nique for appraising income-producing properties because
it most closely reflects the investment rationale and

strategies of typical buyers. Hotel and motel properties
are particularly suited to the income approach. As noted
previously, the cost and market-data approaches are gen-
erally inappropriate for lodging facilities because a large
number of subjective judgments enter into the estimate of
value. Most data used in the income approach have al-

ready been adjusted by market factors, thereby reducing
the subjective content of the estimate to a minimum - an

important consideration in light of the relatively high de-
gree of risk associated with hostelry properties.

In using the income approach, the appraiser must (1)
project net income, (2) select an appropriate capitalization
rate, and (3) apply the proper discounting procedure.
Each of these steps is discussed in detail below.

Projecting Net Income

Many terms have been used in appraisal literature to

describe net income ready to be capitalized into an esti-
mate of value, including net income before recapture, net
income before depreciation, and net operating income.
All of these terms are commonly used to denote the an-
nual net income remaining after the deduction of all fixed
and operating expenses, but before the deduction of such
financial charges as recapture or debt service. In

conformance with the Uniform System of Accounts for

Hotels, the author will use the phrase income before in-
terest and depreciation in this article.
When the income approach is used, the projection of

income before interest and depreciation is based on two

assumptions. First, projected income and expenses are

expressed in constant dollars. Although inflation has been
a way of life for more than 30 years, its effect on future

income and expenses is rarely incorporated into appraisal
calculations. Most hotel investors base their purchases on
figures that do not reflect inflation, because they believe

that inflationary increases in operating expenses can be

offset by raising room rates and food and beverage
prices. This belief has generally been valid, except during
periods of extreme intlation and when the supply-and-
demand relationship is out of balance.

Second, the projection of income and expenses is based

on the assumption of competent management. The quality
of management plays an important role in the profit po-
tential of a lodging facility, and the appraiser must allow
for the effects of varying degrees of managerial expertise
in his calculations. Management quality can be poor,
competent, or superior. If the subject property is currently
under poor management, the appraiser is justified in pro-

jecting improved operating results based on more compe-
tent future management. On the other hand, if the subject
now has superior management, the projected income and
expenses used to estimate value should reflect a some-

Most data used in the income approach
have been adjusted by market factors,
thereby reducing the subjective content of
the estimate to a minimum - an important
consideration in light of the risk
associated with hotels.

what lesser degree of managerial skill (i.e., lower rev-

enue, higher expenses). There are two cases in which the
projections need not be adjusted to reflect competent
management: ( 1 ) when management is under a long-term
contract and would not change in the event of a sale, and
(2) when the appraiser is estimating investment value,
rather than market value. (Investment value is the value to

a particular investor, based on his individual financial and
managerial requirements. Market value is intended to rep-
resent the actions of typical buyers and must therefore as-
sume a level of management that is competent or average.)

Laying the groundwork for projecting income before

interest and depreciation is a time-consuming process, but
essentially the appraiser defines the market area, locates

and quantifies the demand, and allocates the room nights
among the competitive facilities. Based on these data,
room revenue and other sources of income (e.g., food

and beverage sales and telephone income) can be com-
puted. Expense information may be obtained from actual
operating statements when the subject is an existing prop-
erty, and from comparable properties and national aver-

ages when the subject is a proposed facility.
The hotel-motel life cycle. The expected flow of in-

come before interest and depreciation is an important
consideration when selecting the appropriate discounting
procedure. All real-estate investments have individual life
cycles embodying the rise and fall of net income over a

property’s economic life. Most income-producing proper-
ties attain their full economic potential within a relatively



20

short time. This level is maintained for a number of

years, and then gradually declines as various forms of

depreciation erode the net income.
Lodging facilities generally take longer than most

income-producing properties to achieve their maximum

level of income. A typical hostelry will experience slowly
rising occupancy over the first two to four years of opera-
tion ; during this period, the income before interest and

depreciation is often insufficient to cover normal debt

service. A stabilized level of income is normally reached
sometime in the second to fifth year and represents the

property’s discounted average net income. The income

before interest and depreciation will usually rise above

the stabilized level for a few years, but then gradually
start to decline in the seventh to tenth years because of

physical deterioration, functional obsolescence, and

economic obsolescence. The decline continues over the

remaining economic life of the property. A typical life

cycle is represented by the table and figure above. A

property’s life cycle may be longer or shorter, depending
on the amount of maintenance and periodic upgrading the
owner is willing to perform.

Proposed hotels and motels are appraised as of the be-
ginning of the life cycle. An existing lodging facility,
however, may be at any point in the cycle. By estimating
a property’s position in the life cycle, the appraiser has a
basis for projecting future income before interest and de-
preciation and selecting the proper discounting procedure.

