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Exhibit2  Financial Summary of Marriott by Business Segment, 1962-1987 (dollars in millions)

1982 1963 1964 985 986 1987

Lodging:
Sales $10917  $13205 $16408 $18084 $22931 S26733
Operating profit 1826 1397 1612 1858 2157 2639
Identfable assets 9007 12646 17863 21089 22067 27774
Depreciation 27 24 w3 %24 8 a9
Capital xpendiures ams T2 364 8083 9666 12419
Contract Services:

Sales. 8198 9506 11113 15863 22361 29690
Operating proft 510 711 868 186 1549 1706
Idontfable assots 4733 3916 489 6244 10702 12877
Depreciation 29 261 89 402 611 753
Capital expenditures 1277 438 856 1259 487 1127
Restaurants:

Sales. sa74 694 7070 7570 7973 8799
Operating proft ws s 797 2 791 824
Identiiable assots 422 4830 497 5826 5623 5676
Depreciation 251 ae 35 e 381 21
Capital expenditures 1996 650 723 1284 640 796

Source: Company rpons.
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Exhibit3  Information on Comparable Hotel and Restaurant Companies
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Marriott Corporation: The Cost of Capital
(Abridged)

In April 1988, Dan Cohrs, vice president of project finance at the Marriott Corporation, was
preparing his annual recommendations for the hurdle rates at each of the firmy’s three divisions.
Investment projects at Marriott were sclected by discounting the appropriate cash flows by the
appropriate hurdle rate for each division

In 1987, Marriotts sales grew by 24% and its return on equity (ROE) stood at 2%, Sales and
carnings per share had doubled over the previous four years, and the operating strategy was aimed
at continuing this trend. Marriot's 1957 annual reportstated that

We intend to remain a premier growth company. This means aggressively
devloping appropriate opportunities within our chosen lines of business—lodging,
contrad services, and related businesses. In each of these areas, our goal i to be the
preferred employ.r, the preferred provider, and the most profitable company.

Cohrs_recognized that the
divisional hurdle rate at Marriott would
have a significant impact on the fimy's
financial and operating strategies. As a
ruleof thumb, increasing the hurdle rate
by 1% (for example, from 12% to
12.12%), decreased the present value of
project inflows by 1%, Because costs
remained roughly fixed, these changes
in the value of inflows trandated into
changes in the net present value of
projects. Figure A shows the substantial
impactof hurdle rates on the anticipated
et present value of projects. If hurdle
rates were Lo increase, Marriot’s
growth would be reduced as once Figum A: Typial Hotel Profit and Hurdle Rates
profitable projects no longer met the Source: ~ Cascwrier esimates. Proft rte fo  hokelis s net

hurdle rates. Conversely,if hurdle rates resentvaluedivided by it ost
decreased, Mariott's growth would
acclerate

Progsor Ricard S Rubock prepared hiscae o the s ol discaskon ather than o Ao cter the fctiar
inefcive g ofan a1 mtce suaon.
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Marriott also considered using the hurdle rates o determine incentive compensation.
Annualincentive compensation constituted a significant portion of total compensation, ranging from
30% o 50% of base pay. Criteria for bonus awards depended on specifc job responsibilities but often
included the eamings level, the abilty of managers to meet budgets, and overall corporate
performance. There was some interest, however, in basing the incentive compensation,in part on a
comparison of the divisional return on net assets and the market-based divisional hurdle rate. The
compensation plan would then reflct hurdle rates, making managers more sensitive 1o Marriotts
financial strategy and capital market conditions.

Company Background

Marriott Corporation began n 1927 with | Willard Marriot’s root beer stand. Over the next
60 years,the business grew into one of the leading lodging and food service companics in the Uniled
States. Marriott's 1987 profits were $223 million on sales of $6.3 billion. See Exhibit 1 for a summary
of Marriotts financial history.

Marriott had three major lines of business: lodging, contract services, and restaurants.
Exhibit 2 summarizes its ine-of business data. Lodging operations included 361 hotels, with more
than 100,000 rooms in total. Hotels ranged from the full-ervice, high-quality Marriott hotels and
suies to the moderately priced Fairfield Inn.  Lodging generated 1% of 1987 sales and 1% of
profis

Contract services provided food and services management (o health-care and educational
institutions and corporations. It also provided airline catering and airline services through ts
Marriot In-Flite Services and Host International operations. Coniractservices generated 46% of 1987
sales and 3% of profits.

Marriott's restaurants included Bob's Big Boy, Roy Rogers, and Hot Shoppes. Restaurants
provided 3% of 1987 sales and 16% of profits

Financial Strategy

The four key elements of Marriotts financial strategy were:

+ Manage rather than own hotel asets;

+ Investin projects thatincrease sharcholder value;

+ Optimize the use of debt in the capital structure; and

+ Repurchase undervalued shares.

Manage rather than own hotel assets _In 1957, Marriott developed more than 1 billion worth of
hotel properties, making it one of the ten largest commercial real estate developers i the United
States. With  fully integrated development process, Marriott identified markets, created
devlopment plans, designed projects, and evaluated potential profitabilty.

