
may actuallv increase. The Iocation and design of
new industrial buildings, however, will be consid-
erably different than today.

Aggregate demand: At this point, the aggre-
gate demand issue is difficult to gauge. A strong
argumcnt can bc'made that industrial demand
will bc lower in the future as a result of the
decline in aver.ige turnover, made possible by
the increasing use of the web for inventory nran-
agement.

There are, however, many positive forces shap-
ing industrial space demand. Increasingly, tradi-
tional office users are shifting to industrial facilities.
As an example, pension advisor Kennedy Associ-
ates has developed 24 facilities over the last tw()
years, utiLizing industrial construction techniques
to create more cost efficient office space. Most ten-
ants are large, blue chip companie,s, utilizing the
space largelv for office-type operations.

The operations of web firms also are having a

positive impact on industrial demand. Initially, this
occurred through the development of space for
independent call centers taking online orders and
Iogistic firms delivering products to the customer.

Increasingly, holtever, web firms are taking
direct control of the ordering and fulfillment pro-
cess. As an example, Annzorr.com isdeveloping mil-
lions of square feet of regional distribution ce-nters
within a dav's truck drive of many American mar-
kets.Webvan hasexecuted a contractwith the Bechtel
Group kr develop highlv automated, mega-ware-
houses in 26 cities across the nation.'

Airport Locations: Whether or nut this new
demand will favor airport locations r,',ithin these
metro arc'as is notclear. AMB I'ropertvCorp., a largt'

industrial REIT, is developing new warehouse
facilities "on the tarmac" of airports throughout
the nation and, potentially, overseas. Other ob-
servers point to the necessity of being located
near regional .rnd local ground distribution sys-
tems.

If an airport location is desired, there is also the
issue of whethcr to utilizc an existing public passen-
ger terminal or one of an expanding number of
private freight and executive aircraft airports. Pub-
lic passenger airport locations continuc' to have a

major advantage - 40 percent or more of cargo is
still carried on passenger flights.r"

Building design: There also are major changes
occurring in the design of these nen,buildings. The
combination of a large, diverse inventory, high
turnover, and a "single point" delivery promise
retluires a sophisticated, dependable order tracking
system. A large portion of this can be automated,
requiring clear-span space for installation and op-
eration of equipment, as well as the a',,ailability of
an adequate supply of dtpendable power. Multiple
truck operations require a large number of truck
bays and more land devoted to truck turning and
maneuve'ring.

Not all fulfillmcnt operations can be automated-
larger numbers of peoplc (for industrial buildings)
are required tooperate the automated systemand to
"hand-pick" special orde.rs." This means air-condi-
tioning a higher percentage of building space and
providing more emplovee parking than would be
found in a traditional industrial building.

Since u'eb-based inventory turns much faster,
there are fewt'r invcntories stored and less dernand
for high rack storage space. This shifts building
design from a concern with cubage to ont, of square
footage, resulting in new buildings having lou'er
ceilings and a largcr footprint. When coupled with
a need for more employet' parking, industrial build-
ing sites will have to bc considerably larger than in
the past. Amazon's neu, 800,000 square foot ware-
house in Atlanta is a good example of this new
prototype.

Public Warehouses: Industrial facilities for
smaller firms are also changing. Some of AMB's
new buildings, such as one under construction at
DFW airport, will allow four 747-cargo airplanes
to simultaneously unload directly onto the rl,are-
house loading dock. The goods are then trans-
ferred to onc. or more of 46 truck loading docks
situated on the, other side of the building. In es-
sence, this type of facility is not a storage building
but a "through put" facility that mixes and matches

FOCUS ON HOSPITALITY
MoprnnrINc PRoFrr GnowrH ExprcrEn UNrn 2001

ltrl B jorn I lansott, CRL.

I fter a sloll second-quarter performance, growth of the U.S. economy
.{_laccelerated in the second half of 1999. Real gross domestic product (CDP)
grew at an annual rate of 4.1 percent in 1999, fueled by increased inventorv
buildup and export activity as well as continued robust consumer and business
spending.

The pace of c'conomic activity in the U.S. will continue to remain strong at
least until 2001 as overseas economies gain momentum; Macroeconomic
Advisers anticipates real GDP kr slow slightly from 1999 to 3.4 percent in 2000
and 2.8 percent in 2001.

Theanticipated solid performance of the U.S. economy in thenexttwovears
rvill stimulate lodging demand growth as well as encourage continued devel-
opment initiatives. Room rate advances will continue, but there will be a tightcr
spread betneen average room rate growth and inflation in the next two years.
Although profit margins are not expected to improve significantly going
forward, aggregate industry profits will continue to rise at a compound annual
growth rate, of 8.3 percent.

