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LETTER TO SHAREHOLDERS

The hotel industry has just completed the third year of the
longest, most difficult operating period in modern lodging
history. Despite an unprecedented series of events and eco-
nomic weakness, we made significant progress in 2003 to
prepare our company to successfully participate in an antici-
pated industry rebound. We reshaped our hotel portfolio
through asset sales, strengthened our
balance sheet by eliminating near-
term maturities and increasing liquid-
ity, and recycled capital from the sales
of a number of non-strategic prop-
erties into debt reduction and a
comprehensive renovation program
designed to elevate our properties

to a new level of performance. I am
optimistic that the hotel industry is
poised for a meaningful recovery.

We will be well positioned to
realize superior returns throughout
the industry recovery. We have high
quality assets that will be in optimal
condition upon completion of our
renovation program, which will allow
us to maximize operating perform-
ance. Qur company strategy is built
around owning and maintaining one
of the highest quality portfolios in the industry, and we
will seek to.elevate the portfolio further with acquisitions
of first-class, full-service hotels in major urban markets or
resort destinations. We are committed to continued financial
improvement through debt reduction and by recycling cap-
ital into higher yielding investments. All of our investment
decisions including debt repayment, investing in our core
assets, and acquiring hotels are made to maximize share-

holder value.

2003 RECAP

In 2003, MeriStar took a number of aggressive steps to
deal with the challenges we faced and to position us for
the anticipated industry recovery:

1 We reshaped our portfolio and sold 15 hotels: We took

a long, hard look at our hotel portfolio and initiated a

PAUL W. WHETSELL

Chairman and Chief Executive Officer
MeriStar Hospitality Corporation
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program to sell non-core assets and focus\on those prop=!

\and had the e

X
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erties we felt were in the strongest marke
greatest upside potential. We sold 15 hotels forrtetal,gross
proceeds of $128 million in 2003, and to date irf 7004 we
have sold an additional 10 hotels for $71 million. We have
nine hotels remaining in our disposition program and
expect to substantially complete the
program in the second quarter of
2004. Thereafter, we expect to con-
tinually review our portfolio with a
goal of recycling capital out of lower
yielding investments into higher
yielding opportunities.

2 We improved our capital structuve:
We reduced our net debt by §235
million, refinanced our 2004 matu-
rity and reduced the outstanding
balance on our next maturity, senior
subordinated notes due in 2007, by
$122 million to $83 million as of
vear-end. Subsequent to year-end,
we have paid down an additional
$38 million of our senior subordi-
nated notes, and we expect to retire
the balance of $45 million this year,
leaving us with no significant matu-
rities until 2008. In 2003, we also closed on a new three-
year $50 million senior secured revolving credit facility. As
of December 31, 2003, we had $273 million of cash and
$50 million available on our new credit facility. In 2004, we
will continue to pay down debt and improve our credit sta-
ustics. Clearly, the way to significantly improve our leverage
and interest coverage is through strong operating perform-

ance, which will be our primary focus in 2004.

3 e implemented an innovative new program to accelerate
refurbishment of our core assets and reduce costs: During
2003, we invested approximately $36 million in hotel
renovations and upgrades. We will dramatically ramp up
our renovation program in the next two years, with plans
to invest an estimated $125 million in 2004. We have
implemented a unique, streamlined design and purchasing

program, called Velocity®, that we believe will reduce our
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THE VELOCITY PROGRAM IMPLEMENTED BY MERISTAR IS ELEVATING ITS HIGH-QUALITY PORTFOLIO TO A NEW

PRODUCT LEVEL. THIS INNOVATIVE RENOVATION PROGRAM WILL RESULT IN SAVINGS OF AT LEAST 15 PERCENT
AND DRAMATICALLY SHORTEN THE DELIVERY AND INSTALLATION TIME OF FURNITURE AND FIXTURES, MINI-

MIZING THE TIME ROOMS ARE OUT OF SERVICE.
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guest room renovation costs by ac least 15 percent and
speed up the delivery and installation time of furniture,
fixtures and equipment by more than 50 percent, minimiz-
ing the time guest rooms are out of service. A substantial
portion of the capital expenditures will drive incremental
returns and provide superior operating performance

going forward.

