DANUBIUS HOTELS Rt.

Flash report on the activities of the company in 2003 

2003 – Major Problems for Tourism Worldwide

The performance of world tourism in 2003 was presented as the most negative trend in the history of the industry at a conference of the World Tourism Organisation held in Madrid in January this year.  Since the events of September 11th 2001, the projections for the growth of world tourism have been shattered by terrorist activity, conflicts, particularly of course the Iraq war, economic recession and the spread of the SARS virus and other epidemics.  As a result everyone involved in the hospitality and travel industries has suffered and a series of crisis measures were introduced by airlines, travel agents and hotels.

Europe certainly bore its share of these negative developments and within the performance of Danubius Hotels Rt.,  all the domestic Hungarian hotels were affected, but particularly the city centre properties in Budapest.  These trends compounded the problems already being experienced in Budapest through a continuing and substantial growth in hotel capacity.

Overall, the Danubius Group showed a small growth in revenues because the fallback in Hungary was compensated by revenues from  investments from other countries in the region.  However, this moderate growth could not cover cost increases, driven particularly by the inflationary effects on payroll levels with EU accession in sight.

All of these factors resulted in a 2003 gross operational profit of Huf 6bn which was 81.5% of 2002.  However, as we reported in a previous flash report the bottom line result continues to be affected by a substantial unrealised foreign currency loss, now of Huf 1.35bn, as well as by increased depreciation charges.  The uncertain picture of the Government exchange rate policy continues to make it extremely difficult to plan for the future.

Overall, the result is around break even and it has been affected by many factors out with the control of management. Nevertheless, our overall market share in the Hungarian market strengthened in the last quarter and management is taking all possible steps to continue the fight to improve our competitive position in 2004. 

Prospects for 2004

As we anticipated in the third quarter flash report, the fourth quarter of 2003 saw an improvement in business.  At the WTO meeting, somewhat more optimistic signs were emerging from the USA, Japan and Western Europe but the situation is still fragile.  The German economy remains weak and recovery could be a long process whilst the world is getting accustomed to the new conditions created by international tourism and the other factors referred to above.  It is still uncertain how any pickup in world tourism will continue to develop.

If we can go through a more peaceful and settled time then we can hope for improvement.  However, 2004 has already seen tourist scares causing airline cancellations and delays, more burdens on travellers through enhanced security arrangements and also the outbreak of bird flu which has been reported in recent days. Opening of some further new capacity is also expected in Budapest this year.

In terms of our Hungarian business, after the significant set back in guest nights at national level in the first quarter (-6.5%), the rate gradually decreased (-3.1%, - 2.5%, -1.2% in the next quarters) followed by a fourth quarter increase of room revenues which led to only a 1.4% overall annual decrease by the year-end.

With regard to occupancy, the decrease of 2.9% in the first half was moderated to an overall 0.7% by the year end at Danubius Hotels Rt.  Owing to this improvement in the second half and the strengthening of the HUF, average rates increased by 4.3% at group level as compared to the prior year.

Tourist Market

The cautious improvement in the Hungarian hotels in the second half did not compensate for the first half-year set back, either in the number of guests or in the number of guest nights.  A special change in guest composition was experienced.  The domestic customer continues to grow in importance and the fight for winning guests with good spending power is ever increasing on the Hungarian tourist market.  The ratio of domestic guest nights went up to 15.2% by the end of 2003 but this was even higher at popular holiday resorts (Hotel Löver in Sopron 70.9%, Hotel Helikon in Keszthely 42.2%, Thermal Hotel Bük 30.9%).  The increase of the ratio of domestic guests did not influence revenues and average spend positively, especially in the field of therapies since the domestic guests choose 2-3 day week-end holiday programmes and take less advantage of medical treatments.

