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1. Introduction

“Hilton Worldwide Holdings Inc., once seen as a black mark on Blackstone' srecord in real estate, is
poised to generate one of the two biggest private-equity profits of all time.”

“ Blackstone has a paper profit of $8.5 billion in the McLean, Virginia-based hotel operator’s ir tial
public offering today. That's second only to the $10.1 billion of gains that Apollo Global Manage! ient
LLC (APO) has had from its 2008 investment in chemicals producer LyondellBasell Indus.. = NV
(LYB) ... Hilton would become No. 1 if the shares rise more than $2 above its IPO price” -

On June 28, 2007, Hilton's board convened a specia telephonic meetir;, .2ge. er with the
Company’s management and legal and financial advisors, to review Black: cone’'s ffe. to acquire
the Company for $47.50 a share. This represented a premium of ~npr. Ximate y 40% to the
company’s stock price. During alengthy discussion, the board men oers con. ~'='ad, among other
things, risks to the Company’s ability to sustain the growth rate s given the cyclicality of the
lodging industry. Board members also looked at Blackstone's experi ce asit turns out, lodging
companies were a speciaty of Blackstone, which had acqu -ed over the four preceding years
aone. Extended Stay America, Prime Hospitality, .22 2esorts, Wyndham, La Quinta
Corporation, and the hotel REIT MeriStar Hospi.. .. " “hese represented investments totaling
$13.3 hillion.

The most important aspect of the offer, ¥ owex ¥, \ 22.ne price. With 497,738 rooms, Hilton was
the fourth largest globa hotel group = Mibit 1, a mere 4,351 rooms short of the number three
position, Marriott, and 58,508 »2ams s ort of the number one, InterContinental. Prior to
Blackstone's offer, Hilton was irading at a nultiple of 12.2x (Exhibit 2).? This was lower than
most of its peers. This was prc hably ¢ Je to the relatively high proportion of owned and leased
business segment in Hi'.on's ecmints.® As the sum-of-the-parts analysis in Exhibit 3 shows,
multiples are highest for th managed and franchised segment, followed by owned and leased and
thentimesharese”,.na 's.

Also releviii 0 ¢ termining a fair price for the transaction was the premium paid in recent
transactic s. '* .. .nCc_uncommon to see a large premium when listed companies are taken over,
especic 'y when t 1e dedl is sponsored by a private equity firm. Prior to Blackstone's offer, two
g Rticly stelviotels were taken private by PE firms. Fairmont (January 2006) and Wyndham
(Ju e zue ), a premia of 28% and 19%, respectively. Another recent relevant transaction was
. ©G racquisition of Harrah's Entertainment at a 36% premium.

b http://www.bloomberg.com/news/2013-12-11/bl ackstone-s-hilton-joins-ranks-of -biggest-deal -paydays.html.  The
share price reached $22 — hence $2 above the $20 offer price —within days.

2 Among the top ten worldwide hotel groups by room numbers, those that were publicly traded in U.S. stock markets
were selected for comparison.

% n 2006, Choice owned only three out of 5,376 hotel properties, and Starwood's managed and franchised hotel
rooms represented 87.3% of total rooms, compared to 80.6% and 76.6% for Hilton and Marriott, respectively.

* Management and franchise segment involves managing hotels, resorts and timeshare properties owned by third
parties and licensing hotel brands to franchisees. Timeshare segment involves the sales, renting and management of
timeshare properties as well as consumer financing services.

® Premium is on average about 20%, and about twice as much when it is sponsored by a private equity firm.
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2. Hilton Hotels

Hilton Hotels Corporation is a hospitality company engaged in the ownership, management and
development of hotels, resorts and timeshare properties and the franchising of lodging properties.
Conrad Hilton bought his first hotel, The Mabley, in Texas in 1919. The Company he created
was led by members of the Hilton family up until 1996 when Stephen F. Bollenbach, for ner
chief financia officer at Walt Disney Co., succeeded Barron Hilton as the chief executive of the
Company.®

Joining the merger and acquisition wave of the late 1990s, Mr. Bollenbach =2x*anded the
Company through a series of transactions. Most notably, he merger Hi on with Bally
Entertainment Corporation via a stock swap valued at $2 billion, spun off the firn s gaming arm
(Park Place Entertainment), and acquired Promus for $4 billion. # 2 a r sult of this series of
transactions, Hilton added over 1,300 hotels under various hotel’ orands inc.uding Doubletree,
Embassy Suites Hotels, and Hampton Inn. The Company grew ' 's roor : stock by more than
350,000 rooms between 1995 and 2007. This 238% growti was the %i1est among the top ten
hotel groups. In 2007, Hilton was the fourth largest hot<l grot. » by room numbers up from being
the seventh largest hotel group prior to Mr. Bollenbach’ < appc = ment (Exhibit 1).

Hilton’s growth in rooms was accompanied b a sub. tanua growth in revenue and earnings
before interest tax depreciation and amortiza ‘on ‘Ebitds ) — as shown in Exhibit 4.” From 1995 to
2006, Hilton's revenue and Ebitda in< easet. by ~.ox and 3.5x, respectively. The annualized
growth in Ebitda of 11.9% was the highe t amor 1 its peers. This growth was mainly financed by
debt, and following the Decem'’.e 2005 cquisition of Hilton International for $5.7 billion,®
Moody’s cut Hilton’s debt ratir ysto “junk.” The downgrade of Hilton’s senior notes to Ba2 from
Baa3 affected about $3.7 F'iiior of deb .

These high annualiz=d g. > vth ni'mbers should not, however, obscure the volatility of the business.
Following the S ptermer "1 utacks, Hilton's stock fell by 47.0% (from $12.7 on September 4,
2001 to $6.7 on < =" zmber 20, 2001). Starwood fell by 46.5%, while Marriott and Choice fell by
34.1% an's 33.2%, respectively. The S&P 500 index, which included Hilton, Starwood, and
Marriett, ‘o ine! by 13.1% (Exhibit 5). Consistent with the stock-market reaction, Hilton's
Ebitda\ 'as dowr 20% in 2001 and declined further in 2002 and 2003. The Ebitda of Marriott and
S .00 uftered even larger declines, with Ebitdafalling by 33% in 2001. Both stock prices and
“bi da figu es recovered relatively quickly. From the trough of 2003 to 2006, the Ebidta of Hilton
a d N arriott both doubled and their stock prices trebled.

® Note that Appendix A provides a glossary of terms used in this case-study and Appendix B describes the different

competitors of Hilton hotels.

" From the top ten hotel groups in Exhibit 1, those that were traded in the U.S. stock markets since 2000 were
selected for comparison.

8 n 1964, Hilton was split in two, with the London-listed Hilton Group focusing on growth outside the U.S. The
1964 breakup agreement had banned Hilton Hotels from operating outside of the North America.
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3. Blackstone Group

Founded by Stephen A. Schwarzman and Peter G. Peterson in 1985, Blackstone is a global asset
management and advisory firm. Blackstone began as a mergers and acquisitions boutique with a
modest balance sheet of $400,000. Since then it has grown to be the largest private equity firm by
total assets under management (AUM). Blackstone’s AUM of $70 billion in 2006 was more 1an
double that of KKR, which was founded amost ten years earlier in 1976 (Exhibit 6).
Interestingly, while Blackstone was privatizing Hilton, it took the reverse action of !'sting . €lf
onto the New Y ork Stock Exchange. Blackstone' s $4 billion IPO on June 22, 2007 1s b lieved o
have been at least seven times oversubscribed.’

Although the firm started as an advisory firm, its asset management t usiness, incuding the
management of corporate private equity funds, real estate funds .o d | vezzar ne funds, has
become the most important activity in terms of revenue contributi¢ n. The rev.. e from the fund
management business grew by 49% annually from 2002 to 2006, compr sing 76% of the total
revenue in 2006 (Exhibit 7). In particular, the rea estate . usiness 27" grown its assets under
management significantly, from approximately $3.0 billion ¢~ of December 31, 2001 to $17.7
billion as of March 1, 2007, representing an annual grow Y 6,4 4.1

Since Blackstone began its private equity and r :al esta » business in 1987, it raised five private
equity funds and eight real estate funds wit tc Al cap’.a commitments of $34 billion and $24
billion, respectively (Exhibit 8). Funds' ave be n reguaiarly spaced over time, with typically three
years between each fund. Exceptioris a - betwe »n the first and second funds and between the
third and fourth funds. The secor . cad fou. *h buyout funds should have been raised around 1990
and 2000 respectively (instead f 1994 and z003), but 1990-1991 and 2000-2001 were lean years
for buyout funds.

Note aso the two re!. es ="z fundsraised in arow (2006 and 2007) testimony of both the massive
flow of capital ie searc 1 01 re7 estate investment vehicles over these years and Blackstone's high
returns in its rea =<t e funds (Exhibit 9). Hilton's acquisition was financed by Blackstone Real
Estate Par.ners VI and Blackstone Capital Partners V funds, both funds having been recently
raised. Bi ' _wr» Real Estate Partners VI was the largest real estate fund ever raised, with
capital « xommitm nts of $11 billion, and had the largest stake in Hilton.

‘Wh n a Fc firm acquires a company, the exit plan is a crucial part of the analysis. Given that
S cor 'ary buyouts, in which one PE firm sells its equity stake to another, had been increasingly
poy. Jlar as an exit route (Exhibit 10 & Appendix C), it was important to examine which PE firms
could potentially buy Hilton from Blackstone. As shown in Exhibit 11, the size of Blackstone real
estate business was only comparable to that of Morgan Stanley Real Estate Investing and Lone
Star Funds.