4 We continued to closely asset manage our properties and
mottitor costs: By being proactive owners, we made a posi-
tive impact on our hotels’ operations through aggressive
asset management strategies. Since the beginning of 2003,
we have added focused in-house capabilities in design and
construction, engineering and revenue management, and we
entered into a comprehensive energy management program

with one of the nation’s leading energy management firms.

2004 OUTLOOK

As we enter 2004, there are a number of signs that an
industry recovery is at hand—advanced group bookings are
up, the letsure travel market remains firm, business travel
demand is beginning to rebound, and some expenses, like
general lability and property insurance are moderating.
MeriStar is positioning to take full advantage of what

appears to be a meaningful recovery:

®m We currently have $230 million of cash, $50 million avail-
able on our revolving credit facility, and anticipate an
additional $65 million to $75 million in asset disposition
proceeds. These funds will be used to pay down debt, fund

our renovation program, and make selective acquisitions.

® We are aggressively moving ahead with our renovation

program to upgrade our core hotels, with plans to invest
$125 million in 2004. We anticipate generating returns on
investments for a substantial portion of the capital expendi-
ture projects. We currently have 52 projects under way and
five in the late planning stages. We expect to complete 10
brand conversions, with four slated to occur in the first half
of 2004, By adjusting our brand affiliation to more appro-

" priately suit our target customer, we can increase room rates

or achieve a more beneficial cost structure, which will enable

us to achieve superior returns.

® We will continue to closely asset manage our properties
as part of our primary focus of improving their operating
performance. We have added a revenue management func-
tion to our asset management group that will work closely
with our operators to ensure we are achieving maximum
rate and occupancy potential. We will continue to closely
monitor energy costs through our new energy management
program, and we expect to realize savings through com-
petitive pricing for our electric and natural gas spending

throughout our portfolio.

B We expect to conclude our disposition program in 2004
and are looking to begin selectively acquiring larger, meet-
ing-oriented hotels, with strong brand affiliations that are
strategically located in large urban markets or destination
resorts. The acquisition market is very competitive, and we
will be patient as we seek to acquire assets. We currently
have a number of deals in our pipeline, but we are not pres-
sured to make acquisitions if the investment returns do not

meet our requirements.

B So far this year, we have repurchased $110 miillion of debt
and we plan to continue paying down our debt in 2004.
We anticipate eliminating our next significant debt maturity
due in 2007, and we will continue to seek opportunities to

improve our balance sheet in 2004.

As we close the book on 2003 and what is hopefully
the last of three tough years for the lodging business, we
are encouraged to see signs that the industry is turning the
corner, with positive implications for 2004 and beyond. The
hotel business is on the upswing, and we clearly have reason
for optimism. We have successtully weathered the downturn
and are taking steps to make the most of the recovery. We

appreciate your continued support.

Sincerely,

@W

PAUL W. WHETSELL
Chairman and Chief Executive Officer
March 29, 2004
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INDEPENDENT AUDITORS' REPORT

The Board of Directors
MeriStar Hospitality Corporation:

We have audited the accompanying consolidated balance sheets of MeriStar Hospitality Corporation and
subsidiaries (the Company) as of December 31, 2003 and 2002, and the related consolidated statements
of operations, stockholders’ equity and cash flows for each of the years in the three-year period ended
December 31, 2003. These consolidated financial statements are the responsibility of the Company’s

~ management. Our responsibility is to express an opinion on these consolidated financial statements based

on our audits.

We conducted our audits in accordance with auditing standards génerally accepted in the United States
of America. Those standards require that we plan and perform the audit to obtain reasonable assurance

~ about whether the financial statements are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also
includes assessing the accounting principles used and significant estimates made by management, as well
as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable

basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of MeriStar Hospitality Corporation and subsidiaries as of December 31, 2003 and
2002, and the results of their operations and their cash ﬂows‘for_each of the years in the three-year period
ended December 31, 2003, in conformity with accounting principles generally accepted in the United

States of America.

As discussed in note 2, the Company adopted Statement of Financial Accounting Standards {(SFAS) No. 144,
Accounting for the Impairment or Disposal of Long-Lived Assets in 2002 and SFAS No. 145, Rescission of FASB
Statements No. 4, 44, and 64, Amendment of FASB Statement No. 13, and Technical Corrections in 2003.

