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Prices Have Not Caught Up to
Growth in RevPAR

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

EXECUTIVE SUMMARY

otel prices are not yet reflecting the positive momentum in RevPAR. However, we expect
prices for hotel properties to rise in the next quarter based on our repeat sales index. A
comparison of current operating yields relative to borrowing cost suggest that hotel
investors expect most of investment performance to come from capital gains when the
hotel is sold rather than operating performance. We also expect a further compression in hotel cap
rates going forward. However, we anticipate positive price momentum to occur in smaller hotels with
moderate increases (if any) for larger hotels based on our forward looking barometers. This is report

number 10 of the index series.
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Growth in RevPAR

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

Prices Are Linked to RevPAR

Starting with this issue, we revisit the year-over-year change
in RevPAR relative to our Repeat Sale Index. We have not
examined the co-movement between these two metrics

since our inaugural issue. Now is the appropriate time to do
so, since some of our readers have asked why hotel prices
aren’t reflecting the positive momentum in RevPAR. Exhibit
1 (overleaf) shows that the year-over-year change in RevPAR
is a leading indicator of price fluctuations in hotel properties.
As such, there is a delay in the information transmission to
prices. We expect prices to reflect the RevPAR momentum in
the next quarter.

Hotel Investment Continues to Languish

Our economic value added (EVA) indicator shown in Ex-
hibit 2 (also on the next page) continues to reflect lackluster
operating performance. Total borrowing cost (weighted
average cost of capital; also includes the cost of equity financ-
ing) continues to exceed the current hotel yield (cap rate)
resulting in a negative EVA spread. A negative EVA spread
indicates that return for hotel investors is coming at the

back end of the project. That is, the investors will make their
money when they sell the hotel due to price appreciation
rather than making their money immediately.
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About the Cornell Hotel Indices

series, we introduced three new quarterly metrics

to monitor real estate activity in the hotel market.
These are a large hotel index (hotel transactions of
$10 million or more), a small hotel index (hotels un-
der $10 million), and a repeat sales index (RSI) that
tracks actual hotel transactions. These indices are
constructed using the CoStar and Real Capital Analyt-
ics (RCA) commercial real estate databases. For the re-
peat-sale index, we compare the sales and resales of
the same hotel over time. All three measures provide
a more accurate representation of the current hotel
real estate market conditions than does reporting av-
erage transaction prices, because the average-price
index doesn’t account for differences in the quality of
the hotels, which also is averaged. A more detailed
description of these indices is found in the first edi-
tion of this series, “Cornell Real Estate Market Indices,”
which is available at no charge from the Cornell Cen-
ter for Real Estate and Finance (CREF). In this fourth
edition, we present updates and revisions to our
three hotel indices along with commentary and sup-
porting evidence from the real estate market.

l n our inaugural issue of the Cornell Hotel Index



ExHiiT 1

RevPAR growth as a leading metric of growth in repeat sales

Year over year change in RevPAR and repeat hotel sales index
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Sources: Cornell Center for Real Estate and Finance, PKF Hotel Horizons, Smith Travel Research (STR)

ExHiBiT 2

Economic value added (EVA) for hotels
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ExHiBiT 3

Median sale price and number of sales for large hotels (sale prices of $10 million or more)
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ExtiBiT 4
Median sale price and number of sales for small hotels (sale prices of less than $10 million)
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ExxiBiT 5

Hotel indices through 2013, quarter 4

Index Value Index Value
Hedonic Hedonic RSl RsI Hedonic Hedonic RS RS
Low Priced High Priced Repeat Index Value Low Priced High Priced Repeat Index Value
Hotels Hotels Sales Repeat Hotels Hotels Sales Repeat
YrQitr (<310M}  (>=S10M) Index Sales YrQir (<310M)  (>=510M) Index Sales
189502 99832 70.198 G64.24 ; 200404 120298 110612 10315 103.745
1995.03 99858 63135 65303 . 200501 127263 115453 109727 134.473
199504 102317 58146  67.339 : 200502 135063 121678 113200 126136
199601 98.212 90537 68.694 . 200503 138189 123138 118423 143195
199602 96225 95421 7165 . 200504 140409 130333 125528 13663
1996.03  101.361 99982 70548 . 200601 143853 137745 120922 145313
199604 96.095 108557  71.012 . 2006.02 145028 14295 134091 146132
1997.01  105.747 99 984 87.03 ; 2006.03 149722 150496 134893 147.945
199702 105485 101.816 B9.313 . 2006.04 152354 163,489 1395 163.22
199703 101664 105456 O6678 . 200701 152065 154153 141556 153.326
1997.04 105262 109685 100.81 : 2007.02 154963 16045 143823 154.119
199801 103618 1159835 096628 : 200703 156.881 155481 14795 161.681
199802 112.487 127162 103.36 ; 200704 155129 153964 145644 1603
199802 115.03 123695 10462 . 2008.01 157.601 148135 144463 173.827
199804 115766 1320958 10363 : 200802 15859 147524 146378 1716
199901 11408 125828 965124 . 2008.03 154701 146.80 144043 15057
1999.02  106.008 106105 BO.T787 . 2008.04 15545 144811 145811 158.776
199903 103437 115922 BB8.681 . 200001 151872 137679 143707 149258
199904 101.781 103.667 90.346 200002 141.258 1189022 142499 145798