® http://online.wsj.com/news/articles/SB118252107097944849. From the public offering, Schwarzman received $684
million in cash, and his Blackstone stake was worth $8.83 billion after the first day, which made him ranked by
Forbes as the 53rd-richest person in Americain 2008.

19 Bl ackstone company filing (2007)
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4. Landscape of the Institutional Real Estate Mar ket in 2006

Real estate attracted record amounts of capital in the 2000s. As shown in Exhibit 12, U.S.
commercial rea estate transactions totaled $307 billion in 2006, up from $76 billion in 2001.
Increasing appetite for commercial property investment drove up transaction values of real estate,
which is measured by capitalization rate. Low capitalization rates mean high pricesand low y eld
(see Appendix A). Exhibit 13 shows the drop in capitalization rates from about 9% in 2021 to 7%
by 2006. Throughout this period of “cap rate compression”, the appropriate level of ca rates /as
widely discussed and debated.™* There were wide concerns that rea estate was e perie icing y it
another “bubble”’. Cheerleaders pointed out that over the last decade real estate pe for nance had
been higher than that of listed equity, and with a much lower volatility. C .ssar. ‘ra replied that
for illiquid assets such as rea estate, volatility figures may be downwar 1 biaset and that past
performanceis no guide to the future.

Real estate investment is broadly classified as either public or privite. Puk ic real estate, referred
to as Real Estate Investment Trusts (REITS), uses the poo. ad capiw.'-=" numerous investors to
purchase, manage and develop income-generating proparties. REITS are required to distribute at
least 90 percent of their income to shareholders annuar /1. form of dividends. Private real
estate investment funds, such as real estate privs.e e ity funds, have a specified exit timeline,
typically six to eight years. As shown in Exhik t 14, re | estate private equity is about twice as
large as real estate public equity in the US. » s a ~ource Jf capital, however, both are dwarfed by
debt providers. Real estate transactions re higly icvered. On aggregate, in the US, for each $1
billion of equity thereis over $3 billiun o. debt, I aplying aleverage ratio of about 75%.

As Exhibit 15 shows, private rc a estate funaraising grew more than five-fold, from $19.3 billion
in 2000 to $104.7 billion<n 20.96. F' ndraising was at its lowest in 2002, following the 2001
recession, down to $7+.2 Fllic.=".om $21.8 billion in 2001. Of particular interest, hotel
transaction volumes»er. < 4ativaly flat from 1998 to 2003, hovering below the $20 billion a year
mark. Starting ir 200« hc <l.eals grew exponentially and reached $80 billion in 2006 (Exhibit
16). Along with « 2, opers and private investors, private real estate funds were a major investor
in the hotr. industr, . REITs were not as active as PE firms due to the cyclicality of the hospitality
sector T >~".ang s 11 both occupancy rates and room rates immediately affect the cash available
for disti bution t< shareholders.'?

Thi real cstate boom was probably ignited by the very low interest rate policy of the U.S.
F de | Reserve and other central banks after September 2001. From 2002 to 2004 the LIBOR
rate which isthe interest rate at which banks lend to one another, hovered below 2% per year. As
real estate prices and volumes skyrocketed, central banks increased interest rates and the LIBOR
surfed over the 5% per annum mark in 2006-2007 (Exhibit 17).

1 «Cap Rates and Real Estate Value Cycles: A Historical Perspective with a Look to the Future” Babson Capital
Research Note, June 2009
2 REIT Guide (2™ Editoin), Deloitte
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5. Capital Structure

In aleveraged buyout, the target company’s existing debt is usually bought back, a large amount
of new debt is raised, cash reserves brought to a minimum, and significant credit lines are
negotiated. The large amount of debt and the retiring of cash, however, leads to higher
vulnerability to downturns. A PE firm might have difficulty making large interest paym nts
during economic downturns and run the risk of seeing its company seized by debt-holders

In the case of Hilton, Blackstone funded the transaction with 78.5% debt and 21.50 equ ty. Such
a high leverage was typical, abeit of the high side, of buyout transactions cona. <te 4 in 2005-
2007. Another important metric to gauge leverage is the debt to Ebitda mul* ple. 1 | ‘lton’s case,
it was 12.4x and this was about twice as much as the average that year (B> 1ibit 16 . Tu compare,
the largest PE transaction ever — Texas power company TXU Corp.«..ici was t: ken private by
KKR and TPG afew months earlier (February 2007) —had asimili - leverage o..5%) but a more
typical debt to Ebitda multiple of 6.6x. Exhibit 19 shows the ca tal stri cture of the Reader’s
Digest LBO in November 2006. Again the leverage was 3bout 6.74 out the debt to Ebitda
multiple was twice that of Hilton. Hence, Hilton's hich deb. to Ebitda ratio was high but not
exceptional.

The main characteristic of the 2005-2007 credi; boom ' /as hat debt tended to be ‘cov-lite, i.e.
with minimal covenants. This was the case . v | ilton’s Jebt. Traditionally, lenders would attach
anumber of covenants to any debt pack ge an ' pa . —uarly so when the company takes on board
alarge amount of debt. Many were (.an ed by "Yis development. The Economist thought it was
concerning and short-sighted. Tk Tinanc. Yl Times endorsed the view of Anthony Bolton, who
warned on his retirement from ' idelity Invesimentsin May 2007 that cov-lite is "the tinder paper
for aserious reversal in the'nar et."*3

Exhibit 20 showsthe “L 2 model” for Hilton using management projections, assuming exit after
6 years and the s.ume i anc entry multiples. Depreciation and amortization is assumed to be
23% of Ebitda { Yass. on caayst projections), and tax rate is set to be 30%. Interest expense
projections are: ba. d on a constant LIBOR set to the rate as of June 2007 (5.07%). Notice the
negative . &t 2., ‘ng. for the first two years despite optimistic management projections. This is
why P firms ser Jure arevolving credit facility for leveraged buyouts. The credit limit, however,
n 7'sto, 2w erully chosen to minimize fees. In Hilton's case, a cash reserve had been deposited
wit the . rders which could, upon the Company’s request, be used for debt service, capital
¢ ‘pe ditures and general corporate purposes.

Although at the time the Daily Telegraph reported that there were “worries over a global credit
crunch as investors start to baulk at the increasingly risky debt investment vehicles being hit by
rising interest rates’, if it al goes as planned, Blackstone would more than quadruple its
investment from $5,700 million to $27,247 million.

13 Others argued that the move to cov-lite was a welcome simplification of loan documentation, fully justified as the
banks would hedge their risk by transferring exposure to the loan in the CDO market. It was also pointed out at the
time that cov-lite |loans operated in a very similar way to bonds, but at lower values.

6
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6. Theday of reckoning

Blackstone executives probably knew that the Ebitda projections, if anything, were a bit on the
optimistic side. If they came true, Blackstone would earn a whopping $22 hillion — by far the
largest capital gain ever in the PE/RE space. This meant that there were margins for error.

But maybe this time it needed more than a margin for error. June 2007 turned out to be the ' ery
peak of the leveraged buyout and real estate market. The headlines radically channed. <@ 25
March 2008, the Financial Times ran an article explaining that since this Hilton de=".

“not a single private equity deal has been hatched above $4bn, and onl; o= Hn f leveraged
buyouts larger than $1bn have come forth (...)significant bankrupt ies in oricate equity
portfolios are a certainty, asis the next round of bad press that wi'*~cc. mpany them. (...) Not
only are new deals scarce, a number of agreed deals that had nc. yet close. " ave hit the rocks,
spawning recriminations and litigation.(...) In recent weeks, kth Mo dy's and Sandard &
Poor's have issued reports identifying an increasing nuriher of ¢ htors at risk of default. Not
surprisingly, many of those companies are private equity hacked. S&P's list includes more
than 50 worrisome private equity portfolio companie.

It looked as though the private equity world was doome rig 1t after the Hilton transaction closed.
Diane Vazza, a managing director at ratiri 's ¢ Yency /standard and Poors, commented on the
situation in PE by saying, "the day of r<ckoni g o Lrived”. This was certainly not the type of
market timing skills that Blackstone wc d likc to boast to future investors. Blackstone’'s own
earnings forecasts were widely r="2iad, ani ' in less than seven months since its successful debut
on the stock market, Blackston: stock price piunged to $4 in February 2009, a breath-taking 87%
dive from the IPO price of ~.31!

Hilton was certainly. nc *"e only one in trouble. Other hotel groups, athough not as highly
leveraged, would ill - ufte ~ th dive in Ebitda generated by this cataclysmic financial crisis. On 6
March 2009, the St=-wooa and Marriott stock prices were down 85% and 71%, respectively
(from Julv'20U7 - 2e time of the Hilton deal).** Choice fell 39%, and the S&P 500 fell by 55%
(Exhibit 21

C 200l aspect of being private may be that you do not see your stock price hitting zero! But
the narsn, .ality bites nonetheless. Due to lower than expected earnings, many companies could
It scrvice debt and bankruptcy rates skyrocketed. In 2009, Hilton's Ebitda was only about half
of “vhat had been projected at the time of the deal for 2009. How could debt be serviced,
covenants met and Hilton avoid being seized by debt-holders then? To begin with, remember that
Hilton’s debt was cov-lite. In addition, the Fed decreased its interest rate to afirst-time ever rock-
bottom of 0.25%, pushing down the Libor rate to 0.68% in 2009. This rather unexpected
combination of events led to a miracle: net earnings ended up being the same in 2009 as the
(rosy) projections.

