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ABSTRACT 

In 2009, the U.S. lodging industry suffered a double-digit drop, 16.7 percent, 

in revenue per available room (RevPAR). The occupancy rate and average daily rate 

(ADR) went down 8.7 and 8.8 percent respectively. In this situation, it is necessary for 

the management of lodging firms to find a way to improve profitability. However, 

before finding a way to improve profitability, understanding industry-specific 

characteristics of the lodging industry is necessary; of these characteristics, capital 

structure was the focus of this study. 

According to the prior research, RevPAR was considered as one of the 

determinants for profitability. However, there was little research to investigate the 

relationship between RevPAR and debt ratio. Therefore, the objectives of this study 

were to investigate (a) the determinants of the leverage, (b) the relationship between 

RevPAR and debt ratio, and (c) the relationship between profitability and debt ratio. 

In order to find the relationship among the factors, financial data and RevPAR 

data for several the lodging companies were collected. The RevPAR and the other 

financial data for the lodging industry between 2001 and 2010 were retrieved from the 

COMPUSTAT database. After deleting observations with missing data and outliers 

193 observations for the lodging firms remained for the analysis. 

The average return on asset during the period 2001 to 2010 was -0.58%. The 

negative value of the average ROA ratio from 2001 to 2010 showed that lodging 

companies recorded low profit during that period due to the global recession. 

From the results of this study, there was a positive relationship between debt 

ratio and PP&E ratio and RevPAR. The lodging firms with high long-term debt ratio 
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and also with high PP&E ratio would have higher room rates, and this could result in 

higher RevPAR. However, from the results of this study, RevPAR and revenue had a 

significant negative relationship.  

In general, there is negative relationship between growth opportunities and 

debt ratio. The results of this study showed that there was no significant relationship 

between debt ratio and growth opportunities in this study.  

According to the results of this study, long-term debt ratio was negatively 

related to profitability (ROA). Most lodging firms showed a decrease in total revenue 

during the period. However, interest expense for long-term debt did not change 

because it was considered a fixed cost. Therefore, the firms with higher debt ratio may 

have low profitability because they had to serve their long-term debt.  

This study found an inverted U-shaped relationship between debt ratio and 

profitability. This inverted U-shaped relationship between debt ratio and profitability 

may indicate that there is an optimal debt ratio, and that firms which exceed the 

optimal level are not effective in increasing a firm’s value or profitability. The results 

of this study may indicate that when debt ratio exceeds the optimal ratio this may have 

an effect on profitability of the lodging industry firms. 
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CHAPTER I 

INTRODUCTION 

In 2009, the U.S. lodging industry suffered a double-digit drop, 16.7 percent, 

in revenue per available room (RevPAR). The occupancy rate and average daily rate 

(ADR) went down 8.7 and 8.8 percent respectively (Higley & Spann, 2010). These 

factors had a negative influence on the profitability of the U.S. lodging industry. In 

this situation, it is necessary for the management of lodging firms to find a way to 

improve profitability. Before finding a way to improve profitability, understanding 

industry-specific characteristics of the lodging industry is necessary; of these 

characteristics, capital structure will be the focus of this study. 

The lodging industry needs a large initial investment because of the proportion 

of fixed assets to overall portfolio (Arbel & Woods, 1990). The initial investment 

necessary to be competitive may affect the image and reputation of lodging companies, 

and the size of the initial investment is one of the important factors determining the 

average room rate. The management of a lodging company may issue equity shares or 

secure a loan for financing purposes. In order to build their facilities, management 

may choose to select between two methods of financing: equity or debt. However, 

there is no universal theory advocating either choice of debt to equity (Myers, 2001).  

 Finding optimal capital structure is one of the most important factors 

concerning an organization’s profit. Therefore, there have been numerous studies on 

the relationship between capital structure and the value of the firms (Frank & Goyal, 

2003; Modigliani & Miller, 1958; Myers, 1984, 2001). Modigliani and Miller (1958) 
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proved that the choice between equity and debt financing has no material effect on the 

value of the firm. However, the choice of financing methodologies clearly matters. 

They assumed a perfect capital market, but from a business point of view, taxes must 

be considered. In addition, the differences regarding internal and external information 

and agency costs should be considered.  

 In order to explain tax effect, information asymmetry, and agency costs, there 

are several conditional theories: the tradeoff theory, the pecking order theory, and the 

agency costs theory. The tradeoff theory states that firms would increase their debt 

level until the marginal value of a tax shield is offset by the present value  of financial 

distress costs (Myers, 2001).  According to the pecking order theory, firms choose 

financing methods in the following order (due to the information asymmetry between 

internal and external investors): (a) internal finance, (b) debt, and (c) issuing new 

stocks (Myers & Majluf, 1984). With agency cost theory there are two types of 

inherited conflicts of interest: (a) manager vs. shareholder conflict, and (b) creditors vs. 

shareholder conflict. According to this theory, a higher level of debt increases 

shareholders’ value by transferring risk to creditors and letting managers assign cash 

for debt payment rather than for suboptimal investments (Jensen & Meckling, 1976). 

Subsequent to these studies there have been a number of studies on capital 

structure in the hospitality industry. Tradeoff theory was tested using information from 

restaurant companies that were bankrupt (Kwansa & Cho, 1995). Upneja and Dalbor 

(2001c) found that pecking order theory was supported when they examined ratios 

from publicly-traded restaurant firms in the U.S. Another study related to capital 

structure stated that certain types of investments made by hotel companies are better 
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off financed with long-term debt because lenders are more comfortable with real 

estate-type investments (Dalbor & Upneja, 2004). According to the prior research, 

there is a relationship between financial leverage and financial performance in the 

lodging industry (Madan, 2007; Phillips & Sipahioglu, 2004; Tang & Jang, 2007). 

