EMPIRICAL ANALYSIS
OF SLOVENIAN HOTEL INDUSTRY PERFORMANCE
WITH THE RELATIVE RESIDUAL INCOME APPROACH
Igor Stubelj1
Mateja Jerman2
DOI: https://doi.org/10.31410/tmt.2019.397

Abstract: This paper’s focus is on the relative residual income approach as a firm’s performance measure. The aim is to analyse the financial performance of the Slovenian hotel industry for a period from the
year 2009 to 2018, with a relative residual income measure that takes into account the required return
on equity capital. Taking into account the required return on equity is essential in firm’s performance
valuation as is the opportunity cost for investors. To add value, a firm’s return on equity must exceed the
required return on equity. Our results show that relative residual income of Slovenian hotel industry is
negative for the entire analysed period. The same resulted for groups of large, medium-sized, and small
firms. The situation is improving but is still not at the desired level that is adding value of equity capital
for owners. Our further analysis shows that the Slovenian hotel industry is riskier than all Slovenian
firms (i.e. average risky firm) in the observed period. However, the return on equity is much lower than
of all Slovenian firms in the observed period. This gives additional support to our findings.
Keywords: relative residual income, hotel industry, tourism, required return on equity capital, performance measure.

1.

INTRODUCTION

I

n the last decade we were facing a significant growth of tourism demand. Official statistics
often shows only the direct effects of tourism in the economy, while the World Travel &
Tourism Council (WTTC) emphasizes that the effects of tourism are much wider. The WTTC
defines the effects of tourism as direct, indirect and induced (consumption of tourism workers
who are directly or indirectly employed by the tourism industry). Globally, in 2018, the average
growth of tourism industry in GDP was 3.9%, exceeding the global average growth of GDP,
which reached 3.2%. The direct and indirect effects of tourism were estimated at 10.4% of global GDP, 4.4% of total investment and 6.5% of total exports. The expectations about the industry’s future growth are also favourable (World Travel & Tourism Council, 2019b).
The largest tourism destination for international arrivals in the world is the Europe (World Travel
& Tourism Council, 2019a). The WTTC estimates the direct effects of tourism in Europe in 2017
at 3.6%, while the overall impact is assessed to be 9.9% (World Travel & Tourism Council, 2018).
Growth of the volume and value of tourism in Europe differs among countries. In 2018, the strongest
growth was evidenced in Southern/Mediterranean Europe (World Travel & Tourism Council, 2019a).
For Slovenia, which is located in the Southern/Mediterranean Europe, the tourism industry is an
important branch due to the following reasons. Recent data for Slovenia shows that in 2018 the
total impact of tourism industry on Slovene GDP amounted to 12.3%. 2018 was the fifth con1
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secutive record year for the Slovene tourism industry. The number of tourist arrivals amounted
almost to 6 million and, overnight stays to 15.7 million. Data from 2018 show that the industry
employs approximately 57,800 persons, which represents 6.5% of all employees (STO, 2019).
The most important tourism industry within the Slovene tourism sector, represent hotels and
similar establishments, both in terms of total revenues and number of employees (AJPES, 2019).
Within the Standard Classification of Activities (SCA), hotels and similar accommodation
(I55.100) are classified within Activities of catering. In the period 2007-2017, the total number
of all overnight stays in Slovenia increased by 52.4% and in hotels and similar accommodation
facilities by 39.8%. In 2017, the share of overnight stays in hotels and similar establishments in
relation to total lodging facilities amounted to 62.2%, the share of revenue was 86.5%, and the
share of employees reached 93.2% (Vesenjak, 2018).
Despite the fact that statistical data show a good performance of the industry, this is not the case
when we consider hotels’ financial results. In the period 2007-2017 hotel revenues grew up in
nominal terms by 31.9% (real growth of 13.7%), while at the same time total room revenue was
up by only 1.1% (real growth of -12.8%) (Vesenjak, 2018). Stubelj et al. (2011) found that the
Slovenian hotel industry did not generate value for their owners. Their analysis was performed
on data from the period 2005-2008. The principal reason for these results were excessive costs
of operations, that lead to low or even negative return on equity.
In accordance with the presented statistics, it is obvious that the tourism industry represents
an important branch in the case of the Slovenian economy. This is an argument in favour of
performing an empirical analysis on the relative residual income of Slovenian hotel firms. Since
statistical data show a good performance of the industry, while on the other hand financial data
indicate that the industry is not performing well, our research question is: Does Slovenian hotel
industry has positive relative residual income and creates value for their owners?
Our empirical analysis was performed on data of large, medium-sized and small hotels and
similar establishments (those who operate in STA I55.100) for the period 2009-2018. Data was
collected from GVIN financial database, from hotel industry firms’ balance sheets and income
statements. We gathered also other data from different databases for the purpose of the required
return on equity capital estimation.
The paper is organized as follows. After the introduction the theoretical background of the research
is presented, where the methodology of relative residual income and required return on equity capital is explained. The description of data used is presented in the fifth part. The obtained results
of the analysis and the discussion constitute the seventh part. The eight part concludes the paper.
2.

