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Maybe The Reserve For Replacement
Should Be 7% to 11% of Revenue

By: Stephen Rushmore, MAI, CHA - HVS International - New York

TO succeed in today's competitive
marketplace your hotel must look,
feel and be totally up-to-date. From
the exterior curb appeal to the
technology behind the telephone
switch, the traveling public has
become highly sophisticated in their
hotel selection process. They know
what they want. They know what is
available; and they will not accept less
than what they need. Hotel owners and
operators must constantly upgrade
and update their product in order to
remain competitive.

Forty years ago, owning and operating
a hotel was relatively simple. Guests
were content with black and white
televisions. Phones were single-line,
rotary dial. Doors had real keys with
tags. Front desk clerks could quickly
survey the status of all the rooms with
the color coded room rack. As long as
the property's exterior was clean
and sported a fresh coat of paint
travelers would turn off the highway
for a night's rest.

Today, hotels must anticipate the
current and future needs of their guests
and constantly change and improve
their product. Outdated facilities
suffer from what is known as
functional obsolescence or a loss in

value caused by changes in style,
décor, technologies, efficiencies, etc.
Hotels with items of functional
obsolescence may exhibit lower
revenues and/or higher operating
costs. The ultimate effect is a smaller
bottom line profit and less value.
Most items of functional obsolescence
are curable, which means that by
putting money back into a hotel in
ways that correct the functional
deficiencies hotels are able to reverse
any adverse impact.

Hotel operators recognize the
need for curing functional
obsolescence when they establish
a reserve for the future replacement of
furniture, fixtures and equipment
(FF&E). These items have relatively
short lives and either wear out or
become outdated in appearance.
Remember shag carpeting, pink tiled
bathrooms, rolling television carts and
swag lamps? All out-of-date by
today's standards. Even if a pink tiled
bathroom was in perfect condition,
guests would feel they were in a dated
facility and the level of satisfaction
would decline. Forty years ago an
appropriate  FF&E reserve for
replacement would have been 2%
of total revenue. Today, the industry
standard has risen to 4% to 5% of

revenue because FF&E now
represents a higher component of a
hotel's total cost.

Looking into the future, hotel owner's
must recognize this standard reserve
for replacement will not be sufficient
to handle technology replacements
and upgrades. | predict the hotel
room of tomorrow will contain highly
sophisticated and very expensive
technology that will add another
2% to 3% of total revenue to the
reserve for replacement.

We still have not covered the total
picture. The FF&E reserve for
replacement described above is
generally defined as personal property
not permanently affixed to the real
estate. It does not include plumbing,
electrical systems, heating and air
conditioning, exterior facade and
structural components. These become
old over time and also must be
replaced. | have never seen a hotel
owner or operator actually put aside
a reserve for the replacement of major
permanent components, but if they
did, it would probably amount to 1%
to 3% of total revenue.

(continued on back page)
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Occupancy Rate Average Room RevPAR Room Room
August 2003 Number (%) Rates ($) %) Supply Demand
of Rooms 2003 2002 2003 2002 2003 2002 | % change | % change