Moreover, an analysis of hotel companies showed an inverted U-shaped relationship 

between financial leverage and profitability, implying an optimal leverage pattern for 

maximum profitability (Jang & Tang, 2009).  

In spite of RevPAR being considered as one of the important ratios related to 

profitability by lodging industry management (Singh & Schmidgall, 2002), there was 

no study on the relationship between capital structure and RevPAR. Though the debate 

still exists on RevPAR (Geller, 2002), the prior research showed that large investment 

positively affects average daily room rate (ADR), and average daily rate would then 

have an effect on RevPAR. This study will focus on the relationship between capital 

structure and profitability in the lodging industry. In addition to the investigation 

concerning the relationship between capital structure and RevPAR, this study tried to 

find the relationship between RevPAR and profitability in the lodging industry. Based 

upon these objectives, this study was constructed to answer the following research 

questions. 

Research Questions 

1. Is there a positive or negative relationship between the costs for property, plant 

and equipment, and long-term debt?  

2. Is there a positive or negative relationship between profitability and long-term 

debt? 
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3. Is firm size positively related to long-term debt? 

4. Is there a positive relationship between RevPAR and long-term debt? 

5. Is there a positive relationship between RevPAR and total revenue of the 

lodging firms in the study? 

6. Is there a positive or negative relationship between RevPAR and profitability? 

Data Collection 

The RevPAR data and other financial data were retrieved from the 

COMPUSTAT database. Lodging companies that are publicly traded in the United 

States were selected for this study. Companies that reported no RevPAR data were 

excluded from this analysis. As a result, thirteen companies were selected, and 

quarterly financial data collected between years 2001 and 2010 were used for the 

analysis. This study used 212 observations excluding incomplete data from a total of 

404 observations.  

Limitations 

This study used only data from lodging companies that reported both RevPAR 

data and stock price information simultaneously. Therefore, the number of 

observations was small even though a ten year period was examined. Moreover, only 

the companies that were publicly traded were selected. Therefore, it may be hard to 

generalize the results of this study to all lodging companies.  

Definition of Terms 

Average daily room rate (ADR): a statistical unit that represents the average rental 

income per occupied room during a given time period. 



 
Texas Tech University, Hyun-Oh Kang, May 2011 

 

5 

Debt ratio: a financial ratio that indicates the percentage of a company’s total debt to 

its total assets.  

Financial distress: a term in corporate finance used to indicate a condition when 

promises to creditors of a company are broken due to financial difficulty. 

Growth opportunity: a condition for growth opportunities for a company that is the 

ratio of book-value of assets to firm value (Smith & Watts, 1992). 

Occupancy rate: the percentage of all available rooms are occupied or rented during a 

given time period. 

Return on assets (ROA): the percentage that shows how profitable a company’s assets 

are in generating income. This is calculated as net income divided by average 

total assets. 

Revenue per available room rate (RevPAR): the percentage calculated as room 

revenue divided by the number of rooms available for use in a given time 

period. 
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CHAPTER II 

LITERATURE REVIEW 

Introduction 

 This chapter provides a background of basic capital structure theory and other 

alternative theories: (a) the tradeoff theory, (b) the pecking order theory, and (c) the 

agency costs theory. These theories are the theoretical framework used in this study. 

The prior research in the hospitality industry related to capital structure will be 

addressed in this chapter. 

The Lodging Industry 

From the data of the lodging industry in 2009, U.S. lodging industry suffered a 

16.7 percent decrease in revenue per available room (RevPAR). The occupancy rate, 

moreover, fell 8.7 percent for the year end (Higley & Spann, 2010).  These factors had 

negative effect on the profitability of the lodging industry. In these circumstances the 

management of the lodging firms should find a way to improve the profitability of the 

firms. In order to do so, it is necessary to understand the characteristics of the lodging 

industry. In this study the capital structure of lodging industry will be focused as one 

of the characteristics, which are related to the profitability of the firms. 

Capital Structure of the Lodging Industry 

The lodging industry is “capital intensive” (Arbel & Woods, 1990). Because of 

the initial investment for huge facilities and the need for operating capital, the lodging 

industry is highly leveraged. Among the lodging companies 60–70 percent of 

companies are financed by debt. Also, the capital structure of the lodging industry is 
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highly sensitive to systematic risks (Andrew & Schmidgall, 1993). Therefore, capital 

structure is one of the important factors affecting success for lodging companies 

because of the characteristics of intensive capital. These factors make it important to 

determine capital structure and to make decisions about the financing method. The 

studies of capital structure, in general, have been conducted continuously and theories 

to explain capital structure are illustrated as follows. 

Basic Theories of Capital Structure 

After the foundation study of corporate financing decisions in the 1950s by 

Modigliani and Miller (1958), research on capital structure has been conducted in 

order to identify optimal mixes for debt and equity. The purpose of the study to find 

the optimal mix to maximize the value of equity holders; however, Modigliani and 

Miller stated that financing choices did not affect the value of a firm. In their study, 

the irrelevance of capital structure and firm value assumed that there were no taxes, 

bankruptcy costs, or asymmetric information. 

 In the real world, however, taxes, bankruptcy costs, and information 

asymmetry capital structure affects the value of equity holders. In order to explain 

these effects there are several useful conditional theories: (a) the tradeoff theory, (b) 

the pecking order theory, and (c) the agency costs theory. According to the tradeoff 

theory, firms seek debt levels that balance the tax savings benefit of additional debt 

against the costs of possible financial distress (Myers, 2001). The pecking order theory 

states that firms prefer internal finance, such as retained earnings, and will choose debt 

over issuing new stock. The agency costs theory says that high-leverage ratio reduces 
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the agency costs of outside equity and increases firm value by constraining or 

encouraging managers to act more in the interests of shareholders.  