RESIDUAL INCOME APPROACH
AS AN INVESTMENT DECISION-MAKING MEASURE

Investing in a firm is risky. Investors can reduce the risk diversifying their investment in different
assets, but they cannot eliminate all the risk. To be compensated for the risk they require a proper
return. If we assume that investors are risk averse, they seek the highest possible return for the
maximum risk they can accept. Equity capital is a rare commodity; it is a production factor and
is not for free. In order to get the necessary equity, capital firms must demonstrate the ability to
compensate investors for risk. Earning the required return is a mandate for all capital firms.
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For efficiency analysis of invested capital in firms, investors can use measures such as return on
equity, return on assets, return on invested capital, and others. These measures, however, miss
one crucial factor, that is the required return of equity capital.3 A positive return on equity is not
enough to satisfy investors; investors expect to be rewarded according to the risk of the investment. Only if an equity investment’s return is higher than the required return that accounts for
risk, the investment adds value to invested equity in a firm.
Investors and managers must be interested in the value of their business. Financial management
theory is based on the premise that the managers’ primary objective should be to increase the
value of investors’ (i.e. owners’) equity capital.4 The question is how to select the appropriate
decision-making measures and find the most influent factors of stock prices? According to Glen
(2005, p. 308) managers will not be able to define the consequences of their managerial decisions
without being aware of these factors. One possible solution is the concept of residual income
as a performance measure and valuation tool. The concept lies on the economic reasoning that
profitability adds to equity capital. The concept was introduced in early 1920s; however, it was
not frequently used since, despite its interesting underlying. The stimulus for its return to the
management financial horizon was Stewart’s publication in 1991 in which the authors presented
their “modernized” version of residual income: Economic Value Added or EVA® (Christensen,
Feltham, and Wu, 2002). According to this model, a firm’s positive net income (as accounting
category) does not necessarily imply that a firm is creating value for its owners.
The Residual Income Valuation model (RIV) is an appealing approach and was getting attention in the accounting literature. The reason is its apparent ability to give a constructive role to
accounting data in equity valuation. By contrast, valuation based on the future cash flows suggests a general irrelevance of future earnings and other accounting data (Ohlson, 2005, p. 323).
In addition, Jamin (2005) found that in contrast to the theoretical prediction, the performance of
the RIV model is not much better than simple ratios analysis. But, according to Halsey (2001,
p. 258) the RIV model is theoretically equivalent to the model of free cash flows that belongs to
equity capital. Both models are derived from the dividend discount model. Dechow, Hutton, and
Sloan (1999) believe that despite the ambiguous empirical support, the model provides a useful
framework for empirical research for three main reasons: 1) it provides a unifying framework
for a large number of previous ‘ad hoc’ valuation models using book value, earnings and shortterm forecasts of earnings. 2) Second, the model provides a basic framework upon which subsequent research can build, and 3) the focus of the model on the relation between current information variables and future abnormal earnings is heuristically appealing. Cheng (2005) found
out that integrating the factors that increase abnormal ROE into the residual income valuation
model significantly increases its explanatory power. The research of Lundholm and O’Keefe
(2001) examined why practitioners and researchers get different estimates of equity value, when
they use a discounted cash flow model versus a residual income model. According to the authors, both models are derived from the same underlying assumption, that price is the present
value of expected future net dividends discounted at the cost of equity capital. Unfortunately, in
practice and in research they frequently yield different estimates. Ludholm and O’Keefe argue
that previous studies were not correctly implemented using inconsistent assumptions that lead
to large differences in value. They demonstrate that properly applied, both models yield identi3

