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What if the most accurate benchmark is not available? What if the
benchmark is from an earlier time period, or from a different location or
asset class? Here are seven tips to help you adjust.

By  Prashant Das (/Author/31731/Prashant-
Das)
()

A hotel’s cash-�ow generation potential determines its fair market value. According to the
income capitalization method, a hotel’s projected cash �ow from the following year is divided
by cap rate to determine its current value. 

Therefore, keeping other things constant, there is an inverse relationship between cap rate
and asset value. Analysts determine the cap rate for a speci�c asset by adjusting a
benchmark cap rate. The current market cap rate in a local market for the subject asset sub-
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class serves as the ideal benchmark. But what if the most accurate benchmark is not
available? What if the benchmark is from an earlier time period, or from a different location
or asset class?  

Here are some tips (extracted from a recent study) on how to adjust the benchmark cap rate. 

1. Location matters1. Location matters
The study �nds that certain markets have signi�cantly higher cap rates than others. Cap
rates might even differ across downtown and suburban areas of the same city. Faster
growing and less risky markets (in terms of, say, in�ation or gross domestic product) will
experience comparably in�ated asset value and hence suppressed cap rates.  

Beyond other idiosyncrasies, locations could be compared across some measurable and
intangible attributes. Metropolitan areas with higher GDP tend to lower the cap rate.
Regulatory environments have signi�cant impact on the cap rates as well. Markets with
stricter regulations on real estate developments lower the growth in supply of hotels, thus
increasing their value (and lowering the cap rate). On the other hand, markets where people
and land developers enjoy higher freedom tend to have higher* cap rates. 

2. Cap rate spread across asset classes is relatively stable2. Cap rate spread across asset classes is relatively stable
Keeping other things constant, immediate cross-sectional (across assets), or time-series
variations in cap rates are restricted to a few percent points. 
During the last decade (2006-2015), for example, the contemporaneous spread between hotels
and apartment cap rates varied around 250 to 300 basis points. With hotel sub-classes, the
variations are usually within the range of 100 to 200 basis points. For example, cap rates in
luxury and full-service hotels are respectively 200 and 150 basis points lower than in select-
service hotels. 

3. Cap rates are persistent in the short run, but self-disciplining in the long run3. Cap rates are persistent in the short run, but self-disciplining in the long run
Cap rates are sticky. They do not change overnight. Today’s cap rate will not be far off the cap
rate a quarter ago.  

During the last decade, the quarterly changes in hotel cap rates in the United States averaged
at 5 basis points (-6 to +30 basis points). Yet, although positive shock to the cap rate in this
quarter will spur a similar movement during the next quarter, such a persistence will tend to
self-discipline itself through an opposite change within a year.  

Also note that the mean itself might change over time due to macroeconomic trends.
Therefore, an analyst must not go too far in the past to project future cap rates unless a sound
econometric model is available. 

(mailto:dvinson@str.com)

4. Increased risk in�ates the cap rate4. Increased risk in�ates the cap rate
Investors want to pay less at the outset to eventually reap a higher return to compensate for
increased risk. The increase in risk (which in�ates the cap rate) could come from differences
across location characteristics (e.g. downtown versus suburban), sub-classes (e.g. select-
service versus full-service hotels) or broad asset classes (e.g. apartments versus hotels).  

The change in risk perception also could be incorporated into cap rate variation of the same
asset over time. If a hotel is acquired during exceptionally healthy market conditions at its
going-in cap rate; most likely the going-out cap rate will go up a few years later if the market
conditions then are not projected to be as good and vice versa. 

5. Theoretical derivation is supported, but one must work around information shortage5. Theoretical derivation is supported, but one must work around information shortage
Theoretically, the cap rate should be derived by adding risk premia to the capital structure
weighted average of benchmark cost of equity and debt, in excess of the expected growth
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rate.  

Returns in the stock and bond markets offer proxies for the benchmark costs of equity and
debt. In�ation rate is a good proxy for growth in cash �ows. The realized cap rate, indeed,
shares positive association with corresponding equity market return and risky bond return,
and negative association with in�ation rate. Besides, debt capital being cheaper, increase in
the loan-to-value ratio substantially suppresses the cap rate. However, several other local and
macro-level attributes are signi�cant determinants which, arguably, offer proxies for
measuring various risk premia. 

6. Risk-free rate is not a good benchmark6. Risk-free rate is not a good benchmark
Intuitively, being a function of the cost of capital (which equals risk-free rate plus risk
premia), cap rates should be correlated with treasury rates. After all, both the cost of equity
and debt equal the risk-free rate plus the respective risk premia.  

However, this perception could sometimes be misleading. One must be aware that the
treasury rates are sometimes arti�cially manipulated for realizing the monetary policy goals,
thus leading to relatively volatile risk premia. Non-government securities such as risky
corporate bonds (Moody’s BAA-rated bond index) are better benchmarks for the cost of debt.  

7. Cap rates are associated with REIT fundamentals, but it’s complex7. Cap rates are associated with REIT fundamentals, but it’s complex
Cap rate shares a complex association with the corresponding stock markets. Increased total
real return in the broader real-estate-investment-trust sector feeds into the cost of equity,
thus in�ating the cap rate. However, realized cap rates in hotel asset markets are roughly
analogous to the dividend yield offered in the corresponding REIT markets. Improved
dividend yield in the hotels sector improves investor sentiments, thus de�ating the cap rate. 

A subjective metric could be developed to build an opinion on the overall direction of cap rate
changes, either across assets or markets, or over time based on the clues provided above.

Accordingly, the benchmark could be adjusted. Further adjustments could be made for a
speci�c asset by benchmarking it against the average assets in a market.  

This article is based on the following research paper: Das, P. (2015). Revisiting the HotelRevisiting the Hotel
Capitalization RateCapitalization Rate, International Journal of Hospitality Management, 46 (2015) 151–160. DOI
10.1016/j.ijhm.2015.02.003.

About the authorAbout the author
Prashant Das, Ph.D. is an assistant professor of real estate Finance at Lausanne Hotel School
(EHL)- HES.SO// University of Applied Sciences Western Switzerland. Prashant has earned
several internationally competitive research awards and a teaching excellence award. His
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research interests include REITs, CMBS, hotel valuation, and Indian real estate markets,
among others. Earlier, he worked on managerial and engineering roles with several
multinationals. 

About the SHARE CenterAbout the SHARE Center
The SHARE Center (https://www.strglobal.com/products/share-center) provides universities
with large volumes of different types of hotel and tourism data, as well as related resources,
for research, student projects and classroom use. Launched in 2011, there are over 450
member universities around the world. The SHARE Center also offers the “Certi�cation in
Hotel Industry Analytics” together with AHLEI and ICHRIE, which is the leading certi�cation
for students and professors in Hospitality and Tourism programs. Complimentary
memberships are available to introduce new schools to all of the data, sample reports,
publications and additional materials. 

Editor’s note: Hotel News Now has partnered with STR’s SHARE Center to bridge the gap
between impactful academic research and its real-world application in the hotel industry.
The content featured in this ongoing series represents abridged versions of in-depth
research from professors and graduate students around the globe. If you are interested in
submitting content for publication, please contact Duane Vinson (http://dvinson@str.com) of
the SHARE Center for guidelines and more information.

Correction, 15 February 2016: An earlier version of this story read "suppressed" cap rate. 
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