
Consumer Services: Hotels, Restaurants, & Leisure
United States
Industry Type  (9/19/07)                                   Cyclical

Key Indices:                                                     S5HOTR
Recommendation:                                                HOLD
Top Picks: CTRP, EMS, NTRI, MNRO, STAN




Description and Summary:  

Lodging and restaurants are a subset of the consumer services industry.  The lodging industry includes a broad cross-section of companies that own, manage, or franchise hotels and resort properties offering a variety of amenities for business and leisure travelers.  The restaurant industry divides itself into full-service and fast-food restaurants which offer takeout and casual dining facilities.  
International Competitive Structure: 

China is the fastest growing tourist destination.  This makes it the most attractive market for potential expansion in the restaurant industry because US chains see Asia as an underserved market.  China’s hotel industry is also attracting attention.  
Strengths:
1.  While weak consumer spending and general economic uncertainty have dragged down hotel, restaurant and leisure stocks, the low trading prices could pose an attractive entry point for long-term investors.
2.  Restaurants have recently placed more emphasis on product innovation as opposed to price discounting, which in the past has crushed already tiny operating margins.  By offering a broader spectrum of menu items across a larger price range, restaurants have been able to capture increased revenues while keeping up with changing consumer tastes and lifestyles
3.  Hotels and lodging companies are shifting towards franchising agreements and management roles. This transition is taking place as such companies use heavy investor demands for lodging assets to dispose of owned real estate. This generates a more consistent profit stream for lodging companies.

4.  There is strong demand from business and vacation travelers. Increased spending from such consumers has helped hotels record higher room occupancies and thus charge more on nightly rates. The higher rates maintain profits during times of lower occupancy. 

Weaknesses:
1.  Hotels and restaurants are highly sensitive to economic conditions.  Disposable income and consumer confidence levels play a big part in industry profits.
2.  Hotels require large capital investments for development and real estate.  They also have high levels of fixed costs due to property taxes, insurance, depreciation and amortization, interest, rent, and equipment leases.  They must also maintain a minimum level of labor which adds to the fixed costs.
3.  Restaurants have very small operating margins.  Increases in input costs can have a drastic impact on profit levels.  An increase in minimum wage and food costs (due largely to ethanol demand and subsequent rise in the cost of corn, which has led to a rise in the cost of meat and dairy products) has recently hampered operating margins.  Additionally, patrons continue to go out to eat less and less, with eating at home becoming more popular.
4.    Many big restaurant chains plan to keep on eating the bulk of rising food costs, risking a further hit to their margins in order to keep attracting customers. Industry analysts estimate that restaurant food costs were up more than 8 percent in the first half of the year, and they expect July figures to show an additional rise, while Menu prices rised by only 4 percent.
5.    Media and entertainment and consumer products sectors are poised for deterioration due to substantive shrinkage in credit availability and rising energy prices.  While easy credit availability has been a key strengthening factor for this sector, this is rapidly becoming sparser as the credit cycle turns.
Opportunities/Trends:

1.  Hotel companies are becoming increasingly more popular as private-equity buyout targets.
2.  Emerging markets, especially in Asia, provide vast growth potential for hotels and restaurants.
Threats:

1.  Housing market threats:  Increases in labor, utility, and food costs coupled with decresed consumer spending due to a weakened housing market are constricting profits.
2.  Debt Burdens due to tightening of credit market:  Many restaurants engaged in aggressive financial policies within the lat year that may strain their balance sheets amid tougher conditions in the restaurant industry.  Also, recapitalization plans are increasing companies debt burdens, hurting their credit ratings, and leaving them with limited funds for expansion and liquidity needs.
Key Valuation Ratios to Watch:

Be sure to watch growth in gross domestic product (GDP).  Also, return on assets (ROA) is useful in analyzing relative performance.  Discretionary income and the consumer price index (CPI) are also important to watch.  

Key Items to Watch:
Operating margin is an important profitability measure in assessing a restaurant company.  For hotels look for occupancy levels, average daily room rate (ADR), and revenues per available room (RevPAR).  Because the hotel industry is subject to cyclical conditions, look at average returns over a multiyear period.

Return Performance versus the S&P 500 (in %):
                   04        05
         06       07       08 YTD
S5HOTR   39
     1.0    
 20.1       3.61
      7.13
SPX
   10.7     
4.8      15.6       5.4
       -20.2
Excess       28.3 
   -3.8
       4.5       -1.79     -13.7
GDP           4.2
       3.5     
  2.9      2.2
        0.8
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