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% REAL ESTATE

Hotel is Where the Heart Is

Prashant Das

The outlook for India’s tourism ind-
ustrylooks optimistic. The growih in
demand for hotel rooms has strength-
ened tonearly 8%. The faster-grow-
ingsupply; atover15%, doesnotdet-
erthe broadly positive forecastsfor
occupancy ratesin the near future,

Giventhe bidirectional association
between the average daily roomrate
(ADR) and occupancy rates, arelati-
vely flat ADR ismore of atactical, ra-
therthan strategic, concern. Hotel
investments appear to be more atirac-
tive in the current scenariothan in
therecentpast.

Raising capital for financing hotel
development and investment has
been a challenge. First, duetothe per-
ception thathotels are a risky invest-
ment, mortgage debt at10-14% is exp-
ensive, finanecial leverage is often
constrained, and relatively fewer
banks are willing to finance. Second,
hotelloans usually have shorteram-
ortisation periods—10-15 years—
that stress cash outflows onan ongo-
inghasis whenloans are fully amor-
tising, orat maturity, in case of bal-
loon payments.

Onthe other hand, the burgeoning
Indianmiddle class ceases to be dis-
illusioned by the idea of buyinghom-
esfor investment purposes. Ironical-
ly; investing in residential properties
has been under scrutiny by analysts.
Low current yieldsof 1-3%, uncerta-
in value appreciation at an average

of about 6% and high financing costs
(12-15%) often render home investme-
ntsas finaneially imprudent. So, cou-
1d hotels possibly be pitched to retail
investors asan alternative toresiden-
tial investment?

Asof now, India doesn’t seem to
havea well-developed mechanism for
retail investors to invest in hotels. In
some Western countries, this option
gained sometraction adecadeago,
primarilyin theform of ‘condomi-
nium hotels’. However, such models
have not been successful due to low
yields and liquidity concernsin the
property market. The low yield phe-
nomenon, however, does not seemto
beanissue in India.

Tmagine a typical ownership model.
Lata Kumar buys one of the 200roo-
ms ata hotel for?l crore. She acquires
afee-simpletitleand decidesto use
it for 30 days herself. The remaining
335 room-nightsare to be sold by the
hotelmanagement, ‘HotBrand Inc’,

to guests. Irrespective of how many
days theroom is leftfor renting by
guests, she isliable to paynearly
3,700 a day towards fixed expenses
amountingto a total of 1,10,000.

For the remaining 335 days, she ear-
nsa profit of ¥2,800a day (accounting
forall expenses, fees and vacancy los-
ses) amounting t079,45,000. This me-
ansroughlyz8,35,000 in profit. Thus,
after enjoying a 30-day occupancy,
Lata generates aver-8% yield. Adding
the 9% value appreciation, the total
return is17%. If the cost of debtis
reasonably lower than this, herret-
urnon investmentcould be higher.

Through families like the Kumars,
HotBrand Inc can raise equity capi-
tal without going through the hass-
les of reaching out to the public over
the counter or exchanges. Besides,
inmany cases, theyalso have some
degree of occupancy assurance. It
may decide to earn profit either th-
rough management or franchise
fees, or by owningrooms, or both.

Such investmentmodels are not de-
void of challenges. Venture structu-
ringisamajor challenge. First, Hot-
Brand Inc must create an indepen-
dent clearinghouse to manage own-
errelationships. The additional ad-
ministrative costs must be delegated
to ownersreducing their yield.

HotBrand Inc alsoneeds to have se-
riousreal estate portfoliomanageme-
nt competencies. Unless HotBrand
Inc positionsitself asapurehotel
management servicesfirm, or areal
estate investment trust (REIT), the
issue of double taxation may arise.
Since the regulatory body maynot

2 recognise the hotel businessasa

2 pure-play real estate activity; the REIT

& would have to structure another com-

& panyforhotel operations.
Asthestructure gets complex, Hot-

Brand Inc mustadopt extra measur-
es to ensure transparency in cash flow
tothe owners who, traditionally; have
been sceptical of real estate players
inIndia. Besides, some alternative,

less-risky investments, such asmu-

tual funds, offer higher yields.

Second, HotBrand Incmust partici-
pate in an economy of agglomerati-
on—for instance, by building a size-
able consortium of suchhotelsac-
ross companies and locations—to
ensurearelatively liguid secondary
market for ownership. While some
tenurerestrictions may be warrant-
ed, the owners must be assured that
there will be buyers when they
decide todispose of the asset.

Third, banks must be made aware
of the business models tofacilitate
lending toretail investors. Owners
mayfind it difficultto raise the mini-
mum amount of cashto buyaroom
as banks could perceive thelack ofa
‘secondary market asarisk. Howev-
er, given more attractive yields com-
pared toresidential investments, and
asmall spread between mortgage
rates and the unleveraged return on
such an investment, investors may
have an incentive to pool their equity:

With the introduction of the Real
Estate Regulation Act (Rera)and the
REIT Act, among others, the landsca-
pefor real estate investments seems
to be improving. Transparent busi-
nessmodels, enhanced awareness
and economy of agglomeration can
pave the way for atest run.

Quality operations and superior
experience as a vacation home may
be the key to suceess.

The writer is assistant professor; real
estatefinance, Ecole Hoteliere de Lau-
sanne, University of Applied Seiences,
Switzerland
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