 Tradeoff theory states that a firm will focus on tradeoff benefits by choosing 

how much debt and equity to use for financing. Companies are taxed by government 

on their income, but interest is a tax-deductible expense. According to tradeoff theory 

a taxable firm will increase its debt level to the point where the marginal value of tax 

shields on additional debt is offset by the present value of possible costs of financial 

distress (Myers, 2001). Because interest expense for debt is tax deductible, a higher 

leverage level would create a larger tax benefit for corporate income. However, as the 

level of debt increases, the company would have a heavier burden to service its debt 

obligations including a large amount of interest expense. Subsequently, the company 

would incur default risk, which would cause higher costs for debt financing and 

financial distress (Myers, 2001). Thus, an optimal ratio of debt to equity capital 

structure may be reached by establishing equilibrium between the advantages (tax 

advantages) and disadvantages (financial distress) of debt. 

 Pecking order theory states that companies prefer internal funds, if available, 

and use debt and/or issue equity last. According to Myers (1984), companies prefer 

internal to external finance due to asymmetric information. The use of external 

financing sources signals the information that a company is not profitable, which can 

decrease the stock price. When external financing sources are required, companies 

prefer debts to equity because of lower information costs associated with debt issues 

(Frank & Goyal, 2003). Issuing new stock, instead of acquiring new debt, signals the 

information that managers think company stocks are overpriced. The management of a 
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company usually knows more about its company’s business and financial information 

than average outside investors do, and the management will not be willing to issue 

new stock when they think the stock is undervalued. Management tends to issue shares 

when shares are overpriced or fairly priced in the market. Thus, outside investors may 

interpret the announcement of a stock issue as a negative signal for the current stock 

price (Tang & Jang, 2007).  

 According to agency costs theory a higher level of debt increases shareholders’ 

value because of its disciplinary effect on manager behavior. There are two types of 

inherent conflicts of interest in this theory: (a) manager-to-shareholder conflict, and (b) 

creditors-to-shareholder conflict. In the first case, when debt increases, shareholders 

can bind managers to service the debt obligation. Thus, when the debt level is 

increased, a larger portion of the free cash flow should be used to pay the debt 

obligations. In this case, shareholders or boards of directors effectively reduce the free 

cash flow in the company and prevent managers from investing in sub-optimal or 

excessive investments (Jang & Tang, 2009). The managers would also lose their large 

investments if they fail to fulfill the obligation of debt, and this results in insolvency 

(Jensen & Meckling, 1976). The agency cost theory also offers another viewpoint to 

explain the high profitability and low debt ratio correlation. In a profitable form, it is 

the managers’ advantage to keep debt ratio low, because: (a) free cash flow is not 

committed to debt payment and can be used for management’s interests, and (b) 

managers are then free from debt payment pressure. This causes a loss in a 

shareholder’s stock value, and it is called “agency cost.” 
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Prior Studies 

 Capital structure theory is a widely studied topic; however fewer studies have 

been conducted on the capital structure of the companies in the tourism industry. 

Kwansa and Cho (1995) studied the impact of the trade-off between the cost of 

financial distress and tax savings in the U.S. restaurant industry. According to their 

study, indirect bankruptcy costs have critical and substantial effect on the capital 

structure and firm value. The study tried to estimate the size of the indirect cost to 

firms which file for bankruptcy and to determine if that cost is substantial. In terms of 

its significance as a proportion of firm value, the findings of this study confirm that 

the past profits of the firm represented a sizeable proportion of the firm’s value. They 

found that generally the size of the indirect bankruptcy cost is more important than the 

size of the tax savings from debt use, the closer a firm is to filing for bankruptcy. 

Hence, the trade-off between tax savings and indirect bankruptcy costs can be used as 

a reliable signal for measuring the onset of financial distress (Kwansa & Cho, 1995).  

Upneja and Dalbor (2001a) detected a positive relationship between “before 

and after” tax rates of U.S. restaurant firms and their leasing activities. They found 

that when using before-financing tax rate, the relationship between tax rate and the 

debt policy of restaurant firms was positive and significant. This result indicated an 

improvement in explaining debt policy with the use of a before-financing tax rate. In 

terms of the use of leases, both before and after financing tax rate was significantly 

and positively related to the use of capital leases; however, the use of operating leases 

was negatively related to both financing tax rates. This study shows that restaurant 

firms with good financial status are less likely to use operating leases. Adding to these 
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results, the study confirmed that high tax rates and the use of interest tax shields were 

positively related for restaurant firms (Upneja & Dalbor, 2001c). 

 Through the structured questionnaires for 101 small hotels in Turkey, Ӧzer and 

Yamak (2000) examined financial sources used by hotel companies with less than 100 

rooms located in Istanbul. The study tried to identify financial sources in three 

different situations: (a) at start-up stage, (b) during ongoing operations, and (c) for 

future investments. In all three stages, these small hotel companies preferred internal 

funds to finance their activities. According to the study, institutional debt was rarely 

used at any stage, it was not considered as a selectable option. Overall, they found that 

hotel companies appeared to use internal funds, such as retained earnings and debt, 

respectively, in their future investment state, while retained earnings were the major 

source of funds in the ongoing operations stage (Ӧzer & Yamak, 2000). 

 Upneja and Dalbor (2001d) examined the capital structure decisions of U.S. 

restaurant firms. From the restaurant firms which are publicly-held in the U.S., the 

study found that the results tended to support the concept that both the pecking-order 

and the financial growth cycle influenced financing decision. They showed that firms 

with a high probability of bankruptcy had debt, but more short-term than long-term. 

