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How to Test Hotel Feasibility

When designing a hotel, the architect and development team need to create a project that is ultimately economically
feasible. Unless the hotel’s owner is ego driven rather than economically motivated, most investors are looking for a
return on their invested capital. Since feasibility means different things to different people, and as a hotel consultant
having prepared thousands of feasibility studies, | have been asked to provide my perspective on this topic.

The process I like to use for determining whether a proposed hotel is economically feasible is to compare the total
project cost (including land) with the hotel’s estimated economic value on the date it opens. A feasible project is one
where the economic value is greater than the cost. Accurately estimating the total project cost is a relatively simple
process for the architect and development team. However, determining the economic value is much more
complicated.

The first step in the valuation process is to perform a market study where the local hotel demand is quantified and
allocated among the existing and proposed supply of lodging facilities. The allocation of roomnight demand is based
on the relative competitiveness of all the hotels in the market. The end result is a projection of demand captured by
the proposed subject hotel, which is then converted into an estimate of annual occupancy. A similar procedure is used
to project the average room rate.

The second step is to project the hotel’s operating revenue and expenses based on the previously estimated
occupancy and room rate. This results in an estimate of annual net operating income. Most consultants use a five- to
10-year projection period, so this process needs to be repeated for each year.

The last step is to convert the projected NOI into an estimate of value using a weighted cost of capital discounted cash
flow procedure. The end result is an estimate of economic value that can be compared to the total project cost.

Some consultants will substitute a net present value calculation or determine the internal rate of return (IRR) for the
last step. However, I prefer using the economic value approach because you end up comparing “apples with apples” —
i.e. cost with value.

As you can see, this process of determining economic value requires local market knowledge, hotel financial expertise
and experience with valuation methodology. Luckily for architects and hotel developers, there are two simple rules of
thumbs that will provide a rough approximation as to whether a project is economically feasible.

The first thumb rule tests the cost of the land to determine whether it exceeds a supportable economic land value. The
following formula calculates economic land value:

Occupancy x ADR x Rooms x 365 x.04 /.08 = Economic Land Value.

As example, a proposed hotel is being considered on a parcel of land that can be acquired for $3,800,000. Zoning
permits the development of 200 rooms. Based on local market conditions, the proposed hotel should achieve a
stabilized occupancy of 70% and an average room rate of $150. Using these inputs the Economic Land Value would be
calculated as follows:

.70 Occupancy x $150 ADR x 200 Rooms x 365 x.04 /.08 = $3,832,500.
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The calculation shows the Economic Land Value is above the cost of the land so the developer is not overpaying for
the land. If the land cost was $4,000,000 or above, the developer needs to re-evaluate the project because it’s not
supported by the hotel’s underlying economics. Perhaps additional rooms could be added, which would increase the
room count or a higher quality of hotel developed would increase the average room rate. This Economic Land Value
formula works well in most markets. For prime center city locations the .04 factor can be moved up to .08.

The second rule of thumb is the Average Rate Multiplier formula. This is a very simple way to approximate a hotel’s
total economic value. The formula is as follows:

ADR x Rooms x 1,000 = Economic Value

Using the numbers from the example above produces the following Economic Value:
$150x 200 x 1,000 = $30,000,000

If the hotel’s total development cost is over $30,000,000, there could be a feasibility problem. In most cases where the
development cost is significantly higher than the economic value it is because the local market’s average room rate is
too low to support the contemplated improvements. In these situations the proposed plans and specifications need to
be scaled back in order to produce a lower total project cost, which might then create a feasible project.

One additional point of reference looks at the percentage relationship between the hotel’s land cost and the economic
value. In this example, the value of the land is approximately 13% of the overall economic value
($3,832,500/30,000,000 = 13%). This relationship should be no more than 15% to 20%. In other parts of the world
where labor cost is low, this percentage relationship can be higher.

Using these hotel feasibility rules of thumb combined with a professionally prepared study will insure the architect
and developer are not creating a project that has no economic viability. As with any rule of thumb, there are numerous
exceptions that need to be factored into the evaluation. Before abandoning a project because the rules don’t produce
the desired results, it is a good time to call in a professional consultant to prepare a more in depth analysis to either
verify or dispute the conclusions produced by the rules of thumb.

