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From 1990 to 2000 the U.S. hotel industry experienced record profit growth. During this timeframe, industry profits increased by nearly $30 billion dollars or from a loss of $5.7 billion in 1990 to $24 billion in 2000 . In the year 2001, for the first time in over ten years it is anticipated that the hotel industry will record a decline in profitability. 

What does this mean going forward? What can a hotel operator and/or investor do to mitigate their exposure? To answer these questions it is important to first understand what has happened from a historical perspective.
Following are reflections on where, how and why the industry has performed so well over the past ten years along with some thoughts to share on challenges and opportunities going forward.

Historical Performance

If we think of ROI or return on investment as having a numerator, or the cash flow generated from a hotel, and a denominator, or the investment basis of a hotel, there are essentially three ways to improve the ROI of a hotel. Return on investment can be improved by 1) increasing the numerator or cash flow from a hotel 2) by reducing the denominator or investment basis of a hotel or 3) by a combination of both! i.e. increasing the cash flow from a hotel and reducing the investment basis.

During the past ten+ year cycle four key factors including  1) the write down of real estate assets 2)  the realization of  business or operating efficiencies 3) revenue growth and 4) interest rates have directly and/or indirectly impacted return on investment performance levels.

Write Down of Asset or Real Estate Values

The dramatic turnaround in the performance of the hotel industry in the late 1980’s/early 90’s was attributable in large part to the write down of the underlying real estate . By substantially reducing the denominator or the investment basis for many hotels, even with no change in the numerator or cash flow generated form a hotel, the return on investment performance or relationship of the cash flow to investment basis for many hotels increased. 

 Business or Operating Efficiencies

The second phase of the dramatic turnaround in the financial performance of the hotel industry (i.e.. in the early to mid 90’s) focused on improving cash flow via reducing operating costs. And during this timeframe gross operating  performance on an industry wide basis improved substantially, increasing over 10 percentage points from 1990 to 2000.

Revenue Growth 

While improvements in cash flow initially were achieved primarily via reductions in operating expenses in recent years profit growth has been attributable from an industry perspective almost solely to revenue growth. In the mid to late 90’s it is estimated that  revenue growth (and ADR growth in particular) contributed to over 80 % of the total growth in hotel industry profits.

With the recent deterioration in the underlying supply versus demand fundamentals to support revenue growth, it is anticipated that for the first time in over ten years that the hotel industry will experience declining profits.

Capital Markets

Another significant factor contributing to the improved return on investment performance during this timeframe was the availability of debt capital at significantly lower interest rates than were available in the mid to the late 1980’s. 

Keeping in mind where we have come from, following are some thoughts to share on potential areas of focus going forward to improve investment return performance during these challenging times.

Operating Leverage 

We tend to forget that operating leverage, or the ratio of fixed to variable costs, can work for you or against you! In times of strong revenue growth, positive operating leverage can dramatically enhance investment return performance for once fixed costs are covered a very large percentage of every incremental dollar potentially flows to the bottom line.

Margin Erosion

In sharp contrast, given the high degree of operating leverage for many hotels in the industry, in instances where shortfalls in revenues are experienced, many hotels cannot cut expenses back commensurately to offset revenue shortfalls and as a result experience declining margin performance.

Going forward we can anticipate that hotels will focus on identifying opportunities for reducing fixed costs to mitigate their margin erosion exposure.

Competitive Analysis Shortcomings

Many hotels base often-critical decisions on demand data that is compiled at too high a level of aggregation i.e. that is too general. All hotels do not compete with all other hotels in a market. But rather hotels compete with particular hotels for specific types of business. And for many types of business i.e. leisure and group meetings business in particular a hotel typically also competes with hotels/resorts in many other leisure and/or meeting destination locations as well.

Going forward the ability to clearly understand demand patterns for specific market segments or types of business that a hotel hopes to capture will become increasingly important.

Distribution Costs

Distribution costs for many hotels represents one of the largest expense categories. But as a practical matter many hotels do not do a great job managing distribution expenses. In fact many hotels do not have systems in place to clearly know and/or understand the total costs involved in generating business for the hotel.

The analysis and management of distribution costs can be expected to receive increased attention and focus going forward.

Profit Contribution Analysis

All hotel business is not created equal. In fact the cost of generating/capturing different types of business can vary dramatically from less than 1% for a repeat booking to potentially 20% or more of revenue if reservation fees, referral fees , honored guest points and/or other special promotional programs (to generate the business) are involved.

Going forward  we can anticipate that hotels will place greater emphasis on evalutating the profit (versus revenue only) contribution of business. 

Capital Asset Preservation

Historically, the hotel industry has lagged far behind other industries in managing the physical assets underlying a hotel investment.  There is substantial untapped potential to  improve hotel investment return performance via mitigating capital reinvestment exposure through improved preventative maintenance programs and improved capital investment decision making.

Recently the International Society of Hospitality Consultants (www.ishc.com) published a special report entitled Cap Ex 2000 which provides excellent information for evaluating capital and on going maintenance expenses.

Human Resources

For most hotels labor represents the single greatest expense category. It also represents an area with one of the greatest opportunities for improving the financial performance of a hotel. 

The hotel business is first and foremost a people business and it is employees…well trained and motivated employees…that ultimately make the difference in a hotel investment. Addressing Human Resource management issues…from recruiting, training and motivating employees to managing turnover and labor costs…. represents one of the single greatest opportunities for improving investment performance.
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