The Year is 1988. The VP of project management is preparing his annual recommendations for hurdle rates for each of the 3 firms divisions. Investment projects are selected by discounting the appropriate cash flows by the appropriate hurdle rate for each division. In 1987 sales grew by 24% and ROE was  22%. As a rule of thumb, increasing the hurdle rate by 1% (for example from 12% to 12.12%), decreased the PV of project inflows by 1%. If hurdle rates were to increase, the company’s growth would be reduced as once profitable projects no longer met the hurdle rates. If hurdle rates decreased, the company’s growth would accelerate. Incentive compensation also determined by hurdle rates. Annual incentive compensation constituted a significant portion of total compensation, ranging from 30 to 50% of base pay. Criteria for bonus awards depended on specific job responsibilities but often included earnings level, the ability of managers to meet budgets and overall corporate performance. 

The Company has 3 major lines of business: lodging, contract services and restaurants. Lodging included 361 hotels, with more than 100,000 rooms in total. Hotels ranged from full-service, high quality hotels and suites to moderately priced motels. Lodging generated 41% of 1987 sales and 51% of profits. Contract services provided food and service management to health-care and educational institutions and corporations. Contracts services generated 46% of 1987 sales and 33% of profits. Restaurants included 13% of 1987 sales and 16% of profits.
Financial strategy included:

Manage rather than own hotel assets

Invest in projects that increase shareholder value

Optimize the use of debt in capital structure 

Repurchase undervalued shares

Manage rather than own: After development, the company sold the hotel assets to limited partners while retaining operating control as the general partner. Management fees typically equaled 3% of revenues plus 20% of the profits before depreciation and debt service. The 3% covered overhead cost of managing the hotel.

Invest in projects that increase shareholder value: The Company used discounted CF techniques to evaluate potential investments. The hurdle rate assigned to a specific project was based on the market interest rates, project risk and estimates of risk premiums. 

Optimize the use of debt in capital structure: The Company used an interest coverage target instead of target debt to equity ratio. In 1987, the company had about 2.5million of debt, 59% of its total capital.

Repurchase undervalued shares: The Company was committed to repurchasing its stock whenever the market price fell substantially below that value. The warranted equity value was calculated by discounting the firm’s equity cash flows by its equity cost of capital. It was checked by comparing stock price of the company with comparable companies using price/earnings ratios for each business and by valuing each business under alternative ownership structure, such a leveraged buy out.  In 1987 the company repurchased 13.6 million shares of its common stock for $429 million. 

Cost of Capital:

WACC is used: = (1-t)r  d(D/V) + r  e(E/V)
D and E are the market value of debt and equity, r d is the pretax cost of debt, r e is the after tax cost of equity, and V is value of the firm. (V=D+E)  and t is the corporate tax rate. This is used for the corporation as a whole and each division. For determining opportunity costs, the company requires 3 inputs: debt capacity, debt cost, and equity cost consistent with the amount of debt. The Cost of Capital varied across the three divisions because all three of the cost of capital inputs could differ for each division. 

In April 1988, the company’s unsecured debt was A-rated. As a high quality corporate risk, the company could expect to pay a spread above the current government bond rates. It based the debt cost for each division on an estimate of the division’s debt cost as an independent company. The credit spread was the debt rate premium above the government rate required to induce investors to lend money. The company used cost of long-term debt for its lodging cost of capital calculations, it used shorter term debt as the cost of debt for its restaurant and contract services divisions because those assets had shorter useful lives.
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Cost of equity: The company used the CAPM to estimate of cost of equity.  Expected return= r= riskless rate +beta * (risk premium), where the risk premium is the difference between the expected return on the market portfolio and the riskless rate. The company’s beta is 1.11. 
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1978 1979 1980 1981 1982 1983 1984 1985 1986 1987
‘Summary of Operations
Sales 11741 14260 16339 19057 24589 29505 35249 42417 52665 65222
Eamings before interest expense
and income taxes 107.1 1335 1503 1733 2055 2479 2077 3713 4205 4894
Interest expense 237 278 468 520 718 628 616 756 603 205
Income before income taxes 835 1056 1035 1213 1337 1851 236.1 2957 3602 3089
Income taxes 354 438 406 452 502 767 1008 1283 1685 1759
Income from continuing operationsa 481 618 629 761 835 1084 1353 1674 1917 2230
Net income 543 710 720 861 943 1152 1398 1674 1917 2230
Funds provided from cont. operations® 1012 175 1258 1608 2036 2127 3225 3723 4303 4728
Capitalization and Returns
Total assets 10003 10804 12143 14549 20626 25014 29047 36638 45793 53705
Total capital 8269 891.9 o777 11675 16345 20075 23307 28614 35618 42478
Long-term debt 3009 3653 536.6 607.7 8393 10716 11153 11923 16628 24988
Percent to total capita 375% 41.0% 549% 521% 544% 534% 47.9% 417% 46.7% 58.8%
Shareholders’ equity 4187 4135 3115 4217 516.0 6282 6756 8485 991.0 8108
Per Share and Other Data
Eamings per share:
Continuing operations® 25 £} 45 57 61 78 100 124 140 167
Net income 29 39 52 64 69 83 104 124 140 167
Cash dividends 026 034 042 1051 063 076 093 13 136 17
Shareholders’ equity 228 258 249 32 389 467 525 648 759 682
Market price at year end 243 348 635 7.18 11.70 1425 1470 2158 2975 3000
Shares outstanding (in milions) 1836 1605 1253 1308 1328 1344 1288 1310 1306 1188
Return on avg. shareholders’ equity 13.9% 17.0% 238% 23.4% 200% 200% 21% 221% 206% 22%
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‘Average Equity* Market® Revenues
Beta

