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71.01 THE LODGING INDUSTRY

[1] History

An investment in the lodging industry, whether it be for the purpose of acquiring an
existing facility or developing a completely new one, requires a certain amount of re-
search regarding both the industry as a whole and the investment itself. Hotel Invest-
ments Handbook presents the necessary information and analytical methods in the
sequence in which they are used in order to make a prudent investment. Before em-
barking on a hotel investment, a prudent investor gains a general knowledge of the
hotel industry and the ways in which it works. Chapters 1 through 4 provide an
overview of the industry and discuss the forces that affect it.

The evolution of the lodging industry in the United States is, of course, closely re-
lated to the economic history of the country. Usually, the health of the industry can
be gauged by the condition of the economy as a whole. Prosperous times for the na-
tion typically mean increased room and occupancy rates and the construction of more
lodging facilities. When the economy falters, leisure and business travelers tend to
stay home or spend less on accommodations when travel is necessary.

Internal industry cycles also have a strong effect on the lodging industry. The
most important of these is the continually changing relationship between room de-
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mand and room supply. For example, hotel construction is fueled by several factors
other than simple demand. The availability of funds is often a determining factor.
Oversupply, often the result of periods of increased construction activity, has meant
stagnation for the industry, even when the economy as a whole performs well. This
was the case in the late 1980s.

Along with the evolution of lodging products and the identification and pursuit
of specific segments of the lodging market, the ownership and management of lodg-
ing facilities have undergone many changes. The industry, which began with entrepre-
neurs who owned and managed individual properties, has come to be dominated by
national and international chains. At one time, the chains built and owned the proper-
ties on which their names were displayed, but the trend in the industry is for many of
the major hotel chains to develop and manage properties for outside investors. This
fundamental change has dramatically increased the number of individuals and corpo-
rate entities involved in hotel projects.

Chapter 2 traces the development of the lodging industry in the United States
from colonial days to the present. Along the way, it points out the major develop-
ments that have affected the industry, such as franchising, new financing methods,
and product and market segmentation. This chapter also introduces the reader to the
hotel industry as it exists today.

[2] National Supply and Demand

In addition to a familiarity with the basic elements of the lodging industry and the
economic trends that affect it, an understanding of the nature of the national supply
of lodging and the national demand for lodging is essential in order to correctly make
the crucial decisions affecting an investment, such as the choice of a particular
market or product. Chapter 3 describes the various types, classes, and locations of
facilities that make up the national supply of lodging as well as the characteristic
operating results of the various kinds of facilities. Chapter 4 identifies the sources
of data by which present demand can be quantified and future demand projected.

71.02 PLANNING A HOTEL INVESTMENT

1-2

Whether a hotel investment entails the development of a new property or the acqui-
sition of an existing facility, proper planning is necessary for success. The following
lists outline the steps that must be taken to acquire or develop a lodging facility. Some
of the steps are appropriate for both the development and acquisition process, while
others are unique to only one. The order of the various steps is not fixed and some
may be performed concurrently.

[J Hotel Acquisition:

* Planning stage:
—Select a region of the United States.
— Narrow the selection to several cities or market areas.
— Look for a market niche.
—Look for a product (i.e., available properties).

— Perform a preliminary economic market study and appraisal.
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* Implementation stage:
— Tie up the property with a letter of intent, option, or contract.
— Negotiate the terms of the sale.
—-Go to contract on the property.
— Line up an operator.
— Line up a franchise.
-—Commission a formal economic market study and appraisal.
— Line up mortgage financing.

—Line up equity financing.

[0 Hotel Development:

* Planning stage:
—Select a region of the United States.
— Narrow the selection to several cities or market areas.
— Look for a market niche.
— Look for a product (i.e., available sites).

—Perform a preliminary economic market study and appraisal.

* Implementation stage:
—Tie up the property with a letter of intent, option, or contract.
— Obtain zoning and permits.
— Assemble the project team.
—Line up an operator and franchise.
— Prepare architectural plans and estimate project costs.
— Commission a formal economic market study and appraisal.
—Line up a mortgage.
.— Line up equity capital.

. Chapters 5 through 13 describe the essential steps in planning a hotel invest-
ment, particularly the evaluation of markets, sites, and products in order to determine
a viable location; the type and class of facility that would best utilize the attributes
of the location and opportunities afforded by the local market area; and the financial
results that can be expected from the proposed facility. Appendix 1 contains a data
collection checklist covering many of the topics described in these chapters.

Chapters 5 through 13 feature case studies developed to illustrate the concepts
presented in the text. A proposed hotel (as opposed to an existing facility) was
selected as the subject in order to demonstrate how a market study and appraisal can
be performed without the benefit of historical operating data. The case studies are
designed to be realistic, but the data is hypothetical.

[1] Selecting a Lodging Market

The first step in both hotel acquisition and development planning is to determine
where to begin the search for suitable hotels to acquire or sites to develop. Chapter
5 shows how investors should evaluate various regions of the country, using data
and analytical techniques to determine whether they should be considered further

1-3



1 1.02[2]

HOTEL INVESTMENTS HANDBOOK

or rejected. Some of the important factors that investors should consider are the
following:

* Proximity to home office. Hotels are labor-intensive businesses that require
constant supervision and direction. When acquiring or developing a lodging
facility, investors are well-advised to keep it close to home so that it can be
given their full attention. Supervising lodging operations scattered over a wide
geographic area is of course possible, but to do so requires a level of exper-
tise that can be gained only through significant industry experience.

* Signs of economic growth. Regions of the country exhibiting strong growth
trends are generally better suited for hotel investing than are regions that are
economically stagnant.

* Competitive environment. The hotel investor should carefully evaluate the re-
gional supply of competitive lodging facilities in conjunction with his study
of economic growth. Even if economic trends are favorable, an adverse com-
petitive environment brought about by the oversupply of hotel rooms can
make a region an undesirable location for acquiring or developing a lodging
facility.

Once the investor has selected a particular region, he should use similar criteria to
choose specific market areas in which to focus his investigations. The demand for
transient accommodations and the competitive supply are once again the key factors
to be considered when analyzing potential market areas.

After the market area has been determined, the next step is to find a market
niche, which is a unique market position or a particular market for which a product
may be suited. When evaluating a market area, the hotel investor first looks for situ-
ations that exhibit a need for a specific hotel product. At the same time, considera-
tion is also given to protective characteristics known as barriers to entry, which might
include restrictive zoning or license approval processes, limited suitable land or ac-
quisition opportunities, rapidly escalating construction costs, and the unavailability of
an appropriate chain affiliation or management company. A unique market position
may quickly change to an overbuilt position if no barriers to entry exist and other
competitive products can enter the market without much difficulty.

Finding the appropriate market niche not only is an important consideration for
a proposed hotel development but can be equally critical when it becomes neces-
sary to reposition an existing property. A hotel can be repositioned through a re-
novation or upgrading, change of franchise affiliation, or the introduction of new
management.

[2] Property and Site Selection

1-4

Once the type of hotel has been determined on the basis of the evaluation of market
niches, the investor must start to look for available hotels if an existing property is
desired, or suitable sites if a new development is desired.

Real estate brokers are the best source of information regarding the availability
of property for sale. When looking for an existing hotel, investors often use the ser-
vices of a broker whose practice is concentrated in the lodging industry. A knowl-
edgeable hotel broker can save considerable time and effort by showing only
properties that meet the investor’s particular criteria. When looking for potential hotel
sites, it is best to use a land broker familiar with the local area—particularly the zon-
ing regulations, building codes, and related laws. One of the most difficult aspects of
accomplishing a hotel development is obtaining the necessary zoning changes and
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variances. A knowledgeable land broker understands these issues and can direct the
developer to suitable sites requiring minimal zoning changes and approvals. Brokers
are compensated by the seller with commissions based on a percentage of the sales
price—generally 1 percent to 4 percent for existing hotels and 4 percent to 10 per-
cent for vacant land.

Real estate brokers are agents for the seller; as such, they work for, are loyal to,
and are paid by the property owner. Sometimes buyers of existing hotels or devel-
opable sites find it advantageous to employ either a broker or a property search firm
to research potential investment opportunities. This alternative is sometimes effective,
because a search firm is often able to obtain leads on hotels for sale before they ac-
tually go on the market. The same hotel knowledge and experience is necessary for
a hotel search firm as a hotel broker. The fee arrangement for a hotel search depends
largely on the area covered; sometimes fees are based on an hourly or per diem rate,
a flat fee, or some formula related to the number of hotels actually acquired by the
client. '

Buyers can also research the market and successfully locate potential products
on their own, but usually only if the buyer is familiar with the local area and knows
all the property owners and potential sellers or if the buyer is a major, well-known
buyer of lodging facilities and is likely to receive solicitations directly from potential
sellers. By dealing directly with the seller, the buyer can avoid paying a fee to a bro-
ker or a search firm, and thus eliminate a considerable expense, which is ultimately
reflected in the purchase price of the property.

[3] Preliminary Market Study and Appraisal

Before any money is committed to the purchase of the property, prudent investors
perform or commission a thorough preliminary economic market study and ap-
praisal. The information yielded by this analysis is used to determine the type of
hotel and facilities best suited to the location and the type of management and fran-
chise affiliation (if any) that would be the most effective. Another important product
of a market study is a forecast of the revenues and expenses that the subject property
can be expected to realize. This information is vital to the buyer during the negotia-
tion of the sale of the property, because it can be used to determine the value of the
facility.

The first step in evaluating a proposed investment is to analyze the site of the
proposed or existing property. The suitability of the site for hotel operations is one of
the most important determinants of the success of an investment. The site analysis in-
volves such factors as the physical suitability of the land, access and visibility, the
availability of utilities and other services, and the applicable zoning regulations.
Chapter 6 examines all of these concerns and shows how they are to be weighed in
the evaluation of a proposed site.

Once a particular site has been selected, the area in which it is located must be
evaluated. Generally, this evaluation includes both the immediate neighborhood of the
site and its market area. The extent of the relevant neighborhood can usually be de-
termined by simple observation of the surrounding area, including roads and land-use
patterns. The market area, on the other hand, is often harder to identify because it in-
volves a larger area and depends on more abstract factors (e.g., competition and travel
patterns). Chapter 7 explains how both the neighborhood and the market area can be
determined and evaluated for suitability.

An important step in any hotel investment is an examination of the supply of
lodging facilities in the subject area. Before the success of the proposed hotel in-
vestment can be determined, the appraiser must first determine the degree to which
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other hotels in the area would compete with the subject property. Chapter 8 discusses
how this analysis should be performed. It explains how operating information for
competitive hotels can be obtained or projected and shows how data obtained from
competitors can be adjusted to eliminate any bias that they might contain.

After the supply of hotels has been evaluated, the existing demand must be
quantified to determine its ability to support a new hotel or the acquisition of an
existing facility. The demand analysis can be performed using one of two methods:
the demand generator build-up approach or the lodging activity build-up approach.
Chapter 9 explains these two methods and shows how the data necessary to use them
can be obtained.

In conjunction with the analyses of local supply and demand, the appraiser must
determine the competitive positions of all the local facilities and how the subject
property would fit into this picture. Generally, this task involves determining the cur-
rent market share, average room rate, and occupancy rate of the existing competition.
Once this determination has been made, the appraiser can forecast these variables for
the subject property. Chapter 10 shows how this analysis is accomplished.

One of the final steps in the preliminary appraisal is to forecast the income and
expenses of the proposed hotel investment. The income projection focuses on a ho-
tel’s main categories of revenue, such as rooms, food and beverage, and telephone in-
come. The expense projection examines a hotel’s main items of expense, such as
rooms, food and beverage, telephone, administrative, management, and marketing
costs. Chapter 11 discusses the various categories of revenue and shows how a rev-
enue forecast is made. Chapter 12 does the same for expenses.

A property valuation, along with the forecasts of revenue and expense, allows
the appraiser to make a recommendation regarding the feasibility of a proposed hotel
investment. The first step in a property valuation is to determine the overall worth of
the subject property. This step entails appraising an existing hotel or forecasting the
value of a proposed property. This value is contrasted against the cost of the property,
which is either the cost of acquisition or of construction. Chapter 13 explains the
three basic methods for performing a property valuation: the cost approach, the sales
comparison approach, and the income capitalization approach.

 11.03 DEVELOPMENT, ACQUISITION, AND FINANCING

1-6

Once the necessary planning for a hotel project has been completed, the actual
process of development or acquisition, as outlined in Chapters 14 through 17, can
begin. Chapter 14 discusses hotel investment, offering reasons to invest in hotels, a
historical perspective for the investor, and finally key strategies for and insights into
the investment process.

Chapter 15 discusses important considerations for those who wish to own a hotel
property. The form of hotel ownership is a very important decision that is usually based
on tax, legal, or business considerations. For example, an owner might choose to form
a corporation instead of individual ownership in order to limit his personal liability.

In this chapter, the following business entities are discussed:

Individual ownership
Concurrent ownership (by two or more individuals)

Partnership (general and limited)

1.
2.
3.
4. Regular corporation (C Corporation)
5. S Corporation

6.

Limited liability company (LL.C)
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7. Trust
8. Real estate investment trust (REIT)

Chapter 16 explores the various financing techniques and sources of capital
commonly used in the hotel industry, along with the mortgage loan process and what
the hotel developer should consider when obtaining a mortgage.

Chapter 16 divides equity and debt sources into the following two categories:

1. Institutions that originate mortgages and maintain portfolios of both mort-
gages and real estate equities, including:

— Commercial banks;

— Life insurance companies;

— Private credit companies; and
—Pension funds.

2. Investment conduits, which are primarily entities that invest in hotel real es-
tate mortgages and pass through income and gain to investors (both private
individuals and institutions), including:

—Real estate limited partnerships (RELPs);
—Real estate investment trusts (REITs); and

— Commercial mortgage-backed securities (CMBS).

»

Mortgage financing, which is how most hotels are financed. Topics covered
include:

— Types of Mortgage loans; and
— Obtaining a hotel mortgage.

Chapter 17 focuses on two issues related to the buying and selling of hotel prop-
erties. The first is the importance of hiring a professional broker when selling a ho-
tel property. The second is the like-kind exchange. An exchange of hotels, or an
exchange of business property for a desired hotel property, is a creative means of ac-
quiring a new property. This method can offer unique planning opportunities for the
hospitality or business owner who wishes to relocate to another market. It can also
provide significant tax savings for a new owner, because appreciated property can be
exchanged without incurring any tax on the appreciated gain.

71.04 FRANCHISE AFFILIATIONS AND HOTEL MANAGEMENT

Two of the most important steps in the hotel investment process are obtaining a fran-
chise affiliation and selecting a hotel management company, as described in Chapters
18 through 21. The choice of a franchise affiliation is an important decision in a ho-
tel investment that should be made as early in the acquisition or development process
as possible. Even more so than a management company, a franchise company will
want the opportunity to participate in decisions regarding designs and specifications
for a lodging facility, because most have companywide standards that must be met by
each of their properties. An early decision also enables the property owner to accu-
rately determine the cost of the franchise affiliation and use the information when
analyzing the economics of the project.

Chapter 18 discusses the major concerns in choosing a franchise affiliation, in-
cluding the advantages and disadvantages of franchises, the services offered by fran-
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chisors, and the fees charged by franchisors. The chapter also examines the process
for selecting a franchise affiliation and the agreements between franchisors and fran-

chisees.

[1] Property Management

Whether the project in question is a development or an acquisition, a management
company should be retained as early as possible in the process. In the case of a de-
velopment, a management company should be brought in before any significant
amount of time is spent on architectural drawings, so that the management company
will have the opportunity to provide suggestions regarding the layout and general de-
sign of the facility. Securing a management company early on is even more important
for a hotel acquisition, because the company will often be able to generate valuable
information regarding the projected operating performance of the property, which can
be a critical factor for the purchaser during the negotiation of the sale of the property.
In addition, the management company will indicate what changes must be made to the
property if improvements are required in order to meet the company’s operating stan-
dards. This input will also have an effect on the negotiating position of the buyer.
Chapter 19 describes the two basic types of management companies: first-tier op-
erators and second-tier operators. It examines all of the important considerations in
choosing a management company and looks at the actual contract negotiation process. It
also compares the hiring of individual managers to the hiring of a management company.

[2] Management Contracts

The proper execution of the management contract is a vital step for the successful de-
velopment of the hotel investment. This document spells out the basic relationship
between the owner and the operator. Each party must be able to negotiate the contract
with a full understanding of the consequences of including or disallowing a particu-
lar provision. If either party is permitted to include provisions that are disproportion-
ately favorable to its position, the working relationship between the parties can be
severely damaged.

Chapter 20 provides an in-depth analysis of operating agreements between ho-
tel owners and management companies. It describes the basic provisions found in
management contracts, ranging from fee structures, financial reporting, and budget-
ing to terminations, assignment of employees, and indemnification. Appendix 3 con-
tains a wide assortment of clauses, taken from actual management agreements, that
can be used to assemble a working contract. The clauses are labeled to show their ori-
entation—owner, operator, or neutral.

Chapter 21 steps back a bit to discuss the essential steps in the coordination and
execution of a hotel’s development. The actual process of construction is not dis-
cussed, but the phases that a hotel development project typically goes through and the
roles of the main contributors to a development project are explained in detail.

91.05 OTHER ISSUES

Chapters 22 through 24 discuss other timely issues of interest to hotel developers. The
focus in Chapter 22 is on international markets. The chapter includes a discussion of
the benefits of investing in developed countries versus developing ones. It also
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includes country-by-country descriptions of the hotel markets in Europe and the
Middle East. For each country, the state of the current hotel market and its potential
for growth is discussed.

Chapter 23 focuses on a particular market within the hotel industry—the casino
gaming industry. Casino-style gaming is currently legal in twenty-two states, in a va-
riety of forms such as on riverboats, at riverside docks, and in saloons, and on vari-
ous sites including Indian reservations, public parcels and waterways, and privately
owned land. A combination of consumer acceptance and the local municipalities’ need
to increase revenue has resulted in an array of new jurisdictions and gaming venues.
This chapter provides a detailed analysis of the current state of the industry as well
as its future. :

Chapter 24 offers practical advice about the selection of a consulting and ap-
praisal firm to perform an economic market study and appraisal of property. The
chapter includes an analysis of the major changes that have taken place in the ap-
praisal industry since the passage of the Financial Institutions Reform and Recovery
Enforcement Act (FIRREA) in 1990.

71.06 INDUSTRY SOURCES AND CONTACTS

The directories at the back of Hotel Investments Handbook offer information about
companies currently involved in the hotel industry, such as hotel developers, lenders,
management companies, and franchise companies. Each entry includes the name,
address, and telephone number of the firm along with the person to contact. Once an
investment has reached the planning stages, these directories can provide investors
with invaluable leads as to the people and firms to contact to make their project a
reality.
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72.01 COLONIAL TIMES TO WORLD WAR 1l

[1] Inns, Rooming Houses, and Grand Hotels

The first lodging facilities developed in the United States were coaching inns and
taverns. Patterned after English inns, these facilities were situated primarily in sea-
port towns and along coaching routes. As the new colonies developed and the coun-
try expanded westward, lodging facilities with higher degrees of opulence were
established. Influenced by their European counterparts, they closely resembled the
hotel as we know it today and were located in resort and urban settings.

The growth of the U.S. railroad system led to an increased demand for overnight
accommodations for rail travelers. Numerous small rooming houses were built
near train stations to accommodate transient guests. Quite spartan, these facilities
generally had much lower standards of service and cleanliness than the luxury hotel
properties found in the cities and resort areas. Travelers in most situations had a
choice between high-quality downtown hotels and inexpensive accommodations in
railroad rooming houses. For many travelers, unable to afford first-class accommo-
dations, the railroad rooming houses were the only viable option for overnight
accommodations.

[2] Birth of the Modern-Era Hotel

2-2

At the turn of the century, the United States experienced an economic expansion that,
in conjunction with improvements in transportation and lower travel costs, opened up
travel to the middle class, thereby creating a new and rapidly expanding market for
hotel accommodations. The economic expansion also brought about increased com-
mercial activity and ever-larger numbers of business travelers. However, neither the
hotels at the upper end of the market nor those at the lower end satisfied the needs
of business travelers.

[a] The First Significant Commercial Hotel

In response to expanding commercial market demand, Ellsworth M. Statler in 1908
opened the Buffalo Statler in Buffalo, New York—the first modern era hotel meant
to accommodate the needs of the commercial guest. Many of the conveniences taken
for granted today were first instituted by Statler in this hotel, which became the
mode] for reasonably priced, efficiently run commercial hotels throughout the coun-
try. Standard features in all of Statler’s hotels included private baths, full length
mirrors, morning newspapers, and overnight laundry. “A bed and a bath for a dollar
and a half,” Statler’s tagline, came to mean a standardized hotel product to U.S.
travelers.

[b] Luxury Hotels in the Early 1900s

During the early 1900s, an aggressive expansion in hotel construction took place in
the United States as large luxury hotels (e.g., the Plaza, built in New York City in
1907) were constructed in major cities, and the commercial hotel segment continued
to emerge. This expansion slowed during World War I, but when the nation’s in-
volvement in that war concluded in 1918, there was a tremendous resurgence in hotel
development, which lasted until the early 1920s.
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[3] Overdevelopment in the 1920s

After the war, the middle class continued to prosper, and investment capital for hotel
development projects was generated. The fact that nationwide hotel occupancy rose
from 72 percent in 1919 to 86 percent in 1920, coupled with the perception that real
estate was a sound, safe investment vehicle, made many people eager to contribute de-
velopment capital as they listened to hotel promoters. Many times the developer’s ar-
guments for investment were predicated not on economic feasibility but on civic pride,
improving a neighborhood, or the personal prestige associated with investing in new
hotel development projects. In"some cases, local merchants were promised business
from the hotel when it opened in exchange for an investment in the project. In these
“community-financed” hotel projects, real estate bonds for first and second mortgages
were sold to local residents to stimulate business for the hotels from the local com-
munity. In many situations, the financing structures that were created involved ex-
tremely high leverage accompanied by a commensurately high degree of risk.

Despite these conditions, however, investors were convinced of the viability of
hotel development projects. Investment capital was readily available, and numerous
hotel development projects were financed, resulting in a boom in hotel construction
throughout the decade.

By the mid-1920s, Hotel Management (a trade publication that later became the
current Hotel and Motel Management) began to print articles by industry spokesper-
sons warning against “over-hoteling” and urging professional hoteliers to reveal to the
public the “real facts” about their hotel’s occupancy level and financial condition to
offset the larger-than-life stories that had contributed to the overbuilding. To illustrate
the extent of the overbuilding problems, a nationwide survey was conducted in 1928
and 1929 by an objective body, the Engineering-Economics Foundation. This post-
graduate college in Boston quantified hotel room supply, guest demand, occupancy
levels, rates, and hotel failures between 1919 and 1928. They found that nationwide
hotel occupancy had drastically declined from a high of 85.5 percent in 1920 to 67.6
percent in 1928. A staggering decrease of 17.9 occupancy points equated to a 21 per-
cent decline in hotel rooms sold.

Room rates remained generally constant from 1921 to 1928, but the Foundation
determined that the additional services offered to guests during this period consider-
ably reduced the profitability of hotel operations. Hotel failures averaged a stunning
15 percent annually between 1924 and 1928.

[4] Depression Years

The true financial condition of the hotel industry became quickly apparenf immedi-
ately following the stock market crash of 1929. Hotel rate wars became common,
leading one industry spokesman to suggest mergers of hotels within cities to stabilize
rapidly falling prices. However, even low rates could not stimulate demand.

By 1933, one third of the country was out of work, the gross national product
had dropped by almost half, and the lodging industry suffered severely as a result. By
1935, more than 80 percent of the hotels in the nation were in foreclosure or in some
form of liquidation. Many properties closed entirely, never to reopen.

[a] Acquisition Opportunities for Ready Capital Sources

As is generally the case in real estate cycles, a major opportunity arose from the col-
lapse of the hotel industry for investors who had available cash. These investors
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were able to acquire distressed hotels with minimal cash outlays and reasonable fi-
nancing. It was during this period that some of the most well-known hotel chains
were born.

[b] The First Major Hotel Chains

Conrad Hilton entered the lodging industry in 1919 with the purchase of the 40-room
Mobley Hotel in Cisco, Texas. During the 1920s, Hilton expanded his holdings
throughout Texas, and had acquired a total of eight hotels by 1929, when the stock
market crashed. Because his hotels were highly leveraged, Hilton suffered tremen-
dously. Despite aggressively cutting costs (e.g., by removing guestroom telephones
and shutting off entire floors), he was able to retain control of only five hotels in his
chain. By 1935, however, profits from oil leases he had purchased provided Hilton
with sufficient capital to satisfy his creditors and to fund additional hotel acquisitions.
Hilton purchased managing control of the Sir Francis Drake in San Francisco, the
Town House in Los Angeles, the Stevens in Chicago, and the Roosevelt and Plaza
Hotels in New York.

Another substantial hotel chain was developed during the same period. Ernest
Henderson founded what was to become the Sheraton hotel chain in 1937 with the
initial purchase of the Stonehaven Hotel in Springfield, Massachusetts. By 1941, his
developing hotel company had acquired four hotels and Henderson was well on
his way toward building one of the nation’s largest lodging chains.

Large, sophisticated hotel development companies, such as Hilton and Sheraton,
were successful in persuading skeptical bankers and other investors to invest in their
hotel organizations. By taking advantage of the extremely depressed hotel real estate
market, the strong, well-capitalized hotel companies were able to continue to aggres-
sively expand their hotel portfolios by acquiring hotel properties at depressed prices.

[c] Early Valuation Theory

Financial analysts who monitored the hotel industry advised investors during the de-
pression years not to value hotels on the basis of their present income streams, which
were extremely depressed. They stressed rather that hotels should be valued on the
expectation of future earnings, which were expected to rebound as the economy
recovered.

Basing their conclusions on the pattern of the previous recession, hotel industry
writers and analysts optimistically forecast three years of depressed sales and sub-
sequent earnings before the industry would fully recover. This theory did not hold
true because it did not take into account the tremendous overbuilding that pre-
ceded the depression; in addition, the economy did not fully recover until the early
1940s.

[5] Economic Recovery in the Early 1940s; World War 11

Hotel occupancy levels recovered shortly after 1940 as the general economy of the
United States improved. Room supply had been diminished by the closing of many
hotels during the depression. With the onset of World War II, the industry experienced
a tremendous increase in lodging demand that surpassed even the booming 1920s. As
a result of the war, the country was on the move: servicemen traveled home on leave,
civilians relocated near defense plants, and the commercial market segment increased
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dramatically as all industrial activity related to the war effort was heightened. Despite
the large increase in demand, supply remained constant because construction materi-
als and labor were focused on the war effort. Additionally, financing was generally
unavailable for new construction because lenders and investors still had a fresh
memory of the devastation in the real estate industry caused by the last economic
downturn.

In some markets throughout the country, hotel room supply was significantly
affected when such hotels as the Stevens in Chicago and the Greenbrier in White
Sulphur Springs, Virginia were converted to housing for troops. The combination of
increased demand and constant room supply resulted in tremendous increases in hotel
occupancy rates. Occupancy levels exceeded 90 percent throughout the country—
translating into one of the most profitable economic cycles the industry has ex-
perienced.

During this period of extremely high demand and limited supply, labor and
material shortages significantly compromised the service levels of most hotels, in
many cases forcing guests to wait for hours in hotel lobbies for accommodations. The
situation became so untenable during this period in the New York City market that
hotels were forced to limit the length of stay to three days for all guests.

1 2.02 POST-WORLD WAR II ERA: CONTROLLED GROWTH AND
CHAIN EXPANSION

[1] Motels

In the years immediately following World War II, a construction boom equaling that
of the period immediately after the first World War failed to occur, primarily because
hotel lenders were concerned about a repeat of the financial disaster of the 1930s.
Averse to providing development capital to new hotel developers and new construc-
tion projects, lenders did, however, provide acquisition capital and limited develop-
ment capital to proven industry performers to allow them to continue the expansion
of their hotel chains. Having developed successful track records during the 1930s
and 1940s, the larger hotel chains (specifically Sheraton and Hilton) were looked
on favorably by lenders and received assistance during the 1950s in expanding
their chains, both by acquiring existing properties and, to some extent, by building
new hotels in key cities. The Hilton hotel company purchased the Statler chain of
10 hotels in 1954 for $111 million from Statler’s widow, and the Sheraton organiza-
tion continued its expansion plans by acquiring 22 hotels from Eugene Eppley
in 1956.

During the 1950s, continued growth of higher-end hotel chains was matched by the
expansion at the lower end of the market of the family-operated tourist courts, de-
veloped initially in the 1930s. With their beginnings in these tourist courts, motels in
the early years were usually 20- to 50-unit, family-run operations in which a small
investment (such as a retirement nest egg) was made and family members contributed
all of the labor. Although during World War II the occupancies of most of the larger
hotel properties increased dramatically, the business of the smaller tourist courts de-
clined because people had neither the time nor the money to vacation. Additionally,
gasoline and food supplies were rationed, and leisure travel was not popular. It was
not until after the war that the situation improved for this segment of the lodging
industry.
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After the war, travel in the United States became increasingly popular, stimu-
lated by an improving economy that provided increased disposable income and by im-
provements in automobile travel. Traveling by automobile was simple and relatively
inexpensive. The motel market expanded to include business travelers (especially
salespeople, middle managers, and small business owners) in addition to vacationers,
as well as employees traveling on government-related assignments.

The first motels were distinctly different from the larger hotels of the same pe-
riod in terms of size, construction costs, land values, and management requirements.
They provided lodging accommodations at convenient highway locations; they were
much smaller and provided fewer amenities, but charged lower rates than the typical
urban hotel facilities of the era.

[2] The Late 1950s and Early 1960s
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During the ‘late 1950s and early 1960s, several new lodging chains had their begin-
nings. Holiday Inns, Ramada Inns, Howard Johnson Inns, Marriott, Hyatt, and Radis-
son all successfully won significant market share in their market segments through
aggressive and inventive sales and marketing practices and techniques.

[a] International Expansion Activities

International expansion activity by several U.S. hotel companies became prevalent
during the 1960s. Pan American Airways’ subsidiary, Inter-Continental Hotels Corp.,
which had initially been founded in the late 1940s with the opening of the Inter-
Continental in Belem, Brazil, continued to develop hotels in Latin America. Hilton
Hotels, which had been operating the Caribe Hilton in Puerto Rico since the late
1940s, established its Hilton International division and began expanding operations in
Europe and South America.

[b] Marketing Advantages Through Related Activities

A significant move toward vertical integration within the airline and lodging industries
occurred during the 1960s as several large airlines acquired or merged with hotel
companies. In 1967, Hilton International Corporation (by then a separate company
from Hilton Hotels) was purchased by Trans World Airlines. UAL, Inc. purchased the
Western International hotel chain, which is now known as Westin Hotels. Another
example of the union of lodging and transportation companies was Holiday Inns’
acquisition of the Continental-Trailways bus lines and the Delta Steamship Lines in
the late 1960s.

[c] Evolution of the Convention Hotel

The convention and meeting market became a focus of interest during the 1960s as
hotel chains sought new opportunities for growth and increased revenues. A prime
example of this type of expansion was the development of the The New York Hilton,
which opened in 1963. Designed and built specifically to cater to the growing con-
vention market, this type of facility was established in large cities that provided
numerous tourist attractions to bolster attendance at conventions and meeting events.
In addition, holding major events in large cities provided attendees with easy and rel-
atively inexpensive travel options.
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[d] Start of Franchise Development

Beginning in the 1950s, motel chains such as Holiday Inns used the concept of fran-
chising as a technique for financing their growth. Rather than developing motel prop-
erties with their own funds, these lodging firms sold a standardized franchise product
and package to investors who then developed and operated the properties as their own
businesses.

[e] Product Diversification and Segmentation

Spurred by competition and the oversupply of rooms, companies diversified their
product types and plunged into new market segments. The lines of price value and
service demarcation become cloudy with the push into diversified business lines.
More mature segments (e.g., full-service hotels) began experiencing competition from
limited-service properties, suite properties, and extended-stay facilities. Companies
learned that brand recognition can stretch across several price points, affording ready
acceptance to new brands and products. This segmentation fueled much new devel-
opment and provided a means of absorbing older properties whose location and age
made them less competitive than the newer ones. This specialization attracted new
capital, and the limited scope of services and lower variable costs reduced develop-
ment costs and provided higher operating margins.

As franchise growth proliferated, however, drawbacks such as lack of control by
the franchiser became apparent. To gain further control of the management of the
brand, the hotel companies aggressively pursued management contracts in addition to
franchise agreements.

12.03 EARLY 1970s: CONSTRUCTION BOOM, ENERGY CRISIS,
AND DOWNWARD SPIRAL

In the early 1970s, as a result of a healthy global and domestic economy and an
expanding U.S. interstate highway system, travel in the United States was flourish-
ing. Hotel supply and demand were at an imbalance, with hotel rooms satisfying only
two-thirds of the pace of demand growth. As a result, hotel occupancies climbed to
65 percent in 1974. Higher occupancies and increased room rates coupled with ob-
tainable hotel financing accelerated hotel development activity. At the same time,
many hotel franchise companies were aggressively expanding to increase their na-
tional exposure.

Also, during this era REITs (Real Estate Investment Trusts) were formed, al-
lowing small investors to participate in real estate mortgages and equities.

[1] The Bubble Burst

As a result of favorable demand and available development capital, numerous hotels
entered the marketplace in 1974, just as the U.S. economy began to soften as a result
of the OPEC oil embargo, which began in 1973. The embargo dramatically increased
energy prices and decreased consumer confidence, leading to a decrease in business
and leisure travel. Annual hotel occupancy declined to 62.3 percent from occupancy
levels approaching 70 percent earlier in the decade. In 1975, room demand increased
by only 0.7 percent, further exacerbating the oversupply situation.

Many lenders and developers believed, wrongly, that a national franchise
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would virtually guarantee a successful and profitable operation. The bubble burst
on the lodging industry when inflation caused construction and interest rates to
radically escalate. Additionally, the 1974 energy crisis drastically reduced travel,
and the accompanying recession curtailed business trips, conferences, and conven-
tions.

[2] The Involuntary Owners

Operators of undercapitalized properties quickly became delinquent with their finan-
cial obligations, and in numerous situations, lenders were forced to foreclose to pro-
tect their financial interest in the projects. To address their problems as involuntary
hotel owners, lenders developed and organized work-out departments generally
headed by experienced hotel personnel, or they engaged professional hotel manage-
ment companies to assume the operational responsibilities for the foreclosed-upon
assets.

These involuntary owners, in most cases, were seeking to dispose of these as-
sets quickly to remove nonperforming loans from their books and to reduce their
prices substantially to attract all-cash buyers. Lenders who were willing to hold their
hotel assets and employ professional management to reposition and improve the prop-
erties’ operation were generally able to recoup their original investment in three to
five years, once the industry began to recover. However, even lenders who held their
assets until economic conditions improved were typically forced to provide favorable
financing to dispose of these assets at acceptable prices.

[3] Historical Perspective on Hotel Values

Interestingly, the history of real estate development and economic cycles indicates
that during periods of economic decline, the values of hotel assets do not generally
decline as radically as their income declines. Sellers of hotel assets and lenders of
hotel assets during periods of economic problems were often unwilling to sell at sub-
stantially reduced prices. Their objective was to wait out the downward cycle and
dispose of their assets when the market began to recover.

72.04 LATE 1970s: RECOVERY AND CALM
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The late 1970s was a period of relative calm for the lodging industry. Because most
lenders were recovering from the financial wounds inflicted by the 1975 recession,
they had little interest in making hotel mortgages. New construction was restrained,
and consisted primarily of additions to existing hotel properties and the development
of some larger hotels oriented toward the commercial and convention markets. The
rebirth of center-city hotels was a direct result of fuel shortages and the availability
of government financing for inner-city redevelopment projects. Highway-oriented
properties, on the other hand, were adversely affected by escalating gasoline prices
and decreased automobile travel. These lodging facilities lost some of their appeal
among investors and hotel companies.

Decreased building activity, the normal retirement of older hotels from the mar-
ket, and an improving economy created a favorable supply-and-demand relationship
and record-high occupancy levels from 1979 to 1980. Average room rates increased
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rapidly as operators took advantage of excess demand to recoup earlier losses and
keep up with inflation.

[1] Maturation of Systems and Procedures

Hotel companies that were formed in the 1950s and 1960s matured in the 1970s,
becoming more professional and more sophisticated in their management systems
and techniques. The disciplines of hotel operations, finance, accounting, and marketing
improved during this era, and a great deal of emphasis was placed on making opera-
tions more efficient. This was accomplished by the consistent monitoring and measure-
ment of sales and marketing activities and daily operational procedures. Additionally, the
practice of comparing individual hotel performance with industry averages was
expanded during this era. As the hospitality industry continued to expand and develop,
many colleges and universities expanded their hotel and restaurant related curriculums,
graduating an increasing supply of talented and well-educated hotel and restaurant
personnel.

[2] Chain Expansion Through Asset Sales

To maximize cash flow and minimize financial risk, in the late 1970s and early 1980s
hotel chains began to sell ownership of their hotels to investment groups while re-
taining ongoing management of the facilities. This practice generated capital—used
to foster further acquisition and development activities—through fee management
agreements with the new owners of the assets. Because the chains were maintaining
and managing the properties on a daily basis, they were able to maintain their estab-
lished standards. (See Chapter 16 for further discussion of the role of management
contracts in the industry.)

72.05 THE 1980s

After the decline in hotel development during the late 1970s, the environment seemed
conducive to a period of renewed expansion. However, the Federal Reserve tightened
the money supply in the early 1980s, sending the prime interest rate up to double-
digit levels, and most of the projects that were in the preliminary stages but lacked
suitable financing were put on hold. In 1983, the national inflation rate began to come
under control, and inflationary pressures were reduced. These events resulted in a de-
cline in interest rates, and tremendous amounts of capital became available for real
estate development and investment. Hotel developers who had been out of the mar-
ket since the mid-1970s rushed to initiate new projects. These developers were aided
_ by the following major real estate development incentives:

+ Improved demand resulting in higher occupancy rates;
* Escalating room rates;
* Readily available debt and equity financing; and

» Extremely favorable income tax benefits designed to stimulate the national
economy out of the recession of the early 1980s.
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A steady flow of new hotel properties entered the market during the 1980s, and as
a result, the aggregate United States occupancy level declined every year between 1980
and 1987. Many hotels could not operate profitably under a scenario of declining oc-
cupancies, and stagnant room rates and another round of hotel foreclosures ensued.

[1] Non-Economic Real Estate Transactions

As mentioned previously, during the 1980—1987 period many real estate syndications
were structured using “tax-based” real estate transactions for investors able to take
full advantage of taxation rules that permitted losses from one investment to offset
other types of income. Additionally, a favorable capital gains tax rate enhanced the
value of real estate investments. These “non-economic” real estate transactions
(i.e., those not designed to genérate cash flow) provided equity capital that would not
have otherwise been available to develop these hotel projects. Also, in anticipation of
pending changes in the tax codes governing such transactions, hotel construction
projects that should have been postponed until market conditions improved were
concluded prior to midnight, December 31, 1985.

Because of the extensive lead time needed to complete the entire development

~ process, this led to a period of overbuilding and a glut of hotel rooms coming on the

market at the same time. Additionally, since there was little incentive to justify a
transaction’s economics (i.e., cash flow and reversionary benefits), a number of syn-
dicators overpaid for hotel properties, took out exorbitant transaction fees, and placed
unreasonable amounts of debt on the assets.

[2] The Savings and Loan Debacle

By the end of the 1980s, the depth of the savings and loan crisis was evident and the
industry became fully aware of the serious problems it faced—too late to reverse the
oversupply of rooms developed throughout the decade. Between 1985 and 1990, a
staggering 556,000 new hotel rooms were added to the U.S. hotel supply.

[3] Development of Product Segmentation
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Although overall new construction slowed, hotel chains had still been active in de-
velopment as “product segmentation” became the watchword of the 1980s. During the
1960s and 1970s, the concept of market segmentation and its emphasis on the demand
side of the lodging equation affected every aspect of the industry. Marketers began to
research and understand the buying public more clearly, to define specific segments
by their varying characteristics, and to target the segments more effectively by offer-
ing the services, amenities, and prices that the public was seeking. In the 1980s, this
concept was taken one step further, to product segmentation, when hotel products be-
gan to be designed specifically for targeted market segments. The trend in services -
and amenities during the past thirty years has been to deliver what is appropriate to
each market segment and product type, on the basis of market demand and price. For
luxury and first-class hotels, where high room rates are charged and guests expect
high quality, services and amenities have been increased and expanded. Concierge
levels have been added, guestrooms have been lavishly furnished, and guestroom
amenities such as toiletries, robes, towels, and personal care equipment have been
added and upgraded. Conversely, services and amenities in economy-level properties
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have tended to be reduced or eliminated in order to reduce or maintain low room
rates, which are of prime importance in this market segment.

[4] Extended-Stay and Suite Concepts

A new market segment was defined and addressed during the 1980s. Known as the
extended-stay market, it comprised guests who needed accommodations for a period
of time greater than the typical guest’s one to three days, for such reasons as busi-
ness training, temporary assignment, or relocation. Demand for these needs had pre-
viously been met chiefly by short-term lease apartments, but the rapidly growing
extended-stay market represented one of the fastest growing segments the industry
has witnessed since its beginning.

All-suite hotels also proliferated during this era and several major hotel chains
began to aggressively expand in this arena. The unique feature of a hotel room’s
having separate sleeping and living areas was extremely popular in the commercial
market segment as well as the leisure segment—allowing parents to be in the same
general area as their children but providing two separate sleeping areas.