200001  99.76 105729 95529 100 2009.03 137.455 11347 130351 96.638

200002 101301 109423 9871 106914 200904 133319 96468 118544 102936
200003 10029 102235 97406 88.527 201001 127066 107306 111947 109728
2000.04 103391 108761 94336 86646 201002 126153 119522 100.742 101.405
2001.01  106.504 122062 92907 95928 201003 125183 14002 101175 102183
2001.02 110228 12633 92342 10232 2010.04 121457 167595 107045 12489

200103 112468 121241 093646 101914 2011.01 123058 163949 106457 112471
2001.04  110.31 120085 95609 93402 2011.02 120694 176.377 110106 113.815
200201 107204 108352 94617 10832 201103 117246 162835 11175 107689
200202 103.369 98.277 92277 85107 2011.04 122139 161434 11225 126654
200203 103.364 05421 92451 94293 201201 121994 166459 113986 11135

2002.04 106207 99973 91052 94222 201202 126197 152773 107037 84583

2003.01  108.399 101.47 93525 99595 201203 132955 15165 112549 126.846
200302 112375 122014 95609 106325 201204 134036 148973 113753 131.517
2003.02 115434 128464 96106 102.061 2013.01 135619 148.765 116792 123.317
2003.04 114838 131694 97739 103715 201302 133743 15558 128187 137.655
200401 116138 131501 96302 10456 201303 135355 16546 129709 141473
200402 115826 114432 9822 113634 2013.04 133827 166332 128358 140827
200403 115998 119331 10173 117523 201401 134988 16519 135209 164.571
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Comparison of hotel real estate cycles using repeat sales
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Hotel Transaction Volume Has Declined Along
with Median Price

The total volume of hotel transactions declined in the

first quarter. Year over year, the hotel transaction volume
decreased by 4.6 percent (2013Q1 to 2014Q1), while it de-
clined 29.1 percent on a quarter-over-quarter basis (2013Q4
to 2014Q1). The volume of large hotel transactions fell 30.7
percent while small hotel transaction volume fell by 28.4
percent from the previous quarter.' The transaction volume
for large hotels fell almost 15 percent on a year over year
basis; small hotel transaction volume in contrast remained
relatively flat with a year-over-year growth rate of .6 percent.
The median price for large hotels declined 3.5 percent,

while the median price for small hotels rose 8.3 percent

on a year-over-year basis. A similar situation existed on a
quarter-over-quarter basis (-13.5% versus +16.1%). Exhibit 3
shows the negative trend in the number of transactions and
median price for large hotels. In contrast, Exhibit 4 shows
that although the number of transactions for small hotels
also declined, the median sale price increased.

1 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.
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Déja vu All Over Again (Again)

Hotel prices continue to behave in a similar manner relative
to the 1995Q2 to 2002Q4 cycle based on repeat sales. Exhibit
5 provides the price index for the repeat hotel sales used to
construct our RSI cycle analysis in Exhibit 6 together with
the hedonic price indices for small and large hotels. Exhibit
6 confirms our expectations based on cycle analysis; we had
anticipated a positive trend for the first quarter of 2014. We
expect this positive trend to continue through the second
quarter of 2014.

Prices of Large and Small Hotels Are Starting to
Converge

As shown on the next two pages, Exhibit 7 shows that prices
for the large-hotel and small-hotel indices are starting to
converge. The prices of large hotels dipped slightly, while the
prices of small hotels continue to remain relatively flat. How-
ever, Exhibit 8 shows that the large hotel index continues to
remain above both its three-year and five-year moving aver-
age signaling a continued “buy” Exhibit 9 provides further
confirmation that the large-hotel index continues to rise on a
year-over-year basis. Exhibit 10 shows that the current price
for smaller hotels has remained relatively constant, with the
index’s three-year moving average converging with its five-



Hedonic hotel indices for large and small hotel transactions
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ExHigir 8

Large hotel index, wth three-year and five-year moving averages
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ExHiBiT 9

Year-over-year change in large-hotel index, with moving-average trendline
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Exuisir 10

Small hotel index, wth three-year and five-year moving averages
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Exuisir 11

Year-over-year change in small-hotel index, with moving-average trendline
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year moving average. While these trends seem to indicate
that no problems exist for small hotels, we are concerned for
the following reason. Exhibit 11 reveals that year-over-year
growth in the price of small hotels has continued to decline
since the first quarter of 2013.