Nova Scotia Area 1,609 86.6% 88.2% $94.80 $100.43 $82.10 $88.58 0.8% -1.0%
Halifax, NS 2,077 91.8% 93.0% |[$136.98 $131.55 | $125.75 $122.34 4.1% 2.9%
Montreal, QC 14,908 76.2% 86.2% | $137.78  $147.28 | $104.99 $126.96 -0.3% -11.8%
Quebec City, QC 3,790 82.4% 92.1% |$162.33 $184.49 | $133.76 $169.92 1.0% -9.6%
Quebec Area 3,318 74.0% 80.4% | $103.01 $102.27 $76.23 $82.23 -0.1% -8.0%
Toronto Downtown 12,050 67.4% 77.3% |$144.31 $171.59 $97.26 $132.64 -3.2% -15.6%
Toronto North/East 6,914 64.9% 76.7% | $105.91 $113.72 $68.74  $87.22 0.0% -15.4%
Toronto Airport/\West 5,998 68.1% 74.8% |$106.04 $110.08 | $72.21  $82.34 -1.1% -9.9%
Ottawa, ON 7,647 61.6% 68.3% | $121.17 $124.44 $74.64 $84.99 0.0% -9.7%
Ontario East 3,860 73.5% 79.7% | $105.80 $107.99 $77.76 $86.07 0.1% -1.7%
Ontario Southwest 8,098 66.5% 72.2% $97.82  $101.46 | $65.05  $73.25 2.1% -6.0%
Ontario North 5,336 76.3% 79.5% | $122.14 $129.05 | $93.19 $102.59 0.3% -3.8%
Niagara Falls, ON 7,519 82.7% 91.3% | $156.27 $177.89 | $129.24 $162.41 4.6% -5.3%
Ontario Central 8,009 67.2% 745% |$100.26 $105.51 | $67.37  $78.60 3.6% -6.5%
Winnipeg, MB 3,713 68.1% 66.5% $87.78 $89.96 $59.78 $59.82 0.0% 2.4%
Regina/Saskatoon, SK BI5E8 60.8% 67.6% $83.49 $85.41 $50.76 $57.74 -0.9% -11.0%
Calgary, AB 5117 68.2% 72.0% | $109.42 $113.84 $74.62 $81.96 0.0% -5.3%
Edmonton, AB 5,299 69.3% 85.1% | $100.36  $97.96 | $69.55  $83.36 1.1% -17.6%
Alberta Area 8,138 68.9% 74.5% $99.97  $100.43 $68.88 $74.82 2.1% -5.6%
Mountain Regions, AB 1,968 80.4% 93.1% | $370.67 $327.50 | $298.02 $304.90 0.0% -13.6%
Vancouver, BC 12,749 84.0% 85.5% | $150.78 $162.57 | $126.66 $139.00 0.3% -1.5%
British Columbia Area 7,270 68.8% 71.8% | $118.60 $119.17 $81.60 $85.56 1.7% -2.6%
Victoria, BC 2,346 82.8% 81.3% | $162.88 $170.37 | $134.86 $138.51 0.0% 1.8%
Provinces
Alberta 20,491 69.9% 78.5% | $132.25 $133.28 $92.44  $104.62 1.3% -9.8%
British Columbia 23,587 78.7% 80.1% | $140.23 $148.14 | $110.36 $118.66 1.1% -0.7%
Manitoba 4,099 68.1% 66.8% $87.29 $89.22 $59.44 $59.60 0.5% 2.4%
New Brunswick 2,970 82.3% 85.6% |$108.71  $110.87 $89.47 $94.90 1.2% -2.7%
Newfoundland 1,521 82.7% 84.5% | $114.66 $111.88 $94.82 $94.54 0.0% -2.1%
Nova Scotia 3,686 89.5% 90.8% | $119.14 $117.68 | $106.63 $106.85 1.7% 0.3%
Northwest Territories INS INS INS INS INS INS INS INS INS
Ontario 64,469 69.3% 76.9% |[$121.19 $132.52 | $83.98 $101.91 0.8% -9.1%
Prince Edward Island 938 87.6% 88.8% |$126.42 $127.91 | $110.74 $113.58 0.0% -1.3%
Quebec 23,009 76.4% 85.3% | $136.68 $146.22 | $104.42 $124.73 0.0% -10.4%
Saskatchewan 4,349 61.4% 66.1% $80.79 $80.82 | $49.61  $53.42 -0.4% -7.5%
Yukon Territory 395 INS INS INS INS INS INS INS INS
Canada 149,514 72.3% 77.3% | $114.96  $120.13 $83.12 $92.86 0.7% -5.8%
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Nova Scotia Area 1,609 59.9% 62.4% $83.98 $85.13 $50.30 $53.12 0.4% -3.6%
Halifax, NS 2,077 72.1% 72.4% | $123.12 $116.84 $88.77 $84.59 4.6% 4.1%
Montreal, QC 14,908 63.8% 68.2% | $137.75 $140.65 $87.88 $95.92 0.0% -6.4%
Quebec City, QC 3,790 63.4% 68.5% | $132.76 $141.75| $84.17  $97.10 0.3% -7.1%
Quebec Area 3,318 56.4% 58.0% $92.56 $90.77 | $52.20  $52.65 0.0% -2.6%
Toronto Downtown 12,050 54.3% 67.0% | $143.22 $166.37 $77.77  $111.47 -1.4% -20.1%
Toronto North/East 6,914 49.8% 61.2% | $107.08 $112.27 $53.33 $68.71 5.1% -14.4%
Toronto Airport/West 5,998 60.4% 67.7% | $106.90 $112.64 $64.57 $76.26 -1.5% -12.0%
Ottawa, ON 7,647 62.2% 63.2% | $125.96 $126.52 $78.35 $79.96 0.6% -0.8%
Ontario East 3,860 54.4% 58.3% $94.32 $93.79 | $51.31  $54.68 0.1% -6.6%
Ontario Southwest 8,098 58.7% 60.9% $95.28  $96.13 | $55.93  $58.54 0.7% -2.9%
Ontario North 5,336 58.6% 59.1% $99.30 $101.30 $58.19 $59.87 0.3% -0.5%
Niagara Falls, ON 7,519 54.0% 60.3% | $118.31 $130.98 $63.89 $78.98 1.3% -9.4%
Ontario Central 8,009 56.8% 62.3% $98.34 $99.99 | $55.86  $62.29 4.1% -5.2%
Winnipeg, MB 3,713 60.6% 62.0% $91.26 $90.64 $55.30 $56.20 1.2% -1.2%
Regina/Saskatoon, SK 3,533 58.6% 61.6% $85.80  $83.52 | $50.28  $51.45 -0.8% -5.6%
Calgary, AB 5,117 61.8% 64.5% | $116.02 $119.62 $71.70 $77.15 0.0% -4.2%
Edmonton, AB 5,299 63.4% 77.4% $97.51 $92.11 $61.82 $71.29 1.1% -17.2%
Alberta Area 8,138 59.7% 62.8% $93.00 $93.83 $55.52 $58.93 1.9% -3.2%
Mountain Regions, AB 1,968 63.7% 70.2% | $252.92 $231.73 | $161.11 $162.67 0.0% -9.2%
Vancouver, BC 12,749 62.7% 65.8% | $131.18 $138.66 $82.25 $91.24 0.5% -4.2%
British Columbia Area 7,270 55.0% 57.2% | $138.24 $137.89 | $76.03  $78.87 1.3% -2.6%
Victoria, BC 2,346 62.1% 63.8% | $124.02 $127.53 $77.02 $81.36 -0.2% -2.9%
Provinces
Alberta 20,491 61.6% 67.7% | $116.63 $115.65 $71.84 $78.30 1.2% -8.0%
British Columbia 23,587 59.9% 62.5% | $129.32 $133.80 | $77.46  $83.63 0.8% -3.5%
Manitoba 4,099 60.3% 61.9% $90.19 $89.42 $54.38 $55.35 1.3% -1.3%
New Brunswick 2,970 63.0% 64.2% $96.07 $95.93 | $60.52  $61.59 0.4% -1.4%
Newfoundland 1,521 65.2% 67.5% | $109.21 $106.71 $71.20 $72.03 0.0% -3.3%
Nova Scotia 3,686 66.7% 68.1% | $107.51 $104.17 $71.71 $70.94 1.5% -0.6%
Northwest Territories INS INS INS INS INS INS INS INS INS
Ontario 64,469 56.7% 63.1% | $113.22 $12198 | $64.20 $76.97 0.9% -9.3%
Prince Edward Island 938 53.2% 53.1% | $101.53 $100.10 $54.01 $53.15 0.0% 0.1%
Quebec 23,009 62.3% 66.0% | $129.95 $133.39 | $80.96  $88.04 0.0% -5.6%
Saskatchewan 4,349 55.7% 57.8% $81.14  $78.79 | $45.19  $4554 -0.4% -4.0%
Yukon Territory 395 47.9% 45.4% $84.98 $84.61 $40.71 $38.41 0.0% 5.5%
Canada 149,514 56.8% 60.9% | $107.96 $110.24 $61.32 $67.14 0.7% -6.1%
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Adding the wvarious reserves for
replacement provides an indication of
how much money must be put back to
a hotel in order to protect it from
functional obsolescence and physical
deterioration. Between 4% and 5%
are needed for FF&E, tack on 2% to