[5] Supply and Demand Imbalance

On a national level, lodging demand gained strength during the second half of the
1980s, but the market was awash with excess rooms. Once pressed to meet soaring
demand, the industry was now buffeted by listless occupancy, tight pricing, and mar-
gin pressure. Hotel chains, which had eagerly capitalized on booming demand, were
now locked into an intense battle for market share.

[6] Lodging Industry Stock Performance

The publicly traded stock of the major hotel companies performed as well as the
broader markets in 1988 but traded at the lower range of historical trading ranges.
Operating trends confirmed the industry’s overheated expansion, and although occu-
pancy levels remained at 65 percent in 1988, the industry continued to operate well
below its historical peaks. The excess room supply impeded upward price movement
(increases were held to around 3 percent—below the Consumer Price Index (CPI)).

72.06 THE 1990s: SIGNIFICANT EVENTS

The national economy entered another recession in 1990, which along with over-
building and the negative effects of the Persian Gulf War in 1991 caused the national
hotel occupancy rate to bottom out at 60.8 percent in 1992. In some markets, hotel
occupancies fell as low as 35 percent.

[1] Nonperforming Loans

The number of nonperforming loans reached record levels, and the majority of
lenders moved to a workout mode of operation in order to foreclose and restructure
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their hotel investments. Many of the savings and loans were taken over by the fed-
eral government, and their hotel assets were sold at auction. Exhibit 2-1 illustrates
hotel loan performance as reported by the American Council of Life Insurance. The
number of hotels in foreclosure peaked in 1991 as loan restructuring was an attrac-
tive alternative to foreclosure. During this period, the number of restructured loans
almost doubled from previous levels.

Exhibit 2-1 Hotel Loan Performance

Source: American Council of Life Insurance
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[2] Gradual Improvement

The industry began to improve around 1992. The national average occupancy was
61.7 percent, a 2.6 percent increase over 1991 performance levels and the largest
increase in more than ten years. This was the result of a 4 percent surge in demand
coupled with a 1.3 percent rise in supply. All regions of the country except for the
West Coast experienced this improvement, with hotels in the New England, South
Atlantic, and East North Central regions showing above-average increases.

By 1993, new hotel construction had declined significantly. Lenders, trying to
get out from under problematic hotel portfolios, curtailed all real estate lending and
would not even consider funding a hotel development project. The tax benefits asso-
ciated with hotels had been reduced significantly, and passive investors left the hos-
pitality market entirely.

[3] Rebirth of the REIT

In 1993, Real Estate Investment Trusts (REITs) again emerged as an alternative fi-
nancing source for hotel acquisition and development. The first successful hotel
REIT offering of the 1990s occurred in August, 1993, with the initial public offer-
ing of RFS Hotel Investors, Inc. Since the initial offering, numerous additional of-
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ferings have been completed. Hotel income does not qualify as income from real es-
tate under REIT operating restrictions, which stipulate that a REIT must derive at
least 75 percent of its gross income from rents and mortgage interest. Therefore, ho-
tel operating income must be converted to lease income through a more complete
REIT structure whereby the REIT owns the hotel pruperties and leases them to a
third-party operating entity.

A great deal of activity continued in the REIT market until the fall of 1994,
when the increase in interest rates and the perception of oversupply of offerings and -
pending structural problems brought the hotel REIT market to a virtual halt. Yields
on existing REITs fell and numerous offerings in the planning stages were put on hold
or canceled.

The Hotel Real Estate Investment Trust (REIT) was reinvented in late 1990°s to
serve the management-intensive hotel business. Especially popular were the few so
called paired shared REIT’s that were able to take advantage of a loophole in the tax
law and raise capital very quickly and cheaply to acquire hotel companies. The two
most famous Paired-Shared REIT’s were Starwood and Patriot Hotels. The hote] mar-
ket soon turned into a sellers market when the REITs exploded on the scene, buying
up so much hotel property that they started a bidding war for hotel restate in late 1997
and early 1998. Then in the fall of 1998, a credit crunch hit the real estate market and
REITs, which had paid a premium for hotel properties started to find their stock val-
ues declining rapidly. REIT stocks were left at one-half of their 52-week highs. In ad-
dition, Congress passed legislation that severely restricted future activity of
paired-shared REITs and thus many of them have converted or are in the process of
converting to Regular C corporations.

[4] Alternative Financing Sources

Another source of capital was introduced in 1994-REMICs (Real Estate Mortgage
Investment Conduits). Initially, mortgage conduits were offered through national
home mortgage programs Fannie Mae and Freddie Mac. In these cases, the govern-
ment is involved to provide an incentive fostering homeownership. The government
is not involved in facilitating hotel lending but otherwise the process is in many
ways similar. The process starts with the investment bank making a loan to a bor-
rower. When the investment bank amasses a large enough portfolio of loans, it then
packages the loans for sale to investors in the secondary market. The loan portfolio
is split into distinct subgroups called tranches, with loans of various risks offering
commensurate interest rates of return. It is this intention to sell the loans to subse-
quent investors that leads to the unique feature of REMIC loans. Ratings are pro-
vided by firms such as Standard and Poors or Fitch. These rating agencies have
historically taken a very conservative approach to hotel transactions, and hotel loans
earmarked for a conduit require conservative underwriting. The advantage of these
financing vehicles is that loan terms are up to 23 years, which eliminates the rollover
risk borrowers face with balloon loans. Additionally, the loans are nonrecourse and
are assumable.

[5] The Hot Market: Increased Occupancies,
Profitability, and Values

As occupancy rates continued to improve, resulting in rapidly rising hotel values, ac-
quisition activity continued to increase. There was a feeling in the investment com-
munity, however, that the market for acquisitions was becoming overheated, and
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investors were becoming cautious in order to avoid the first-loss position that the eq-
uity players take. New construction of full-service hotel projects continued to be rare,
but several developers indicated they were preparing to develop several projects. The
only significant addition to supply was in the limited-service market segment.

The pace of hotel sales transactions quickened throughout 1994 and increasingly
involved full-service hotels. Many of these properties were owned by insurance com-
panies that are penalized heavily under risk-based capital rules. Both, U.S. hotel op-
erators and foreign buyers displayed healthy appetites. Marriott purchased several
full-service hotels from a large insurance company, and Starwood Capital and Gold-
man Sachs Whitehall fund purchased the upscale Westin hotel chain.

Impressive value increases were a result of vastly improved occupancies and av-
erage rates, large amounts of capital in the marketplace, and no significant new sup-
ply in sight. The full-service sector offered the best buy for investors.

The impressive recovery of the lodging industry continued, and 1995 was a banner
year, posting $7.6 billion in pretax profits spurred by increased occupancies, room-
rate gains, and operating efficiencies. 1995 represented the third consecutive prof-
itable year for the lodging industry since it bottomed out in the economic recession
of the early 1990s. Financial performance improved substantially as demand for lodg-
ing accommodations rose over the past several years while only a limited number of
new hotels entered the market.

[6] Demand Outpaces Supply

In 1995, driven by the expanding economy, total U.S. lodging demand increased at a
3.1 percent compounded average growth rate. Between 1991 and 1995, total aggregate
hotel supply increased by only 1.4 percent. Average U.S. occupancy increased to
66.3 percent in 1995—the highest level in twelve years. With improved occupancy
levels, hotel owners were able to increase room rates and the average daily room rate
in the United States increased by 4.8 percent in 1995-following a 3.8 percent increase
in 1994—the first year in which room rates have grown faster than inflation since
1986.

[7] The Markets, the Buyers, and the Sellers

2-14

The top five markets for new construction were the Dallas, 8174 rooms; Atlanta, 7435
rooms; Phoenix, 7335 rooms; Orlando, 6824 rooms; and Chicago, 5059 rooms. Ad-
ditionally, the top five contenders for most rooms added to a hotel market segment in
1997 were Hampton Inn, 12826 rooms added; Holiday Inn Express, 8536 rooms
added; Courtyard by Marriott, 7791 rooms added; Comfort Inns 6728 rooms added;
and La Quinta, 6654 rooms added.

Significant sales activity and price increases resulted from this improved prof-
itability and value. The life companies who in the past had been sellers became ac-
tive buyers. Wall Street looked favorably on the industry and continued to supply
debt and equity components for the acquisition of hotel products.

The products that were offered for sale in 1997 were supplied by portfolios of
subperforming and nonperforming loans, foreign financial institutions, U.S. banks,
and private sellers.
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[8] Future Trends

The supply of new hotel rooms is expected to increase slowly during the next several
years. Lenders (not necessarily traditional banks and insurance companies, but credit
companies and Wall Street securities firms) are beginning to make hotel loans based
on very conservative lending criteria. This activity is commencing with the refinanc-
ing of existing properties, and the consensus is that hotel lenders will eventually be-
come interested in financing new construction projects in selected markets. This
change will occur when occupancies and room rates recover sufficiently to justify
new projects that will substantiate the costs of development and construction. Addi-
tions to supply are expected to peak in 1998.

With the credit crunch in late 1998 along with the collapse of the CMBS mar-
ket, the hotel industry is more difficult to predict how the industry will fare. Hotel
valuation has retreated somewhat from their highs and financing is becoming more
difficult to obtain. Cash has once again taken over as the preferred method of buy-
ing. The near term future of the hotel industry is tied to how well the economy per-
forms. As is shown in Exhibit 2-2, the industry has had record earnings since
bottoming out in the early 1990s.

Exhibit 2-2 Lodging Industry Profitability 1982-1997

Sources: Smith Travel Research
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Hotel demand is expected to continue to increase if the U.S. economy improves.
A peak in demand growth was projected to occur in 1996. Occupancies are projected
to peak in 1997, returning to the highest level since 1979. Thereafter, occupancy is
expected to decline slightly in the years ahead but occupancies are still healthy
enough for hotels to boost hotel rates between 5 and 6 percent. This will increase
overall RevPar, even in face of falling occupancies (see Exhibits 2-3 and 2-4).
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Exhibit 2-3 Lodging Outlook Survey for the Year Endling December, 1998

Sources: Smith Travel Research

Average Room Rooms Rooms
Occupancy Room Revenue Available Sold
Percent Rate

Top 25 Markets 1998 1997 % Chg 1998 1997 % Chg % Chg % Chg % Chg
Anaheim—Santa Ana, CA 65.1 675 -3.6% 79.48 75.37 5.5% 2.3 0.6 (3.0)
Atlanta, GA 64.9 63.3 25% 78.02 76.48 2.0% 10.5 57 8.3
Boston, MA 729 742 -1.8% 127.05 1171 8.5% 10.0 3.3 14
Chicago, IL 711 716 -0.7% 109.57  101.55 7.9% 11.5 42 3.4
Dallas, TX 66 66.3 -0.5% 82.56 78.99 4.5% 11.9 7.6 71
Denver, CO 69.3 708 -2.1% 78.15 76.06 2.7% 11.8 11.1 8.8
Detroit, MI 66.1 66.2 -0.2% 74.33 70.34 5.7% 10.0 43 41
Houston, TX 63.5 63.8 -0.5% 74.38 7092 4.9% 14.3 9.5 8.9
Los Angeles — Long Beach, CA 69.3 68.7 0.9% 88.59 82 8.0% 10.3 1.3 2.1
Miami — Hialeah, FL 703 716 -1.8% 101.77 94.77 7.4% 7.5 1.8 0.1
Minneapolis — St. Paul, MN  68.9 685 0.6% 79.06 76.36 3.5% 12.8 8.3 8.9
Nashville, TN 62.7 66.8 -6.1% 74.72 73.06 2.3% 0.1 4.2 (2.1)
New Orleans, LA 68.3 693 -1.4% 108.78 10464  4.0% 8.3 57 4.2
New York, NY 81.3 803 1.2% 180.01  165.01 9.1% 10.9 0.5 1.6
Norfolk — Virginia Beach, VA 59.3 573  35% 66.7 64.67 3.1% 7.7 0.8 44
Cahu Island, HI 723 772  —6.3% 11288 11328 -04% (6.7) - (6.4)
Orlando, FL 747 79 -5.4% 84.64 79.81 6.1% 3.8 34 (2.1)
Philadelphia, PA-NJ 68.8 704  -2.3% 96.46 90.26 6.9% 9.2 45 2.1
Phoenix, AZ 64.7 69.1 -6.4% 99.14 98.63 0.5% 47 11.2 4.2
San Diego, CA 72.7 74  1.8% 97.72 86.26 13.3% 16.2 0.6 2.5
San Francisco, CA 78.7 798 -1.4% 128.82 117.74  9.4% 7.9 (0.1) (1.4)
Seattle, WA 715 722 -1.0% 94.57 89.59 5.6% 11.1 6.3 5.3
St. Louis, MO-IL 62.2 629 -1.1% 69.37 68.81 0.8% 46 5.0 3.7
Tampa — St. Petersburg, FL. 64 653 -2.0% 77.68 73.35 5.9% 9.5 55 3.4
Washington DC, MD-VA 704 706 -0.3% 105.05  100.11 4.9% 7.0 23 2.0

Occupancy is calcalated by dividing the room night demand by the supply. Dur-
ing the historical period, supply increased at rates ranging from 0.7% in 1982 to 6.0%
in 1974. Demand declined each year from 1980 until 1983 and also in 1974, but in-
creased in all other years. In 1979, demand growth peaked at 5.3%. Changes in sup-
ply and demand had a varied impact on occupancy. In addition to declining when
demand fell, occupancy also dropped when the increase in demand was smaller than
the increase in supply.

Also, the data presented in Exhibit 2-4 can be related to historical economic
trends. The early 1970s marked the beginning of a hotel building boom reminiscent
of the 1920s. Many factors contributed to this expansion, but the two main elements
were readily available financing and aggressive chains that were eager to sell fran-
chises.

There will be fewer unencumbered turnaround assets offering high returns be-
cause many assets have already been repositioned and are stabilized. There will be
limited additions to supply in the foreseeable future.
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Exhibit 2-4 Occupancy, Demand, and Supply Growth From Prior Year

1 2.06[8]

Sources: Bear, Stearns & Co. Inc.; Coopers & Lybrand L.L.P.; Smith Travel Research.

% Change From Prior Year

30%

25%

- 20%

15%

10%

5%

0%

~5%

-10%

80%

70%

60%

50%

40%

30%

Pk BN EfaYal

- 20%

10%

0%

69 70 71 72 73 74 75 76 77 78 79 80 81 82 83 84 85 86 87 88 89 90 91 92 93 94 95 96 97
[ Change in Room Supply = Qccupancy (refer to right axis) m=gfems Change in Room Demand

Occupancy

2-17



CHAPTER

National Supply

93.01 Quantification of Supply. . .........
ExHiBiT 3-1 1998 Industry by Property Size . . .
ExHiBiT 3-2 1998 Industry by Region . ... ...
7 3.02 Classification of Lodging Facilities . . .
ExHiBIT 3-3 Market Share by Class ........
ExHiBIT 3-4 Meinrad Hotel Segmentation . . . .

[1] Facility Types ...............
[a] Commercial Hotels. . . ......
[b] ConventionHotels . ........
[c] ResortHotels. .. ..........
[d] SuiteHotels..............
[e] Extended-Stay Hotels . ... ..
[l Conference Centers........
[g] Micro-Budget Motels .......
[h] CasinoHotels . ...........
[l Bed and Breakfastinns . . . ..
il Mom-and-Pop Motels. . ... ..
[kK] Boutique Hotels...........
[l HealthSpas..............
[m]Boatels .................
[2) Class .....................

ExHiBiT 3-5 ADR Performance by Location
Type (1996-1997) . ... .................

3-2
3-2
3-3
3-3
3-3
3-4
3-4
3-4
3-4
3-4
3-5

3-6
3-6
3-6
3-6
3-6
3-7
3-7
3-7

3-8

ExHiBIT 3-6 Occupancy Performance by
Location Type (1996-1997) .. ....... PR
[8] Location...................
[a] Airports . .. . ... ... ..
[b] Highways ...............
[c] Downtowns . .............
[d Suburbs. ................
[e] Convention Centers........
[l Resorts . ................
[g] Mixed-Use Facilities. . ......

1 3.03 Guestroom Design ....... e

ExHiBIT 3-7 Typical Guestroom Sizes and
Layouts for Various Hotel Types. . . . ... .. ..

9304 Amenities .....................

ExHiBiT 3-8 Amenities and Services Expected
by Frequent Travelers . . ................

ExHiBiT 3-9 Usage of Amenities and
Services . ...

13.05 Financial Operating Characteristics . . .
ExHiBiT 3-10 Hotel Operating Statistics

73.01 QUANTIFICATION OF SUPPLY

Over the years, various attempts to quantify the national supply of transient lodging
facilities have produced a wide range of estimates of both the number of facilities and
the number of available rooms. “Transient” and “lodging facility” are subjective
terms. Some of the issues that must be considered when trying to define them include:

* Is a property that rents rooms on a weekly, monthly, or annual basis consid-
ered a transient lodging facility?

* How is a property categorized if it rents rooms for various periods of time?

* How is a mixed-use property categorized?

* Should a property be counted if it is open only part of the year?

* How many rooms must a lodging facility contain to be included in the count?
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One of the best sources of data on the supply of lodging facilities in the United States
is Smith Travel Research. Many active hotel industry participants subscribe to Lodg-
ing Outlook, published monthly by Smith Travel Research, which provides data re-
lated to the supply, demand, and room sales for lodging markets, along with estimated
occupancies and average rates. Smith Travel Research also publishes the Host Study,
which presents composite hotel and motel operating statistics broken down by type,
location, region, price tier, and market orientation, along with other valuable hotel in-
vestment information. :

Exhibit 3-1 shows the approximate size of the US hotel market by property size.
Another useful measure of the US market is to breakdown the number of hotel rooms
by region (see Exhibit 3-2).

Exhibit 3-1 1998 Industry by Property Size
Sources: Smith Travel Resource

# Hotels # Rooms
Over 500 Rooms 464 424,587
300-500 Rooms 1,022 379,826
150-299 Rooms 4,168 829,897
75-149 Rooms 11,959 1,292,301
Under 75 Rooms 18,124 810,508

35,737 3,737,119

Exhibit 3-2 1998 Industry by Region
Sources: Smith Travel Resource

# Hotels # Rooms
New England 1,651 147,104
Middle Atlantic 2,646 315,588
South Atlantic 8,054 897,967
E.S. Central 2,540 238,015
W.S. Central 3,583 390,502
E.N. Central 4,482 446,300
W.N. Central 3,156 258,947
Mountain 3,902 456,255
Pacific 5723 586.441

35,737 3,737,119

According to the census and Smith Travel Research data, the number of proper-
ties declined from 51,860 in 1972 to 35,737 in1998, an attrition of roughly 30 per-
cent. At the same time, however, the number of rooms increased from 2.3 million to
3.7 million, an increase of 40 percent. These figures indicate that older, smaller lodg-
ing properties are closing and being replaced by new facilities with larger room in-
ventories. Moreover, the trend in the lodging industry has been characterized by the
disappearance of small, independent properties and the arrival of larger, brand name
properties.
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13.02 CLASSIFICATION OF LODGING FACILITIES

Meinrad LP and Smith Travel Research monitors the lodging supply in the United
States and determines the market share of lodging facilities based on both locational
characteristics (Exhibit 3-2) and class, as determined by pricing tiers (Exhibit 3-3).

Exhibit 3-3 Market Share by Class
Sources: Smith Travel Resource

# Hotels # Rooms Percent
Upper Upscale 1,187 459,425 12.3%
Upscale 1,676 314,759 8.5%
Midscale with Food/Beverage 5,078 671,969 18.0%
Midscale without Food/Beverage 4,552 414,976 11.2%
Economy 9,041 2,592,688 19.6%
Chains 21,534 60.4% 2,592,688 69.9%
Independents 14,099 39.6% 1,133,500 30.4%

35,633 100.0% 3,726,278 100.0%

As Exhibits 3-2 and 3-3 indicate, highway and suburban markets are the sites of
the majority of the lodging supply. In terms of class, the largest number of lodging
facilities are considered mid-price, which according to Smith Travel Research, have
average rates of roughly $60, followed by upscale facilities, which have average rates
of roughly $75. Another way of looking at market segmentation is by brand name,
Exhibit 3-4 shows the 10 largest hotel chains by number of rooms.

Exhibit 3-4 Meinrad Hotel Segmentation*
Sources: Meinrad LP, January 1997

Top 10 Hotel Brands/Flags Brand Portfolio Totals Share of Total U.S.A./Canadian Rooms
by # of Hotel Rooms # Rooms # Hotels AVG % Individual % Gumulative

1 Holiday Inn 240,951 1,286 187 6.84% 6.84%

2 Best Western International, Inc. 195,002 2,106 93 5.54% 12.38%

3 Days Inn 145,343 1,505 97 4.13% 16.51%

4 Comfort Inn 99,382 1,161 86 2.82% 19.33%

5 Ramada Inn 99,335 630 158 2.82% 22.15%

6 Marriott Hotels and Resorts 97,505 226 431 2.77% 24.92%

7 Hilton Hotels and Resorts 95,949 231 415 2.72% - 27.64%

8 Motel 6, L.P. 83,987 740 113 2.39% 30.03%

9 Super 8 Motels 82.518° 1,337 62 2.34% 32.37%

10 Sheraton Hotels Worldwide 64,055 160 400 1.82% 34.19%
250 OTHER BRANDS 1,328,424 11,278 118 37.72% 71.92%
INDEPENDENT 988,991 12,828 77 28.08% 100.00%
TOTAL POPULATION 3,521,442 33,488 105 100.00%
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[1] Facility Types

3-4

The type of facility refers to the actual physical property and the primary amenities
offered to guests. Among the different facility types are the following: commercial,
convention, resort, motel, casino, and extended-stay properties.

[a] Commercial Hotels

Commercial facilities cater primarily to the individual business traveler and are gen-
erally situated in downtown or commercial districts. Amenities typically include a
restaurant, a lounge, meeting facilities, a fitness room, and a gift shop. The services
offered by many commercial hotels include room service, a business center,
concierge and valet services, shoe shine service, daily newspapers, airport shuttle,
and local transportation. Modern commercial facilities also provide work desks, mul-
tiple telephones with dual lines and data ports, in-room coffee makers, irons and
ironing boards, and copy and facsimile services.

[b] Convention Hotels

Convention hotels are large facilities that characteristically have meeting spaces with
the capacity to handle large groups of people. Generally, hotels with more than 30
square feet of meeting space per guestroom located near convention centers are con-
sidered convention hotels. Convention hotels generally contain a large inventory of
guestrooms with a high percentage of double/double bedding configurations. Most
convention hotels provide large ballrooms and small breakout rooms for meetings and
conferences. In addition, some hotels feature exhibit space and auditoriums. Conven-
tion properties also typically offer extensive food and beverage facilities and other
services and facilities found in comerical hotels, although the level of service tends
to be less personal.

[c] Resort Hotels

Resort hotels are oriented toward leisure travelers seeking a scenic or recreational en-
vironment, such as the seashore or the mountains. Typically, the improvements are
sprawled over a large parcel of highly landscaped land. Recreational facilities are pro-
vided, allowing guests to enjoy such activities as swimming, golf, tennis, boating, ski-
ing, skating, sailing, riding, and hiking. Extensive food and beverage facilities as well
as 24hour room service are necessary, because the resort’s location is often secluded.
Other typical amenities include retail facilities, activities desks, children’s programs,
and massages.

[d] Suite Hotels

Suite hotels feature guest quarters that contain both a sleeping area and a separate
living area. In some suite hotels, one suite is composed of two normal-sized gue-
stroom modules. Most suite hotels, however, use a single room (13 feet by 36 feet)
with the sleeping area to the rear and the living area in the front, separated by a
physical wall. Suites generally offer rudimentary kitchen facilities (e.g., a wet bar,
microwave oven, and mini refrigerator) but are not designed for involved food
preparation. Guests are generally provided with a complimentary breakfast and
evening cocktails. Suites typically contain a sofa bed in the living area that can be
used for families with children.
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The appeal of suites to the commercial traveler is that business can be conducted
in the guestroom without the inappropriate presence of a bed. The public space in
suite hotels is generally limited, with a minimal amount of meeting space and usually
one food and beverage facility. However, many suite hotels feature partial or full
atriums. By increasing the size of guestrooms and decreasing the size of meeting and
public spaces, suite hotel companies are able to maintain total cost per room to
approximately that of a commercial or convention hotel. Business travelers who
do not require large meeting rooms or extensive food and beverage facilities are
attracted by the price-value relationship of the larger accommodations and in-
clusive food and beverage. Leisure travelers, particularly families, benefit from
using the expandable sleeping capacity and the money-saving food and beverage
component. ‘

[e] Extended-Stay Hotels

Extended-stay hotels provide a residential atmosphere by offering larger, apartment-
type guestrooms with separate living and sleeping areas, full kitchens, exterior en-
trances, and recreational facilities. Extended-stay hotels generally resemble garden
apartment complexes and usually have a small administrative building that houses
the front office and lounging/dining area. Guest suites are furnished with more res-
idential-style casegoods and softgoods and often feature a fireplace. Extended-stay
hotels attract travelers who must stay in an area for an extended period of time. The
average length of stay at Marriott’s Residence Inns, for example, is ten days. Typi-
cal guests at residence hotels include: relocated employees, auditors working on
long-term projects, attorneys involved in a lengthy trial, and engineers assigned to a
building project.

Until recently, such extended-stay customers generally had to use either hotels
that did not provide necessary domestic facilities, or furnished apartments rented on
a weekly or monthly basis. From an operational point of view, the extended-stay
product is unique and profitable for several reasons: the lower guest turnover requires
less front office staffing, the longer stay enables the property to achieve high levels
of occupancies (greater than 80 percent) because the normal weekly fluctuations do
not occur; the facilities are oriented towards commercial demand, which contributes
to higher average rates; and the extended-stay property generally achieves low ex-
pense ratios and high profitability ratios. '

The extended-stay concept has proven to be highly successful. However, as
these products cater primarily to white-collar business travelers, hotel companies
have recognized a niche for secondary commercial markets that are more blue-collar
in nature. New mid-priced extended-stay products such as Candlewood Suites (Dou-
bletree) and Homestead Village, MainStay (Choice Hotels) are being developed. In
addition, Marriott is currently planning an as-yet-unnamed mid-rate, extended-stay
product.

[l Conference Centers

Conference centers combine lodging and extensive meeting and conference facilities
within an environment conducive to educating and training. This environment pro-
vides the distinction between a true conference center and what might be termed a
convention hotel. Convention hotels attract some educational meetings and seminars
but also cater to various meetings of socially-oriented groups. Social gatherings can
at times become noisy and distracting and can have a disturbing effect on a business
conference taking place at the same time. In contrast, conference centers provide a
quieter, more tranquil, and more serious atmosphere for conference attendees. Typi-
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cally, conference centers provide meals, conference planning, audio/visual equipment,
support services, flexible meeting facilities, and recreational amenities in an all-in-
clusive package.

[g] Micro-Budget Motels

The micro-budget motel, or hard-budget motel, includes a very small and compact
guest room that consists of 180 to 200 square feet of space, compared with 220 to
250 square feet for the traditional budget product. This type of facility keeps its costs
low by eliminating such amenities as restaurants, lounges, meeting rooms, swim-
ming pools, complimentary breakfasts, morning newspapers, and special soaps and
shampoos. Minimization of the improvements allow for aggressive rate policies.
Chains such as Microtel, Daystop (Days Inns), and Sleep Inns (Choice Hotels) offer
this type of product, which attracts the highly rate-sensitive traveler. Key elements
in the success of a micro-budget motel include: room rates at 10 percent to 25 per-
cent below those of other economy products in the market, minimum marketing ex-
penses and franchise fees, elimination of superfluous development costs, and tight
operational cost controls.

[h] Casino Hotels

Casino hotels provide guests and visitors with on-site gaming facilities. A well man-
aged casino can be a major profit center, with the hotel facilities acting as an amenity
to attract casino patrons. Casino hotels usually offer buffet-style restaurants, cock-
tail lounges, retail outlets, and entertainment facilities. Depending on the extent and
orientation of the gaming facilities, the guestroom furnishings range from moderate
to luxury. Suites are provided for “high rollers” and other high-profile guests. Re-
cent mega-casino hotels feature prominent entertainment amenities such as amuse-
ment parks, theaters, and architectural monuments as part of an effort to appeal to a
wider range of guests. '

[l Bed and Breakfast Inns

These inns generally offer quaint, residential-style accommodations along with break-
fast. Historic areas in the United States (i.e., Annapolis, Maryland; Charleston, South
Carolina; Carmel, California; and Savannah, Georgia) have numerous bed and break-
fast inns that cater primarily to leisure travelers.

[l Mom:-and-Pop Motels

Small, independent, family-operated motels are commonly referred to as “mom-and-
pop” motels. These older-style lodging facilities usually have fewer than 50 units
and offer limited amenities. Tourist cabins and camps are usually included in this
category.

[] Boutique Hotels

A boutique hotel is a small lodging facility that caters to upscale patrons looking for
intimate, quiet surroundings. Often converted from historic structures, these proper-
ties usually offer high-quality amenities and furnishings, signature upscale restau-
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rants, and extensive, personalized guest services. Public areas and meeting facilities

are generally minimal in boutique hotels.

[I[] Health Spas

A health spa is a hotel that provides various health-oriented services and activities,
such as special diets and dining plans, exercise programs, medical supervision, mas-
sage and therapy, and health education and training. Many resort hotels offer spa pro-
grams, but true health spas are solely dedicated to such activities and enforce strict
regulations for spa guests.

[m] Boatels

A “boatel” is a lodging facility that is specifically associated with a marina develop-
ment. This type of facility generally accommodates leisure travelers who wish to en-
joy nearby bodies of water, along with boat owners seeking accommodations and
other amenities on shore. The amenities typically offered by a boatel include a restau-
rant, a lounge, a ship’s store, laundry facilities, docks, and marine equipment repair
and service.

Product segmentation was the key phrase in the hotel industry during the 1980s.
Many lodging chains saw the opportunity to segment their markets and create prod-
ucts specifically aimed at a particular type of traveler. In most instances, the seg-
mentation was based on the class of hotel rather than the type of facility. For example,
Marriott created Courtyards and Fairfield Inns, which are commercial and leisure ori-
ented properties, respectively, catering to two classes of customers: mid-rate and bud-
get travelers, respectively. Residence Inns, another Marriott product, feature large
guestrooms, full kitchens, and comfortable living areas for extended stays and repre-
sent product segmentation by type of facility.

The class of a lodging facility is a way of describing the quality of the property
and the level of service provided. Generally, a lodging facility’s class is reflected in
its ability to achieve a certain room-rate level. The class of a hotel is also relative to
its particular market area. The facilities and level of service that might be considered
first-class in Amarillo, Texas might not receive such a rating in San Francisco. Gen-
erally, the best hotel within a particular market is classified as an area’s first-class
property; other facilities within the same market that offer a lower level of quality or
service have a lower ranking.

The lodging industry does not seem to have a uniform definition of the various
hotel classes. Terms such as “economy,” “first-class” (or “upscale”), and “luxury”
have different meanings for different people. However, Smith Travel Research pub-
lishes average rate and occupancy information for each class category defined previ-
ously. Exhibits 3-5 and 3-6 illustrate the various class categories and the
corresponding average occupancy and average room rates for lodging facilities in the
United States.
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Exhibit 3-5 ADR Performance by Location Type (1996-1997)

Sources: Bear, Stearns & Co. Inc.; Smith Travel Research.

Location 1997 1996 % Chg.
Resort $114.85 $108.69 5.7%
Urban 114.80 106.56 7.7
Airport 77.98 72.11 8.1
Suburban 72.23 68.31 5.7
Highway 55.16 52.46 51
Total U.S. $75.16 $70.81 6.1%

Note: U.S. results may differ slightly from those elsewhere in report due to processing methodology.

Exhibit 3-6 Occupancy Performance by Location Type (1996-1997)
Sources: Bear, Stearns & Co. Inc.; Smith Travel Research.

Location 1997 1996 bps Chg.
Airport 70.5% 71.0% -0.7%
Urban 69.8 69.7 0.1
Resort 69.7 69.1 0.9
Suburban 65.9 66.3 -0.6
Highway 60.8 61.7 -15
Total U.S. 64.5% 65.% -0.8%

Note: U.S. results may differ slightly from those elsewhere in report due to processing methodology.

Most hotel chains attempt to market to a particular class of traveler. For exam-
ple, Microtel caters to the very rate-sensitive budget traveler, while Ritz-Carlton Ho-
tels attract an upper-end, luxury-oriented, clientele. Most chains attempt to create and
maintain a specific image with respect to their class of facilities and service. Holiday
Inns, for example, have enforced stringent product improvement requirements on
franchisees in order to combat a declining general product-quality perception. Prop-
erties not conforming with Holiday Inns’ requirements and standards have been dis-
connected from the chain

3-8

Hotels and motels can be classified by the characteristics of their locations, which of-
ten influence the market segments they will attract. Resort hotels, for example, draw
entirely different customers from those who stay at downtown hotels.

[a] Airports

Situated either at or near an airport facility, this type of hotel usually attracts com-
mercial travelers, small meetings and groups, and airline-related visitation such as
crews and distressed passengers. Contracts with airlines typically provide a substan-
tial base of business. However, as this demand segment of the lodging market is
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highly discounted (for the steady block of rooms), average room rate for an airport
hotel may be skewed downward relative to its proportion of airline business.

Airport hotels generally offer shuttle service to and from the airport. As part of
this service, airport hotels often provide telephones at the airport that allow arriving
guests to dial the hotel directly at no charge. Meeting facilities are also generally pro-
vided in order for airport hotels to attract the meeting business of out-of-town trav-
elers who wish to use the airport as a convenient and accessible gathering place for
meetings.

[b] Highways

Highway hotels are designed for guests traveling by automobile. Properties with high-
way locations typically attract both commercial and leisure travelers. Proximity to a
major roadway (usually an interstate), accessibility, and visibility are the major at-
tributes required for this type of property. Highway hotels typically feature limited
meeting facilities; a restaurant on property or nearby; and amenities to attract leisure
travelers, such as a swimming pool and a playground. Other typical amenities include
complimentary hot beverage service, sundries, and road maps.

Highway hotels are exposed to certain risks. In the past, they have suffered when
travel has declined because of gasoline shortages and economic recessions. In addi-
tion, changes in traffic patterns created by new routes can devastate (or improve) a
highway hotel’s business. Currency exchange rates and the affordability of airline
travel are other factors that affect the profitability of a highway hotel.

[c] Downtowns

Hotels situated in the downtown area of a city cater mostly to the commercial and
meeting and convention market segments. Depending on the nearby dining alterna-
tives, a downtown hotel may need to have only minimal food and beverage facilities.
The facilities, amenities, and level of service offered by a downtown hotel are dic-
tated by its proximity to such demand generators as office complexes and convention
centers. Adequate parking is almost always a primary consideration for a downtown
lodging facility. Depending on the age of the improvements, off-street parking may
be available on-site or in a nearby parking garage. Valet parking is an important
amenity for upscale hotels.

[d] Suburbs

Suburban hotels are generally located near office, retail, and light industrial areas.
Proximity to demand generators, dining options, and leisure activities are important
aspects of suburban hotels. Suburban locations typically allow for low- to medium-
density rather than high-density construction, extensive recreational facilities, and
ample surface parking, Development costs are typically lower for suburban hotels
than for downtown properties.

{e] Convention Centers

A hotel located near a convention center will draw patronage from the events held at
the center. Convention center hotels typically provide food and beverage facilities,
additional meeting facilities, and recreational facilities. It must be noted, however,
that most convention centers generate roughly 100 to 130 days of transient visitation
per year, which alone is insufficient to justify a lodging facility. Therefore, a con-

3-9
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vention center hotel should be designed to attract other demand segments, such as
commercial and leisure travelers. In addition, meeting facilities should be adequate to
accommodate self-contained, smaller meetings and functions.

[f] Resorts

Resort hotels are located in areas with considerable scenic beauty or recreational
opportunities. Resort properties attract primarily the leisure demand segment of the
lodging market and sometimes leisure-oriented meetings and conventions such as cor-
porate-incentive groups. Resorts typically feature extensive food and beverage facil-
ities, recreational amenities, and retail facilities. Activity desks are also usually
provided for off-property activities and tours. Resorts also provide 24-hour room
service, currency exchange, in-room movies, ample parking space, and manicured
landscaping. Artwork and design motifs reflect the property’s location.

[a] Mixed-Use Facilities

Lodging facilities that are situated in multiple-use developments that contain both ho-
tel and non-hotel elements (e.g., office space, retail property, and residential property)
are referred to as mixed-use properties. The synergy between the various components
of the development is often beneficial for the whole project. Additional facilities and
amenities for the hotel component are highly dependent on the nature of the other
uses in the development.

1 3.03 GUESTROOM DESIGN

3-10

Hotel guestroom design is more influenced by facility orientation and class than by
locational attributes. The floor plans in Exhibit 3-7 illustrate typical sizes and guest-
room layouts for various types and classes of hotels.

Exhibit 3-7(a) shows the floor plan of a microbudget motel guestroom. The total
area is 190 square feet and provides enough space for one bed. Although the guest-
room is relatively small, it has all of the normal amenities found in conventional bud-
get motel guestrooms.

Exhibit 3-7(b) shows the floor plan for a typical budget motel. The total area of
the room is 236 square feet and provides sufficient space for two double beds. In this
example, the window is situated adjacent to the entry door, which means that the
property probably has exterior corridors.

Exhibit 3-7(c) shows a floor plan typical of a mid-rate facility. The 300-square-
foot room includes a larger bathroom, a separate closet, and a sleeping area contain-
ing a king-sized bed and two chairs. The guestroom also contains a combination
desk/dresser with a television. The corridor to which the room has access is interior.

Exhibit 3-7(d) provides an example of a luxury hotel room that totals 450 square
feet. Although the length of the room is 25 feet, which is comparable to properties of
lower class, its width is 18 feet, creating a feeling of greater open space. The bath-
room is above average in size and the sleeping area has capacity for a desk, two small
couches, and a coffee table.

The accommodations offered by suite hotels come in many sizes and shapes, but
by definition a suite contains separate sleeping and living areas. Exhibits 3-7(e) and
3-7(f) illustrate the layout of two typical suite configurations. Exhibit 3-7(e) shows a
rectangular guestroom module in which the living area is in the front -and the sleep-
ing area is to the rear. The suite in Exhibit 3-7(f) is square, which results in a side-by-
side placement of the living and sleeping areas. Both of these suite layouts contain
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Exhibit 3-7 Typical Guestroom Sizes and Layouts for Various Hotel Types
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Exhibit 3-7 (cont'd)

(a) Microtel (b) Budget Motel (c) Mid-Rate Hotel
Square Feel: Square Feet: Square Feet:
Living 132 Living 204 Living 221
Entry 15 Entry 0 Entry 35
Bath 45 Bath 32 Bath 48
Total 192 Total 236 Total 304
(d) Luxury (e) Suite Hotel No. 1
Square Feet: Square Feet:
Living 379 Living 235
Entry 0 Entry 0
Bath 71 Bath 62

Bedroom 189
Total 450 Total 486

(f) Suite Hotel No. 2 (g) Residence Hotel

Square Feet: . Square Feet: Square Feet:
Living 239 Living 320 Living 181
Entry 0 Entry 0 Entry 27
Bath 81 Bath 50 Bath 36
Bedrcom 180 Bedroom 210

Total 500 Total 580 Total 244

approximately 400 to 500 square feet of space, which is only slightly larger than a
typical luxury guestroom module. _

Exhibit 3-7(g) shows a residence hotel room layout. A residence-type hotel, or
extended-stay hotel, typically provides the greatest amount of space of any type of
lodging facility. Guestroom modules typically consist of full-size living rooms,
kitchens, and bedrooms. The layout in Exhibit 3-7(g) is of a duplex-loft arrangement.
On the first floor there is a living room and full kitchen toward the front, and a bed-
room area and full bath to the rear. On the second floor there is a second bedroom
and second full bath. The first floor is 580 square feet in area and the loft second
floor 244 square feet, for a total of 824 square feet.

13.04 AMENITIES

3-12

Amenities such as swimming pools, room service, and personal care items play a
large role in the marketing of hotel rooms. Exhibit 3-8 shows the results of a survey
conducted for the Dial Corporation by Michigan State University’s School of Hospi-
tality Business to determine frequent travelers’ expectations of amenities and services.
The American Hotel and Motel Association conducted a survey to quantify the usage
of the amenities and services provided. The results of that survey are presented in
Exhibit 3-9.
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Although a swimming pool is frequently an expected feature of a lodging facil-
ity, especially for mid-price and luxury hotels, it is used by less than one-third of the
guests. This creates a concern for hotel developers: should a costly swimming pool,
which guests expect but rarely use, be included in the design of the property? The an-
swer is generally yes, because of the need to conform with the local competitive en-
vironment, despite the low usage.

Exhibit 3-8 Amenities and Services Expected by Frequent Travelers
Sources: Dial Corporation, Michigan State University

Amenity or Service Economy Mid-Priced Luxury
Personal care items - 13% 61% 95%
Room service 11 73 93
Complimentary newspaper 8 39 90
Swimming pool 39 83 92
Cocktail lounge 8 73 88
Check cashing 24 . 64 87
In-room refrigerator 5 27 74
Complimentary breakfast 1 42 7
Iron/ironing board 6 20 42

In-room coffee maker 24 46 54

Exhibit 3-9 Usage of Amenities and Services

Source: American Hotel and Motel Association

Amenity or Service Guest Usage
Television 91%
Personal care items 76
Restaurant 70
More than two towels 69
Wake-up call 59
In-room coffee maker 54
Cocktail lounge 29
Swimming pool 29
Pay television 20
Exercise equipment 15
Check cashing 10
Room service 10
Laundry valet

Game room

Coin laundry

3-13
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13.05 FINANCIAL OPERATING CHARACTERISTICS

Income and expense statements for several types of hotels are contained in Exhibit
3-10, illustrating the common differences between the classes of hotels.

