 “Beta Hotel: Our Future Depends on Your Analysis”

Hotel Asset management and financial analysis for business strategies

A Case of Valuation, 10-year Projection, Sensitivity Analysis, and Business Decision-Making based on quantitative analysis of various business offers
It has been 7 months since you started working at the Beta Hotel as a front desk assistant manager. Due to your recent demonstration of operational analysis skills, the Beta Hotel management recognizes your face and name.  That was the reason you were asked to meet with the CEO of the Beta Hotel holdings, which owns and operates the Beta Hotel.  

The CEO was looking at the blue sky of Florida from her window.  She was silent for a while, and then she started.  “I have been talking with Steve (the controller), and it is clear that we do not know how our hotel will do financially in the future.  You guys (i.e. Rosen College graduates) can analyze the financial stuff as well as the operational side of the hotel, can’t you?  We have a Harvard MBA and a MIT engineer, who understand investment analysis or optimization, but they do not understand the hotel business.  We have a couple of veteran hoteliers, but they do not understand much when it involves numbers below the GOP line.  So, Steve suggested that we tap your wisdom.”   They do not seem to care that you have just finished your night audit shift, which began at 11pm last night and ended at 8 am.  Rod, the front office manager, told you to go up to the corporate office just as you were about to leave the hotel for some much needed sleep at your studio apartment. 

The Beta Hotel had a good opening in the summer of 2001, which continued until September 11th of that year.  The national hotel market spiraled down as the tourists stopped coming to the city after the September 11th incident in NY.  There has been much speculation, mostly optimistic, for a quick recovery for the hospitality industry, but weak economic factors held the recovery back until this year.

Debbie, the CEO continued.  “We want you to do some financial analysis for our hotel.  We do not yet want our investment bankers to do the analysis, as we want to keep it discreet. We do not want to create any unnecessary anxiety about the future of the hotel among all the stakeholders, including employees, customers and lenders. I know your access to economic data is limited, but do your best. This assignment could lead to a promotion to a management position at our corporate offices.  

The thought of job on the “corporate floor” sounded intriguing even through the drowsy feeling caused by working all night.   Although you enjoy the interaction with guests and colleagues, you really did enjoy performing the operational analysis of the Beta Hotel.  In that assignment you were impressed with how much you remembered from what you learned in your days in Orlando.  The only thing you know about the “corporate floor guys” is limited to a couple of gray-looking people occasionally coming down to ask you for the general ledgers and other documents for their review of internal controls.  But a promotion may mean some sudden upward mobility from your current salary, adequate but never enough after paying monthly rent of $1,180 for a 4th floor studio……

“Hey, are you with me? Are you not up yet?” Debbie asked.  

 “Well, I have not been to sleep yet, madam”, demonstrating that you had just enough sense of humor to make Debbie smile, finally.  “All right, now Richard will explain the details of what we want you to do.  Richard graduated from the undergraduate Wharton Business program, and gained good knowledge on portfolio management with the Industrial Bank of Japan, then with JP Morgan. But you surely know more about hotel operations, and now you may demonstrate that you understand the finances below GOP as well!”

Richard, a stern looking guy with glasses, perhaps around 35, looked quite unfriendly.  No smile, no handshake.  You were taken to a cubicle with brand new leather furniture and a sleek computer. “This office is supposed to be for a new assistant director of corporate planning, for which the firm has been searching.  We interviewed a bunch of people with managerial experience and MBAs, but nobody seemed to have enough knowledge of the hotel business.  Well, I guess you may sit here and work for the assignment since it is empty.”  

The moment you were speculating that this must be an 80k-90k job, Richard said “hey, do you want some coffee?” He came back with two coffee cups in his hands, and passed one to you. “Let’s get started, shall we?”  

Richard started, “This hotel went through a serious situation.  I will show you the financial results.  You should compare it with the previous year’s results.  I know that you are good at these things because I saw a copy of your last report.” You are surprised to have a first reaction to your operational analysis report, and glad to hear it mentioned in a positive context.   It was a bit strange for you not to have any feedback from anybody on your report--as if you received no grades on your school assignments!  

“Based on what we saw in your first report, you are here to do the next one”, Richard stated.  

Now you realize that you are working in an environment where you receive no grades, but your work can directly affect your evaluation and reputation--a scary thought. 

“Whatever you do, you MUST do it with a computer. You are required to work with Microsoft Excel for the entire assignment.   Tom, an MIT engineering graduate, made partial spreadsheets with key formulas left in some cells.  He is currently working on other projects, but he left the printouts of those spreadsheets for you.  You can pick up the spreadsheets from the Web so you do not have a lot of typing, but you have to determine how he programmed the formulae, in order to expand them on your own”   

Richard gives you a typed memo, as follows:

Task 1
“How much is the Beta Hotel worth today?”