4

If we measure the efficiency of all capital sources (debt and equity) the proper rate of return to take into
account is the weighted average cost on capital (WACC).
This means maximizing the value of firms’ assets, which leads to maximizing the equity value. For the
purpose/objectives of the firm look in Brealey et al. (2012), Brigham and Ehrhardt (2017), Arnold (2013),
Damodaran (2016), and other financial literature.
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cal valuations for all firms in all years. The research of Biddle, Chen, and Zhang (2001) tested
the predictions against the linear information dynamics proposed by Ohlson (1995) and Feltham
and Ohlson (1996), with supportive results. Their findings are important for further developments of the links between firm’s value and the economics of value creation. Balachandran and
Mohanram (2012) studied the association of residual income and invested capital with future
earnings. They found that: 1) earnings growth associated with high growth in residual income
is more likely to be persistent while earnings growth associated with high growth in invested
capital is more likely to reverse. 2) Future returns are positively associated with growth in residual income and negatively associated with growth in invested capital. Based on their findings
they argue that residual income allows investors understand and evaluate different sources of
earnings growth.
3.

THE MODEL

Residual income at present time can be estimated according to the following equation (Halsey,
2001, p. 258):
(1)
Where RI0 is the present value of residual income, E0 is the present value of net income, r is the
required return of equity capital, BV-1 is the book value of equity capital in the previous period.
The value of expected residual incomes can be expressed as:
(2)
The value of equity capital with constant growing expected residual income can be calculated as:
(3)
Where RI1 is the expected residual income, E1 is the expected net income, BV0 is the book value
of equity capital, and gRI is the expected growth rate of residual incomes. Following the assumption that a company adds value for its owners, the residual income has to be positive. For
the purpose of our empirical analysis, we will express residual income in relative terms relative
residual income) taking into account the average book value of equity capital in a year. The
equation is the following:
(4)
If we substitute with ROE:
(5)
Where ROEt is return on equity capital for year t, RIt is the net income for year t, BVt-1 is the book
value of equity capital at the end of the year t-1, Et is the net income for year t, BVt is the book
value of equity capital at the end of the year t, and rt is the cost of equity capital for year t.
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4.

REQUIRED RETURN ON EQUITY CAPITAL

The required return on equity capital is the essential parameter for our analysis. Required return
on equity was estimated using the Capital Asset Pricing Model, or CAPM.5 According to CAPM
a required return on equity is calculated as follows:
(6)
Where ri is a required return on equity, rf is the risk-free rate, βi is the beta coefficient (measure
of market risk), rm is the market return on equity, and the (rm – rf ) is the market risk premium.
Despite a wide set of more or less complicated models for the required return of equity estimation the most widely used model in practice is the CAPM. However, we must understand that the
model is based on very strong assumptions. Blitz, Falkenstein, and Van Vliet (2014) divide the
CAPM assumptions in the following groups: 1) There are no constraints (e.g., on leverage and
short-selling); 2) Investors are risk averse, maximize the expected utility of absolute wealth, and
care only about the mean and variance of return; 3) There is only one period; 4) Information is
complete and rationally processed; and 5) Markets are perfect (i.e. all assets are perfectly divisible and perfectly liquid, there are no transaction costs, there are no taxes, and all investors are
price takers). Despite being the most used model in practice the discussion on the validity of the
CAPM is still undergoing.6 The skepticism on the validity of the CAPM was among others also
expressed by Fama and French (1992). In their paper, they demonstrated that the CAPM does
not explain a substantial fraction of market returns. Despite some very strong and unrealistic
assumptions, due to its “simplicity”, CAPM is a widely used model for determining the required
return on equity (Brigham and Ehrhardt, 2011; Wright, Mason, and Miles, 2003).
5.