Repeat Sales Are Trending Upwards

The repeat sale index based on the full sample of hotels

(in Exhibit 12, next page) echoes a story similar to that of
large hotels, although the momentum is more positively
pronounced. > The current repeat sale index (full sample) of
135.21 (2014Q1) is above the previous quarter’s (2013Q4)
index of 128.36, as well as above the previous year’s index of
116.79 (2013Q1). In percentage terms, the repeat hotel sale
index rose 15.8 percent on a year over year basis (2014Q1 to

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. This means that the 100-base index thus doesn’t use information
on sales prior to the first quarter of 2000, even if a subsequent sale took
place after 2000. Hotels that had recorded a sale before 2000 are included
in the full index.

12

2013Q1) and also increased 5.3 percent on a quarterly basis
(2013Q4 to 2014Q1). Exhibit 13 provides an alternative per-
spective of this positive price momentum in the repeat sales.

Cap Rates Start to Decline

For the fourth quarter of 2013, the latest quarter for which
ACLI reports data on hotel cap rates, cap rates have declined
from 7.3 percent in 2013Q3 to 6.1 percent in 2013Q4. This
compression in hotel cap rates is consistent with the positive
price trend in the last quarter. Exhibit 14 (two pages over)
shows that although the rate on the 10-year Treasury bond
(constant maturity) rose slightly, from 2.71 percent to 2.9
percent, the hotel cap rate spread over the 10-year treasury
fell to 3.2 percent. This suggests that investors are pricing
hotels at a lower risk premium due to lower anticipated risk
from investing in this asset class. We expect a continued
compression in the ACLI cap rate in 2014Q1 (noting that
ACLI reports cap rates one quarter behind our report) based
on the relationship with prices and RevPAR in Exhibit 1 and
our cycle analysis in Exhibit 6.

The Center for Real Estate and Finance « Cornell University



ExHigiT 12

Hotel repeat-sale index (full sample), three-year moving average, and five-year moving average
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ExHiBir 13

Year-over-year change in repeat-sale index, with moving-average trendline
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Decomposition of ACLI hotel capitalization rates into risk premium and risk-free rate
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ExxiBir 15

Mortgage origination volume for hotels
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Interest-rate spreads of hotels versus U.S. Treasury ten-year bonds
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Interest-rate spreads of hotels versus non-hotel commercial real estate
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Exuisir 18

Hotel repeat sales index versus NAREIT lodging/resort price index
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Mortgage Financing:

Volume Increases, Cost Diminishes

Exhibit 15 shows that the mortgage origination volume for
hotels increased by almost 24 percent in the fourth quar-

ter continuing the trend from the prior quarter (25% in
2013Q3). However, the level of loan origination volume was
9-percent less than the previous year (2012Q4). The cost

of obtaining hotel financing declined from 2013Q4 while
the interest rate spread remains stationary. The interest rate
on Class A full-service hotels, which was 5.39 percent as

of December 2013, is at 5.26 percent as of March 2014. For
Class B full-service hotels, the December 2013 figure was
5.64 percent and the March 31 figure is 5.51 percent. Exhibit
16 and Exhibit 17 depict interest rate spreads relative to
different benchmarks. Exhibit 16 shows the spread between
Class A (B&C) interest rates on full-service hotels over the
ten-year Treasury bond. Exhibit 17 shows the hotel real
estate premium, which is the spread between the interest
rate on Class A (B&C) full-service hotels over the interest
rate corresponding to non-hotel commercial real estate.* The

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

hotel real estate premiums for both higher quality (.53%)
and lower quality (.63%) hotels have increased relative to the
previous quarter (.52% for Class A, and .61% for B&C). The
slight increase in the premium in Exhibit 17 is a signal that
the perceived default risk for hotel properties has increased
relative to the four major commercial real estate property
types in the first quarter of 2014.

Tea Leaves’ Prediction:
Expect the Price of Large Hotels to Moderate
while Small Hotels Pick up the Pace

Exhibit 18 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 leading indicator of
underlying real estate performance since the stock market

is forward looking or efficient. Looking ahead, the NAREIT
lodging index has continued its forward momentum, ris-
ing 5 percent this quarter (after a 7.5-percent increase in

the prior quarter). The architecture billings index (ABI)

for commercial and industrial property, which represents
another forward looking metric, also rose (10%) as shown

The Center for Real Estate and Finance « Cornell University



eoprto

Hotel repeat sales index versus architecture billings index
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ExuiBir 21

Consumer confidence and low-price hotel index
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in Exhibit 19.4 In contrast to these indicators, as shown in
Exhibit 20, the National Association of Purchasing Manag-
ers (NAPM) index, ® which is an indicator of anticipated

4 We used the May ABI index as reported on June 19, 2013 since the June
ABI index will be reported after the writing of this report. The ABI antici-
pates non-residential construction activity by approximately 9-12 months.
According to material posted on their website, “The indexes are developed
from the monthly Work-on-the-Boards survey panel where participants
are asked whether their billings increased, decreased, or stayed the same
in the month that just ended. According to the proportion of respondents
choosing each option, a score is generated, which represents an index
value for each month?” www.aia.org/practicing/economics/aias076265.