Stephen Rushmore is president and founder of HVS, a global hospitality consulting organization with offices around the
world. Steve has provided consultation services for more than 12,000 hotels throughout the world during his 35-year
career and specializes in complex issues involving hotel feasibility, valuations and financing. He can be reached at
reached at srushmore@hvs.com or 516 248-8828 ext. 204.
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About the Author

Steve Rushmore is the president and founder of HVS, a global hospitality consulting organization with 30
offices around the globe. He directs the worldwide operation of this firm and is responsible for future office
expansion and new product development. Steve has provided consultation services for more than 15,000
hotels throughout the world during his 40-year career and specializes in complex issues involving hotel
feasibility, valuations, and financing. He was one of the creators of the Microtel concept and was instrumental
in its IPO. Steve is a partner in HEI Hospitality, LLC, a hotel investment fund, which makes him one of the few
hospitality consultants that actually invest in and own hotels.

HVS, which Steve founded in 1980, has provided consulting services for thousands of clients in all 50 states and
more than 60 foreign countries. Its professional staff of more than 400 industry specialists offers a wide range
of services, including market feasibility studies, valuations, strategic analyses, development planning, and
litigation support. Through its divisions, HVS supplies unique hotel consulting expertise in the areas of
executive search, food and beverage operations, gaming, technology, hotel operations, asset management,
marketing, interior design, parking, golf, and investment counseling. HVS is the industry's primary source of
hotel sales information. Its databases contain information on more than 13,000 hotel transactions and
thousands of financial statements. HVS is also the most comprehensive source of hotel compensation data.

As a leading authority and prolific author on the topic of hotel feasibility studies and appraisals, Steve
Rushmore has written all five textbooks and two seminars for the Appraisal Institute covering this subject. He
has also authored three reference books on hotel investing and has published more than 300 articles. He writes
a column for Lodging Hospitality magazine and is widely quoted by major business and professional
publications. Steve lectures extensively on hotel trends and has taught hundreds of classes and seminars to
more than 20,000 industry professionals. He is also a frequent lecturer at major hotel schools around the
world, including Lausanne, Cornell, Houston, and IMHI.

Steve has a BS degree from the Cornell Hotel School and an MBA from the University of Buffalo. He holds MAI
and FRICS appraisal designations and is a CHA (certified hotel administrator). He is a member of numerous
hotel industry committees, including IREFAC and the NYU Hotel Investment Conference. In 1999, Steve was
recognized by the New York chapter of the Cornell Hotel Society as "Hotelier of the Year.” In his free time, he
enjoys skiing, diving, and sailing. He holds a commercial pilot's license with multi-engine instrument rating,
collects hotel key tags, and is one of the foremost authorities on regional dining (www.roadfood.com).
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Canadian Lodging Outlook November 2011

STR and HVS are pleased to provide you with the month’s issue of the Canadian Lodging Outlook. Each report includes
occupancy (Occ), average daily rate (ADR), and revenue per available room (RevPAR) for three major markets and the
Provinces.

If you would like a detailed hotel performance data for all of Canada, STR offers their Canadian Hotel Review. The
Canadian Hotel Review is available by annual subscription which includes both monthly and weekly issues. Each monthly
issue of the Canadian Hotel Review also includes an analysis provided by HVS. For further information, please contact:
info@str.com or +1 (615) 824-8664 ext. 3504.

Occupancy Average Room REVPAR Room Number of

November 2011 Rate (%) Rates ($CAD) ($CAD) Supply Rooms

2011 2010 2011 2010 2011 2010 % chg Sample Census
Montreal 64.4% 63.5% $131.95 $131.06 $84.98 $83.27 -0.1% 1.3% 16,815 27,928
Toronto 68.9% 70.4% $136.73 $135.41 $94.19 $95.38 3.1% 0.8% 31,337 37,205
Vancouver 61.1% 59.8% $131.50 $128.02 $80.37 $76.59 1.3% 3.5% 19,143 26,509
Provinces
Alberta 62.8% 59.9% $129.22 $129.57 $81.18 $77.62 0.9% 5.9% 37,137 67,605
British Columbia 51.6% 50.1% $122.48 $119.61 $63.15 $59.92 0.7% 3.7% 36,036 84,033
Manitoba 66.7% 67.5% $115.98 $113.53 $77.37 $76.59 4.0% 2.8% 5,152 14,003
New Brunswick 52.4% 55.1% $108.18 $108.71 $56.68 $59.87 0.8% -4.1% 5,347 11,435
Newfoundland 76.3% 72.7% $127.69 $121.13 $97.38 $88.03 0.7% 5.7% 1,789 5,880
Nova Scotia 58.2% 53.5% $113.07 $109.86 $65.80 $58.72 0.6% 9.5% 6,177 13,013
Northwest Territories INS INS INS INS INS INS INS INS 66 1,543
Ontario 61.6% 60.2% $121.18 $120.09 $74.59 $72.26 1.3% 3.6% 83,831 139,015
Prince Edward Island 40.0% 39.7% $87.61 $83.97 $35.00 $33.37 2.0% 2.5% 948 4,163
Quebec 59.8% 58.8% $127.91 $126.77 $76.50 $74.48 0.1% 1.9% 27,647 78,128
Saskatchewan 73.9% 74.0% $125.78 $123.84 $93.00 $91.69 0.9% 0.8% 7,527 17,008
Yukon Territory INS INS INS INS INS INS INS INS 332 2,265
Canada 60.1% 58.5% $123.22 $121.97 $74.07 $71.37 0.9% 3.7% 211,989 438,505