The Capitalization Rate
A capitalization rate is a factor used to convert ex-

pected future income into an estimate of value. This rate
encompasses an interest component that reflects the return
on capital, and a recapture component that provides for a
return of capital.

Theoretically, the interest component can be derived

through a summation procedure of risk and investment

analysis. By starting with a base rate representing a safe
form of investment, such as a federally insured savings
account, a series of upward adjustments are made to re-

flect different elements of risk and investment burden.

For example:

In practice, estimating the magnitude of each upward
adjustment is too subjective to provide a supportable
interest-rate derivation. A more reliable approach is to

utilize the analytical expertise of the hundreds of money
managers at the nation’s lending institutions.

Basically, a hostelry investment is composed of a large
amount of mortgage money (60 to 75 percent of the total
investment) and a smaller amount of equity capital (25 to
40 percent). The interest rate on a hostelry mortgage is

established by the lender, who takes into consideration all
possible risks. The mortgagee is obviously in a somewhat
more secure position than an equity investor, but it is al-

ways possible that in the event of a foreclosure the lender
may be forced to assume the equity position.
One of the best sources of data on actual hotel-motel

mortgage interest rates is the information compiled quar-
terly by the American Council of Life Insurance

(Washington, DC), which represents 15 life-insurance

companies. These statistics are periodically reproduced in
The Appraiser, published by the American Institute of

Real Estate Appraisers.
Typical interest rates and other lending terms obtained

for permanent hotel and motel loans over the past ten
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years are shown in the chart below. These rates are only
averages and should be adjusted to reflect local monetary
conditions and the individual characteristics of the sub-

ject property.
Other sources of lending information include local

banks and insurance companies, real-estate investment

trusts, mortgage brokers, and regulatory agencies. By
comparing the rates used by several of these sources, the
appraiser can estimate the mortgage interest components
with reasonable accuracy.

The mortgage recapture component, which represents
the return of the investment, is expressed in the rate of

amortization. According to the American Council of Life

Owning a hotel is associated with
a certain degree of status, for which
some buyers are willing to accept
a lower return.

Insurance, hostelry loans have typically been structured to
be repaid over a 20- to 25-year term. The recapture com-
ponent, together with the interest component, constitutes
the yearly mortgage constant. The annual debt service is
calculated by multiplying the mortgage constant by the

original loan balance.
The remaining 25 to 40 percent of a hostelry invest-

ment is composed of equity money. Like common stock,
which is entitled to the residual earnings after all ex-

penses (including debt service) have been paid, real-estate
equity investments normally provide returns higher than
those demanded by the mortgage component. The yearly
equity return is called the &dquo;equity dividend&dquo; by apprais-
ers and the &dquo;cash-on-cash return&dquo; by hostelry investors.

Estimating the appropriate equity dividend for a par-
ticular hotel investment requires familiarity with the cur-
rent demands of hostelry owners and investors. Care must
be taken to observe a broad cross section of active buyers
because each is influenced by a variety of motivations.
Results based on a limited sample could produce mislead-
ing assumptions. For example:

- An investor in a high tax bracket may settle for a
lower-than-market equity dividend if the tax shelter
benefits are particularly attractive.

- An opportunity to resell a property after several

years for an appreciated price may reduce a

buyer’s cash-on-cash demand.

- Owning a hotel is associated with a certain degree
of status, for which some buyers are willing to ac-
cept a lower return.

An active hotel-motel broker (e.g., a member of the

Motel Brokers Association of America) can often provide
insight into current market demands for hostelry equity
dividends. Over the past decade, most hostelry prices
have been based on equity returns ranging from a high of
20-25 percent to a low of 10-12 percent. Other good
sources of equity information include typical hotel buyers
and investors, lenders seeking equity participation and

joint ventures, and hotel management companies.
Band of investment (weighted cost of capital).

Combining the weighted average of the return demanded
by the mortgage portion of the investment with the div-
idend requirement of the equity portion results in a

capitalization rate that reflects the basic financial compo-
sition of a hostelry investment. This procedure is known

as the band-of investment method and is best explained
by an example.