This change in the structure of guests is not only characteristic of Hungary.  Most of the European countries have been taking special care for a couple of years to promote domestic holidays to their own citizens to off-set reduced overseas turnover.  Looking at the guest composition of Danubius, the number of guests arriving from the German speaking territories (with the exception of Switzerland) has shown a decreasing trend.  The number of overseas (USA, Canada, Japan) guest nights, which dramatically fell back after September 2001, are still down but by a lesser amount.  A national publicity campaign was launched trying to turn this trend around.  However, the results will only be seen by the end of 2004.  In line with the government agreements drawn up with China, we were able to welcome the very first Chinese guests in our Budapest hotels.  Their share is not yet 1% but we must bear in mind that the official tourist turnover started only in the second-half of January 2004.  The missing overseas and West European guest nights were primarily compensated for by tourism from the surrounding  countries although, as a result of previous efforts made in France and Sweden, satisfactory growth was recorded from these territories.

The guest groups in our Czech and Slovakian hotels were less influenced by the consequence of the world political events mentioned earlier.  Due to their guest composition, occupancy and revenues were adversely affected by the weakening of the German economy and of course the attempt of the German government to motivate own citizens for domestic holidaymaking.

Although German guests are spending less time in fewer numbers at the Marienbad hotels, their share in revenues did not decrease in spite of the fact that their 53.5% share in total guest nights was 3.6% lower compared to the previous year.  A growth in the proportion of local guests in our Czech hotels (from 31.9%) was also experienced.  Russian guests showed the third largest increase of 1%.

The number of guest nights in our Slovakian hotels did not change much.  The 0.3% net drop is worth mentioning only because the majority of the decrease was from the German guest group, which was mostly compensated by spa guests arriving from the Czech Republic.  Approximately 40% of the guest nights was spent by guests referred to the spa by the Slovakian social security, followed by German guests with a 36.6% share.  Czech guests increased by 9.4%, the Austrians by 3.1% but some Arab countries reduced guest nights due to international problems.

Hotel Sovata started operating gradually in the course of 2003 and Hungarian and Romanian guests already show keen interest for the services of the hotel making up 90% of the guests.  Since the summer opening of the spa section it has been in the process of being introduced to the market through significant marketing activities to win spa guests.

Consolidated Balance Sheet

Our company held 51% of the shares in Preventív Rt., the company responsible for the safety and security of all Hungarian hotels, which was included in the consolidated statements of the group. Preventív Rt. carried out a capital increase at the end of the year 2002 in which Danubius Hotels did not participate. In consequence, our ownership share decreased to 32.75% and so Preventív Rt. is no longer among the companies consolidated. No other network change distorts comparability.

The value of assets went up by the value of the activated investments of Hotel Sovata and other domestic and foreign hotels, while liabilities follow the movements of the loans. Total assets of the company increased by HUF 1.1 billion as opposed to 31 December 2002 and its value surpasses HUF 68 billion.

The value of total working assets remained on previous year’s level, growth close to inflation was only recorded for financial assets (+ 8.1%) and stocks (+ 7.4%).

In the growth of invested assets only the value of other invested assets went up by HUF 32 million because Preventív Rt. is not longer consolidated and its value is included in this row. 

Significant change in liabilities took place only in short-term liabilities owing to the loan repayment obligation due in 2004 and a tax obligation of SKK 20 million. Long-term loans of the company went down by approximately HUF 400 million. The HUF 1.16 billion increase in the translation reserve reflects the exchange rate changes of national currencies compared to the HUF in the IFRS. 

Consolidated loans as of 31 December 2003: EUR 72.7 million, USD 6.6 million and ROL 90 billion. 

Consolidated Profit and Loss Statement

Our company achieved a revenue of HUF 37.2 billion in 2003 as opposed to HUF 35.7 billion in the previous year. The Slovakian company - as a result of its all year consolidation -   contributed to the 4.2% revenue increase by HUF 6.7 billion compared to the HUF 3.9 billion of the previous period (seven months). The Hungarian companies performed 65.8% of the group level revenues, the Slovakian companies 18%, the Czech firms 15.2% and the Romanian units 1%. 

46.7% of the revenues came from room sales, 30.1% from food and beverage, 16.2% from spa at group level.

