Is Macau driven by bubble economics?
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The startling and spectacular growth of the Macau gaming market has made the gaming industry a darling of the Asian financial markets. Several gaming firms in need of restructuring and recapitalization (specifically those with exposure to Macau) have had much success raising capital in these markets. The key question is whether their growth story is sustainable.

The following chart depicts Macau gaming revenue growth since 2005. The numbers are mind boggling.

Macau Monthly Gaming Revenues
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January 507,088,309 $      480,870,487 $        810,672,107 $        1,318,061,213 $     1,101,767,280 $     1,788,961,860 $  

February 417,085,207 $      587,211,972 $        774,407,124 $        1,194,675,423 $     1,022,355,746 $     1,723,480,828 $  

March 537,373,512 $      620,671,723 $        829,578,873 $        1,296,990,138 $     1,227,503,480 $     1,741,541,298 $  

April 486,559,304 $      600,304,619 $        832,072,263 $        1,165,190,671 $     1,070,320,704 $     1,821,890,327 $  

May 572,604,067 $      591,603,912 $        974,292,128 $        1,251,988,587 $     1,132,369,378 $     2,183,693,134 $  

June 494,779,947 $      535,895,630 $        741,764,669 $        1,277,523,048 $     1,064,194,479 $    

July 515,374,354 $      609,716,296 $        838,524,879 $        1,182,424,108 $     1,231,121,801 $    

August 592,056,322 $      625,076,852 $        855,653,756 $        1,226,498,991 $     1,444,868,488 $    

September 447,818,232 $      606,900,547 $        912,138,907 $        902,148,516 $        1,404,499,670 $    

October 546,883,584 $      777,900,146 $        1,184,316,795 $     1,133,233,352 $     1,620,064,412 $    

November 499,168,481 $      651,742,000 $        945,320,156 $        975,247,344 $        1,569,164,400 $    

December 514,129,540 $      794,651,748 $        1,039,557,895 $     988,783,592 $        1,455,867,453 $    

Total 6,130,920,859 $  7,482,545,931 $    10,738,299,552 $  13,912,764,983 $  15,344,097,291 $  9,259,567,447 $ 

Annual Growth 22.0% 43.5% 29.6% 10.3% 66.7%

Sources: Statistics and Census Service, Macau SAR Government, OANDA Corporation (Foreign Exchange Rates)

$US


Sources: Statistics and Census Service, Macau SAR Government, OANDA Corporation (Foreign Exchange Rates)
Macau revenues were over $15.3 billion in 2009 and would have been greater if not for some artificial constraints placed on the visitors during 2008 and 2009. Revenues are increasing at spectacular rates and are now approaching $20 billion annually. The following chart depicts trailing twelve month gaming revenues.
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Since 2005, annualized gaming revenue growth has been 29.3%. With new development on the horizon, it appears this growth may continue.

Are rooms a driver?
In markets like Las Vegas and Atlantic City rooms have long been proven drivers of gaming revenue growth and correlations of room nights and gaming revenue have generally been pretty high. We look to this metric to determine if hotel room development and room nights occupied are driving gaming revenues in Macau. 
First we prepare a regression analysis of monthly room nights occupied to monthly gaming revenue. Predictably, the model indicates that 83% of the change in gaming revenue can be explained by the change in rooms occupied. As in other destination markets, patrons in hotel rooms appears to be a driver of gaming revenue.
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While this relationship tells us that room nights occupied may be driving revenues, it does not necessarily give us the entire story. The following table depicts key room statistics for this market. Annualized growth in rooms occupied (15.6%) are not keeping pace with gaming revenues. This suggests that room occupants are spending at an increasing rate or the spending by day trippers is increasing significantly and indicates that in addition to room growth, something else may be driving gaming revenues. 
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January

       205,183             220,347                   287,257                  363,427          356,738        483,095 

February

       206,252             246,059                   300,232                  356,758          377,443        456,429 

March

       212,796             263,075                   307,556                  379,829          395,424        462,108 

April

       221,009             272,948                   320,258                  378,420          400,297        490,882 

May

       217,227             229,568                   292,454                  366,800          322,972        472,608 

June

       277,289             247,648                   282,368                  368,740          340,966 