The income and expense statement for a commercial hotel shows that the prop-
erty generates food and beverage revenue, telephone revenue, and other income. Its
rooms department expense is 28.8 percent of rooms revenues, and its food and bev-
erage expense ratio is 72.5 percent of food and beverage revenue. The commercial
hotel’s departmental expense is 43.3 percent of total revenues, and its house profit
equates to 22.1 percent of total revenues. After fixed expenses, net operating income
equates to 16.4 percent of total revenues.

The operating statement for a large convention hotel shows a similar depart-
mental expense ratio at 45.0 percent of total revenues. However, because of the
economies of scale, undistributed operating expenses equate to 21.9 percent of total
revenues, as opposed to 34.6 percent of total revenues for the commercial hotel, re-
sulting in house profit and net operating income levels of 33.1 percent and 26.9 per-
cent, respectively, of total revenues.

In the income and expense statement for a resort hotel, particular differences are
noted between the higher revenues generated from minor operating departments and
those from rentals and other income. In addition, the resort’s marketing and property
operations and maintenance expenses are higher. Overall, the net operating income
for the resort is 23.9 percent of total revenues.

The statement for the suite hotel shows that because food service is not a sig-
nificant profit generator in a suite hotel, the restaurant has been leased. The property
enjoys excellent operating ratios, which result in a net operating income of 40.7 per-
cent of total revenues.

The extended-stay hotel’s statement shows that this type of property generally
achieves a high occupancy at a solid average room rate. As a result of the higher oc-
cupancy, the extended-stay hotel is able to realize a departmental income of 73.0 per-
cent of total revenues, a house profit of 40.4 percent of total revenues, and a net
operating income of 36.1 percent of total revenues.

While the operating data shown in Exhibit 3-10 is broadly typical for the vari-
ous hotel classifications, it should be remembered that there are many factors, in-
cluding local market conditions, chain affiliation, and management ability, that can
dramatically affect the results of any lodging facility.

Exhibit 3-10 Hotel Operating Statistics by Type

3-14
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Exhibit 3-10 Hotel Operating Statistics by Type

Type: Commersial Convention Resort Suite Extended-Stay
Number of Rooms: ~300-500 ~1,000-2,000 ~300-500 ~200-300 ~100-150
Occupancy: ~60% ~75% ~70% ~75% ~80%
Average Rate: ~$75 ~$150 ~$150 ~$100 ~$100

% of Gross PAR' POR’ % of Gross  PAR' POR’ % of Gross  PAR' POR’ % of Gross  PAR' POR® % of Gross  PAR' POR’

Departmental Revenue

Rooms 66% $16496 $74.82 60.9% $37,702 $135.91 499%  $39.878  $152.61 89.9% $28,644  §102.63 92.9% $25,909 $94.15
Food 259 6,467 20.34 25.1 15,553 56.07 284 22,721 86.95 0.0 0 0.00 0.0 0 0.00
Beverage 42 1,044 474 6.5 4,003 14.43 109 8,795 33.50 0.0 0 0.00 0.0 0 0.00
Telephone 3.0 759 344 3.0 1,836 6.62 2.2 1,722 6.59 5.2 1,645 5.90 23 629 2.28
Minor Oper. Depts. 0.0 0 0.00 32 1,992 7.18 70 5,568 273 41 1,408 5.04 0.6 157 0.57
Rental and Other Income 0.9 235 1.07 1.3 818 2.95 1.7 1,335 511 0.3 162 0.58 42 1,180 429
Total ‘ 100.00 25,001 113.41 100.0 61,904 22316 100.00 79,979 306.07 100.0 31,861 114.15 100.0 27,874 101.29
Departmental Expenses*
Rooms . 288 4,759 21.59 269 10,125 36.50 2.7 8,665 33.16 234 6,695 23.99 234 6,058 22.01
Food & Beverage 725 5449 24.72 79.7 15,583 56.18 69.4 21,831 83.55 0.0 0 0.00 0.0 0 0.00
Telephone 82.5 627 2.84 311 570 2.06 546 940 3.60 299 491 1.76 443 279 1.01
Minor Oper. Depts. 0.0 0 0.00 57.3 1,609 5.79 86.4 4,811 18.41 453 595 2.13 87.7 1,176 4.28
Total 433 10,835 49.15 450 27,887 100.53 453 36,247 138.72 244 7,182 27.88 210 7513 2730
Departmental Income 56.7 14,166 64.26 550 34017 122.63 547 43,732 167.35 756 24,079 86.27 730 20,361 73.99
Undistributed Operating Expenses
Administrative and General 1.5 2,886 13.09 8.1 4,987 17.98 5.1 4,100 15.69 73 2,327 8.34 10.5 2,920 10.61
Management Fees 30 750 340 0.0 0 0.00 43 3,425 13.11 14 439 157 6.9 1,937 7.04
Franchise Fees 36 M 2.99 0.0 0 0.00 0.0 0 0.00 36 1,146 a1 0.0 0 0.00
Marketing 13 1,814 9.37 6.5 4,014 14.47 6.5 5,238 20.05 8.2 2,603 9.33 6.4 1,783 6.48
Property Oper. & Maint. 54 1,342 6.09 49 3,051 11.00 49 3,905 14.94 34 1,077 3.86 46 1,293 470
Energy 38 951 4.3 24 1,468 5.29 3.4 2,752 10.53 2.9 928 3.33 42 1,182 4.30
Total 3456 8,654 39.25 219 13,520 48.74 242 19,420 7432 26.8 8,520 30.54 326 9,115 33.13
House Profit 2.1 5512 25.01 33.1 20,497 73.89 30.5 24,312 93.03 488 15,559 55.73 404 11,246 40.86
Fixed Expenses
Property Taxes 30 750 3.40 25 1,574 5.68 29 2,318 8.87 24 768 2.75 33 917 3.33
Insurance 0.7 164 0.74 04 219 0.79 0.6 487 1.86 17 537 1.92 10 . 292 1.06‘
Reserve for Replacement 20 514 2.32 3.3 2,083 751 3.1 2475 9.48 4.0 1,259 450 0.0 0 0.00
Total 5.7 1,428 6.46 6.2 3,876 13.98 6.6 5,280 2021 8.1 2,564 9.17 43 1,209 439
Net Income 16.4% $4,084 $18.55 26.9% $16,621 $50.91 2.9%  $19,032 $72.82 40.7% $12,995  $46.56 36.1% $10,037  $36.47

*“Departmental Expenses are expressed as a percentage of departmental revenues
'Per Available Room
*Per Occupied Room
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14.01 INTRODUCTION

The demand for lodging in the United States is difficult to gauge, because it requires
the evaluation of a number of economic and societal trends. Some of the most sig-
nificant factors affecting lodging demand include:

* Value of the dollar. Declines in the value of the dollar enable more foreign
tourists to travel to the United States while restricting the travel of Americans
abroad; increases in dollar value reverse this situation.

* Automotive fuel prices. An increase in fuel prices discourages people from
traveling, while a decrease permits less expensive transportation, resulting in
an increase in travel and lodging demand.

4-1
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» Number of dual-income households. Over the past twenty years, the increas-
ing prominence of dual-income households has meant, for these families,
greater disposable income that can be devoted to leisure travel.

* Advances in telecommunications. Increasingly sophisticated technology has
enabled meetings and conferences to take place between participants situated
around the globe, thereby reducing the need for business travel.

o Implementation of frequent flyer/frequent guest programs. In a number of
travel-related industries, including the airline, car rental, and hotel in-
dustries, numerous incentive programs now exist that encourage travel by
awarding free or reduced-cost transportation, lodging, and other financial
rewards.

14.02 NATIONAL DEMAND DATA

The analysis of national trends affecting lodging demand depends in large part on
pertinent data compiled by government and industry organizations. Data relating to
lodging demand can be divided into four general categories:

Information regarding the actual use of transient accommodations.

2. Information regarding travel that may entail the use of transient accommo-
dations.

3. Indicators of the general condition of the national economy and broad-based
demographic trends that can have an indirect impact on the use of transient
accommodations.

4. Information detailing specific characteristics of transient travel demand
(e.g., primary reasons for leisure travel or selection of hotels).

Category 1 data provides the clearest indications of the current status of lodg-
ing demand, because the data requires little extrapolation or hypothesization. Cate-
gories 2 and 3 include information that does not directly reflect demand for transient
accommodations, but from which useful inferences can nonetheless be drawn. Cate-
gory 4 concerns such elements of demand as the most popular destinations for leisure
travelers and preferences among the different market segments (i.e., commercial,
meeting and convention, and leisure) regarding the amenities offered by lodging fa-
cilities. This sort of information indicates not overall levels of demand but rather
characteristics of demand segments; it is useful for the proper planning, design, op-
eration, and marketing of individual lodging facilities. Each of these categories of
data is discussed in the following sections.

14.03 USE OF TRANSIENT ACCOMMODATIONS

42

Historically, the U.S. Travel Data Center has been the primary source of data regard-
ing the use of transient accommodations and the actual dollar receipts of lodging
facilities. This organization conducts monthly surveys of travelers to determine their
travel patterns. In more recent years, Smith Travel Research (STR) has emerged as
the definitive source of hotel industry data, providing occupancy and average rate sta-
tistics as well as supply, demand, and room sales trends on an aggregate national level
and for most U.S. hotel submarkets. Several government agencies, including the
Bureau of the Census and the Bureau of Labor Statistics, also compile information
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regarding the use of transient accommodations in the course of preparing nationwide
industrial statistics.

[1] Trends in Hotel Travel Volume

The U.S. Travel Data Center conducts monthly travelers’ surveys from which a wide
range of statistics are developed and hotel volume trends are- tracked. Exhibit 4-1
shows the volume of travel that involved a hotel stay. This exhibit demonsirates a
virtually continuous increase between 1986 and 1996.

Exhibit 4-1 U.S. Resident Travel Volumes, 1986-1999— Hotel/Mote! Travel

Sources: Travel Industry Association’s National Survey

86-9
1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 Changi
Trips
Volume (millions) 2479 2821 2733 2905 2911 2911 3258 3295 3185 3164 334.0 35%
Share of total 47% 50% 47% 49% 49% 49% 50% 51% 48% 47%  49%

Exhibit 4-2 shows the compounded annual growth rates for several different
travel categories, including travel volume by purpose of trip and by mode of trans-

portation.

Exhibit 4-2 Travel Growth Rates

Compounded Annual

Gategory Percent Change (1982-1993)
Total Travel 2.8%

Hotel 47

Pleasure 3.2

Vacation 3.4

Weekend 5.0

Business 5.2

Auto 2.0

Air 5.8

All categories showed an increase in travel volume between 1982 and 1993. As
a result of the 1992 airline rate wars, the highest growth rate was recorded in air travel.
Travel that involved hotel accommodations showed an impressive 4.7 percent average
annual compounded growth rate during this period. The continuous increase in travel
volume supports the observation that the cyclical declines in hotel occupancies in past
years were a result of overbuilding rather than a reduction in the amount of travel.

4-3
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[2] Trends in Total Room Sales

Another direct indicator of transient demand is the annual percentage change in room
sales, which is tallied by Smith Travel Research. Exhibit 4-3 tracks room sales trends
since 1987 for the United States as a whole.

Exhibit 4-3 Room Sales—U.S. Total

Source: Smith Travel Research

Year Percent Change
1987 8.3%

1988 8.9

1989 9.1

1990 6.7

1991 1.2

1992 5.3

1993 6.3

1994 . 8.6

Consistent with trends in new hotel development, national room sales growth
gained momentum during the late 1980s, peaking at 9.1 percent annual growth in
1989. Growth began to decline in 1990, and reached a relative low in 1991, when
hotel room sales increased by only 1.2 percent, well below the pace of inflation. As
the national economy began to recover, so did the relative health of the national hotel
market. From 1992 to 1994, room revenues gradually increased to a rate of 8.6 per-
cent, roughly on par with the sales growth levels experienced during the late 1980s.

74.04 TRAVEL INDUSTRY STATISTICS

Travel industry statistics are generally easier to obtain than information concerning
the actual utilization of hotels and motels.

[1] Food and Beverage Sales

4-4

Food and beverage sales are quantified each year by the National Restaurant Associ-
ation for several categories, including lodging places and hotel and motel restaurants.
According to data found in the Statistical Abstract of the United States 115th Edition,
food and drink sales at lodging facilities had a compounded annual growth of 2.3 per-
cent between 1980 and 1992, slowing to a rate of 1.3 percent annually from 1985 to
1992. Reflecting the economic recession, food and drink sales at lodging facilities de-
clined by 0.9 percent from 1990 to 1992. Hotel restaurants showed growth rates of
4.1 percent, 2.3 percent, and negative 0.4 percent in 1990, 1991, and 1992, respec-
tively. Motel restaurants experienced significantly lower volumes each year, with a
7.3 percent decline from 1980 to 1992, a 6.6 percent decline from 1985 to 1992, and
a 5.4 percent decline from 1990 to 1992.
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[2] Domestic Passenger Traffic

Domestic passenger traffic figures for private cars and domestic airlines, buses, and
railroads also provide indirect indicators of transient lodging demand.

According to the Statistical Abstract of the United States 115th Edition (Table
1009, p. 62), from 1970 to 1993 total passenger traffic increased at varying rates
between 2.0 percent and 3.0 percent annually, with the greatest period of growth
occurring during the 1980s. Growth slowed from an annual rate of 2.9 percent in
the period from 1980 to 1993 to a rate of 2.2 percent annually from 1990 to 1993. In
general, the greatest growth rate took place in domestic air travel, which had a
5.1 percent annual increase between 1970 and 1993—even though, between 1990
and 1993, the growth rate dropped to 1.0 percent. Because air travel tends to gener-
ate a high level of lodging demand, these trends are very favorable for hotels
and motels, and particularly those located at major airport destinations. Surprisingly,
railroad travel increased by 2.5 percent annually between 1990 and 1993, although
that mode of transportation still remained only a minor contributor to overall pas-
senger traffic.

[3] International Travel Demand

International travel to the United States represents a growing source of hotel de-
mand. Since 1983, international travel has been increasing at an estimated annual
compounded rate of 8 percent. The low value of the dollar in relation to other
currencies makes the United States- an inexpensive destination for overseas
travelers. Approximately 10 percent of the total U.S. hotel demand is currently
generated by international travelers, and this percentage is projected to increase to
14 percent during the next three years. Surveys show that foreign visitors stay
in hotels nearly twice as long as domestic travelers (7 nights as opposed to 3.6)
and use hotels with nearly twice the frequency of U.S. travelers. International
vacationers constitute an extremely attractive market, with an average stay of just
under three weeks and per-capita spending that is six times higher than that of their
U.S. counterparts.

The two primary sources of international travel to the United States are Canada
and Mexico. Together, these countries represented more than 55 percent of the total
international arrivals in 1994. Because of economic problems, travel from Canada to
the United States has remained fairly level during the past several years. Travel from
Mexico, however, has increased sharply. The passage of the NAFTA agreement is
likely to engender a further influx of visitors from these two countries, which should
have a favorable effect on the U.S. lodging industry.

According to data from the U.S. Travel and Tourism Administration, there was
little change in the volume of international travel to the United States during the first
part of the 1980s. As the dollar weakened in value against foreign currencies during
the mid- to late 1980s, international travel increased significantly.

Offsetting the benefits of international travel to the United States is the out-
bound travel to international destinations by U.S. citizens. Between 1989 and 1994,
foreign travel to the United States rose by 28 percent, while U.S. travel to interna-
tional destinations increased by only 13 percent. Between 1989 and 1994, U.S. travel
to Canada declined by 3 percent, while U.S. travel to Mexico rose by 5 percent. Total
international travel by U.S. citizens has been increasing slowly.

4-5
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14.05 ECONOMIC AND DEMOGRAPHIC TRENDS

Category 3 data, which indicates general economic health and broad-based demo-
graphic trends that can indirectly affect lodging demand, is readily available to
analysts and investors. The most useful data of this type pertains to the gross
domestic product and the contributions made to it by the wholesale and retail trade
and the service industries. Gross domestic product, which is the broadest measure of
economic activity, is a relevant indicator for both business and leisure travel.

Wholesale and retail trade generates about 15 percent of the nation’s lodging de-
mand, so the economic health of this segment of the economy has particular impor-
tance for the lodging industry. In constant 1987 dollars, the gross domestic product
(GDP) had a compounded annual growth rate of 1.6 percent between 1987 and 1992,
During this same period, the combined wholesale and retail trade grew at 2.1 percent,
and services increased by 2.6 percent annuaily. Slower GDP growth occured from
1990 to 1992 than in the period from 1987 to 1992, largely reflective of the national
economniic recession.

74.06 CHARACTERISTICS OF TRAVEL DEMAND

Category 4 data is quite different from the first three categories of data in that it does
not assist in quantifying lodging demand, but rather provides information about the
characteristics of the demand—for example:

* The reasons commercial travelers select a particular hotel
* The usual lead time for booking an association training seminar
* The most popular destinations for pleasure travelers

* Why people travel

* The hotel amenities that travelers request most and the amenities that travelers
actually use most

Although Category 4 data does not directly reflect overall hotel demand, an un-
derstanding of this information is essential for planning a lodging facility and oper-
ating it in a manner that attracts a sufficient level of demand. Exhibit 4-4 contains
data regarding the characteristics of an average trip along with the number of nights
per trip for the period from 1984 to 1993.

Exhibit 4-4 Characteristics of an Average Trip
Source: U.S. Travel Data Center

1084 1985 1986 1987 1983 1989 1990 1991 1992 1993
Persons per trip 162 162 159 157 158 160 162 165 163 1.64
Nights per trip 520 540 520 500 490 460 440 410 4.00 420

As the exhibit shows, the number of persons per trip has remained relatively flat dur-
ing the past ten years—approximating 1.6 persons per trip—although during the late
1980s, the figure dipped slightly. As the late 1980s was a period of rapid economic
expansion, the slightly lower statistics during that time might indicate an increase in
individual business travel. The number of nights per trip has generally decreased from
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a 1985 peak of 5.4 nights per trip to 4.2 in 1993. Business travel budgets have been
reduced, particularly during the recessive early 1990s, having a direct impact on the
length of business trips, and increasing number of flight options and lower airfares
have led to more short “commuter” flights.

With the increase in dual-income households, vacations have changed over the
past decade. Mostly gone is the single, multi-week family vacation each summer;
today, an increasing number of couples and families prefer shorter but more frequent
vacations. '

Category 4 data can be made more useful by being broken down into individual
segments based on the unique characteristics of the travelers making up a particular
segment. The most logical method for performing this operation is to use the purpose
of the trip as a distinguishing characteristic. Three primary segments are (1) commer-
cial demand, which consists of individual business people traveling for a business pur-
pose; (2) meeting and convention demand, which consists of groups of people (more
than three) traveling for the purpose of having a meeting of some type; and (3) leisure
demand, which consists of individuals traveling for pleasure.

One important reason for looking at Category 4 data on the basis of individual
demand segments is that different types of demand usually exhibit different charac-
teristics that are useful for lodging facility planners and managers to know. For
example, commercial demand exhibits a low double-occupancy rate, while leisure
travel generates a much larger number of people per room; leisure travelers typically
have a longer average stay than commercial patrons; and growth rates in commercial
travel are often dependent on the local economy, whereas growth rates in meeting and
convention patronage are most often affected by national economic trends. These
characteristics can have a significant effect on the operating results of a lodging
facility, so any analysis of lodging demand data should begin by dividing the data into
individual segments.

[1] Commercial Demand Segment

As shown in Exhibit 4-5, Business Trips increased from 1986 - 1996 by 17%. The
total volume of business travel by person-trips increased even more by 26%. This in-
dicates that the travel party size increased over the time period.

Exhibit 4-5 U.S. Resident Travel Volumes, 1986—-1999—Business Travel

Source: Travel Industry Association’s National Survey

: 86-96
1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 Change

Trips
_Volume (millions)
Share of total

PERSON-TRIPS
Volume (millions)
Share of total

Travel Party Size
(People)

185.0 1828 1993 1828 1769 2108 2104 1932 207.8 1928 17%
33% 31% 34% 3% 30% 32% 32% 29% 31% 29%

2183 2241 2456 2218 2240 2780 2754 2467 275.2 2512 26%
4% 24% 26% 23% 28% 26% 26% 22% 28% 22%

118 123 123 121 127 132 131 128 132 131

47



1 4.08[1]

4-8

HOTEL INVESTMENTS HANDBOOK

Although business travelers who take 10 or more trips per year make up the smallest
segment, this group of travelers has grown in size during the past decade. Hotel
chains develop marketing plans aimed at these frequent travelers in an effort to de-
velop brand loyalty. Today, most major commercial hotel chains offer a traveler in-
centive program, and according to U.S. Travel Data Center, approximately 16 percent
of business travelers actively participate in a frequent lodger program. Exhibit 4-6
shows the average number of nights spent per business trip. Most businesspeople
spend between two and three nights away from home, while only 13.6 percent of cor-
porate travelers spend more than ten nights on the road.

Exhibit 4-6 Nights Sp.ent per Business Trip

Source: U.S. Travel Data Center

Number of Nights Percentage of Commercial Travelers
0 13%
1 21%
2-3 38%
49 22%
10+ 6%

The typical business traveler is always of interest to hotel investors and operators. Ex-
hibit 4-7 shows some of the most important characteristics of the commercial
segment.

Exhibit 4-7 Demographics of Business Travelers
Source: U.S. Travel Data Center

Men 69%
Age 25-55 45%
College graduate 43%
Professional or managerial 57%
Income $40,000+ 68%
Two or more wage earners 53%
Average miles per trip 834
Average nights per trip 8.2
Uses airline for trip ‘ 35%
Stays in hote! or motel 67%
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Exhibit 4-8 shows the types of transportation used by commercial travelers.

Exhibit 4-8 Types of Transportation Used on Business Trips
Source: U.S. Travel Data Center

Primary Type Used

Car travel 62%
Airline 35%
Bus/motorcoach 1%
Company plane 0.5%
Train 0.5%
Other 1%

According to the U.S. Travel Data Center, the ten most important factors in hotel
selection for commercial travelers are the following:

Convenient location
Clean, comfortable rooms
Room rates
Recommendations
Previous experience
Meeting facilities
Restaurant—food service
Company policy

R N LN T S

Travel agent

[y
e

Frequent guest program

Predictably, a convenient location is the key factor in the selection process. Clean,
comfortable rooms are next on the list, followed by cost.

Commercial travel is distributed fairly evenly throughout the year for both fre-
quent and infrequent travelers, although there is less activity during the months of
December, January, and February. Business travel peaks during the spring and fall
months, with a slight dropoff noted during the summer months. Exhibit 4-9 lists the
distribution of business travel by month throughout the year.

In general, business travelers tend to be less price sensitive than other travelers;
furthermore, they travel on a more regular basis, and their demand is fairly predictable.
For these reasons, owners and operators of lodging facilities consider the commercial
demand segment an extremely important component of the overall demand for lodging.

[2] Meeting and Convention Demand Segment

One of the best sources of national demand data concerning the meetings and con-
vention market segment is Meetings and Conventions magazine, a nationally recog-
nized authority on all types of meetings and conventions. Every two years, the
publishers of this periodical conduct a detailed survey of their readership to develop
data related to the meetings and convention market in the United States, and then pub-
lish the information in a book titled Meetings Market.
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Exhibit 4-9 Distribution of Business Trips by Month
Source: U.S. Travel Data Center

Percentage of Total

Frequent Travelers Less Frequent Traveiers
January 6.4% 5.6%
February 3.6 53
March 8.4 9.1
April 10.8 11.1
May 8.0 . 9.1
June 11.5 9.9
July - 84 9.7
August 75 9.0
September 9.6 79
October 9.4 8.7
November 9.5 8.6
December 6.9 5.9

Total 100.0% 100.0%

Meetings Market divides the meetings and convention market into three seg-
ments: corporate meetings, conventions, and association meetings. Exhibit 4-10
shows the important characteristics of corporate meetings.

Exhibit 4-10 Characteristics of Corporate Meetings

Average
Average number of
Average number of Numberin  Perceniage  months’ planning
Type of meeting attendance  days’ duration past year of toial lead time
Management Meetings 43 27 159,900 20% 49
Sales Meetings 64 2.98 133,900 17 8.2
Training Seminars 67 2.6 261,000 33 2
Incentive Trips 81 - 6.5 60,200 8 46
Stockholder Meetings 82 1.6 10,300 1 47
Professional/Technical 86 4.6 101,000 13 3.3
Meetings

New Product Introductions 98 2.3 30,500 4 15
Other Meetings 107 21 44,500 b 94
Average/Total 69 3.2 801.300 100% 51

Corporate meetings typically have a fairly small attendance (the average is
approximately 69 people) and range in duration from 1.6 days for stockholder meetings
to 6.5 days for incentive trips. The average length of a corporate meeting is 3.2 days.
Training seminars make up the largest number of corporate meetings, roughly one-third
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of all, followed by management meetings and regional sales meetings. The planning
lead time for corporate meetings ranges from a low of 2 months to a high of 9.4 months.
The length of lead time is an important consideration for new hotels that must pre-sell
meeting space early enough to capture this element of the lodging market.

Major conventions typically consist of groups of 1,000 or more. A unique char-
acteristic of conventions is the amount of time for which they are booked in advance.
Exhibit 4-11 shows that as the size of a meeting increases, the number of months lead
time required for booking arrangements also increases, to the point at which the av-
erage convention of more than 500 people is booked more than four years in advance.
This finding demonstrates the need for a long pre-selling program for new hotels that
plan to capture large meetings.

Exhibit 4-11 Advance Time Required to Book Meetings

Source: Meeting Planners Survey

Number of Attendees Months
10-50 10
51-150 13
151-300 25
301-500 33
500+ 55

Association meetings are generally composed of smaller groups that meet period-
ically to conduct the business of the association. These events consist of work sessions
similar to corporate meetings but also generally involve some leisure-oriented and so-
cially oriented activities. Exhibit 4-12 provides basic information about such meetings.

Exhibit 4-12 Characteristics of Association Meetings
Source: 1994 Meetings Market Report

Number of
Average Average Number in  Month’s Lead
Type of Meeting Attendance  Duration (Days)  Past Year Time
Board Meeting 35 1.8 62,500 6.3
Educational Seminars 102 21 57,000 9.2
Professional/Technician 111 2.3 35,700 7.2
Regional/Local Chapter 98 1.9 33,500 11.7
Other 178 24 17,800 92
Average/Total 91 21 206,500 10

Association meetings include such functions as board meetings, seminars, and
local chapter meetings. They typically attract an average of 91 people, which is larger
than the average corporate meeting, but the duration is somewhat shorter—on aver-
age, 2.1 days. Planning lead time for association meetings is generally somewhat
longer than for corporate meetings, ranging from 6.3 months to 11.7 months.
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The time of year of meeting and convention demand is an important considera-
tion when planning a hotel oriented to this market segment. The meetings and con-
vention market has strong seasonal swings in demand, with the high point coming in
the late spring and the low point in the middle of winter. Exhibit 4-13 shows the per-
centage of major conventions held by month.

Exhibit 4-13 Distribution of Conventions by Month
Source: 1994 Meetings Market Report

Month Percentage of Meetings
January 5%
February 6
March 6
April 8
May 10
June 9
July 6
August 6
September 10
October 20
November 10
December _4
Total 100%

The process by which meeting planners select a hotel is also important infor-
mation for owners and operators of lodging facilities. According to the U.S. Travel
Data Center, the primary factors in hotel selection for meetings and conventions are
the following:

Food service

Meeting facilities
Billing procedures
Guestrooms

Meeting coordination
Audio-visual equipment
Recreational facilities

. Convenient transportation

© XN ! R W N

Exhibit space

-
e

Number and caliber of suites

Meetings and conventions are unquestionably an important market for the lodg-
ing industry. Most of these events make use of all of the facilities within a hotel, in-
cluding meeting rooms, banquet rooms, lounges, restaurants, and recreational
facilities. In addition, some groups are willing to meet on weekends and holidays,
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thus complementing commercial demand, which falls off during these periods. An-
other advantage is that meeting plans are typically made by a small committee that
can consolidate and facilitate a hotel’s marketing and selling activities. In addition,
group arrangements such as banquets, centralized booking, check-in, and billing in-
crease the efficiency of convention hotel operations.

As the economy of the United States becomes increasingly service oriented, the
need for meetings and conventions should continue to grow. Offsetting this trend,
however, will be the greater use of video communications, which will, over time, de-
crease the need for meetings.

[3] Leisure Demand Segment

Leisure travel is important to the lodging industry because it creates demand that is
negatively correlated with commercial demand. In other words, leisure travel is strong
during weekends, holidays, and summer, when commercial demand is weak; during
periods when commercial demand is strong, leisure travel is generally at a low level.
Hotels that can attract both leisure and commercial demand generally enjoy higher
levels of occupancy without the peaks and valleys that plague operations that can
cater to only one segment of demand.
Exhibit 4-14 contains demographic data pertaining to leisure travelers.

Exhibit 4-14 Demographics of Leisure Travelers
Source: U.S. Travel Data Center :

Men 55.0%
Age 25-44 41.0
College graduate 40.0
Professional or managerial 32.0
Two or more wage earners 43.0
Use airline for trip 18.0
Use rental car ’ 9.0
Stay in hotel or motel 40.0
Use travel agent 8.0
Average miles per trip 858
Average nights per trip 4.0
Average household members per trip 1.8

[4] Comparison of Demand Characteristics

Exhibit 4-15 contains listings of customer preference items, which have been ranked
according to the importance with which they are regarded by the three main demand
segments (1 being most important and 6 least important). The six preference items
surveyed are price, travel time, quality, management, amenities, and image. Price sim-
ply represents what is charged by lodging facilities for their guestrooms. Travel time
is the time it takes to travel to the facility if it is not the primary destination of the
traveller, and is primarily a measure of convenience. Quality is a measure of the grade
of the accommodations offered by a facility; a high-quality hotel generally has larger
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guestrooms, better furnishings, and more personalized service. Management is largely
responsible for a lodging facility’s atmosphere, which can affect guest comfort and
the perceived status of the facility. Amenities are items provided above and beyond
the normal necessities found in a lodging facility; they usually become more elabo-
rate as the level of quality rises. Image is an intangible that describes the feeling that
is created by a facility and its management and that is augmented through marketing

and guest experience.

Exhibit 4-15 Customer Preference

Class of Hotel

Demand Segment Economy Midrate Luxury
Commercial 1. Price Travel Time Image

2. Travel Time Quality Quality

3. Quality Price Management

4. Management Image Travel Time

5. Amenities Management Amenities

6. Image Amenities Price
Meeting and Convention 1. Price Amenities Image

2. Amenities Quality Amenities

3. Quality Price Quality

4. Management Image Management

5. Travel Time Management Travel Time

6. Image Travel Time Price
Leisure 1. Price Amenities Image

2. Amenities Quality Amenities

3. Quality Price Quality

4. Management Image Management

5. Travel Time Management Travel Time

6. Image Travel Time Price
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715.01 LONG-TERM TRENDS

Hotel development or acquisition begins with three basic steps:

1. Identifying market areas that show long-term potential for hotel invest-
ment.

2. Choosing a lodging product that will take best advantage of the local supply
and demand characteristics.

3. Search for an appropriate site.

When looking at market areas in which to develop or acquire a lodging facility,
the investor should first focus on long-term economic trends and on future supply-
and-demand characteristics rather than historical factors. A knowledge of the eco-
nomic history of a market area is useful, but the ability of a new hotel (whether
recently constructed or acquired and renovated) to survive and succeed depends on
the long-term supply and demand conditions in the market area. The economic life of
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a lodging facility typically ranges from twenty to sixty years, with a median of thirty-
five to forty years. A long-term evaluation is necessary to determine whether the cur-
rent economic characteristics of the market are likely to continue or whether some
development could take place that would alter the economic climate.

For example, one of the trends presently affecting the economy of the United
States is a gradual decline in manufacturing industries and a concurrent increase in
service-oriented businesses. This trend has negatively affected the regional economies
of many of the major manufacturing centers in the country. One aspect of a decline
in a local economic base is that the lodging market in the area is apt to experience a
loss in room-night demand. The reverse takes place, however, when an area is able
to grow by attracting service-oriented industries.

Other long-term trends that may have a significant effect on both the lodging indus-
try as a whole and on individual market areas during the next thirty to forty years include:

+ Decline in the manufacturing and production industries may have a negative
affect on market areas that are dependent on this business activity.

+ Increase in the service and technology industries will benefit market areas that
attract these businesses.

* The aging of the population will result in a greater number of senior citizens
who have both the time and the money to travel and to make use of transient
lodging facilities. Resort-, leisure-, and tourist-oriented markets should bene-
fit the most from increased travel by the retired population.

* Greater family income, generated by two wage-earners, coupled with gener-
ally smaller family size, will stimulate increased leisure travel. Resort, leisure,
and tourist markets should prosper from this business.

+ The deregulation of the airline industry has reduced the cost of travel to many
destinations, with the result that more people can now afford to travel greater
distances and patronize more lodging facilities. Technological advances
should further increase the speed and range of travel, thus making it easier for
people to reach their destinations.

* Faster transportation will, however, in some ways reduce lodging demand.
New technology will enable commercial travelers to reach their destinations
more rapidly, and thus reduce the amount of time it takes to conduct their
business and then return home. At present, for example, a trip from New York
to Los Angeles involves five hours in transit, which means a business trip
from New York almost always includes one night in a Los Angeles hotel. With
the inevitable introduction of supersonic air travel between the coasts, trips to
Los Angeles and all points in between will require only one day; consequently,
lodging facilities in markets served by this form of high-speed transportation
will lose commercial demand.

* Video communication technology is rapidly approaching the point at which
businesses will be able to eliminate some of their face-to-face meetings by
substituting live video communications, or “videoconferencing.” This may
reduce the need for people to travel to hold meetings, conferences, seminars,
and conventions when the same activities can be accomplished from each
party’s individual office. However, people still value face-to-face meetings to
measure or develop personal “chemistry” for business transactions and to
network during larger gatherings. In addition, people report that they enjoy
experiencing new places. Therefore, videoconferencing is expected to supple-
ment but not replace business- and meeting-related travel; the potential nega-
tive impact on such travel is not expected to be significant.
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* It is likely that an increasing percentage of the world’s population will be free
to travel to more destinations and will also have the financial ability to do so.
This trend could benefit lodging facilities, particularly those located in tourist-
oriented destinations.

75.02 TRENDS IN THE BUDGET AND ECONOMY SEGMENTS

Budget and economy hotels offer lodging without the extra amenities typically found
in full-service hotels, such as restaurants and bars, and depending on their location,
their price for a guestroom usually ranges from $30 to $65. The customer groups that
use these products are normally business travelers, families, and value-oriented vaca-
tioners and seniors.

Exhibit 5-1 Hotel Industry Segments
Source: Smith Travel Research

Segment Range Average Rate
Luxury 85%—100% $129
Upscale 70%—-85% 88
Mid-Price 40%-70% 68
Economy 20%—-40% 52
Budget 0%-20% 42

Exhibit 5-1 segments budget and economy lodging products on a market-by-market
basis by average rate.

Exhibit 5-2 Typical Economy and Budget Segment Hotel Brands
Source: Smith Travel Research

Economy Segment Budget Segment
Amerihost Inn Best Inns

Budgetel Budget Host Inn
Days Inn Econo Lodge
Fairfield Inn Extended Stay America
Hojo Inn Inn Town Suites
Homestead Village Knights Inn
Howard Johnson Microtel

Ramada Limited Motel 6

Red Roof Inns Super 8

Rodeway Inns Red Carpet Inn
Shoney’s Inns Suburban Lodge
Signature Inn Thriftiodge

Sleep Inn Villager Lodge
Suisse Chalet

Travelodge

Vagabond Inn

Wellesley Inn
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Exhibit 5-2(A) Budget Segment
Source: Bear, Sterns & Co. Inc., Smith Travel Research; Coopers & Lybrand L.L.P.

# of # of # of # of
Brand Hotels Rooms Brand Hotels Rooms
Super 8 1,580 96,873 National 9 52 1,935
Motel 6 746 83,183 Thriftlodge 37 1,884
Econo Lodge 735 47,849 Good Nite Inn 14 1,692
Knights Inn 229 19,552 Select Inn 14 1,364
Howard Johnson Express Inn~ 173 13,174 Budget Inn 16 1,264
Sleep Inn 154 11,426 Admiral Benbow 10 1,163
Red Carpet Inn 129 7,774 Motel Orleans 13 844
Budget Host Inn 186 7,500 Friendship Inn 18 685
Scottish Inn 140 7,010 Ha' Penny 6 631
Microtel 66 5,502 Passport Inn 13 607
Travelers Inn 35 4,256 Cricket Inn 4 598
Masters Inn 32 3,828 Wynfield Inn 3 578
Excel Inn 27 3,013 Sixpence Inn 6 577
Cross Country Inn 25 3,009 Roadstar Inn 7 576
E-Z8 27 2,728 Hometown Inn 5 332
Economy Inns Of America 22 2,474 Great Western 7 323
Wilson ' 15 2,405 Thrifty Inn 4 315
Family Inns Of America 26 2,291 Travel Inn 4 204
Little America - 6 2,276

Segment Totals: 4,586 341,695

Exhibit 5-2(B) Economy Segment
Source: Bear, Sterns & Co. Inc., Smith Travel Research; Coopers & Lybrand L.L.P.

# of # of # of # of
Brand Hotels Rooms Brand Hotels Rooms
Days Inn 1,738 155,795 Vagabond Inn 49 3,419
Travelodge 443 35,089 Best Inns Of America 33 3,129
Fairfield Inn - . 345 33,231 Innkeeper 23 1,903
Red Roof Inn 259 29,725 Country Hearth Inn 30 1,755
Ramada Limited 218 16,065 Jameson Inn 37 1,659
Budgetel 153 15,930 Mcintosh Motor Inn 12 1,410
Rodeway Inn 210 13,331 Nendels 16 1,072
Shoney’s Inn 87 8,836 Key West Inn 13 590
Americinn 90 4,177 L-K Motel 5 180
Susse Chalet 33 3,714

Segment Totals: 3,794 331,020
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The average rates of budget hotels typically fall in the 20th percentile range and lower
in a given marketplace, while the average rates of economy properties typically range
from the 20th to 40th percentile.

Exhibt 5-2 outlines the hotel brands that are typically found in the economy and
budget segments of the industry.

Presently, construction and supply-side increases are more prevalent in the lim-

ited service segments (economy, budget, and mid-scale without food and beverage) in
select markets across the United States, as compared with other price tiers. This sit-
uation differs from the hotel construction boom of the 1980s where over-building of
lodging properties occurred in a more or less simultaneous manner across most seg-
ments of the hotel industry. This current trend of overbuilding in select markets is ex-
pected to result in varied performance across the segments, and in individual markets
across the country.
_ Because of the recent construction activity within the budget and economy seg-
ments of the lodging industry, supply in these segments is currently outpacing de-
mand. This trend has changed somewhat from 1994 and 1995, when the opposite was
true: at that time, demand for these lodging products outpaced supply. On a2 macro
level, supply is currently outpacing demand in the budget and economy segments of
the lodging industry. However, on a micro level, some regions of the countfy are more
affected by the oversupply than others; there are regions where it is still appropriate
to build new budget and economy facilities.

[1] Regional Performance

As previously mentioned, performance in the budget and economy segments of the
lodging industry varies by market and by region. Exhibit 5-3 illustrates recent his-
torical occupancy and average rates for nine regions.

As shown in Exhibit 5-3, the New England markets of Connecticut, Maine,
Massachusetts, New Hampshire, Vermont, and Rhode Island recorded both the
strongest demand and resulting revenue increases in the nation for the year ended Oc-
tober 1997, while supply in this region is estimated to have decreased by approxi-
mately 0.04 percent for the same period. The Middle Atlantic region, which includes
New Jersey, Pennsylvania, and New York, posted demand increases of 1.1 percent for
the year ended October 1997, which exceeded the 1.01 percent increase in supply for
the same period. These increases resulted in a 10.30 percent increase in revenue over
the same period in 1996.

The areas that posted the greatest increases in supply include the Mountain, East
North Central, and West North Central regions of the country. The Mountain region’s
3.54 percent increase in supply was coupled with a 0.3 percent increase in demand.
The East North Central and West North Central regions posted supply increases of 3.13
and 2.42 percent, respectively, with a zero and 0.1 percent respective increase in de-
mand. While each of the nine census markets posted positive revenue increases for the
year ended October 1997, the market that recorded the lowest revenue increase was
the East South Central market, where a 1.07 percent increase in revenue was reported.

Overall, as compared to the previous years, the budget and economy segments
achieved a 1.70 percent increase in supply for the year ended October 1997, but they
experienced no demand growth. This trend of supply surpassing demand is expected
to continue for the foreseeable future, until such time when the construction of new
properties in the budget and economy segments is no longer feasible. This occurs
when the per-room construction costs exceed the values per room of these products.
Simply put, new construction occurs when the value of a new hotel is higher than the
cost to build it. This positive feasibility draws capital into lodging development; as

5-5



MARKET, PRODUCT, AND SITE SELECTION T 5.02[2]

more and more hotels are built, occupancies fall and values begin to decline. Feasi-
bility becomes negative when it costs more to build a new hotel than to purchase an
existing property with the same utility. At that point, the supply of capital evaporates
and new construction ceases.