4 As of December 31, 2007, Starwood, Marriot, and Choice had net debt to enterprise value ratio of 29%, 17%, and
10%, respectively.

7
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7. Doubling up

The waves of quantitative easing might have helped preserve net earnings for Hilton, but it does
not mean that the equity stake is preserved. PE-owned companies such as Hilton may not see its
daily stock price but the value of the debt can be a good indicator. When debt trades below par,
the equity is usually not worth much (only the option value). The sharp decline in hotel s ock
prices raised the likelihood that Hilton's equity was worthless and Blackstone actually w ote
down the value of its equity stake in Hilton by 70% in 2009. But Blackstone saw what cou.” be
called an investment opportunity (or a doubling strategy): buying back the debt ar. the cashi. g
in both the increase in equity and in debt value in case of arecovery? Buying distr sse. debt was
a specialty of the house. The head of Blackstone's corporate advisory and »=stiv “tu. g practice,
Mr Studzinski, was reported to be “having the time of his life. He and hi< stable « f 1.4 advisers
have been riding high on the opportunities being created by companie= = ti \uble.” ’

In April 2010, after tough negotiations with banks and other debt hi 'ders, t ilton's debt was cut to
$16 billion from $20 billion, and maturity was extended by < vo yeai. . T* : restructuring included
the repurchase of $1.8 billion of secured mezzanine debt fo. a cash payment of $819 million,
representing a 54 percent discount from par value. Fu a2t v the repurchase of the secured
mezzanine debt was provided by $819 million in<wew u 'y investment from Blackstone. Recall
from Exhibit 8 that Blackstone raised alarge fur d in 20 7, cad this money needed to be spent by
2012. As not many deals were being execut 9, i lackst! ne was actually under pressure to find a
home for al this cash. This looked like yet a othe“cason to pursue this strategy. Finaly, $2.1
billion of junior mezzanine debt w.s nverte 1 into preferred equity. Singapore's sovereign
wealth fund, GIC Private Ltd, «... active investor in franchised hotel properties across the
U.S., was one of the lenders the . particinatea in the debt restructuring. *°

A year and a half later<nings st ''=oked gloomy. Moody’s released a ‘splashy’ report arguing
that the large leveraaec blLy-outs of 2006-2008 underperformed the wider market in terms of
ratings, default r=.es a d rc 7er e growth despite the recent wave of debt restructuring. High-yield
bonds for Clear *ha.nel and Harrah's Entertainment, now renamed Caesars, both of which had
already re .ructure.’. were trading at 70 cents on the dollar. The senior bank debt of the largest
LBO evel T o, wvastrading at 60 cents on the dollar. The hotel industry, if anything was more
affectec for its he avy reliance on corporate travel, wages and discretionary consumer spending. A
re. od.nu mbe of lodging companies filed for bankruptcy protection in 2009 (e.g. Extended Stay
An. ica, .nich Lightstone acquired from Blackstone two months prior to Hilton’s transaction
1.r &2 billion, financed by $4.1 billion of securitized first mortgages, and $3.3 billion of
me zanine loans). Bruce Force, senior vice president for sales at Lodging Econometrics
commented after the company’ s bankruptcy filing,

“ Between the dip in prices and the overleverage and the reduction in revenue, it’'s like one-
two-three, you're out”

> http://www.ft.com/cms/s/0/5a68¢232-0cde- 11de-a555-0000779f d2ac. html#axzz2yx WpurK B
1o http://www.thestreet.com/story/12137755/1/singapore-bets-on-blackstones-hilton-ipo-after-2010-debt-
restructuring.html. After Hilton's PO, GIC owned roughly 5% of Hilton's outstanding stock.

8



Hilton hotels: Real estate private equity

L udovic Phalippou

8. Exiting Hilton

Blackstone used the same formula to convince creditors holding debt on its other hotel
investments to complete similar restructuring deals. Among the lenders rumored to have sold its
mezzanine loans at a discount was the German bank Hypo Real Estate Holding AG, which was
highly distressed. However, the cost of buying back debt was getting higher. In 2009 and 2 10,
mezzanine debt on some hotel portfolios could be bought for as little as 20 cents on the da lar.
But hotel performance rebounding sharply in the U.S. in 2011-2012 eliminated -many . =bt
discounts. So maybe it was time to change gear and start thinking of selling insteas” of bt ying.

The end game for Blackstone's hotel investments was an initia publi. on vir: (IPO; see
Appendix C for a discussion on exit routes). For this to happen, two ing edients are necessary:
Ebitda (and its recent growth) needs to look good, and the IPO marke™. . sea to be  {ive and well.

Two hotel owners sought IPOs in 2011 with tepid results.” Sumr it Hote Properties, owner of
68 hotels, saw its stock quickly trading lower than the IPO p.ice. On'. '~ 10, 2011, RLJ Lodging
Trust, owner of 140 hotels, priced its IPO at $18 a share, lov. ¥ than RLJ's anticipated range of
$19 to $21, and the stock price stuck around the is ue = = thereafter. But the magic of
guantitative easing was going to strike again. Var ous . an. nentators drew alink between the Fed
monetary policy and both the reduction in < ock me ke volatilities and increased investor
confidence. Irrespective of the explanatior. e ity iniices and IPO activity gathered stream
concurrently. By mid-2013 the S&P.7J0 wc s beun to October 2007 levels. 112 IPOs went
through in the first three quarters of 201" repre enting a 48% increase from the same period in
2012. First day returns averager' a .iealthy 14.2% in Q3-2013."° Interestingly, the U.S. housing
market continued to see recov Xy, anc the real estate sector dominated the 2013 IPO market,
boasting 22 IPOs raising “+.2 . illion | ‘epresenting 12% of total IPO volume) in the first three
guarters of 2013. Blac" stoneitse, " uped the water with a $565 million IPO for Extended Stay
America, which it ~2.0v. = _d with Centerbridge Partners, and Paulson & Company. The number
of PE-backed IF Us st geu te 38 in the first three quarters of 2013 (32% of the total) — eleven
more than the fu '-yar 2012 total (Exhibit 22).*° The stock-market seemed ready to welcome
back Hilte 1—as o 1 as the Ebitda and growth numbers were right.

During ecessior ay periods, the fee based management and franchised model performs much
by (o tha the owned and leased model. And that was the strategy pursued by Hilton. Despite the
finc cial Liisis, Hilton continued its expansion but focusing on franchising agreements, a less-
C stly approach than owning property outright. In 2013, Hilton was the largest global hotel group
by oom numbers ahead of InterContinental, which had ranked first in 2007. 302 new hotels were
added by Hilton in 2009 alone, the second most in the Company’s 91-year history. Between June
30, 2007 and September 30, 2013, Hilton's management and franchise segment grew by 40% in
terms of number of rooms, representing 98% of its overall room growth, with virtualy no capital

¥ There were nonetheless some rare success stories — such as HCA, the US hospital operator taken private by KKR,
Bain and Merrill Lynch for $31bn, which floated in 2011 or KKR's Dollar General.

8 EY Global IPO Trends Report, Q3 2013

19 Q3 2013 IPO Report, WilmerHale




Hilton hotels: Real estate private equity

L udovic Phalippou

investment by the Company. As Christopher J. Nassetta, President & Chief Executive Officer of
Hilton, said:

“Qur category-killer brands are attracting capital from all over the world, and it is their
capital we are growing with, not ours’

The adjusted Ebitda for the management and franchise segment grew by 25% from 2007 to 2 12,
increasing its contribution to total earnings from 47% to 53%.%° But Hilton also outperfral its
competitors in the timeshare segment, with annual interval salesincreasing over 409/ _ ace 2C V7.
A similarly capital-efficient strategy was employed there. For instance, for the ‘welv : monttis
ended September 30, 2013, 50% of its sales of timeshare intervals were 2vel = d by third
parties versus 0% for the year ended December 31, 2009. The results/.rom . s \ vned-hotel
business segment were not as impressive. Despite the $1.8 billion investr. ent in i 5 owned hotel
portfolio to enhance its market position since December 31, 2007, tie ¢ ‘iuste 4 Ebitda of its
owned and leased portfolio for 2012 was still below 2008 levels.

In addition to increasing its revenue from management nd franc.aSing business, Hilton's
cornerstone for growth involved expanding its global f¢ *arint. Hilton's total international rooms
increased by nearly 50% to 149,000 in 2013 from 121,000 in < 7 and rooms under construction
outside the U.S. increased from less than 15% /0 nea v < %. In 2010, Christopher J. Nassetta
said of Hilton'sinternational presence durine an ntervie v:

“We're not where we want to be .« ust giv n the breadth of opportunity that exists in other
parts of the world—in Asia/Pacitic, I Europe, in the Middle East, in Latin America—the
majority of our pipeline sho'ud be comi g from international markets because we're under-
penetrated as comparedfo t e U.S. 1 arkets.”