According to the study, firms with high cash flows appeared to use more debt, while 

older firms used more total and long-term debt. They found, moreover, that short-term 

debt was significantly and negatively related to operating cash flows (Upneja & 

Dalbor, 2001b).  

A related study was conducted by Upneja and Dalbor (2001a) for firms in the 

lodging industry. They found that debt ratio was positively related to growth 
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opportunities, firm quality, and ratio of fixed assets for publicly-held U.S. lodging 

companies. According to this research, firm size was not found to be a significant 

factor in the choice of long-term debt in the lodging industry. The results of this study 

are somewhat different than those of a previous study by Upneja and Dalbor (2001b), 

specifically for the “growth opportunity” and “firm size” variables. The growth 

opportunity was significantly and positively related to the long-term debt ratio, but this 

was contrary to their prior study (2001b). However, other variables including firm 

quality, PP&E (property, plant and equipments) and depreciation tax shields were 

significantly related to the long-term debt ratio.  

Nuri and Archer (2001) found that the debt ratios in the UK lodging industry 

were higher than the debt ratios in the UK retail industry. They pointed out that the 

trade-off theory rather than the pecking order theory was more consistent with the 

lodging and retail industry in the UK. They stated that profitability was the most 

important factor for the retail industry, followed by non-debt tax shields as related 

factors to leverage level. Non-debt tax shields, management contracts, and profitability 

were the most important factors for the UK hotel industry. 

There was another study that tried to indentify factors affecting financing 

decisions. Dalbor and Upneja (2002) reported that long-term debt ratio positively 

relates to probability of bankruptcy and firm size in publicly traded U.S. restaurant 

firms. Moreover, they found that firm quality and growth opportunities were related 

negatively with long-term debt usage. According to the study, lower quality and larger 

firms tend to use more long-term debt, and firms with more growth opportunities use 
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less long-term debt. They also found that restaurant firms with significant growth 

opportunities tend to use less long-term debt. 

Using responses from 43 UK lodging firms Phillips and Sipahioglu (2004) 

attempted to find a relationship between capital structure and corporate performance. 

The results of the study revealed no significant relationship between the level of debt 

and financial performance. This finding supported Modigliani and Miller’s (1958) 

capital structure irrelevancy theorem. Adding to this finding, Phillips and Sipahioglu 

found that lodging firms appeared to prefer external sources, because normally the 

level of capital return is low in this industry.  

Tang and Jang (2007) found that long-term debt level was positively related to 

fixed assets level and growth opportunities for United States lodging companies. 

However, they failed to find evidence to support the relationship between leverage 

ratio and volatility of earnings, firm size, profitability, or free cash flow. According to 

the study, all variables showed significant relationship for software firms; however, 

the study failed to find this relationship in lodging firms. This could be explained by 

the differences among that industry and the lodging industry which is a very 

specialized industry (Tang & Jang, 2007). 

Jang and Tang (2009) found an U-shaped relationship between financial 

leverage and profitability from an analysis of lodging companies. This study indicated 

that financial leverage is more closely related to profitability than international 

diversification (Jang & Tang, 2009).  

According to the prior research, it was revealed that the profitability of 

hospitality firms was independent of debt level (Phillips & Sipahioglu, 2004) and that 
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growth opportunities for firms have a relationship with debt level (Dalbor & Upneja, 

2004; Tang & Jang, 2007). This area seems to need more study on the relationship 

between capital structure and factors which are related to a firm’s profitability. From a 

few studies on the lodging industry, it was pointed out that revenue per available room 

(RevPAR), occupancy rate, and average daily room rate (ADR) are the factors related 

to the profitability of lodging firms. Moreover, it is necessary to study these 

profitability factors considering capital structure (Phillips & Sipahioglu, 2004; Tang & 

Jang, 2007). 

Revenue per Available Room (RevPAR) 

Revenue per available room (RevPAR) has become known as the bellwether 

statistic in the hospitality industry in 1997 (Jacobs, 1997). RevPAR is one of the key 

performance ratios in the hotel industry, and is calculated by dividing a hotel’s total 

guestroom revenue by the number of available rooms. One of the debates about its 

statistical value is that RevPAR focuses exclusively on revenue (Jacobs, 1997). 

Chairman and Chief Executive Officer of Strategic Hotel Capital, Laurence S. Geller 

is the quoted saying as “higher RevPAR doesn’t always, in fact, it seldom does, 

translate into higher profits because of the necessary costs to induce higher levels of 

RevPAR” (2002). However, according to research by Singh and Schmidgall (2002), 

RevPAR ranked second in importance factors as operating ratios in lodging companies 

followed by average daily room rate (ADR). O’Neill and Mattila (2006) pointed out 

that hotels with higher revenue, and particularly room revenue, have a higher NOI in 

dollars. It is certain that RevPAR is one of the factors that have a relationship with the 
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profitability of lodging firms. There is, however, little research which has dealt with 

RevPAR and capital structure.  

There were theoretical studies in early 2000 to explain the optimum capital 

structure of lodging firms. Studies to find a relationship between capital structure and 

profitability were followed (Dalbor & Upneja, 2004; Phillips & Sipahioglu, 2004; 

Tang & Jang, 2007). Subsequent to these studies, it is necessary to research the 

relationship between capital structure and profitability and their relationship to 

RevPAR. 

Hypotheses 

The long-term debt ratio (long-term debt/total assets) and return on asset were 

used as dependent variables to measure relationship between debt ratio and 

profitability factors including RevPAR. In order to investigate (a) the determinants of 

the leverage, (b) the relationship between RevPAR and debt ratio, and (c) the 

relationship between profitability and debt ratio, the following alternative hypotheses 

were developed:  

H1: PP&E is positively related to long-term debt. 

