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Abstract

This study contributes to the fields of hospitality and tourism by examining interactions between business conditions and financial

performance of tourism firms in both China and Taiwan. We investigate whether the improvement of business conditions enhances

financial performance of tourism firms and whether financial success of tourism firms matters to business development. In general,

cointegration test results support a long-run equilibrium relationship between the two variables, business conditions and financial

performance of tourism firms, and Granger causality test results show that these two factors reinforce each other in both China and

Taiwan. This study therefore documents significant contributions of financial success of tourism firms to business development and

strengthening of financial performance of tourism firms by business conditions. Some managerial implications are also discussed.

r 2006 Elsevier Ltd. All rights reserved.
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1. Introduction

Financial performance has been widely used as an
indicator for business performance (Ezzemel, 1992; Ezze-
mel & Hart, 1989; Rappaport, 1986). Heiman (1988)
argued that there are possibly various indicators of a
company’s financial success, but the company’s stock price
is considered to be the most important.

The basic stock valuation model asserts that stock price
is equal to the present value of expected future dividend
payments, which is formulated as:

Pt ¼
X1
t¼1

Dt

1þ rð Þ
t ; (1)

where Pt is the stock price at time t, Dt is the dividend
payment at the end of time t, and r is the discount rate used
to bring the future dividends to present value. Assuming
that dividends are a linear function of earnings (E) and
Dt ¼ q � Et, where q is the constant payout ratio, we can

write Eq. (1) as:

Pt ¼ q �
X1
t¼1

Et

1þ rð Þ
t . (2)

Eq. (2) demonstrates that stock prices reflect investors’
expectations about future corporate earnings (Chaney,
Devinney, & Winer, 1991; Choi, Hauser, & Kopekcy, 1999;
McWilliams & Siegel, 1997). Since business conditions
usually impact corporate earnings and dividends, it is often
observed that stock prices tend to fluctuate with business
conditions (Barro, 1990; Beckers, Grinold, Rudd, & Stefek,
1992; Chen, Roll, & Ross, 1986; Fama, 1981; Fama &
French, 1988; Ferson & Harvey, 1993; Chen, 2005). The
efficient markets theory further suggests that a firm’s stock
price should reflect its real-market value or true financial
performance (Bodie, Alex, & Alan, 2001; Mishkin &
Eakins, 2003). Thus, some interactions are expected to
exist between business conditions and firm financial
performance.
Business managers and policymakers are concerned with

the overall business condition because a good business
condition or development can generally have a positive
economic effect on business firms (Jeon, Kang, & Lee,
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2004). A positive economic impact usually leads to an
increase in sales and hence income (and earnings), which in
turn can improve the performance of business firms. On the
other hand, corporate earnings and dividends are most
likely to decrease if business conditions are expected to
deteriorate. This reduction in expected earnings and
dividends will in turn cause a decrease in the stock price
or the firm’s performance (Harvey, 1991). Conversely,
financial success of business firms can lift business
conditions by generating job opportunities, business turn-
over, and government taxes (Jeon et al., 2004).

Many studies in economics and finance literature have
examined the relationship between business or economic
progress and financial sector development (Arestis, Deme-
triades, & Luintel, 2001; Atje & Jovanovic, 1993; Fase &
Abma, 2003; Harris, 1997; King & Levine, 1993a,b; Levine,
1991; Levine & Zervos, 1996,1998; Mazur & Alexander,
2001). Empirical evidence suggests a strong positive
correlation between the development of financial markets
and economic growth. The direction of the causality,
however, is still largely under debate.

Given the above illustration, this study attempts to
examine the dynamic interactions between business condi-
tions and financial performance, using tourism firms in
China and Taiwan. To date, no empirical work has been
devoted to the examination of long-run relationship and
causality of the two variables in the hospitality and tourism
industry. Thus, this research should add significant
contributions to the hospitality and tourism literature by
shedding some light on the interaction between business
conditions and financial performance of tourism firms.

Specifically, we test the following two hypotheses. The
first hypothesis proposes that there is a long-run relation-
ship between business conditions and financial perfor-
mance of tourism firms. The second hypothesis tests if there
exists at least one-way causality between the two variables.
This hypothesis can be further broken down into three
propositions.

Proposition 1. A unidirectional causality runs from business

conditions to financial performance of tourism firms. In other

words, improved business conditions can enhance financial

performance of tourism firms.

Proposition 2. A unidirectional causality runs from financial

performance of tourism firms to business conditions. There-

fore, financial success of tourism firms can energize business

conditions.

Proposition 3. A bi-directional causality between the two

variables exists. That is, an improvement in business

conditions strengthens financial performance of tourism firms

and healthy financial performance of tourism firms can lift

business conditions.

The paper is organized into seven sections. The next
section briefly reviews the literature. Section 3 describes the
data and their unit root test results. This section is followed

by the examination of cointegration between business
conditions and financial performance of tourism firms.
Section 5 presents causality tests between business condi-
tions and financial performance of tourism firms. Manage-
rial implications generalized from this empirical research
are provided in Section 6. The final section contains
concluding remarks.

2. Literature review

In the hospitality and tourism literature, Nicolau (2002)
uses stock price as the proxy for business performance
measure to analyze the impact of the announcement of a
new hotel opening on the performance of its chain in Spain.
Results based on this event study shows that the
announcement has a positive effect on the performance
of its chain. Chen and Bin (2001) examine the effect of
legislation events on stock performance of US casino
gaming firms. They find that different types of casino
companies show different reactions to gaming legislation
announcements. Chen, Jang, and Kim (2006), using the
event study approach, test the effect of the severe acute
respiratory syndrome (SARS) outbreak in 2003 on Taiwan
hotel stock prices. They detect a significantly negative
mean abnormal return in Taiwan hotel stocks on and after
the day of the SARS outbreak.
Choi, Olsen, Kwansa, and Tse (1999) develop a model to

capture business cycle for the US hotel industry, which
offers useful guidelines for practitioners and researchers in
the hotel industry. Aimed to cover hotel activities as
broadly as possible, the developed hotel industry cycle
model illustrates the magnitude of growth in the US hotel
industry. They find that the hotel industry experienced high
growth every 4 or 5 years over a 28-year period from 1966
to 1993. Specifically, the average contraction period is
about 2 years, while the average expansion period is about
3 years. They further show that the hotel industry leads
general business cycle peaks by approximately 0.75 years
on average and leads troughs in the general business cycle
by an average of 0.5 years.
Several papers examine stock valuation and risk of hotel

and restaurant firms. Rushmore (1992) investigates seven
stock valuation techniques used for the acquisition and
appraisal of hotels in the US and discusses the strength and
weakness of each technique. Borde (1998) uses the ordinary
least square (OLS) regression to test the risk diversity
across restaurants in the US He illustrates that the
investment risk of restaurant companies can be predicted
by some financial characteristics such as liquidity, divi-
dend-payout ratio, operating returns, and growth oppor-
tunities. Elgonemy (2000) studies the pricing of US lodging
stocks. He argues that the traditional valuation measures
are obsolete in the new economy.
Sheel and Nagpal (2000) analyze a long-run equity

performance of acquiring firms in the US hospitality
industry. Negative performance of equity value of acquir-
ing hospitality firms is evidenced in their study over the
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