After development, the company sold the botel asets to limited partners while retaining
operating control as the general partner under a longerm management contract. Management fees
typically oqualled 3% of reverues phus 20°% of the profits before depreciation and deb service. The
3% of revenues wually covered the overhead cost of managing the hotel. Marriotts 20% of profits
before depreciation and debt service often required it to “stand aside” until investors earned 3
prespecifed return. Marriott aso guaranteed a portion of the parinership’s debt. During 1987, three.
Marriott hotels and 70 Courtyard hotels were syndicated for $8% million. In total, the company
operated about §7 billion worth of syndicated hotels.
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Invest in projects that increase shareholder value The company wsed discounted cash flow
techniques o evaluate potential investments. The hurdle rate assigned to.aspecific projec was based
on market interest rates, project risk, and estimates of risk premiums. Cash flow forecasts
incorporated standard companywide assumptions thatinstlled some consistency across project. As
one Marriott executive put i

Our projects are like a lot of similar itle boxes. This similarity disciplines
the pro forma analysis. There are corporate macro data on inflation, margins, project
lives, terminal values, percent of sales requined to remodel, and so on. Projects are
audited throughout their lives 10 check and update these standard pro forma
template assumptions. Divisional managers stll have discretion over unit-specific
assumptions, but they must conform to the crporate templates.

Optimize the use of debt in the capital structure Marriott determined the amount of debt in its
capital structure by focusing on ts abiliy Lo service its debt. It wed an interest coverage trget
instead of a target debi-to-oquity raio. n 1957, Marriott had about $2.5 bilon of debt, 59 ofis total
capital.

Repurchase undervalued shares  Marriott regularly cakculated a “warranted equity value” for it
common shares and was committed 1o repurchasing its stock whenever its market price fell
substantially below that value. The warranted equity value was calculated by discounting the firms
quity cash flows by its oquity costof capital 1t was checked by comparing Marriotts slock price
with that of comparable companies using price/ carnings ratios or each business and by valuing each
business under alternative ownership structures, such as a leveraged buyout, Marriott had more
confidence in it measure of warranted value than in the day-to-day market price of s stock. A gap
between warranted value and market price, therefore, usually triggered repurchases instead of
revision n the warranted value by, for example, revising the hurdle rate. Furthermore, the company
beieved that repurchases of shares below warranted equily value were  better use of it cash flow
and debt capacity than acquisitions or owning real estate. In 1957, Marriott repurchased 136 million
shares ofits common stock for $129 millon.

The Cost of Capital

Marriott measured the opportunity costof capital for investments of similar risk using the
Weighted Average Cost of Capital WACO) ax

WACC = (1 0ry /W) 41 (E/V)

where D and E are the market value o the debt and eqity, respectively, o s the pretax codt of debt,
£, i the afler-tax costof equiy, and V is the value o the firm. (V = DE), and s the corporate tax
rale. Marriott used this approach o determine the cost of capitalfor the corporation as a whole and
for cach division.

To determine the opportunity costof capital, Marriott required three inputs: debt capacity,
debt cost, and equity cost consistent with the amoun of debt. The costof capital varied across the
three divisions because all hree of the cost-of-capital inputs could differ for each division. The cost
of capital for each division was updated annually.

Dot capacity and the costof debt  Mariot applied tscoverage-based fnancing policy o cachof
itsdivisons. Italso determined for each division thefracton of debt that should be loaing rate debt
based on the sensitvity of the division's cash flows o interet rate chanes. The interestrate on
floating rate debt changed as interest ates changed. 1 cash flows increased a1 the inerest rate
increased, ning oating rate debt expanced debt capaciy.
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In April 1988, Marriott's unsecured debt was Arrated. As  high-quality corporate risk
Marriott could expect to pay a spread above the current government bond rates. It based the deb
cost for each division on an estimate of the division's debt cost s an independent company. Th
spread betuwoen the debt rate and the government bond rate varied by division because of difference
inrisk Table A provides the market value target Leverage rates, the fraction of the debt at foatin
rate, the fraction at fixed rates, and the credit spread for Marriolt as a whole and for each division
“The crdit spread was the debt rate prermiuan above the goverment rate required o induce investor
tolend money to Marriott.

TableA  Market-Value Target Leverage Ratios and Credit Spreads for Marriott and.
ItsDivisions

Debt Fracion  Fracion _ Debt Rato
Percentage of Debt ofDebt  Premium Above
inCopits __atFloating __atFixed __ Govemment
Marion % o 0% 130%
Lodgng I 0% s0% 110%
Cortractservices 0% 0% 0% 1a0%
Rostaurarts e % 5% 180%

Because lodging assets, like hotels, had lon useful lives, Marriot used the cos of o ter
debt for its lodging cost-of capital calculations. 1t used shorter-term debt as the cost of deb for it
restaurant and contract srvices divisons because those assets had shorter useful lives

“Table B lists the interest rate on fixed rate US, government seauritis in April 1985

