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What is the value of loyalty?

Most franchisees are required to be a part of Marriott’s rewards program; but do the benefits outweigh the costs?

Are franchisees getting a fair deal? Will the merger of the SPG and Marriott rewards programs help or hurt
franchisees? Has Marriott studied the value of the rewards program and changes in the program to its franchisees?

Since Marriott claims it does not have a fiduciary duty in its relationship with franchisees, franchisees need to
safeguard their own best interests. In order to do that, franchisees need two things from Marriott: 1) a meaningful
voice in the program’s design; and 2) transparency about the program’s economics. Those two things may help
franchisees determine how loyal Marriott rewards members are, what exactly they are loyal to, and how much that
loyalty translates to their hotels’ bottom lines.

Overview

Prior to Marriott’s acquisition of Starwood, the two companies operated distinct (but similar) rewards programs
for hotel guests. Following the takeover, Marriott maintained both programs with the intent of ultimately
merging them. As of August 18, 2018, that consolidation took place, giving birth to a new rewards program. The
fundamental mechanics of the program remain the same, but the programs effectiveness in the post-merger
environment should be explored.

The new program will continue to operate in a way that costs franchisees money on both ends: when guests
earn points on hotel stays, franchisees pay Marriott. When guests redeem their points for free hotel stays at
franchised hotels, Marriott gives franchisees limited reimbursements. Franchisees will know how limited those
reimbursements are, but evidence suggests they have been less than the hotels’ normal room rates.

But that cost is not without some potential benefit. If the program drives business to franchisees’ hotels above and
beyond the costs they incur from it, then it may be worthwhile in the long run. However, it may be difficult for
anyone, including franchisees themselves, to make accurate assessments about how much this benefit is worth to
any individual hotel.

Transparency

Marriott does not clearly state in its financial filings the cash flows, revenues or expenses of its rewards programs.'
It claims not to be a fiduciary in its participation agreements, and so has been held by at least one administrative
agency not to hold reward-program monies as a fiduciary.* The company claims its goal is to operate the program
on a break-even basis,’ but it does not provide enough evidence in public filings to determine whether or not this is
happening.

This lack of information raises several questions, such as:
« How does any franchisee know whether the reimbursement they receive when guests use points to book
hotel rooms is fair?
« How do competing Marriott-branded hotels know whether their reimbursement rates are similar?
« Do Marriott-operated hotels get reimbursements in the same manner as franchisees?
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One piece of information Marriott did recently reveal may raise questions about who benefits from the
program. Marriott’s Form 10-K from 2017, filed with the Securities and Exchange Commission, states
(emphasis added):

“The recorded liability related to these [rewards] programs totaled $4,940 million at year-end
2017 compared to $4,541 million at year-end 2016 . We estimate the reasonableness and the value
of the future redemption obligations using statistical formulas that project timing of future point
redemptions based on historical levels, including an estimate of the “breakage” for points
that members will never redeem, and an estimate of the points that members will eventually
redeem. A ten percent reduction in the estimate of “breakage” would have increased the
estimated year-end 2017 liability by $269 million.” - Marriott 2017 10-K, pg. 53.

If Marriott is charging franchisees every time customers earn points (and doing something similar with credit
card partners), shouldn't that be the only factor that affects liability? In other words, if it can be assumed that
some members will never use their points, shouldn't the dollar value associated with that “breakage” go back to
the franchisees (through higher reimbursement rates or some other means)?

Impacts of the new rewards program

As the programs merge, several factors could impact the rewards program’ value to franchisees:

1. Marriott’s market concentration in many areas has increased. Customers may be more likely to choose
Marriott-branded hotels by default. If true, that would reduce the differential benefit of the rewards
programs.

2. The “loyalty” program extends to almost all Marriott brands. Can customers be loyal to 30 brands at
the same time?

3. The new schedule of redemption costs for room-nights came out in early August; it resulted in a net
decrease in points costs. In other words, the same amount of points could translate to more free room-
nights that franchisees will need to grant.

4. A points pricing structure that incorporates “peak” and “off-peak” pricing for each hotel could result in

customer confusion.

Loyalty wars or price wars?

Rewards programs are meant to attract customers for reasons other than price. Post-merger, there is an
increased likelihood that for any franchisee in any area, there will be competing Marriott-flagged properties
offering lower room rates. Customers could thus benefit from the rewards program and still stay at the lowest-
priced option. The franchisees with the lowest room rates may wonder why they are paying Marriott for their
guests to earn rewards points if the guests were likely to stay there anyway. Other franchisees may wonder why
Marriott maintains so many competing brands.

The 30-brand problem ... again

The concept of “loyalty” may also be stretched by Marriott’s decision to have 30 brands. Franchisees may want
to conduct a quick four-question self-test:
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who receive less than 100% of ADR as reimbursement for these nights
from Marriott, “points going further” could come at a cost.

Peak and off-peak

According to Marriott, “In early 2019 we will be introducing peak and off-peak pricing for reward stays™

The companys site currently does not indicate how the dates for peak and off-peak pricing will be set -
whether there will be a single standard for all system hotels, whether it will be determined hotel-by-hotel, or
somewhere in between. How much of a say will franchisees have? How will franchisees avoid price-fixing and
anti-trust allegations? These questions lead to a fundamental dilemma.

On one hand, if Marriott controls the decisions over peak and off-peak dates, the company would be able to
put franchisees at a competitive disadvantage relative to Marriott-operated properties.

On the other hand, if franchisees have full control over setting peak and off-peak pricing for their own
properties, rewards members will have to figure out those schedules for each property they intend to stay at.
This could make the process of comparing properties more confusing and difficult for consumers. If any of




them misunderstand the system, they may end up redeeming more points than they thought, and
feeling cheated by Marriott or by the hotel.

Furthermore, if each franchisee fully controls their peak and off-peak decisions, some franchisees
could try to maximize the “peak” periods and minimize the “off-peak” periods to avoid points
redemptions at their properties. If one hotel in a market does this, other hotels that do not follow
suit may be at a competitive disadvantage.

There are other alternatives: Marriott could grant each franchisee a pre-defined number of peak
and off-peak nights that franchisees could decide how to allocate on the calendar. To be fair, the
number would need to be the same for all hotels, including those operated by Marriott. Although
such a plan might appear more fair, it would not really solve the dilemma because it leads back
down the road toward potential customer confusion.

No matter what happens, franchisees should keep track of how peak and non-peak nights for
Marriott-operated hotels compare to those for franchised hotels; how the peak and off-peak nights
compare across brands; how different geographical areas are treated; etc. Marriott claims no legal
responsibility to treat franchisees fairly in this regard, and it has incentive not to.

Conclusion

The new, as-yet-unnamed rewards program leaves a number of questions unanswered. In order
to understand the true costs and benefits of the program for all parties, franchisees need more
information.

1. They may want to ask Marriott for an accounting of its rewards program revenues,
expenses, cash flow, costs borne by each franchisee net of reimbursements, and any other
information that could help them evaluate the program themselves.

2. Before finalizing a franchise agreement with Marriott, franchisees should make sure
they fully understand the rewards program, and the rights and restrictions they have in
implementing it.

3. Franchisees may want to study points redemption rates, and peak and off-peak allocations
for their competitive set, especially for hotels Marriott operates.
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