July

       242,358             263,124                   309,695                  398,163          381,858 

August

       247,717             271,509                   409,539                  393,937          452,127 

September

       221,637             258,700                   348,655                  347,680          406,711 

October

       248,385             283,275                   387,034                  376,259          423,129 

November

       277,289             305,264                   418,653                  418,039          467,115 

December        255,504             314,130                   415,638                  428,079          490,877 

Total 2,832,645     3,175,647         4,079,338               4,576,131              4,815,658      2,365,122   

Annual Growth 12.1% 28.5% 12.2% 5.2%

Annualized Growth 15.4%

Rooms Occupied


Sources: Statistics and Census Service, Macau SAR Government
How do visitors to Macau impact gaming revenues?
Another factor driving gaming revenue growth is visitor growth. Over the past several years, the number of people visiting Macau has exploded. However, that growth was muted in 2008 and 2009 as visa and other restrictions were placed on visitors from Mainland China. The table that follows depicts visitors from various points of origin. Total visitors peaked at 27.0 million in 2007 with 14.9 million originating from Mainland China and 23.1 million from a combination of China and Hong Kong. In 2008 and 2009 total visitors declined by 4.1 million and 5.2 million respectively to 22.9 million in 2009 and 21.8 million in 2009. All of this decline can be traced to declines in visitors from Mainland China and Hong Kong.
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2002 2003 2004 2005 2006 2007 2008 2009

EAST ASIA

Republic of Korea

50,447           38,281           65,631           120,739         162,709         225,417         279,794         204,767        

Mainland China

4,240,446      5,742,036      9,529,739      10,462,966    11,985,617    14,873,490    11,613,171    10,989,533   

Hong Kong

5,101,437      4,623,162      5,051,059      5,614,892      6,940,656      8,176,964      7,016,479      6,727,822     

Taiwan, China

1,532,929      1,022,830      1,286,949      1,482,483      1,437,824      1,444,342      1,315,865      1,292,551     

Japan

142,588         85,613           122,184         169,115         220,190         299,406         366,920         379,241        

Others 2,705             2,667             3,555             5,301             3,934             4,803             4,915             5,293            

Total East Asia

11,070,552    11,514,589    16,059,117    17,855,496    20,750,930    25,024,422    20,597,144    19,599,207   

SOUTH ASIA

India

10,574           9,820             15,278           20,846           28,903           45,473           82,369           107,513        

Others 7,535             8,230             11,145           11,008           12,811           18,555           12,059           10,164          

Total South Asia

18,109           18,050           26,423           31,854           41,714           64,028           94,428           117,677        

SOUTHEAST ASIA

Philippines

54,739           52,162           76,878           93,878           176,246         256,192         282,951         247,459        

Indonesia

19,423           17,705           32,939           46,154           68,114           133,432         180,320         191,425        

Malaysia

31,323           24,555           48,391           98,450           202,821         402,121         428,608         332,529        

Singapore

30,940           25,767           45,760           82,298           126,291         189,666         263,631         256,520        

Thailand

24,625           18,096           41,841           57,876           89,448           140,749         252,124         242,514        

Others 8,848             8,257             14,714           17,444           30,454           57,271           62,541           73,384          

Total Southeast 

Asia

169,898         146,542         260,523         396,100         693,374         1,179,431      1,470,175      1,343,831     

AMERICAS

Canada

28,552           23,202           37,782           46,447           55,242           78,797           82,136           74,744          

United States 

76,904           56,642           95,090           121,889         146,468         202,165         203,198         179,500        

Others 9,929             6,830             10,680           14,433           17,900           25,362           27,277           24,417          

Total Americas

115,385         86,674           143,552         182,769         219,610         306,324         312,611         278,661        

EUROPE

Germany

10,721           7,643             11,881           18,082           20,769           26,291           29,067           28,172          

France

16,304           11,676           20,308           25,986           28,872           36,364           40,499           39,165          

Italy

4,327             3,240             4,536             6,771             8,692             11,787           12,524           12,229          

Portugal

10,057           6,576             9,560             11,843           13,125           14,659           13,081           12,429          

United Kingdom

40,517           33,828           44,009           49,363           57,106           77,976           76,909           63,384          

