
his past year as I attended many hotel
investment conferences around the

world, the feelings of hotel owners, lenders
and operators were euphoric. Occupancies
are up, room rates are growing faster than
inflation, hotels are making profits, money
is cheap and the industry is having fun
again. Even with this upbeat outlook, it is
human nature to wonder: When will the
bubble burst?

Based on history, the bubble always bursts.
In the United States, after a huge building
boom during the early 1970s, overbuilding,
inflation and high interest rates during the
late 1970s burst the hotel industry's
bubble. This cycle repeated in the late
1980s when the same factors combined
with a major recession in 1991. The last
slowdown was precipitated by 9/11 and
linked by another recession during the
early 2000s that put a damper on hotel
profitability. So what is going to transpire
to bring the hotel industry to a halt
sometime in the future, and when might
this occur?

The answer to these two questions can be
found in the simple economic principle of
supply and demand. When supply increases
faster than demand, overbuilding occurs,
occupancies fall, room rate growth
declines, profits drop and hotel values go
down. The same scenario occurs when
demand decreases while supply continues
to grow or stays constant. Looking back
over the past 50 years there have been fewer
than 15 years where hotel demand actually
declined, and when it did, the period of

decline never lasted more than several
consecutive years. Most of the declines are
related to periods of economic recession
rather than major catastrophic events.

It is the excessive supply growth that
usually bursts the bubble for the hotel
industry. Over the past 10 years, supply
growth has been relatively modest. In fact,
in markets with condo conversions, supply
growth actually has been negative.
Developers build hotels when there is
money available and when hotels show
economic feasibility. But during the past
five years most lenders had no interest in
financing new hotel development, so
developers lacked the funds to start
construction. In addition, with the decline
in hotel values during the early 2000s, new
hotels were not feasible, which meant the
replacement cost of a new hotel was more
than its value (it cost more to build than it
was worth). The combination of no
financing and no feasibility slowed new
hotel development to a virtual halt.

Today, hotel values are escalating rapidly,
and the lack of feasibility is becoming less
of a factor. In fact, pretty soon the many
buyers and funds out there will see it will
be cheaper to build a new hotel than to buy
an existing one. When this happens, the
building boom will start with a vengeance.
I believe the cross-over line-when the
economics of building are better than
buying-is fast approaching. The great
unknown is whether lenders will commence
financing new construction. Since lenders
historically make bad timing decisions, I

foresee they naturally will jump on the
opportunity to fund the next building boom
that will burst the bubble again. 

My prediction: By the end of 2006 most of
the hotel funds and investors that are buying
up existing hotels at rapidly inflating
prices will shift their focus toward new
development. It will then take three to five
years before excessive overbuilding occurs
and we start heading down the cycle again.
This doomsday timing either can be
extended a year or two if the economy
booms and demand increases rapidly, or it
might be shortened somewhat if we go into
another recession.

Your Best Scenario: So how do you make
the most out of this inevitable scenario?
Start before the rush. If you own existing
hotels, sell them in the next six to 12
months. In most areas, this should be the
peak of the market as the values of existing
hotels will significantly exceed their
replacement cost. Concurrently, you should
then start building new hotels. Try to find
markets with high barriers to entry, such as
tough zoning and permitting. Pick strong
brands, and watch the economics-do not
build something that the market will not
support. Hold your new hotel until you see
either occupancies starting to weaken or
room rates rise slower than inflation. When
either of these two events occur, sell your
hotels immediately, and hold your money
for two to four more years to invest in the
distressed hotels that will inevitability
flood the market. I love picking up the
pieces when the bubble bursts. 
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Occupancy Rate Average Room RevPAR Room Room
January 2006 Number (%) Rates ($) ($) Supply Demand

