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Restaurants: Fear and Loathing at the Annual Restaurant Show 
Stephen Anderson 

Analyst, Restaurants 
 
 
From our discussions with suppliers and vendors at the National Restaurant Association’s annual trade 
show held in Chicago in late May, we sensed an almost uniform conviction that operators are getting 
squeezed by the “perfect storm” of high commodity prices and incremental fuel surcharges, reduced 
traffic counts resulting from high gas prices, and in some cases (particularly in bar-and-grill) oversupply of 
units. We think these pressures may have been too much as some of the vendors we saw at last year’s 
show were absent altogether this year. Some vendors likened the current inflationary environment to the 
1970s. In certain food categories, the environment may be worse today: whereas 30 year ago rising crop 
yields brought on by technological advances were enough to offset rising fuel and commodity costs, crop 
yields allocated to food are declining now because of ethanol mandates. 
 
According to the vendors with whom we spoke, operators have found it necessary to be creative in 
dealing with these pressures. To control costs, some operators are switching to smaller plates and slightly 
smaller entrée portions (even if it is only by just one ounce), giving patrons the perception they still are 
getting value for their meal. Others are switching from fresh to frozen beef, chicken, and fish, while others 
are addressing inefficiencies in their supply chains by reducing the number of suppliers. To maintain 
sales and customer loyalty while preventing margin deterioration, proactive operators are increasing 
investment selectively in new product development and expanded beverage selections. 
 
• High gasoline prices are hurting consumer confidence at all income levels. The weekly ABC 

News Consumer Comfort index shows consumer confidence at the lowest levels since the early 
1980s. Even among higher-income households ($100,000+), confidence has turned negative as 
consumers have become increasingly concerned about declines in their brokerage and retirement 
accounts, the loss in the value of their homes, and higher gasoline and utility bills which sap their 
discretionary funds. Given high consumer prices and the perception of declining wealth, we expect 
significant challenges for restaurants for the remainder of 2008. 

 

mailto:mdarda@mkmpartners.com


SOURCE: ABC News
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• The stimulus package is not translating to a bump for restaurants. We perceive a greater 

propensity for middle-income and higher-income households to save their rebate checks than in 
2001. Moreover, we think aggressive marketing by Wal-Mart (WMT, Not Rated) and other leading 
discounters to capture the government rebates will reduce the benefit that the stimulus checks have 
on restaurants compared with seven years ago. 

 
• Grain prices remain stubbornly high. Increased demands from ethanol producers have pushed 

prices higher for not only corn, but also substitutes such as wheat and soybeans. Operators also told 
us they are experience greater cost pressures in derivative products such as high fructose corn syrup 
and soybean oil. As restaurant traffic remains soft, we think most operators are finding it difficult to 
pass along their customary 3%-4% menu price increases without losing additional customers. 
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SOURCE: Bloomberg SOURCE: Bloomberg
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• Livestock prices are poised to increase. High feed costs are driving livestock producers to 

slaughter more animals. According to the U.S. Department of Agriculture (USDA), the number of hogs 
slaughtered year-to-date is up 10.8% through the week of May 23, 2008, and supplies of chicken also 
have increased amid rising corn prices. As these higher supplies are worked down, we expect 
livestock prices to rebound in 2H and continue rising into 2009 amid dwindling supplies. Given the 
pain currently being felt by producers, we think restaurant operators are unlikely to receive the 
favorable terms they received in recent years when their contracts are due for renewal. We also think 
operators highly leveraged to pork and chicken prices such as Bob Evans Farms (BOBE, NEUTRAL 
rated) and Buffalo Wild Wings (BWLD, NEUTRAL rated) are vulnerable in the next two to four 
quarters. 

 

SOURCES: U.S. Department of Agriculture, MKM Partners SOURCES: Bloomberg, MKM Partners
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We think these consumer and commodity pressures are unlikely to relent much in 2H08. Although little 
can be done to change consumer sentiment or reverse rising prices, we consider operators with favorable 
economies of scale and efficient supply chains such as Darden Restaurants (DRI, BUY rated), and those 
reducing their operating exposure such as Denny’s (DENN, BUY rated) and IHOP (IHP, Not Rated) will 
be best able to weather the impeding the storm. In contrast, we think independent restaurants and 
smaller chains without these economies of scale are more susceptible to these factors. 
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Important Disclosures 
 
Regarding the use of instant messages (IMs) and e-mail with MKM Partners LLC, you consent to the following: IMs or e-mail 
sent from or received by MKM Partners employees are presumed to contain confidential or proprietary information and are 
intended only for the designated recipients(s). If you are not the designated recipient, please inform the sender that you 
received this e-mail or IM in error and do not use, copy or disseminate its contents. MKM Partners and its analysts may from 
time to time make informal technical, fundamental, and economic comments on IM and e-mail. 
 