Exhibit 5-3 Performance of the U.S. Regional Budget and Economy Lodging Markets
Sources: HVS International and Smith Travel Research

Occupancy Average Daily Rate Percent Change
Year Ended Year Ended Year Ended Year Ended
Region Oct. 1997 Oct. 1996  Oct. 1997 Oct. 1996 Demand Supply Revenue
New England 61.6% 59.4% $54.68 $50.88 3.7% -0.04% 11.49%
Middle Atlantic 64.4 64.3 66.66 61.09 1.1 1.01 10.30
Pacific 64.1 64.0 50.66 46.84 0.6 0.32 8.80
East North Central 56.8 58.6 4552 42.62 0.0 3.13 6.80
West South Central 57.8 59.1 39.50 37.41 0.1 2.42 5.67
West North Central 56.5 57.7 41.38 39.49 0.1 2.04 4.66
South Atlantic 60.5 61.9 43.56 41.28 -1.1 1.20 4.33
Mountain 62.4 64.4 41.74 40.59 0.3 3.54 3.16
East South Central 56.2 58.1 38.79 37.56 2.1 1.17 1.07
U.S. Total 60.3% 61.35% $46.53 $43.76 -0.0% 1.70% 6.34%

[2] Hotel Valuation Index

A method of measuring these cyclical changes in hotel values has been developed.
Through the use of a valuation model known as the hotel valuation index (HVI), hotel
value trends in major markets and in various average rate categories can be monitored.
Hotel values change over time as a result of differing capitalization rates and earnings
expectations. The HVI was designed to illustrate these changes and to quantify the value
attributable to movements in earnings and changes in the costs of debt and equity capi-
tal. The HVI also enables hotel investors to compare values among different market areas
and product types. By considering historical development cycles and projecting values
through the application of the HVI, investors can determine their entrance and exit strate-
gies and take advantage of the inevitable fluctuations in market values.

The HVI is a sophisticated hotel valuation benchmark that covers 47 individual
markets, the United States as a whole, and five industry price tiers. The index is cal-
culated based on actual occupancy and average rate data supplied by Smith Travel
Research, along with local P&L operating performance, projections of supply and de-
mand, and capitalization rates derived by HVS International. The HVI, which was ini-
tiated by HVS International in 1986, reflects trends in market value over time, and
assumes a willing buyer and a willing seller rather than a distressed, liquidation-type
transaction. It gives the greatest weight to the income capitalization approach, and
secondary support is provided by the sales comparison and cost approaches.

In 1997, HVS International began projecting the HVI four years into the future.
These forecasts are based on our extensive knowledge of local markets and product
types. As is the case with any forecast, actual performance may differ from projected
performance as a result of events that were unforeseen at the time the projections
were made.
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Exhibit 5-4 shows per-room values for the budget and economy rate categories
nationwide. Values from 1988 to 1996 are based on actual occupancies and room
rates; projected figures were used to arrive at values for 1997 through the year 2000.
The annual percent changes in each rate category has also been presented.

Exhibit 5-4 Per-Room Values for Budget and Economy Rate Categories 1988-2000
Sources: HVS International and Smith Travel Service

1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Economy $31,003 $33213  $29572 $26245 $27784  $28085  $20498 35367  $36121  $6411  $37,726  $37485  $3p.241

Percent
Change - 7% -11% -11% 6% 1% 5% 20% 2% 1% 4% -1% -3%

Budget $26,944  $26952 $25400 $21.818  $22679  $24998  $27498  $33003  $34797  $37,168 §33,984  $33472  $31.496

Percent
Change - 0% 6% -14% 4% 10% 10% 20% 5% 7% 9% 2% 6%

In addition to this valuation data, graphs have been developed for the economy
and budget rate categories comparing per-room values and replacement costs. These
graphs show historical values and cost data from 1989 to 1996, along with projected
data to the year 2000.

The market value and replacement cost graphs illustrate the points in time when
feasibility was either positive or negative. In addition, these graphs identify when new
hotel development is likely to commence and when it is likely to decline. As the market
value line moves upward and passes through the replacement cost line, new hotel pro-
jects become feasible, lenders and investors gain interest, and development begins.
Savvy hotel developers will anticipate this trend and start new construction before the
two lines actually cross. On the downside, new development is curtailed when the mar-
ket value line falls below the replacement cost line. Generally, new hotel development
does not begin to slow down until the market value line crosses the replacement cost
line. Exhibit 5-5 and 5-6 illustrate these feasibility and development timing concepts.

Exhibit 5-5 Economy Hotels: Replacement Cost vs. Value per Room

The Economy Market Segment
36
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32
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~jj— Value per Room
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Exhibit 5-6 Budget Hotels: Replacement Cost vs. Value per Room

The Budget Market Segment

Thousands
&

1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
~ji— Value per Room

—4&— Replacement Cost

The economy segment experienced a significant drop in value between 1989 and
1991. During that period, the market value line crossed the replacement cost line, in-
dicating that hotel investors could buy existing properties at a cost lower than what
would be required to develop new ones. This buying opportunity continued until
1994, when the market value line rose rapidly and crossed the replacement cost line,
signaling the start of new development. We project values to begin to decline in 1998,
as this rate category becomes overbuilt, and we expect the replacement cost line to
be crossed again in 1999. At that time, over-building in the economy category is ex-
pected to result in negative feasibility, and new development should slow down.

Per-room values in the budget segment declined from 1988 to 1991. The re-
plécement cost line was crossed in 1991, which meant that investors could buy an ex-
isting budget hotel for less than the price to construct a new one. As a result,
development slowed and investors began to focus on acquisitions. As a result of the
low occupancies caused by the recession, prices were very attractive, and the RTC
flooded the market with hundreds of foreclosed properties. As Exhibit 5-6 shows,
those buyers who could foresee an upturn in the value of budget properties realized
a significant amount of appreciation. As values for budget-oriented ladging facilities
escalated during the early to mid-1990s (exceeding replacement costs in 1993), it
again became feasible to develop these types of properties, and construction in the
budget segment rose. Exhibit 5-6 shows that values are expected to peak in 1997 and
will begin to decline as over-building erodes occupancy levels. By the year 2000, the
market value line is expected to cross the replacement cost line indicating possible
over-building, which should greatly reduce new development in this category.

[3] Challenges Facing the Budget and Economy Segments

5-8

It appears that there are two additional challenges facing the budget and economy
segments of the lodging industry. The first challenge is the introduction of budget and
economy-oriented extended-stay products. According to F.W. Dodge (a firm that
tracks new construction in markets throughout the country), as of the third quarter
1997, there were approximately 229 budget and economy extended-stay products that
were in the “start” stage of development. This is the stage of development after plan-
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ning and typically is at the point of, or close to ground breaking. These 229 projects
amounted to an estimated 28,572 new rooms. Additionally, there were approximately
60 budget and economy extended-stay products in the planning stage. These new ad-
ditions to supply in the extended-stay arena are expected to magnify the threat of
oversupply and erode demand in the budget and economy transient segments.

The second challenge facing the budget and economy segments appears to be
posed by the midprice segment of the lodging industry. According to Smith Travel
Research, the mid-price segment is comprised of properties in a lodging market with
average rates in the 40th to 70th percentile range. This segment typically includes ho-
tel brands such as Courtyard by Marriott, Wyndham Garden Hotel, Doubletree Club,
and Hilton Garden Inn. The challenge from this segment is that in 1996, they expe-
rienced a 2.9 percent increase in supply, which outpaced their 2.5 percent increase in
demand for the same period. It is forecast that this trend will continue through 1999.
Due to this supply increase in the mid-price segment, we believe that these proper-
ties may have to compete with the budget and economy segments for business by
lowering their room rates.

Overall, construction of new hotels is occurring at a moderate pace in the bud-
get and economy segments of the lodging industry, resulting in supply growth that is
anticipated to surpass demand growth. It is anticipated, through the use of the Hotel
Valuation Index, that as of 1999, it will no longer be feasible to build hotels in the
economy segment of the lodging industry due to the per-room construction cost ex-
ceeding the per-room value. The same is anticipated to be true for the budget segment
as of 2000. The majority of the new construction has occurred in the central and
mountain regions of the country, while the Pacific, New England, and Middle Atlantic
regions have experienced lower increases to supply. It is, however, important to re-
member that the lodging industry is a market-by-market business with individual mar-
kets often acting in contradiction with overall national industry trends. It is, therefore,
imperative for investors to take note of these individual market trends through the use
of available information, and to pay attention to the overall state of the economy and
budget segments of the industry when forming their investment decisions.

75.03 MARKET POTENTIAL

Any market analysis is based on an evaluation of potential supply and demand. In a
hotel market study, supply represents all of the competitive lodging facilities in the
area, and demand represents the travelers visiting the area who will use these facili-
ties. When there is a balance between supply and demand, area hotels and motels
achieve a sufficient level of occupancy to generate a reasonable profit. The relation
between supply and demand can sometimes become unbalanced, causing a low level
of profit (e.g., oversupply or decline in demand) or a high level of profit (e.g., un-
dersupply or increase in demand). Most markets experience cyclical changes in the
relation between supply and demand, with levels of occupancy and profits rising and
falling over extended periods of time.

In their search for hotel development or acquisition opportunities, investors
should seek out the following:

1. Market areas with an undersupply of lodging facilities relative to the amount
of available demand. This situation develops when demand increases rapidly
because of such circumstances as the arrival of a major new business in the
area (e.g., Disney moving into Orlando, Florida); significant growth of an ex-
isting business (e.g., Hughes Aircraft receiving a large government contract);
or the improved attractiveness of a city as a destination (e.g., Atlantic City af-

5-9



MARKET, PRODUCT, AND SITE SELECTION 15.03

5-10

ter the approval of casino gambling). An undersupply of lodging facilities can
sometimes occur when existing hotels are withdrawn from the market. An ex-
ample of this undersupply occurred in New York City during the 1980s, when
a number of lodging facilities were torn down and replaced by office buildings.

2. A cyclical market experiencing an upward trend in occupancy. Care must be

>

taken not to overestimate the length of the upward trend; such an error could
lead the investor to enter the market just as occupancies are peaking before
they decline. The best time to develop or acquire a lodging facility is when
the cycle is nearing its lowest point. In these situations, prices tend to be de-
pressed and a property can be acquired under the most favorable terms. For
example, by the end of the 1980s depressed hotel markets in Houston, Tulsa,
and Denver seemed to have hit the low point in their occupancy cycle; con-
sequently, this period was a good time either to acquire an existing hotel or
to start developing a new one in these markets. Although this strategy is the-
oretically sound, it takes both personal determination and strong financial
staying power to actually follow such a course.

Markets in which newly-constructed additions to lodging supply have been
restricted or inhibited (i.e., where there are barriers to entry). Barriers to en-
try tend to favor existing hotels, which benefit directly from a stable supply
of competitive rooms. The most common barriers are zoning restrictions,
which can sometimes actually bar new hotel development or make it so time-
consuming and expensive that developers choose a different use of the prop-
erty. Zoning can also reduce the feasibility of a hotel project by limiting the
number of rooms or by requiring unnecessary facilities such as excessive
parking. Other governmental regulations that can restrict development in-
clude building moratoriums brought about by a lack of sewage capacity or
available water, adverse environmental impact (e.g., traffic congestion), and
zero-growth policies. Lack of developable land on a site and proposals of a
higher and better use of the land are also forms of barriers to entry. In New
York City, the high cost of construction brought about by escalating land
values and development costs makes it difficult to economically justify new
hotel projects. Investors should be aware of market areas in which barriers to
entry are likely to arise in the near future and should look into developing a
new lodging facility or acquiring an existing one before the barrier takes
effect.

Markets that offer diversity of demand. Over the long term, hotel markets
that cater to a wide spectrum of lodging demand generally suffer fewer sig-
nificant downturns than areas that are dependent on a small number of
demand generators. Cities that depend on one type of industry run the risk
that eventually the industry may decline or even go out of business. Markets
in the midwest, for example, have suffered considerably when steel and au-
tomotive plants have closed. Houston and Tulsa were severely affected by the
decline in domestic oil production. In addition to looking for locations with
a number of different industries and businesses, hotel investors should also
seek areas that attract a variety of market segments. An ideal hotel location
caters heavily to all three of the major market segments: commercial, meet-
ing and convention, and leisure. These segments tend to have complementary
usage patterns. For example, when commercial demand is weak (weekends
and summer months), leisure travel demand is strong, and vice versa. Meet-
ing and convention demand tends to fill the gaps between the strong com-
mercial travel and leisure travel periods. San Francisco, Boston, New York,
and New Orleans are examples of cities that have been able to attract strong
patronage from all three major market segments.
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15.04 MARKET OVERVIEW STUDY

To identify a market area with the necessary long-term characteristics to support a
lodging facility, the prospective investor should conduct a market overview study.
Market overview studies are performed either directly by the hotel investor or by an
independent hotel consulting and appraisal firm. A market overview study should
include:

* Discussion of the subject area’s economic base and generators of transient
visitation. The long-term outlook for the area is the most important consider-
ation in this discussion, although historical trends should also be examined.
The.study may determine what the economy of the market will be during the
next five to ten years, what will attract transient visitation to the area over that
time period, and what the expected economic growth trends for the area will
be over the long term.

* An investigation into the supply of lodging facilities and operating character-
istics of hotels and motels in the subject area. Ideally, the study will contain
data regarding historic occupancy cycles during the past ten to twenty years,
the typical length of such a cycle, and the high and low occupancy levels dur-
ing a full cycle. In addition, the study should pinpoint where the area currently
stands in the cycle, and whether the cycle is likely to change over the long
term. If such extensive data is unavailable, typically a five-year.analysis is pro-
vided. Finally, the study should discuss the short-term outlook for additions to
supply and identify any potential barriers to entry in the market area.

The market overview study should be designed to provide a broad view that will
enable the investor to identify market areas with the potential for long-term success.
Once a market exhibiting such potential has been selected, a more in-depth, short-
term study, known as an economic market study and appraisal, is usually performed.
The case study elements at the end of Chapters 6 through 14 illustrate the various fea-
tures of the economic market study and appraisal.

15.05 PRODUCT SELECTION

Once a market area exhibiting the required long-term characteristics has been identi-
fied, the hotel investor should make a preliminary selection of the type of lodging
product best suited for that particular market. A preliminary selection is made at this
point in the process to provide criteria for selecting potential sites. A final product
selection is made later, using the information contained in the economic market study
and appraisal. ‘ _

Like market areas, hotel products tend to go through definite cycles. During the past
forty years, there has been a recurring phenomenon in the lodging industry known as
“amenity creep.” Amenity creep has occurred in several major hotel chains; Holiday Inn
provides a prime example. When Kemmons Wilson started this chain during the 1950s,
his aim was inexpensive lodging for the traveling public. He provided clean, comfortable
accommodations at a reasonable price. Over time, however, the chain has upgraded Wil-
son’s initial concept by adding amenities such as meeting space, large restaurants and en-
tertainment lounges, Holidomes, health clubs, and recreational facilities.

The addition of each new amenity or service required economic justification,
such as improved occupancy or average room rate. The general trend became a slight
upward adjustment in room rate whenever a new amenity was added. Over time, an
economy-oriented lodging chain became a mid-rate chain with some individual facil-
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ities achieving first-class status. Other chains, such as TraveLodge, Ramada Inns, and
Days Inns also began in the economy segment of the lodging industry, but through
amenity creep have become established as mid-rate chains.

Franchise chains tend to encourage amenity creep for economic reasons. Be-
cause franchise fees are generally computed as a percentage of rooms revenue, when
amenity creep drives room rates upward, franchisors benefit directly by collecting ad-
ditional franchise fees. A swimming pool added by a hotel in order to match com-
petitive facilities might increase the room rate by $5, and thus could be generating
$80 per room per year in additional franchise fees.

Hotel investors can benefit by understanding the cycle of amenity creep and the
opportunities it produces. Each hotel chain that succumbs to amenity creep creates a
void in the market. For example, Days Inns’ strategy of moving up from the economy
segment into the mid-rate market has left fewer products available for the economy
traveler. However, this void is currently being filled by the proliferation of new de-
velopment in the economy sector, primarily because of lower barriers to entry.

[1]] New Hotel Products

Occasionally, a new product appears in the hotel industry that creates its own market
niche and is able to capture market share and fend off competition. The following are
some of the unique hotel products that have been introduced over the years.
All-suite hotels. The all-suite product is a hotel with oversized guestrooms con-
taining both a bedroom and a living room area. The all-suite concept includes a lim-
ited number of meeting rooms, down-sized food and beverage outlets, and a free
breakfast, plus a complimentary cocktail hour in the evening. All-suite hotels attract
mostly commercial and leisure travelers. This concept has not created any new hotel
demand, but rather has redistributed existing demand over more properties.
Extended-stay hotels. Extended-stay hotels are designed to attract the extended-
stay (seven nights and more) market by offering large units with separate living and
bedrooms, full kitchen facilities, and dining areas. Their layouts resemble those of gar-
den apartments. This concept has created new hotel demand by attracting extended-stay
travelers whose previous lodging options were chiefly limited to renting apartments.
Micro-budget motels. A micro-budget motel room is actually a down-sized motel
unit that is usually no larger than 190 square feet in area. A micro-budget motel facility
is designed to offer accommodations at prices 15 percent to 25 percent lower than the tra-
ditional economy-type motel. A micro-budget motel is able to offer this low price by elim-
inating such amenities as the restaurant, lounge, meeting rooms, lobby- area, and
swimming pool. This concept has created new hotel demand by providing price-conscious
travelers with a lodging product that meets their particular needs. Micro-budget motels
attract patronage from rooming houses, mom-and-pop motels, and campgrounds.
Mega-resorts. A mega-resort is an all-inclusive resort hotel offering a wide va-
riety of activities, services, and amenities. Disney World is an example of a mega-
resort on the largest scale. The Hilton Waikoloa Village on the island of Hawaii is a
mega-resort without a theme park. This concept has created new leisure demand by
attracting people who would not be satisfied with normal resort hotels.

[2] Success Factors for Unique Hotel Products

As with any hotel product, the supply and demand characteristics of the local market
are one of the primary keys to success. Other factors that are important to making a
unique lodging product economically viable include:

5-12
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* Ability to create new hotel demand. A unique hotel product that merely reallo-
cates existing hotel demand among more hotel rooms is not as competitively vi-
able as one that, like residence hotels, actually generates new hotel demand; and

* Price/value relationship. Hotel products that achieve the greatest success in
the marketplace generally offer a good price/value relationship. This does not
mean that only economy properties fit this criteria; for example, all-suite prod-
ucts offer a good price/value relationship to commercial travelers who may not
require such amenities as meeting rooms, entertainment lounges, or room ser-
vice. With a pricing structure that is similar to that of a full-service hotel, an
all-suite product can provide the traveler a larger guestroom unit with the ben-
efits of a separate living area and in-room kitchen facilities.

15.06 MATCHING THE PRODUCT TO THE MARKET

Before starting the search for sites for a proposed hotel, a preliminary product selec-
tion should be made to determine which product would be best suited for a particu-
lar market area.

The factors that should be considered in making this preliminary selection in-

clude the primary characteristics of the area’s existing transient lodging demand:

* Price

* Facility requirements

* Seasonality

* Size, by market segment

* Future growth potential

In making the preliminary selection, the following primary characteristics of the

area’s existing lodging supply should also be considered:

* Number of competitive hotels

- * Current levels of occupancy and average rates

* Orientations to particular market segments
* Analysis of facilities, amenities, and services
* Relative competitiveness, by market segment

¢ Probability of new additions to lodging supply

Finally, the type of lodging product that appears to be capturing the largest share

of the market in the area and the reasons for this product’s success must be taken into
account. Examples of possible reasons include:

* Superior location

* Superior management

* Superior affiliation

* Superior product (facilities and amenities)

* Lack of competition

If the success factors cited can be duplicated, then two issues remain to be dealt

with: (1) whether or not there is sufficient demand to justify another product of this
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type; and (2) the likelihood that other, similar products will enter the market over the
short and the long term, given expected barriers to entry. If there are any market seg-
ments that are not being adequately served by area lodging facilities, the following
considerations should be explored: the depths of these market segments, their ex-
pected growth, and the probability of competition for these segments.

On the basis of an analysis of the factors described, the following list provides,
in descending order, the most desirable product traits and market conditions for pre-
liminary product selection.

1. A product that does not currently exist in the local market but for which there
is sufficient demand to justify its addition to the market. In addition, barriers
to eniry limit other new additions.

2. A product that exists in the local market, but that, because of a high level of
demand and limited competition, outperforms all other products, and for
which there is sufficient demand to justify the addition of more products
of this type to the market. The product enjoys the protection of barriers to
entry.

3. A product that exists in the local market and that experiences strong and
growing demand. Comnpetition within this product is-also strong, but because
barriers to entry discourage entirely new products, another product of the
same type could be readily absorbed into the market. '

4. An existing product for which there is strong demand in the local market.
Competition within this product is present, but if the competition suffers from
poor location, poor quality of facilities, poor management, or a weak fran-
chise affiliation, a new lodging facility (or an existing hotel that has been
repositioned) with positive attributes should be able to attract sufficient ex-
isting demand away from the underperforming competition.

The markets described in items 1, 2, and 3, while worth looking for, are rarely
found. Most market areas exhibit characteristics similar to those described in item 4.
While this type of market does not display all the optimum characteristics, it does
represent favorable investment potential if a good site can be obtained along with
strong management, competitive facilities, and a desirable franchise affiliation.

Markets with more than one negative characteristic, such as a combination of
stable or declining demand, no barriers to entry of new competition, overbuilding
over the foreseeable future, saturation by all existing products, and unfavorable long-
term outlook should not be given further consideration unless there are mitigating cir-
cumstances.

- 15.07 HOTEL SITE SELECTION
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Hotel site selection is the step of the hotel development or acquisition process that
follows the identification of a favorable market area and the preliminary selection
of a type of hotel product. Generally, the site selection takes place prior to perform-
ing an economic market study and appraisal, because this type of analysis is site-
specific.

Chapter 7 describes in detail the various characteristics of a desirable hotel site;
consequently, only the basic considerations necessary for initial selection are dis-
cussed here.

There are three basic locations that are considered suitable as sites of transient
lodging facilities:
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1. Locations near transient demand generators. Most travelers look for lodging
facilities that are close to the demand generator that has brought them to the
area.

2. Locations near transportation. Travelers generally prefer to be accommo-
dated in facilities near the mode of transportation that they use.

3. Locations near restaurants and entertainment. Many travelers prefer lodging
near the activity center of a market. These areas typically provide restaurants,
lounges, shopping, theater, and other types of entertainment.

Hotel sites that are either near or within one or more of these three basic loca-
tion types are the most desirable, particularly if other positive elements (e.g., easy
access and good visibility) are also present. Hotel sites that do not enjoy these basic
locational attributes may not be sufficiently competitive to warrant further consider-
ation or the investment in an economic market study and appraisal.

Although this discussion concentrates on potential hotel construction sites, the
locational criteria described in the foregoing list also apply to the selection process
for existing lodging facilities.

The process of finding a potential market, identifying a suitable product, and lo-
cating either a desirable site or an existing facility constitutes the first major step in
developing or acquiring a hotel or motel. In most instances, the effort involved in tak-
ing this step is made by the hotel investor with the assistance of an outside hotel con-
sultant and appraiser.

The key considerations involved in selecting a consulting and appraisal firm are
discussed in Chapter 6.
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16.01 PHYSICAL SUITABILITY

Analyzing the site of a proposed or existing facility is the first step in the fieldwork
phase of a market study and appraisal. The purpose of a site analysis is to determine
the suitability of the subject parcel for the development or continued use of a lodg-
ing facility.

The primary considerations in a site analysis are (1) the physical suitability of
the property (i.e., size, shape, and topography); (2) access and visibility; (3) avail-
ability of utilities and essential services; (4) applicable zoning laws, permit require-
ments, and restrictions; and (5) the disposition of excess land. Each of these factors
must be weighed before a conclusion is reached regarding the suitability of the site
for a proposed development or the continued use of an existing facility. The case
study at the end of this chapter examines all of these considerations in a real-world
setting.

Factors such as the size, shape, and topography of a site must be considered in -
determining its overall desirability and usefulness for development purposes. The size
of a parcel, for example, dictates to a certain extent the number of guest rooms and
amount of public space that can ultimately be built.

Local zoning codes that set floor/area ratios (FARs), height limitations, and
parking requirements are a key consideration in determining the suitable size for a
facility. A FAR indicates the maximum total size of a building construction permitted
on a particular site based on the total square feet in the parcel. For example, if the
area of a parcel is 40,000 square feet and local zoning permits a FAR of 5:1, a build-
ing with 200,000 square feet of floor space can be built. This would typically provide
for approximately 400 rooms for a commercially oriented property—300 if the hotel
is to cater to groups and conventions.

Height limitations and parking space requirements also affect the how a site is
used. For example, if a six-story restriction applied to the site previously described,
some of the 200,000 square feet of floor space would probably have to be sacrificed.
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Parking requirements can also restrict building size, if the configuration of the plot
and the number of parking spaces required necessitate the use of a significant amount
of area.

The topography and shape of a land parcel directly affect site prepara-
tion and development costs. Unusual site conditions that require additional
expenditures for site clearing, removal of rock, grading, pilings, special foundations,
bulkheads, retaining walls, and the like can significantly increase total development
cost and reduce the economic feasibility of a project. In most instances, once the cost
of the land acquisition and necessary site improvements exceeds 20 percent of the total
project cost, the economic feasibility of the project diminishes considerably. Early in
the development process, a soil and structural engineer should survey the site and per-
form the borings and testing necessary to determine whether any conditions are
present that may require special attention prior to construction. Investigation into flood
zones, water tables, percolation, drainage, air rights, subsurface rights, water rights,
and easements is also advisable, so that any hidden problem can be exposed. To cite
one example, hotels situated in flood zones often require special flood hazard in-
surance.

For an existing facility, similar site research should be made. A qualified engi-
neer should be brought in to evaluate the integrity of the foundation support compo-
nents and to review any other conditions that affect the site.

16.02 ACCESS AND VISIBILITY

Although the adequacy of a hotel’s access and visibility is a largely subjective judg-
ment, there are some basic requirements that every lodging facility should meet.

The kind of guests that a hotel generally attracts and the mode of transportation
generally used by the guests are the primary determinants of whether access and vis-
ibility are important considerations. A highway-oriented hotel catering to commercial
and/or leisure patronage passing through an area en route to a destination outside of
the immediate local market requires a visible location with quick and easy access. A
highly visible location is one that a driver can readily see while traveling at the posted
speed limit and that allows for a sufficient amount of reaction time so that the driver
can exit safely. The visibility of a site can be increased by the hotel’s improvements
and signage.

Quick and easy access means a route that leads directly to the property without
requiring any complicated turns or direction changes. Access is greatly enhanced if
the property is continuously visible while the driver is approaching it.

In other cases, however, access and visibility are not important factors—
consider, for example, a convention-oriented destination resort hotel, where most of
the guests travel by air, are prebooked, and have guaranteed their arrival with sub-
stantial deposits. Because patrons of such a facility often prefer seclusion, a great deal
of visibility is generally not required. And while access must of course be available,
it need not be quick or easy.

The location of the proposed property in relation to demand generators is as im-
portant a consideration as the access factor. A commercial traveler who must visit sev-
eral firms within a given geographic area will usually seek a centralized location as
a base of operation. Most travelers are willing to travel as long as twenty minutes be-
tween a demand generator and their lodging facility, but if other competitive hotels
have a more central location than the property under consideration for development,
it is clearly a less attractive choice.
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Exhibit 6-1 Access and Visibility

Rating?

Market Segments

Commercial —in transit2 +2
Commercial — destination3 0
Meeting—in-house4 -3
Meeting — outside5 +1
Leisure—in transit2 +3
Leisure —destination3 —4
Primary Mode of Transportation

Automobile +2
Air -2
Train -2

Bus ' -3

1Scale: -5 = not important; +5 = very important

2Passing through an area en route to primary destination
3Primary destination of the trip

4Most of the meetings held in the subject property

5Most of the meetings held at another hotel or convention facility

The rating system in Exhibit 6-1 illustrates the relative importance of access and vis-
ibility for several different segments of demand along with various modes of trans-
portation. When the scale number for the appropriate market segment is added to the
scale number for the primary mode of transportation, the result is the overall relative
importance of access and visibility. For example, for a hotel that caters primarily to
commercial destination travelers arriving by automobile, access and visibility has a
somewhat important +2 (0 + 2 = 2) rating, while for a similar property catering to
leisure destination travelers arriving by bus, the rating is a strongly unimportant:
7(4+-3=-7).

Other factors that work against drawing patronage, such as not having a chain
affiliation or a reservation system, being situated in a highly competitive market, or
being a new property with no local reputation, may be offset to a degree by ease of
access and high visibility. Economy and luxury lodging facilities typically are less
strongly affected by access and visibility than mid-rate and first-class hotels because
they cater to their own specialized market segments, and their customers generally
tolerate somewhat less convenient access in order to use their facilities.

The access and visibility of a property being considered for development should
be further evaluated with respect to the same qualities offered by competitive hotels.
For example, assume that a particular property lacks highway visibility and is not
centrally located with respect to the primary business centers in the area. If the nearby
competitive hotels offer better visibility or a more convenient location, the access and
visibility of the property in question must be considered detrimental to its market-
ability. On the other hand, if the competing hotels have similar visibility and access
difficulties, the locational characteristics of the proposed property relative to the
others would not result in a competitive disadvantage. The long-term competitive
environment must be considered, however, and with it the probability that new hotels
with better access and visibility may well be developed.

In a market study and appraisal, the access and visibility of the proposed prop-
erty should be thoroughly analyzed, and a determination should be made regarding
how well the property compares with competing lodging facilities. Specific reference
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should be made to access and visibility for all normal modes of transportation as well
as the local generators of transient visitation. The conclusions regarding the proposed
site’s access and visibility should then be reflected in the selection of competitive
indexes for the room-night analysis. (See T 11.03.)

76.03 UTILITIES AND OTHER SERVICES

The availability of utilities and other essential services is an important consideration
for proposed lodging facilities, particularly those situated in remote locations. The
utilities and services that should be investigated include:

* Electricity

* Water

* Sewer

* Telephone

* Natural gas

* Oil

* LPG or propane
* Steam

* Refuse removal

* Storm drainage

It is not always essential for oil or gas to be available because electricity can usually
be substituted. However, the cost of an all-electric hotel is generally higher, and this
additional expense could adversely affect bottom-line profits. During the fieldwork
stage of a market study and appraisal, the appraiser should consult with local utility
companies, municipalities, and providers of essential services to determine the avail-
ability of all necessary utilities and essential services. Care should be taken to deter-
mine not only whether a utility is available but also whether a connection to the utility
is actually permitted. In some areas of the country, for example, municipalities have
imposed sewer moratoriums that prohibit any new sewer connections until the ca-
pacity of the system is enlarged. These moratoriums may represent only brief inter-
ruptions or may extend the project development time for many years. The cost of
bringing a utility to the site or waiting for a moratorium to be lifted can sometimes
have a significant negative effect on total cost.

76.04 APPLICABLE REGULATIONS

6-4

In addition to the FAR requirements, height restrictions, and parking requirements dis-
cussed previously, there are other types of zoning regulations as well as permit and license
requirements that control the development and operation of lodging facilities, food and
beverage outlets, and other services provided by hotels and motels. Zoning codes govern
the development of new hotels and the expansion of existing properties by regulating the
permitted use of a site, setting limits on density, and requiring essential amenities such as
parking. Although the ultimate responsibility for conforming to the local zoning require-
ments lies with the developer, the appraiser should be aware of the imposed limitations
so that the property can be valued in accordance with the exisiting zoning codes, unless
there is a reasonable expectation that the zoning will be modified or a that variance will
be obtained. Some of the provisions that should be investigated include:
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* Is a transient hotel a permitted use?

* Are a restaurant and cocktail lounge also permitted?
* How many hotel rooms can be developed?

* What constitutes a room?

* Is a unit considered to be one or two rooms?

* Are kitchens permitted?

* What are the parking requirements?

* Are there any restrictions involving:
— Building height?
— Building bulk (total square footage)?
— Building setbacks?
— Signage?
— Curb cuts and access?
— Architectural design?

While zoning codes control the use of real property, permits and licenses typi-
cally control business activities. One license that is essential for most full-facility
hotel operations is a bar or liquor license. Liquor laws vary considerably from one
jurisdiction to another, and the availability of a liquor license should not be taken for
granted. Most hotels are at a competitive disadvantage without a liquor license. Other
permits and licenses typically required for a hotel operation include:

* Health certificates;

* Occupancy permits;

* Sign perfnits;

* Food service licenses;
* Fire safety permits; and

* Business licenses.

Although zoning codes, permits, and licenses generally appear restrictive, they
can often create value by limiting competition, improving the neighborhood environ-
ment, protecting the health and safety of the guests, and regulating operational qual-
ity. Appraisers should have an understanding of these regulations in order to assess
their impact on future earnings potential and property value.

76.05 EXCESS LAND

Land surrounding a hotel is classified as excess if it is not utilized by the current hotel
operation. When evaluating a hotel site, the appraiser should consider the potential
existence of excess land not currently required for the development or operation of
the subject property. Such excess land will often increase the value of a property
when separated from the existing hotel component and either sold or developed.
Whether or not an apparently unused parcel is actually used is often a subjec-
tive decision. Vacant land often provides aesthetic qualities—such as increased visi-
bility, reduced noise, and greater privacy—that are difficult to quantify but that
generally improve the property’s overall value. If the value enhancement of not using
the excess land is less than the land’s independent market value if sold separately,
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then the land can be considered excess and should be used in some manner. Favor-
able uses f excess land situated near a lodging facility include expanding the exist-
ing hotel, creating an amenity such as a health club or a retail activity, or developing
a demand generator, such as office space.

As noted at the beginning of this chapter, site analysis is usually the first step
taken by an appraiser when fieldwork for a market study and appraisal begins. The
site is literally the foundation of a hotel project, so it is only when the strengths of a
particular site are shown to offset its weaknesses that fieldwork should continue. If it
becomes apparent that major site problems exist, further work on the study generally
ceases while the overall viability of the project is reconsidered.
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CASE STUDY Site Analysis

DESCRIPTION OF LAND

The land under consideration for the development
of the subject hotel consists of a +8.64-acre par-
cel located at the northwestern corner of the inter-
section formed by Central Avenue (State Route
59) and Exit 14 of the New York State Thruway (In-
terstate 1-86/1-286). The municipal jurisdictions
governing the property are the City of Spring Val-
ley, the Town of Clarkstown, the County of Rock-
land, and the State of New York.

According to a survey prepared by Thomas E.
Downs, Surveyor and Engineer, Inc., dated June
10, 1994, the subject parcel contains approxi-
‘mately 380,614 square feet (8.64 acres) of land.
The site is an irregular rectangle, with 826.3 linear
feet of frontage and access on Central Avenue to
the east and 468.2 linear feet along the New York
State Thruway to the south. The northern and
western property lines face adjoining parcels and
measure 866.4 feet and 462.3 feet, respectively.
The topography of the parcel is generally flat, with
a gentle slope downward from west to east. As-
suming that the hotel will be set back approxi-
mately 150 feet from Central Avenue, the natural
slope of the property would place the first floor of
the building roughly eight feet above street level,
thus producing an attractive, highly visible entry-
way.

The New York State Thruway is situated on
an elevated embankment that rises approximately
15 feet above the southern border of the property.
The subject property’s land starts at the base of
this steeply graded slope, so the view of passing
traffic and much of the noise would be minimized
for anyone using ground-level exterior facilities
such as swimming pools and tennis courts. How-
ever, a building two or more stories in height would
rise above the Thruway and would be fully visible
to traffic in both directions.

The parcel is currently vacant of any im-
provements. A dense grove of trees and brush
would have to be removed prior to construction. A
five-foot-deep ditch running parallel and adjacent
to Central Avenue on the property’s eastern border
must be replaced with a metal conduit and filled so
that the entrance roadway will be on-grade. Sur-
face observations show no rock outcroppings,

streams, ponds, or springs. A preliminary test-
boring report by Subsurface Survey, Inc., dated
May 10, 1995, indicates no unusual rock forma-
tions or other adverse site conditions, and sug-
gests that a mid-rise structure would pose no
major engineering problems. According to Federal
Emergency Management Agency (FEMA) panel
No. 050396 0069C, effective September 5, 1993,
the subject site is located in flood zone C, which is
defined as “areas of moderate or minimal hazard
from the principal source of flood in the area.”
Flood insurance on the subject site is not required
by federal regulations.

The size and topography of the subject parcel
appear well-suited for hotel development. Suffi-
cient acreage is available to permit either a low-
rise or mid-rise facility of as nany as approximately
400 units, providing on-grade parking and neces-
sary facilities and amenities. If a 300- to 400-room
hotel were developed, the site would be fully uti-
lized, and none of the land would be considered
excess.

ACCESS AND VISIBILITY

The subject property is readily accessible to a mix-
ture of local, county, state, and interstate high-
ways. The New York State Thruway, the Garden
State Parkway, the Palisades Parkway, and
Routes 9W and 16 all pass within several miles of
the subject property and serve as major commu-
tation and intra-regional transport routes linking
New England with the Mid-Atlantic states. Routes
45, 59, 202, 303 and 304 are used mainly as local
commuting arteries within the county. The follow-
ing description of the county’s- major highways
demonstrates that the area is well-served by a va-
riety of vehicular routes.

At the point at which |-86/1-286 passes adja-
cent to the subject property, it is part of the New
York State Thruway system, a limited-access toll
route originating in New York City, extending north
to Albany, continuing west through Utica, Syra-
cuse, and Rochester, and terminating in Buffalo. At
Albany, 1-86 departs from the Thruway system and
continues northward to the U.S.-Canadian border,
where it becomes Quebec Highway 15 leading to
Montreal. Several miles east of the subject prop-
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erty, 1-286 crosses the Hudson River at the Tappan
Zee Bridge and also leaves the Thruway system to
become the Cross Westchester Expressway,
which ties in directly with the New England Turn-
pike (1-95) in Rye, New York. Continuing south
from the Tappan Zee Bridge, |-86 becomes the
Major Deegan Expressway when it enters New
York City.

Virtually all highway traffic between New York
City and western, central, and northern New York
State and northwestern New England funnels
through the New York State Thruway as it crosses
the Tappan Zee Bridge. The subject site shouid,
therefore, derive a sizable degree of recognition
from its exposure to the thousands of passing mo-
torists. More important, however, the high-speed
access provided by the Thruway to the many com-
munities and business centers in northern New
Jersey and southern New York should make the
proposed subject hotel a convenient gathering
point for meetings, conventions, banquets, and
transient visitors.

The Garden State Parkway is a north/south,
limited-access toll route that extends from Cape
May at the southern tip of New Jersey to its north-
ern terminus, the New York State Thruway, ap-
proximately one half of a mile west of the subject
property. The Parkway is restricted to noncommer-
cial automobiles, and is one of the preferred pas-
senger vehicular routes through New Jersey. As
with the Thruway, the Garden State Parkway sig-
nificantly increases the size of the subject prop-
erty’s market area by facilitating high-speed
access from many nearby business centers and
communities.

The Palisades Interstate Parkway is another
major north/south noncommercial highway, ex-
tending from Bear Mountain Bridge in Upper Rock-
land County to its southern terminus at the George
Washington Bridge, which connects New Jersey
with Manhattan. The Palisades Parkway intersects
the New York State Thruway and State Route 59
approximately 2.5 miles east of the subject prop-
erty.

U.S. Route SW, also a north/south highway,
generally parallels the Hudson River in the east-
erly portion of Rockland County. It originates in
Albany, extends southward to intersect the Pal-
isades Parkway, the New York State Thruway, and
State Route 59 (approximately five miles east of
the subject property), and terminates at the
George Washington Bridge.

State Route 16 originates in Kearny, New Jer-
sey, near the Lincoln Tunnel (which provides ac-

cess to Manhattan) and extends northwestward
through the western end of Rockland County, par-
alleling the New York State Thruway. At Harriman,
Route 16 heads westward along the southern tier
of New York State, where it terminates at the
Pennsylvania border near Erie, Pennsylvania.

In conclusion, area access to the subject
property is excellent. The well-developed network
of high-speed highways and parkways, along with
superior local roadways, significantly increases the
subject property’s primary market area and facili-
tates the capture of both transient travelers for
room business and local residents for food and
beverage sales.

Direct access to the site is from Central
Avenue (State Route 59), which forms the eastern
boundary of the subject parcel. As it passes the
property, Central Avenue is a four-lane, two-direc-
tional, undivided highway. The area speed limit is
40 miles per hour, and the unobstructed one-halif-
mile view in both directions would easily allow left-
and right-hand turns entering and exiting the sub-
ject property.

Visibility from Central Avenue is good to ex-
cellent in both directions. At the southeastern cor-
ner of the subject property, Central Avenue passes
under the elevated New York State Thruway. The
underpass is approximately 100 feet long (in order
to accommodate the six-lane Thruway above) ‘so
northbound Central Avenue drivers would not see
the subject property until they emerge from the
northern end of the underpass. However, the sub-
ject parcel has more than 800 feet of frontage
along Central Avenue, which means that north-
bound motorists would have sufficient time to ne-
gotiate a left-hand turn after leaving the underpass
and sighting the subject property.

Southbound Central Avenue drivers descend
a long hill that begins approximately three quarters
of a mile north of the subject property. From the
southbound direction, the site is fully visible over
the entire downhill grade, which means that a mid-
rise building on the site would be quite prominent.
The commercial-type improvements along Central
Avenue are one and two stories in height and so
would not impair the subject property’s visibility.

The New York State Thruway is a six-lane, di-
vided superhighway that is elevated approximately
15 feet as it passes along the subject's southern
property line. While the unimproved site itself has
minimal visibility to westbound Thruway traffic and
no visibility to vehicles heading toward the east,
any improvements two or more stories in height
would be readily visible from both directions. It is
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estimated that a three- to five-story mid-rise hotel
would be recognizable to Thruway motorists from
one mile in either direction.