REQUIRED RETURN ON EQUITY CAPITAL ESTIMATION

Using the CAPM in practice is all other than straightforward. One must estimate the input variables which is a challenging task especially on a capital market like Slovenian.7 The estimation
of a risk-free rate, beta, and market risk premium is not simple and we do not have an ideal
practical solution.
For our empirical analysis, we used all data from the U.S. market as we found coverage for all
the analysed years. Data from different markets were not included to prevent additional bias.
We retrieved the unlevered beta from Damodaran database (2019) for the Hotel/Gaming industry. To estimate a market risk premium, we followed two approaches. As a base, we assumed a
long-term sustainable market risk premium of 4%8 to which we added a country risk premium
for each year. We calculated a country risk premium as the relative volatility of stocks and
bonds market, multiplied with the average of credit-rating estimated default swap9, and a credit
5

6
7

8
9

The model was independently developed by Treynor (1961, 1962), Sharpe (1964), Lintner (1965a,b), and
Mossin (1966).
For criticism in relation to the CAPM look in McGoun (1993), and Fernandez (2015).
The Slovenian capital market is not efficient. It is small, with only nine actively traded stocks in the first
quotation, and twenty stocks traded in the standard quotation. Total market capitalization of Ljubljana
Stock Exchange (Ljubljana Stock Exchange, 2017) at the end of year 2017 was 5.3 billion Euros, the annual
turnover around 350 million Euros. The fact is that it is not possible to assess the risk from market data.
According to Brigham and Ehrhardt (2017) most analysts use a market risk premium in the range of 4% to 7%.
Data from Bloomberg (2019).
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default swap for Slovenia net of United States credit default swap. Adding a country risk premium in the CAPM is not theoretically supported10, but is widely used in practice. The rationale
for our approach is that a long-term market risk premium is stable over time, with short-term
fluctuations in the investor’s risk aversion. We count for these fluctuations, adding a country
risk premium. Greater the aversion to risk, greater is the market risk premium. In the second
approach we used the average of the implied market risk premium estimations in the last ten
years, which we calculate for each year. The fluctuations of the risk aversion are incorporated
in the implied market risk premium. In this second approach we also assumed that investors
could sweep away country specific risk with global diversification, and consequently a country
risk is not rewarded. We retrieved the data for all variables that we estimated (the market risk
premium, implied market risk premium and country risk premium) from Damodaran (2019).
We estimated a long-term equilibrium risk free rate of return as the average yield to maturity of
U.S. indexed bond11 for the last ten years (monthly data). We added the expected inflation of 2%
taking into account the European Central Bank (2019) target inflation rate.12. We got the data for
the market (systematic) risk measure – beta from the Damodaran database (2019) for the U.S.
Hotel/Gaming industry. The betas are estimated by regressing weekly returns on stock against
the local index using 5-years of data. Damodaran (2019) uses a composite of the two-year regression beta and the five-year regression beta, weighting the former 2/3rd and the latter 1/3rd. We
use the unlevered beta, which we levered for each firm with the Hamada equation as following:
(7)
Where: βl is the leveraged beta, βu is the unleveraged beta, wd and ws weights of equity and debt capital, where wd+ws=1, T is the corporate tax rate. The used end estimated parameters for the CAPM
are presented in Table 1. The leveraged beta is greater for small firms13 due to higher leverage.
Table 1. Used and estimated CAPM parameters

Variable/Year
2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
Unlevered beta US (Hotel/Gaming)
1.00 1.24 1.20 1.21 0.78 0.80 0.65 0.64 0.72 0.68
Nominal risk-free rate (%)
4.65 4.43 4.20 3.90 3.69 3.55 3.42 3.24 3.07 2.93
Estimated market risk premium (%)
4.67 4.68 5.39 6.51 6.67 6.24 6.10 5.97 5.57 5.65
Levered beta BF
1.55 1.98 1.97 2.01 1.32 1.40 1.03 0.98 1.10 0.96
Levered beta MF
1.61 2.05 1.93 2.01 1.15 1.40 0.88 0.92 1.10 1.06
Levered beta SF
2.31 2.86 2.75 2.62 1.57 1.51 1.12 1.12 1.30 1.09
Levered beta of all firms
1.61 2.06 2.01 2.06 1.30 1.41 0.99 0.98 1.12 1.00
Legend: BF is for large firms, MF is for medium-sized firms, SF is for small firms

Sources: Damodaran, 2019; FRED, 2019; European Central Bank, 2019; GVIN, 2019; Bloomberg,
2019; own calculations

Table 2 presents the estimated parameters for all aggregates and in total. We estimated the beta
for the aggregates of large, medium-sized, and small firms, and the aggregate of all the firms in
our sample that represent the Slovenian hotel industry. We can see that small firms have greater
required return on equity capital, as they have greater aggregate financial leverage. We did not
use any additional premium for small firms.
10
11
12
13

402

For more details see Kruschwitz, Löffler, and Mandl (2012).
Data from FRED (2019).
The European Central Bank (2019) aims at inflation rates of below, but close to 2% over the medium term.
All the parameters, variables, and ratios that we used in our analysis for the groups of large, medium-sized,
small and all firms are calculated summing the data from the income statements and balance sheets of firms
allocated in the group.

