
Consumer Services: Hotels, Restaurants, & Leisure

United States

Industry Type: (09/07/2010)
   Cyclical
Key Indices:                  
        S5HOTR
Recommendation:                                                  Hold
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, including gaming and casino venues.  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 consumer services stocks, the low trading prices could pose an attractive entry point for long-term investors.
2.  Restaurants as a whole will be less affected in this tough economic environment. Consumers will move away from casual dining into less expensive fast foods. As a result casual dining will see larger declines than fast food.  
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.   Food costs have begun to decrease.  Pressure on operating margins from the weak economy should even 

out with the decreases in input costs.
Weaknesses:

1.  Hotels and casual dining are highly sensitive to economic conditions.  Decreases in disposable income and consumer confidence levels may result in a decline 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.   Sales growth has decreased.  With the decrease in traffic due to lower available consumer discretionary spending, restaurants are finding it difficult to maintain precedent revenue growth 
5.  Media and entertainment and consumer products sectors are poised for deterioration due to substantive shrinkage in credit availability and rising energy prices.  Easy credit availability has been a key strengthening factor for this sector over the last few years; however, that strength has now become a major weakness. 
Opportunities/Trends:

1.  Business & group travel is projected to  increase in 2010.  The caveat is that most likely demand will be higher coupled with lower rates.
2.  Emerging markets, especially in Asia, provide vast growth potential for hotels, casinos, and restaurants. Macau, a relatively close suburb of Hong Kong, passed up Las Vegas as the premiere gaming community in 2002. 

3. As is the case with any recession, the current economic conditions are forcing many companies to learn how to operate leaner. This will prove to be beneficial as the economy improves and businesses are still able to keep costs down. Ultimately, this will lead to increased profit margins.
Threats:
1.  Housing market threats:  Increases in labor, utility, and food costs coupled with decreased consumer spending due to a weakened housing market are constricting profits.

2. Consumers are dining out less.  The year 2009 marked the first decline in revenues for the restaurant industry.  If unemployment and decreased consumer disposable spending continues to persist, we may see further decreases in revenues and profits
3.  Increases in supply of rooms are affecting average available room prices.  With rates dropping at high-teens percentage, we might see continued pressure on revenues, operating expenses, and employment. 
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:
Input costs (commodities) are important measures in assessing a restaurant company. Same-store sales are another key item to watch for in the restaurant space.

 For hotels look for occupancy levels, average daily room rate (ADR), and revenues per available room (RevPAR).  
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