Let us suppose that a proposed 150-room motor hotel
is being appraised for mortgage purposes. The appraiser
has projected a stabilized income before interest and de-

preciation of $450,000 per year. The lender is prepared to
provide a mortgage based on 75 percent of the appraised
value at market terms. Mortgages for similar hostelries

are currently written for 24 years at 10-percent interest,
resulting in a mortgage constant of .1100. An investiga-
tion of equity capital sources reveals that an investor

would expect a 15-percent equity dividend for this type
of property.
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Capitalization Rate by the Band of Investment:

The proof shows that with a $3,750,000 value, the

mortgage portion (75%) would represent $2,812,500 and
the equity portion (25%) $937,500. The yearly mortgage
payments of interest and amortization are calculated by
multiplying the original mortgage balance by the constant
(.11), resulting in an annual debt service of $309,375.
The equity dividend is established by multiplying the

equity investment by the anticipated equity return (.15),
which yields $140,625. Adding the annual debt service

and the equity dividend yields a figure for stabilized in-

come before interest and depreciation.
Essentially, the band-of-investment capitalization pro-

cess works backward from the projection of stabilized in-
come to the calculation of a value that will meet the de-

mands of mortgage and equity investors.
Ellwood system. The Ellwood system is a modification

of the band-of-investment procedure described above.

Ellwood takes this process two steps further: a compen-

sating factor for equity buildup is incorporated into the

capitalization rate, and adjustments may be made to re-

flect potential property depreciation or appreciation during
the term of the projection.

With the band of investment, amortization is charged
as a mortgage expense (like interest), thereby increasing
the capitalization rate and lowering the market value, as
calculated under the income approach. In practice, amor-
tization builds up equity, which is realized by the investor
when the property is sold or refinanced. Opponents of
Ellwood argue that the amortization of a long-term mort-

Capitalization Rate by the Ellwood System:

’Percent of mortgage principal paid by the 10th year.
2Sinking fund factor: 18% for 10 years.
3Expected depreciation over 10 years, at 1% per year.

1 Present Value Ordinary Annuity One Per Period: 16% for 10 years.
zPresent Value Reversion of One: 16% for 10 years.

gage parallels property depreciation, which offsets any
increase from equity buildup. Counter to this view is the

argument that whenever a property’s market value re-

mains stable or increases, the equity holder’s paydown of
the mortgage from operating income represents an in-

crease in his wealth and should be reflected in the calcu-
lation of his equity return.
The adjustment for possible gain or loss in property

value makes the Ellwood-derived rate an equity yield
rather than a cash-on-cash equity dividend. Since most
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hostelry buyers expect to keep their properties for a rela-
tively long time, they give little consideration to what

would constitute an acceptable equity yield. Substantiat-

ing the yield portion of the Ellwood formula is therefore

Appraisers are rarely able to obtain
sufficient data from the sale of other
properties to derive a meaningful
capitalization rate based on the market.

often difficult. As investors become more sophisticated,
Ellwood’s and other yield-analysis systems will receive

greater emphasis, particularly in the area of investment

planning and analysis.
To provide an example of how a capitalization rate is

derived by the Ellwood system: suppose a hotel investor
plans to purchase an existing 125-room motel with a

stabilized income before interest and depreciation of

$350,000 per year. The bank holding the existing financ-
ing is willing to increase the mortgage to 75 percent of

market value at 10-percent interest, with a 24-year amor-
tization (a mortgage constant of .11 ). Assume the inves-
tor will sell the property in 10 years and desires a

16-percent yield on his equity. Motel property values are
expected to depreciate at the rate of one percent per year.
The calculation of the capitalization rate for this example
case is shown on the preceding page.

Market-derived rates. A third way to derive capitali-
zation rates is to evaluate the terms and conditions of ac-
tual market sales. For example, let us say an investor re-

cently purchased a motel for $3,000,000. An evaluation
of the income indicates that the property has a stabilized
income before interest and depreciation of $345,000. The
market-derived capitalization rate for this sale is:

c1’1&dquo;&dquo;B e e- nnn

As with any market-related approach, the appraiser
should have complete understanding of the transaction
and the motivation of the parties involved. Any unusual
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detail must be taken into account to ensure that the de-

rived capitalization rate represents normal market condi-
tions. Some of the areas that should be carefully
scrutinized are as follows:

- Is the stated selling price the market value, or does
unusual existing or purchase-money financing affect
value?

- Is the price based on existing or anticipated in-

come ?
- Is the buyer motivated by special factors such as

tax shelter, the benefit of a desirable franchise af-

filiation, and so forth?
- Does the property suffer from deferred mainte-

nance, which must be corrected by the buyer?
- Did the transaction conform to the doctrine of a

willing buyer and willing seller, both with full

knowledge of all circumstances?
- Is the comparable property similar to the subject

with respect to size, location, market, and condi-

tion ?

Very rarely is an appraiser able to obtain sufficient data
from the sale of a comparable hostelry to derive a mean-
ingful capitalization rate based on the market. Under-

standing the motivations of the buyer and seller alone re-
quires more than a casual observation of the transaction.