EMPIRICAL ANALYSIS OF SLOVENIAN HOTEL INDUSTRY PERFORMANCE
WITH THE RELATIVE RESIDUAL INCOME APPROACH

Table 2. The estimated required return on equity capital for the Slovenian hotel industry
Required return on equity capital in
%/Year
Large firms
Medium-sized firms
Small firms
All firms

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
11,86
12,16
15,41
12,16

13,68
14,04
17,84
14,09

14,80
14,59
19,02
15,04

17,01
16,98
20,94
17,32

12,47
11,37
14,20
12,35

12,26
12,29
12,95
12,35

9,68
8,75
10,23
9,44

9,10 9,18 8,37
8,73 9,21 8,91
9,94 10,29 9,08
9,09 9,32 8,61

Sources: Damodaran, 2019; FRED, 2019; European Central Bank, 2019; GVIN, 2019; Bloomberg,
2019; own calculations

According to Table 2 we can see that the cost of equity capital decreased significantly from 2012
to 2018. This was mostly caused by the decreasing value of beta coefficient (Table 1).
6.

FIRMS’ DATA USED

The data was collected from the balance sheet and statement of income for Slovenian firms for
the period 2008–2018 for all the large, medium-sized, and small firms in the hotel industry. We
aggregated the data all together and in groups of large, medium-sized, and small firms. The
division between large, medium-sized, and small firms is in accordance with the Slovenian corporate law. The data was obtained from the GVIN financial database. The primary collection
of data is performed by the Agency of the Republic of Slovenia for Public Legal Records and
Related Services (AJPES). Our sample includes 81 firms. For some firms’ data was not available
for all the observed years (some firms did not operate in the whole analyzed period). We used
all available data for the observed year. We excluded from our further analysis all the firms with
negative equity capital. The data for the groups of Slovene hotel firms are presented in Table 3.
In 1000
euros/Year
Net income
LF
Net income
MF
Net income
SF
Total
Equity
capital LF
Equity
capital MF
Equity
capital SF

Table 3. Financial data for groups of Slovenian hotel industry firms
2008

2009

2010

2011

2012

2013

2014

2015

2016

2017

2018

8.633

-10.004

-14.507

-17.700

-31.760

-28.139

-45.340

1.165

16.103

15.844

21.205

-6.699

-9.510

-9.722

-9.275

-36.151

-5.368

-12.963

-8.721

-617

6.007

-1.373

1.087

1.548

-186

1.597

2.755

3.815

3.091

3.292

3.459

3.369

5.697

3.022

-17.966

-24.414

-25.379

-65.156

-29.692

-55.212

-4.264

18.945

25.220

25.529

404.821 426.407 393.707

435.162 404.012 366.310 320.505 337.332

171.003 172.830 168.527

175.742

153.308 146.463 142.334 195.677 182.146 192.400 189.521

36.370

39.933

45.663

48.542

Total

612.194

639.170

Debt LF

270.016 280.849 281.694 334.805 323.802 302.767 288.158 236.067 224.311 251.427 218.059

Debt MF

119.596

127.011

133.086 128.192 122.010

83.577

128.850

81.609

95.954

122.933 126.683

Debt SF

58.571

62.858

71.242

64.548

64.820

58.820

68.798

78.657

69.378

Total

448.183 470.718 486.022 533.971 513.870 450.892 481.827 376.495 389.064 453.017

414.120

45.141

81.466

96.181

607.374 656.567 605.862 565.434 523.791 600.866 607.203 671.418

721.343

70.974

68.058

52.661

60.951

67.857

349.192 397.552 435.641

75.866

Legend: LF is for large firms, MF is for medium-sized firms, SF is for small firms, total is for all firms.

Source: GVIN, 2019; own calculations
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7.