3% for technology and another 1% to
3% for permanent components yields
a total requirement of 7% to 11% of
total revenue.

While | do not think hotel owners
should actually set up a reserve for

replacement to cover all of the
expenditures described above, these
outlays of capital are real and
ultimately reduce the investor's long-
term yield.

DEFINITIONS

Occupancy:

Room Revenue:

Average Daily Rate (ADR):

Room Revenue Per Available Room (RevPAR):

Rooms sold divided by rooms available.

Total room revenue generated from the sale or rental of rooms.

Room revenue divided by rooms sold.

Room revenue divided by rooms available (occupancy times average room
rate will closely approximate RevPAR).

If you have any questions regarding this publication please send a message to bmacdonald@hvsinternational.com
Web Site: http://www.hvsinternational.com

New York Office
372 Willis Avenue
Mineola, NY 11501
(516) 248-8828
(516) 742-3059 fax

Toronto Office

2120 Queen St. East,
#202

Toronto, ON

Canada M4E 1E2
(416) 686-2260

(416) 686-2264 fax

Vancouver Office
4235 Prospect Road
North Vancouver, BC
Canada V7N 3L6
(604) 988-9743
(604) 988-4625 fax

INTERNATIONAL

HVS is the leading consulting and appraisal firm specializing solely in the hospitality industry. HVS personnel have university degrees
in Hotel Administration, or actual hotel work experience, and are taking further courses of study to obtain recognized real estate
designations. HVS has consulted for over 10,000 hotels in 55 countries.
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STR provides information and analysis to all major Canadian and U.S.
hotel chains. Individual hotels, management companies, appraisers,
consultants, investors, lenders and other lodging industry analysts also
rely on STR data for the accuracy they require. With the most

The Hotel Association of Canada is a federation of
provincial and territorial associations, hotel chains and
suppliers with a mandate to represent members nationally
and internationally and to provide cost-effective services

comprehensive database of hotel performance information ever that stimulate and encourage a free market
compiled. STR has developed a variety of products and services to accommodation industry.

meet the needs of industry leaders. OFFICE:

OFFICE: Anthony Pollard,

735 E. Main St., 1206-130 Albert Street,

Hendersonville, TN 37075
(615) 824-8664

Ottawa, Ontario K1P 5G4
(613) 237-7149
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