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MAKING SENSE OF LOW CAP RATES

We’ve recently seen a number of hotel
transactions showing capitalization rates
below 5%. In fact, some major transactions were

yielding cap rates of only 2% to 3%. In the past, the stan-

dard hotel cap rate generally ranged from 8% to 12%.
Why are cap rates so much lower today, and is cap rate
the best way to value a hotel?

What is the basic procedure for valuing a hotel or
any type of income-producing property? Value is the
present worth of future benefits. For a hotel, the future
benefits are the net income available to pay debt service

.and a return on equity capital, sometimes called cash

flow before debt service. There is net income produced
each year during the holding period since a hotel owner
generally holds the property for a number of years. To
account for a number of net incomes over the holding
period, they each must be discounted back to the date of
value using an appropriate present worth factor. Thus,
value is the present worth of future benefits.

One of the simplest methods for valuing a hotel is to
use a capitalization process where the net income for just
a single year is divided by a percentage rate known as a
capitalization rate or cap rate. A cap rate incorporates
not only a risk component, but also an assumed growth
in the net income over the holding period. The chart
shows the actual and projected net income tor two hotels
at two different points in time.

The date of value for Hotel A is 2004. The actual 2003
net income was $1,000. The projection of net income
started in 2004 and assumes a moderate recovery out
of a mild recession with annual increases of 15%, 10%,
5% and stabilizes at 3%. The date of value for Hotel B

is 2010. The actual 2009 net income was $1,000. The
projection of net income started in 2010 and assumes
a strong recovery out of a major recession with annual
increases of 30%, 30%, 20%, 15%, 10% and stabilizes
at 3%.

Let’s assume on the date of value Hotel A sold for
$12,000 and Hotel B sold for $20,000. The table shows
what the cap rate would be each year if the net income
for the year was divided by the sales price.

The cap rate using the actual net income of $1,000
for Hotel A was 8.3% and Hotel B was 5%. These are
called historic cap rates because they are based on the
actual last year’s net income. If we were to use the first
projected year’s net income the cap rate for Hotel A
would be 9.6% and 6.5% for Hotel B. These are called
projected cap rates.

In developing the sale price of these two hotels I
assumed the same level of risk and cost of capital—the
only difference as you can see is the assumed projected
net income growth rate. Hotel Bs cap rates are lower
during the initial years, but it’s projected to experience
a much stronger recovery than Hotel A. This is what
we are seeing in today’s market: relatively low cap rates
because hotel buyers are factoring a strong recovery into
their projections.

A second point of illustration is the fact the capitaliza-
tion rate is specific to a particular year. If you assume a
growing net income, then the historic cap rate is lower
than the first projected year’s cap rate. In addition to
these cap rates there are rates called stabilized cap rates
based on the stabilized year’s net income expressed in
current (or deflated dollars).
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