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The legal ownership of realty implies a group of property rights likened to a bundle of sticks,
where each stick represents a right or stream of benefits. The bundle expands as “sticks,” or
rights, are added and gets smaller as sticks are taken away. Significant landowner sticks
include the right to sell, lease, operate, mortgage, donate, subdivide, grant easements, etc.
The rights can be broken up and divided among different parties resulting in differing
ownership interests in property.

Recently, I was queried by a client who was perplexed about cursory information received in
reference to a hotel sale transaction that occurred within a highly desirable U.S.
metropolitan area. The 15-year-old select-service property, which traded for roughly
US$85,000 per key, is in a thriving submarket, in excellent physical condition and achieves
strong occupancy levels, rising average room rates and a NOI margin of roughly 30% or
US$13,800 per available room.  Currently, no new supply is under development, and with
relatively high surrounding land costs, a fundamental barrier to entry for new product exists
for the foreseeable future. Replacement cost new of the property is estimated to be
US$150,000 per key.

The question was: How would a desirable hotel asset performing as well as the subject
trade at a capitalization rate as high as 16% (US$13,800 divided by US$85,000)? A detailed
analysis of the trade revealed two significant issues that affected the sale price. Since its
opening, the subject property has been affiliated and managed by a category killer brand
under long-term contracts, with no ability to terminate them upon any future sale. 

The management contract, which created an encumbrance on the property, requires the
owner to compensate the hotel company above market fees that include a base
management fee of 5% of gross revenues, plus an incentive management fee equal to 20%
of gross operating profit. 

Additionally, under a franchise/license agreement, royalty and group advertising fees –
which total 8% of gross rooms revenues – are paid to the hotel management company for
use of its brand identification and other benefits that accrue to a global chain affiliation. The
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property is essentially encumbered with a long-term no-cut agreement for both
management and branding.

Unlike an unencumbered lodging asset, the subject’s long-term no-cut management and
franchise/license agreements eliminated the owners right (a stick) to operate or reposition
the facility, thus limiting the arena of prospective acquirers of a passive ownership interest
in a brand-managed, suburban select-service hotel. Furthermore, the economics of the
management agreement, which include above-market fees diminishes the available cash
flow to this ownership interest, which in turn heightened perceived risk associated with the
position. 

In this transaction, if the property’s net operating income were adjusted upward to reflect
market management fees, and the long-term operational encumbrance did not exist, the
value of the in-place cash flow to the ownership position would equate to roughly
US$175,000 per room, or roughly 15% higher than replacement cost. Essentially, the above-
market long-term management and franchise/license encumbrances bifurcated the
property’s bundle of rights and reduced available cash flow, resulting in the permanent
erosion of the sponsor’s value of its ownership interest in the property by almost 50%. 

Buyer beware: When analyzing sale transactions of hotels and other forms of commercial
real estate, it is crucial to first consider what rights have been conveyed and their impact on
an agreed-upon price. 
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