Central Avenue (State Route 59) forms Exit
14 of the New York State Thruway. Along this por-
tion of the Thruway, tolls are collected at a central
toll plaza approximately two miles to the east of
Exit 14, rather than at the exit. As a result, traffic
is unimpaired and flows freely between the
Thruway and Central Avenue.

A sign for Exit 14 can be seen by motorists
heading west on the Thruway two miles béfore the
turnoff point. This sign indicates that the exit is for
Spring Valley and Nanuet, with the crossroad be-
ing Central Avenue (State Route 59). A similar sign
one mile from the turnoff relates the same infor-
mation. At this point, a mid-rise structure on the
subject property would be fully visible. A third sign
provides a one-quarter-mile warning and advises
exiting traffic to bear left.

Upon exiting the Thruway, westbound drivers
slow to a posted 25-mile-per-hour speed limit and
proceed down a semicircular ramp that drops ap-
proximately 15 feet to the grade of Central Av-
enue. Because the intersection of the westbound
Thruway exit ramp and Central Avenue is situated
directly across from the subject parcel, the entire
site is highly visible to all traffic using this ramp.
The exit road intersects the eastern side of Cen-
tral Avenue perpendicularly at a traffic signal, al-
lowing drivers about to head southbound on
Central Avenue to make a left turn, and north-
bound traffic to yield and turn right. This signal pro-
vides an additional benefit to the subject property
by slowing traffic on Central Avenue, which would
facilitate access to and from the site.

Eastbound motorists on the Thruway meet a
similar set of directional signs at the same two-
mile, one-mile, and quarter-mile intervals, which
indicate that Exit 14 is used for Spring Valley and
Nanuet via Central Avenue (State Route 59). A
mid-rise structure situated on the subject parcel
would become visible approximately three quarters
of a mile prior to this exit, providing ample time for
motorists to react and safely exit to the right.

The eastbound exit ramp is also situated on
the eastern side of Central Avenue. Exiting traffic
passes over Central Avenue and loops around to
the right, descending approximately fourteen feet
in order to reach grade level. Because the subject
property is completely obscured by the elevated
Thruway during this exiting maneuver, it would be
advisable to have some type of signage to guide
drivers. A traffic light at the perpendicular intersec-

tion of the Thruway exit road and Central Avenue
allows safe left and right turns. To reach the sub-
ject property, a motorist would turn right at this
light, proceeding under the Thruway overpass and
left into the subject property’s entryway.

Reaching the subject property by way of Cen-
tral Avenue (State Route 59) and/or the New York
State Thruway is a simple procedure. A mid-rise
hotel structure would be fully visible to all ap-
proaching motorists, and the extensive highway
signage, convenient exit ramps, and traffic lights
would further facilitate access to the subject prop-
erty. This location, from the viewpoint of highway
access and visibility, would make a highly desir-
able transient lodging site.

After highway transportation, the second pri-
mary mode of transportation into the area is air
travel to Stewart Airport, situated sixteen miles
north, in Newburgh, New York. The subject prop-
erty is not considered well-located with respect to
this facility, and would probably not receive much
in the way of direct airport-related visitation, such
as airline crews or delayed passengers. However,
the airport does bring transient visitors into the
area who rent automobiles and drive to demand
generators near the subject property.

Access to demand generators of visitation is
excellent. Numerous commercial businesses are
located nearby as well as a convention center and
some tourist attractions. Exhibit 6-2 shows some
of the generators of transient visitation in the area,
along with the distance in miles from the subject
property.

Exhibit 6-2
Transient Visitation Generators
Distance from Driving

subject fime

property (min-
Transient Visitation Generators (miles) utes)
Lederie Laboratories 20 6
Avon Products 20 6
Chromalloy Corp. . 0.5 3
BSR 0.5 3
Ciba-Geigy 20 6
Materials Research 0.5 3
Chrysler Motors 12.0 15
Volkswagen 12.0 15
Rockland County Convention Center 8.0 10
U.S. Military Academy—West Point 15.0 25
Sunnyside Tourist Attraction 8.0 15
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As Exhibit 6-2 indicates, the subject property is
centrally located in relation to many of the area’s
businesses. With the excellent highway system
throughout the immediate market area and the
proximity of the subject property to the New York
State Thruway, access to most of the nearby gen-

erators of visitation is equal to, if not better than,

that of competitive lodging facilities.

UTILITIES AND OTHER SERVICES

The subject property is currently served by water,
electricity, and telephone utilities. A sewer line is
available approximately 100 yards north on Central
Avenue but it would, of course, need to be extended
to reach ihe subject property. Likewise, a natural
gas line runs within a half-mile of the site to the
west, but because of a moratorium on new gas con-
nections and the expense of acquiring easements
over adjoining property, it is unlikely that the subject
property would use natural gas service. Heating oil,
however, could be easily delivered to the property
by one of several distributors. Garbage and trash
removal could be arranged through a local carting
company. (On-site incinerators are not allowed.)
Exhibit 6-3 shows the local utility companies that
serve the subject property. The unavailability of nat-
ural gas decreases the flexibility of alternating be-
tween gas and oil on the basis of availability and
price, and forces a greater dependence on electric-
ity, which tends to be more expensive and less de-
sirable, for cooking and laundry operations.

Exhibit 6-3

Local Utility Companies

Utility Company Providing Service
Water Spring Valley Water Corp.
Electricity Rockland Power and Light
Telephone New York Telephone
Sewer Town of Clarkston

Oil Various private suppliers

Refuse removal
Storm drainage

Various private carriers
Town of Clarkston

APPLICABLE REGULATIONS

According to the Town of Clarkstown Zoning Reg-
ulations and Map, dated July 1992, the subject
property is currently zoned as RS (regional shop-
ping district). This class of zoning predominates in
the immediate area and extends for several miles

along Central Avenue on both sides of the subject
property. Motels, hotels, boarding houses, and
tourist homes are permitted only by special permit
from the Board of Appeals.

Discussions with the Town of Clarkstown
Building Department indicate that the RS zoning
and the size of the subject parcel would permit the
construction of a hotel with approximately 400
units, along with associated facilities and ameni-
ties. The maximum allowable building height is ten
stories, so a mid-rise structure would be permitted.
One parking space per guestroom is required, plus
an additional space for each twenty square feet of
restaurant, lounge, and banquet space. _

It is assumed that all necessary special per-
mits and approvals would be secured and the fa-
cility constructed in accordance with the local
zoning ordinances, building codes, and all other
applicable regulations. Verification of this zoning
analysis should be made by the developer before
further work on this project takes place.

Discussions with local hotel operators and the
New York State Liquor Authority indicate that liquor
licenses are readily available for full-service hotels.
It is assumed that an appropriate liquor license
would be issued prior to the opening of the subject
property.

SITE SUITABILITY

The subject parcel of land is well suited for its pro-
posed use as a site for a transient lodging facility.
Its size, topography, access, and visibility as well as
the availability of utilities have been examined and
evaluated, and the parcel has been determined to
have the following advantages and disadvantages:

Advantages:

+ Site is large and has good frontage on two
major highways.

+ Topography is smooth and has no apparent
subsoil conditions that would impair con-
struction.

Highly developed area roadway system of
interstate highways and parkways passes
either adjacent to or close to the subject
property.

+ Site has excellent and direct access and
visibility from State Route 59 and the New
York State Thruway and local generators of
transient visitation.

+ Necessary utilities are easily available.
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Disadvantages:

» The elevated Thruway requires develop-
ment of mid-rise (three- to five-story) im-
provements to achieve necessary visibility.
A less expensive low-rise structure would
not be suitable.

* Visibility of the site from the eastbound
Thruway exit ramp is restricted by the ele-
vated roadway. Some type of signage
would probably be necessary in order to re-

orient exiting motorists as they approach Cen-
tral Avenue.

« A sewer line would have to be extended in
order to reach the subject property.

» Natural gas is presently unavailable.

Nearly all the disadvantages are curable, and
the advantages represent highly desirable loca-
tional attributes; accordingly, the general conclu-
sion is that the subject parcel is well suited for
hotel development.
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17.01 INTRODUCTION

A neighborhood and market area analysis, which assesses the economic climate in
which the proposed lodging facility would operate, is an essential step in a market
study and appraisal. The neighborhood portion of the analysis involves the evaluation
of current and projected land uses and the identification of economic and demo-
graphic trends within the immediate area of the proposed property. The market area
portion incorporates a broader range of economic and demographic data; it involves
a much larger geographic area and identifies probable future changes. Historical and
projected data pertaining to both the economy and the population of the area are em-
ployed, first to evaluate current conditions and identify probable future changes, and
then to forecast future growth or decline in transient visitation to the area by market
segment and thereby predict future demand for transient lodging.

An actual example of a neighborhood and market area analysis is provided by
the case study located at the end of this chapter.

717.02 NEIGHBORHOOD ANALYSIS

[1] Observation

A neighborhood can be defined as a grouping of complementary land uses that are
similarly influenced by any forces that affect property value. Neighborhoods usually
have an observable uniformity and exhibit a greater degree of commonality than the
larger market area in which they are found.

Neighborhood boundaries are generally delineated by changes in land use, types
of building occupants, or street patterns; natural boundaries, such as bodies of water
or abrupt changes in topography; and man-made improvements, such as highways,
railroad tracks, or power lines. The neighborhood of a lodging facility does not usu-
ally extend more than five driving minutes from the facility and typically includes ar-
eas of commercial zoning occupied by office buildings and retail businesses.

7-2

The basis of a neighborhood analysis is a survey of the salient characteristics of the
neighborhood in which the proposed property is located. To perform this survey, the
appraiser, using a local street map, usually drives around the immediate area and de-
termines the apparent boundaries of the neighborhood by noting changes in land use
around the subject property on the map. The finished map might be accompanied by
the following information:
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* A list of different land uses in the neighborhood, categorized in broad terms
(e.g., retail, office, industrial, rural, suburban, or urban).

* An inventory of specific land uses within one-quarter to one-half of a mile
(depending on density) of the subject property (e.g., strip shopping center)
with the following tenants:

— Single-use office building
— Free-standing mid-price chain restaurant
— Driving range (among others)
+ Characteristics of properties situated near the subject property, including:
—Age
— Condition
— Style
—Class
—Image
* A review of neighborhood development, including:
—Density of existing development in the area
— Description of any development in progress
— Identification of vacant land that could be developed

* An evaluation of the competitive environment, including the identification
of other lodging facilities and food, beverage, and entertainment establish-
ments.

[2] Economic Trends

After identifying and analyzing the salient characteristics of the subject property’s
neighborhood, the appraiser should obtain information on local economic trends from
the municipality’s planning and building departments, zoning officials, economic de-
velopment agencies, real esiate counselors, and Chamber of Commerce. In most in-
stances, these sources provide information for a large area rather than for a specific
locale, but important data can usually be obtained, including the following:

» The history of the neighborhood’s development and growth.
« Sites of likely future development.

* Current vacancy rates for different types of properties along with historical
and projected data for vacancies.

* Types of new businesses moving into the area and other types of demand gen-
erators likely to be developed in the neighborhood.

* A master plan for the neighborhood, including any recent zoning changes; if
there have been changes, a description of trends in use and density.

The statistical data and other information obtained from local sources, in con-
junction with personal observations regarding the characteristics and composition of
the neighborhood, should allow the appraiser to provide answers to the following
essential questions.
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» What is the present character of the neighborhood, and how might it change
in the future? (Local land uses should be identified and the condition, style,
and class of neighborhood buildings should be described.)

* How will the characteristics of the neighborhood affect the local demand for
transient accommodations and the operation of a lodging facility?

* What is the current economic base of the neighborhood and how will it change
in the future? (The existing types of business concerns and other demand-
generating growth trends and new development potential should be dis-
cussed.)

* How will the local economy affect the quality and desirability of the neigh-
borhood, the demand for transient accommodations, and the operation of a
lodging facility?

The answers to these questions will help in the decision whether or not the local
area is suited over the long term to the proposed subject property. The most impor-
tant neighborhood characteristics in terms of support for a transient lodging facility
are:

» Land uses that generate transient visitation

* Land uses that provide recreation and entertainment

* Land uses that provide attractive surroundings

* Newly-developed areas, or those showing rapidly improving trends
¢ Safe, low-crime areas

* Class and style similar to that of the subject property

If the neighborhood of the subject property has one or more of these character-

" istics, and it can be shown that a positive economic climate exists and will continue

to exist, conducting the market area analysis is generally warranted.

17.03 MARKET AREA ANALYSIS

A market area includes the immediate neighborhood surrounding a lodging facility as
well as the larger geographic territory within most of the lodging demand for which
a hotel will compete is found. The market area defines the boundaries of lodging
demand and includes most of the lodging facilities that would compete with the sub-
ject property.

[1] Boundary Definition

7-4

The first task in the market area analysis is to define the boundaries of the market
area in geographic terms. The perimeter of a market area is set by the farthest gen-
erators of transient visitation whose visitors would be likely to utilize the subject
property. Most of the subject property’s competition is also located within the market
area.

Overnight travelers generally seek lodging accommodations that are convenient
with respect to the demand generator that they are visiting. In most instances, tran-
sient visitors will travel up to twenty minutes from a generator of visitation, or de-
mand generator, to their lodging accommodations. Therefore, the market area
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perimeter surrounding the subject property generally has a radius of approximately
twenty travel minutes. In most instances, where the primary mode of transportation
is the automobile, twenty travel minutes is the same as twenty driving minutes. De-
pending on the highway patterns, the market area perimeter may take on a variety of
shapes showing the various distances that can be traveled over a twenty-minute pe-
riod. It will, for example, be elongated along the path of an interstate highway, and
shortened where travel is restricted to local streets.

The twenty-travel-minute rule of thumb generally applies in suburban areas. In
rural regions, the travel time radius is often significantly increased, while a central
business district might have a more compact market area. The appraiser can verify
the local market area radius by conducting interviews with overnight travelers.

[2] Economic and Demographic Data

Once the boundaries of the market area have been defined, the appraiser should start
to collect economic and demographic data in order to identify and analyze future
trends in transient lodging demand. (See Appendix 1 for a checklist of the type used
by appraisers when they collect this sort of information.) The importance of infor-
mation about future trends cannot be overemphasized. Because of a constantly chang-
ing economic environment, historical results may not accurately portray future trends.
For an appraiser, reliable projections of demographic and economic data are the most
useful sort of information on which to base predictions of future market demand. Un-
fortunately, this kind of information is scarce; appraisers usually develop their de-
mand projections using, for the most part, historical economic data.

Some of the data that an appraiser collects may not, at first, appear to have much
bearing on the condition of the lodging market, but categories such as the age distri-
bution of the population, characteristics of the area work force, and the types of busi-
nesses and industries in the area constitute economic elements that, taken together,
assist in determining the strength of lodging demand and the likelihood of success for
a new facility in the lodging market.

[a] Population Age Distribution

While there is no direct correlation between the composition of a local population and
the level of transient visitation in a market area, historical data and future expecta-
tions regarding changes in population often reflect the economic climate of a locale;
from this consideration an experienced appraiser can draw general conclusions re-
garding the vitality of the lodging market in the area.

The age distribution of the population in a market area provides an indication of
the probable spending patterns in locally generated food, beverage, and banquet pa-
tronage. A growing population under the age of 24 should produce greater banquet
business in the form of weddings, proms, bar mitzvahs, award dinners, and the like.
Growth in the 25- to 34-year-old age group is likely to create increased lounge and
entertainment patronage. The 35- to 49-year-old age group generally has the largest
disposable income and represents potentially the most significant restaurant-related
food and beverage business.

[b] Retail Sales

Trends in retail sales reflect overall changes in population and changes in the ability
and desire of area inhabitants and visitors to spend money for retail goods. As with
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population trends, retail sales have no direct correlation with hotel room-night de-
mand; rather, they gauge the economic health and vitality of a market area.

Another statistic often cited in conjunction with retail sales figures is effective
buying income (EBI), the amount of an individual’s gross income that is available
after taxes to purchase goods and services. Trends in EBI reflect the ability of area
residents to spend money on the goods and services offered by lodging facilities.

[c] Work Force Characteristics

The characteristics of an area’s work force provide an indication of the type and
amount of transient visitation likely to be generated by local businesses. Sectors such
as finance, insurance, and real estate (FIRE), wholesale trade, and service generally
produce a high level of visitation, which is typically not rate sensitive. The govern-
mental sector often generates transient room-nights, but the low per-diem reimburse-
ment allowance typically given government employees limits the accommodations
they select to budget and mid-priced lodging facilities. The manufacturing and con-
struction sectors, as well as the transportation, communications, and public utilities
(TCPU) sectors are least likely to generate significant numbers of transient visitors.

[d] Major Businesses and Industries

The types and sizes of major businesses and industries within a market area provide
an indication of the potential for commercial transient visitation. For example,
nationally oriented firms attract more visitors than local companies serving nearby
areas. Labor-intensive and financial activities are also more likely to create overnight
visitation than are highly mechanized firms employing few people. ’

[e] Office Space

~ Trends in occupied office space often directly reflect transient lodging demand within

a market area because businesses that occupy office space are generally the strongest
generators of commercial visitation. While it is difficult to directly quantify com-
mercial transient demand on the basis of the amount of occupied office space in a par-
ticular area, any increase or decrease in the amount of occupied space generally has
a proportional impact on commercial lodging demand and a less direct effect on tran-
sient meeting demand.

[f] Highway Traffic

The quantity of highway traffic that passes through a market area sometimes relates
directly to the level of transient commercial and leisure demand. It also has an in-
direct effect on meeting demand because of later recognition of the facility as a pos-
sible site when a decision is made regarding where a meeting will be held.

[g] Airport Statistics

Airport passenger counts are important indicators of transient lodging demand.
Depending on the type and location of a particular airfield, a sizable percentage of
arriving passengers may have need for hotel and motel accommodations. Trends in
passenger counts also reflect local business activity and the overall economic health
of an area.
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[3] Data Collection

Most ‘published economic and demographic data are subdivided by county, Metro-
politan Statistical Area (MSA), or Consolidated Metropolitan Statistical Area
(CMSA). If the market area is contained within one county, MSA, or CMSA, only
this data is generally used. If the market area overlaps two or more counties, it may
be necessary to consider a broader range of data that would include each county.

Much of the economic and demographic data can be obtained from governmen-
tal agencies, chambers of commerce, and various specialized publications. Exhibit
7-1 lists several valuable publications that provide economic and demographic data
and the types of information that each publication offers.

Exhibit 7-1 Published Sources of Economic and Demographic Data

BL Sources Data

Sales and Marketing Management Population levels
Age Distribution
Retail Sales

Eating and drinking place sites
Effective buying income (EBI)

Woods & Poole, Inc. Population levels (general and by age group)
Income levels (by source, e.g. wages, dividends)
Household (number of households, persons/
household, mean income)
Employment (by sector: agriculture, mining,
construction, etc.)

Federal Aviation Administration Air carrier emplanements
Operations projections

Restaurant Business Restaurant activity index (RAI)
Restaurant growth index (RGI)

Exhibit 7-2 lists information and data commonly used in a hotel economic mar-
ket study and appraisal that may not be available from published sources. Most of this
information can be gathered during the fieldwork phase of a market study and
appraisal through discussions and interviews with local officials and other knowl-
edgeable people.

[4] Data Analysis

After the appraiser collects the necessary data, the data should be put into tabular
form for analysis. The primary purpose of the analysis is to develop a basis for fore-
casting future trends or changes in lodging demand. To do so, the appraiser should
focus not only on the direction of change in a given category (i.e., growing, stable,
or declining) but also on the probable rate of change. To accomplish these objectives,
the data collected should reflect a span of at least two years and should be uniform
in quality over the period of time during which it was collected. For example, in the
case of traffic counts as set forth in Exhibit 7-3, the counter used to collect data
should be placed in the same location during the same periods each year it is used.
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Exhibit 7-2 Other Sources of Economic and Demographic Data

Types of Data

Sources

Office space absorption
Office vacancies
Office space under development

Inventory of:
Office space

Retail space
industrial space

Highway traffic counts

Origination and destination studies

Major businesses by employment sector
Number of employees

Unemployment percentages
Building permits

Housing starts

Hotel rooms tax

Visitor counts to area attractions
New businesses entering area

Businesses leaving area

Convention center usage
Number of groups
Number of attendees
Types of events
Expenditure per attendee
Average length of stay
Headquarters hotels
Advertising budget
Assessed values of real estate .
Air cargo data

Tourist visitation

Real estate brokers

Chamber of Gommerce

Real estate brokers

Chamber of Commerce

Real estate brokers

Chamber of Gommerce Building department

Real estate brokers

Chamber of Commerce

Real estate brokers

Chamber of Commerce

Real estate brokers

Chamber of Commerce

Highway department

Highway department

Chamber of commerce

Economic Development Authority
Department of Labor

Department of Labor

Building Department

Building Department

Tax Collector

Visitors’ and Convention Bureau
Chamber of Commerce
Economic Development Authority
Chamber of Commerce
Economic Development Authority
Visitors' and Convention Bureau

Assessor

Federal Aviation Authority
Airport Authority

Tourism Authority

Visitors’ and Convention Bureau

Exhibit 7-3 State Thruway Traffic Counts

Percent Change From

Year ~ Count Previous Year
1991 12,566,764 —

1992 12,943,767 3.0%
1993 12,614,836 (2.5)

1994 13,522,145 7.2

1995 14,377,202 6.3
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Direction and rate of change are determined by dividing the data for the more
recent year by that of an earlier year. For example, using the data in Exhibit 7-3, the
change in highway traffic between 1991 and 1992 is calculated as follows:

1992 -+ 1991 =12,943,767 + 12,566,764 = 1.03 — 1.00 = +3%
The change between 1992 and 1993 was
1993 + 1992 = 12,614,736 + 12,943,767 = 0.975 - 1.00 = -2.5%

Between 1991 and 1992, the direction of change was positive, which suggests growth;
between 1992 and 1993, however, the direction of change was negative, which indi-
cates a decline.

Calculating change over a period of years is somewhat more complicated be-
cause the appraiser must determine annual compounded percent change. The basic
components of market studies and appraisals, such as projected demand, should be
shown as annual compounded percent change.

For example, using again the data in Exhibit 7-3, the annual compounded per-
cent change in traffic counts between 1991 and 1995 is determined by the following
formula:

-1 + (A _ B)(l/(N-l)) =C

where: A = Data for last year
B = Data for first year
N = Number of years of compounding
C = Annual compounded percent change

Thus, the annual compounded percent change for the years 1991 through 1995 is

-1 + (14,377,202 + 12,566,764)(/5 - D) = 3.4%
Annual compounded percent change calculations are particularly useful for projections
that involve lodging demand. The unit of lodging demand (room-night) is a real num-

ber that is unaffected by factors such as inflation; therefore, it is necessary to calculate
all growth rates in real terms, using constant, rather than current, inflated dollars.

Exhibit 7-4 Rockland County Retail Sales ($000,000)

Retail Sales Retail Sales % Change From

Year (current $) (1995 $) Previous Year
1991 $1,118,539 $1,251,581 —

1992 1,223,391 1,328,901 6.2%

1993 1,310,534 - 1,382,183 4.0

1994 1,407,998 1,447,901 48

1995 1,451,832 1,451,832 0.3

Annual compounded percent change (1991-1995) 3.8%

Exhibit 7-4 shows retail sales in Rockland County from 1991 to 1995. Accord-
ing to this information, sales increased a total of 30 percent, using current (inflated)

7-9



1 7.03[4]

7-10

HOTEL INVESTMENTS HANDBOOK

dollars. Performing the same calculation using 1995 (constant) dollars shows a 16
percent increase, which is the amount of real growth in retail sales during the same
period. The difference between the inflated dollar calculation (30 percent) and the
constant dollar calculation (16 percent) is attributed to inflation rather than real
growth in retail demand. The annual compounded percent change in real terms over
this period is 3.7 percent.

To determine constant dollar amounts, calculations are made using the Con-
sumer Price Index (CPI). Exhibit 7-5 shows the CPI for the eleven-year period from
1975 to 1995. : :

Exhibit 7-5 Consumer Price Index
Sources: Bureau of Labor Statistics

Percent Ghange From

Year CPI Previous Year
1985 107.6 —
1986 1096 _ 1.9%
1987 113.6 36
1988 118.3 41
1989 124.0 48
1990 130.7 5.4
1991 136.2 42
1992 140.3 3.0
1993 144.5 3.0
1994 148.2 26
1995 152.4 2.8
1996 156.9 3.0
1997 160.5 23
1998 163.0 1.6

To adjust 1994 current dollars to 1995 constant dollars, the 1995 CPl is divided
by the 1994 CPI:

1995 CPI + 1994 CPI = (152.4 + 147.2) X ($1,407,997 + 1) = $1,447,901

The current dollar amount for 1993 is converted to 1995 constant dollars in the
same way:

1995 CPI + 1993 CPI = (152.4 + 144.5) X ($1,310,534 + 1) = $1,372,173

It is important when performing these calculations to avoid basing an annual com-
pounded percent change calculation on a starting point that goes too far back in time.
The analysis should focus on recent trends and movements in economic and demo-
graphic data; extending the historical term beyond five to eight years may sometimes
yield misleading findings. For example, a new suburban area may experience rapid
growth for the first ten years of its existence and then settle down to a 3 percent
annual increase. The annual compounded percent change in the early years might be
extremely high because the initial population base is so small and new development
so intense. However, if the same calculation is performed later, the growth rate might
be only 3 percent, which is a more realistic indication for the future. The use of
shorter periods also more clearly shows the impacts of normal business cycles, which
often contain periodic downturns.
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[5] Estimate of Future 'I'h'ansiént Demand

After all the economic and demographic data have been accumulated and the annual
compounded percent change calculated for each type of data, the appraiser analyzes
the resulting historical and projected trends, along with other pertinent information
gathered during the study, in order to estimate the probable direction and future rate
of change in hotel transient demand. The accuracy of these projections depends on
the accuracy with which the various types of economic and demographic data reflect
changes in hotel room-night demand. Naturally, the data that most closely reflect
trends in transient visitation are given the greatest weight in this analysis. Changes in
hotel demand generally depend on the type of visitation, so this analysis is usually
performed for individual market segments (i.e., commercial, meeting and convention,
leisure, or other specialized segments if relevant). Exhibit 7-6 shows the three pri-
mary market segments and the types of data that best reflect changes in the hotel
room-night demand that they generate.

Exhibit 7-6 Data Used for Analysis of Transient Visitation

Commercial

Meeting and Convention

Leisure

Total employment by sector
Office space absorption

Convention center partronage
Total employment by sector

Tourist visitation
Highway traffic counts

Visitor counts at attractions
Total employment by sector
Restaurant Activity Index (RAI)
Restaurant Growth Index (RGI)

Airport emplanements

Air cargo data

Tourist visitation

Retail sales

Visitor counts at attractions
Office space absorption
Office vacancy rates

Office space being developed
Inventory of office space
Inventory of retail space
Inventory of industrial space
New businesses entering area

Office vacancy rates

Office space being developed
inventory of office space
Inventory of retail space
Inventory of industrial space
New businesses entering area
Highway traffic counts
Airport emplanements

Air cargo data

Commercial building permits
Housing starts

Assessed values

Population

Retail sales

Effective buying income
Personal income

[a] Commercial Market Segment

The commercial market segment is composed of businesspeople visiting the various
firms within the subject property’s market area. Commercial demand is strongest
Monday through Thursday nights, declines significantly Friday and Saturday, and in-
creases somewhat on Sunday. The typical length of stay ranges from one to three days
and the rate of double occupancy is a low 1.2 to 1.3 percent. Commercial demand is
relatively constant throughout the year, with some drop-off noticeable in late
December and during other holiday periods.
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Individual business travelers tend not to be overly price sensitive and generally
use a hotel’s food, beverage, and recreational facilities. The commercial segment rep-
resents a highly desirable and lucrative market segment for hotels and motels because
it provides a consistent level of demand at room rates approaching the upper limit for
the area.

Commercial hotel demand is largely influenced by trends related to business
activity such as office space absorption; employment (particularly wholesale and retail
trade, FIRE, and services); new businesses established in the area; and airport activity.
Population growth, although not a strong indicator of changes in commercial demand,
usually sets the floor for potential growth in commercial visitation. For example, if an
area’s population is expected to grow at an annual compounded rate of 1.5 percent, it
is likely that commercial hotel demand will grow at least at the same rate.

[0] Meeting and Convention Market Segment

The meeting and convention market includes attendees of meetings, seminars, trade
association shows, and similar gatherings of ten or more people. Peak demand typi-
cally occurs in the spring and fall. The summer months represent the slowest period
for this market segment because so many people take vacations during that time; win-
ter demand can be variable. The average length of stay typically ranges from three to
five days. Most commercial groups meet during the weekday period of Monday
through Thursday, but associations and social groups sometimes meet on weekends.
Commercial groups tend to have a low double occupancy rate (1.3 percent to 1.5 per-
cent) whereas social groups are likely to have somewhat higher double occupancy
rates, ranging from 1.5 percent to 1.9 percent.

Meeting and convention patronage is generally quite profitable for hotels and
motels. Although room rates are sometimes discounted for large groups, the hotel
benefits from use of meeting space and the inclusion of in-house banquets and cock-
tail receptions. Facilities required to attract meetings and conventions include meet-
ing and banquet rooms with adequate space for breakout rooms, meal functions, and
receptions; recreational amenities; and an adequate number of guestrooms to house
the attendees. '

There are fewer economic and demographic indicators of meeting and conven-
tion demand than there are for the commercial segment. Most provide only an indi-
rect indication of demand trends. Convention center activity, particularly usage that
generates visitation from outside the area, is probably the best indicator of meeting
and c¢onvention demand. Commercial activity, such as employment trends and office
and industrial space absorption provides an indirect indication of meeting and con-
vention demand because many meetings are the result of business activity. Meeting
and convention demand is also created through the efforts of individual hotels using
their in-house sales departments; this is known as induced demand. (For a discussion
of the methods used to forecast induced demand, see Chapter 10.)

[c] Leisure Market Segment

The leisure market segment consists of individuals and families either visiting a par-
ticular location or passing through en route to other destinations. Their purpose for
travel may be, among others, sightseeing, recreation, relaxation, or visiting friends or
relatives. Leisure demand is strongest Friday through Saturday nights and all week
during holiday periods and the summer months. These peak periods of demand are
nearly the opposite of those generated by the commercial market segments, which
means that if a lodging facility can attract both segments it will experience stable
occupancy rates throughout the year.
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The typical length of stay for leisure travelers ranges from one to four days,
depending on the guests’ destination and purpose for traveling. The rate of double
occupancy is generally a high 1.7 percent to 2.5 percent.

Leisure travelers tend to be the most price-sensitive segment in the lodging mar-
ket. They typically prefer low-rise accommodations where parking is convenient to
the rooms and require extensive recreational facilities and .menities. Ease of highway
access and proximity to vacation-related attractions are important hotel locational
considerations for this segment.

Leisure demand has the fewest indicators on which to rely. However, if visitor
statistics are available, particularly in resort areas, some good indications of leisure
demand trends can be obtained from them. Attendance data for area tourist attractions
can also be useful.

[d] Conclusion

The actual estimated change in hotel demand is generally projected by market seg-
ment for periods ranging from 3 to 10 years. When forecasting lodging demand, the
projection period should be kept as short as possible. The annual percent change
should reflect the most probable trend in hotel room-night demand. Many studies pro-
ject a positive growth in lodging demand, but growth is not necessarily always posi-
tive, nor does growth always increase at the same percentage each year.

The end result of the market area analysis should be a yearly estimate by mar-
ket segment of the percentage growth or decline in transient lodging demand. The
analysis should also conclude with an evaluation of how well suited the market area -
is for proposed hotel development over the long term, or in the case of an existing
hotel, for continued use.
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R
CASE STUDY Neighborhood and Market Area
Analysis
NEIGHBORHOOD ANALYSIS to its current owners three years ago; these indi-

This section of the study investigates the subject
property’s neighborhood and evaluates pertinent
locational factors that could affect its occupancy,
average rate, food and beverage revenues, and
overall profitability.

Character of Surrounding Area

The neighborhood surrounding the subject prop-
erty is characterized by a mixture of first-class re-
tail and office space along Central Avenue (State
Route 59) and middie-income residential housing
on the secondary streets leading from and running
parallel to Central Avenue. This area has a subur-
ban character, compared with the more developed
downtown district situated two miles north of the
Embassy Suites. The commercial strip on Central
Avenue extends from a regional shopping mall just
south of the subject property to the southern
perimeter of Spring Valley’s central business
district.

Development of Neighborhood

Development in the subject property’s neighbor-
hood began approximately twenty-five years ago
as a result of the natural expansion of the Spring
Valley area. Growth occurred rapidly; within ten
years, most of the property along Central Avenue
north of the New York State Thruway was im-
proved with high-quality retail outlets and mid-rise
office buildings. Tract developers undertook con-
struction in the surrounding residential areas at the
same time.

The subject parcel was formerly a drive-in
movie theater constructed forty years ago, shortly
after the opening of the New York State Thruway.
Because the theater was removed from the im-
proved areas of Spring Valley and easily accessi-
ble from the Thruway, it achieved a high level of
success during its early years. As the neighbor-
hood became more improved and drive-in theaters
declined in popularity, normal economic pressure
was exerted to discontinue movie operations and
upgrade the property’s image. The parcel was sold

viduals were successful in obtaining the RS (re-
gional shopping district) zoning classification,
which permits hotel use.

Property along Central Avenue south of the
Thruway only recently captured the interest of de-
velopers. Historically, the Thruway inhibited the
southward expansion of Spring Valley. This situa-
tion changed rapidly in the mid-1970s, when a
500,000-square foot regional shopping center

~ known as the Spring Valley Mall was constructed

just south of the subject property, in the south-
western quadrant of the intersection formed by
Central Avenue and the New York State Thruway.
The mall is anchored by Saks Fifth Avenue and
Macy's and contains sixty-seven outlets typical of
those found in regional malls throughout the
United States. These first-ciass retail establish-
ments enhance the image of the area. The parcels
adjoining the mall to the west are improved with
well-maintained single-family homes.

Several office complexes and multifamily
apartment buildings are under construction on
sites surrounding the mall. Although the area south
of the Thruway maintains a favorable image, prop-
erty located here is still not considered the equal
of sites situated farther north on Central Avenue.

Commercial Properties in Neighborhood

The following real estate inventory of the neigh-
borhood provides an overview of the various types
of commercial improvements located along Central
Avenue.

A one-story strip shopping center containing
approximately fifteen retail outlets is located im-
mediately north of the subject property, on the
western side of Central Avenue. The tenants in-
clude a men’s wear shop, a women'’s lingerie bou-
tique, a travel agent, a real estate broker, a
jeweler, an ice cream shop, a liquor store, and an
antique dealer. The quality and variety of these
shops would compiement a nearby lodging facility,
though they would also compete with similar facil-
ities contained in a nearby hotel. Facilities located
immediately north of the strip mall include a Mer-
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cedes-Benz dealer, a three-story medical building,
and an office building housing the regional head-
quarters of IBM Office Equipment Marketing. This
branch of the national computer firm is responsible
for developing marketing programs in the north-
eastern United States and training all sales repre-
sentatives. Numerous conferences are held in this
building as a result of these training programs; a
majority of the attendees are housed in nearby
commercial lodging facilities.

Eight additional retail outlets are clustered
north of the IBM building; these buildings were
among the first commercial improvements con-
structed south of the downtown district. This shop-
ping center is intended to serve local residents and
includes a grocery store, a pharmacy, a hair-
dresser, and a bank branch. Similar retall, office,
and commercial improvements stretch north into
downtown Spring Valiey.

The land on the eastern side of Central
Avenue, directly across from the Spring Valley
Mall, is unimproved. Proposals for future develop-
ment include office space, a fast-food restaurant,
and strip-type retail establishments. Planning offi-
cials predict that most of this property will be fully
developed during the next five years.

The residential neighborhoods that flank Cen-
tral Avenue are characterized by attractive middle-
income housing. Most of the residents living in this
area are employed by local businesses; approxi-
mately 10 percent commute to jobs in New York

City.

Conclusion

The neighborhood surrounding the proposed sub-
ject property appears to be well suited for the op-
eration of a transient lodging facility. A base leve!
of commercial and meeting visitation can be ex-
pected to be generated by the nearby offices, par-
ticularly the IBM meeting complex. The retail
improvements, including the nearby regional mall,
would provide a source of both entertainment and
diversion for the hotel's guests. The neighbor-
hood's attractive and safe surroundings along with
its first-class image would enhance the subject
property's market position, and we observed no
adverse influences that are likely to have a detri-
mental impact on the hotel's attainable occupancy,
average rate, or food and beverage volume. Some
‘'vacant land is available south of the Thruway,
which may encourage additional development and
have a beneficial impact on local lodging facilities.

MARKET AREA ANALYSIS

The purpose of the market area analysis is to re-
view all available historical and projected eco-
nomic and demographic data to determine
whether the local market area will experience fu-
ture economic growth, stability, or decline. In addi-
tion to predicting the direction of the economy, the
rate of future change must be quantified. These
trends are then correlated on the basis of their
propensity to reflect variances in lodging demand
with the objective of forecasting the amount of
growth or decline in transient visitation by individ-
ual market segments (i.e., commercial, meeting
and convention, leisure).

Definition and Geographic Character '

The primary market area encompassing the sub-
ject property is mostly suburban in character, and
can be defined generally as southern New York
State and northern New Jersey. More specifically,
the subject property’s market area consists of
Rockland County in New York and the northern
portion of the neighboring Bergen County in New
Jersey. Some demand may aiso originate from the
New York Counties of Westchester, Putnam, -and
Orange and the New Jersey County of Passaic, all
of which surround Rockland County; their impact
on transient visitation would be minimal, however.

Overall, the area is mainly a rolling terrain
composed of somewhat rocky and rugged hills
ranging from 200 to 500 feet in height. With the ex-
ception of its geographically undefined border with
New Jersey, Rockland County is isolated from its
neighboring counties by the Hudson River on the
east and the Ramapo Mountains along the west-
ern border. The county is a natural extension of
northeastern New Jersey by virtue of the Ramapo
Mountains, the Hackensack, Passaic, Saddle, and
Ramapo River Valleys, and its proximity to the
Hudson River. The Palisades sill, which lies along
the eastern edge of the county bordering on the
Hudson River, turns inland just south of the Town
of Haverstraw, forming an east-west mastiff known
as South Mountain and High Tor. Within the bowl
formed by the Palisades on the east and the
Ramapo Mountains on the west, the topography
rises in a series of steps toward the west in a
north-south orientation.

The natural north-south contours of the fand
have had a significant impact on the development
of a transportation system of highways and rail-
ways that generally conforms to this geographic
model. The significant exception to the north-south
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highway pattern is the New York State Thruway (I-
77/1-277), which traverses the southern part of
Rockland County in a mostly east-west direction,
cutting through the rugged hills and intersecting
with each of the north-south highways. The fact
that virtually all east- and westbound traffic occurs
on a single roadway benefits the adjacent subject
property in terms of both access and visibility.

Rockland County, representing a major por-
tion of the proposed subject property’s market
area, is the state’s smallest county north of New
York City. Ilts triangle-shaped area contains ap-
proximately 176 square miles, with borders mea-
suring 17 by 19 by 20 miles. The county is
politically divided into 5 towns, 13 villages, and nu-
merous hamlets.

Rockland County is part of the New York City
Metropolitan Statistical Area (MSA). The MSA is
the most standard definition used in comparative
studies of metropolitan areas. The federal govern-
ment defines an MSA as a large population nu-
cleus, which, together with adjacent counties, has
a high degree of social integration. The subject
MSA contains the counties of Bronx, Kings, New
York, Putnam, Queens, Richmond, Rockland, and
Westchester, all of which are located in the state
of New York.

In recent decades, Rockland County’s econ-
omy has been characterized by its role as a distri-
bution and industrial center, a function of the
area’s proximity to New York City. In the 1950s, the
construction of the Tappan Zee Bridge, the New
York State Thruway, the Garden State Parkway,
and the Palisades Interstate Parkway opened the
county to many new firms seeking the benefits of
a suburban location with ready access to New
York City and its regional markets. Since the de-
velopment of this infrastructure, the subject market
area has experienced normal cyclical swings over
the short term, while a strong positive growth trend
has been observed over the long term.

Popuilation

Although there is no direct correlation between an
area’s population and its specific level of transient
visitation, historical and projected population
trends often reflect the economic climate of a lo-
cale. Exhibit 7-7 sets forth historical and projected
population data for Rockland County, the New
York MSA, New York State, and the United States
as a whole.

Between 1970 and 1994, Rockiand County,
the New York MSA, and the State of New York all
registered average annual population growth fac-
tors of 0.3 percent, a level considerably lower
than the 1.0 percent annual average gain regis-
tered by the nation during the same period. The
subject county’s population actually decreased in
1977 and 1978, before beginning to record
stronger positive gains in 1991 and 1992. At the
same time, the New York MSA’s population
growth has remained flat in recent years, below
state and national levels. The region's limited
population gains are partially attributable to the
high cost of living and doing business in the
northeastern United States and the taxes paid by
New York State residents, which have discour-
aged large-scale migration to the area in recent
years. Forecasts indicate that the population of
Rockland County will continue to increase at a
slow rate through 2020, with growth rates gener-
ally above those of the MSA and in line with
those of the state. .

Although these demographic trends are not
particularly auspicious, the slight population gains
anticipated in Rockland County suggest that lodg-
ing demand in the local market will rise slowly. The
rate of population growth generally establishes a
minimum rate of increase for commercial segment
hotel demand; this observation also holds true for
the meeting and convention segment if a majority
of the meetings are business-oriented.

