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IInstitutional investors have traditionally viewed hotels as high-risk, opportunistic

investments. We believe that they can be seen as alternative high yield vehicles with

attractive diversification benefits. Expectations for current yield are modest in the majority

of fixed income alternatives for the next few years. Current yields in many real estate

property types have been reduced due to a combination of weakened fundamentals and

increased demand for the asset class.  The hotel market in general and the Upper Upscale

and Luxury full service segments are currently experiencing a robust recovery from the

combined effects of terrorism and the recent recession. As the economic expansion

continues, these assets may offer a particularly attractive alternative to more traditional

real estate sectors and to other traditional sources of current income. Hotel performance

has historically been more closely tied to the business cycle than to the real estate

cycle, thus the addition of hotels to the portfolio may actually reduce the overall volatility

of the current yield in a diversified real estate portfolio.

Hotels
an Alternative

an Alternative

Yield Play?Yield Play?
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Correlation Matrix
NCREIF Quarterly Total Returns 1980:4 - 2004:2

Hotel        Office        Retail          Industrial      Apartment

Hotel 1.00

Office 0.40         1.00

Retail 0.05         0.51        1.00

Industrial 0.33         0.92        0.57      1.00

Apartment 0.32         0.74        0.46      0.72    1.00

 Table 1

The search for increasingly elusive
current yield
Institutional investors - notably pension investors - are caught

between falling yields in most asset classes and rising

demands for cash distributions to a growing pool of

annuitants. Actuarial assumptions are being revised in many

plans, both public and private. Expectations of long run

returns on the order  of  8% to 9% have come under scrutiny

at the same time that liabilities are being discounted at lower

rates leading to a growing gap between assets and liabilities.

Real estate is seen as a good source of current income

relative to common equity and - in the current interest rate

 Table 2

Yield Correlation Matrix 1990:1 - 2004:3
NCREIF Hotel Cash Flow vs. Dividend Yield

LB Aggregate
Bond Yield

LB Hi-Yld NAREIT Equity
Div Yld

NCREIF Hotels  LB AAA  Corp Yld S&P 500 Div
Yld

NCREIF
ex- Hotels

 1.00
 0.40 1.00
 0.34 0.99 1.00
-0.09 0.16 0.20 1.00
 0.65 0.34 0.27                 -0.31 1.00
-0.03 0.49 0.50 0.65 0.06 1.00
-0.63                      -0.52                     -0.45 0.38             -0.89 0.04 1.00

Correlation of NCREIF Hotel Cash Flow with NAREIT Lodging Dividend Yield 2000:1 - 2004:2 = -0.35

NCREIF Ex-Hotels

LB AAA Corp
LB Aggregate Bond

LB HI-Yld
S&P 500 Div

NCREIF Hotels

NAREIT Equity Div

environment - fixed income as well. But the combination of

weak fundamentals and abundant capital has eroded real

estate yields dramatically. Current yield in real estate has

fallen by 200 to 300 basis points in recent years. Hotels are

not immune to these forces, however, they offer the highest

current yield of the major property sectors.

Hotels may offer an attractive
complement to other real estate sectors
Hotels are the form of real estate that historically have been

most closely aligned with the broader business cycle. Upper

upscale hotels are the hotel segment most reliant on the
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Hotel yields have shown low or negative correlation with

other property types and with other yield vehicles from the

broader capital markets. Table 1 shows that the NCREIF total

return data indicate that hotel returns had correlation with

other property sectors ranging from .05 (retail) to .40 (office).

Adding hotels to a property portfolio could bring meaningful

diversification. Table 2 compares the current yield portion

of total return from hotels in the NCREIF portfolio with

current yields from various fixed income and equity

instruments. Correlation of these yields with NCREIF hotel

yields ranged from -0.63 (NCREIF without hotels) to 0.65

(S&P500) for the period 1990 through the third quarter of

2004. Perhaps the two most interesting relationships are the

broader business cycle. These properties derive their revenue

from three broad groups; transient leisure travelers, transient

business travelers and group meeting attendees. The demand

for each of these types of travel is affected by the state of the

economy. The group meeting business is the most closely

tied to the economy because it is dominated by sales incentive

meetings, new product introductions and training meetings.