RESULTS AND DISCUSSION

The described methodology (see chapter 4 and 5) was applied on data described in chapter 6.
ROE for the aggregate Slovenian hotel industry was negative until 2015 (Table 4 and Figure 1),
mostly due to the negative income of some large and medium-sized firms. Small firms had a
positive ROE for all the observed years, except for the year 2010. We have also performed the
nonparametric Kruskal-Wallis test for differences of ROE between hotel firms of different sizes
(for the entire analyzed period). The difference was highly significant (adj. p=0.001) between
medium-sized and small firms, and highly significant (adj. p=0.018) between large and small
firms. The difference in ROE between large and medium-sized firms was not significant.
Table 4. Return on equity (ROE) for groups of Slovenian hotel industry firms
for the period 2009-2018
ROE in
%/Year
ROE LF
ROE MF
ROE SF
ROE AF

2009

2010

2011

2012

2013

2014

2015

2016

2017

2018

Median

-2,41
-5,53
4,06
-2,87

-3,54
-5,70
-0,44
-3,92

-4,27
-5,39
3,52
-4,02

-7,57
-21,97
5,85
-10,32

-7,31
-3,58
7,54
-5,07

-13,20
-8,98
5,44
-10,14

0,35
-5,16
5,11
-0,76

4,69
-0,33
4,81
3,14

4,24
3,21
4,28
3,94

5,09
-0,72
6,41
3,67

-2,97
-5,27
4,96
-3,39

Legend: LF is for large firms, MF is for medium-sized firms, SF is for small firms, AF is for all firms
Source: GVIN, 2019; own calculations

Legend: LF is for large firms, MF is for medium-sized firms, SF is for small firms, AF is for all firms

Figure 1. Return on equity (ROE) for groups of Slovenian hotel industry firms
for the period 2009-2018
Source: GVIN, 2019; own calculations

The relative residual income (in %) is negative in the entire analyzed period (Table 5 and Figure
2). These results simply indicate that in aggregate capital owners/investors in Slovenian hotel
industry firms lose value on their invested equity capital. The results improved in the last few
years due to the increasing ROE and the decreasing required return on equity, but relative residual income is still not positive. We have performed also the non-parametric Kruskal-Wallis test
for differences between relative residual income of groups of large, medium-sized, and small
firms in the analyzed period. The difference resulted not significant (adj. p=0.127).
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Table 5. Relative residual income (ROE-r) for groups of Slovenian hotel industry firms
for the period 2009-2018
ROE-r in
%/Year
ROE-r LF
ROE-r MF
ROE-r SF
ROE-r AF

2009

2010

2011

2012

2013

2014

2015

2016

2017

2018

Median

-14,27
-17,69
-11,35
-15,04

-17,22
-19,74
-18,28
-18,01

-19,07
-19,98
-15,50
-19,05

-24,58
-38,95
-15,09
-27,64

-19,78
-14,95
-6,66
-17,42

-25,47
-21,27
-7,50
-22,49

-9,33
-13,91
-5,12
-10,20

-4,41
-9,06
-5,12
-5,96

-4,94
-6,00
-6,01
-5,38

-3,28
-9,63
-2,67
-4,94

-15,75
-16,32
-7,08
-16,23

Sources: Damodaran, 2019; FRED, 2019; European Central Bank, 2019;
GVIN, 2019; Bloomberg, 2019; own calculations

Figure 2. Relative residual income (ROE-r) for groups of Slovenian hotel industry firms
for the period 2009-2018
Sources: Damodaran, 2019; FRED, 2019; European Central Bank, 2019;
GVIN, 2019; Bloomberg, 2019; own calculations

We have also calculated the changing rate of the required return on equity capital, ROE, and
the relative residual income. The results are presented in the Table 6 and Figures 3, 4 and 5. We
see that the greatest improvement occurred in 2015, due to the increased profitability and the
decreased required return on equity, mostly due to the decreased risk measure beta (see Table
1). Beta decreased for two reasons: 1) due to the decrease of the unlevered beta (lower estimated
risk for U.S. Hotel/Gaming industry), and 2) due to the financial deleveraging of Slovenian hotel
firms and consequently a lower n levered beta.
Table 6. The rate of change of the required return on equity capital, the rate of change of
ROE, and the rate of change of the relative residual income