Others 31,230           22,248           34,986           50,519           62,438           90,258           100,108         98,623          

Total Europe

113,156         85,211           125,280         162,564         191,002         257,335         272,188         254,002        

OCEANIA

Australia

31,028           25,385           42,059           61,646           72,810           117,959         139,628         120,395        

New Zealand

5,489             4,358             6,701             9,094             10,647           15,353           16,735           13,880          

Others 1,883             1,324             1,236             940                765                806                812                940               

Total Oceania

38,400           31,067           49,996           71,680           84,222           134,118         157,175         135,215        

OTHER AREAS

Africa

4,125             4,308             5,549             7,935             13,469           30,129           21,894           16,803          

Middle East

1,105             1,334             2,041             2,666             3,735             7,517             7,536             7,334            

Others 111                101                75                  123                66                  66                  34                  21                 

Total Other

5,341             5,743             7,665             10,724           17,270           37,712           29,464           24,158          

Total All Visitors

11,530,841    11,887,876    16,672,556    18,711,187    21,998,122    27,003,370    22,933,185    21,752,751   

Source: Macau Public Security Police

Number of Visitors


The decline in visitors impacted revenues between August 2008 (when the restrictions started) and July 2009 (around when the restrictions were quietly eased).  The following table depicts year over year percentage changes in monthly gaming revenue and clearly delineates the impact of the visa restrictions. 
Year over Year Changes to Monthly Macau Gaming Revenue
[image: image6.emf]2006 2007 2008 2009 2010

January -5.2% 68.6% 62.6% -16.4% 62.4%

February 40.8% 31.9% 54.3% -14.4% 68.6%

March 15.5% 33.7% 56.3% -5.4% 41.9%

April 23.4% 38.6% 40.0% -8.1% 70.2%

May 3.3% 64.7% 28.5% -9.6% 92.8%

June 8.3% 38.4% 72.2% -16.7%

July 18.3% 37.5% 41.0% 4.1%

August 5.6% 36.9% 43.3% 17.8%

September 35.5% 50.3% -1.1% 55.7%

October 42.2% 52.2% -4.3% 43.0%

November 30.6% 45.0% 3.2% 60.9%

December 54.6% 30.8% -4.9% 47.2%

Total

22.0% 43.5% 29.6% 10.3%

YOY Gaming Revenue Growth


Source: Morowitz Gaming Advisors, LLC
Since lifting the travel restrictions, gaming revenues have responded explosively, indicating the extent and intensity of demand from the Mainland Chinese and Hong Kong markets. 
While visitation to Macau has declined significantly from its peaks, gaming revenue per visitor has increased significantly. Win per visitor during 2007 was $398 and increased by over 50% in 2008 and another 25% (above 2007 levels) during 2009 to $705. This suggests that while visitation was curtailed in terms of the number and duration of visits any specific person could make, those visitors kept their aggregate spending levels high. 

[image: image7.emf]Macau Gaming Win Per Visitor
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Source: Morowitz Gaming Advisors, LLC
 Do economic factors impact gaming revenue?
The opening of Macau to Chinese visitation and the significant investment in new gaming product, combined with the robust Chinese economy has resulted in the creation of a gaming market closing in on three times the size (in terms of revenues) of the famed Las Vegas strip. A key question is whether and how economic fundamentals have aided this growth. We ask this question because history tells us that liquidity bubbles such as we saw in developed economies for the last few decades can have significant impacts on economic activity. The late 1990s liquidity bubble associated with the early years of the internet fueled a bubble in the capitalization of internet related firms, outsized stock prices and an eventual meltdown of the technology led NASDAQ that has yet to recover. The liquidity bubble of 2004-2007 led to excesses in the real estate industry and construction activity that was ultimately unsustainable, leading to the great credit meltdown of 2007-2008 and almost dragging down the world economy with it.