Occupancy Average Room REVPAR Number of

November 2011 Rate (%) Rates ($CAD) ($CAD) Rooms
Year-To-Date 2011 2010 2011 2010 2011 2010 Sample Census
Montreal 66.7% 64.2% $135.83 $134.21 $90.64 $86.18 -0.2% 3.7% 16,815 27,928
Toronto 69.6% 70.0% $135.70 $134.97 $94.50 $94.43 3.5% 3.0% 31,337 37,205
Vancouver 68.3% 69.8% $143.37 $152.43 $97.95 $106.38 0.5% -1.6% 19,143 26,509
Provinces
Alberta 62.5% 59.4% $134.62 $134.83 $84.17 $80.08 2.4% 7.8% 37,137 67,605
British Columbia 62.1% 62.5% $135.65 $144.20 $84.26 $90.12 0.8% 0.2% 36,036 84,033
Manitoba 66.2% 66.4% $112.62 $111.71 $74.59 $74.21 2.1% 1.8% 5,152 14,003
New Brunswick 57.5% 58.6% $112.16 $111.53 $64.51 $65.35 1.7% -0.2% 5,347 11,435
Newfoundland 74.6% 73.6% $134.65 $128.90 $100.46 $94.85 0.5% 1.9% 1,789 5,880
Nova Scotia 63.0% 63.4% $119.72 $118.73 $75.46 $75.22 1.2% 0.6% 6,177 13,013
Northwest Territories INS INS INS INS INS INS INS INS 66 1,543
Ontario 63.3% 62.6% $123.36 $123.05 $78.12 $76.97 1.5% 2.7% 83,831 139,015
Prince Edward Island 54.3% 52.0% $112.23 $115.91 $60.98 $60.26 0.8% 5.3% 948 4,163
Quebec 64.5% 62.8% $134.82 $132.93 $86.98 $83.42 -0.3% 2.5% 27,647 78,128
Saskatchewan 69.0% 69.8% $121.84 $119.44 $84.10 $83.37 2.3% 1.1% 7,527 17,008
Yukon Territory INS INS INS INS INS INS INS INS 332 2,265
Canada 63.3% 62.3% $128.27 $129.22 $81.20 $80.52 1.2% 2.8% 211,989 438,505

*INS = Insufficient Data
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About STR

STR provides information and analysis to all major
Canadian and U.S. hotel chains. Individual hotels,
management companies, appraisers, consultants,
investors, lenders and other lodging industry analysts
also rely on STR data for the accuracy they require.
With the most comprehensive database of hotel
performance information ever compiled. STR has
developed a variety of products and services to meet
the needs of industry leaders.

About HVS

HVS is the world’s leading consulting and services
organization focused on the hotel, restaurant, shared
ownership, gaming, and leisure industries. Established
in 1980, the company performs more than 2,000
assignments per year for virtually every major
industry participant. HVS principals are regarded as
the leading professionals in their respective regions of
the globe. Through a worldwide network of 30 offices
staffed by 400 seasoned industry professionals, HVS
provides an unparalleled range of complementary
services for the hospitality industry. For further
information regarding our expertise and specifics
about our services, please visit www.hvs.com

STR OFFICE:

735 East Main Street
Hendersonville, TN 37075
Phone: 615-824-8664

HVS CANADA OFFICES:

Toronto:

6 Victoria Street
Toronto ON M5E 114
Phone: 416-686-2260

Vancouver:

Suite 400 - 145 West 17t Street
North Vancouver BC V7M 3G4
Phone: 604-988-9743
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