HUF million

	
	2002 *


	2003 **


	Of which

	
	
	
	H
	CZ
	SK
	RO

	Total operational revenue 
	35 663
	37 150
	24 482
	5 635
	6 697
	336

	   share
	
	
	65,8%
	15,2%
	18,0%
	1,0%

	Room departmental profit
	12 616
	13 910
	9 937
	2 407
	1 383
	183

	F&B profit
	3 250
	2 962
	2 231
	365
	288
	78

	Spa profit
	3 063
	4 033
	1 027
	787
	2 219
	0

	Other departmental profit
	683
	- 678
	- 36
	55
	- 708
	11

	Departmental profit
	19 612
	20 227
	13 159
	3 614
	3 182
	272

	Departmental profit margin
	56,4%
	55,4%
	53,7%
	64,1%
	47,8%
	81,0%


*    including the 7 months consolidated data of the Slovakian hotels 

**  Hotel Sovata was closed in the first quarter of 2003 due to reconstruction works, half of   

      the rooms were opened to the public in April the other half in June.  

HUF million

	Items
	Departmental profit

2003
	Compared to prior year

	
	20 227
	+ 615

	
	Items of decreasing effect
	Items of increasing effect
	

	Other revenues 
	
	616
	-300

	Interests received
	
	110
	-85

	Administrative and general costs
	13 208
	
	- 1 836

	Depreciation
	4 097
	
	- 645

	Other expenditures
	1 605
	
	+ 156

	Interests paid
	806
	
	+ 40

	Foreign currency loss (gain) – unrealised 
	1 325
	
	- 1 883

	Restructuring charges of the Slovakian company
	38
	
	- 38

	Total
	21 082
	729
	- 4 591

	Profit (loss) from ordinary activities

before income tax and minority interests
	- 126
	- 3 976


The changes of costs exceeding revenue increase reflect the inflation surpassing increase of raw material prices and public utility fees. The majority of the significant increase in administrative and general costs was caused by the five months consolidation cost surplus of SLKP. Costs benefited by the settlement of certain ongoing rental disputes and certain receipts from the insurance claim concerning the Gellért flood in 2002. The total HUF 2.9 billion cost increase was not compensated by the HUF 1.5 billion revenue surplus, therefore at operating level the HUF 6 billion profit is almost HUF 1.4 billion less compared to the previous year.

The HUF 645 million increase in depreciation is primarily due to the asset value increased as a result of investments in the Slovakian and Romanian hotels, the different consolidation period of the Slovakian hotels and the one-time write-offs of the Romanian small value fixed assets. Interests and other financial revenues continued to go down, though to a lesser extent, alongside moderate expenditures. Of the HUF 2 billion ordinary profit fall compared to the previous period HUF 645 million is the depreciation increase and HUF 770 million is the one off profit achieved on the sale of Hotel Eger in 2002. This further deteriorated year on year by HUF 1.9 billion, which is the difference of the EUR and the unrealised technical rate loss calculated on the loans compared to the previous year.  The HUF 126 million loss before tax indicates almost HUF 4 billion profit deterioration.

The HUF 414 million deferred tax contains the release of the tax on the unrealised technical gain accounted on loans in the last two years (due to the technical loss of this year) and the corporate tax difference of the foreign subsidiaries (Czech corporate tax change is from 31% to 28% and Slovakian from 25% to 19%).

Revenues of the Hungarian hotels show 2.2% lessening as a result of occupancy going down by 1.3% and alongside the same average rates as last year, which is a slight improvement as opposed to last year’s (2002/2001) 5.8% decrease.

It seems expedient to valuate the profitability figures of the subsidiaries in the national currencies owing to the distorting effect of the exchange rate changes.

Although the occupancy figures of the Czech hotels moderated by 2.4% (76.5%) total revenues went up by 5% through a notable 23% improvement of the average rates (calculated in CZK).

The 2.7% revenue decrease of the Slovakian hotels calculated in SKK is the consequence of the 3.8% (75.6%) occupancy increase (calculated for the entire year at base level) and the 8.3% decrease of average rates.