MKM Partners LLC certifies that the views expressed in this research report accurately reflect the Analyst(s) 
personal views and the Firm’s views about the subject company and their securities.  MKM Partners LLC does also 
certify that the Analyst(s) and the Firm who prepared this report have not been, are not, and will not be receiving 
direct or indirect compensation from this company for expressing the specific recommendation(s) or view(s) in this 
report. 
 
This report has been prepared by MKM Partners LLC. Its employees, officers, directors, individual shareholders, 
consultants, affiliates and/or their families (together “the Firm”) do not have positions and deal as principal in transactions in 
securities referred to herein (or other instruments related thereto) including positions and transactions contrary to any 
recommendations contained herein Its employees, officers, directors, individual shareholders, consultants, affiliates and/or 
their families (together “the Firm”) do not have positions and deal as principal in transactions in securities referred to herein 
(or other instruments related thereto) including positions and transactions contrary to any recommendations contained 
herein held by the research analyst primarily responsible for preparing this research report or a member of the research 
analyst’s household. The Firm has not engaged in transactions with issuers identified in the report. MKM Partners LLC does 
not make a market in the subject company(s). The subject company(s) is/are not currently, nor for the past twelve months 
have they been, clients of the Firm. The research analyst(s) does/do not serve as an officer, director, or advisory board 
member of this company, and receives no compensation from it. 
 
This publication does not constitute an offer or solicitation of any transaction in any securities referred to herein. Any 
recommendation contained in this report may not be suitable for all investors. Although the information contained herein has 
been obtained from recognized services, issuer reports or communications, or other services and sources believed to be 
reliable, its accuracy or completeness cannot be guaranteed.  Any opinions, estimates or projections expressed herein may 
assume some economic, industry and political considerations and constitute current opinions, at the time of issuance, which 
are subject to change. Any quoted price is as of the last trading session unless otherwise noted. 
 
This information is being furnished to you for informational purposes only, and on the condition that it will not form a primary 
basis for any investment decision. Investors must make their own determination of the appropriateness of an investment in 
any securities referred to herein based on the legal, tax, and accounting considerations applicable to such investors and 
their own investment strategy. By virtue of this publication, neither the Firm nor any of its employees shall be responsible for 
any investment decision. 
 
This communication may involve technical analysis. Technical analysis is a discipline that solely examines the past trading 
history of a security to arrive at anticipated market fluctuations. Technical analysis does not consider the fundamentals of an 
underlying security, and therefore offers an incomplete picture of the value or potential value of a security. A customer 
should not rely on technical analysis alone in making an investment decision, but should review all publicly available 
information regarding the security in question, including, but not limited to, the fundamentals of the underlying security and 
other information provided in any filings with the Securities and Exchange Commission (SEC). MKM Partners LLC has 
multiple analysts and from time to time their views may differ. We encourage readers to call with any questions. 
 
Additional information on all of our research calls is available upon request. 
 
Ratings for Stocks:  As of May 7, 2007, the Firm revised its ratings, which comprise the following: 
 
“Buy”  Security is expected to appreciate 15% or more on an absolute basis in the next 12 months.  
“Neutral”  Security is not expected to significantly appreciate or depreciate in value in the next 12 months. 
“Sell”  Security is expected to depreciate 15% or more on an absolute basis in the next 12 months. 
 
Distribution of Ratings for Reports Issued by MKM Partners LLC as of June 2, 2008: 
 
Buy 33.3%; Neutral 66.7%; Sell 0.0%. 
 
Risks:  Investment risks associated with the achievement of revenue and earnings projections include, but are not limited to 
unforeseen macroeconomic and/or industry events that adversely impact demand for the subject company’s products or 
services, product obsolescence, changes in investor sentiment regarding the specific company or industry, the company’s 
ability to retain or recruit competent personnel, and market conditions. For a complete discussion of risk factors that could 
affect the market price of the company’s shares, refer to the most recent 10-Q or 10-K filed with the SEC. 
 


