Record Profits But Passing The Peak
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A schism is quickly developing between executive attitude and financial estimates that’s casting a pall on the lodging industry even as it continues to churn out record profits. So while industry wide profits are expected to rise both this year and next year, attitudes are shifting significantly from unbridled euphoria to restrained satisfaction.

Here at the Lodging Conference in Phoenix, Arizona, attendees are still saying the hospitality business is in great shape, but when individually pressed a different story is beginning to emerge. 

The story here seems to be that while industry wide the hotel business appears to be in peak form, the problem is exactly that – the industry is in a lot of ways at or very close to peak performance. And the only way to go is down. 

According to Bobby Bowers of Smith Travel Research, industry wide profits are expected to top out at about $26.9 billion, a new record. In 2008 profits will surge to $26.9 billion. It’s a steep increase from when profits were just $12.8 billion and $16.7 billion in the extremely fallow days of 2003 and 2004 respectively. 

But all industry bellwethers are showing that slowing gains and in increase in supply is already beginning to cut profits on an individual hotel basis. And there is lots more supply expected to rush into the market during the next several years.

Pat Ford, President of Lodging Econometrics said he is less certain about the industry outlook for 2010 at this point and believes there will be a contraction between peak times in the industry cycle. He sees it shrinking to about 9.5 years from the typical 11 years between peaks. 

He estimates that 1,042 hotels will open this year on top of the 734 that opened in 2006. In 2008, Ford estimates 1,200 will open in 2008. Those are pretty lofty numbers compared to just a few years ago. In 2002 763 opened, while 604 opened in 2003, 555 in 2004 and 657 in 2005. 

“We expect the pipeline to peak this year and we expect to have a late surge this year n pipeline growth,” said Ford, who explained he is seeing a heightened emphasis on franchise departments pushing to close pending deals before the end of the year. “The peak will have 24 % more rooms in pipeline that during the end of last cycle.”

Mark Woodworth, President PKF Hospitality Research also believes the hotel market cycle is nearing the peak. He noted the industry has passed equilibrium of ADR and long term occupancy rates. When that occurs, it’s a good indication there will be a period of rapid development which is a warning sign of being at the uppermost end of the cycle. 

He also said to expect RevPAR to return to more traditional levels rather than the buoyant growth rates the industry has seen in recent years. “We have been conditioned to expect high RevPAR increases but it normally grows at 3 percent. It will get down to the average in the next year or two,” said Woodworth.

Smith Travel Research estimates RevPAR increased an incredible 8.7 percent in 2006 and should increase 5.8 percent for 2007.

Woodworth believes that categories most insulated from a downturn are upscale because of its above average occupancy and mid-scale w/o F&B which will enjoy lower supply growth than demand growth during the next few years.

The weakest are mid-scale with F&B and economy are the weakest. He said that many mid-scale with F&B hotels are actually being repurposed or closed while others are converting to an economy model. 

Meanwhile, David Loeb, Managing Director and Senior Real Estate Research Analyst with the investment bank Baird said he is bearish on market fundamentals. 

“I don’t think things will be great from here. I would agree this is a great time to sell,” said Loeb, warning that cap rates will rise. “Hotel real estate values could go up or down depending on location. We are in a state of decelerated growth for earnings and real estate is unlikely to be in favor while cap rates rise.” 
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