MODERATING RevPAR GROWTH
After peaking at 6.I percent in 1996 in the current cycle, the growth of U.S.

revenue per available room (RevPAR) has been trending down as the high level
of hotel construction has adverselv affected occupancie's and room rate growth
in most lodging marke'ts. Beginning in 'l996, U.S. demand growth failed to keep
pace with the supply expansion. The net increase in supply from 1996 to 1998
was almost 292,000 rooms, representing a compound annual growth of 4.1

percent. By comparison, thc. industry's historical supply growth average from
1975 to l99tl is 2.8 percent.

Occupancy d ropped 1.2 occupancy points to 63.9 percent in 1998 from 65.1
percent in 1996. Room rate increases also slowed to 4.4 percent in 1998 from 6.5
percent in 1996. The combination of lower occupancy and modest average
daily rate (ADR) gains caused RcvPAR grou'th to slide from 6.I percent in 1996
to 3.6 percent in '1998.

1999 PERFORMANCE
Statistics from Smith Travel Research (STR) shorv a continuation of these

trends in 1999. The stronger supply gro wth (+3.9 percent) rclative to dt'mand
growth (+3.5 perc€'nt) pushed down occupancy ratL's, thus limiting the industry's
ability to raise room rates and RevPAR. The occupancy in 1999 fell 0.5
occupancv point to 63.4 percent, w,hile ADR increased onlv 3.9 percent to 98.1 .07
in the same period one year earlier. As a result, RevPAR advanced by only 3.2
percent. In inflation-adjusted terms, RevPAR increased 1.0 percent. (Tnbles 1

nrtd 2 swnnmrizc the'1999 parformttrce itrLlicntors.)

l1 Insider's Perspective - M1dtrating Profit Grouth Exptttcd Until2001

?i
-

Rrer Esrare Issurs, Wirtcr 1999/2000 tr5

Metro Area Location: Thus far, we.b building
sitL. selection has tmphasized being at or near the
delivery capabilitit's of major logistical firms such as

FedEx and UPS. This has meant increased demand
for industrial facilities at or near major airports,
particularly in hubs such as Memphis and Louis-
ville.

As morc u,eb firms decide to manage their
own fulfillment, L'xpect expansion of de mand in
other major regional distribution centtrs such as

Atlanta, Dallas, Los Angeles, Chicago, and North-
ern New Jersev. These markets are also attractive
because the host city is usuallv a Iarge market in
itself, allowing rapid distribution to customors in
thc' immedia te' area. The resu lt could bc a negative
impact on industrial demand in second tier distri-
bution cities.

INSIDER'S PERSPECTIVE



Tables .l & 2

may not have the location, design, parking, or
tenants to compete in an increasingly turbulent
retail market.

lmpact on GAFO space: Fig,r/r 9 translates the
projections in Flqrrrc ll into square footage of shop-
ping centtr and powe.r center space. The 950 billion
in existing non-store sales was deducted from 2005
sales in order to focus only on incremental sales.
This generally assunres the impact of cxisting non-

store sales has already occurred
Sales per square foot are based on 

.1998 
sales of

shopping centers, 10 years or older, and power
centers. GAFO space in 2005 assumes that the rate
of space inventory growth over the last l0 years will
continue. Al[ projections assume a three percent
annual rate of inflation.

This analysis indicatts thnt the dannnd for lthysical
space dcztottd to CAFO snles ctmld dropbt1asntuch as'15

liuce t - 
-17 perct:fit ou:r the nert st:len vc s.

Neighborhood Centers: To date, most observ-
ers have assumed that the web will have little im-
pact on neighborhood centcrs because of the high
percentage of food and beverage items. This is
furthc.r demonstrated in the marketplace where
neighborhood ce.nter REITs are discounted at the
second Iolvest rate (.19 percent) of any major prop-
erty type.

The amount of money and talent being ex-
pended on online grocery operations such as
Webvan and Streamline, however, may ultimatelv
pose a threat to traditional supermarket chains that
operate on very lorl' margins. Webvan in particular
is focusing on reinventing the supermarket distri-
bution system and, if it succeeds, all grocery store
metrics may change.

I nilu st ri al P ro p e rtie s
While the impact on retail will most likely

involve a reduction in the amount of space re-
quired, aggregate demand for industrial space
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Incremental lmpact of Non-Store CAFO Sales on
Shopping and Power Centers by 2005

* Space currently over l0 yeals old + poh.er centers

Soun:t: Clation Partuers, ULl,lCSC,Tht! McMahan Croup

2005 GAFO sales diverted $ 100 billion

Sales per SF. $ 192.00

GAFO space reduction 520 N/SF

Percent of 2005 GAFO space 15% - 17%

Tfu lrnpacf of E-Cotn rcrcc ou Rcal Estatt 7Rrer. Esrarr lssuEs, Wifltct 1999/2000
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Non-store Sales Growing Rapidly: Non-store
retail sales havt'been rapidly increasinB, although
stilla relatively small percentage of total retail sales.
Catalogues continue to be the dominant format for
non-store retail sales although Internet sales have
been responsible for the bulk of the growth over the
last few years and are growinS; at a faster rate.