Wage and head count management

We have carried out wage management and streamlined head count thoughtfully and endeavoured to increase efficiency and work with an optimal head count adjusted to the turnover. We have realised 5.8% cut on head count alongside 2.3% increase of wages at group level. A part of the reduced work force was replaced by outsourcing from professional companies. The modification of employee contracts enabled us to move staff from one hotel to another.

We have organised more than 60 further education and development training courses for our employees with the aim of creating value at our company, best internal practices and outside experience. Around one thousand students from industrial trade and vocational schools as well as one hundred high school students spent their practical training course in our hotels.  

Reconstruction and developments

The ongoing recession of the tourism industry largely determined our development and investment activities enabling us to carry out exclusively the most necessary works and reconstructions. This comprised mainly maintenance and development works ensuring the smooth operation of the hotels including mandatory works. 

In 2003 development expenditures totalled HUF 1.5 billion as follows:

1./ Among the modernisation of service areas the following should be highlighted:

· kitchen reconstruction works in Hotel Aqua were completed, and connecting technical units were installed (refrigeration block, dish washer, extractor fans)  

· the replacement of the complete boiler house in Hotel Marina in Balatonfüred means both the modernisation of the heating system and cost reduction on the supply of hot water and heat. The entire water supply system was changed in the tower building. A lift for the disabled was built to connect the lobby and the restaurant. 

· the kitchen in Hotel Rába in Győr was furnished with a deep freeze and a cooling chamber.

The parking lot was secured by a remote controlled hydraulic structure instead of a gate. 

2./  In the area of face lifting and operational aspects, the following projects should be pointed out:

· the lobby of Hotel Béke was renovated with a new attractive front office counter and seating furniture, new floor covering and a new meeting room for guests was added. Seventy-three bathrooms were also refurbished.  

· the completion of the entire refurbishment of the brasserie of Hotel Gellért that suffered water damages earlier was of vital importance, producing one of the most popular brasserie restaurants opened to the public before the Christmas holidays,

· the refurbishment of the mud section of the therapy department in Thermal Hotel Aqua was completed by the beginning of the year as the first phase of the reconstruction of the most used therapy department,

· forty-nine room units were refurbished on the 8th floor of Hotel Stadion, completing the room refurbishment programme started two years ago, 
· on the 5th and 6th floors of Hotel Helia a total of 90 room units were refurbished including the connecting corridors and lift halls,

· the first phase of the front face lift of Hotel Marina is ready, currently cooling chamber developments are in process in line with new HACCP stipulations, 

· new windows and doors were put in 56 rooms in Hotel Annabella accompanied by black out curtains,

· Hotel Lővér in Sopron has a new signage,

· sixty rooms were freshened up in Thermal Hotel Sárvár by partial renewal of the furniture, wall papering, wall to wall carpet laying and some new room textiles,

· the outer windows in the historical wing of Hotel Astoria were replaced by sound proof, insulated window structures and heat-proof aluminium shutters,

· the coffee shop in Hotel Budapest was furnished with a new counter system, 

· some built in furniture in 80 rooms of Grand Hotel Margitsziget was renewed,

· the north façade of Thermal Hotel Hévíz was renewed to match the landscape and the new insulating cover produces significant energy cost saving,

· balconies were renewed in 50 rooms in Hotel Helikon and the doors on the loggias were replaced,

· the elevator renewal programme was set forth in several hotels in line with requirements set by the supervisory authorities

3./  A new computer programme package supporting maintenance work was developed and installed in all units of our hotel company by the end of the year providing up to date central supervision over cost sensitive fields of decisive importance such as energy use and technical operations and maintenance.

Technical preparations are in process for outstanding developments of the near future as well.

· The renewal of the dilapidated facade and roof structure of the building will soon be started as the first phase of the reconstruction of Hotel Nádor in Pécs together with execution works of the under surface parking area connecting to the earlier built public road access.