These three activities fall off sharply in a recession and

typically only recover after corporate profits have rebounded.

We believe that such a recovery is currently underway.
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correlation of hotel distributable income with the NAREIT

Equity dividend yield (-0.03) and with the NAREIT Lodging

dividend yield (-0.35). Direct ownership of hotels may

provide relatively high distributable income that is not highly

correlated with other investment assets. The addition of

hotels to a diversified real estate portfolio offers the

potential to both increase total current income due to their

higher yield characteristics and lower the volatility of

portfolio income due to their low correlation with other

property types.

Hotels have provided stable cash flows under
direct ownership
Institutionally owned hotels have historically provided a

relatively stable cash yield based on the NCREIF data. Since

1994, NCREIF hotels have averaged over 7% distributable

cash return annually with a standard deviation of less than

2%. Part of the stabilizing influence in hotel yields is the

presence of annual reserves for Furniture, Fixtures and

Equipment (FF&E). FF&E reserves are typically made in

the form of actual cash deposits into a sinking fund, usually

at the rate of 4% to 6% of the property’s total gross revenue.

The Capital Expenditure implied in the NCREIF data based
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Rolling Annual Total Returns NCREIF Office & Hotel 1980:4 - 2004:2
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on the spread between distributable cash and Net Operating

Income (NOI) was 3.6% in the years between 1994 through

2003. This rate falls close to industry standard FF&E reserve

rates for full service properties. The NCREIF portfolio may

contain limited service properties that typically have lower

reserve rates.

Hotels have demonstrated an attractive risk/
reward relationship
Figure 1 shows the quarterly total return of NCREIF office

and hotel properties from the beginning of 1994 through

second quarter 2004. Hotel total returns were greater than

office total returns in the majority of quarters observed.

Figure 1 also demonstrates the relative attractiveness of hotel

returns during an economic expansion. NCREIF hotel returns

exceeded office returns in 15 of the 25 quarters between

1994:1 and 2001:1.

Figure 2 demonstrates the relative performance of the two

property sectors over a longer period – 1980:4 – 2004:2 (the

longest NCREIF hotel series available). Hotel total returns

exceeded office by 125 basis points over the period with only

71 basis points of added volatility.

Hotel investment during an economic expansion may

provide an opportunity to achieve relatively high current

yields and cash distributions with modest volatility and an

attractive risk/reward ratio. The hotel market is well into

an extended recovery that Cornerstone Research

anticipates will benefit Upper Upscale and Luxury brands

favorably.
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One of the attractive characteristics of full service hotels

is the range of goods and services they offer travelers beyond

just a room. Limited service hotel revenue is capped by the

relationship of rate and occupancy. In full service hotels

however, revenue comes from meeting room rentals, audio-

visual services, restaurants and catering, retail tenants and

many other sources – each priced separately as demand

fluctuates. A second characteristic is the effect of operating

leverage. Once a property has achieved a level of rate and

occupancy that surpasses the breakeven point, most of the

Economics of full service hotels
are attractive
The Average Daily Rate (ADR) and

Revenue Per Available Room

(RevPAR) are the two industry standard

measures used in addition to

Occupancy. RevPAR is essentially

ADR times Occupancy. In Figure 7 we

can see that Upper Upscale and Luxury

hotels in the trailing year had ADR

north of $100 and $200 respectively.

We believe based on past experience

with hotels in a business cycle

expansion that these numbers should

move up substantially during the next

several years.

The data shown in Figure 8

represent the rate of change in RevPAR

by hotel segment. The 8.5% growth in

revenue in Upper Upscale properties

came from a 5% growth in occupancy,

indicating that there is already a broad

trend of rate and ancillary revenue

growth in place.