> 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 percent indicates that manufacturing is
growing, while a reading below 50 percent means it is shrinking.
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business confidence and thus business traveler demand,
reversed directions and turned down this quarter to 53.7 (a
drop of approximately 5%), although this level is still above
50, which is the cut-off point between growth and contrac-
tion. Although we anticipate that the price of large hotels
should moderate, we see both the NAREIT index and the
ABI showing a positive trend for the next quarter.

The Consumer Confidence Index from the Conference
Board (Exhibit 21), 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 (<$10 million),
rose slightly in March. Consumer confidence increased near-
ly 33 percent on a year-over-year basis (2013Q1 to 2014Q1)
this quarter, which is a larger increase than the 21 percent
rise year over year in the prior quarter (2012Q4 to 2013Q4).
We anticipate an upward trend in the transaction price for
low priced hotels based on the year-over-year trend. ll

The Center for Real Estate and Finance « Cornell University



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 elsewhere on the CREF website.

About the Cornell Center for Real Estate and Finance

The Center for Real Estate and Finance (CREF) was established in 2009 to provide a platform for educating students, creating new
knowledge through research activities, and exchanging information about real estate and finance with a broad set of audiences.
Building on a long-standing tradition of quality research in the hospitality industry, growth of the CREF faculty places the School
of Hotel Administration at the forefront of research in all areas of commercial real estate, from the study of the behavior of real
estate assets in investment portfolios to an understanding of real estate capital markets to the science of hedging real estate risk.
CREF faculty serve as editors and editorial board members of the most prestigious journals in the field and publish regularly in the
real estate and finance press.
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CREF Advisory Board

Arthur Adler

Managing Director and CEO-Americas
Jones Lang LaSalle Hotels

Richard Baker

President and CEO

National Realty & Development Corp
Michael Barnello

President & COO

LaSalle Hotel Properties

Scott Berman

Principal, Industry Leader
PricewaterhouseCoopers

Vernon Chi

Senior Vice President

Wells Fargo

Howard Cohen

President & Chief Executive Officer
Atlantic | Pacific Companies

Jeff Dallas

Senior Vice President, Development
Wyndham Hotel Group

Joel Eisemann

SVP & CEO

InterContinental Hotels Group
Kevin Fitzpatrick

Managing Director

Spring Bay Property Company
Russell Galbut

Managing Principal

Crescent Heights

Kate Henrikson

Senior Vice President Investments
RLJ Lodging Trust

Nancy Johnson

Executive Vice President

Carlson Rezidor Hotel Group

Rob Kline

President & Co-Founder

The Chartres Lodging Group
Mark Lipschutz

Founder and Chief Executive Officer
Caribbean Property Group LLC

Michael Medzigian
Chairman & Managing Partner
Watermark Capital Partners
Scott E. Melby

Executive Vice President, Development
Planning & Feasibility

Marriott International

Chang S. Oh

Managing Director

The Mega Company

Michael Profenius

Managing Director

Warburg Pincus LLC

David Rosenberg

Chief Executive Officer

Sawyer Realty Holdings

Steve Rushmore

President and Founder

HVS Global Hospitality Services
Jay Shah

Chief Executive Officer

Hersha Hospitality Trust

J. Allen Smith

Chief Executive Officer
Prudential Real Estate Investors
Robert Springer

Senior Vice President-Acquisitions
Sunstone Hotel Investors
Susheel Torgalkar

Chief Operating Officer
Westbrook Partners

Robert White

President

Real Capital Analytics

Conley Wolfsinkel

Strategic Management Consultant
W Holdings

Dexter Wood

SVP Global Head——Business &
Investment Analysis

Hilton Worldwide

Daniel Yih

Chief Operating Officer
Starwood Capital Group
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Disclaimer

The Cornell hotel indices produced by The Center for Real Estate and Finance at the School of Hotel Administration at Cornell University are
provided as a free service to academics and practitioners on an as-is, best-effort basis with no warranties or claims regarding its usefulness
or implications. The indices are not audited, and they are not necessarily free of errors or omissions although every effort has been made to
minimize these. The reported indices for any quarter of any year should be considered preliminary and subject to revision.
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