In % points
Δr AF
ΔROE AF
ΔROE-r AF

2010
1,93
-1,05
-2,97

2011
0,95
-0,10
-1,05

2012
2,28
-6,31
-8,59

2013
-4,97
5,25
10,23

2014
0,00
-5,07
-5,07

2015
-2,91
9,38
12,29

2016
-0,35
3,89
4,25

2017
0,23
0,81
0,58

2018
-0,72
-0,28
0,44

Sources: Damodaran, 2019; FRED, 2019; European Central Bank, 2019; GVIN, 2019; Bloomberg,
2019; own calculations
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Figure 3. The rate of change of the required return on equity capital
Sources: Damodaran, 2019; FRED, 2019; European Central Bank, 2019;
GVIN, 2019; Bloomberg, 2019; own calculations

Figure 4. The rate of change of ROE
Sources: Damodaran, 2019; FRED, 2019; European Central Bank, 2019;
GVIN, 2019; Bloomberg, 2019; own calculations

Figure 5. The rate of change of the relative residual income
Sources: Damodaran, 2019; FRED, 2019; European Central Bank, 2019;
GVIN, 2019; Bloomberg, 2019; own calculations
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An obvious question that arises after thorough examination of the results above is, how come
that the hotel industry did not earn enough to compensate a required return of equity for their
owners? We have also done a market analysis comparing the results with all Slovenian companies. We are also interested if our estimated required cost of capital was too high and maybe
the primary reason of poor results. In Table 7 and Figure 6 we present the ROE of all Slovenian
firms and the ROE of all the analysed firms. We can see from the Table 7 that the ROE of all
Slovenian firms is much higher in all the observed years.
Aggregate
ROE in %
ROE of all
Slovenian
firms
ROE of
Hotel
industry
Difference

Table 7. ROE of all Slovenian firms and ROE of all analysed firms
2009

2010

2011

2012

2013

2014

2015

2016

2017

2018

Median

1,51

-0,69

1,21

0,88

0,45

2,37

4,86

7,79

8,29

9,06

1,94

-2,87

-3,92

-4,02

-10,32

-5,07

-10,14

-0,76

3,14

3,94

3,67

-3,39

4,38

3,23

5,23

11,20

5,52

12,51

5,62

4,65

4,35

5,43

Source: GVIN, 2019; own calculations

Figure 6. ROE of all Slovenian firms and ROE of all analysed firms
Source: GVIN, 2019; own calculations

We have also compared the required return on equity for all the Slovenian firms and for the Slovenian hotel industry (Table 8 and Figure 7). We used the theoretically supported assumption that
the market beta equals 1. As we can see, the required return on equity is higher for the hotel industry in all the years, except the years 2015 and 2016 when it was slightly below the required return
on equity for all Slovenian firms. The difference is logical due to differences in the risk (beta).
Table 8. The required return on equity capital of all Slovenian firms (beta=1)
and required return on equity for the hotel industry
Required return on
equity capital in %

2009

2010

2011

2012

2013

2014

2015

2016

2017

2018

Median

Required return on
equity capital of all
Slovenian firms

9,31

9,11

9,59

10,41

10,37

9,79

9,52

9,21

8,64

8,59

9,41

Required return on
equity capital of Slovenian hotel industry

12,16

14,09

15,04

17,32

12,35

12,35

9,44

9,09

9,32

8,61

12,26

Difference

2,85

4,98

5,45

6,91

1,98

2,56

-0,07

-0,12

0,69

0,02

Sources: Damodaran, 2019; FRED, 2019; European Central Bank, 2019;
GVIN, 2019; Bloomberg, 2019; own calculations
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Figure 7. The required return on equity capital of all Slovenian firms (beta=1)
and required return on equity for the hotel industry
Sources: Damodaran, 2019; FRED, 2019; European Central Bank, 2019;
GVIN, 2019; Bloomberg, 2019; own calculations