Figure 7

Average Daily Rate and Revenue per Available Room
Year to Date as of June 2004

Smith Travel Research, Cornerstone
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Change in Rooms Sold Year to Date as of June,
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constitutes a meaningful threat to occupancy and rate growth

in existing properties. The actual change in demand for rooms

in the year between June 2003 and June 2004 can be seen in

Figure 6. Upper Upscale demand measured by the change

in the total room nights sold was up 6.5% while Luxury

properties sold nearly 10 percent more rooms that in the

previous year. The difference between five percent occupancy

growth and 6.5% demand growth was absorbed by additional

room supply. (Note that at any time the hotel market has

existing rooms that are out of service for renovation or

internal staff use as office space.)  It is

not likely that new supply accounted for

a meaningful portion of that 1.5% gap.
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marginal revenue falls to the bottom line. A marginal room

sale incurs only the cost of cleaning the room, often estimated

at around $25.00.

During recent years, the breakeven point in full service

hotels has been dramatically lowered – primarily as a result

of the oversight from institutional and public ownership.

Today, occupancy in the low 50% range is considered to be a

normal breakeven point.

Hotel properties are not threatened by the advent
of new supply
As in all property types, hotels

have their own cycle of growth

in demand followed by growth

of supply. Cornerstone research

tracks existing and proposed

construction of all major

property types throughout the

U.S. Current supply growth is

shown in Figure 9. Three

insights can be gained from

Figure 9. First, there is not a

meaningful amount of supply in

the Upper Upscale and Luxury

pipelines. Taken together, the

rooms under construction

represent about 13,000 additions

on a base of approximately

610,000 rooms. Second, the bulk

of supply is in the lower-priced

segments and it is all in branded

rooms. Note that there is less

than one percent growth in

independents. The U.S. hotel

industry is in the final stages of

replacing independent operators

(“Mom and Pop” type

November 2004
Marc Louargand, Ph.D., Chief Investment Strategist,

Cornerstone Real Estate Advisers LLC
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properties) with branded products. Finally, there is very little

supply at the low end of the price range. A significant quantity

of these brands were created and/or expanded during the last

cycle. We believe that they will begin another expansion cycle

later in this economic expansion, but they basically represent

the replacement of independent, roadside operators with

branded properties.
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This presentation includes forward-looking statements
within the meaning of the Private Securities Litigation
Reform Act. All statements other than statements of his-
torical facts included in this presentation, including, with-
out limitation, statements regarding business strategy,
budgets, projected costs , return expectations, and plans
and objectives for future operations, are forward-looking
statements. In addition, forward-looking statements gen-
erally can be identified by the use of forward-looking ter-
minology such as “may,” “will,” “expect,” “intend,” “esti-
mate,” “anticipate,” “believe,” or “continue” or the nega-
tive thereof or variations thereon or similar terminology.
Although it is believed that the expectations reflected in
such forward-looking statements are reasonable, there can
be no assurance that such expectations will prove to be
correct.

Certain information regarding historical performance of
the economy and markets was obtained from third parties
unrelated to Cornerstone. Cornerstone believes that such
information is reliable, but does not warrant its accuracy
or completeness.In considering the prior performance in-
formation contained herein, the reader should bear in
mind that past performance is not necessarily indicative
of future results.

Opinions and estimates offered herein are subject to change
without notice, as are statements of market trends, which
are based upon current market conditions.

This report does not constitute an offer to sell or the solici-
tation of an offer to purchase any securities. Any offering
of securities by Cornerstone Real Estate Advisers LLC will
be made in compliance with applicable state and federal
securities laws. No federal or state securities commission
or other regulatory authority has recommended an inter-
est in Cornerstone Real Estate Advisers LLC nor has any
such authority confirmed the accuracy or determined the
adequacy of this brochure. Any representation to the con-
trary is a criminal offense.