Applying the Proper Discounting Procedure
The final step in the income approach is to take the pro-

jected net income and, using the appropriate capitalization
rate, discount the future benefits to an estimate of present
value. Which discounting procedure to use depends on the
projected flow and duration of the net income.

Discount each year’s income. The most basic form of
discounting is to take each year’s income before interest
and depreciation and apply the present-value-of-a-
reversion-of one factor. Figures obtained through this

process, using the 30-year life-cycle flow of income pre-
viously described, are shown in Exhibit 1. A 12-percent
discount rate derived by the band-of-investment approach
was considered appropriate. The estimated land value at
the thirtieth year is $417,000.

This discounting procedure, also known as the dis-

counted cash flow (DCF), works well when the income
stream is irregular and can be projected for an extended
period of time.
A life-cycle income projection might be of particular

interest to a mortgagee. Assume a lender is willing to
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make a mortgage at 75 percent of market value with an

11-percent constant. The annual debt service would be:

Using the life-cycle projection of income before in-

terest and depreciation, the lender is forewarned that the

first year’s income is insufficient to cover debt service. In
addition, the lender will realize that the term of the loan
should be shorter than 22 years.

Capitalize the stabilized year. Most appraisals do not
include a full life-cycle projection. These computations
are extremely time-consuming to prepare, especially if the
net income must be supported with annual income-and-
expense statements. An alternative is to use what is

known as a stabilized estimate of income before interest
and depreciation. A stabilized estimate generally refers to
a representative year or, more technically, to the dis-

counted average net income over the property’s economic
life. In estimating stabilized earnings, more weight is

given to the income expected during the initial years be-

cause it is less affected by discounting than later years’
income.

The stabilized income before interest and depreciation
for the preceding example would be $450,000. When this
is capitalized using a 12-percent capitalization rate, the

resulting value on opening day is the same as the value

derived through discounting each year’s income flow:

The value of a motel, as well as its stabilized income

before interest and depreciation, varies from year to year,
according to the property’s position in the life cycle. For
a new motel, assuming the date of value is opening day,
the stabilized level of income is generally attained some-
time between the second and fifth years. In the preceding
example, the stabilized income was reached toward the

end of the second year.
Exhibit 2 shows that using the same assumed 30-

year life cycle of income before interest and deprecia-
tion, an estimate of market value can be developed for
each of the 30 years by discounting all the succeeding
years’ income flows at 12 percent. The stabilized income
before interest and depreciation is the discounted average
net income over the remaining economic life, and will

also yield the property’s market value when capitalized at
12 percent.

If an appraiser were valuing this motel as of the eighth
year, it would probably be evident from a market analysis
and physical inspection that the property’s income before
interest and depreciation would soon peak and then begin
to decline. Estimating a stabilized income based solely on
the preceding years’ operating results might have pro-
duced an inaccurate value. A knowledgeable hotel ap-

praiser would have evaluated many factors and seen the
downward trend developing. If the stabilized income be-

fore interest and depreciation for the eighth year were es-
timated at $468,000, the capitalized value would be:

Discount buildup period plus stabilized year. For ex-
isting properties where the income before interest and de-
preciation shows only gradual fluctuations, the capitaliza-
tion of a single stabilized year is generally sufficient to

develop an estimate of market value. Appraisals of new
hostelries facing a two- to four-year buildup period often
include the projected income for the first two years plus
an estimate of the stabilized year. The income for Years

1 and 2 is discounted to the present value using the

present-value-of-a-reversion-of-one factor for one and two
years, respectively. The estimated stabilized income for

the remaining years of the property’s projected life is first

capitalized into a value using an overall rate and then dis-
counted to the present value using the present-value-of-a-
reversion-of-one factor for the second year. The sum of

the present values equals the market value as of the date
the property opens.

Using this approach, the following is an alternative

procedure for valuing the motel as of opening day:

’Projected Stabilized Income Before Interest and Depreciation at Year 3.

While this procedure results in the same value as cap-

italizing the first year’s stabilized income ($450,000), it

demonstrates that lodging facilities typically face an ini-

tial period of income growth before reaching a stabilized
level. The use of one or more buildup years emphasizes
this characteristic of hostelry investment, and is particu-
larly instructive for those unfamiliar with hotel-motel real
estate.

As this article demonstrates, the appraisal of lodging
facilities requires a wide range of expertise spanning the
operational knowledge of a hotel executive and the valua-
tion techniques of a designated appraiser. With the ulti-

mate objective of reflecting the actions of typical buyers
and sellers, the income approach closely parallels the

investor’s decision-making process - from the projection
of future benefits, to the determination of an appropriate
risk factor or rate of return, through the application of a
discounting procedure to discount future benefits to the

present vale. D