H2: RevPAR is positively related to long-term debt. 

H3: RevPAR is positively related to total revenue. 

H4: Growth opportunity is negatively related to long-term debt. 

H5: Profitability is negatively related to long-term debt. 

H6: Debt ratio and profitability have a curvilinear relationship. 
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Summary 

In this chapter, an overview of capital structure theories and the relationship 

between capital structure and profitability is discussed. Also, as a profitability factor 

RevPAR was a focus of the chapter. Summaries of prior research in the lodging 

industry related to capital structure were also included. Drawing on the prior research, 

six hypotheses were developed for this study.   
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CHAPTER III 

METHODOLOGY 

Introduction 

This chapter will discuss the research variables and regression models of this 

study as well as the research design and data collection. The source of the data, 

statistical analysis instrument, and data measurement will also be discussed.  

The purposes of this study was to examine (a) the determinants of the leverage, 

(b) the relationship between RevPAR and debt ratio, and (c) the relationship between 

profitability and debt ratio. 

Data Collection 

The RevPAR and the other financial data for the lodging industry (North 

American Industry Classification System, or NAICS, code 721110 and 721120) 

between 2001 and 2010 were retrieved from the COMPUSTAT database. Twelve 

companies were selected excluding the companies which had no RevPAR data. After 

deleting observations with missing data and outliers 193 observations for the lodging 

firms were remained for the analysis.  

Variables 

In order to investigate the relationship among factors, seven variables were 

collected or calculated and analyzed in this study; debt ratio (LEV), return on asset 

(ROA), properties ratio (PPE), total revenue (REV), growth opportunity (GROW), 

revenue per available room (RevPAR), firm size (SIZE).   
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Debt ratio (LEV).  

The long-term debt ratio (long-term debt/total assets) was used as a dependent 

variable and an independent variable to measure the financial leverage effect because 

lodging companies have a high long-term debt ratio in order to build their fixed assets, 

such as facilities (Arbel & Woods, 1990). This ratio is calculated from the dollar 

amount of long-term debt divide by total assets of the companies. 

Profitability (ROA).  

Following prior studies this study selected return on assets (ROA) as the 

profitability measures (Jang & Tang, 2009; Karadeniz, Kandir, Balcilar, & Onal, 

2009). ROA is operationalized as income before extraordinary items, divided by total 

assets. This study used ROA as a profitability indicator  

Property, plant and equipment level (PPE).  

The fixed asset was expected to be the most important variable in explaining a 

lodging firm’s long-term behavior (Dalbor & Upneja, 2004). Properties ratio is 

measured as the ratio of properties, plant and equipment (PP&E) amount to total assets 

amount. Financial institutions are used to consider fixed assets as inflation-resistant 

collateral for their loans. Therefore, lodging companies would easily increase long-

term debt when purchasing land or building their lodging facilities.   

Growth opportunities (GROW).  

Jensen and Meckling (1976) argued that firms with high growth opportunities 

are more likely to have high agency costs. Firms with growth opportunities would 

keep a low debt ratio to minimize the restrictions enforced by creditors and maximize 

potential gains (Tang & Jang, 2007). Growth opportunities are measured as market-to-
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book ratio which is calculated as the total market value of the firm divided by its book 

value. 

Revenue per available room (RevPAR).  

Initial investment on hotel facilities affects the reputation of a hotel and, 

therefore, average daily room rate. Average room rate is one of the factors that has 

influence on RevPAR. As mentioned in Chapter II, the lodging industry is highly 

leveraged. RevPAR was used as an independent variable, in order to find the 

relationship between capital structure and RevPAR and between profitability and 

RevPAR.  

Control variable (Size).  

Because larger and firms are expected to receive more publicity and have 

greater name recognition, it is easier to make profit for large firms. Brown and Perry 

(1994) stated that a firm’s profitability is also related to its reputation. In this paper 

natural logarithm of total asset was used as a control variable in terms of size. 

Data Analysis 

Data were statistically analyzed by using the statistical analysis program SPSS 

(Statistical Package for Social Science) release 17.0 for windows (SPSS Inc., Chicago, 

IL). First, demographic statistics were analyzed to determine the variables’ mean value 

and standard deviation. Correlation analysis was conducted to find relationship among 

the variables followed by multiple regression analysis. This study used three 

regression models; (a) debt ratio was used as a dependent variable to find which 

variable had a significant effect on debt ratio; (b) ROA was used as another dependent 

variable to find which variable had a significant effect on the profitability; (c) in order 
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to see the curvilinear relationship, ROA was used as a dependent and debt ratio was 

used as an independent variable in a quadratic equation.  

 Regression Models 

Accordingly, the full regression models are as follows: 

LEV = α0 + α1RevPAR + α2PPE + α3Revenue + α4GROW + α5 ROA 

+ α6 Size + E1           (1) 

ROA = β0 + β1RevPAR + β2PPE + β3Revenue + β4GROW + β5 LEV 

+ β6 Size + E2         (2) 

ROA = γ0 + γ1LEV + γ2LEV² + E3       (3) 

Where: 

 LEV = Long-term debt ratio to total assets 

 RevPAR = Revenue per available rooms 

 PPE = Ratio of PP&E to total assets 

 Revenue = Total revenue in million USD 

GROW = Growth opportunity variable measured by the ratio of the market 

value of the firm’s assets to the book value of assets  

ROA = Return on total assets in percentage 

Size = Natural logarithm value of total assets in USD 

E = Error term of the regression 

Summary 

This chapter includes the research objectives, the variables, the regression 

models, the research design and data collection, and the measurement used in the 

study. 
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CHAPTER IV 

RESULTS 

Introduction 

This study sought to examine: (a) the determinants of the leverage, (b) the 

relationship between RevPAR and debt ratio, and (c) the relationship between 

profitability and debt ratio. In this chapter, the results of the statistical analysis will be 

shown as well as the results of the hypotheses. 