Age Distribution

The age distribution of an area’s population pro-
vides an indication of probable spending patterns,
food, beverage and banquet patronage, and the
propensity to travel. A growing local population
under the age of 20 is likely to yield greater
banquet business in the form of weddings, proms,
award dinners, and similar functions. Growth in the
20- to 39-year age group is likely to create in-
creased lounge patronage and demand for enter-
tainment facilities. Individuals aged 40 to 64
generally have the largest amount of disposable
income, and thus represent potential restaurant
and lounge patrons. Exhibit 7-8 shows the ex-
pected trends in the population age distribution for
Rockland County as compared with those of the
United States.
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Exhibit 7-8
Population Age Distribution
Source: Woods and Poole Economics, Inc.

Rockland County USA
Age Group 1980 1990 1994 2000 1994

Under 20 342%  28.9% 286%  28.3% 28.7%
20-39 29.7 30.1 289 26.9 314
40-64 26.1 30.4 331 36.2 232
65 and over 10.0 10.6 9.5 8.6 16.6

Median Age 31.2 34.0 35.1 36.7 34.1

Between 1970 and 1994, the median age of
the Rockland County population increased from
31.1 to 35.2 years, a median age slightly higher
than the 1994 national median age of 34.1 years.
The shift in the county’s age distribution during this
period was associated with a decline in the per-
centage of residents under 20 and an increase in
the percentage of the county population in the age
groups of 40 to 64 and 65 and over. Projections
suggest continued aging of the county population
through the year 2000 with the median age ex-
pected to reach 36.7. The percentage of county
residents in age groups of under 20, 20 to 39, and
65 and over are expected to decline between 1993
and 2000, while the 40-to-64 age group increases
substantially.

The under-20 age group typically represents
entry-level workers, and its growth or decline can
have mixed effects. Workers in this age group typ-
ically earn lower wages than older members of the
work force; thus, a lack of available employees in
this age range may cause an increase in the
area's cost of doing business. Conversely, this
group is associated with a relatively high level of
unemployment.

The baby boom generation, which is repre-
sented in both the 20-t0-39 and 40-to-64 age cat-
egories, has become an important factor in
national spending patterns. These residents typi-
cally represent a strong market for homes, con-
sumable and durable goods, leisure activities,
and other products and services. Growth in this
age group is a favorable trend for the lodging in-
dustry, because these individuals are associated
with a disproportionately large share of total
travel expenditures in the United States. In-
creases in the number of two-worker households
and the attendant rise in income levels are ex-
pected to further contribute to this group’s
propensity to travel. The increasing affluence of
these well-educated Americans and subsidiary
trends such as smaller and double-income fami-

lies are expected to engender a greater con-
sumption of meals away from home. Primary
beneficiaries of these events are the nation’s ho-
tel's and restaurants, which will accommodate the
added patronage.

With the 40-to-64 age group becoming more
prominent in Rockland County, local restaurants
and lounges should benefit from the higher
spending patterns typically exhibited by this
group. In addition, local hotels and motels will
probably experience some increased demand
from children and grandchildren of the older local
residenis returning home during vacation and hol-
iday periods.

Retail Sales

Retail sales levels reflect both population trends
and the propensity to spend money on retail
goods. Although there is no direct correlation
between retail sales and hotel demand, retail
sales trends tend to gauge the economic health
and vitality of the market. Retail sales growth
should cause local businesses to prosper and
make it more likely for new firms to enter the
market, thus causing an increase in the demand
for lodging facilities. In areas in which tourism is
a significant economic factor, retail sales also
reflect the amount of visitation. Exhibit 7-9 shows
historical and projected retail sales trends in
Rockland County, the New York MSA, New York
State, and the United States as a whole. All
figures have been adjusted to reflect 1977 dol-
lars; thus, the growth rates represent real
change.

Between 1970 and 1994, retail sales in Rock-
land County increased at a real average annual
compounded rate of 0.7 percent, slightly exceed-
ing the 0.5 percent growth factor recorded by the
New York MSA, and slightly behind the 0.9 percent
growth factor recorded by New York State. All of
these indicators lagged behind the national aver-
age annual growth rate: 1.3 percent. The impact of
the national economic recession on retail sales in
all statistical areas was noted in 1990 and 1991,
while Rockland County'’s retail sales also declined
in 1993.

Projections indicate a recovery in retail sales
between 1995 and 2000; Rockland County, the
New York MSA, and the state of New York are all
expected to post real annual gains above 2.0 per-
cent, while the national growth rate is expected to
exceed 3.0 percent in future years.
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Personal Income

According to the procedures outlined in the
National Income and Product Accounts, personal
income is calculated by totaling earned income
(wages, salaries, other labor income, and propri-
etor’s income), non-earned income, and residence
adjustments and subtracting personal contribu-
tions to social insurance. Trends in personal in-
come reflect the spending ability of local residents.
Like population trends, personal income has no
direct correlation with hotel room night demand,
but rather tends to gauge the economic health and
vitality of a market area. Exhibit 7-10 sets forth his-
torical and projected per-capita personal income
levels in Rockland County, the New York MSA,
New York State, and the United States.

Rockland County's 1994 per-capita personal
income level was higher than those of the New
York CMSA, New York State, and the nation. This
relationship suggests that Rockland County resi-
dents are more affluent than typical Americans and
more able to spend money on retail goods, travel,
dining, and services. In addition, recent growth
factors for the subject county have exceeded
those of the MSA and the state, slightly trailing
those of the nation. Projections indicate continued
strong gains in personal income per capita, with
growth factors remaining in the range of 1.5 per-
cent per year over the long term. These trends are
favorable, and reflect growth in the potential
spending patterns for local residents.

Exhibit 7-11 shows the historical and projected
total personal income in Rockland County, the New
York MSA, New York State and the United States.

Workforce Characteristics

Exhibit 7-12 sets forth the Rockiand County work-
force distribution by business sector in 1970, 1990,
and 1994, as well as a forecast for 2000. As the ex-
hibit illustrates, the most rapid growth between 1970
to 1994 occurred in the services, TCPU, FIRE,
wholesale trade, and construction sectors. Moder-
ate growth was recorded in the agricultural services
and retail trade sectors, whereas a decline in em-
ployment was noted in the farm, mining, manufac-
turing, and government sectors. Projections indicate
a continuation of this slow rate of growth, with total
employment expected to increase by only 0.1 per-
cent per year between 1994 and 2000. Aithough to-
tal employment growth is anticipated to be sluggish,
the wholesale trade and FIRE sectors are expected
to record moderate gains; this is a positive indicator
of future transient lodging demand.

The exhibit demonstrates the diversification of
the Rockland County economy. In 1994, the ser-
vices sector accounted for approximately 34 per-
cent of the overall employment base, with trade,
government, and manufacturing contributing 19
percent, 17 percent, and 11 percent, respectively.
Because the local economy is not tied to the pros-
perity of any single sector, the impact of normal
business cycles is cushioned.

Farm, Agricultural Services, Mining

The farm, agricultural services and mining em-
ployment sectors taken together represented only
0.7 percent of the total employment in Rockland
County in 1994. Generally, these three sectors do
not generate an appreciable amount of hotel de-
mand, so their small presence as area employers
is not a significant factor in this analysis.

Construction

The construction industry represents a relatively
small portion of the Rockland County economy.
Between 1970 and 1994, employment in the con-
struction sector increased from 3,700 to 4,700,
yielding an average annual compounded growth
rate of 1.7 percent. However, analysis of this
longer term is deceiving. Because of the recession
and the fact that many real estate types were over-
supplied in the late 1980s and early 1990s, con-
struction employment receded substantially
between 1990 and 1994, declining at an average
annual rate of nearly 5 percent per year.

As illustrated in Exhibit 7-13, the number of
residential construction permits issued in Rockland
County has exhibited a downward trend since
1985. The sharpest drops occurred in the early
1990s, which reflects impact of the national reces-
sion and overbuilding during the 1980s.

Nonresidential construction has a greater
impact on lodging demand than activity in the res-
idential sector, because new commercial, indus-
trial, and retail space generally foreshadows a
favorable business climate. The introduction of
new firms or the expansion of existing companies
may result in increased visitation from individuals
conducting business in the area; the direct effect
on local hotels depends on the type of activity gen-
erated by those firms.

Exhibit 7-14 outlines the assessed value of all
non-residential property in Rockland County. The
figures are expressed in constant 1995 dollars,
and thus percent change represents real growth or
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Exhibit 7-13 Rockland County Dwelling Units Authorized by Building Permit
Source: Rockland County Economic Development Authority

Single Family Multi-Family Total
Number Percent Number Percent Number Percent

Year of Unils Change of Units Change of Units Change
1985 529 — 1,144 — 1,673 —
1986 508 (4.0)% 972 (15.0)% 1,480 (11.5)%
1987 467 (8.1) 875 (10.0) 1,342 (9.3)
1988 475 1.7 770 (12.0) 1,245 (7.2)
1989 502 5.7 768 (0.3) 1,270 2.0
1990 460 (8.4) 624 (18.8) 1,084 (14.6)
1991 367 {20.2) 525 (15.9) 892 (17.7)
1992 287 (21.8) 492 (6.3) 779 (12.7)
1993 285 (0.7) 497 1.0 782 0.4
1994 302 6.0 510 2.6 812 3.8
1995 325 7.6 535 49 860 5.9
Average Annual percent

Change 1985-1995 (4.8)% (7.3)% (6.4)%
Proj. 1996-2000

annual increases 330 — 545 — 875 —
Exhibit 7-14 _decline after adjustment for inflation from factors
Total Rockland County Nonresidential such as new construction.

Property Assessment
Source: Rockland County Assessment Department

Between 1985 and 1995, Rockland County’s
nonresidential tax base increased a total of 9 per-

Assessed Value cent, or an average annual compound increase of
Year in 1935 Dollars Percent Change 0.9 percent per year after adjustment for infiation.
1985 $1,105,000 - After consistent increases through the mid- to late
1986 1,116,000 1.0% 1970s, the assessed value of nonresidential real
1987 1,149,000 30 estate declined in each year between 1990 and
1988 1,195,000 4.0

1993, owing to the adverse impact of the reces-

1332 }fggggg (01.;) sion. In 1994 and 1995, gtrong increases in the as-
1991 1.164,000 28) sessed va!ue .of nonresidential ref:-ll es_tate were
1902 102,000 (53) noted. Projections sugg.est a contlnuatlo.n of the
1993 1,057,000 (4.1) recovery, and construction employment in Rock-
1994 1,105,000 45 land County is expected to increase at an average
1995 . 1,207,000 92 annual compounded rate of 0.7 percent between
Avg. Annual percent Change 1985-1995 0.9% 1994 and 2000. This moderate growth should re-

sult in some increases in lodging demand.

Manufacturing

Employment in Rockland County’s manufacturing
firms declined at an average annual compounded
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rate of 4.2 percent between 1970 and 1994, and a
more severe drop of 5.9 percent annually occurred
from 1990 to 1994. According to information pro-
vided by the Chamber of Commerce, there were
more than 100 manufacturing plants in Rockland
-County in 1994 and these plants shipped products
worth more than $1.2 billion out of the area, rep-
resenting an approximate 9 percent increase from
1977. Rockland represents slightly more than 4
percent of total manufacturing production in the
New York metropolitan area. Between 1972 and
1994, two manufacturing plants terminated opera-
tions in Rockland County. A total of 407 major
manufacturing plants closed in the New York met-
ropolitan area during this ten-year period. Projec-
tions indicate a further decline of 0.1 percent per
year ir manufacturing employment in Rockland
County between 1994 and 2000.

Rockland County’s manufacturing base is rel-
atively diversified, although pharmaceutical and
cosmetics firms show some prominence. This di-
versification is beneficial, and helps to offset de-
clines in any one industry. Exhibit 7-15 lists the
major manufacturing firms in Rockland County.

Exhibit 7-15
Major Manufacturing Firms—Rockland County
Source: Rockland County Chamber of Commerce

Number of
Firm Product Employees
Lederle Laboratories Pharmaceuticals 3,600
Avon Products, Inc. Cosmetics 1,200
Chromalloy Corp. Metals 650
BSR Electronics 600
Ciba-Geigy Pharmaceuticals 500
Materials Research Plastics 460
RCA Electronics 350

The division of manufacturing employment be-
tween the production of durable and nondurable
goods can also have an impact on an area’s sta-
bility; during periods of economic downturn,
durable goods manufacturers tend to suffer more
than firms engaged in the production of non-
durable goods. According to the New York State
Department of Labor, approximately 60 percent of
Rockland County’s manufacturing employees are
involved in the production of nondurable goods.

A 1994 survey, conducted by the Private In-
dustry Council of Rockland County, found that 35
percent of local manufacturing firms anticipated an
increase in their number of employees, and 22

percent had plans for plant expansions. New man-
ufacturing capacity, particularly in high technology
industries, often has a favorable impact on local
hotels. Manufacturing firms tend to attract visitors
such as superintendents, auditors, and salespeo-
ple; high-technology manufacturers also attract en-
gineers and consultants who are likely to need
lodging accommodations.

It is important to consider the subject property’s
distance from the county’s manufacturing firms. Al-
though most out-of-town visitors are willing to travel
a reasonable distance from their hotel to their final
destination, a twenty-minute drive is usually the
maximum limit. The subject site’s central location ad-
jacent to the New York State Thruway enhances its
ability to attract demand generated by the county’s
manufacturing firms. A survey of local manufacturers
shows that more than 90 percent are located within
a twenty-minute drive of the subject site.

Transportation, Communications, and Public
Utilities

In 1994, the transportation, communications, and
public utilities sector represented a minor portion
of the Rockland County employment base; most of
these employees work for either postal services or
telephone companies. Between 1970 and 1994,
employment in this sector increased at an average
annual compounded rate of 3.5 percent. Firms in
this sector have a mixed propensity to generate
hotel demand. Communications firms and utilities
are not highly labor intensive and are unlikely to
produce significant lodging demand. Projections
indicate that TCPU employment will remain flat be-
tween 1994 and 2000.

Wholesale and Retail Trade

In 1994, trade was the second largest sector in the
Rockland County economy. Retail trade contributed
approximately 75 percent of this sector’s employ-
ment, and the remaining 25 percent represented
wholesale activity. Firms engaged in trade (and
wholesale trade in particular) often generate con-
siderable hotel demand. Rockland County’s trade
sector is well diversified, and no particular industry
exhibits a dominance in terms of employment.
The trade sector’s prominent position in the
local economy is attributable to Rockland County’s
role as a regional market for the tri-state area
formed by New York, Pennsylvania, and New Jer-
sey. The well-established transportation network
and the presence of a number of industrial parks
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and distribution centers further enhance the domi-
nance of the trade sector.

Between 1970 and 1994, trade employment in
Rockland County increased at an average annual
compounded rate of 0.7 percent; largely as a result
of the national recession, a 1.1 percent decline was
registered between 1990 and 1994. No real growth
is projected through the remainder of the decade.

Finance, Insurance, and Real Estate (FIRE)

The finance, insurance, and real estate sector occu-
pies a strategic position with respect to the control of
investment capital, property transfers, and the provi-
sion of insurance. The professional firms operating
in this sector often generate a considerable amount
of commercial hotel demand. Despite flat growth
from 1990 to 1994, Rockland County’s FIRE sector
enjoyed one of highest employment growth rates
from 1970 to 1994; projections indicate a moderate
increase of 0.7 percent annually between 1994 and
2000. Because FIRE employment is highly corre-
lated to hotel demand, this increase should have a
favorable impact on the local lodging industry.

Services

The services industry is the largest employment
sector in Rockland County, and health care con-
tributes a significant share of this category.
Between 1970 and 1994, services sector employ-
ment increased at a strong 3.6 percent average
annual compounded rate.

A strong services sector is generally a favor-
able indicator of lodging demand. Firms engaged in
service-related activities tend to attract out-of-town
visitors who must use local lodging facilities. In ad-
dition, many service firms are relatively immune to
fluctuations in the national economy, and thus pro-
vide a stabilizing influence. Between 1994 and
2000, services employment in Rockland County is
expected to increase at an average annual com-
pounded rate of 0.3 percent, which is considerably
lower than the gains registered historically.

Government

Employing more than 21,000 people, government
was the third-largest employment sector in Rock-
land County in 1994. This category includes em-
ployees of local municipalities and state, regional,
and federal agencies. Between 1970 and 1994,
government employment in Rockland County de-
clined at an average annual compounded rate of

0.1 percent, with more rapid declines registered
between 1990 and 1994. Projections indicate no
real growth between 1994 and 2000.

Although the government sector generates sig-
nificant hotel demand, which has a favorable impact
on local lodging facilities, much of this business is
tied to a governmental per diem that is lower than
the prevailing rates charged by moderate-rate and
first-class lodging facilities. Although this rate-sensi-
tivity characteristic may limit the number of govern-
ment employees accommodated by the subject
property, this type of demand does contribute room
nights in lower-rated facilities, and thus serves to in-
crease the area’s overall occupancy level.

Major Businesses and Industries

An analysis of the market's major businesses and
industries can provide an indication of the poten-
tial for commercial hotel demand. For example,
more visitors are attracted by national firms than
by local companies serving nearby areas. Labor-
intensive businesses and financial activities are
more likely to generate hotel demand than are
highly mechanized firms that employ few people.

The major employers in Rockland County
represent a cross-section of hotel demand poten-
tial. Some are national in scope, while others op-
erate on a more local basis; some are engaged
in product manufacturing, and others are active in
research and development. Although this diversi-
fication may not maximize the area’s hotel de-
mand, it does tend to stabilize the local economy
during its various cycles. Exhibit 7-16 outlines
some of the major employers in Rockland
County.

Most of Rockland County's major employers
operate from office and industrial parks situated
along the New York State Thruway. All are within a
twenty-minute drive of the subject property and
can be considered primary demand generators.

Office Space

Trends in occupied office space are among the
most reliable indicators of lodging demand; firms
that occupy office space often exhibit a strong
propensity to attract commercial visitors. Although
it is difficult to quantify hotel demand on the basis
of the amount of occupied office space, trends that
cause changes in the amount of occupied office
space or office space vacancy rates may have a
proportional impact on commercial lodging de-
mand and a less direct effect on meeting demand.
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Exhibit 7-16
Major Employers in Rockiand County
Source: Rockland County Chamber of Commerce

Number of
Firm Product Employees
Lederle Laboratories Pharmaceuticals 3,600
Avon Products, Inc. Cosmetics 1,200
Chromalloy Corp. Metals 650
BSR Electronics 600
Lamon Geological Geological Research 600
Ciba-Geigy Pharmaceuticals 500
Swivelieri Co. Light Fixtures 500
Le Croy Electronics 475
Materials Research Plastics 460
Grant Hardware Co. Hardware 450
St. Regis Paper Research 450
Federal Paper Cartons 425
Prentice Hall Publishing 425
Xerox Research 400
IBM Research 400
Chrysler Motors Automobiles 390
RCA Electronics 350

Office space in Rockland County is concen-
trated in several office parks located along the New
York State Thruway in Nyack, Spring Valley, and
Suffern. Some additional office developments are
located in the downtown districts of these areas.
Most of the companies occupying office space in
Rockland County are local firms or branch offices
of national organizations. The area’s largest office
parks are summarized as follows:

Nyack Office Center:
Location: Exit 11, N.Y.S. Thruway, Nyack,
New York
Size: 500 acres
Number of Firms: 250
Occupied Office Space: 2,145,400 square feet
Total Office Space: 2,524,500 square feet
Vacancy Rate: 15 percent
Major Tenants: Avon Products, Inc., Ciba-Geigy,
Lederle Laboratories, U.S. Polychemical

Comments: This office park, situated approxi-
mately two miles east of the subject property, is
considered the top corporate location in Rockland
County. Approximately 75 percent of the available
land is currently utilized and park owners expect
occupied office space to increase at a rate of 2
percent to 3 percent annually.

Eastwood Office Park:

Location: Exit 14A, N.Y.S. Thruway, Spring Valley,
New York

Size: 300 acres

Number of Firms: 125

Occupied Office Space: 752,300 square feet
Total Office Space: 947,000 square feet
Vacancy Rate: 10 percent

Major Tenants: Chromalloy American Corp.,
Materials Research, BSR

Comments: This office park typically attracts re-
search-oriented companies. It is the largest con-
centration of office space closest to the subject
property, which benefits directly from the transient
commercial and meeting demand generated by
the tenants. Approximately 60 percent of the East-
wood Office Park is currently developed, and the
owners expect the amount of occupied office
space fo increase at an annual rate of 2 percent to
3 percent.

Suffern Corporate Center:

Location: Exit 14, N.Y.S. Thruway, Suffern,

New York
Size: 600 acres
Number of Firms: 73
Occupied Office Space: 367,700 square feet
Total Office Space: 461,000 square feet
Vacancy Rate: 20 percent

Major Tenants: Chrysler Motors, World-Wide
Volkswagen

Comments: This new office park, situated approx-
imately twelve miles west of the subject property,
opened in 1973. It is currently 25 percent devel-
oped, primarily with manufacturing firms, Future
growth expectations for this area are 1 percent to
2 percent annually.

The Rockland County Real Estate Board
maintains an inventory of occupied and available
office space in the county. Exhibit 7-17 summa-
rizes this information.

Between 1975 and 1995, available office
space in Rockland County increased from ap-
proximately 6,545,000 to 7,735,000 square feet,
which yields an average annual compounded
growth rate of 1.7 percent. During the same pe-
riod, occupied office space increased from
5,745,000 to 6,637,000 square feet, or 1.3 per-
cent compounded annually. As growth in supply
outstripped the pace of absorption, the vacancy
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Exhibit 7-17 Inventory of Rockland County Office Space in Square Feet

Source: Rockiand County Real Estate Board

Available Percent Occupied Percent Vacancy
Year Space Change Space Change Rate
1985 6,545,000 — 5,845,000 — 10.7%
1986 6,617,000 1.1% 6,200,000 6.1% 6.3
1987 6,637,000 0.3 6,278,000 1.3 5.4
1988 6,697,000 0.9 6,362,000 1.3 50
1989 7,234,000 8.0 6,398,000 0.6 11.6
1990 7,459,000 34 6,278,000 (1.9) 15.8
1991 7,601,000 1.9 6,123,000 (2.5) 194
1992 7,639,000 0.5 6,145,000 0.4 19.6
1993 7,635,000 (0.1) 6,232,000 1.4 18.4
1994 7,669,000 0.4 6,452,000 3.5 15.9
1995 7,735,000 0.9 6,637,000 2.9 14.2
Avg. Annual percent
Change 1985-1995 1.7% 1.3%

rate increased from 10.7 percent in 1975 to 14.2
percent in 1995. Nevertheless, the most recent
trends indicate that the pace of new supply addi-
tions has slowed dramatically, allowing market
conditions to become more balanced. Vacancy
rates reached nearly 20 percent in 1992 because
of oversupply and recessionary influences. De-
spite somewhat unfavorable trends in the local of-
fice space market, the subject site occupies a
strong location with respect to a number of local
business concentrations. Furthermore, the fact
that a significant portion of available office space
exists suggests that there is capacity for further
growth in the amount of occupied space.

Highway Traffic

The subject site occupies a prominent location ad-
jacent to the New York State Thruway and within
several miles of the Garden State and Palisades
Parkways. The amount of traffic passing through
the market area has a direct impact on commer-
cial and leisure demand and an indirect effect on
meeting demand. Exhibit 7-18 illustrates annual
traffic counts on the New York State Thruway at
the Spring Valley toll plaza, on the Garden State
Parkway at its intersection with the New York State
Thruway, and on the Palisades Parkway at its in-
tersection with the New York State Thruway.

Between 1974 and 1995, traffic on the New
York State Thruway, the Garden State Parkway,
and the Palisades Parkway increased at average
annual compounded rates of 1.3 percent, 1.4 per-
cent, and 1.6 percent, respectively. Much of the
rising traffic volume can be attributed to an in-
crease in commercial activity in the subject prop-
erty’s vicinity, a conciusion that is supported by the
lower growth rates, and, in some cases, declines
registered between 1979 and 1992, when the re-
gion was struggling through an economic reces-
sion. Traffic count trends at each location have
generally been positive since 1992, though the
gains have been considerably more modest than
in prior years.

Airport Traffic

Airport passenger counts are important indicators
of lodging demand. Depending on the type of ser-
vice provided by a particular airfield, a sizable per-
centage of arriving passengers may require hotel
accommodations. Trends showing changes in pas-
senger counts also reflect local business activity
and the overall economic health of the area.

The subject property is situated approximately
ten miles south of Stewart Airport, which is located
in Newburgh, New York. This regional air facility is
served by American and Delta Airlines, as well as

7-28




NEIGHBORHOOD AND MARKET AREA ANALYSIS

Exhibit 7-18 Highway Traffic Counts

Source: New York State Department of Highways

New York State  Percent Garden State  Percent Palisades  Percent
Year Thruway! Change Parkway? Change Parkway®  Change
1984 12,566,764 — 6,153,928 — 5,431,492 —_
1985 12,943,767 3.0% 6,369,315 3.5% 5,632,457 3.7%
1986 13,614,836 5.2 6,604,980 3.7 5,846,490 3.8
1987 13,522,145 (0.7) 6,803,129 3.0 6,056,964 3.6
1988 14,377,202 6.3 7,068,451 3.9 6,299,243 40
1989 14,528,352 1.1 7,153,254 1.2 6,342,102 0.7
1990 14,423,351 (0.7) 7,159,265 0.1 6,423,012 1.3
1991 14,395,230 (0.2) 7,002,341 (2.2) 6,397,123 (0.4)
1992 14,412,023 0.1 7,100,256 14 6,445,251 0.8
1993 14,385,178 (0.2) 7,209,356 14 6,445,251 0.8
1994 14,525,108 1.0 7,211,369 0.0 6,428,798 0.5
1995 14,528,397 0.0 7,205,446 (0.1) 6,439,555 0.2
Avg. Annual percent .
Change 1984-1985 1.3% 1.4% - 1.6%

1Spring Valley toll plaza

?Intersection of Garden State Parkway and New York State Thruway
3|ntersection of Palisades Parkway and New York State Thruway

several commuter carriers. The popularity of Stew-
art Airport has increased in recent years as busi-
nesses have relocated to Rockland and Putnam
Counties and the New York City airports have
grown more congested.

Most of the passengers arriving at Stewart
Airport are commercial travelers visiting firms in
Rockland and Putnam Counties. Local agencies
report that airport car rentals average approxi-
mately three days, and it is reasonable to conclude
that many of the arriving passengers who rent au-
tomobiles also stay in area hotels. Exhibit 7-19
shows historical and projected air passenger en-
planements at Stewart Airport; cargo tonnage sta-
tistics are also presented because they provide a
useful indication of manufacturing trends.

Although the actual amount of cargo shipped
from Stewart Airport is small, the strong historical
and projected growth rates are a favorable trend.
Similarly, although the increases in enplanements
are auspicious and provide some benefit to local
lodging facilities, the overall impact on the area’s
hotel demand is minimized by the small number of
passengers actually using Stewart Airport.

Rockland County Convention and
Exhibition Center '

Meeting and convention visitation took on greater
significance in the local economy with the 1974
opening of the Rockland County Convention and
Exhibition Center. This county-operated facility is
located in downtown Suffern, approximately eight
miles west of the subject property, and currently
offers a 50,000-square-foot exhibition hall that can
accommodate groups of 5,000 to 7,500 people.
Fifteen additional meeting rooms seat between 25
and 500 people each.

Most of the functions presently held at the
Rockland County Convention and Exhibition Cen-
ter consist of retail trade shows and entertain-
ment and sporting events. Although these
activities do not generate significant lodging de-
mand, the facility typically draws 40 to 50 meet-
ings annually that do contribute room nights to
area hotels. Exhibit 7-20 outlines the attendance
figures and the number of conventions held at the
Rockland County Convention and Exhibition Cen-
ter since its opening.
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Exhibit 7-19 Siewart Airport Statistics

Source: Stewart Airport Authority

Passenger Percent Percent Cargo Percent Percent
Year Emplanement Change? Change? Tons Change! Change?
1978 197,105 — — 53,120 — —
1983 245,628 4.5% - 4.5% 67,796 5.0% 5.0%
1988 297,423 3.9 4.2 88,189 54 5.2
1992 372,420 5.8 4.6 117,171 74 5.8
1995 388,876 1.5 41 133,288 4.4 5.6
1998 475,321 41 45 149,217 4.1 53
2003 609,546 5.1 46 194,099 5.4 5.3

TAnnual average compounded percentage change from previous year
2Annual average compotinded percentage change from 1978

Note: 1988 and 2003 projections provided by the Federal Aviation Administration

Exhibit 7-20
Rockland County Convention and Exhibition Center
Conventions Requiring Overnight Accommodations

Source: Rockiand County Convention Bureau

Number of Percent Number of Percent
Year Conventions Change Delegates Change
1984 14 — 7,000 —
1985 22 57.1% 12,100 72.9%
1986 36 63.6 20,700 711
1987 30 (16.7) 18,000 (13.0)
1988 41 36.7 25,825 43.5
1989 45 9.8 29,250 133
1990 46 22 29,623 1.3
1991 49 6.5 31,875 76
1992 51 41 33,07 38
1993 49 (3.9) 32,456 (1.9
1994 47 4.1) 32,799 11
1995 58 234 43,799 33.5

Avg. Annual percent

Change 1984-1995 13.8% 18.1%

In 1993 and 1994, the Center underwent a
complete renovation and expansion, designed to al-
low the facility to attract larger and more upscale
meetings and conventions. As a result of disruptions
related to this project, convention statistics declined
durimg those two years. However, with the comple-
tion of the project, the center's visitation increased
substantially in 1995, as the number of conventions
and attending delegates each reached record highs.
The center now features 75,000 square feet of

space; it can now host groups of 7,500 to 10,000
people. An additional ten meeting rooms seating be-
tween 50 and 250 people provide ample breakout
space. The entire facility has been upgraded with
state-of-the art convention and conference ameni-
ties. Continued growth is projected through the near
term as awareness of the facility’s expansion grows.

Leisure Travel

More than 35 percent of the land in Rockland
County is reserved for recreational use; thus,
trends in leisure travel are key indicators of the
area's lodging demand. Leisure demand is ex-
tremely beneficial to hotels because these travel-
ers often seek accommodations on weekends,
holidays, and during the summer months, when
commercial demand is low. This additional patron-
age helps to smooth operational peaks and val-
leys, allowing for increased efficiency and higher
profits. The New York State Department of Tourism
compiles data on out-of-state tourist visitation. Ex-
hibit 7-21 outlines these trends.

Although Rockland County receives far less
tourism than the metropolitan area and New York
State as a whole, these travelers do represent po-
tential demand for local lodging facilities. The exhibit
shows moderate historical increases over the long
term, with some fluctuations attributed to the recent
recession. On a monthly basis, Rockland County
tourism activity undergoes normal seasonal peaks
and valleys. Exhibit 7-22 illustrates these cycles.
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Exhibit 7-21 Out-of-State Tourist Visitation (in millions)

Source: New York State Department of Tourism

Rockland Percent Metro Percent New York Percent
Year County Change New York Change State Change
1984 15 — 15.2 — 25.8 —
1985 15 0.0% 17.5 15.1% 28.2 9.3%
1986 1.6 6.7 171 (2.3) 28.8 2.1
1987 1.7 6.3 17.0 (0.6) 29.1 1.0
1988 1.7 0.0 16.9 (0.6) 29.6 1.7
1989 1.8 5.9 17.1 1.2 31.2 5.4
1990 1.8 0.0 17.1 0.0 31.1 (0.3)
1991 1.7 (5.6) 17.0 (0.6) 30.6 (1.6)
1992 1.7 0.0 16.9 (0.6) 30.5 - (0.3)
1993 1.6 (5.9) 16.8 (0.6) 30.1 (1.3)
1994 1.8 12.5 17.0 1.2 30.7 2.0
1995 1.9 5.6 17.5 29 30.9 0.7
Avg. Annual percent
Change 1984-1995 2.2% 1.3% 1.7%

Exhibit 7-22 mand base therefore has a stabilizing effect on

Rockland County Visitation by Month the market.

Source: New York State Board of Tourism The point of origin of leisure travelers influ-
Month Percent of Annual Total ences the demand for local lodging facilities; mar-
Jamiary % kets that draw vacationers from distant areas
February 8 enjoy stronger hotel demand and longer lengths of
March 4 stay than those that attract a more local clientele.
April 3 According to information provided by the New York
May 3 State Tourism Commission, the five states that
June 12 provide the greatest amount of leisure demand in
July 15 Rockland County are New York, Pennsylvania,
August 15 Massachusetts, New Jersey, and Connecticut. Be-
September 1 cause all of these states are relatively close to
October 12 Rockland County, much of this visitation is likely to
November 4 consist of one- or two-day stays, which may ben-
December 6 efit local hotels to some degree.

Approximately 42 percent of Rockland
County’'s leisure demand occurs during the
months of June, July, and August. As a result of
the region’s natural beauty during the fall foliage
season, weekend demand is also strong in Sep-
tember and October. Skiers and other winter
sports enthusiasts often generate weekend hotel
demand in January and February. The summer
months and fall and winter weekends are slow
periods for commercial visitation; the leisure de-

Tourist Attractions

The following descriptions of the area’s tourist at-
tractions show the variety of activities that draw
leisure travelers to Rockland County, either as a
destination or as a stopping point on a longer jour-
ney. By virtue of the area’s well-developed high-
way system, numerous travelers pass through
Rockland County bound for destinations outside of
the subject property’s market area; some of these
individuals use local lodging facilities.
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Palisades Interstate Park System. The Pal-
isades Interstate Park System consists of eleven
recreational areas. These parks provide more than
6,000 acres of land for a variety of recreational
uses, including golf courses, tennis courts and wa-
ter sports, as well as scenic spots for picnicking or
hiking.

U.S. Military Academy. This nationally known,
time-honored institution, located approximately fif-
teen miles north of Spring Valley in West Point,
New York, is among the area’s most popular
tourist attractions. West Point offers a variety of
visitor activities: the Information Center features
films and displays on cadet training, the West
Point Museum has exhibits on military history and
ordinance, and nearby Fort Putnam is a fully re-
stored Revolutionary War fortification. Visitor
counts at the West Point Information Center show
moderate historical growth. As Exhibit 7-23 indi-
cates, the recent recession affected visitation dur-
ing the early 1990s.

Exhibit 7-23
West Point Visitor Trends
Source: West Point Information Center

Year Number of Visitors Percent Change
1985 232,793 —%
1986 242,338 41
1987 237,249 2.1
1988 244,366 3.0
- 1989 246,890 1.0
1990 253,852 2.8
1991 248,325 (2.2
1992 241,230 2.9
1993 240,339 ‘ (0.4)
1994 249,782 3.9
1995 250,856 0.4

Avg. Annual percent
change 1985-1995 0.8%

Between 1975 and 1995, visitation to West
Point increased at an average annual compounded
rate of 0.7 percent. Although the absolute visitor
count has some importance in evaluating local ho-
tel demand, the average annual compounded in-
crease provides a solid benchmark for projecting
growth in the leisure market segment. Discussions
with West Point officials indicate that they expect
future increases that are similar to those registered
historically. 1t should be noted that 75 percent of
West Point visitation is concentrated in the months

of June, July, and August. The remaining 25 per-
cent is largely contributed by weekend guests or in-
dividuals attending special events at the Academy.

Sunnyside. Washington Irving’s Hudson River
estate is in Tarrytown, approximately eight miles
east of the subject property. This beautifully land-
scaped estate, which was constructed in 1735,
contains Irving's furnishings, personal effects, and
library.

Philipsburg Manor. Situated in North Tarry-
town, Philipsburg Manor is a restored seven-
teenth-century manor house that features an
operating gristmill, a granary, a wharf, and a
wooden dam across a local river.

Old Dutch Church of Sleepy Hollow. This
quaint Dutch church was built in Tarrytown in 1690
on what had been the manor of Frederick Philipse.
The building is fully restored, and includes a
replica of the original pulpit.

Stony Point Battlefield and Museum. This
restoration of the historic Stony Point Battlefield is
located approximately eight miles north of the sub-
ject property. The park features a number of can-
nons and bunkers, as well as a museum
displaying an extensive collection of firearms from
the Revolutionary War. .

Nyack’s “antique row.” Nyack, eight miles
east of Spring Valley, is a popular destination for
antiques enthusiasts.

Our review of various economic and demo-
graphic data indicates that the subject property's
market area has undergone moderate growth
since 1970, although the national and regional re-
cession caused some declines during the early
1990s. Projections suggest an economic recovery,
although growth rates are not expected to reach
the levels registered during the 1970s.

Summary of Market Conditions

Demand for transient accommodations in the
Rockland County area is primarily generated by
three market segments: commercial, meeting and
convention, and leisure (see Exhibit 7-24). Field-
work, area analysis, and knowledge of the local
lodging market allow the following estimate of the
distribution of the accommodated hotel roomnight
demand during 1995 to be made.

Using the distribution of accommodated hotel
demand as a starting point, an analysis of each
market segment follows that defines the various
segment characteristics and presents an estimate
of future trends in room-night demand. All figures
in the exhibits that follow that include dollar
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amounts have been adjusted for inflation, and thus
reflect real change.

Exhibit 7-24
Market Demand Segmentation

Segment Room-Nights Percent of Total
Commercial 45 45.0%
Meeting & Convention 25 25.0
Leisure 20 20

Airline 10 100

Totals 100 100.0%

Commercial Market Demand

In the market surrounding the proposed subject
property, the commercial segment consists primar-
ily of individual business people visiting local firms.
In addition, a smaller portion of commercial de-
mand represents business travelers passing
through the area en route to another destination
who stop at local highway-oriented lodging facili-
ties because they provide a convenient resting
point.

Commercial demand in the subject market is
generated by a wide variety of corporations, with
the computer industry and other high-technology
employers exhibiting some dominance. This high-
technology environment is considered favorable,
because these industries are likely to undergo
strong growth over the long term. Large firms op-
erating in the area include IBM; Xerox; Lederle
Laboratories; Avon Products, Inc.; Chromalloy
American Corp.; BSR; Lamon Geological; Ciba-
Geigy; Materials Research; and Prentice Hall. Indi-
viduals visiting smaller local companies also
contribute a significant portion of the area’s hotel
demand. In addition, business travelers passing
through Spring Valley en route to other destinations
may stop at local lodging facilities because they
provide a convenient resting point along the area’s
major highways.

The recent recession had a negative impact on
commercial demand throughout the United States,
and the northeastern region was particularly vulnera-
ble. A number of local firms have undergone cutbacks
during the past several years, and layoffs at IBM were
particularly well publicized. Despite the lingering ef-
fects of the economic downturn, some experts are be-
ginning to note signs of recovery. Our projections
reflect an economic rebound during the next several
years, although growth rates are not expected to re-
turn to the levels achieved during the mid-1970s.

To reach a specific forecast of commercial de-
mand growth, the data that most clearly reflects
changes in commercial visitation has been evalu-
ated. The data listed in Exhibit 7-25 is relevant in
forecasting future trends in commercial visitation.

Projections indicate renewed growth trends,
but at lower levels than those experienced during
the 1970s. Between 1994 and 2000, population is
expected to increase at an annual rate -of only 0.1
percent. Employment in wholesale trade, FIRE,
and services sectors are projected to grow at 1.9
percent, 0.7 percent, and 0.3 percent per year,
which is somewhat slower than the previous
decade. Office space absorption is still positive,
and airport passenger enplanements are expected
to increase at 6.9 percent per year between 1995
and 1997.

On the basis of this economic and demo-
graphic data, one can estimate that commercial
hotel demand in the Spring Valley market probably
grew at rates of 5 percent to 6 percent per year
during the 1970s. A multiplier effect can generally
be found between employment growth in the im-
portant sectors set forth and the actual percentage
increase in commercial lodging demand (i.e. one
new FIRE employee will generate more than one
new transient visitor). With the recent slow-down in
local economic growth, a concurrent reduction in
the increase of commercial hotel demand can be
anticipted. However, as the national and interna-
tional economy recovers and the many prominent
local businesses start to increase their levels of
production and employment, commercial hotel de-
mand can be expected to demonstrate consistent,
if modest, growth. Specifically, projections indicate
that the commercial segment will increase by 2.5
percent per year through 1998.