Between 1996 and.1998, virtually all of the
growth in non-store sales was over the Internet. The
growth in catalogue sales was about the same as

1992 - 7996, while ry sales growth was static.
Figrrrc 8 projects non-store retail sales of general

merchandise, apparel, furniture, and other goods
(GAFO) - those considered to be most likely to
occur in shoppinB and power centers. The analysis
assumes that catalogue and TV sales will continue
at 1992 - 98 growth rates. lnternet sales were pro-
jected at the mean of two sets of industry projec-
tions. Based on this analysis, Internet sales should
become the dominant form of non-store CAFO
sales by 2005.

Figure 9
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Figures 6 - 8

Figure 6
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D.C., San Diego, Los Angeles-Long Beach, Boston,
Tampa-St. Petersburg, New York, and San Fran-
cisco/San Mateo reported RevPAR growth signifi-
cantly above the industry average in 1999. Robust
Iodging demand expansion allowed ADR in these
markets to grow at least twice as fast as the rate of
inflation dt'spite significant drops in occupancy in
manv cases. In contrast, we.ak demand continued to
drive down occupancy and room rates in C)ahu
Island. Meanwhile, Denver, Dallas, Phoenix, and
Houston generated the most dramatic drops in real
RevPAR growth among the metro markets due to
rapid supply growth.

LODGING INDUSTRY OUTLOOK,
2000 To 2001

PricewaterhouseCoopL'rs expects room demand
to increase 3.0 percent in 2000; and 2.7 percent in
2007. (Tablc 3 Trrtsents the U.S. lorlgitg industry forc-
adsls. )

As new development proiects are expected to
slow, PricewaterhouseCoopers expects a gradual
decline in room starts through year 2001, From
151,866 rooms in 1998, annual room starts will de-
clineat a compound annual rate of6.4 percent through
2001, but will still remain at high levels (exceeding
100,000 rooms). By 2001, demand growth will catch
up as room supply growth slows to 2.8 percent. As a
result, occupancies will decline bv 0.4 occupancy
point to 62.7 percent in 2000 from 63.4 percent in
1999, and stabilize in 2001.

PricewaterhouseCoopers U.S. Lodging Forecasts, 2000 - Z0Oz

5orr.e: Forecasts are from Pric&L!,ltrl,]0ustc}r.ltet. Hospilililv Dirrclions, December 1999/ranuary 2000
Historical data are from Smith Travel Research.

'1e98 1999 2000 2001 2002

Occupancy (%) 63.9 63.1 63.0

Average D.rily Rooms Sold

Change from Prior Year (%)

2,357

3.2

2,440

3.5

2,515

3.0

2,582

2.7

2,652

2.7

End<rf-Year Room Supply

Change from Prior Year (o/n) .+.2 3.9 3.5 2.8 2.6

Average Daily Rate (5)

Change from Prior Year (%)

78.01

4.4

81.07

3.9

83.99

3.6

87.10

3.7

90.40

3.8

Revenue per Available Room

Change from Prior Year (% ) 3.6 3.2 3.1 3.3 3.8

f, Rsrr EsTArr lsst)Es, Wi ter'1999/2000 lnsider's Perspective - Moderatirrg PrLtlit CrorL'th Expt'cltd Lbttil 2001 67
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The performance in 1999 was mixed withinprice
segments. Both budget and economy segments
achieved the highest inflation-adjusted RevPAR
growth (+3.0 percent and +2.3 percent, respectively),
benefiting from healthv ADR gains. On the other
hand, luxury, upscale, and midprice properties sus-
tained below-average inflation-adjusted RevPAR
increases. Though room demand was exceptionally
strong in these segments, room supply expanded
even faster. These led to large occupancy declines,
which in turn inhibited room rate increases among
these properties.

By region, strong ADR growth allowed New
England, Mountain, Pacific, and Middle Atlantic
regions to outperform the overall industry in terms
of real RevPAR growth (+6.2 percent, +2.1 percent,
+1.7 percent, and +,l.7 percent, respectively) in 1999.

In contrast, hotels in the East South Central and West
South Central reported declining real RevPAR
growth as both regions suffered weak occupancies
and ADR performance.

ln terms of location, resort properties regis-
tered the highest real RevPAR growth (+1.8 per-
cent) due to above-average ADR gains. Meanwhile,
hotels in airport, suburban, and urban areas re-
ported stagnant or declining real RevPAR. Hotel
occupancy suffered material declines in these mar-
kets, resulting in ADR growth only slightly above
inflation.