China manages its currency in order to maintain a fixed ratio with the US dollar. In order to maintain this fixed ratio under current economic conditions, China must issue more of their domestic currency (increase money supply) and purchase US dollars. In affect, China is devaluing its own currency in order to maintain their export industry.
We provide analysis of the money supply in China relative to Macau gaming revenues. First we analyze the money supply in both the US and China Since the end of 2004, Money supply in China has grown at an annualized rate of 19.4% compared to US annualized money supply growth of 5.7%. During this same period, Macau gaming revenue has been growing at a compound rate of over 31%.
[image: image8.emf]China and US Money Supply

-

1,000.00

2,000.00

3,000.00

4,000.00

5,000.00

6,000.00

7,000.00

8,000.00

9,000.00

10,000.00

Jan-05

Apr-05

Jul-05

Oct-05

Jan-06

Apr-06

Jul-06

Oct-06

Jan-07

Apr-07

Jul-07

Oct-07

Jan-08

Apr-08

Jul-08

Oct-08

Jan-09

Apr-09

Jul-09

Oct-09

Jan-10

Apr-10

Billion USD

-

100,000

200,000

300,000

400,000

500,000

600,000

700,000

800,000

100 Million Yuan

US M2 Money Supply Billions of US Dollars

China M2 Money and Quasi Money      100 Million Yuan


Source: People’s Bank of China and US Federal Reserve

In addition to money supply, China’s foreign reserves have grown at an even greater pace. During the same period, foreign reserves have grown at an annualized rate of approximately 29%. A key issue is whether this reserve growth could be sustainable, especially from a US perspective. In fact, during the last couple of months we see the rate of growth slowing.
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Source: People’s Bank of China
This reserve growth is a result of the trade imbalance (mostly between the US and China). Chinese producers sell goods and collect US dollars. At the same time, the US has suppressed interest rates, thus encouraging consumption above its level of production. Normally, the Chinese currency would appreciate relative to the dollar. However, China has maintained a fix exchange rate by printing its own currency and artificially suppressing its value vs. the US dollar. This helps explain the outsized growth of the money supply in China relative to the US.

The following regression analysis shows the relationship between reserve growth to the money supply. China’s economy, fueled by export growth appears to be feeding on itself. The regression analysis indicates that 96.1% of the change in money supply can be explained by the change in foreign reserves. 
[image: image10.emf]Regression of Foreign Reserve Growth to China Money Supply
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Source: People’s Bank of China
Why does this matter? It could be possible that Chinese currency manipulations and increases in the money supply may be creating inflationary conditions. Since Macau also pegs its currency to the US Dollar, the excessive printing of RMB (Chinese currency) may be making its way into Macau.

We now look to the relationship between Chinese money supply and Macau gaming revenue to determine if there is a statistical relationship between the two measures. First we look to monthly revenue which results in an 86.4% correlation.
[image: image11.emf]Regression of China M2 Money Supply to Monthly Macau Gaming Revenue
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Source: People’s Bank of China
We also prepared a regression of trailing 12 month average money supply to trailing 12 month gaming revenue. This and the monthly analysis highlights the noise introduced into the data by the visa restrictions and subsequent impact on gaming revenue. This analysis results in a correlation of 90.5%. The shape of the regression data however shows how the data was impacted by the artificial anti-stimulus of the visa restrictions. In our opinion the correlation would be higher without the impact of the visa restrictions.

[image: image12.emf]Regression of TTM Average Money Supply to TTM Gaming Revenue
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This analysis indicates that gaming revenue in Macau may be dependent on money supply growth in China and in turn dependent on the growth of foreign reserves. We temper this conclusion however. It could be possible that China’s export economy can continue to thrive and go on creating reserves while at the same time, their domestic economy could falter due to other factors such as a contraction in investment. Conversely, the export economy could slow and reserve growth could slow while at the same time, the domestic economy could continue to thrive if the money multiplier in that country expands. It just may be that gaming demand is so significant in this market that the growth is justified. In any case, it appears that uncertainty surrounds this market and we have suspicions that it may be experiencing the effects of a bubble. 
Gaming operators with significant exposure to this market should be maintaining maximum capital and operational flexibility in the event that what might be a bubble actually bursts. At the very least, we will throw our hat in the ring and wager that the current rate of gaming revenue growth is not sustainable.
Special thanks to John Hughes, President of Quantum Capital Management, LLC. John provided invaluable insight on Chinese currency manipulation, and was a valuable resource in testing our conclusions. 