In 2012, Hilton's Ebit 'a w.s neany double that of Marriott or Starwood (Exhibit 23). Both
Marriott and Starv oo ! he 1 low s earnings in 2013 compared to 2007. Hilton's revenue, which
fell by 14.6% ir. 2009 in li > with the peer average of -15.8%, achieved an annual growth of 2.0%
since 2007.“= =t bo.nd Choice, which grew by 2.8% per annum. Hilton’s Ebitda grew at a higher
rate than'its rezenc 2 at 5.5%. Choice saw a margina annual growth rate of 0.5%, whereas
Starwe 2d wid M xriott had negative growth rates of -1.2% and -2.9%, respectively. These
numbers 'oc’-e yood enough, and so Hilton was ready to jump back into the listed equity world.

n DNecember 11, 2013, Hilton raised $2.34 billion in its IPO, selling 117.6 million shares for
$. 2 ecch. The IPO was the second largest in the U.S. in 2013. The IPO gave Hilton atotal equity
value of $20 billion, more than 40% higher than the market capitalization of Marriott or
Starwood. Net debt was $14 billion, giving it atotal enterprise value of $34 billon. On December
13, 2013, the stock price reached $22 and Blackstone capital gain was standing at $10 billion —
the largest ever in the private equity world. Job done. But where to send the big box of chocolates?

% Hilton Company filing (2013)
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Questions

Question 1 (Valuation risk): Should the board have accepted the per share price of $47.50 offered
by Blackstone? If not, what should the board have done?

Question 2*** (Business cycle risk): Does the 2001 crisis teach a lesson relevant to Blacks one
when considering such an LBO? Why or why not?

Question 3 (Ex ante exit risk): How does the size of Hilton, Blackstone's compe’.cor: and A
estate funds influence the potential exit route?

Question 4 (Timing risk): Is the 2007 booming market the right moment for Bl ck: one to yet
again invest in ahotel business?

Question 5*** (Leverage risk): Run the model assuming that = another-20u1-2002 downturn
occurs in 2008-2009. What would Blacktone return be under tl » diffe ent capital structures
shown in the exhibits?

Question 6: (Strategy risk) Why would Hilton focus n y. = ing franchise and management
business instead of purchasing hotels for expansic.i, as 't 6 1in 1990’s?

Question 7 (Risk for other stakeholders). Is the Hi (on debt restructuring orchestrated by
Blackstone good or bad news for itsinve .ors: Wi, *2out for debt-holders?

Question 8 (Operational growth ri<!2\: Hov. much would have been the capital gain of Blackstone
assuming the same exit multip e as at enti ; and an EBITDA growing at the same rate as its
competitors? What do you ~onc¢ ude re¢ arding the source of the capital gainsin this transaction?

Question 9 (Post-1PO ri. < Aow much is Blacktone's capital gain on December 11, 2013 and on
December 13, 20”57 Vh t ist e Ebitda/TEV ratio on those days? Do they differ from those at
entry? Why or w Yy ns .? Wi _t are the risks faced by Blackstone and its investors post-1PO?

Question’ L0*** “In. yest rate risk): Loans to PE/RE-sponsored companies have an interest rate
that is loaung (I BOR plus a fixed margin). Banks would usually require companies to hedge
th=inter st U risk. Why do you think banks require this? Do you think it was the case for the
Hiv onwo action? If not, what would have been the return if interest rate risk had been hedged?

Qu astron 11*** (LP risk management): The Canadian model of investing is getting traction in the
illiquid investment space among institutional investors. This model dictates that a $100 equity
investment in an LBO should contemporaneously trigger a $130 sale of a similar publicly listed
stock and a $30 purchase of government bonds. The idea is to isolate the alpha of the PE
transaction, maintain portfolio diversification, and hedge away market risk. What trading would a
Canadian-model adopter do in the case of the Hilton LBO and what would her total return be at
the time of the Hilton IPO? Is this an effective risk management practice? Comment and debate
on what this approach does under different scenarios.
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Appendix A: Glossary

Acquisition: The process of gaining control, possession or ownership of a private portfolio
company by an operating company or conglomerate.

Amortisation of debt: The paying down of a debt instrument’s principal amount over time. Th'sis
a separate matter from interest payments. The amortisation schedule delineates in advance the
timing and size of these principal repayments.

Bankruptcy: An inability to pay debts. Chapter 11 of the bankruptcy cc'e s with
reorganization, which allows the debtor to remain in business and negotiate“w re. ructuring of
debt. Chapter 7 of the bankruptcy code deals with the liquidation of acomy any's a sete

CAGR: Compound Annual Growth Rate. The year over year growth =*_ applied to an
investment or other aspect of a firm using a base amount. The co apounc annual growth rate is
calculated by taking the nth root of the total percentage growth ra.» wk2re n is the number of
yearsin the period being considered.

Capital Gains. The difference between an asset'. . *ct xse price and selling price, when the
selling priceis greater. Long-term capital gains /on asse s h 'd for ayear or longer) are taxed at a
lower rate than ordinary income.

Capitalization rate (cap rate): Ratio i | ropert; net operating income (NOI) to current market
value. This is one of the key mavics in ‘eal estate valuation. Cap rates are the reciprocal of
valuation multiples—ahigher ¢ ip rate mean. alower vauation, and vice versa

Closing: An investmer’ event a1 ng after the required legal documents are implemented
between the investor an.’ 2 .ompany and after the capital is transferred in exchange for company
ownership or deb* obli yati »n.

Co-investr . T. 2 syndication of a private equity financing round or an investment by
individua s (1= ..'y ( 2nera partners) alongside a private equity fund in a financing round.

C ~mitt. d Cota: Thetotal dollar amount of capital pledged to a private equity fund.

« omitted capital: Cash to the maximum of these commitments may be requested (i.e. drawn
do 'n) by the private equity managers usually on a deal-by-deal basis. This amount is different
from invested funds for three reasons. First, most partnerships will initially invest only between
80% and 95% of committed funds. Second, it may be necessary in early years to deduct the
annual management fee that is used to cover the cost of operation of a fund. Third, payback to
investors usually begins before the final draw down of commitments has taken place.

Common Stock: A unit of ownership of a corporation. Owners of common stock are typicaly
entitled to vote on the selection of directors and other important events and may receive
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dividends on their holdings. Common stock offers no performance guarantees. In the event that a
corporation is liquidated, the claims of secured and unsecured creditors and owners of bonds and
preferred stock take precedence over the claims of those who own common stock.

Covenants. Covenants are legally enshrined in the debt documentation. If covenants are broken,
then the debt isin default and the bank can lay claim to its security. Covenants can be qualite ive
or quantitative. A qualitative covenant example would be that, for example, a certain na 1ed
individual has to remain in the business. A quantitative covenant sets limits and trigoer por. on
financial measures. For example, that the ratio of debt to EBITDA cannot exceed 2 .erta 1 leve

Cov-lite (or "covenant light") is financial jargon for loan agreements that de . wou onan the usual
protective covenants for the benefit of the lending party. Although tré ditionai y Lanks have
insisted on a wide range of covenants that allow them to intervene if *'2= fi 2ancia bosition of the
borrower or the value of underlying assets deteriorates. Cov-lite ler ling is sec s riskier because
it removes the early warning signs lenders would otherwise receive ‘hrougt traditional covenants.
Against this, it has been countered that cov-lite loans ssimply reflect «Yan< s in bargaining power
between borrowers and lenders, following from the increaset sophistication in the loans market
where risk is quickly dispersed through syndication or ‘rec ™t o vivatives. Cov-lite loans usualy
remove the requirement to report and maintain lc w1« va ', gearing, and EBITDA ratios. More
aggressively negotiated cov-lite loans might a<) remon = ¢ vents of default relating to "material
adverse change" of the position of the borr we . requi’ 2ment to deliver annual accounts to the
banks, restrictions on other third party-uebt,  =sti.*"uns on negative pledges, requirements for
bank approval to change the form of *.1e « =btor ¢ 2up's business.

Distressed debt: Corporate bor Js of compaiies that have either filed for bankruptcy or appear
likely to do so in the near f: .cure

Diversification: The nro =5 of snreading investments among various different types of securities
and various comr_nie: iniffeent fields.

Dividend: . he pay nents designated by the Board of Directors to be distributed pro-rata among
the sharet o e dit 3. On preferred shares, it is generally a fixed amount. On common shares,
the divi lend vari’ s with the fortune of the company and the amount of cash on hand and may be
0. *tad. iviuends can be paid either in cash or in kind, i.e. additional shares of stock.

L ue Diligence: A process undertaken by potential investors -- individuals or institutions -- to
an.'yse and assess the desirability, value, and potential of an investment opportunity.

EBITDA: See appendix D.
Equity and Enterprise Value (EV): See appendix D.

Exit Strategy: A fund's intended method for liquidating its holdings. See Appendix C.
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Flotation: When afirm's shares start trading on aformal stock exchange.

Free cash flow: The cash flow of a company available to service the capital structure of the firm.
Typicaly measured as operating cash flow less capital expenditures and tax obligations.

Fund Size: The total amount of capital committed by the investors of a venture capital fund.

Genera Partner (GP): The partner in a limited partnership responsible for all manayc: ent
decisions of the partnership. The GP has a fiduciary responsibility to act for the vene it of 1 e
limited partners (LPs), and isfully liable for its actions.

Holding Company: Corporation that owns the securities of another, usually with v ing control.

Holding Period: The amount of time an investor has held an inves nent. It u.-inines whether a
gain or lossis considered short-term or long-term, for capital gains ax purf Jses.

Initial Public Offering (IPO): See Appendix C.

Institutional Investors: Organizations that profes.u. 'ly ‘nvest. Includes insurance companies,
depository institutions, pension funds, investment com, ani x5, mutua funds, endowment funds,
and sovereign wealth funds.