We have also estimated the accounting beta to assess the undiversifiable (systematic) risk of the
hotel industry. We examined whether the result is in line with the used market betas from the
U.S. market that we levered according to the debt of the Slovenian hotel industry. Levered betas
show that the hotel industry is riskier than the market portfolio in all the observed years except
the years 2015 and 2016 in which were slightly below the market risk. Accounting betas are calculated with accounting data. The problem of accounting betas’ estimation is that earnings are
not reported so frequently (once, or in the best case four times per year) in comparison to market data. Strict adherents to market data are contrary to accounting measures for more reasons.
But, especially during the recent financial crisis investors realized that financial markets do
not provide complete and reliable information, so that absolute faith in them is unjustified and
support the necessity of accounting-based risk measures (Toms, 2012). We use the accounting
beta as a complementary measure to give additional explanation power to our results. For the
calculation, we have done a linear regression of aggregate Slovenian hotel industry firms ROE,
as a dependent variable, and Slovenian firms ROE, as the explanatory variable. We apply the
following regression equation:
(8)
Where ROEHI is the aggregated return on equity for the Slovenian hotel industry in year t, α is
the intercept, β is the accounting systematic risk measure, ROEM is the aggregated return on equity of all Slovenian companies, and ε is the error term. The estimated accounting beta was 1.17.
Despite the short time series of data, the explanatory variable coefficient was highly significant
at p=0.00414, and R squared=0.63. That means that we can explain 62% of the variability of the
hotel industry ROE with all Slovenian firms ROE. The results show that in the analysed period,
the hotel industry is riskier and requires a higher required return on equity, which is in line with
the results in Table 8 (Median), and the levered market betas in Table 1.
14
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Mainly due to the fact that we used hotel industry aggregated data. Industry betas are usually calculated
from market returns data with a regression for each firm separately and then averaged within the industry.
For the sake of our comparison the method we used is correct.
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But, unfortunately the ROE of the hotel industry is lower than the Slovenian firms ROE (see
Table 7) which is relatively speaking not a proper compensation for the risk.
Table 9. Relative residual income for Slovenian hotel industry firms and all Slovenian firms
ROE-r in %
ROE-r Hotel industry
ROE-r Slovenian firms

2009

2010

2011

2012

2013

2014

2015

-15,04
-7,80

-18,01
-9,80

-19,05
-8,38

-27,64
-9,53

-17,42
-9,92

-22,49
-7,42

-10,20
-4,66

2016

-5,96
-1,42

2017

-5,38
-0,35

2018

-4,94
0,47

Median

-16,23
-7,61

Sources: Damodaran, 2019; FRED, 2019; European Central Bank, 2019;
GVIN, 2019; Bloomberg, 2019; own calculations

Figure 8. Relative residual income for Slovenian hotel industry firms and all Slovenian firms
Sources: Damodaran, 2019; FRED, 2019; European Central Bank, 2019;
GVIN, 2019; Bloomberg, 2019; own calculations

According to the Table 9 and Figure 8 we can argue (given the estimated required return on
equity) that the Slovenian firms ROE is around “equilibrium” (required return on equity equals
achieved return on equity)15 in years 2016-2018, but we cannot argue the same for the Slovenian
hotel industry. However, also the relative residual income for all Slovenian firms is mostly negative in the observed period.
8.

CONCLUSION

Due to the importance of the hotel industry for the Slovenian economy, we examined if the hotel
industry had positive residual income and created value for its owners in the period 2009-2018.
Stubelj et al. (2011) performed a similar analysis using data for the period 2005-2008, and the
results showed that hotel industry was far from creating value for their owners. To bee sustainably profitable an industry must meet the needs of all stakeholders of which the most important are: owners, managers, employees, customers, suppliers, local community, and the state.
Owners provide equity capital, which is a scarce commodity, and a firm essential resource. To
raise enough equity capital for business needs and investment purposes the firm must be able
to constantly achieve the capital firm purpose that is increase the value of assets to increase the
value for owners.
15

With the limitation that theoretically we need some more net income for achieving the same market return
(due to issuing costs of equity and transaction costs). This is also dependent of the market to book equity
value ratio. We put equilibrium in parenthesis because we compare the required returns on equity with the
achieved (ex-post) returns on equity and not the expected (ex-ante) returns on equity.
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We found that relative residual incomes of Slovenian hotel industry were not positive for the
whole analyzed period 2009–2018, which means that firms did not create value for their owners
and that they did not generate enough profits to cover the required return on equity capital, i.e.
the required return on equity capital that takes into consideration the risk adjusted opportunity
cost. The same resulted for groups of large, medium-sized, and small firms. The situation is
improving but is still not at the desired level that is adding value of equity capital for owners.
Our further analysis shows that the Slovenian hotel industry is riskier than all Slovenian firms
(i.e. average risky firm) in the observed period. However, the return on equity is much lower
than of all Slovenian firms in the observed period. This gives additional support to our findings.
There are many possibilities for further research. Future research could examine more in details the reasons that lead to negative residual income in the whole analyzed period. It would be
also interesting to perform an international comparative analysis of performance. Such findings
could be of a great support to hotel industry managers and policymakers.
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