Forward-Looking Statements

Since 1994, Cornerstone has

been a major participant in the hotel

investment management  sector  with

currrent  portfolios consisting of  31 hotels

valued  at  approximately $1.5 billion, as of

June 30, 2004.
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Luxury

Fairmont Hotel

Four Seasons

Hotel Sofitel

Inter-Continental

Loews

Luxury Collection

Mandarin Oriental

Le Meridien

Pan Pacific

Preferred

The Peninsula Group

Prince Hotels

St. Regis

Ritz-Carlton

Star Hotels

W’ Hotels

Caesars

Concorde Hotels

Doral

Doubletree Hotels

Embassy Suites

Embassy Vacation

Resorts

Gaylord Entertainment

Helmsley Hotel

Hilton Hotels

Hilton Gaming

Hyatt

Jurys Hotels

Marriott

Marriott International

Marriott Conf. Center

Millennium Hotels

New Otani Hotels, The

Nikko

Omni

Renaissance

Raphael Hotel

Sheraton Hotel

Sonesta Hotel

Swissotel

Westin

Adam’s Mark

Amerisuites

Xanterra Parks &

Resorts

Aston

Club Med

Coast Hotels Usa

Courtyard

Hilton Garden Inn

Crowne Plaza

Harrah’s

Hawthorn Suites

Hawthorn Suites Ltd

Homewood Suites

Hotel Novotel

Outrigger

Radisson

Residence  Inn

Sheraton Inn

Springhill Suites

Staybridge Suites

Summerfield By

Wyndham

Woodfield Suites

Woodfin Suites

Wyndham Hotels

Wyndham Luxury

Wyndham Resorts

Amerihost

Baymont Inns & Suites

Bradford Homesuites

Cabot Lodge

Candlewood Hotel

Clubhouse Inns of

America

Comfort Inn

Comfort Suites

Country Inn & Suites

Drury Inn

Fairfield Inn

Hampton Inn

Hampton Inn & Suites

Heartland

Holiday Inn Express

Innsuites Hotels

La Quinta Inns

La Quinta Inns & Suites

Lees Inn Of America

Mainstay Suites

Phoenix Inn

Shilo Inn

Sierra Suites

Signature Inns

Silver Cloud

Sleep Inn

Townplace Suites

Wellesley Inn

Wellesley Suites

Wingate Inn

Upper Upscale Upscale Midscale W/O F& B

Chain Scale Segmentation

Appendix 1 as defined by Smith Travel Research
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Admiral Benbow

Americinn

Wandlyn Inn

Bayview Int’l Hotels

Best Inns

Best Hotels

Best Suites

Best Value

Budget Host Inn

Country Hearth Inn

Cross Country Inn

Crossland Suites

Days Inn

Downtowner Motor Inn

E-Z 8

Econo Lodge

Inns Of America

Exel Inn

Extended Stay America

Family Inns Of America

Good Nite Inn

Great Western

Guesthouse Inns

Homegate

Homestead Studio Suites

Howard Johnson Exp. Inn

Innkeeper

InncalI

Intown Suites

Inn Town/Suburban

Interstate Inn

Jameson Inn

Key West Inn

Knights Inn

Lexington Hotel Suites

Master Hosts Inn

Masters Inn

Mcintosh Motor Inn

Microtel Inn

Motel 6

National 9

Park Inn

Passport Inn

Peartree Inn

Ramada Limited

Red Carpet Inn

Red Roof Inn

Roadstar Inn

Rodeway Inn

Savannah Suites

Scottish Inn

Select Inn

Select Suites

Shoney’s Inn

Studio 6

Studio Plus

Suburban Lodge

Sun Suites Hotels

Super 8

Thift Lodge

Travelodge
Vagabond

Villager Lodge
Wilson Inn

Best Western

Clarion

Doubletree Club

Four Points

Garden Plaza

Golden Tulip

Harvey Hotel

Hawthorn Inn & Suites

Holiday Inn

Holiday Inn Select

Sunroute Co Ltd

Howard Johnson

Jolly Hotels

Little America

Marc

Ohana Hotels

Park Plaza

Quality

Quality Inn Suites

Ramada

Red Lion

Romantik Hotel

Westmark

Sunspree Resorts

Westcoast

Wyndham Garden Hotel

Midscale W/ F & B Economy

Copyright 2004.
Smith Travel Research

Chain Scale Segmentation

Appendix 1 as defined by Smith Travel Research