Descriptive Summary 

Table 1 shows the descriptive summary of the variables used in this study. 

From the study of Upneja and Dalbor (2001a),the  average long-term debt ratio of 28 

hotel companies from 1974 to 1997 was 32 percent, and standard deviation was 18 

percent. According to the results of this study, the average long-term debt ratio and 

standard deviation were 39 percent and 18 percent, respectively. The long-term debt 

ratio increased during the 2001 to 2010 period as compared to the period from 1974 to 

1997 by seven percent. 

The average return on asset during the period was -0.15%. As seen in the 

negative value of the average ROA ratio, from 2001 to 2010 lodging companies in this 

study recorded low profit. The average ratio of market value to book value of the 

lodging companies was 2.24, and the ratio of PP&E to total assets was 55 percent on 

average. The average RevPAR was 119.80 USD, and the average revenue of these 

lodging companies was 617 million USD. 
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Table 1 
Descriptive summary of variables 

Variable Mean Std. Deviation 

LEV (Long-term debt/total asset) .39 .18 

RevPAR (Revenue per available room) 119.80 73.73 

PPE (PP&E/total asset) .55 .26 

Revenue (in million $) 617.21 923.96 

Growth (Market value/book value) 2.24 2.81 

ROA (Return on assets in percentage) -.15 2.12 

Size (Natural logarithm value of asset) 5.26 1.61 
 

Correlation Analysis  

Table 2 shows the correlation coefficients among variables. Tang and Jang 

(2007) found a significant relationship between PP&E and long-term debt. The results 

showed that PP&E and debt ratio has a significant positive relationship (P<0.01). 

Therefore, Hypothesis 1 is supported. (H1: PP&E is positively related to long-term 

debt.) 

Table 2 
Pearson’s Bivariate Correlation Coefficients 

 LEV RevPAR PPE Revenue Growth ROA 

RevPAR .420**      

PPE .306** .276**     

Revenue -.282** -.211** -.754**    

Growth .042 .136 -.388** .630**   

ROA -.269** -.049 -.252** .312** .228**  

Size -.195** -.131 -.779** .843** .496** .359** 
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* P < 0.05, ** P < 0.01. 

As shown in Table 2 there was a significant relationship between debt ratio and 

RevPAR (P<0.01). Therefore, Hypothesis 2 was also supported (H2: RevPAR is 

positively related to long-term debt). According to a prior study there have been 

debates that RevPAR only focuses on revenue (Jacobs, 1997). However, the results of 

this study showed that RevPAR and revenue have a significant negative relationship 

(P<0.01). As a result, Hypothesis 3 was not supported. (H3: RevPAR is positively 

related to total revenue.) 

According to Jensen and Meckling (Jensen & Meckling, 1976), firms with high 

growth opportunities are more likely have high agency costs. Due to agency costs 

firms that have valuable growth opportunities would incur less debt. Therefore, a 

negative relationship would exist between growth opportunities and debt ratio. 

However, the data in Table 2 shows there was no significant relationship between debt 

ratio and growth opportunities for the firms examined in this study. As a result, 

Hypothesis 4 is not supported. (H4: Growth opportunity is negatively related to long-

term debt.) 

As the measurement for profitability, return on asset (ROA) was used. 

According to the pecking order theory, profitable firms would maintain a low level of 

debt ratio because they prefer using their internal funds to external debt. Therefore, 

profitable firms would have a lower debt ratio than less profitable firms. According to 

the results of this study shown in Table 2, long-term debt ratio was negatively related 

to profitability (ROA) (P<0.01). Therefore, Hypothesis 5 is supported. (H5: 

Profitability is negatively related to long-term debt.) 
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Regression Analysis  

Assumption tests were carried out for regression models, and the results reveal 

that multicollinearity is not a problem as the tolerance and Variance Inflation Factor 

for all variables of the tested models were less than 10 (see Table 3). 

Table 3 
Results of assumption tests 

 Equations Independent 
measures Tolerance VIF 

(1) LEV = α0 + α1RevPAR + α2PPE RevPAR .788 1.268 

 + α3Revenue + α4GROW PPE .337 2.965 

 + α5 ROA + α6 Size + E1 Revenue .191 5.228 

  GROW .516 1.939 

  ROA .865 1.156 

  Size .224 4.469 

(2) ROA = β0 + β1RevPAR + β2PPE RevPAR .727 1.375 

             + β3Revenue + β4GROW PPE .334 2.993 

             + β5 LEV + β6 Size + E2 Revenue .183 5.460 

  GROW .500 2.000 

  LEV .745 1.343 

  Size .230 4.354 
 

The equation (1) model was statistically significant as presented in Table 4. 

Although the model was significant, the explanatory power of the regression model 

was not satisfactorily high: an adjusted R² of 0.284. This result means that the 

independent variables might be limited in predicting the long-term debt level of 

lodging companies. However, because the purpose of the regression model was to 
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explore long-term debt’s relationships to its determinants, not to predict long-term 

debt level, the low R² was not a critical issue in this study. 

Table 4 
Regression results on lodging firms (LEV) 

Variable Beta Standard error t 

Intercept .063 .096 .658 

RevPAR .001 .000 4.008** 

PPE .132 .075 1.752 

Revenue .000 .000 -2.985** 

GROW .016 .006 2.872** 

ROA -.021 .006 -3.700** 

Size .034 .096 2.336* 
    
Adjusted R²  .284  

F  13.696**  
* P < 0.05, ** P < 0.01 

The data in Table 4 show that RevPAR, total revenue, growth opportunities 

and return on assets were significant determinants (P < 0.01).  