IRR: Internal Rate of Return. A tyg'cal wvay F.nds measure performance. IRR is technicaly a
discount rate: the rate at which th«" esent” alue of a series of investments is equal to zero.

Leveraged Buyout (LBO):7ak over o' a company, using a combination of equity and borrowed
funds. Generdly, the t7 get com, s assets act as the collatera for the loans taken out by the

acquiring group.
LIBOR: London nte’ Bank Offered Rate. Serves as the reference rate for floating rate loans.

Limited F art=_" " .P,. An investor in a limited partnership who has no voice in the management
of the L xtnershir LP's have limited liability and usually have priority over GP's upon liquidation
G 2Da nersip.

LTM Last Twelve Months. See appendix D.

Limited Partnerships: An organization comprised of a general partner, who manages a fund, and
limited partners, who invest money but have limited liability and are not involved with the day-
to-day management of the fund.

Management buy-out (MBO): A private equity firm will often provide financing to enable current

operating management to acquire or to buy at least 50 per cent of the business they manage. In

return, the private equity firm usually receives a stake in the business. This is one of the least
14
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risky types of private equity investment because the company is already established and the
managers running it know the business.

Management Fee: Compensation for the management a Fund, paid from the Fund to the general
partner or investment advisor.

Market Capitalization: See appendix D.

Merger: Combination of two or more corporations in which greater profit is s ppo.2d to . e
achieved by the elimination of duplicate plant, equipment, and staff.

Multiples: See Appendix D.

Net Asset Value (NAV): NAV is calculated by adding the value ¢ al of tho .vestments in the
fund and dividing by the number of shares of the fund that are outs anding NAV calculations are
required for all mutual funds (or open-end funds) and close -end fu. 7s.7 ne price per share of a
closed-end fund will trade at either a premium or a discount' o the NAV of that fund, based on
market demand. Closed-end funds generaly tradeat adi oot 2 NAV.

Net income: The net earnings of a corporation #fter de 'uc. ng all costs of selling, depreciation,
interest expense and taxes.

NY SE: The New York Stock Excharge. “ounde 'in 1792, the largest organized securities market
in the United States. The Exchar itself loes not buy, sell, own or set prices of stocks traded
there. The prices are determine’ by public supply and demand. Also known as the Big Board.

Pari Passu: At an equal « ate or. pa. >+ thout preference.

PIK Debt Securit’es: F ay « 2 K7d security. Thisis aform of security that occasionally appearsin
transactions and ' s th = least senior security before equity. It receives rolled up interest (not paid

until the d<ut 1srec xemed) at high rates asit tends not to have any security on the business at all.

Pooled RR: A v thod of calculating an aggregate IRR by summing cash flows together to create
a tfoll casiflow. The IRR is subsequently cal culated on this portfolio cash flow.

karttc'io Companies: Companies in which a given fund has invested into.

Preferred Stock: A class of capital stock that may pay dividends at a specified rate and that has
priority over common stock in the payment of dividends and the liquidation of assets.

Private Equity: Equity securities of companies that have not "gone public’ (are not listed on a
public exchange). Private equities are generaly illiquid and thought of as along-term investment.
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Recapitalization: The reorganization of a company's capital structure. A company may seek to
save on taxes by replacing preferred stock with bonds in order to gain interest deductibility.
Recapitalization can be an alternative exit strategy (see appendix C).

Sale and leaseback transaction: Used by companies to change the financial relationship with
assets that they use in the business. For example, a retail business might sell a store to rei lise
cash, but then simultaneously enter into a long term lease contract to rent the store back for
continued use. It transfers assets off the balance sheet (and the costs of ownership) into <. ure
running cost on the income statement.

Senior Securities. Securities that have a preferential claim in the case of lizuiucior . Generally,
preferred stock and bonds are considered senior securities.

Subordinated Debt: Debt with inferior liquidation privileges t) senior i in case of a
bankruptcy; it carries higher interest rates than senior debt, to which 't is subordinated, to
compensate for the added risk, and will typically have attach d warre >ts

Term loan A (or “A tranche”): A senior term loan thar s ' matures within five to six years
and typically amortize, with the borrower having o i< »ay an amount each year equal to between
5.0% and 20.0% of the initial principa amo nt of (1e 2an. In English law-governed loan
transactions, a TLA isusually referred to as. =ni' r debt sr Tranche A debt.

Term loan B (or “B tranche”): Loa’s ti 4t typi ally mature within six to seven years. It has a
repayment schedule (e.g. 1% of .2 prin ‘pal amount of the loan per year). In English law-
governed loan transactions, TL ;s are often raferred to as mezzanine debt or subordinated debt. In
US law-governed loan tra.sac ons, T -Bs are senior debt and are usually not subordinated to
other indebtedness of th. borrowc 2y are pari pasu).

Syndication: A n.nbe ot nve_ors offering funds together as a group on a particular deal. A lead
investor often co. rdi* ates such deals and represents the group's members.
Syndicate: underw ‘ters or broker/deal ers who sell a security as a group.

Vintage Year: Tk 2 year in which the venture firm began making investments. Often, those funds
W lvil age years' at the top of the market will have lower than average returns because
nor ‘olio v mpany valuations were high, e.g an Internet Fund started in vintage year 1998.

Wi te-off: The act of changing the value of an asset to an expense or aloss. A write-off is used to
reduce or eliminate the value an asset and reduce profits.

Write-up/Write-down: An upward or downward adjustment of the value of an asset for
accounting and reporting purposes. These adjustments are estimates and tend to be subjective;
although they are usually based on events affecting the investee company.
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Appendix B: The Competitors of Hilton Hotels

InterContinental, a British multinational hotels company, was the largest hotel company in the
world by rooms with 556,246 as of January 2007. InterContinental focuses on managed and
franchise businesses instead of owned and leased businesses through its brands including
InterContinental, Crowne Plaza, Holiday Inn, and Holiday Inn Express.

Wyndham, the second in the 2007 ranking behind InterContinental by 13,012 rooms. . sed
its room portfolio by 31.3%. In July 2006, it was spun off from Cendant. Cendant, * nici. grew v
a series of acquisitions, including Ramada, Howard Johnson’s and Days Inn, ente =d t'.e upscale
lodging sector by acquiring the Wyndham hotel brand in September 2005. Y.y, 'ha 1 engages in
the lodging business entirely through managed and franchised business ma iel.

Marriott climbed up the ranks from the sixth position in 1995 to t' e third 11. 2757 by increasing
its room supply by 317,094. Its growth was attained through a ' ombin: iion of the buyout of
brands such as Ritz-Carlton (1995) and Renaissance (1997): steady  vaar’c growth of its brands,
and the creation of new brands, such as Spring Hill Suites ana TownePlace Suites.

Although stable in the ranking, Accor, a French..c A ¢ oup whose hotel brands include lbis,
Mercure, and Novotel grew by nearly 230,000 rc oms. A >co. heavily relied on the organic growth
of its economy brands, but also acquired Ret Rc f in 19 9 to increase presence in North America

Choice, which franchises lodging <.rc erties inder its proprietary brand names, including
Comfort Inn, Comfort Suites, Qu='ty ant =cono Lodge, had seen a modest growth in room by
46.2%. Only three of the hotels operated unc.ar its brands were owned by the company.

Best Western, operator i the Bu W estern Hotel brand, dropped from the number four spot to
number seven in 200+ F.ch Best Western hotel is an independently owned and operated
franchise. The ¢ apea 'y « ner7.es as a nonprofit membership association, with each franchisee
acting and voting as 7 .memi o of the association in the manner of marketing co-operatives.

Despite tl 2 b* .~ ti an average growth rate of 100.5%, Starwood remained in the same rank in
2007. < arwood ¢ nducts hotel and leisure business primarily in the luxury and upscale segment
LU e its Yra.o names including St. Regis, W Hotels, Westin and Sheraton. In 2006, Starwood
ac lireu _ > Meridien, which contained 137 properties, primarily located in Europe and the
1 lidc e-Eadt.

Carlson, which placed the ninth position with 119,665 rooms behind Starwood, had a portfolio of
hotel brands including Radisson Blu, Park Plaza, Park Inn and Country Inns & Suites.

Global Hyatt, which was the last in 2007 ranking, manages, franchises, owns and develop hotels
and resorts under the Hyatt, Park Hyatt, Grand Hyatt, Hyatt Regency, and Hyatt Place brand
names.
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Appendix C: Exit Options

PO (Initial Public Offering)

An IPO occurs when a private company offers its shares to the general public. The company is
then publicly traded. It usually takes some time until the IPO can be completed. It aso takes alot
of management time and fees are quite high (often 7% in the US; much lower in Europe In
addition, investors would typically leave money on the table when bringing a company pul lic.
The typical underpricing is 10% but it can often be much higher. IPOs used to be corciderew. the
road to glory in the 1990s, but increasingly, PE firmstry to avoid IPOs.

There are anumber of key decisions to take when considering an IPO: First ‘s*".e location
of listing (where to list). A stock can be traded on different stock-exchanc s a. ' i< ues such as
visibility and liquidity are central here. Second, and related, is the ¢ice ¢ the level of
regulation. For example London main market and NY SE are meiC veg lated / nan London’s
Alternative Investment Market (AIM). Severa commentators argue that the UC stock-markets are
losing to their foreign competitors due to their heavier regulatory envirc 1/ment (e.g. Sarbanes-
Oxley). Third is timing. IPOs are very cyclical. There are £ \me prc. > 2 periods of time with
very few IPOs (“cold markets’). Fourth is the amount.to sell. Not all shares can be sold on the
issue date, and there is a lock up period (from six m. nu.2*< over a year).”! Finally, another
element to consider is that the key driver of deme’.a i ™ 20 isusually growth.