Meeting and Convention Market Demand

Most meeting and convention demand in Rockland
County is generated by local businesses; events
may include training sessions, small exhibits, prod-
uct announcements, meetings, and seminars.
These small functions generally range from twenty
to fifty people. Civic groups and professional soci-
eties are a secondary source of meeting and
convention demand; aftendance at these non-
commercial events usually ranges from 75 to 250
people. Most meetings and conventions in the
subject property’s market area are held at local ho-
tels; large groups that require more space gener-
ally use the Rockland County Convention and
Exhibition Center. '

7-33




HOTEL INVESTMENTS HANDBOOK

Exhibit 7-25 Commercial Visitation Data for Rockiand County
Avg. Annual
Data Type Period Data Point Data Point Comp. Change
Population
Historical 1980-1994 259.6 272.4 0.3%
1990-1994 265.9 2724 0.6
Projected 1994-2000 2724 274.7 0.1
Retail Sales
Historical 1980-1994 1,394.7 1,534.8 0.7
1990-1994 1,569.5 1,534.8 (0.6)
Projected 1994-2000 1,534.8 1,774.1 2.4
Personal Income
Historical 1980-1994 4,461.8 5,907.2 2.0
1990-1994 5,823.2 5,907.2 0.4
" Projected 1894-2000 5,907.2 6,489.5 1.6
Personal Income Per Capita
Historical 1980-1994 17,188.0 21,687.0 1.7
1990-1994 21,898.0 21,687.0 0.4
Projected 1994-2000 21,687.0 23,625.0
Historical Employment
Construction 1980-1994 3.7 47 1.7
Manufacturing 1980-1994 16.4 14.6 (0.8)
Transportation, Communications

& Public Utilities 1980-1994 41 6.6 3.5
Total Trade 1980-1994 222 245 0.7
Wholesale Trade 1980-1994 49 6.6 2.2
Retail Trade 19801994 17.3 17.9 0.3
Finance, Insurance &

Real Estate 1980-1994 7.2 111 3.2
Services 1980-1994 26.8 . 439 3.6
Total Government 1980-1994 214 21.1 (0.1)
Total Employment 1980-1994 102.7 127.5 1.6

Projected Employment
Construction 1994-2000 47 46 (0.1)
Manufacturing 1994-2000 14.6 14.4 (0.2)
Transportation, Communications

& Public Utilities 1994-2000 6.6 6.6 0.0
Total Trade 1994-2000 245 244 (0.1)
Wholesale Trade 1994-2000 6.6 7.4 1.9
Retail Trade 1994-2000 17.9 17.0 (0.9)
Finance, Insurance &

Real Estate 1994-2000 111 11.6 0.8
Services 1994-2000 43.9 446 0.3
Total Government 1994-2000 211 21.2 0.0
Total Employment 1994-2000 102.7 127.5 1.6

Office Space
Available 1985-1995 6,545.0 7,735.0 1.7
Occupied 1985-1995 5,845.0 6,637.0 1.3
Non-Residential
Building Activity 1985-1995 1,105.0 1,207.0 0.9
Traffic Counts
New York State Thruway 1984-1995 12,566.8 14,528.4 1.3
Garden State Parkway 1984-1995 6,153.9 7,205.4 1.4
Palisades Parkway 1984-1995 54315 6,439.6 1.6
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Exhibit 7-25 Commercial Visitation Data for Rockland County (cont.)

Avg. Annual
Data Type Period Data Point Data Point Comp. Change
Airport Statistics
Historical Passenger
Emplanements 1978-1995 1971 388.9 4.1
Projected Passenger
Emplanements 1995-1998 388.9 475.3 6.9
Historical Air Freight 1978-1995 53.1 133.3 5.6
Projected Air Freight 1995-1998 133.3 149.2 38

Future meeting and convention demand is
closely related to growth in the commercial seg-
ment. Because most meetings have either a direct
or an indirect business purpose, the economic
considerations that have an impact on commercial
travel also affect meeting and convention demand.
The exception is non-commercial meetings, which
are tied to the economic factors that influence
leisure travel. It should be noted that meetings and
conventions are booked in advance; consequently,
growth in this segment lags slightly behind in-
creases in commercial demand. The relevant eco-
nomic and demographic data for the meeting and
convention market segment includes all the data
used in assessing the commercial segment (see
Exhibit 7-25), plus the following additional informa-
tion presented in Exhibit 7-26.

Local commercial activity is expected to show
a modest, consistent gain during the next several
years as the national and international economies
improve and local businesses start to increase
their levels of production and employment. These
factors will also have a positive impact on busi-
. ness-oriented meetings and conventions, which
constitute the bulk of the demand in this segment.

Specific meeting- and convention-related data
involves the Rockland County Convention and Ex-
hibition. Center. According to officials of the Rock-
fand County Convention Bureau, the recent sales
and marketing efforts have been extremely posi-
tive, and a sizable amount of new hotel demand
was accommodated in 1995 as a result of this fa-
cility’s increased capacity.

Meeting and convention demand in the Rock-
land County area has historically grown at an an-
nual compounded rate of between 1 percent to 2
percent. Because of the recent recession, this rate
of growth has not been achieved during the past
several years, but indications are good that future
leisure demand in the area will once again pick up
to this slow to moderate level of growth.

Given this economic and demographic data,
along with consideration of the demand potential
of the renovated and enlarged convention and ex-
hibition center, it is fair to estimate that meeting
and convention demand in the Spring Valley mar-
ket area will increase by 4.0 percent in 1996, with
the rate of growth decelerating to 3.0 percent in
1997 and 2.0 percent in 1997 and each year there-
after.

Exhibit 7-26 Meeting and Convention Visitation Data—Rockland County

Avg. Annual

Data Type Period Data Point Data Point Comp. Change
Convention Activity—Rockland County

Convention & Exhibition Center

Convention Attendance 1984-1995 7.0 43.8 18.1%

Number of Conventions 1984-1995 14.0 58.0 13.8
Tourist Visitation

Rockland County 1984-1995 1,500.0 1,900.0 2.2

West Point Visitation 1985-1995 232.8 250.9 0.8
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Leisure Market Demand

In the area surrounding the subject property,
leisure demand is generated by the many sites
and attractions previously described in this study.
The excelient highway system and the New York
State Thruway in particular create demand from
travelers en route to other destinations.

Future leisure demand is related to the over-
all economic health of the nation. Trends showing
changes in state and regional unemployment and
disposable personal income generally have a
strong correlation with noncommercial visitation.
Traffic counts on nearby highways and attendance
levels at local attractions can also form a basis for
projections.

As shown by the data set forth in Exhibit 7-27,
trends in tourism provide the most supportable
base from which to forecast growth in leisure de-
mand. Traffic counts are of less importance, be-
cause they are influenced by commercial travel.
Leisure visitation to Rockland County between
1974 to 1995 increased at an annual compounded
rate of 2.2 percent, with a recent uptick noted fol-
lowing the years of recession in the early 1990s.
The largest local tourist destination, West Point,
has experienced a 0.7 percent annual visitor
growth since 1974.

On the basis of this specific economic and de-
mographic data for the Spring Valley market area,
along with a general sense of the economic re-
covery taking place in the regional (northeastern)
economy and the nation as a whole, leisure de-
mand can be expected to show a moderate long-
term growth trend. Specifically, leisure haotel
demand can be projected to increase at annual
rates of 1.0 percent throughout the projection pe-
riod of this case study.

Airline Market Demand

For purposes of this case study, a fourth demand
segment has been identified as being distinct and
significant in size. Airline demand is generated by
airline crews and delayed passengers making use
of nearby airport facilities. The airlines typically
contract rooms in nearby hotels and motels for ex-
tended periods of time to ensure the availability of
accommodations. Because they are able to guar-
antee a specific usage on a daily basis, airlines

are usually able to negotiate a highly discounted
room rate. This type of demand can be beneficial
for a lodging facility because it provides a base
level of occupancy for extended periods of time,
which normally include weekends and slow peri-
ods of the year. Offsetting the occupancy benefit is
the low contract room rates, which will adversely
affect the average rate of the property. Skilled ho-
tel operators will use airline patronage to fill in pe-
riods of low demand and will quickly displace this
type of occupancy when other, higher-rated market
segments offer better potential.

As Exhibit 7-19 showed, passenger enplane-
ments at Stewart Airport increased at an average
annual compounded rate of 4.1 percent between
1977 and 1995 and projections indicate slightly
stronger growth of 6.9 percent per year between
1995 and 1997. Air freight levels historically in-
creased at 5.6 percent per annum and is expected
to grow at 3.7 percent per year during the next
three years.

While these figures indicate a favorable trend
for future airline activity at Stewart Airport, it must
be noted that this facility is situated ten miles north
of the Spring Valley hotel market area. As a result
of this distance, airlines generally use the Spring
Valley hotels as overflow for their crews favoring
lodging facilities more conveniently located near
Stewart Airport. For that reason, the Spring Valley
overflow airport room-night demand can be ex-
pected to grow at 1.0 percent per year.

Conclusion

Various economic and demographic data has been
evaluated here to determine how clearly it reflects
future changes in transient demand. On the basis of
this procedure, and adding a degree of conservatism
because the subject property as yet has no track
record, the following forecast of market segment
growth rates has been made (see Exhibit 7-27).

Exhibit 7-27

Projected Market Segment Growth Rates

Segment 1996 1997 1998 1999 2000
Commercial 25% 25% 25% 25% 25%
Meeting and Convention 4.0 3.0 20 20 2.0
Leisure 1.0 1.0 1.0 1.0 1.0
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1 8.01 INTRODUCTION

The lodging supply in a given market area is composed of every facility within that
market area that caters to transient overnight visitors, including conference centers,
bed and breakfast inns, and health spas as well as hotels, motels, and microtels. All
of the transient lodging facilities that operate within one market area are competitive
with each other to some degree, but for the purposes of a market study and appraisal,
only those that qualify as primary and secondary competitors are evaluated.

An analysis of lodging supply begins with the identification of the market area,
generally considered the area within twenty travel minutes of the subject property
(sce Chapter 7). The market area in which the subject property is located in terms of
supply is sometimes larger than the market area as determined by demand. This
occurs when demand generators are located close to the outer boundary of the sub-
ject property’s normal demand market area (usually no farther than five to ten travel
minutes beyond its perimeter). These peripheral demand generators may neighbor
other lodging facilities that though out of the market area may be to some degree
competitive with the subject property. For that reason they are considered part of the
supply in the subject property’s area.

The analysis continues with the identification of the primary and secondary
competitors of the subject property, the number of rooms currently available in the
market area, and the number of rooms of proposed projects in the area. Finally, the
appraiser must determine the current rate structure of area lodging facilities, their his-

. toric occupancy levels, their market orientations, and the amenities that they offer.

This information is generally gathered through interviews with competing lodging fa-
cilities in the subject area.

18.02 EVALUATION OF COMPETITION

Primary competition includes any lodging facility that attempts to attract the same
transient visitors as does the subject property. Secondary competition generally con-
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sists of lodging facilities that attract the same transient visitors as the subject prop-
erty, but under special circumstances.

The categorization of competitive facilities as primary or secondary depends, for
the most part, on subjective judgments. The competitive environment of a market area
can be evaluated either by investigating demand and determining the accommodations
transient visitors actually select or by examining the local supply and determining the
facilities that are similar in market orientation. Interviews with visitors can be help-
ful in analyzing the criteria that travelers use to select accommodations in the local
marketplace, but an experienced appraiser can often evaluate similarities in the mar-
ket orientation of competitive facilitiés simply by visiting each property and deter-
mining whether the criteria for competitiveness are met. To judge whether a lodging
facility represents primary, secondary, or negligible competition for the subject prop-
erty, the appraiser must answer the following questions:

¢ Does the facility in question offer a location similar to that of the subject prop-
erty? Is it quickly and easily accessible for the market area’s demand genera-
tors? Does it have a specialized location (e.g., airport, convention center,
downtown, or resort)?

* Is the hotel similar to the subject property in terms of the facilities it offers?
Types of hotels offering specialized facilities include convention, resort, suite,
extended-stay, conference center, and casino.

* Does the hotel offer amenities similar to those of the subject property? Dis-
tinguishing amenities include restaurants, lounges, meeting rooms, swimming
pools, exercise rooms, tennis courts, and golf courses.

* Is the hotel similar to the subject property in terms of quality and price?
Classes of lodging facilities include luxury, first-class, standard/mid-rate,
upper-economy, and economy/budget.

* Does the hotel in question have an image similar to that of the subject prop-
erty? Image can be determined by the hotel’s brand name, local reputation,
management expertise, and any unique or distinctive characteristics (e.g., un-
usual lobby decor).

To best categorize competitive hotels as either direct (primary) or indirect
(secondary) competitors, an examination of the targeted orientation of each hotel’s
current market capture is necessary. For a hotel to be considered a primary competi-
tor, it must often compete for the same demand pool as the subject property. Two
hotels that offer similar services and facilities are typically considered 100 percent—
or directly—competitive. Such hotels do not have to be located in the same geo-
graphic area. Two five-star resorts located thousands of miles apart may be more
competitive with each other than with the standard hotels located in their immediate
area. More commonly, two extended-stay hotels located on the opposite ends of a
metropolitan statistical are a (MSA) can be considered directly competitive with each
other and indirectly competitive with the traditional transient hotels adjacent to them.

Primary competition occurs among lodging facilities that are similar to the sub-
ject property with respect to the following criteria: facilities offered, class, and im-
age. Secondary competition occurs with lodging facilities that have similar locational
characteristics but share few of the other major qualities of the subject property, par-
ticularly class and image.

Properties in the secondary category are considered competitive because they
sometimes attract the same customers as the subject property and the subject prop-
erty’s primary competition. However, this tends to happen only as a result of special
circumstances, such as when all of the primary competitors are at capacity, so that
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travelers who would prefer that type of accommodation must settle for one of the sec-
ondary competitors. A lodging facility that is not of the same class or image as the
subject property might also be a secondary competitor if it has a particularly good lo-
cation—for example, one adjacent to a demand generator. Because travelers are in-
clined to stay at the first hotel they encounter, especially during inclement weather, a
secondary competitor with a convenient location will attract a certain percentage of
the market for which the subject property competes.

In today’s competitive hotel markets, franchise affiliation is a strong attraction
for travelers, mainly because of frequent guest programs and national corporate room
night contracts. Location is not always as important a factor as it has been in the past
for guests seeking a place to stay. In many cases, guests will stay at a hotel outside
of the immediate market area in order to stay at their preferred franchise. This is most
common among the larger hotel chains with properties catering to the different mar-
ket segments—for example Choice Hotels, Holiday Inn Worldwide, Hospitality Fran-
chise Systems, Marriott, and Promus Hotels. '

Hotel companies have realized the importance of national brand recognition.
Rather than having new companies enter the market and develop a new national fran-
chise, many of the larger hotel companies have developed new franchise divisions.
For example, Marriott has its Marriott brand for its full-service hotels and resorts,
Fairfield Inn for upper-economy limited-service properties, Courtyard for first-class
commercial properties, and Residence Inn for extended-stay properties. Brand seg-
mentation has been a strong tendency in the hotel industry over the past decade, and
the process is continuing as other hotel companies continue to develop new brands to
compete in today’s complex marketplace.

Some hotels in the market area offer no competition to the subject property and
would not be considered in the competitor analysis. Such properties are generally so
dissimilar to the subject property that any crossover of demand would be highly un-
likely. For example, a five-star hotel will rarely compete directly with an economy

property.

7 8.03 FIELDWORK

Hotel appraisers must rely on fieldwork to produce information that is essential for a
complete market study. For example, two key elements—the definition of the market
area for lodging supply and the identification of competition—can be determined only
by talking to a number of people in the local area.

Whenever a hotel appraiser goes into the field to gather information, he or she
will find local parties interested in having a new hotel enter the market as well as
other parties interested in keeping any new competition out. Each party usually wants
to advocate its position; consequently the appraiser should anticipate an individual’s
viewpoint on the subject before undertaking any interviews. The local visitors’ and
convention bureaus and Chamber of Commerce usually welcome a new lodging
facility, whereas the general managers of existing hotels and the local hotel associa-
tion can generally be expected to oppose a new entry into the market. Local govern-
ment (e.g., building and planning departments or assessors) typically take a neutral
stance.

718.04 BENCHMARK INFORMATION

Before an appraiser conducts competitor interviews (see the following section) he
should first collect some pertinent data that is verifiably accurate. The appraiser can
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use this information as a benchmark to determine whether data that is gathered dur-
ing the interviews, such as occupancy or room rates, is biased in any way. The most
useful piece of information is an actual occupancy percentage for a competitive hotel
in the market area under consideration. The following is a list of possible sources of
actual occupancy information:

Hotel association. Local hotel associations often monitor -occupancy levels of
member hotels, either individually or on a composite basis.

Local assessor. Local assessing departments sometimes receive financial infor-
mation pertaining to hotels in their jurisdictions. If a hotel appeals its assessment and
a public hearing is held, the financial data generally enters the public record.

Rooms tax collector. Many jurisdictions collect a hotel rooms tax, which is usu-
ally based on a percentage of gross rooms revenue. The collector of this tax will
sometimes make this information available to appraisers. However, the data may be
available only on a composite basis, which is not very useful when the occupancy
level of an individual property is required. Sometimes the collector provides this data
on a property-by-property basis without identifying the properties by name. In such
cases, if the market is small, the appraiser can often identify the property by the
amount of tax paid.

In Texas, the hotel rooms tax by individual property is considered public record;
in fact, appraisers can subscribe to a monthly publication from the Comptroller of
Public Accounts, State of Texas, Austin, Texas 78774. This publication contains the
names of all the hotels in the state and gives the amount of rooms tax paid by each
facility in the past month.

If the rooms tax paid is a known quantity, total rooms revenue can be calculated
by using the rooms tax rate. Then, if the average room rate can be determined, actual
occupancy can be calculated by dividing total rooms revenue by the average room
rate. Experience has shown that general managers of lodging facilities are less apt to in-
accurately report average room rates than other information. Therefore, when rooms tax
data for an individual property can be obtained along with an average room rate, the ap-
praiser can usually produce a useful estimate of the occupancy rate for the property.

For example, if a 200-room hotel pays $10,416 in rooms tax for the month of
January and the rooms tax is charged at a rate of 4 percent, the average room rate of
the hotel can be fairly accurately estimated to be $60.00. The occupancy rate for the
month can then be estimated as follows:

January rooms revenue = $10,416 + 0.04 = $260,400
Rooms revenue per day = $260,400 + 31 = $8,400
Rooms revenue per room per day = $8,400 + 200 = $42.00

Percentage of occupancy = $42.00/$60.00 = 70%

Lodging 400 survey. Every August, Lodging Hospitality Magazine, a leading
trade journal, publishes the results of a survey of the operating results of the top 400
hotels in the United States. The magazine ranks each hotel by total revenue and oc-
cupancy, and lists the name and location of each facility, its room count, total sales,
total sales per room available, total guestroom sales (rooms revenue), total food and
beverage sales, total other revenue, and number of employees. It could be argued that
information provided in the Lodging 400 survey contains exaggerated data because
the reporting hotels are interested in achieving a ranking that is higher than it actu-
ally should be. History has shown, however, that the data reported is generally accu-
rate. It must be remembered that the IRS has an interest in the data reported, as do
franchisors who base their fees on a percentage of rooms revenue. Average room rate
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can be calculated from this information by dividing total guestroom sales by the prod-
uct of room count and occupancy rate and multiplied by 365.

For example, if a 300-room hotel is listed as having room sales of $5,435,000
and an occupancy rate of 73 percent, its average room rate is calculated as follows:

$5,435,000/300 X 0.73 X 365 = $68.00

Because most major hotel markets have at least one hotel that is listed in the
Lodging 400, it is fairly easy to find the one piece of accurate occupancy data that is
necessary to verify the answers given during competitor interviews.

Market research statistics. Numerous organizations, like Smith Travel Research
(STR), the Rocky Mountain Lodging Report, and Source Strategies gather hotel mar-
ket information from hotels and make it available for purchase. There are some lim-
itations to such data, as some hotels are added to and removed from the sample, and
not every property reports statistics in a consistent and timely manner. Nonetheless,
STR provides the best indicators of aggregate growth in existing supply and demand
in U.S. hotel markets. The statistics supplied by STR—which include occupancy and
average rates—are useful in reviewing market trends and determining a hotel’s posi-
tion and level of penetration in the market, as illustrated in Exhibit 8-1.

Exhibit 8-1 Subject Property’s Market Position

1990 1991 1992 1993 1994 1995

Subject Property

Occupancy 67.0% 68.0% 68.4% 69.3% 70.1% 721%
Percent Change — 1.5 0.6 1.3 1.2 29
Occupancy 102.0% 102.4% 104.0% 103.9% 989%  94.4%
Penetration

Average Rate $54.67 $56.78 $57.50 $62.23 $63.46 $66.44
Percent Change — 3.9 13 8.2 2.0 4.7

Average Rate 106.6% 104.2% 99.3% 98.8% 959% 94.8%
Penetration

RevPAR $36.53 $38.61 $39.33 $43.13 $44.49 $47.90
Percent Change —— 54 1.9 9.7 3.2 7.7

RevPAR Penetration 108.7% 106.7% 103.2% 102.6% 94.8% 89.5%

Areawide (STR)

Occupancy 65.7% 66.4% 65.8% 66.7% 70.9% 76.4%
Percent Change — ’ 1.1 (0.9) 1.4 6.3 7.8

Room Rate $51.29 $54.48 $57.92 $63.00 $66.16 $70.05
Percent Change — 6.2 6.3 8.8 5.0 59

RevPAR $33.70 $36.17 $38.11 $42.02 $46.91 $53.52
Percent Change — 74 5.4 10.3 11.6 141

The exhibit shows that the subject property’s market rate has been experiencing
increases in both occupancy and average rate during the past few years. It also shows
that the subject property, whose penetration was once greater than 100 percent in both
occupancy and average rate, is now below that of the market, showing a decline in
its market position.
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Previous studies performed on existing hotels. Other hotel appraisers who have
evaluated existing hotels in the area are often willing to share information.

18.05 COMPETITOR INTERVIEWS

8-6

Having defined the market area for lodging supply, identified the competition, and secured
the benchmark piece of information, the appraiser can begin a series of interviews with se-
lected staff members of the competitor hotels. The primary purpose of these interviews is
to identify all of the competitor hotels in the market area and to determine as accurately as
possible their occupancy percentages, average rates per occupied room, and market seg-
mentations. The primary use of this information is in the performance of the competitive
room-night analysis. (For a discussion of room-night analysis, see Chapter 10.)
Competitor interviews should also be used to obtain the following additional

_information:

* Date of opening
* Physical condition
—Recent and planned renovations
¢ Access and visibility
* Identification of franchise and management company
— Past and present
* Room count
* Amenities
— Restaurants
— Lounges
~-Meeting and banquet rooms
* Room rates
— Published
— Special
» Effectiveness of reservation system
— Number of fill nights
— Number of turnaways
* Seasonality, including monthly and weekly occupancy trends
* Average restaurant and banquet checks
* Local food and beverage market capture
* Union contracts
* Area generators of transient visitation
—Demand generators leaving or moving into area
* Area economic trends and market outlook

* Local hotels for sale

Proposed hotels and hotels under construction
— Expected opening dates

— Current status of each project
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The interviews generally involve the general manager or other high ranking per-
sonnel of the hotel (e.g., assistant manager, front office manager, or director of sales).
The information gathered is, of course, confidential and somewhat sensitive, particu-
larly when it may be used to justify constructing a new competitive property. As a re-
sult, the interviews are often difficult to conduct and the information elicited less than
accurate (e.g., occupancy rates may be stated as lower than they actually are).

The interviewees at competitor lodging facilities generally tend to be fairly can-
did about their average room rates and market segmentation, although an appraiser
should be aware of the hotel’s published room rates before the interview so that the
average rate that is quoted can be checked for accuracy. In addition, when asking for
information about the market segmentation of a competitor hotel, the appraiser must
be sure that each segment referred to is clearly defined and that the sum of all seg-
ments mentioned is 100 percent.

As discussed previously, in order to achieve the desired results from an inter-
view and to be able to adjust the data for any bias on the part of the person inter-
viewed, the appraiser must possess at least one reliable piece of information regarding
one of the competitive properties, preferably an accurate occupancy rate. The proce-
dure for detecting bias and adjusting data to reflect it is fairly simple. For example,
if the appraiser knows that a particular property has an occupancy rate of 80 percent,
and the general manager of the property claims during an interview that it is 75 per-
cent, the appraiser can assume that the other data given by the interviewee is likely
to be overstated.

When all the competitor interviews are complete, the data should be compiled
on a spreadsheet that identifies the interviewees and their responses. From this infor-
mation, the upward or downward bias for individual questions can be adjusted and fi-
nal estimates determined.
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19.01 INTRODUCTION

Careful analysis of the demand for lodging in the subject market area is essential in
determining the feasibility of a proposed facility or the value of an existing one. An
appraiser should begin an analysis of lodging demand by identifying the demand gen-
erators in the area (the reasons why people who need overnight accommodation visit
the subject market area). Exhibit 9-1 contains a list of typical demand generators. The
unit of measurement used to quantify demand is the room-night, which represents one
hotel or motel room occupied by one or more persons for one night. Exhibit 9-3, at
the end of this chapter, provides an example of a lodging demand analysis.

Once the demand generators (also called generators of transient visitation) in the
market area have been identified, the current amount of demand they create can be
estimated. This estimate serves as a basis for projecting future demand, which is a
basic component of an economic market study and appraisal. Two techniques—the
demand generator build-up approach and the lodging activity build-up approach—are
used to quantify current demand. The demand generator build-up approach is the
more complicated and time-consuming of the two, but it is the preferred way to
determine the level of demand in new market areas (i.e., those without competing
facilities) for proposed facilities that would cater to untapped markets, or in markets
with only one demand generator.

9-1
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Exhibit 9-1 Lodging Demand Generators

Airports County seats and National or state parks
state capitals

Amusement parks Court houses Racetracks

Association headquarters Festival sites Regional shopping malls

Casinos Historical attractions Resort areas

Colleges and universities Hospitals Sports stadiums

Companies and businesses Military installations Theaters

Convenient highway Museums Tourist attractions

stopping points -

Convention Centers Offices and industrial World and state fairs

parks

1 9.02 DEMAND GENERATOR BUILD-UP APPROACH

The demand generator build-up approach involves the use of interviews and statisti-
cal sampling techniques to estimate lodging demand by projecting the room-nights
attributable to local demand generators. This method should be used when:

+ The subject property will be situated in a new market area where there is no
current competition by which to measure existing room-night demand, such as
a new resort area.

» The subject property will cater to a particular market segment, such as upscale
executive conferences, that does not exist in the current marketplace.

* The subject property will cater to a segment of the market that does not cur-
rently use standard hotels and motels, such as the extended-stay market.

« The market has only one demand generator (e.g., a large university situated in
a small town, such as the University of North Carolina at Chapel Hill).

The demand generator build-up aproach is not usually used to quantify room-
night demand in established markets, because its sampling requirements are very
time-consuming, it is an expensive process to carry out, and the final results are not
always as accurate as those obtained from the lodging activity build-up approach.
However, even when the primary method for gathering information is the lodging
activity build-up approach, it is often beneficial to conduct the demand generator
interviews in order to collect data on the needs, desires, and experience of actual
participants in the marketplace. The resultant “feel” for the market can be very help-
ful during the evaluation of the competitive environment.

[1] Definition of Market Area

The appraiser’s first step in using the demand generator build-up approach is to de-
fine the market area for the subject property. The boundaries of the market area for a
lodging facility are generally considered to be the distance that can be covered in all
directions from the subject property in 20 travel minutes. Normally, most of the
demand generators relevant to the study are situated within this market area.
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[2] Potential Demand Generators

The appraiser’s next step is to identify potential demand generators within the mar-
ket area. Common sources of information that may prove to be instrumental in the
identification process include the following:

* Hotel managers

* Directories of local businesses (usually available from the Chamber of
Commerce)

* Visitors’ and Convention Bureaus

* Car rental agents, taxi drivers, gas station operators, restaurant managers, and
real estate agents

* A drive-through inspection of the area (i.e., to determine the number of out-
of-state cars)

[3] Demand Interviews and Surveys

Once all of the significant generators of overnight visitation in the market area have
been identified, the appraiser conducts demand interviews. The key to obtaining use-
ful information from demand interviews is to find and talk to the right person: an in-
dividual with firsthand knowledge about the room-night generating capability of the
area demand generators. In most instances, this person is either a “seer” or a
“booker.” A

A seer personally interacts with transient visitors to particular demand genera-
tors in the normal course of business. Purchasing agents, office managers, reception-
ists, security personnel, and admission ticket clerks are all seers. A seer typically can
offer information that is general in nature, such as impressions of the volume and
types of visitors to an individual facility.

A booker is responsible for actually booking transient visitors into local lodging
facilities. In addition to travel agents and centralized reservation service agents, book-
ers include personnel managers, travel department personnel, office managers, train-
ing department personnel, and executive secretaries. A booker can usually provide
more detailed data on lodging demand than a seer. In many instances, bookers are
able to provide information concerning the preferences of travelers (e.g., the types of
accommodations used and the frequency of travel). _

After identifying appropriate seers and bookers, the appraiser can begin the de-
mand interviews. Generally, the most effective interviews are those held in person or
over the telephone. However, satisfactory information can occasionally be obtained
from letter surveys. The following is a list of the most important questions that the
appraiser should ask during demand generator interviews:

* How many visitors do you see or book during a typical week? (An important
point to remember when asking questions such as this is to keep the timeframe
as short as possible, because people generally have difficulty quantifying data
over an extended period of time.)

* Are there any seasonal, monthly, or weekly patterns to the visitation?
* How long do the visitors stay in the area?
* Do the visitors go to other demand generators in the area?

* Where do visitors currently stay, and why?
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What would you estimate is the percentage split between single- and double-
occupancy bookings?

» What facilities do visitors normally use in the hotel?
* What sort of price sensitivity do visitors generally have?

» How do visitors book their reservations?

Exhibit 9-2 is an example of the type of form that an appraiser uses to compile
information elicited during a demand generator interview. The demand generator sur-
vey shown in Exhibit 9-3, at the end of tnis chapter, is an example of a written sur-
vey that can be used to quantify lodging demand and to learn about traveler -
preferences. When a written survey is used, it is essential that the most appropriate
party receive the survey material. Sometimes a preliminary phone call is necessary to
correctly identify the individual with the most knowledge of the material covered by
the survey. The case study at the end of this chapter is based in part on the results of
a battery of actual demand generator interviews.
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Exhibit 9-2 Demand Generator Interview Form

1.

2.

o g &

10.

1.

12.

. Distance from site of proposed hotel:
. Name of contact/position:
. Present number of employees:

. Projected growth in employees:

Company Name:

Phone Number:

. Location (including subsidiary office in marketplace, if any):

. What hotels/motels does interviewee currently use?

. Reason for lodging selection (location, rate, facilities):

Room-nights booked:

What rate would interviewee be willing to pay for a suite on a daily basis?

Describe the proposed hotel and ask whether interviewee would have use for this
type of facility?
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1 9.03 LODGING ACTIVITY BUILD-UP APPROACH

The lodging activity build-up approach is the most frequently used procedure for
quantifying current hotel room-night demand, because it yields the actual number of
occupied hotel rooms in the subject market area. In most parts of the country, the mar-
ket area for a hotel can be readily defined and the competitive facilities within it eas-
ily identified, so that once these facilities’ occupancy rates have been determined,
current room-night demand in the market area can be calculated and future demand

projected.
The steps involved in this approach are as follows:

1. Identify the primary and secondary competitive lodging facilities situated
within the market area.

2. Estimate the occupancies of the competitive lodging facilities.

3. Determine the percentage of total occupancy represented by each market seg-
ment for each facility.

4. Quantify the current accommodated room-night demand in the area.

5. Estimate total latent demand (i.e., unaccommodated and induced demand) for
the area and develop a forecast of latent demand.

6. Calculate accommodatable latent demand and total usable iatent demand.

7. Forecast accommodated room-night demand over the projection period and

combine it with total usable latent demand to yield total usable room-night
demand.

8. Quantify the area’s total guestroom supply and the total room-nights avail-
able.

9. Estimate overall area occupancy over the projection period.

The procedufes that must be followed to accomplish the first three steps in the
approach are described in Chapter 10. The balance of this chapter outlines the tasks
that an appraiser must undertake to complete the process.

[1] Current Accommodated Room-Night Demand

The quantification of the current accommodated room-night demand is accomplished
by totaling the number of occupied rooms by market segment for each of the
competitive facilities in the subject market area. The formula for this calculation is
as follows:

Room count X Occupancy percentage X Market segmentation X 365 =
Total number of occupied rooms per year

[2] Current and Forecasted Total Latent Demand

9-6

Latent demand is defined as demand that potentially exists in a market but for any of
a number of reasons, is not accommodated by the current lodging supply. Estimating
the total latent demand in a market area is probably the most difficult part of the lodg-
ing activity build-up approach, because the two main components of latent demand—
unaccommodated demand and induced demand—are not easily quantified.
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[a] Unaccommodated Demand

Unaccommodated demand is difficult to measure because it is made up of transient
travelers who seek accommodations within a market area but must either defer their
stay or settle for less desirable accommodations because the facilities where they
want to stay have no vacancies.

This form of excess demand is a result of the cyclical nature of the lodging in-
dustry. In commercial markets, for example, area occupancy levels from Monday
through Thursday often approach 100 percent. When occupancy reaches this level, a
certain number of visitors to the area will usually go unaccommodated. Similarly,
when resort areas sell out during peak vacation periods, a percentage of total room-
night demand goes unaccommodated. Unaccommodated transient visitation is, in fact,
a normal occurrence in every type of lodging market, because total area room supply
cannot freely expand in response to surges in lodging demand.

Unaccommodated demand is an important consideration in a market study and
appraisal. If it is ignored or not properly quantified, the conclusions drawn by the
appraiser regarding the effect of the entry of a new facility in the market will be in-
accurate.

In order to properly judge the amount of unaccommodated demand in a market
area, an appraiser must assess the following factors relevant to the market area in
question.

Nature of demand. The appraiser must determine whether demand in the mar-
ket is highly cyclical, with a tendency toward concentration at particular times
(e.g., Monday through Thursday, vacation periods, or during special local events).

Area occupancy level. The appraiser must determine whether most of the local
lodging facilities are operating at or near their stabilized levels of occupancy (consid-
ering, of course, the nature of transient demand in the area). As a rule of thumb, in a
typical commercial market, where demand is high Monday through Thursday and
drops considerably on weekends, a strong stabilized level of occupancy would be 70
percent. Under such circumstances, an areawide occupancy rate of 78 percent would
probably produce a significant amount of unaccommodated demand. If, on the other
hand, most of the lodging facilities in the area were operating with an occupancy level
of around 60 percent, the unaccommodated demand would probably be negligible.

Number of fill nights. Some of the questions asked in competitor interviews
(described in Chapter 8) should be directed toward estimating the number of nights
on which area hotels actually fill to capacity. Once this number has been established,
the number of potential customers who are turned away can be quantified. Some ho-
tels with centralized reservation systems generate a monthly denial report, which
shows the number of people who call to make a reservation at a specific hotel but are
denied a reservation because the facility is fully booked. Occasionally, individual ho-
tels also keep track of the number of walk-ins (people who arrive without a reserva-
tion) that occur on days when the hotel is fully booked. These alternative ways of
measuring unaccommodated room-night demand are useful, but unfortunately are not
often available to appraisers.

Alternative accommodations. If it is apparent that a sizable amount of unac-
commodated demand exists in the subject area, the appraiser might want to interview
personnel at some of the alternative choices of accommodations to determine where
their demand originates and how many of these customers would use other facilities
if they were available. (Alternative accommodations typically include lodging facili-
ties outside the subject market area or hotels within the area that are considered less
desirable by these travelers.)

Unaccommodated demand is generally estimated as a percentage of the accom-
modated demand for each market segment. Unaccommodated demand typically
ranges from zero percent to 30 percent of the accommodated demand, with the upper
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end of the range representing exceptionally strong markets. In good hotel markets, a
reasonable level of unaccommodated demand is usually 5 percent to 10 percent. Un-
accommodated demand is always difficult to quantify accurately, so a conservative
estimate by the appraiser is usually warranted.

[b] Induced Demand

In addition to unaccommodated demand, there is a second form of latent demand
called induced demand. Induced demand represents customers who are attracted to
the market area for one or more specific reasons, such as:

+ The opening of new lodging facilities that offer previously unsupplied ameni-
ties such as extensive meeting and convention space, a golf course, skiing, or
a health spa.

+ The aggressive marketing efforts of individual properties. Some of the major
hotel chains bring new customers into the market through other properties
they operate.

+ Convention-oriented lodging chains, for example, are frequently able to book
convention groups in a different hotel in their system each year, thus creating
induced demand.

* The opening of a new major demand generator, such as a convention center,
commercial enterprise, retail complex, or recreational attraction.

The procedure for totaling induced demand is similar to the demand generator
build-up approach in that the appraiser evaluates each generator of induced demand
to determine the number of room-nights that will be attracted to the market area. In-
duced demand can enter the market either all at once or gradually over one or more
years.

[c] Final Determination of Latent Demand

The sum of unaccommodated and induced demand equals the latent demand in a mar-
ket area. The method for forecasting unaccommodated latent demand over a projected
period of time is based on the procedures described in Chapter 7 for evaluating
economic and demographic trends in a market area and estimating future change in
lodging demand. In most instances, accommodated room-night demand and unac-
commodated demand change in the same direction and at the same rate over the pro-
jection period of time. Most types of induced demand, however, act independently.
For example, the opening of a large convention hotel in an area that had little exist-
ing convention demand might cause a large increase in induced demand for conven-
tion room-nights. Depending on the size of the convention hotel, this additional
demand usually increases rapidly over a period of time and then stabilizes as the ho-
tel approaches its capacity. The growth in this induced demand is generally indepen-
dent of the growth in the convention demand in the market area.

[3] Accommodatable Latent Demand

Accommodatable latent demand is the portion of latent demand that can be absorbed
by a market area in the future; it is based on the number of additional new rooms that
are expected to become part of the market supply. In order to calculate accommodat-
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able latent demand, the appraiser must first determine the number of competitive
rooms currently proposed and the number already under construction in the area.
Locating the properties under construction is easily accomplished by interviewing
personnel in the local building department, which monitors all area development
activities. The building department is also a good source of information for identify-
ing proposed lodging facilities. Most market areas have several hotel projects in var-
ious stages of planning but not presently under construction. The difficulty in making
predictions based on proposed projects is that very few are actually built; in fact,
probably only one in ten proposed hotel projects ever makes it out of the planning
stages. The question the appraiser must answer is at what point should a proposed
hotel be considered an addition to the competitive supply?
Appraisers use the following criteria to make their determination:

» Is the financing package in place? The total financing, including both debt and
equity, must be fully committed and in place before a project can be consid-
ered definite.

* Does the developer have all zoning approvals, building permits, and licenses?
Projects are required to obtain these approvals before construction can begin.

* Does the project have a franchise and/or management company under con-
tract?

* Does the developer have a track record of successful hotel projects? This at-
tribute is important, because the majority of first-time developers fail to com-
plete their projects.

* What is the current condition of the hotel market? If the local lodging market
has become overbuilt or occupancy levels are depressed, proposed hotel pro-
jects generally will be reconsidered and either postponed indefinitely or ter-
minated. '

What is the current condition of the financing market? Very few hotel projects
are developed without mortgage financing. In down markets, lenders tend to
pass up hotel projects in favor of other investments that carry less risk.

Using these criteria, the appraiser evaluates each proposed hotel within the mar-
ket area and determines whether the project should be considered a future addition to
the lodging supply or whether it should be disregarded.

An alternative to working in absolute terms is to assign a probability factor to a
proposed project on the basis of the likelihood of its being developed. This procedure
allows a proposed project to be considered a future addition to the competitive sup-
ply, but with a weighted room count determined by the project’s probability of com-
pletion. For example, suppose that a 300-room hotel is planned for a site within the
subject market area. On the basis of discussions with the building department and
the developer, the appraiser estimates that there is a 50 percent chance that this pro-
ject will be built. When totaling the size of the competitive supply, the appraiser in-
cludes this project, but considers it to be a 150- rather than a 300-room hotel given
the 50 percent probability factor. The appraiser should be liberal in including pro-
posed hotel projects within the competitive supply in order to arrive at a reasonable
estimate. '

As stated previously, identifying proposed hotels is more difficult than locating
projects under construction. However, there are a number of potential sources of in-
formation on proposed hotel developments, including:

* Local building department

* Assessor
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¢ Chamber of commerce

+ Development agencies

¢ Hotel managers

* Local hotel association

* Association development reports
* Local real estate brokers

* Local lenders

+ Hotel appraisers and consultants

Once the currently proposed additions to the lodging supply have been identi-
fied, the appraiser calculates the number of room-nights of supply that will be avail-
able to absorb latent demand. The demand that can be met by this additional new
supply is the accommodatable latent demand. As an illustration, assume that a 200-
room hotel is expected to open in two years in the subject market area. This addition
to supply would be able to absorb the following number of latent room-nights of de-
mand (accommodatable latent demand):

200 rooms X 365 X 75% = 54,750 room-nights

The 75 percent is the estimated areawide occupancy as of the projected year. It is
normally assumed that latent demand will not provide a property (or the market) any more
occupancy than the average occupancy percentage for the area, although some forms of
property-induced demand are exceptions to this assumption. For example, a new conven-
tion hotel that is part of a chain may receive business from its own internal resources.

[4] Accommodated Room-Night Demand

[5] Total Usable

The appraiser’s forecast of accommodated room-night demand over a projected period
is based on the expected changes in lodging demand determined through careful analy-
sis of the area’s economic and demographic indicators, as discussed in Chapter 7.

The combination of the forecasted accommodated room-night demand and the
total usable latent demand produces the total usable room-night demand, which serves
as the basis for estimating areawide and individual property occupancy levels.

Latent Demand

Total usable latent demand represents the amount of latent demand in a market area
that could be accommodated if the supply of rooms were adequate. It differs from ac-
commodatable latent demand only in that it may be a smaller amount. In other words,
although the market may have the capacity to accommodate a certain amount of latent
demand, the actual “usable” latent demand may be smaller, so some capacity still re-
mains that could absorb more latent demand if it existed.

[6] Total Available Room-Nights
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The total number of room-nights available in the market area is calculated by multi-
plying the number of competitive rooms for each projected year by 365. If additional
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rooms become operational during a projected year (either in the form of a new hotel
or as an addition to an existing property), the total number of rooms must be adjusted
to reflect the actual number of rooms available during the year.