The equation (2) model presented in Table 5 was also statistically significant. 

The model was statistically significant (P < 0.01); however, the explanatory power of 

the regression model was not satisfactorily high: an adjusted R² of 0.168. This result 

means that the independent variables might be limited in predicting the return on 

assets of lodging companies. However, as with equation (1) model, the purpose of the 

regression model was to explore ROA’s relationships to its determinants, not to 

predict ROA level, therefore the low R² was not a critical issue in this study.   
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Table 5 
Regression results on lodging firms (ROA) 

Variable Beta Standard error t 

Intercept -2.775 1.178 -2.356* 

RevPAR .001 .002 .611 

PPE 1.063 .941 1.130 

Revenue .000 .000 -.809 

Growth .106 .070 1.513 

LEV -3.262 .882 -3.700** 

Size .584 .180 3.243** 
    
Adjusted R²  .168  

  7.476**  
* P < 0.05, ** P < 0.01 

 As seen in Table 5 debt ratio (LEV) was only one determinant with a P value 

less than 0.01 except for the control variable (Size). The relationship between ROA 

and debt ratio was negative. According to a prior study, there was an inverted U-

shaped relationship between debt ratio and profitability (Jang & Tang, 2009). The 

equation (3) model was tested to find a curvilinear relationship between debt ratio and 

profitability. The data in Table 5 show a negative sign of square terms in equation (3) 

which indicates an inverted U-shaped relationship (P < 0.01). As a result, Hypothesis 

6 is supported. (H6: Debt ratio and profitability have a curvilinear relationship.)   
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Table 6 
Regression results between debt ratio and ROA 

Variable Beta Standard error t 

Intercept -.437 .590 -.741 

LEV 4.724 2.675 1.766 

LEV² -8.431 2.752 -3.064** 
    
Adjusted R²  .107  

F  12.465**  
** P < 0.01 

Summary 

According to the results of this study, the average long-term debt ratio was 42 

percent during the 2001 to 2010 period. The average return on asset during this period 

was -0.58%. As seen in the negative value of the average ROA ratio, from 2001 to 

2010 lodging companies in this study recorded low profit.  

The results showed that PP&E and debt ratio has a significant positive 

relationship (P<0.01). Therefore, Hypothesis 1 was supported. (H1: PP&E is 

positively related to long-term debt.) There was also a significant relationship between 

debt ratio and RevPAR (P<0.01). Therefore, Hypothesis 2 was also supported (H2: 

RevPAR is positively related to long-term debt). However, the results showed that 

RevPAR and revenue have a significant negative relationship (P<0.01). As a result, 

Hypothesis 3 was not supported. (H3: RevPAR is positively related to total revenue.) 

The results of this study showed that there was no significant relationship 

between debt ratio and growth opportunities for the firms examined in this study. 

Therefore, Hypothesis 4 was not supported. (H4: Growth opportunity is negatively 
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related to long-term debt.) According to the results of this study showed that long-term 

debt ratio was negatively related to profitability (ROA) (P<0.01). Therefore, 

Hypothesis 5 is supported. (H5: Profitability is negatively related to long-term debt.) 

The debt ratio (LEV) was only one determinant with a P value less than 0.01 

except for the control variable (Size), as shown in Table 5. The relationship between 

ROA and debt ratio was negative. The results showed that there was a negative sign of 

square terms in equation (3) which indicated an inverted U-shaped relationship (P < 

0.01). As a result, Hypothesis 6 is supported. (H6: Debt ratio and profitability have a 

curvilinear relationship.)   
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CHAPTER V 

CONCLUSION AND DISCUSSION 

Introduction 

There are a number of determinants for profitability in the lodging industry. As 

discussed in Chapter I, these determinants fell sharply in 2009. From the results of this 

study, the average return on assets during the period from 2001 and 2010 was shown 

to be -0.15 percent. In order to improve profitability, understanding industry-specific 

characteristics of the lodging industry is necessary. Of these characteristics, capital 

structure was the focus of this study. 

RevPAR is considered as one of the key performance ratios in the hotel 

industry. According to research by Singh and Schmidgall (2002), RevPAR ranked 

second in importance factors as operating ratios in lodging companies followed by 

average daily room rate (ADR). It is certain that RevPAR is one of the factors that has 

a direct relationship with the profitability of lodging firms. There is, however, little 

research that has dealt with RevPAR and capital structure.  

Therefore, this study sought to: (a) the determinants of the leverage, (b) the 

relationship between RevPAR and debt ratio, and (c) the relationship between 

profitability and debt ratio. 

Purpose of this Study  

This study tried to find the relationship between capital structure and 

profitability in the lodging industry. The determinants that affect the long-term debt 

ratio were also investigated. In addition to the investigation concerning the 
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relationship between capital structure and RevPAR, this study tried to find the 

relationship between RevPAR and profitability in the lodging industry. 

Findings  

The average return on assets during the period was -0.58%. Since the 

September 11, 2001 attack on the World Trade Center in New York City, the hotel and 

travel industries have suffered the most chaotic period in their history. Moreover, the 

global recession, which started in late 2007, affected the lodging industry as well 

(Jones, 2009). The negative value of the average ROA ratio from 2001 to 2010 

showed that lodging companies recorded low profit during that period. 

From the results of this study, Hypothesis 1 was not supported. (H1: PP&E is 

positively related to long-term debt). The lodging industry has high proportion of fixed 

assets to overall portfolio (Arbel & Woods, 1990). Because fixed assets would be 

considered as secured collateral assets to financial institutions, there was a positive 

relationship between debt ratio and PP&E ratio.  

