From:
Randy Churchey, Senior Vice President and Chief Financial Officer

FelCor Lodging Trust Incorporated

To:
The Motley Fool

Re:
Response to Dale Wettlaufer's Column on FelCor dated January 11, 1999

While FelCor has a policy against posting comments in response to opinions expressed in forums such as this, I believe I need to respond to Mr. Wettlaufer’s posting, since I do not believe his analysis appropriately reflects FelCor’s return on investment. I believe Mr. Wettlaufer’s basic mistake is reflected in his statement that “we just don't buy into the FFO mumbo jumbo.” While there are other items I disagreed with and some items I did not fully understand, I will only focus on the return on investment analysis, since I believe it to be the most important point.

Book Depreciation Does Not Necessarily Reflect Reality in Valuing Real Estate
It has long been recognized by real estate analysts and investors that “book depreciation” does not necessarily reflect reality in the valuation of real estate.  As stated in the White Paper published by the National Association of Real Estate Investment Trusts (NAREIT) relating to Funds From Operations (FFO), “real estate values have historically risen or fallen with market conditions, therefore most industry investors consider presentations of operating results for real estate companies that use historical cost accounting (depreciation) to be misleading.  The term FFO was created to address this problem.  It was intended to be a standard supplemental measure of REIT operating performance that excluded historical cost depreciation from, or added it back to, GAAP income."   Since Mr. Wettlaufer's analysis is based solely upon historical cost accounting and depreciation, I do not consider it to be appropriate for real estate companies.   

What Does Makes Sense
FFO basically starts with GAAP Net Income and adds back depreciation and certain other non-cash charges.  The logic for adding these items back to GAAP Net Income is that they do not reflect a realistic change in value of the underlying assets.  In fairness, FFO alone is not a basis upon which I would calculate a realistic "return on investment."  I believe you would have to reduce FFO by the amount of reinvestment in the assets necessary to maintain their value.  Mr. Wettlaufer is correct in saying that if you make no reinvestment in the assets, they will decline in value.

Most REIT industry analysts and investors believe that Funds From Operations (FFO), minus a reasonable amount for capital expenditures necessary to maintain the income producing asset in its current condition, is the most appropriate "income" number to use in evaluating a return on investment.  This resulting number is commonly referred to as Cash Available for Distribution (CAD).  In the hotel industry, it is widely accepted that a capital expenditure provision of 3% to 6% of room revenues is a reasonable estimate of the amount of capital expenditures necessary to maintain a hotel in its current condition.  FelCor spends 4% of room revenues (or 3% of total revenues) annually on routine capital replacements, and uses this number as a deduction from FFO to determine CAD.  In addition to FelCor's direct capital expenditures, its lessees spend an additional 4.5% of room revenues on routine maintenance and repair. The lessees’ maintenance and repair expenditures come out of the lessees’ pocket, not FelCor's.  Accordingly, at least 8.5% of annual room revenues are spent on FelCor's hotels to maintain them in at least their current condition.  I believe that this amount is adequate.

What Would Return on Investment Look Like Using CAD?
Since Mr. Wettlaufer's return on investment analysis utilized net income available for common stockholders as the numerator and common equity as the denominator, the following table is prepared in a similar manner.  However, I have added back depreciation to GAAP Net Income and subtracted 4% of suite revenues for capital expenditures, to reach Cash Available for Distribution.  The following table presents FelCor's after-tax (since FelCor does not pay a corporate level tax), and stockholder after-tax, returns on investment for 1996, 1997, and annualized 1998, utilizing CAD as the numerator and common equity as the denominator.  All financial information used in this analysis was taken directly from previously published reports filed by FelCor with the Securities and Exchange Commission.  










 (In Thousands)


1996
1997
1998

Average Common Stockholders’ Equity for year
$476,031
$708,962
$925,217

Income Available to Common Stockholders (After Preferred Dividends and Before Extraordinary Items)
  $35,557
 $52,038
 $38,578

Depreciation
   28,260
   60,163
  38,419

4% Capital Expenditure Reserve
   (9,378)
 (18,265)
( 12,171)

CAD (For 1998 multiplied by 2 to annualize.)
  $54,439
 $93,936
$129,652

Corporate After-tax Return on Investment
    11.4%
   13.2%
   14.0%

Stockholders After-Tax Return on Investment
     7.8%
    9.0%
     9.5%

As the table shows, the corporate after-tax return on investment, based upon CAD, was 11.4%, 13.2% and 14.0% for 1996, 1997, and annualized 1998, respectively.  If all of these returns were distributed to common stockholders and the common stockholders were taxed at 32%, the stockholder after-tax return on investment would be 7.8%, 9.0%, and 9.5%, respectively.