[7]1 Overall Occupancy

The overall area occupancy for each year during the projected period is calculated by
dividing the projected usable room-night demand (i.e., accommodated room-night
demand) by the annual number of available rooms.
Overall area occupancy is an important statistic for providing a preliminary in-
- dication of project feasibility. A general rule of thumb applicable to new hotels is that
the occupancy level of a hotel should be somewhat below the areawide occupancy
during its first year of operation. In its second year, a hotel should operate at the same
level as the overall area occupancy. A hotel should exceed the area occupancy by its
third year of operation. If the overall area occupancy is expected to be below prof-
itable levels when the new hotel is scheduled to open, the potential for financial dif-
ficulties could decrease the feasibility of the project. Extreme caution should be
exercised when developing a hotel in a market that shows a potential overall area oc-
cupancy of less than 55 percent to 60 percent. If the overall area occupancy is pro-
jected to fall below 50 percent, a hotel project is rarely justified.
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Exhibit 9-3 Sample Demand Generator Survey

Spring Valley Hotel Survey

A new hotel is planned for the Spring Valley area. It will be conveniently located for
many area businesses at the northwestern corner of the intersection formed by Central
Avenue (State Route 59) and Exit 14 of the New York State Thruway.

Your responses to the following questions will assist us in assessing what type of
lodging facility will best serve the needs of your firm and other firms in the area. While
we realize that you may not be able to precisely answer a number of the following
questions, we would appreciate your best estimates. If you have any questions or
comments, feel free to call John Smith at (212) 123-4567.

Your Name/Title

Company Name

Department

Street Address

City, State, Zip Code

Telephone Number

What is the current number of employees at this location?
Entire Firm Your department

What are the primary business activities at this location?

in answering the following questions, pIeasé indicate whether your response is for your
FIRM as a whole or for your DEPARTMENT individually by circling the proper word in
the question.

1. Within the next year, is the number of employees in your FIRM/DEPARTMENT
projected to (circle one) Increase? Decrease? By how much?
Remain the same

2. During an average month, how many people visiting your FIRM/DEPARTMENT
require overnight hotel accommodations?

3. What percentage of the people visiting your FIRM/DEPARTMENT who require
overnight accommodations arrive during the following seasons?
Winter Spring Summer Fall Total 100%

4. What percentage of the visitors described above currently:
Book their own accommodations?
Have their own accommodations booked by someone in your company?
Please indicate the name, department, and telephone number of the person in your
firm responsible for booking accommodations:

Name:

Department:

Telephone Number:

5. Please complete the following chart.
a. What percentage of the people visiting your FIRM/DEPARTMENT who require
overnight accommodations do so for the reasons indicated? '
b. What is the average number of nights per visit?
c. On average, how many people stay in one hotel room per visit?
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(@) (b) ()
Reason for Percent of Average length Number of
overnight stay total visitors of stay people per room

Relocation
Training
Temporary Assignment

Consulting

Meeting/Conference

Other (please specify)

6. Which lodging facilities does your firm currently use (in order of preference)? (Please
complete the following chart.)

Name of Facility Room Rate Charged

M
@
@
@
®)

7. What characteristics determine how a lodging facility is chosen?
a. Please rank the following six factors in order of importance in choosing a lodging

facility (1 = most important; 6 = least important).

Factor Rating Factor Rating
Price Convenience of location
Quality of amenities Chain affiliation

Facilities offered Other (please specify)

b. Would the availability of a health club/fitness center be an important consideration
in choosing a lodging facility?

8. Do you currently use meeting and/or banquet facilities in area hotels? (Please circle
whichever applies) Meeting facilities Banquet facilities Neither

(¥f meeting and/or banquet facilities are used, please complete the following chart.)

For meetings  For banquets

How frequently do you use these facilities?
What is the average size of your group?
What is the smallest size?

What is the largest size?

What percentage of attendees require overnight
accommodation?

What percentage occurs on weekends?
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12.

. a. Are you familiar with the location of the Spring Valley project?

Why?
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b. How would you rank the location of the Spring Valley project as compared with
the locations of the hotels you currently use? (Please circle one)
About the same Inferior Superior

Given a choice between a full-service hotel (e.g., Marriott, Hyatt, Westin, Hilton). and
a limited-service hotel (e.g., Hampton Inn, Super 8, Red Roof Inn), which would you
be more likely to choose when booking overnight accommodations for visitors?

All-suite hotels (e.g., Residence Inn by Marriott, Embassy Suites) provide separate
living and sleeping rooms within the same guest area. Typically, these
accommodations are priced $10 to $15 more per room than comparable full-service
hotels. Given the choice between a full-service hotel and an all-suite hotel, which
would you be more likely to choose when booking overnight accommodations for
visitors? :

Why?

Please rank the following hotel chains (eighteen are listed) in the order in which you
would choose them when booking overnight hotel accommodations for visitors.
Thank you for your cooperation.

Hotel Chain Rank Hotel Chain Rank
Marriott Holiday Inn

Sheraton Comfort Inn

Westin Hampton Inn

Hyatt La Quinta

Hilton Days Inn

Four Seasons Residence Inn

Doubletree Hawthorn Suites

Loews Embassy Suites

Radisson
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710.01 INTRODUCTION

After the total current lodging demand in the subject market area is calculated and fu-
ture projections for demand are made, the appraiser must identify the competitive po-
sitions of all of the area lodging facilities. This entails determining first the current
market share, occupancy rates, and average room rates of the existing competitor
facilities and then how these quantities would be affected by the addition of the pro-
posed hotel. Once this information is generated, the appraiser can set about forecast-
ing the average room rates for the market area facilities and for the subject property,
so that a determination can be made about the economic feasibility of the proposed
project.

Appraisers use one of two methods to analyze competitive positions: the market
penetration method and the competitive index method. Both methods determine the
market share captured by a lodging facility (market share is the percentage of the
area’s room-night demand actually supplied by the particular facility). By knowing
the market share, a calculation can be made to determine the expected level of occu-
pancy for the facility.

110.02 MARKET PENETRATION METHOD

10-2

The term penetration as it applies to the lodging industry refers to the percentage
relationship between the actual market share and the fair market share of a lodging
facility. The actual market share of a hotel is the number of rooms that are occupied
per day in the hotel divided by the total number of occupied rooms in the market per
day. The fair market share (also known as the average market share) of a hotel con-
sists of its total number of rooms divided by the total of all the rooms in the market.
The market penetration of a hotel is calculated by dividing its actual market share by
its fair market share. It shows in percentages how well the hotel is attracting or cap-
turing hotel room-night demand relative to a hypothetical “average” hotel in the mar-
ket. Exhibits 10-1 and 10-2 illustrate the calculations that are used to determine the
actual market share, the fair market share, and finally the market penetration of four
hypothetical hotels.

The results of the penetration calculation show that Hotel A is achieving 12 per-
cent more than its fair market share or 12 percent more than the average capture for
the area; Hotel B is achieving 91 percent of its fair market share, so it is performing
about 9 percent below the market; Hotel C is performing slightly above its fair mar-
ket share; and Hotel D is achieving 2 percent less than its fair market share.

Exhibit 10-1 Determining the Actual Market Share

Number of Actual
Number Percentage Occupied Rooms  Market
Hotel of Rooms of Occupancy Per Day Share

A 100 X 80% = 80 13.2%
B 200 X 65 = 130.0 214
c 250 X 75 = 187.5 30.9
D 300 X 70 = 210.0 34.5
850 - 607.5 100.0
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Exhibit 10-2 Determining Fair Market Share and Penetration

Number  Fair Market Actual Market Fair Market

Hotel of Rooms Share Share Share Penetration
A 100 11.8% 13.2% + 11.8% = 1.12
B 200 235 21.4 + 23.5 = 0.91
c 250 29.4 30.9 + 29.4 = 1.05
D 300 35.3 . 345 + 35.3 = 0.98
850 100.0% 100.0% 100.0%

7 10.03 COMPETITIVE INDEX METHOD

The competitive index of a hotel simply reflects the number of days per year for
which one room in a hotel is occupied. In contrast to the penetration method, only
one calculation is necessary; the competitive index is calculated by multiplying the
percentage of occupancy by 365 days, as Exhibit 10-3 shows.

Exhibit 10-3 Calculating Competitive Index

Percentage Days Competitive
Hotel of Occupancy per Year Index
A 80% X 365 = 292.0
. B 65 X 365 = 237.0
c 75 X 365 = 273.0
D 70 X 365 = 255.0

The competitive index and market penetration show the relative competitiveness
(i.e., the relative occupancy ranking) of each hotel. For example, Hotel A is 23 per-
cent more competitive than Hotel B, as demonstrated by the calculations in Exhibit
10-4.

Exhibit 10-4 Calculating Relative Competitiveness

Relative
Hotel A Hotel B Competitiveness
Competitive Index 292 + 237 = 1.23
Penetration 1.12 + 0.91 = 1.23

[1] Advantages of Competitive Index Method

One advantage of the competitive index method over the penetration method is that
the one calculation it requires is based on a single room and thus is easy to carry out.
The penetration method, on the other hand, makes use of the entire room count of a
property in two of the three calculations that it requires, which becomes complicated

10-3



1 10.03[1]

10-4

HOTEL INVESTMENTS HANDBOOK

in dynamic market areas that have fluctuating room supplies. For example, assume an
additional Hotel E were to enter our hypothetical market, and an appraiser wanted to
determine the effect of the addition on the competitive relationship between Hotel A
and Hotel B. Exhibit 10-5 shows the different calculations that would have to be done
for each method. '

As the exhibit shows, the competitive index method provides the same result as
the penetration method, but requires less work.

Another advantage of the competitive index is that, as an analytical tool, it is
generally easier for parties not familiar with hostelry terminology to grasp, particu-
larly when market segmentation is being considered. For example, consider the com-
petitive indexes for Hotels A and B for each individual market segment, as shown in
Exhibit 10-6.

Exhibit 10-5 Two Methods Gompared

PENETRATION METHOD

Number of Actual
Number Percentage Occupied Rooms Market
Hotel of Rooms of Occupancy Per Day Share
A 100 X 80.0% = 80.0 10.4%
B 200 X 65 = 130.0 16.9
c 250 x 75 - 187.5 24.4
D 300 X 70 = 210.0 27.3
E 225 X 72 = 162.0 21.1
Z(E 7695 100.0%
PENETRATION
Fair Actual Fair
Number Market Market Market
Hotel of Rooms Share Share Share Penetration
A 100 9.3% 104% + 93% = 1.12
B 200 18.6 16.9 + 18.6 = 0.91
Cc 250 23.3 244 + 233 = 1.05
D 300 27.9 273 + 27.9 = 0.98
E 225 20.9 21.0 + 20.9 = 1.01
1,075 100.0% 100.0% 100.0%
COMPETITIVE INDEX METHODS
Percentage of Days Competitive
Hotel Occupancy Per Year Index
A 80% X 365 = 292
B 65 X 365 = 237
c 75 X 365 = 273
D 70 X 365 = 255
E 72 X 365 = 263
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COMPARISON OF METHODS

Relative
Hotel A Hotel B Competitiveness
Competitive Index 292 + 237 = 1.23
Penetration 1.12 + 0.91 = 1.23

Using competitive indexes, the appraiser can state in simple terms that in Hotel
A, one hotel room is occupied 175 nights per year by a commercial traveler, 29 nights
per year by a meeting traveler, and 88 nights per year by a leisure traveler. Compared
with Hotel B, Hotel A is almost 50% more competitive in the commercial market and
83% more competitive in the leisure market. Hotel B is, however, almost 150 percent
more competitive than Hotel A in the group and meeting market.

Exhibit 10-6 Market Segment Percentage and Market Segment Competitive Index

Market Segment Percentage Market Segment Competitive Index
Group & Group &
Hotel Commercial Meeting Leisure Commerical Meeting Leisure
A 60% 10% 30% 175 29 88
B 50 30 20 118 71 48

[2] Evaluation of Proposed Properties

The competitive index method is most often used to evaluate the relative competi-
tiveness of proposed facilities and to forecast their stabilized occupancy.

This is accomplished by assigning competitive indexes to the subject’s market
segments based on how it is expected to compete with the other properties in the mar-
ket. Once the relative competitiveness of each hotel is determined, an estimate of
market share can be made. To accomplish this, the subject’s projected market share
is multiplied by the area’s room-night demand, which yields an estimate of the room-
nights captured; this figure is in turn converted into an occupancy percentage.

For example, assume that a market area comprises the five hotels (4, B, C, D,
and E) discussed earlier. Another hotel, F, is a 150-room, commercially oriented fa-
cility that is planned for the area. It will have a minimal amount of meeting space and
will be an average competitor in the leisure market. To estimate its stabilized occu-
pancy, an appraiser would compile the data listed in Exhibit 10-7.

Exhibit 10-7 Estimating Stabilized Occupancy

Estimated Market Segment
Market Segment Competitive Index
- Group & Group &
Hotel Occupancy Commerical Meeting Leisure Commerical Meeling Leisure
A 80% 60% 10% 30% 175 29 88
B 65 50 30 20 118 71 48
c 75 70 20 10 192 55 27
D 70 45 40 15 115 102 38
E 72 45 35 20 118 92 53

10-5
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The proposed subject property might be expected to have the following competitive
indexes:

Market Segment Competitive Index

Commercial Group and Meeting Leisure
Hotel F . 190 30 50

The rationale for assigning these competitive indexes is as follows: Hotel F is
planned to be oriented towards the commercial segment, so it is similar to Hotel C,
which has a commercial competitive index of 192. In terms of meeting space, the pro-
posed hotel is similar to Hotel A, which has a group and meeting competitive index
of 29. The average leisure competitive index for the five existing hotels is 50, so it
can be assumed that the proposed hotel will be similar in that regard.

The competitive indexes serve as a basis for calculating market share and per-
centage of occupancy estimates for the proposed hotel. However, the appraiser must
first use the lodging activity build-up approach to determine room-night demand,
market share, and occupancy for each hotel that is currently operating in the market
(see 1 9.03 for a discussion of the lodging activity build-up approach).

[a] Current Room-Night Demand

Using the lodging activity build-up approach, the current room-night demand
(including both accommodated and latent demand) is shown in Exhibit 10-8.

Exhibit 10-8 Estimating Stabilized Occupancy

Hotel  Commercial Group and Meeting Leisure

A 17,520 2,920 8,760

B : 23,725 , 14,235 9,490

c 47,907 13,688 6,844

D 34,492 30,660 11,498

E 26,609 - 20,695 11,826
Total Accomodated 150,253 82,198 48,418
Latent Demand 7,513 2,466 484
Total Demand 157,766 84,664 48,902

[b] Projected Market Share

The projected market share for each property is determined by market segment
by first multiplying the room count for each property by its appropriate competitive
index, which results in a factor called the market share adjuster. The competitive in-
dex quantifies the competitiveness of only one room, so multiplying the competitive
index by the property’s room count adjusts the competitive index so that it reflects
the entire property’s competitiveness. The market share adjuster for one property is
then divided by the total market share adjuster for all of the area’s competitive hotels,
which results in the market share for each property. Exhibit 10-9 shows the calcula- .
tions for projected market share.
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Exhibit 10-9 Calculations for Projected Market Share

1 10.03[2][b]

COMMERCIAL SEGMENT

Commercial Market
Number of Competitive Share Market
Hotel Rooms Index Adjuster Share
A 100 X 175 = 17,500 9.8%
B 200 X 118 = 23,600 13.2
c 250 X 192 = 48,000 26.9
D 300 X 115 = 34,500 19.3
E 225 X 118 = 26,550 14.9
F 150 X 190 = 28,500 15.9
Total 178,650 100.0%
MEETING SEGMENT
Meeting Market
Number of Competitive Share Market
Hotel Rooms Index Adjuster Share
A 100 X 29 = 2,900 3.3%
B 200 X 71 = 14,200 16.4
c 250 X 55 = 13,750 15.9
D 300 X 102 = 30,600 353
E 225 X 92 = 20,700 23.9
F 150 X 30 = 4,500 5.2
Total 86,650 100.0%
LEISURE SEGMENT
Leisure Market
Number of Competitive Share Market
Hotel Rooms Index Adjuster Share
A 100 X 88 = 8,800 15.7%
B 200 X 48 = 9,600 17.2
c 250 X 27 = 6,750 12.1
D 300 X 38 = 11,400 20.3
E 225 X 53 = 11,925 21.3
F 150 X 50 = 7,500 13.4
Total 55,975 100.0%

The percentage of occupancy for each hotel is calculated by first multiplying the
market share percentage by the total room-night demand for the corresponding seg-
ment to arrive at the room-nights captured for the corresponding segment. Then the
subject property’s combined total room-nights captured is divided by the number of
available rooms per year at the subject property (i.e., the subject property’s room

count multiplied by 365).

10-7
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[c] Projected Occupancy

Exhibit 10-9 shows the projected occupancy of Hotel F, as well as the effect it would
have on the occupancies of the existing hotels in the market area. Note the difference
in the number of room-nights captured as compared to the data for the market before
the introduction of Hotel F (see T 10.03[2][a]).

Exhibit 10-10 Room-Nights Captured

Group &
Hotel Commercial Meeting Leisure Total Occupancy?
A 15,461 2,794 7,678 25,933 71%
B 20,825 13,885 8,411 43,121 59
c 42,439 13,462 5,917 61,818 68
D 30,449 29,886 9,927 70,262 64
E 23,507 20,235 10,416 54,158 66
F 25,084 4,403 6,553 36,040 66

1Occupancy = Total room-nights captured + (Room Count X 365)

In addition to the introduction of a new hotel, other factors that can change the
competitive indexes of hotels include:

* A major renovation or an addition to an existing hotel.
* A change in management of a hotel franchise.
* A change in market orientation for a particular property.

* The physical or functional obsolescence of a facility.

Any of these factors can make the evaluation of the relative competitiveness of
a new lodging facility more difficult. However, competitive indexes are useful tools
in that they help to portray the competitive dynamics of a market area.

7110.04 STABILIZED OCCUPANCY

10-8

Stabilized occupancy figures represent the anticipated levels of occupancy for lodging
facilities over their economic life, including any stages of build-up, plateau, or decline
in their life cycles. Stabilized occupancy calculations exclude any abnormal relations
of supply and demand, as well as any transitory or nonrecurring conditions (favorable
or unfavorable) that may result in unusually high or low levels of occupancy. While it
is likely that a hotel will operate at occupancies above its stabilized level for a period
of time, it is equally possible for new competition and temporary downturns in the
economy to force the actual occupancy below this standard. Essentially, stabilized oc-
cupancy is the typical occupancy experienced by a hotel over its economic life.

For new hotels, an assumed two- to five-year build-up in occupancy is generally
included in the projection; a stabilized occupancy level starting with the first year is
not expected. The initial years often see operating losses, so the inclusion of the
build-up period in the projection is necessary to properly account for the actual start-
up cash requirements.
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Many factors influence the projection of a stabilized level of occupancy. The fol-
lowing are some of the key market-specific considerations:

* Historical occupancy cycles

* Composition of demand

* Supply and demand trends

* Trends in competitive properties

* Significant area development
These are some of the important property-specific considerations:

* Age

* Degree of obsolescence
* Location

* Market share

* Management and image

The nature of the local hotel demand is probably the best indicator for estab-
lishing a stabilized level of occupancy. Different types of travelers have different
travel patterns (i.c., days of travel, length of stay and seasonality), and the particular
mixture of these visitors within a given market will influence the area’s overall level
of occupancy.

For example, assume that the demand in a market has a very strong business
base that generates a significant room-night demand Monday through Thursday
nights. However, the local area has no leisure attractions, so very few people use the
market area’s lodging facilities on Friday and Saturday nights. There is, however,
some commercial demand on Sunday nights from business travelers planning an early
start on the work week. This occupancy pattern adds up to an average areawide level
of occupancy of approximately 72 percent, assuming the daily occupancies listed in
Exhibit 10-11.

Exhibit 10-11 Occupancy Statistics

Weekday Percent of Occupancy
Monday 100%
Tuesday 100
Wednesday 100

Thursday 100

Friday 30

Saturday 35

Sunday 40

Weekly Average 72%

Under the market conditions given in the exhibit, and given the nature of the
existing lodging demand, there would be little justification for using a stabilized occu-
pancy factor of more than 72 percent for a proposed facility in this market unless the

10-9
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property had significant competitive attributes that would enable it to capture a larger
than average share of the limited weekend demand. Furthermore, because it is highly
unusual for a hotel to consistently achieve 100 percent occupancy levels 52 weeks a
year with the normal commercial drop off on three-day weekend holidays, Christmas
week, and the summer months, it would be difficult to maintain a 72 percent level on
a year-round basis in any event, so a good case can be made for establishing the stabi-
lized level in this example at a more reasonable 68 percent level.

Historical occupancy cycles for a market area provide an indication of the level
at which stabilized occupancy should be set. Exhibit 10-12 provides the twenty-year
occupancy cycle, with related statistical data, for three different cities:

Exhibit 10-12 Twenty-Year Occupancy Gycle for Three Cities

Year City 4 City B City €

1 71.0% 72.0% 57.0%

2 66.0 74.0 68.0

3 63.0 76.0 62.0

4 69.0 75.0 56.0

5 60.0 69.0 50.0

6 61.0 68.0 47.0

7 63.0 69.0 49.0

8 66.0 70.0 . 51.0

9 64.0 69.0 46.0

10 66.0 64.0 57.0

11 68.0 71.0 59.0

12 69.0 71.0 61.0

13 72.0 77.0 63.0

14 72.0 78.0 60.0

15 69.0 76.0 63.0

16 66.0 72.0 62.0

17 59.0 68.0 61.0

18 65.0 68.0 61.0

19 69.0 70.0 57.0

20 70.0 69.0 60.0

City A City 8 City €

Average Occupancy 66.4% 71.3% 57.5%
Highest Occupancy 72 78 68
Lowest Occupancy 59 64 . 46
Difference

The stabilized occupancy for each of these three cities should approximate their
average occupancy, which is generally close to the midpoint between the highest and
lowest recorded occupancy level during the twenty-year period.
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1 10.05 AVERAGE RATE PER OCCUPIED ROOM

The average rate per occupied room is among the most important variables in a fore-
cast of the income and expense of a hotel because it directly affects both financial
feasibility and market value. Professionals who conduct market studies should un-
derstand how average rates are calculated and be familiar with the various factors that
affect their future movement.

To be fully documented, an economic market study and appraisal for a lodging
facility should include a detailed analysis that explains the derivation of its forecasted
average rates as well as a comparison of the subject property’s rates with those of
competitive hotels. An estimate of average rate depends on the evaluation of many
factors, including:

* Supply and demand conditions in the local hostelry market

+ Management’s marketing expertise and ability to create a positive price/value
relationship in the eyes of the consumer

* Current room rates of competitive hotels
* The quality, class, and other attributes of the subject property

» The market orientation of the subject property, including the rate-sensitivity char-
acteristics and double occupancy percentages of each individual market segment

A hotel’s average rate per occupied room is calculated by dividing the net rooms
revenue derived from guestrooms by the number of paid rooms occupied. The result is
the weighted average of the various rate categories used by the hotel during the period.

The equation used to calculate the average rate per occupied room is as follows:

Overall Average Rate Per Occupied Room =
Net Rooms Revenue/Number of Paid Rooms Occupied

The Uniform System of Accounts for Hotels (8th ed., Hotel Association of New York
City, Inc., (1986)) defines the components of this formula as follows:

* Net rooms revenue: Total rooms revenue less allowances.

» Allowances: Rebates and overcharges or revenue not known at the time of sale
but adjusted at a subsequent date. Allowances may also include revenue for-
gone as a result of hotel promotions or complimentary services.

* Paid rooms occupied: Rooms occupied by hotel guests on a paid basis. The
overall average rate per occupied room does not include any occupancy de-
rived from complimentary rooms.

7 10.06 FORECASTING AVERAGE RATE PER OCCUPIED ROOM

The procedure used to forecast average rates per occupied room for lodging facilities
varies depending on whether the property is an existing or proposed hotel. An exist-
ing hotel’s established room rate level and competitive position may change slightly,
but they provide the appraiser with a benchmark from which to forecast future trends
in average rates. Because proposed hotels have no operating history, an average rate
must be derived from an analysis of the competitive rates of local lodging facilities,
both current and forecasted, based on anticipated changes in supply, demand, and
competitive factors.
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[1] Procedure for Existing Hotels

10-12

The first step for the appraiser in this procedure is to compile the property’s overall
average rates by month for the previous three to five years. The appraiser must ver-
ify that the average rates do not contain complimentary rooms. The next step is an
analysis of the historical trends in average room rates for the subject property—to
determine what the compounded growth rate has been over the past several years. If
the data is available, the average room rate should be examined by individual market
segments. Lastly, average room rates should be examined to determine if there are
any seasonal effects on demand. If so, the average rate by season and month should
be elevated to determine the compounded growth trends by season.

After the data regarding historical average room rates has been compiled and an-
alyzed, the historical relationships between occupancy and average rate fluctuations
should be investigated. Average room rates are often affected by changes in occu-
pancies. For example, average rates usually soften or even decline as occupancies
trend downward, and the reverse takes place as occupancies increase. The reason for
this relationship lies both in the local market and in the individual property. On a mar-
ketwide basis, hotel occupancies decrease when there is either an increase in the sup-
ply of hotel rooms or a decrease in the demand for transient accommodations. Both
situations typically increase the competition among area hotels, which often leads to
rate sensitivity. While not all hotels feeling the impact of greater competition will
immediately institute a price-cutting program, they will be more conscious of the neg-
ative effect of raising room rates or of holding a hard rate policy when negotiating
new business with groups and contracts. As area occupancies decrease, hotels feel
pressured to cut rates in order to hold on to their market share. In a declining mar-
ket, therefore, appraisers should look for the real possibility that average rates may
remain flat or even decline.

Notwithstanding local market conditions, average room rates usually increase as
a property’s occupancy rises. This can be attributed to the fact that when a hotel
approaches 100-percent occupancy, it is able to sell more of its high-priced rooms.
In addition, management’s bargaining position is enhanced, so it does not have to
offer discounts or other inducements to attract patronage. For example, a customer
making a reservation at a hotel with one room remaining will probably pay rack
or full rate. By selling out the higher-priced rooms, a hotel’s average room rate will
generally increase faster than either inflation or local market conditions would
dictate.

[a] Average Rates of Competitors

The next step for the appraiser is to compile a list of average room rates for the sub-
ject property’s primary and secondary competitors. One year’s worth of historical data
is adequate, but a trend analysis can be made if data from additional years can be
gathered. The appraiser must be certain that the information represents average room
rates and not other types of hotel room rate statistics, of which there are many. The
following is a list of some of the terms used in the industry to describe different types
of hotel room rates: '

* Rack rate: An undiscounted room rate. The term is taken from the front
desk’s room rack which contains information about each room’s rate includ-
ing the highest rate that can be charged for that accommodation. When a ho-
tel is operating full or when someone comes in without a reservation, the rack
rate is generally the only rate available. The average rate is always less than
the rack rate. \
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o Published rate: The rate found in directories and other publications. This rate
is usually quoted in ranges (i.e., single: $70-$100) and represents the range of
rack rates for specific types of accommodations. Published room rates typi-
cally set the upper limits of average rates. Average room rates tend to be closer
to the published rates for single rooms than for doubles.

» Commercial rate: A special discounted rate available to certain commercial
accounts. Some hotels allow almost any commercial traveler to use a com-
mercial rate, while others apply this rate only for specific accounts.

s Contract rate: A discounted rate available to specific users, such as an air-
line, convention group, or bus tour. Arrangements for this rate are negotiated
individually by the user, and payment is often billed directly to the firm or or-
ganization using the room. Depending on the amount and timing of the usage,
a contract rate can be heavily discounted and significahtly lower than either
the average rate or the commercial rate.

[0] Comparison of Subject Property With Competitive
Properties

The next step for the appraiser is to compare the subject property’s average rate with
that of the competition to determine the reasons for any differences in average rates.
Generally, rate variances can be attributed to several factors, including location, phys-
ical facilities, management, image, quality, and market segments served. In addition,
if there have been any trends in average rate movement over time, these factors
should be quantified and evaluated.

[c] Future Changes in Market Area Economy and
Competitive Supply

Once the historical competitive data has been analyzed, the appraiser must forecast any
changes in the local economy or competitive supply that may affect average rates in the
future. The appraiser must also forecast a yearly percentage change in average room rates
over a projection period. The key factors that influence future trends in room rates are:

* Supply and demand relationship. As discussed in Chapters 9 and 10, the bal-
ance between the market area’s supply of transient lodging facilities and the lo-
cal demand generally has a significant impact on future trends in average room
rates, because hotel room rates tend to mirror changes in area occupancies.

o Inflationary trends. When an appraiser forecasts the income and expense of a
hotel over a projection period, the occupancy usually levels off at a point in
time known as the stabilized year. Until this hypothetical point of equilibrium,
room rates are usually affected more by local conditions and the increased (or
decreased) occupancy of the subject property than by inflationary pressures.
After the level of occupancy has reached this stabilized point, and all external
market conditions are assumed to be in equilibrium, the average room rate is
typically projected to increase at the rate of inflation.

* New construction. Newly constructed lodging facilities must typically achieve
room rates that are higher than the going market rate in order to cover devel-
opment costs.

In addition to improving the neighborhood in which it is built, a new hotel often
allows existing hotels to push average room rates up so that they are competi-
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tively below the new property’s rates but significantly above the current levels. How-
ever, this type of rate movement takes place only in markets that are not overbuilt. If
too many new rooms open at once, the rates of every hotel in the market area will

suffer.

[d] Average Rate Projection for Subject Property

Once all the previously described data has been accumulated and evaluated, the ap-
praiser forecasts the subject’s average rate over the projection period.

[2] Procedure for Proposed Hotels

10-14

The procedure for forecasting average rates for a proposed hotel is similar to that used
for an existing facility except that the appraiser does not have the benefit of operat-
ing history to provide a starting point for the projection. The appraiser must therefore
rely upon room-rate data for competitive properties, particularly average rates by
market segment. The relative competitiveness of each property must also be carefully
evaluated in order to determine the room-rate differentials necessary to maximize the
subject’s competitive position.

Appraisers use four basic methods to project average room rates for proposed
hotels: competitive positioning, the bottom-up method, the rule of thumb approach,
and the market segmentation approach. Each method has advantages and disadvan-
tages that the appraiser must consider in light of the particular circumstances sur-
rounding a proposed hotel. In some instances a combination of methods is used when
the strengths of one can counterbalance the weaknesses of another. Each method is
analyzed in the following sections.

[a] Competitive Positioning Method

The competitive positioning method forecasts the room rates of a proposed hotel by
using the rates currently achieved by competitive lodging facilities. The range of av-
erage room rates established by competitive hotels is considered to set the general
limits for the rates that can be achieved by the proposed hotel. The rate for the pro-
posed hotel is then determined by the actual average room rate of the competitive
property that it most closely resembles in quality, size, facilities, market orientation,
and location.

Exhibit 10-13 provides the average room rates of the primary competition in a
hypothetical market area.

An analysis of the attributes of these hotels reveals Hotel F to be the most
similar of the group to the proposed property. On the basis of this conclusion, the
appraiser should give the room rate achieved by Hotel F the most weight when
setting the average rate for the proposed property. Further analysis reveals that
Hotel F’s rate of $88.00 should be scaled slightly upward for the following
reasons:

* The subject property will be new when it opens. Hotel F will be six years old.

* Hotel F derives a larger percentage of its business from the meeting and con-
vention market segment, which tends to receive greater discounts than the
commercial segment.

* The subject property will have a more visible location with better access than
Hotel F.
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Exhibit 10-13 Hypothetical Market Area’s Average Room Rates

Property Estimated Average Room Rate
$68.00

82.00

77.00

80.00

87.00

88.00

78.00
Average $81.00

O Mmoo m ™

It appears that an average room rate of between $89.00 and $90.00 would be
justified and reasonable for the subject property.
Advantages of the competitive positioning method are as follows:

* The dynamics of the surrounding market area are taken into account by the
consideration of actual average room rates achieved by competitive properties.

» The price sensitivities of local demand are reflected in the data used in the
process.

» The method is based on other local hotels, so it inherently considers area
operating costs.

The disadvantages of the competitive positioning method are as follows:

+ It depends on accurate average room rate information from competitive hotels,
which is sometimes difficult to obtain.

« It relies on the assumption that a property, similar in almost all respects to the
subject, exists in the marketplace. If such a property does not exist, subjective
adjustments must be made to compensate for the differences in the subject
property. The appropriateness of the ultimate result depends on the skill and
experience of the appraiser. The competitive positioning method is a good way
to verify that the average room rate achieved by an existing lodging facility
actually reflects its competitive position in the local market.

[b] Bottom-Up Method

The bottom-up method (also known as the Hubbart Formula) assumes that a proposed
hotel should charge room rates that will cover all the costs of its operation, including
a predetermined net income level, debt service, and development costs. To use this
method, an appraiser first determines the development and financing costs of the pro-
ject. The process continues by working upward from the bottom of an income and
expense statement which is tailored to the anticipated operating characteristics of the
subject property, until the required room rate is derived. The required room rate, as
determined by this method, directly reflects all of the predetermined development and
operational considerations specific to the subject property.

Exhibit 10-14 is an abridged version of an income and expense statement for a
hypothetical proposed property.
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Exhibit 10-14 Abridged Income and Expense Statement

Required Net Income* 2,883,000.00
Total Fixed Charges 878,000.00
Undistributed Operating Expenses 3,207,000.00
Required House Profit 6,968,000.00
Estimated Departmental Profits (non-rooms) 1,519,000.00
Required Rooms Profit 5,449,000.00
Estimated Rooms Expense (22.6%) 1,591,000.00
Required Rooms Revenue 7,040,000.00
Total Occupied Rooms (300 X 72% X 365) 78,840.00
Estimated Average Room Rate $89.29

*Net income to cover debt service and rate of return on invested equity

Using the bottom-up method, it was determined, on the basis of the total project
cost, the amount of the mortgage, and the resulting debt service and equity return re-
quirements, that a net income before debt service of $2,883,000 would be required.
Taking into consideration local market conditions and expense factors, estimates were
made for expenses such as fixed charges, undistributed operating expenses, and rooms
expense as well as several miscellaneous profits such as departmental profit. Assum-
ing an occupancy of 72 percent, the resulting calculation indicates that an average rate
of $89.29 would be necessary to generate the required net income.

While the bottom-up method can be used to estimate an average room rate, it does
not take into account any local market conditions or competitive factors, which means
that many marketplace factors are ignored. Thus, the bottom-up method is more appro-
priate for justifying project feasibility than for setting actual average room rates. For ex-
ample, the foregoing computation might be better used to conclude that if the market
cannot support an average room rate for the subject property of at least $89.29, then the
net income before debt service of $2,883,000 would probably not be achieved, resulting
in a lower than contemplated return to the invested capital components (debt and equity).

The bottom-up method of establishing an average room rate has the following
advantages:

* Several property-specific factors are accounted for, including return require-
ments of invested capital, the property’s fixed costs and operating expenses,
and the contemplated level of occupancy. '

* This method does not require information pertaining to the average room rates
of competitive lodging facilities.

The bottom-up method has the following disadvantages:

* It does not use a market basis to evaluate the reasonableness of the average
room rate estimate. This method may, therefore, result in an average room rate
that is unobtainable in the local marketplace.

» This method is relatively complicated to use and is overly dependent on
assumptions, such as cost and expense levels.

* It requires an estimate of occupancy for the subject property, which would
probably necessitate some fieldwork to compile data on occupancy percent-
ages of competitive lodging facilities.
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[c] Rule of Thumb Method

The rule of thumb method relies on the time-honored theory that every dollar of
average room rate should support approximately $1,000 of total hotel value (i.e., land,
improvements, and FF&E) on a per room basis. Exhibit 10-15 illustrates this theory.

Exhibit 10-15 Rule of Thumb Calculations

Total Hotel Property Value $26,780,000.00
Number of Available Rooms + 300
Value Per Room $89,267.00
Required Average Room Rate $89.27
or
Estimated Average Room Rate
(market) $89.27

Value Per Room $89,267.00
Number of Available Rooms X 300
Total Property Value $26,780,000.00

These calculations show that the rule of thumb method can be used in two
directions. The first calculation starts with the local property value and determines
the average room rate necessary to justify this amount of investment. This procedure
and its conclusion are similar to the bottom-up method in that the average room rate
is not market-justified but rather illustrates economic feasibility. The second calcula-
tion starts with the average room rate, which is derived from the market, and calcu-
lates the maximum amount of total property value this room rate would be able to
support.

The rule of thumb method relies on a number of assumptions, including the sub-
ject’s occupancy, ratio of food and beverage revenue to rooms revenue, operat-
ing costs, fixed expenses, and capital costs. Properties that do not fit the national norms
for these assumptions are apt to require more or less than $1.00 of average
rate to justify $1,000 of per room value. For example, assume that this rule of thumb
works for hotels with an assumed occupancy level of 72 percent. If the subject prop-
erty was projected to achieve only a 68 percent stabilized occupancy then it would take
more than $1.00-of average room rate to equate to $1,000 of per room value.

The advantages of the rule of thumb method are:

* It is simple to calculate and easy to use.

* It may be used to determine either an average rate based on total value, or the
total value based on an achievable average rate.

The disadvantage of the rule of thumb method is that it relies upon a number of
inherent assumptions that are not explicitly accounted for. For this reason, it should
only be used to establish broad parameters for room rates and project value.

[d] Market Segmentation Method

The market segmentation method uses a forecasted market breakdown (i.e., commer-
cial, meeting and group, or leisure) for the subject property as a basis for calculating
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a weighted average room rate. This method involves multiplying the average room
rate per market segment by the anticipated number of occupied room nights for each
respective market segment that produces revenue for the hotel. The overall average
room rate is then calculated by dividing the total rooms revenue by the total number
of occupied rooms. The result is a weighted average room rate that reflects the price
sensitivity of each segment of lodging demand.

Most hotel market studies and appraisals use the competitive positioning or mar-
ket segmentation methods for estimating average room rates. Each method works well
for all types of existing and proposed lodging facilities. However, neither of the
methods are purely objective; they both rely heavily on the experience and judgment
of the appraiser who conducts them.
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711.01 INTRODUCTION

Forecasting the revenue of a lodging facility is best accomplished in a step-by-step-
fashion that follows the format set forth in the Uniform System of Accounts for Hotels
(Hotel Association of New York City, Inc., 8th ed. HANYC Inc., 1986). In this sys-
tem, sources of income are categorized and estimated separately before they are com-
bined in one complete statement of both revenue and expense. Most hotels follow this
uniform procedure; it has become the standard format for forecasting.

The major categories of revenue in this system are room, food service, bever-
age, and telephone. A miscellaneous category of other income—in which smaller
amounts of revenue from sources such as rentals, forfeited advance deposits, and
vending machines are combined—is also usually forecasted.

The build-up cover approach and the fixed and variable component approach are
the two most commonly used methods for projecting food and beverage revenue.
While the build-up cover approach is used only to forecast food and beverage rev-
enue, the fixed and variable component approach is also used to estimate other types
of revenue. Where possible, appraisers use both methods as a means of verifying the
accuracy of a forecasted estimate.

The build-up approach forecasts food and beverage revenue by developing esti-
mates of individual revenue components such as patronage, number of meals served,
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and average price per meal. The fixed and variable component approach is based on
the anticipated relationship of food revenue to rooms revenue and beverage revenue
to food revenue. The build-up approach requires knowledge of local market con-
ditions, and it takes into account the specific facilities offered by the subject prop-
erty. The fixed and variable component approach depends on data from a directly
comparable hotel, but can easily be adjusted to reflect differences in occupancy
levels.

This chapter explains the theory behind the fixed and variable component ap-
proach and demonstrates its application in revenue forecasts. Chapter 12 shows how
it is used to make expense projections. The procedure used in the fixed and variable
component approach is identical for both revenues and expenses.

711.02 ROOMS REVENUE

The estimated total rooms revenue is the most important component of the overall
revenue forecast because it is the major source of profit for any lodging facility. It is
also important because it sets the benchmark from which other revenues are pro-
jected. The procedure for forecasting rooms revenue is relatively straightforward. The
appraiser multiplies the projected occupancy rate for the subject property as deter-
mined by the room-night analysis conducted earlier in the market study (see Chapter
9) by the forecasted average room rate (see Chapter 10). The result is then multiplied
by the room count of the property, which is in turn multiplied by 365 days. These
computations yield the total rooms revenue.

111.03 FOOD AND BEVERAGE REVENUE

Most full-service lodging facilities provide both food and beverage outlets for the use
of their guests as well as local residents. The primary outlets found within most lodg-
ing facilities are restaurants, lounges, bars, banquet rooms, and room service. These
outlets generate two kinds of income: food revenue and beverage revenue.

Food revenue is defined as revenue derived from the sale of food, including cof-
fee, milk, tea, and soft drinks. Food sales do not include employee meals charged on
hotel employees’ checks, which are usually an adjustment to food cost. Beverage rev-
enue is defined in the Uniform System of Accounts for Hotels as revenue derived from
the sale of alcoholic beverages. In addition to the revenue generated by the sale of
food and beverages, hotels generally produce related income from meeting room
rental, cover charges, service charges, and miscellaneous banquet revenue.

[1] Food Revenue
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Exhibit 11-1 lists the various revenue categories included in the food department of
a hotel. The table also shows whether the category is relatively fixed, occupancy sen-
sitive, rate sensitive, or food sensitive. This information is useful when food revenue
is projected through use of a fixed and variable component approach.

Food revenue varies greatly, depending on the number of outlets, the manage-
ment expertise, and the market orientation of each outlet. External factors such as the
competitive environment, proximity to demand generators, and the market segmenta-
tion of a hotel also influence the revenue-generating potential of a food outlet.
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Exhibit 11-1 Food Revenue
Source: Uniform System of Accounts for Hotels

Variable Revenue

Percent Fixed Occupancy- Rate- Food- and
Category of Sales  Revenue Sensitive Sensitive  Beverage-Sensitive
Food 60-85 — Moderately — Highly
Beverage<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>