TableB U Government Interest Rates
in April 198

R T

0year 895%
10year 872
Tyowr 690%

The costof equity  Mamiot ecognized that mesting s financialseategy of embarking only o
projects tha ncressed sharcholder values meant that it ha o use s shareholders measure o equi
costs. Marriott used the Capital Asset Picing Model (CAPMD to estimate the cost of cquity. Th
CAPM,originally developed by John Lintner and Willam Sharpe i the caly 19605, had gained wids
scceptance among financial professionala  According to the CAPM, the cont of equily, or
equivalenty,the expected retum for quity, was determined a:

expected return = 1 = iskless ate + beta  [risk premium]

where the risk premmium is the difference betweer the expected return on the market portfolio and th
risklessrate.
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“The key insight in the CAPM was that risk should be measured relative to a fully diversified
portiolio of risky asmets such as common stocks. The simple adage “Don't put all your ¢ggs in one
basket” dictated that investors could minimize their risks by holding assets in fully diversified
portfolios. An asset’ rsk was not measured as it individual risk. Instead, the asset’s contribution o
the risk of a fully diversified or market portfolio was what mattered.  This risk, usually called
systematic isk, was measured by the beta coeffcient.

Betas could be calculated from historical data on common stock retumys using simple linear
regression analysis Marriotts beta, calculated wsing ive years of monthly stock returns was 111,

Towo problems limited the use of the historicalestimates of bet in calculaing the hurdle rates
for projects.” First, corporations generally had multiple lines of business. A company's beta,
therefore, was a weighted average of the betas of is different lines of business. Second, leverage
affected beta. Adding debt 1o a irm increased its equiy beta even if the riskiness of the frm(s asets
remained unchanged, because the safest cash flows went o the debt holders. As debt increased, the
cash flows remaining;for stockholders became more risky. The historical beta of a irm, therefore,
had o be interpreted and adjusted before it could be used a5 a projects beta, unles the project had
the same risk and the same leverage as the firm overal,

Exhibit 3 contains the beta, leverage, and other related information for Marriott and
potentially comparable companies n the lodging and restaurant businesses.

To selectthe appropriate risk premium to usein the hurdle rate calculations, Cohes examined
a variety of data on the stock and bond markets. Exhibit 4 provides historical information on the
holding:period retunys on goverment and corporate bonds and the S&P 50 Composite Index of
common stocks. Holding period retums were the returns realized by the security holder, including
any cash payment (.5, dividends for common stocks, coupons for bonds) received by the holder
plus any capital gain or loss on the securiy. As examples, the 5.23% holding period retum for the
S&P 500 Composite Index of common stocks n 1957 was the sum of the dividend yield of 320% and
the capital gain of 203%. The -269% holding-period retum for the index of long-term US.
government bonds in 1957 was the sum of the coupon yicld of 7.96'% and a capital gain of -1045'%."

Exhibit' provides satistcs on the spread between the S&P 500 Composite Returns and the
holding:period returns on US. government bills, U.S. government bonds, and high-grade, long-term
corporate bonds. Cohrs was concerned about the corrct time interval 1o measure these averages,
epecially given the high returms and volatlty of the bond markets shown in Exhibits 4and 5.
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Exhibit1  Financial History of Marriott Corporation (dollars in millions, except per share amounts)

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987

‘Summary of Operations
Sales 11741 14260 16339 19057 24569 29505 35249 42417 52665 65222
Eamings before interest expense
and income taxes 1071 1335 1503 1733 2055 247.9 207.7 an.a 205 994
Interest expense 237 27.8 46.8 52.0 71.8 628 61.6 756 603 05
Income before income taxes 85 1056 1035 121.3 137 185.1 2361 2057 3602 3989
Income taxes 354 438 06 452 502 767 1008 1283 168.5 1759
Income from contining operations® 481 618 629 76.1 85 1084 1353 1674 1917 2230
Net income 543 7.0 720 86.1 943 1152 1398 1674 1917 2230
Funds provided from cont. operations® 1012 175 1258 1608 2036 2727 3225 3723 4303 728
Capitalization and Returns.
Tolal assets 10003 10804 12143 14549 20626 25014 29047 36638 45793 53705
Tolal capital® 8269 891.9 977.7 11675 16345 20075 23307 28614 35618 42478
Long-term debt 3099 365.3 536.6 607.7 889.3 10716 11153 11923 16628 24988

Percent {0 total capita 37.5%  410%  549%  524%  544%  534%  479%  417%  46T%  58.8%
‘Shareholders' equity 4187 4135 3115 421.7 516.0 628.2 675.6 8485 910 8108
Per Share and Other Data
Earnings per share:

Continuing operations* 25 34 45 57 81 78 100 124 140 167

Net income 29 39 52 64 69 83 1.04 124 140 167
Cash dividends 026 034 042 051 063 076 093 13 136 17
Shareholders' equity 228 258 249 322 3.89 4.67 525 648 7.59 682
Market price at year end 243 348 635 7.18 1170 1425 1470 2158 2975 30.00
‘Shares outstanding (in millions) 1836 1605 1253 1308 1328 1344 1288 131.0 130.6 118.8
Retur on avg. shareholders' equity 189%  170%  238%  284%  200%  200%  221%  221%  206%  222%