There was significant relationship between debt ratio and RevPAR, therefore 

Hypothesis 2 was supported (H2: RevPAR is positively related to long-term debt). A 

lodging company’s initial investment may affect the image and reputation of that 

company; therefore, the size of the initial investment is one of the important factors 

determining the average room rate. The lodging firms with high long-term debt ratio 

and also with high PP&E ratio would have higher room rates, and this could result in 

higher RevPAR. However, from the results of this study, RevPAR and revenue had a 

significant negative relationship. Therefore, Hypothesis 3 was not supported. (H3: 

RevPAR is positively related to total revenue). According to a prior study there have 
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been debates that RevPAR only focuses on revenue (Jacobs, 1997). Even though the 

debates stated that RevPAR only focuses on revenue, in this study RevPAR was 

shown to have a negative relationship with revenue.  

In 2001 Upneja and Dalbor(2001a) found that there was a positive relationship 

between growth opportunities and debt ratio. They argued that lodging firms are 

capital intensive. Moreover, different from other industries, lodging firms could 

finance fixed assets with debt more conveniently. However, in general, there is 

negative relationship between growth opportunities and debt ratio. The results of this 

study showed that there was no significant relationship between debt ratio and growth 

opportunities in this study. Therefore, Hypothesis 4 was not supported. (H4: Growth 

opportunity is negatively related to long-term debt).   

According to the results of this study, long-term debt ratio was negatively 

related to profitability (ROA). Therefore, Hypothesis 5 was supported. (H5: 

Profitability is negatively related to long-term debt). These results support pecking 

order theory. Interest expense for long-term debt was considered as fixed costs for 

lodging firms. As discussed before, during the period from 2001 and 2010 there was a 

recession in the U.S. economy. Most lodging firms showed a decrease in total revenue. 

However, interest expense for long-term debt did not change because it was 

considered a fixed cost. Therefore, the firms with higher debt ratio may have low 

profitability because they had to serve their long-term debt.  

From the results of this study, an inverted U-shaped relationship between debt 

ratio and profitability was found. As a result, Hypothesis 6 was supported. (H6: Debt 

ratio and profitability have a curvilinear relationship). This U-shaped relationship 
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between debt ratio and profitability may indicate that there is optimal debt ratio, and 

that firms which exceed the optimal level are not effective in increasing a firm’s value 

or profitability. According to the tradeoff theory, a high level of long-term debt offsets 

the tax- shield benefits due to the financial distress costs. Moreover, when debt ratio 

exceeds the optimal ratio this may have an effect on profitability of the lodging 

industry firms. 

Limitations  

The data were collected from the COMPUSTAT database. From the database, 

this study used only data from lodging companies that reported both RevPAR data and 

stock price information simultaneously. Therefore, the number of observations was 

small even though a ten year period was examined by quarters. Also, only the 

companies that were publicly traded were selected. Therefore, it may be hard to 

generalize the results of this study to all lodging companies. 

Future Study  

In this study only return on assets was analyzed as a profitability factor. There 

are another profitability factors, such as return on equity or net income, and these 

factors may need to be analyzed to investigate the relationship between capital 

structure and profitability. Moreover, the stock market price of a lodging firm may be 

used as a factor that represents the value of the firm in terms of capital structure. The 

results of this study may be different than the results for other industries because the 

lodging industry has its own specific characteristics. Therefore, research on other 

businesses related to the hospitality industry may be needed, such as airline firms or 
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the restaurant industry. This research could look at the same period examined in this 

study, investigating the relationship between capital structure and profitability.  

Summary 

The average return on asset during the period 2001 to 2010 was -0.58%. The 

negative value of the average ROA ratio from 2001 to 2010 showed that lodging 

companies recorded low profit during that period due to the global recession. 

From the results of this study, Hypothesis 1 was not supported. (H1: PP&E is 

positively related to long-term debt). Because fixed assets would be considered as 

secured collateral assets to financial institutions, there was a positive relationship 

between debt ratio and PP&E ratio.  

There was significant relationship between debt ratio and RevPAR, therefore 

Hypothesis 2 was supported (H2: RevPAR is positively related to long-term debt). 

The lodging firms with high long-term debt ratio and also with high PP&E ratio would 

have higher room rates, and this could result in higher RevPAR. However, from the 

results of this study, RevPAR and revenue had a significant negative relationship. 

Therefore, Hypothesis 3 was not supported. (H3: RevPAR is positively related to total 

revenue).  

In general, there is negative relationship between growth opportunities and 

debt ratio. The results of this study showed that there was no significant relationship 

between debt ratio and growth opportunities in this study. Therefore, Hypothesis 4 

was not supported. (H4: Growth opportunity is negatively related to long-term debt).   

According to the results of this study, long-term debt ratio was negatively 

related to profitability (ROA). Therefore, Hypothesis 5 was supported. (H5: 
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Profitability is negatively related to long-term debt). Most lodging firms showed a 

decrease in total revenue during the period. However, interest expense for long-term 

debt did not change because it was considered a fixed cost. Therefore, the firms with 

higher debt ratio may have low profitability because they had to serve their long-term 

debt.  

From the results of this study, an inverted U-shaped relationship between debt 

ratio and profitability was found. As a result, Hypothesis 6 was supported. (H6: Debt 

ratio and profitability have a curvilinear relationship). This inverted U-shaped 

relationship between debt ratio and profitability may indicate that there is optimal debt 

ratio, and that firms which exceed the optimal level are not effective in increasing a 

firm’s value or profitability. The results of this study may argue that when debt ratio 

exceeds the optimal ratio this may have an effect on profitability of the lodging 

industry firms.   
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