Return Leverage _ (§ billions)

24% 11 41% 652
(Owns, operates, aid manages hotels, restaurants, and
airline and institutional food services.)
Hotels:
HILTON HOTELS CORPORATION 133 76 14% 077
(Owns, manages, and licenses hotels. Operates casinos.)
HOLIDAY CORPORATION 288 135 79% 166
(Owns, manages, and licenses hotels and restaurants.
Operates casinos.)
LA QUINTA MOTOR INNS 64 89 69% 017
(Owns, operates, and licenses motor inns.)
RAMADA INNS, INC. 17 136 65% 075
(Owns and operates hotels and restaurants.)
Restaurants:
CHURCH'S FRIED CHICKEN 32 145 4% 039

(Owns and franchises restaurants and
aamina hicineccae |




[image: image6.png]COLLINS FOODS INTERNATIONAL
(Operates Kentucky Fried Chicken franchise and
moderately priced restaurants.)

FRISCH'S RESTAURANTS
(Operates and franchises restaurants.)

LUBY'S CAFETERIAS
(Operates cafeterias.)

McDONALD'S
(Operates, franchises, and services restaurants.)

WENDY'S INTERNATIONAL
(Operates, franchises, and services restaurants.)
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‘Source: Casewriter estimates.

Calculated over the five-year period 1983-1987.

DEstimated using five years of monthly data over the 1983-1987 period.
CBook value of debt divided by the sum of the book value of debt plus the market value of equity.




[image: image7.png]The Cost of Capital

Exhibit4  Annual Holding-Period Returns for Selected
Securities and Market Indexes, 1926-1987

Arithmetic Standard
Years Average Deviation
Short-term Treasury bills:

1926-87 3.54% 0.94%
1926-50 1.01% 040%
1951-75 367% 056%
1976-80 7.80% 083%
1981-85 10.32% 0.75%
1986 6.16% 0.19%
1987 546% 022%
Long-term U.S. government

bond returns:

1926-87 458% 7.58%
1926-50 4.14% 417%
1951-75 23%% 6.45%
1976-80 1.95% 11.15%
1980-85 17.85% 14.26%
1986 24.44% 17.30%

1987 -269% 10.28%
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Standard & Poor’s 500
‘Composite Stock Index returns:

1926-87
1926-50
1951-75
1976-80
1981-85
1986

1987

5.24%
482%
305%
270%
18.96%
19.85%
027%

12.01%
10.90%
11.87%
14.81%
1549%
1847%

523%

6.97%
345%
6.04%
10.87%
14.17%
8.19%
964%

20.55%
2718%
1357%
14.60%
13.92%
17.94%
30.50%




[image: image9.png]Exhibit5  Spreads between S&P 500 Composite Returns and Bond Rates

Arithmetic Standard
Years Average Deviation
Spread between S&P 500 Composite returnis

and short-term U.S. Treasury bill returns:

192687 847% 20.60%
1926-50 9.89% 27.18%
195175 820% 1371%
1976-80 701% 14.60%
1981-85 517% 14.15%
1986 12.31% 17.92%
1987 023% 3061%
Spread between S&P 500 Composite returnis

and long-term U.S. government bond returns:

192687 7.43% 20.78%
1926-50 6.76% 26.94%
195175 9.48% 14.35%
1976-80 12.86% 15.58%
1981-85 236% 1370%
1986 597% 14.76%
1987 7929 35350,
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