--Valuation of the Beta Hotel using the “Band of Investment” 

1 Q1-1: Use 2003 Actual for required calculation and fill the empty cells.

2 Q1-2: Use 2004 Actual for required calculation and fill the empty cells. 

3 Choose an appropriate answer, and fill the empty cells.

(Many hints are contained on the sheet.)  
Task 2
  “How will the Beta Hotel perform in the future, and how is the present value dependent on the discount factor parameters?”

--10 year operational projection & 10 year Discounted Cash Flow 

1 First, construct the parameters on the right side of the 10-year projection sheet.  (Some parameters may be used at a later stage of the simulation.)

a. ADR (average daily rate) (and other revenue) Growth (See the information from David Sangree (see website below), and pick up the Winter 2004 figure for “full-service hotels”.

b. Expenses Growth( The same Sangree table has the figure you need.

c. Difference ( simply the difference between the above two.. 

d. Cap Ex reserve( Input “0.042” (4.2%).  This means capital expenditure reserve is estimated to be 4.2% of the total revenues, to be set aside each year. 

e. Interest rate( Input “0.08” (8.0%). This is the annual interest rate on the borrowings.

f. Income tax rate ( Input “0.3” (30%) 

g. Terminal Capitalization rate (Input “0.103” (10.3%)

h. Brokerage & Legal Fees ( When you sell the property, you have to pay those fees. Input 0.03 (3%). 

  Sangree website:  http://www.usrc.com/Publications/2004%20Investor%20Survey.pdf
2 Complete the missing cells in the excel sheet 2: “10 year projection”. Many hints are shown, but you have to look at them on the excel sheet on your computer screen and view how the formulas are made in each cell.  By the time you complete this part, you will have made a more extensive form of the 10-year operational projection than the one shown in the textbook.  

3 Prepare the 10-year Discount Cash Flow Analysis Table for Total Property Yield and Equity Component Yield.  You can learn how you can construct series of discount factors with ease ONCE you master the correct formula. You can also perform simple sensitivity analysis by changing the discount factors respectively.  

a. In the Total Property Yield table (TPY), you see simulation 1, 2, 3 and 4. Enter 0.2, 0.15, 0.1, 0.05 in order.  

b. In the Equity Component Yield (ECY), you see simulation 1, 2, 3 and 4. Enter 0.2, 0.15, 0.10, 0.05 in order.  

c. Fill in the empty cells. Compare the sensitivity of Estimated Market Values to the change of discount factors. Which is more sensitive to relative changes in discount factors, total property yield (TPY) or Equity component yield (ECY)?  Make sure you Type either TPY or ECY in the designated space, followed by a one-sentence reason. 

“Save your work!” . 

Task 3 “Which strategy do you recommend for value maximization of the Beta Hotel?” Quantitative Approach for a Business Decision: Selection of Management Contract, Franchise Agreement, or Lease Agreement for the Beta Hotel 
A few days have passed.  After glancing at your work, Richard offered to take you out for lunch at an upscale Japanese Restaurant.  You and Richard were escorted into a small, secluded Tatami (straw mat) room with leg space beneath a low table.  “Can you eat Sushi?  OK, then let me order things for you” You just nodded. Small plates are served one after the other. Richard talked about his life in London, and his family etc.  You start to wonder why you are being treated to a $100 lunch. “By the way, you appear to be working well so far, and that’s why I would like to ask you to do one more task”  

Richard continued, “I have been talking with Debbie (the CEO of G holdings) about strategy over some business decisions which will surely affect the fate of the Beta Hotel.   Because of the nature of the information, you have to keep it to yourself.”  The silence in the room seemed like hours as a woman in a Kimono came in to the room and served a beautiful assortment of main dishes.  Richard resumed his explanation as the woman left the room, politely closing the sliding door.

“We are thinking about giving up our own hotel management, if and only if the benefits outweigh the relevant costs.  We have received offers from some hotel management companies.  Most of us at the corporate office have opinions about the hotel companies.  However, it has been extremely difficult for any of us to quantify the costs and benefits well enough to compare which offer is better for us. We even asked some investment bankers about it, but their knowledge is more in the real estate side and not in hotel management fee structures. I found their advice ineffective.  You know, after almost 5 years since planning the pre-opening of the hotel, I have come to realize that you really have to know numbers both “above GOP” and “below GOP” to understand a hotel as an investment. And it is so hard to find people who know both worlds.  But you seem to know not only how to manage the front desk, but also how to approach business problems in a quantitative manner.”

What high expectations!  You feel somewhat awkward to be regarded this highly; plus you have to live up to the expectations!