Trade Sale

The most common exit strategy for F - firm . (E~.uoit 10), a trade sale refers to the sale of
company shares to industry investois. '\ e trac » buyer is usually motivated by synergies and
economies of scale. It is therefe'c usually aperating in the same industry, and willing to pay a
premium. However, competitic 1 and requlatory concerns are important impediment to such deals
and make the PE firm run-.ne t sk of b ang unable to sell the company while having paid all the
transaction costs.

Secondary Buy~ ut
A secondary_buy 2 occurs when one PE firm sells its equity stake to another. It is now the
second m.st comi. 9n exit channel for PE firms (Exhibit 10). The usua route would be to
organize .= .ucu N 0 execute such a sae. PE firms will not care too much about poor past
growth.

It" s orten difficult to see what a private equity firm can do that the previous one did not
ma e to do. Most importantly, this exit channel is not really an exit for some investors. If a
L miuv d Partner isinvesting in both the buying fund and the selling fund, then it is not exiting the
dec . It stays in its portfolio, but it has to bear the transaction costs. Such transaction costs are
easily above 5% of the equity stake (about 2% of transaction value).

But will atrade sale, or secondary PE sale, raise more money than aflotation (i.e. IPO)? It
should depend in part on what happens to control. When buying an entire company, the acquirer
may be willing to pay a control premium. However, IPOs are sold to a broader public and if it

2 Can be rationalized by concerns over asymmetric information — need reassurance that original investors haven’t
massaged the figures then exited
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was successful in creating interest and/or competition between investors then more money may
be raised. Another element that may be considered is sentiment. As mentioned above, IPOs are
very cyclical, with period during which certain type of stocks are “hot”, i.e. potentially over-
valued.

In practice, it is difficult to know which route realises higher returns and the answers may
be time-dependent due to cycles. Typically private equity owners prepare some basic informe ion
for a number of investment banks, ask them to pitch for business and advise on valuation and
which is the best exit route. Interestingly, sometimes, the PE firm initiates an IPO_gels = vly
signals from the underwriter (the consortium of investment banks) about the capi”al tf & can e
raised and if atrade buyer and financial buyer steps in and offer more, the IPO i< car _elled and
the company is sold to those buyers.

Dividend Recapitalization

If the business is not ready for complete exit, there are some partic exit optic: . The usua route
is adividend recapitalization. Usually, dividend recaps are leverac d (call xd leveraged dividend
recapitalization), which means that the company assumes a¢ Jitional 'eht<.0 partly or fully use to
pay for adividend. A non-leveraged dividend recapitalizatiol is financed by using cash that the
company aready has on hand.

Pre-crisis, there had been a wave of divid . >ces. For example, in 2006, according to
Fitch data, there had been 40 dividend payouts totallir y & out $10 billion and these dividends
enabled buyouts companies to recover 72 { arc. nt of t eir investment within 20 months.? But
post-crisis they became more difficult be_ause »f ti. = Zficulty to borrow.

Dividend recaps are basically an' rbitrag » between debt and equity markets by PE firms.
Some of the most spectacular (i+:-rnal re es of) returns in private equity have been achieved
through dividend recaps becau e of the dividends coming early on in the life of the investment
and often for an amount sir.ila ‘o wha the investors had put in the deal. For example, the largest
dividend recap in Euror ¢ hasbec > tv_t of Amadeus Global Travel Distributions by BC Partners
and Cinven Group in 2097 ror $1.6 hillion (to pay a record dividend of the same amount), less
than two years #7.er L 1yi. 79 t+'= company.?® Another famous one is that of Edgar Bronfman Jr.
and PE buyout firr's TH_ Partners, Bain Capital, and Providence Equity Partners. They
purchased warner Music Group in 2004 and a year later they received about $1.4 hillion of
dividend | ro="c. dividend recap.* In both cases, the dividend was higher than the origina
investn nt.

S me wividend recaps are quite infamous, however. For example, in 1993, Bain Capital
inv sted «. million in GS Industries. Less than a year later it collected a dividend of $36 million
v aa lividend recap. While the dividend recap is not the only culprit it contributed to increase the
de* of the company which filed for bankruptcy in 2001; 4500 people lost their job (from the
peak year).”®

2 http://www.bloomberg.com/apps/news?pid=newsarchive& sid=a.viL GhV Park

2 http://www.bl oomberg.com/apps/news?pi d=newsarchive& sid=a.viL GhV Park

2 http://deal book.nytimes.com/2011/05/06/how-wel | -did-warner-musi cs-investors-do/

% http://www.politifact.com/truth-o-meter/statements/2012/may/16/bar ack-obama/obama-ad-clai ms-romney-bain-
| eft-misery-wake-gst-§/
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Appendix D: Enterprise Value, M ultiples, Relative Valuation and
the modelling of Illiquid Investments

Enterprise value (EV) is the total economic value of the enterprise which is equal to all capital
claims on the company. Hence, the enterprise value of a company refers to the present value of
all future free cash flows from operations that are generated by a company’s economic as =ts.
This value equals the sum of investors claims on the assets, as represented by the cemoal y's
equity and net debt positions.

As the enterprise value is determined by future cash flows, its value chant s when
expectations about the amount, riskiness, or opportunity costs, of future cash flow. c".ange. This
is the case when the situation for a company, the industry within which it /pera s, «  the whole
economy improves or worsens. When calculating the enterprise or equit. value if a company,
one accounts for a company’s “net” debt position, which equals the Liouri of afompany’s long
and short-term interest-bearing liabilities minus any cash and sha t-term investments. Cash and
short-term investments are deducted as they could immediately be  sed to | 2pay an equal fraction
of a company’s debt, or could be taken out after a takeov ¥ and L. to recoup a part of an
acquirer’s purchase price.

For a publicly listed company, the equity value qua. e market capitalization of a
company, which is the total dollar value of all or.stanc ng shares (= number of shares multiplied
by current price per share). For a private compe 1y, the - hare price is not observed, so the equity
value needs to be estimated has to be estime 2d . v usir J comparable companies or transactions.
Comparable companies are publicly sted c. mparnes of similar size that operate in the same
industry. Comparable transactions are “ecent mergers, acquisitions or buyouts that involved
similar size companies operating 1 a simi ¥ industry. From the value of those companies and
transactions, multiples can be derivec' and be applied to the company’s earnings measures to
determine the enterprise v . ue.

Multiple (or e= 1u. 35 Aultir <) isthe ratio of acompany’s enterprise value and a performance
measure. The i ost ~omn aly used performance measure is a company’s earnings before
interest, tav'_, dg. cciation and amortization (EBITDA) over the Last Twelve-Months (LTM),
asthisreg "eser*>ac ympany’ s ability to generate cash from its current operations.

©Bi 1 DA s a measure of cash flow calculated as. Revenue - Expenses (excluding tax,
irterest, deg = ation and amortization). By not including interest, taxes, depreciation and
an ru..’ 1, we can clearly see the amount of money a company brings in and that could be
< SeG "0 cover any loan payments.

Other measures, and probably more pertinent measures, are EBITDA—Capex and EBIT.
EBITDA—Capex measures a company’s remaining cash after its investment activities. This
provides a better estimate of the amount of money that can be used to pay interest expenses and
taxes, with the remainder being at the disposal of the company’s owner. In the case of LBOs any
remaining free-cash flow is usualy used to repay debt principal. Capex includes both
reinvestments in a company’ s maturing long-term assets and expenditures for future growth. As a
result, Capex can be volatile, due to changes in investment activity, and should be compared to
previous years levels. In contrast, a company’s EBIT deducts depreciation from cash flow, and
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hence the impact of investment activity is smoothed according to the assets depreciation
schedules. Nevertheless, when using EBIT multiples, one should compare the amount of
amortization with previous year’ s numbers as, for example, goodwill impairments might bias the
EBIT inaparticular year.

The multiple that is applied to earnings measures — to arrive at the valuation of the fir n —
depends on many related factors, including:
e The expectations about the growth of the economy/industry
e The expectation of growth of the company within itsindustry
e Thecurrent level of interest rates
e The capital intensity of a company, especialy when using EBITD \ as e erformance
measure
In addition, one has to consider adjustments to the multiples. Factors<c on ‘der ir :lude:
e A control premium for a publicly traded company or aniillic Jidity discount for aprivately
held company
e Differencesin capital structure, astax shields resultir. * from 1. ased debt impact on
enterprise values
e Differencesin operational risk, which may result” A mc.© ‘olatile earnings
e Trendsin the overall market since the oce Jrrenc » 01 vecent transactions
e Whether the earnings measures are “norr_a”, or [ 1clude exceptional revenues or costs
that are unlikely to recur in the fut: re
e Whether there are any advanta” . or dis dvantages that justify a premium/discount

Immediately after the trans .tion (i.e. ¢ 2sing of the deal) a company’s equity value equals
the amount of equity a private « quity fi nd has invested in the company. Since the equity value of
a company at exit will £ ual th» capi'al that is returned to the fund, and hence determines the
return on the fund's i itie' equity contribution, private equity firms are keen to increase a
company’s enterpr’ < ‘a2 as r.dch, and as fast, as possible following the LBO. To increase the
equity value, or. * can Athe < 1) decrease the amount of debt or (2) increase the enterprise value
(see append’ D). "o decrease debt, one needs to pay off as much of the debt as possible during
the holdir J periad. "0 increase the enterprise value of a company, recall from appendix D that
EV =i Wuluue* y arformance. Hence, there are two optionsto increase EV:

o (.'9) !> asethe performance measure of acompany (e.g. its Ebitda)

s 7 Increase the multiple that the market will apply to a company at exit, i.e. exiting the

company at a time when there are higher growth expectations for an economy or an
industry, or improving the expected company earnings growth.