Among the top 25 metropolitan statistical areas,
Detroit, Miami-Hialeah, Ne*' Orleans, Washington

Table 3
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observes, the impact of technological change is
usually overestimated in the short run and under-
estimated in the long run.t

WHAT IS THE NATURE OF THE THREAT?
The threat to real estate is tnofold: 1). a direct
reduction in the aggregate demanil for physical
space; and 2). a reduction in the functions currently
associated with the use of these assets, indirectlv
resulting in reduced demand for affected proper-
ties.

Direct Reduction in Aggregate Physical Space
Demand

A direct reduction in the ag8re8ate demand for
real estate assets may occur because:

Physical space is no longer required: As noted,
demand for retail and sen ice space is reduced
when transactions occur over the Internet rather
than in a store or office. The more sales or sen'ice
volume handled over the web, thc Iess demand
for physical space. Space devoted to commodity-
likt goods and services is most impacted by this
phenomenon.

The acceleration of inventory tumover: De-
mand for storaSe space is lou,er u,hen average
inventory turnover is reduced. Reduction in the
turnover rate of businc.ss firms has been declin-
ing for some timc as a result of "just in time"
scheduling, the extensive use o( bar coding, and
the growth of logistic firms b distribute goods to
the consumer.

These developments havcprovided the foun-
dation for the Internet to emerge as an integrat-
ing and unifying force that will dramatically
improve the' efficiency of goods movement. As
an example, w,hen Dell Computer converted to
an Internet purchasing format, it reportedly re-
duced its average inr.entory turnover period
from 56 days to six.

Reduction or Elimination of Functions Occuting
in Physical Space

The second type of impact is created by the
disintt'rmediation of a function or activity, generally
in the services area. Every business transaction that
is performed over the web ultimately reduces the
demand for physical space to perform the same
transaction.

There are many traditional intermediary roles
that are impacted:

' Insurance agents

Mortgage brokers
Real estate brokers
Bank employees
Stock brokers
Travel ap;ents

Automobile salespeople

This is largely due to the significant cost savings
that the web can generatt'in service transactions, as

indicated in Fi.gurr 5.

No doubt there are other activities that will be
impacted over time. People made redundant will be
forced to retire or seek employment in ()ther areas.
Unfortunately, the new jobs in the lnternet industry
often require different skill scts than those of many
redundant employee. This is reinforced by thc gen-
eral tendency of businesses to lay off older employ-
ees and hire younger ones.

WHAT IS THE MAGNITUDE OF THE IMPACT?
The magnitucle of t-commerce's impact on rcal es-

tate n ill vary by property type, location, and physi-
cal configura tion of the.rsset.

Retail Properties
The web will have the greatest negative impact

on the aggregate demand for retail properties. To
understand thisbetter, it is important to distinguish
betu,een the economic health of the retailer and the
demand for physical retail space. Much has been
written about the ongoing battle'betu,een tradi-
tional and web retailers. While the "clicks and mor-
tar" retailers may ultimately prevailover those that
are "born on the wt'b," this is not necessarily good
for real estatt' because the demand for physical
space is still reduccd.

Retail Assets Weakening: Re'tail has been a
depressed property type for many years. The an-
nual growth in shopping center real retail sales per
square foot has been negative or neutral for most
of the last 20 years. This lack of gron,th, coupled
with an emerging concern about the impact of e-
commerce, has led to lower investor expectations
for the future appreciation for regional malls, as

indicated in Frgrrrr: 7. In the public market, mall
retail REITs are currently priced at a 30 percent
discount to Net Asset Value (NAV), the steepest
discount of any major property typt'.s This, de-
spite the fact that 1999 was one of the best years for
retail sales ever!

Shopping center space also is rapidly aging-
almost three-fourths of U.S. space is over .10

yea rs and almost half is over 20 years. Older centers

Cumulative supply pressures will result in
moderating real ADR growth. Nominal ADR will
gron, less than four percent in the next two years
while annual inflation is e.xpected to risr. at least by
2.5 percent- In inflation-ad justed terms, Price-
waterhouseCoopers expects ADR to increase 0.9
percent in 2000 and 0.8 percent in 2001.

Moderating ADR growth and declining occu-
pancies in 2000 will lead to decreasing RevPAR
trends. RevPAR is expected to grow 3..1 percent in
2000. RevPAR growth will improve slightly to 3.3
percent in 2001 as occupancv rate ceases its down-
ward trend-

Despite the declining trend in RevPAR growth,
industry profits will continue to climb, but at a

decelerating pace. Hotels will increasingly rely on
non-room activities to boost revenues and cut ex-
penses to improve profit margins. Pricen,aterhouse-
Coopers expects aggregate profits to increase to
$2.1.4 billion in 2000 and $26.5 billion in 200.1 .*.,
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