I do not know where Mr. Wettlaufer obtained the information for the statement that "historically, American business has been able to generate after-tax returns on equity of 11%."  I believe this return number is a corporate after-tax return on investment and is not adjusted to reflect the additional stockholder level tax on dividends or short or long term capital gains.  To compare apples to apples, I believe that Mr. Wettlaufer’s 11% has to be reduced by the same stockholder tax rate of 32%, which results in the 11% being reduced to 7.5%.  FelCor's average corporate and stockholder level after-tax returns on investment have been better than these historical averages. Please see the attached table.

I hope that the foregoing will be of assistance to investors in performing their own evaluation of FelCor's return on investment performance in comparison with alternative investments.

If you or any of the “Fools” have any questions, please contact Molly Morrow, Director of Investor Relations, at (972) 444-4974 or via email at mmorrow@felcor.com.
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1997

June 30, 1998

Beginning of Period Stockholders' Equity (Excluding Preferred Stock)

$461,386,000

$490,676,000

$927,248,000

Activity During Period (Excluding Preferred Stock)

29,290,000

436,572,000

(4,061,000)

End of Period Stockholders' Equity (Excluding Preferred Stock)

$490,676,000

$927,248,000

$923,187,000

Average Equity for the Period (Excluding Preferred Stock)

$476,031,000

$708,962,000

$925,217,500

Net Income Available for Common Stockholders (After Preferred 

Dividends and Before Extraordinary Gain/Loss) 

$35,557,000

$52,038,000

$38,578,000

Depreciation

Consolidated Subsidiaries

26,544,000

50,798,000

33,316,000

Unconsolidated Subsidiaries

1,716,000

9,365,000

5,103,000

Income Available for Common Stockholders (After Preferred Dividends

    and Before Extraordinary Gain/Loss and Depreciation)

$63,817,000

$112,201,000

$76,997,000

4% Capital Expenditure Reserve

Suite Revenue - DJONT 

$234,451,000

$456,614,000

$304,278,000

x .04

x .04

x .04

<9,378,000>

<18,265,000>

<12,171,000>

CAD (Income After Preferred Dividends and 4% Capital Expenditure Reserve

but Before Extraordinary Gain/Loss and Depreciation)

$54,439,000

$93,936,000

$129,652,000

(1)

Average Equity for the Period

476,031,000

708,962,000

925,218,000

Corporate After-Tax Return on Investment

11.44%

13.25%

14.01%

CAD (Income After Preferred Dividends and 4% Capital Expenditure Reserve

 but Before Extraordinary Gain/Loss and Depreciation (After 32%Tax))

$37,018,000

$63,877,000

$88,163,000

Stockholder After-Tax Return on Investment

7.78%

9.01%

9.53%

(1) Annualized by multiplying CAD for six month period by two.
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		Return on Investment Analysis

						1996				1997				June 30, 1998

		Beginning of Period Stockholders' Equity (Excluding Preferred Stock)				$461,386,000				$490,676,000				$927,248,000

		Activity During Period (Excluding Preferred Stock)				29,290,000				436,572,000				(4,061,000)

		End of Period Stockholders' Equity (Excluding Preferred Stock)				$490,676,000				$927,248,000				$923,187,000

		Average Equity for the Period (Excluding Preferred Stock)				$476,031,000				$708,962,000				$925,217,500

		Net Income Available for Common Stockholders (After Preferred

		Dividends and Before Extraordinary Gain/Loss)				$35,557,000				$52,038,000				$38,578,000

		Depreciation

		Consolidated Subsidiaries				26,544,000				50,798,000				33,316,000

		Unconsolidated Subsidiaries				1,716,000				9,365,000				5,103,000

		Income Available for Common Stockholders (After Preferred Dividends

		and Before Extraordinary Gain/Loss and Depreciation)				$63,817,000				$112,201,000				$76,997,000

		4% Capital Expenditure Reserve

		Suite Revenue - DJONT				$234,451,000		$456,614,000		$456,614,000				$304,278,000

						x .04				x .04				x .04

						<9,378,000>				<18,265,000>				<12,171,000>

		CAD (Income After Preferred Dividends and 4% Capital Expenditure Reserve

		but Before Extraordinary Gain/Loss and Depreciation)				$54,439,000				$93,936,000				$129,652,000(1)

		Average Equity for the Period				476,031,000				708,962,000				925,218,000

		Corporate After-Tax Return on Investment				11.44%				13.25%				14.01%

		CAD (Income After Preferred Dividends and 4% Capital Expenditure Reserve

		but Before Extraordinary Gain/Loss and Depreciation (After 32%Tax))				$37,018,000				$63,877,000				$88,163,000

		Stockholder After-Tax Return on Investment				7.78%				9.01%				9.53%

		(1) Annualized by multiplying CAD for six month period by two.