Importantly, the three levers of increasing the equity value (1, 2a, 2b) are not mutually
exclusive. Growth of a company’s EBITDA triggers a higher EV at exit and may aso trigger a
higher multiple at exit. In addition it may trigger afast repayment of debt. It is therefore difficult,
yet instructive to decompose the source of value addition in atransaction.
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Appendix E: Structuring the equity

It is also instructive to understand the monetary incentives provided to top executives. To aign
interests between the private equity fund and the management of a portfolio company, the
management is expected to invest alongside the private equity fund into the equity of an LBO, At
this point it becomes relevant how much of its own wealth the management puts into an LBO and
how their equity investment is structured.

Note that if the management puts too much of its own wealth into the cor pany it mig.it
become excessively risk-averse. If the management’s contribution istoo small it n- ¢'.c not focus
enough on necessary changes and implementation. As a rule of thumb, m7 1ager. =n. ‘s expected
to contribute between 20% and 50% of its own wealth into adeal. In the ¢ se of pu alic-to-private
transactions, management would usually roll-over apart or al of its‘uic.es' 0d st ok options into
the equity of the post-transaction company. In the case of Hiltor, the C=O was appointed by
Blackstone when the transaction closed. This means that the CEO | wst he /e bought some of the
equity at closing.

Even though CEOs may put up to 50% of their o.'n w1 into the company, their equity
stake may be relatively small. This means that ar; exti - $. of equity value added to the company
would trandate into a small amount for the CI O. Thi¢ issue is precisely why CEOs of public
companies receive stock options. In prixat. e ity transactions, in a sense, executive stock-
options are given via a dlicing of the e, uty inu» twu parts. preferred equity and common equity.
By giving management only common eq ity any extra $1 of equity value trandlates into a large
payout for CEOs.

In the case of Hil*un, a sume hat the CEO put only $10 million and that there is $5.5
billion of equity split< etwe.n $C wullion of preferred equity earning 12% per year and $500
million of commor = uiv ~ The ZEO then has 2% of common equity. At the time of the IPO, the
value of the pre erred egqu v would be about 5%1.1275.5 = $9.3 hillion. The total equity value
was $19.7 billion, t+us let’s say that common stock was worth $10 hillion. In this case, the CEO
stake wor'«d be we ith $200 million, which is 20 times what the CEO invested in the deal.
Withe it ti " structuring of the equity tranche, the CEO stake would have been worth less than
0.2% ar. ! the va' e at the time of the IPO would have been (only) $34 million.
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Exhibit 1: Top 10 Worldwide Hotel Groups by Room Numbers (2007)

Rank Rank Group Country Hotels Rooms Growth in Rooms
2007 1995 2007 1995 2007 1995 Change %
1 2 I nterContinental GB 3,741 1,925 556,246 356,800 199,446  55.9%
2 1 Wyndham USA 6,473 4,208 543,234 413,891 129,343  31.3%
3 6 Marriott USA 2,776 874 502,089 184,995 317,094 171 4%
4 7 Hilton USA 2,901 388 497,738 147,457  350,281° 237 5%
5 5 Accor FRA 4,121 2,265 486,512 256,607 229 o 89.L 0
6 3 Choice USA 5,316 3,358 429,401 293,706 1569 46.2%
7 4 Best Western USA 4,164 3,409 315,401 280,144 37,7 12.6%
8 8 Starwood USA 871 425 265,598 13247 1311 100.5%
9 - Carlson USA 945 349 145933 79, 32 €,451 83.6%
10 - Global Hyatt USA 733 167 141,017 (7,5:° 23499 81.9%
Source: MKG Consulting Database
Exhibit 2: Comparable Companies
él;;.;tl;grlllel :;?je da) SnarePrice Market Cap: Total [obt En\tglﬂreise Elél-l:l'l\lgA EBI?I'/I/DA
Marriott 42.77 10,006 2754 19,000 1,379 13.8x
Starwood 67.07 10427 2,606 16,874 1,180 14.3x
Wyndham 36.26 6,0 3,132 9,568 837 11.4x
Choice 39.57 2,61, 184 2,762 177 15.6x
Harrah's Entertainment 66.45 12,383 10,838 22,640 2,342 9.7x
Hilton 3347 13,045 7471 20,479 1,680 12.2x

Source: Capital 1 ), WP JS. U ".as of dune 29, 2007, except Harrah's Entertainment which is as of September
29" 2006, t==last = .ing day prior to the takeover announcement.
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Exhibit 3: Hilton Sum-of-the-Parts Valuation (as of June 29, 2007)

Comparable

Avg

Segment Company Mult Hilton
Owned and leased Accor Extended Stay America
LT™M 1,752.0 224.8 957.1
Market Cap 19,676.3
Net Debt 1,425.3
Enterprise 20,526.8 12,348 3
Deal Value 3,166.6
EV/EBITDA 11.7x 14.1x 12.° 12.9x
Managed and Choice
Franchised LTM 177.1 612.8
Market Cap 2,613.2
Net Debt 149.1
Enterprise 2,762.3 9,558.2
Deal Value
EV/EBITDA 15.6x 15.6x 15.6x
Timeshare Vail Resorts Harra =
LTM 230.5 2,360.7 110.1
Market Cap 2,374.4
Net Debt 250
Enterprise 2 563.6 1,287.6
Deal Value 27,892.5
EV/EBITDA . 1.6x 11.8x 11.7x 11.7x
\ Enterprise Value 23,194.1
Source: Company filings, Capital 1Q -
Exhibit 4: Financia j «forriance 7 Hilton and peer companies (1995-2006)
(UsSb in 7—1g'~ 2700 2001 2002 2003 2004 2005 2006 CAGR
Revenue
Hilton 3555 4345 3952 3816 3819 4,146 4437 8126 7.8%
Marris . 6,255 7,911 7,768 8222 8,712 9,778 11,129 11,995 6.1%
Starw od 5396 4,945 4633 4588 4630 5368 5977 5979 0.9%
Ci vice 213 353 341 366 386 428 477 545 8.9%
Bl
Hilton 497 1,235 1,023 951 849 988 1,104 1,715 11.9%
N arriott 398 957 642 642 641 741 883 1,275 11.2%
Starwood 674 1,449 1,094 1,039 856 1,084 1,229 1,145 4.9%
Choice 54 104 86 116 125 135 153 176 11.3%

Source: Company filings, Capital 1Q

24



Exhibit 5: Comparison of (log of) Cumulative Stock Returns (Jan. 2000 — Jun. 2007)
2.3 -

—=a— Choice
1.8 -

Starwood

13 - Hilton

------- Marriott

0.8 -

q W, T T T T T —
-0.2an-Q0 Jan-02 Jan-03 Jan-04 Jan-05 J=0a Jan-07
-0.7 -

Source: WRDS, own calculations
Exhibit 6: Top 5 PE Firms by AUM (2007)
Rank PE Firm Ac et Une. Management ($bn)

1 Blackstone Group 79

2 Carlyle Group 59

3 Bain Capital 40

4 KKR 30

4 Texas Pecific Gro p 30

Source: WSJ
Exhibit 7: Rev7.iue\ on. ib,on and CAGR by Business Segment (2002-2006)
(USD in millians)
CAGR
1200 1
Interest & other
1000

| 39.0%
8uu
. W Advisory fees

0 : G
M Cioan)
200 . Fund management fees
0
2002 2003 2004 2005 2006

Source: Blackstone company filing (2007)
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Exhibit 8: Blackstone's Private Equity and Real Estate Funds Raised (as of 2007)

Fund Vintage Fund Size (mn)
Blackstone Capital Partners| 1987 800 USD
Blackstone Capital Partnersi| 1994 1,271 USD
Blackstone Capital Partners || 1997 3,750 USD
Blackstone Capital Partners |V 2003 6,450 USD
Blackstone Capital PartnersV 2006 21,700 USD
Blackstone Real Estate Partners| 1994 485 USD
Blackstone Real Estate Partners|| 1996 1,300 USD
Blackstone Real Estate Partners | 1999 1,500 JSD
Blackstone Real Estate Partners 1V 2003 2,000 SD
Blackstone Real Estate PartnersV 2006 . 250/,SD
Blackstone Real Estate Partners VI 2007 10,. JUSD
Blackstone Real Estate Partners International | 2001 800 EUR
Blackstone Real Estate Partners International 11 2006 550 EUR

Source: Pregin

Exhibit 9: Annualized IRR Since Inception by Fund Type ' hrough 227" 31, 2006)

Year of Coml_ain\ ~und . 2vel Annualized IRR or
. Annualized \ RR ui ~ ‘urn Return, Net of Fees, Since
Inception - . .
Sinc !'ncotion Inception
Corporate private equity 1987 3 8% 22.8%
Real estate opportunity 1991 3 2% 29.2%
Funds of hedge funds 1990 13.0% 11.9%
Mezzanine 199¢° 16.0% 9.3%
Distressed securities hedge 2005 11.5% 7.9%
Equity hedge 2006 11.6% 8.9%
Closed-end mutual funds:
The India Fund 2005 43.9%
The Asia Tigers Fund PR 42.5%