· We have invited a tender for a reconstruction of the historical wing of Hotel Astoria and in February we start the main building service system and simultaneously the air conditioning of 33 rooms on the Magyar street side.

· In order to be able to find a solution to meet the pressing guest requirements for air conditioning, it will be introduced to Hévíz Thermal, Bük, Sárvár, Palatinus, Pátria and Stadion. 

According to preliminary results, at the company Lecebné Lázné, in Marienbad the total costs of reconstruction and repairs reached CZK 91.5 million (HUF 729 million) in 2003.

Main works done:

· Full refurbishment of the basement and 1st floor of the Hotel Pacific, including new kitchen and 9 new rooms of 4-star category. Working out a master plan for the realization of the 2nd and 3rd reconstruction stages of the hotel.

· At the Nové Lázné reconstruction, extension and modernization of service areas in the hotel, including new Vienna Coffee Shop with summer terrace and new air-conditioning, kitchen and equipment was completed. A new mineral water drinking facility was built in the basement. A new health department for doctors and guests in the basement was executed. Two lifts in the hotel were modernized. Refurbishment of 6 new luxury rooms (of which 3 apartments) is under way, starting on 1st December 2003.

· Following works were made compulsory by the local Construction Office: securing and maintaining the landmark buildings Kavkaz (Edward) and Snezka, repairing and painting steel construction and repairing roof insulations of the main Colonnade.

· New boring for mineral water (New Forest Spring).

The main reconstruction works in Piestany in 2003 were the following: refurbishment of the kitchen in the Pro Patria and rooms on two floors in Balnea Esplanade, the renewal of the transformer stations in Balnearehabilitation Centre II. as well as the replacement of two lifts in Spa Hotel Balnea Grand were completed, works on the golf course were also finished and the boiler house in Hotel Zahorie in Smrdaky was renewed. The refurbishment of the cupola in Irma bath was launched, and the reconstruction of Thermia Palace and the pools and traction bath in Balnearehabilitation Centre II. is  in the phase of preparation. The planning of the general reconstruction of the Island’s heating system was started. Together with the long-term development plan of the information technology system the company has spent SKK 83.6 million (HUF 511 million) on reconstructions completed during the year 2003. 

In Sovata we have refurbished in several phases and opened to the public all rooms and common areas in Hotel Sovata in the first quarter of 2003 and the reconstruction of the spa section was completed by the end of July. We have spent USD 6 million on these works and in connection with the extensive reconstruction of the hotel the integrated information technology system supporting the front office restaurant and spa activities was also introduced. (Through this we have lived up to our contractual capital increasing obligations in 2003).

The lessee of the Bradet left the hotel making it possible for us to take it into possession and start repair, renewal and painting works already in the fourth quarter, which we plan to complete before the spring opening in 2004. 

Stock Exchange trading, ownership structure 

According to 31 December 2003 data 53.4% of the subscribed capital made up of 8 285 437 ordinary shares is owned by domestic and foreign investments of CP Holdings Ltd., of which a share over 5% is owned by Interag Rt. (29.38%), Israel Tractors (6.12%) and CP Holdings Ltd. (17.90%). Further 29.16% of the shares is owned by foreign financial investors among whom Citibank as safe custody manager nominated 20.42% shares. 

The share of the employees of the company is 1.15%, and the company continues to own 4.52% own shares. Domestic private persons, institutions and pension funds own 11.77% of shares.

A total of 4256 deals were made for 1 356 439 shares of Danubius Hotels Rt. on 250 trading days to the tune of HUF 4340 million in 2003 producing an average share price of 3199 HUF /share. The closing price in 2003 was HUF 3305.

The organisation of the company has not changed during 2003, and changes in the rows of leading office bearers were published with the AGM resolutions.

Post quarter events

Based on initial calculations, the 3% increase in VAT rates from 1 January 2004 will cause an approx. HUF 600 million revenue loss for the Hungarian hotels which will be compensated only to a small extent by the VAT and corporate tax decrease at the foreign subsidiaries.
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