of Rooms 2006 2005 2006 2005 2006 2005 % chg % chg

Nova Scotia Area 1,084 40.3% 39.5% $82.46 $75.40 $33.23 $29.78 2.0% 4.0%
Halifax, NS 3,296 44.9% 40.7% $102.09 $100.51 $45.84 $40.91 2.4% 13.0%
Montreal Downtown 9,348 41.3% 38.9% $133.54 $129.65 $55.15 $50.43 0.0% 6.0%
Montreal Area 4,714 53.0% 53.7% $104.12 $103.05 $55.18 $55.34 1.4% 0.0%
Quebec City, QC 3,701 43.8% 46.5% $107.38 $113.89 $47.03 $52.96 1.1% -4.8%
Quebec Area 4,137 44.4% 48.8% $118.11 $119.18 $52.44 $58.16 0.8% -8.2%
Toronto Downtown 13,195 51.1% 50.0% $140.65 $136.60 $71.87 $68.30 3.9% 6.1%
Toronto North/East 6,404 48.4% 45.9% $114.02 $110.77 $55.19 $50.84 -4.3% 1.0%
Toronto Airport/West 7,453 65.9% 68.8% $117.05 $114.20 $77.14 $78.57 9.5% 4.9%
Ottawa, ON 7,574 52.2% 47.3% $123.79 $123.60 $64.62 $58.46 0.0% 10.2%
Ontario East 3,886 41.6% 42.3% $90.38 $87.62 $37.60 $37.06 0.9% -0.9%
Windsor/ Ontario SW 2,908 45.7% 44.6% $100.14 $97.91 $45.76 $43.67 0.0% 2.5%
London/ Kitchener 6,052 48.7% 51.0% $95.82 $95.37 $46.66 $48.64 0.8% -3.6%
Ontario North/ Thunder Bay 1,690 47.4% 50.4% $79.10 $74.06 $37.49 $37.33 0.0% -6.0%
Ontario NC/ Sudbury 3,908 41.4% 40.1% $89.92 $85.60 $37.23 $34.33 1.1% 4.2%
Niagara Falls, ON 7,364 30.4% 26.9% $98.83 $98.65 $30.04 $26.54 0.8% 13.9%
Ontario Central 3,012 47.7% 46.5% $106.99 $93.49 $51.03 $43.47 2.5% 5.3%
Mississauga, ON 5,662 44.5% 46.5% $104.83 $104.60 $46.65 $48.64 5.7% 1.1%
Winnipeg, MB 3,940 48.0% 48.0% $91.14 $88.08 $43.75 $42.28 0.0% 0.1%
Regina/Saskatoon, SK 4,347 52.7% 52.3% $93.93 $91.14 $49.50 $47.67 0.0% 0.8%
Calgary, AB 7,818 56.3% 50.0% $115.99 $106.53 $65.30 $53.27 -0.5% 12.1%
Edmonton, AB 6,836 55.2% 49.5% $96.91 $95.59 $53.49 $47.32 1.8% 13.6%
Alberta North Area 2,558 72.6% 62.3% $115.11 $98.47 $83.57 $61.35 0.8% 17.6%
Alberta South Area 6,195 49.2% 48.1% $110.15 $104.42 $54.19 $50.23 3.1% 5.5%
Vancouver Downtown 7,919 52.9% 43.6% $125.13 $120.66 $66.19 $52.61 0.0% 21.5%
Vancouver/ Burnaby Area 2,355 50.1% 47.3% $92.05 $88.55 $46.12 $41.88 0.0% 6.1%
Richmond-Surrey/ East Area 4,444 52.8% 50.3% $96.87 $89.30 $51.15 $44.92 1.8% 6.9%
British Columbia Area 5,487 54.7% 57.1% $192.13 $187.67 $105.10 $107.16 1.4% -3.0%
Kamloops/ Kelowna Area 4,497 34.0% 31.8% $80.24 $78.25 $27.28 $24.88 0.0% 6.9%
Vancouver Island 3,474 39.7% 40.3% $85.40 $87.20 $33.90 $35.14 0.6% -0.9%
Provinces 
Alberta 23,407 55.9% 50.8% $109.02 $101.75 $60.94 $51.69 1.6% 11.6%
British Columbia 27,929 48.4% 45.6% $123.06 $120.06 $59.56 $54.75 0.8% 7.0%
Manitoba 4,929 47.5% 47.3% $88.32 $86.01 $41.95 $40.68 1.5% 2.0%
New Brunswick 3,330 44.6% 44.4% $95.03 $91.67 $42.38 $40.70 2.1% 2.4%
Newfoundland 1,726 40.4% 41.4% $106.27 $102.28 $42.93 $42.34 4.1% 1.6%
Nova Scotia 4,380 43.8% 40.4% $97.60 $94.46 $42.75 $38.16 2.1% 10.7%
Northwest Territories 66 INS INS INS INS INS INS INS INS
Ontario 68,013 48.0% 47.2% $113.68 $110.53 $54.57 $52.17 1.7% 3.3%
Prince Edward Island 889 32.1% 31.0% $65.30 $62.14 $20.96 $19.26 0.0% 3.4%
Quebec 22,995 45.1% 45.3% $118.80 $118.08 $53.58 $53.49 0.8% 0.4%
Saskatchewan 5,788 50.8% 49.1% $87.78 $85.95 $44.59 $42.20 0.1% 3.5%
Yukon Territory 181 INS INS INS INS INS INS INS INS
Canada 163,633 44.9% 43.9% $98.07 $94.86 $44.03 $41.64 1.3% 3.7%
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DEFINITIONS
Occupancy: Rooms sold divided by rooms available.
Room Revenue: Total room revenue generated from the sale or rental of rooms.
Average Daily Rate (ADR): Room revenue divided by rooms sold.
Room Revenue Per Available Room (RevPAR): 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
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