Source: Blackstone c7~nal f.ling (2007)

Exhibit 10; Gl a“Jumber of Private Equity-Backed Exits by Type (Q1 2006- Q2 2013)

140
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100 g
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g RN e =
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mIFD mlainechsng okl oGP mlode She  —A&gpegons Bdi ok (G}
Source: Pregin

26



Exhibit 11: Top 10 Real Estate Funds Raised

Fund Firm Vintage Fund Size  Net IRR

($mn) (%)
Blackstone Real Estate Partners VI Blackstone Group 2007 10,900 8.8
Morgan Stanley Real Estate Fund VI Intl. Morgan Stanley Real Estate Investing 2007 8,000 -38.1
Lone Star Fund V1 Lone Star Funds 2008 7,500 15.2
Blackstone Real Estate PartnersV Blackstone Group 2006 5,250 8
Lone Star Fund V Lone Star Funds 2005 5,000 2.6
Lone Star Fund 1V Lone Star Funds 2001 4,200 .8
Morgan Stanley Real Estate Fund V Intl. Morgan Stanley Real Estate Investing 2006 4,200 m
Colony Investors V111 Colony Capital 2006 470 n/r.
Beacon Capital Strategic PartnersV Beacon Capital Partners 2007 4,70 -17
MGPA AsiaFund 111 MGPA 2007 >89 0.7
Source: Pregin i

Exhibit 12: U.S. Commercia Real Estate Transaction Volume (2 01-20C 5)
(USD in hillions)
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Exhibit 13: A\ ¥age lrar: ction Cap Rate for U.S. Core Properties ($2.5 min+, 2001-2006)

2006

10.0 /% |

2.0% b == -
A, "‘ \

7.0%
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5.0%
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Source: Real Capital Analytics
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Exhibit 14: The US Institutional real estate investment universe and capital sources (2006)

(USD in hillions)

-

’

’ . So
+ Private “«

Equity _—

705.0 N

t
1
1
1

Non-traded
REITs
374

Public
REITs
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\ hybrid)
Private Public 315.0
Debt Equity o Bri _
3504 \ ivate Private
2,3795 . , Investors Financial
Seooo? 451.8 Institutions
5.1
Life
Ins< .nce
Public Debt ) CC¢ panies
821.1 Foreign 4
Pension Investor=
Funds 570
162.3

Source: Emerging Trends in Real Estate 2007, Urban Land Institute and PriceWat=hou 2Cooper

Exhibit 15: Aggregate Global Private Equity Real Estate Capital F aised £ 2000-2006)
(USD in hillions)

120 1 / 104.7
100 - S
80 - AT
N /

3 I I

19.3 21.8 5 16.2
Exhibit 16: G oal F otel' T .nsactions V olume (1998-2006)

ZEQJ V4 -,I

2001

Source: Preqin
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Source: Jones Lang LaSalle Hotels
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Exhibit 17: Historical annualized 3-months USD LIBOR (2001-2013)

(%) 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

LIBOR 377 180 121 162 357 520 530 293 068 034 034 043 027

Exhibit 18: Evolution of Debt/EBITDA ratio (2002-2007)

6.7x
5.7X 5.9x
5.2x
] i I I I
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2002

Source: Deutsche Bank
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Exhibit 18: Capital Structure for TXU Corp. LBO (F¢ =ary .’007)

A s e
Enterprise value 44,972 8.2x
. o

Total Equity ( 188,3J0/0 1.5x
Debt

TermLoan B 16,450 7 years 3.50% 3.0x

Senior Unsecured Notes 1 5,0C 8 years 10.25%

Senior Unsecured Notes” 1,770 9 years 10.50% + PIK

Senior Unsecured Note 3 2,000 10 years 10.875%

Senior Unsecurer .we S« 2,500 10 years 11.25% + PIK

Senior Subord ated ! otes 8,972 10 years 6.07%
Total Debt 36,672 6.6x

(81.5%)

Exhib ® 19: Catal Structure for Reader’s Digest LBO (November 2006)

- —~—

Pricing (spread Multiple of
A Amount ($min) — Term over LIBOR) EBITDA
Entarprisevalue 2,335 24.2x
. 425

Total Equity (18.2%) 4.4x
Debt

TermLoan B 1,310 7 years 2.00% 13.6x

Senior Subordinated Notes 600 10 years 9.00%
Total Debt 1,910 19.8x

(81.8%)

29



Exhibit 20: LBO Modé for Hilton using Management Projections for Ebitda

LTM Ebitda 1,688 Ebitda CAGR 11.3%
EV Multipleat Entry 15.7x Tax Rate 30.0%
EV Multipleat Exit 15.7x LIBOR at Entry 5.07%
Sour ces of Funds
Term loan B 14,000 (53%) Senior Debt Margin 2.75%
Senior Unsecured Notes 6,800 (25.5%)  Junior Debt Margin 4.91%
Equity 5,700 (21.5%) -
2007E  2008E 2009E 2010E 2011E 2012E .. 20i..
Year O Yearl Year2 Year3 Yeard Yer o Yearb
Senior Debt at Y ear-End 14,000 14,000 14,000 14,000 14,000 14, 90 14,000
Junior Debt at Year-End 6,800 6,800 6,800 6,800 6,800 S8L ! 6,800
EBITDA 1,603 1,798 2,075 2,335 2,605 2,773 3,046
D& A/Capex 414 477 537 5¢) (61 701
EBIT 1,384 1,598 1,798 2,007 7,212 2,345
Interest on Senior Debt 1,095 1,095 1,095 1,065 1,095 1,095
Interest on Junior Debt 678 678 678 673 678 678
EBT -389 -176 25 233 439 572
Taxes 0 o 7 71 133 173
Net Earnings -389 -176 K 163 306 399
Enterprise Value 26,500 | 48,047
Equity Value 5,700 27,247

Exhibit 21: S& P 500 and Peer ~ _ apanie stock price (as a percentage of 7/3/2007 price)
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S~ S~ S~ S~ S~ S~ S~ S~ S~ S~ S~ S~ S~ S~ S~
M~ (o)) — «— m N ~ (e)) — — m N ~ (e)) —
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Source: Bloomberg, own calculations
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Exhibit 22: US IPO market statistics

Number Median VC-backed Buyout-backed
Year of IPOs Age No. % No. %
1980 71 6 23 32% I 1%
1981 192 8 53 28% 1 1%
1982 77 5 21 2749 2 3%
1983 451 7 118 26% 9 2%
1984 173 8 45 26% 3 2%
1985 187 9 39 21% 17 9%
1986 393 8 79 20% 42 11%
1987 285 7 67 24% 42 15%
1988 102 8 33 32% 8 8%
1989 113 7 40 35% 10 0%
1990 110 8 42 38% 14 13%
1991 286 9 116 41% 72 25%
1992 412 10 138 33% 98 24%
1993 509 9 171 34% 79 16%
1994 403 8 130 32% 22 5%
1995 461 7 188 41% 29 6%
1996 676 7 263 39% 34 5%
1997 474 9 134 28% 37 8%
1998 282 8 76 27% 1 11%
1999 476 5 274 58% 32 7%
2000 381 6 243 64% 31 8%
2001 79 12 32 41% 21 21%
2002 66 15 23 35% 20 30%
2003 63 11 24 8% 21 33%
2004 173 8 78 45% 44 25%
2005 160 13 46 200 67 42%
2006 157 13 54 34% 68 43%
2007 159 9 70 44% 32 o
2008 21 14 9 43% 3 14%
2009 41 15 12 200 18 44%
2010 93 10 40 43% 27 20%
2011 81 11 44 54% 18 22%
2012 93 12 48 52% ) rac
2013 157 12 76 489 3¢ 23%

Source: Jay Ritter website

Exhibit 23: Financial perforn ance of

Hilton and Peer Companies (2006-2013)*

(USD in millions) 207, 2008 2009 2010 2011 2012 2013 CAGR
Revenue
Hilton ¢ o5 8,875 7,576 8,068 8,783 9,276 9,735 2.0%
YoY Growth 24%  -14.6% 6.5% 8.9% 5.6% 4.9%
Marriott 12,990 12,879 10,908 11,691 12,317 11,814 12,784 -0.3%
Starw’ od 5,999 5,754 4,756 5,071 5,624 6,321 6,115 0.3%
Choic 615 642 564 596 639 692 724 2.8%
F. ¥ Averaor -17%  -15.8% 7.0% 7.0% 1.3% 4.2% 0.0%
=Bi .
dilton 1,603 1,703 1,211 1,564 1,753 1,956 2,210 5.5%
(oY Growth 6.2% -28.9% 29.1% 12.1% 11.6% 13.0%
Marriott 1,580 1,298 898 885 992 1,217 1,325 -2.9%
Starwood 1,356 1,157 793 879 1,032 1,220 1,263 -1.2%
Choice 198 200 164 171 180 201 204 0.5%
Peer Average -15.3%  -30.1% 4.3% 13.9% 19.7% 5.8% -1.9%

Source: Company filings, own calculations

! Adjusted EBITDAS were used for comparison. Hilton’s 2007 EBITDA comes from management projections,
and 2008 and 2009 EBITDAs are based on own calculations using the following formula: Operating income +

D&A + Impairment losses. YoY stands for ‘year on year’.
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