Richard continued.  “So, I will show this confidential memo to you.  Read it over, and prepare a spreadsheet to quantify any arguments.  Thank you.  Will you excuse me, I have to make a couple of business calls overseas, but I will be back in 10 minutes.”  

This is the first time you recall Richard saying thank you!  You open the memo….

1 The base 10-year projection has been made following protracted negotiations with some hotel companies.  You only need to find the average of annual growth of the Dow Jones Industrial Average (1945-2004), because it was agreed to use 300 basis points
 plus DJIA as a discount factor for Cash Flow Analysis.  Below, in the 10-year projection in sheet 3, you will find cell C52 in which to input that number
.  That is it. Save the file, and you are done with “the base projection for negotiation” on sheet 3. 

2 Now you have to arrange each of Beta Hotel Holding’s negotiations with the hotel companies.  A summary table appears in the sheet 3.  Beta Hotel Holdings currently has 5 options. 

**************Confidential: Negotiation Results Included***********

1 Continue managing the hotel on our own:


The Base case is different from what you previously made due to the intense negotiations.  All of the firms have finally agreed with the base case in sheet 3.  Details are contained in sheet 3. 

· Inflation: 6% for the first 3 years, reflecting a recovery period, then 3% annually. Expense growth rates are estimated to be 1% below revenue growth rates. (Even during the recovery period) 

· Capitalization rate is assumed to be 10% for the own management case. This will be the base rate of capitalization.

· Capital expenditure reserves will be assumed to be 4% of the revenue as a base figure. 

· Figures are shown in thousands.

· New columns for franchise fee and management fee have been inserted in the sheet for simulation 2 to 5. For the simulation 1 and 5, just put zeros. 

2 Westin Hotels: 


Revenue up 6.5% in first 3 years & maintain 6% after that.  Expenses are expected to grow at 2% below revenue growth. Basic Management Fee:  2% of Revenue. Incentive Fee will be 10% of IBFC. We negotiated to have no System Reimbursable fees.   The term is for 10 years (which means there will be no termination penalty). The terminal capitalization rate will be 1.5% lower than the base case for our own management, due to Westin’s name recognition.  

3 Marriott:


Revenue grows 6% in first 3 years, then 7.5% annually.  They say that due to strong cost control procedures, expenses are expected to grow at 3% below revenue growth. Management Fee: 2% of Revenue. Incentive fee will be 20% of IBFC. They originally demanded a System Reimbursable fee of 1.5%, but again we negotiated to have no fee for this item. The term is for 10 years. The terminal capitalization rate will be 2% lower than the base case for our own management, due to Marriott’s name recognition and investors’ confidence in this particular brand name. 

4 SAS/Radisson:


This is a franchise contract offer. Revenue grows at 6% for the first 3 years, then 5% annually.  Franchise fees equal 5.5% of ROOMS revenue. The term is for 10 years. Due to their franchise know-how, they claim we should keep only 3% of Revenue for Capital expenditures, but the non-American hotel name, as well as its franchise status is expected to increase the terminal capitalization rate to 10.5%. 

5 Red Flag Hotel: 


(This is a new hotel company from mainland China. There will be no problem with credit due to a revolving standby LC issued by HSBC to us as a beneficiary). They wish to lease the entire hotel for an annual rent of $12.8 Million, fixed for 10 years.  They also offer to purchase the entire hotel property at the end of 10th year for the capitalized value at cap rate of 10% (with no brokerage fee, because it will be a private deal). 



****************************************************************


Please prepare a comparative analysis of all of the offers in terms of how financially beneficial they are to Beta Hotel Holdings.  One approach we suggest you take is to interpret this task as “which option will yield the maximum present value to the hotel owner?”  That is why you see “Discounted Cash Flow Analysis: Total Property Yield” already built in (by now you must have input the average DJIA to activate the whole model).  For comparison, you are required to assume the sale of the G-Hotel in each case at the end of 10th year.  Input one number that you obtain from DJIA sheet into Table 3-2, then move to table 3-5.  You will put the respective conditions for each option (shown right) into the simulation box, and whenever you complete inputs, pick up the “estimated market value” figure from table 3-2.  That figure should be pasted (paste special “value”) into table 3-6. Repeat the process for each offer.  

Task 4: After you complete your analyses in the excel spreadsheets, you are required to write a memo to top management, commenting on which alternative you recommend, and why.  (One of the worksheet in Excel says “type-up here”. That is where you type up). You should also comment on the qualitative aspects of the comparison of the five options
. 

� You should know this by now, but 100 basis point = 1% for your information. 


� I will leave the auto programming for you, which means that once you calculate DJIA in C64 of DJIA sheet, the result will automatically comes to C52 of  “3 Mgt Fee Nego” sheet. Cool. 
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