KPMe P

McLean, VA
February 12, 2004, except as to note 17,
which is as.of March 8, 2004
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CONSOLIDATED BALANCE SHEETS DECEMBER 31, 2003 AND 2002

2003 2002

(Déllfzrs and shares in thousands, except per share amounts)
ASSETS ,
Property and equipment $2,481,752  $2,895,055
Accumulated depreciation (446,032) (445,324)
L _ 2,035,720 2,449,731
Assets held for sale . 51,169 110,206
Restricted cash - 42,523 20,365
Ihvestment in‘ affiliate . 15,000 -40,000
Note receivable from Interstate Hotels & Resorts _ — 42,052 -
Prepaid expenses and other assets 47,934 44,942
Accounts receivable, net of allowance for doubtful accounts of $2,040 and 3848 64,709 56,828
Cash and cash equlvalents : 230,884 33,896.
’ $2,487,939  $2,798,020
LIABILITIES AND STOCKHOLDERS’ EQUITY
Long-term debt " $1,638,028 $1,654,102
Accounts pavable and accrued expenses 83,458 114,109
Accrued mterest 46,813 49,898
Due to Interstate Hotels & Resorts 16,411 10,500
Other liabilities - 11,831 18,013
" Total liabilities 1,796,541 1,846,622
Minority interests’ _ 37,785 73,112
STOCKHOLDERS’ EQUITY:
Comimon stock, par value $0.01 per share . .
Authonzed ~100,000 shares, Issued - 69 135 and 49, 555 shares 691 - 495
‘ »Addxtxonal paxd -in capxtal o ‘1,338,959 1,192,387
Accumulated deficit (642,094)  (230,870)
Accumulated other comprehensive loss 977) (7,052)
~ Common stock held in treasury - 2,345 and 4,324 shares (42,966) (76,674)
- Total stockholders’ equity- - - . 653,613 878,286
S R RN $2,798,020 --

$2,487,939

See accompanying notes-to the consolidated financial statements. .
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CONSOLIDATED STATEMENTS OF OPERATIONS YEARS ENDED DECEMBER 31, 2003, 2002 AND 2001

(Dollars in thousands, except per share amounts) 2003 2002 2001

Revenue:

Hotel operations:

Rooms $539,084  $359,634  $606,956
Food and beverage 222,608 223,411 231,662
Other hotel operations : 68,332 66,755 ' 72,781
Office rental, parking and other revenue 13,810 15,893 15,865
Participating lease revenue —_ — 2,057
Total revenue 843,834 865,693 4 929,321
Hotel operating expenses:
Rooms 137,804 . 135,285 145,012
Food and beverage 161,749 158,201 165,244
Other hotel operating expenses 41,089 37,928 38,382
Office rental, parking and other expenses 2,784 ‘ 3,004 2,805
Other operating expenses: . - ' ‘ :
General and administrative . . 147,924 148;019 145,201
Property operating costs , ‘ - 129,270 127,017 133,906
Depreciation and amortization : ) 105,451 109,196 101,162
Property taxes, insurance and other _ ' 67,162 59,186 66,043
Loss on asset impairments 163,390 6,925 2,278
Impairment of investment in affiliate ) 25,000 — —
Write-down of note receivable with Interstate Hotels & Resorts — 14,517 —
Swap termination costs . ‘ ‘ — — 9,297
Write-down of investment in STS Hotel Net — — 2,112
FelCor merger costs : ) — — 5,817
Costs to terminate leases with Prime Hospitality Corporation C— ’ — 1,315
Operating expenses : 981,623 799,278 818,574
Operating (loss) income (137,789) 66,415 110,747
Gain on early extinguishments of debt 4,085 —_ —
Change in fair value of non-hedging derivatives, net of swap payments — (4,446) —
Loss on fair value of non-hedging derivatives — {4,735) (6,666)
Loss on sale of assets ] — o (2,176)
Mirnority interest income, net 17,877 10,574 2,958
Interest expense, net : (141,443) (136,380) (122,655)
Loss before income taxes and discontinued operations (257,270) (69,072) (17,792)
Income tax benefit 3,293 1,398 557
Loss from continuiﬁg operations (253,977) (67,674) (17,235)
Discontinued operations:
Loss from discontinued operations before income tax benefit (135,798) (94,342) (26,249)
Income tax benefit ‘ . 911 768 722
Loss from discontinued operations (134,887) (93,574} (25,527)
Net loss ' $(388,864) $(161,248) $ (42,762)

LOSS PER SHARE:
Basic and Diluted:

Loss from continuing operations 3 (5.00) $ (151 $  (0.40)
Loss from discontinued operations (2.65) (2.08) (0.57)
Net loss per basic and diluted share ) $ (7.65) $  (3.59) $  (0.97)

See accompanying notes to the consolidated financial statements.
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Additionat Retained ' Comprehensive

v ‘ » - Issued _ Treasury Paid-In Earnings income
(Dollars and shares in thousands) Shares Amount Shares Amount " Capital {Deficit) " (Loss}): Total
BALANCE, JANUARY 1, 2001 48,463 $485 (4,083) $(72,354) $1,169,668 § 42,837 $ (6,081) $1,134,555
Comprehensive loss: ' -

Net loss - = — — —  (42,762) — (42,762)
Foreign currency translation : ] )
" Tadjustment ) -— — — - — . {1,176) (1,176)
Derivative- instruments transition

adjustment — — — — — — (2,842) (2,842)
Change in-valuation of hedging '

derivative instruments -— — — — — —_ (2,404) (2,404)

" Comprehensive loss (49,184)

_ Options exercised” 48 — — B47.. — — . .847
Forfeiture of restricted stock — — — — (28) — — (28)
Amortization of unearned stock-

- based compensation —_ _— — — 2263 — —_ 2,263
Shares repurchased — — (154) (3,002) — — — (3,002)
Redemption of OP Units 250 2 — — 5,426 — — 5,428

~ Dividends declared — — — — — (68,316) — (68,316)
BALANCE, DECEMBER 31, 2001 48,761 487 (4,237) (75,356) 1,178,176 = (68,241)  (12,503) = 1,022,563
Comprehensive loss: : )

Net loss - — — — — ' (161,248) —  (161,248)
Foreign currency translation .
adjustment — — — — — — 205 205
Change in valuation of hedging
derivative instruments — — — — — — 511 511
Reclassification of loss on derivatives
due to repayment of hedged debt — — — — — — 4,735 4,735
Comprehensive loss (155,797)
Options exercised 192 2 — — 3,151 — _— 3,133
Conversion of POPs to common stock 188 -2 — —_ 2,913 — - . 2,913
Amortization of unearned stock-based v
compensation — — — - 1,649 — — 1,649
Shares repurchased — — (87) (1,318) — — — (1,318)
Redemption of OP Units 414 4 — — 6,498 — — 6,502
Dividends declared —_ - — — — (1,381) — (1,381)
BALANCE, DECEMBER 31,2002 49,555 ~ 495 (4324) (76,674) = 1,192387  (230,870)  (7.052) 878,286
Comprehensive loss: ‘ ‘
-Net loss — — — — — . (388,864) — (388,864)
Foreign currency translation
adjustment — — — — — — 6,075 6,075
Comprehénsive loss : W
[ssuances of common stock 13,800 138 — — 95,070 — — —95-,7]—8—
Issuance of restricted stock 232 2 — C— 1,151 — — 1,153
Debt for equity exchanges 4,613 46 2,056 34,084 - 26,308 (22,360) — 38,078
Conversion of POPs to common stock 50 i — — 920 — — 921
Amortization of unearned stock-based
compensation —_ — —_ — 1,349 — —_ -1,349
Stock option expense — — — -— 22 — _ 22 .
. Shares repurchased — — (77) (376) — — — (376)
Redemption of OP Units 885 9 — -— 21,752 — — 21,761
69,135 $691 (2,345) $(42;966) $1,338,959 $(642,094) S (977) § 653,613

BALANCE, DECEMBER 31, 2003

Common Stock

Other

'CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY YEARS ENDED DECEMBER 31, 2003, 2002 AND 2001
.. : ' Accumulated

See accompanying notes to the consolidated financial statements.
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CONSOLIDATED STATEMENTS OF CASH FLOWS YEARS ENDED DECEMBER 31,2003, 2002 AND 2001

2003

(Dollars in thousands) 2002 2001
OPERATING ACTIVITIES: :
Net loss $(388,864)  §(161,248) § (42,762)
ADJUSTMENTS TO RECONCILE NET LOSS TO NET CASH
(USED IN) PROVIDED BY OPERATING ACTIVITIES:
Depreciation and amortization 114,581 126,602 120,502
Loss on asset impairments 320,037 78,732 43,582
Loss on sale of assets, before tax effect ‘2,356 21,197 2,176
Gain on early extinguishments of debt (4,085) — —
Loss on fair value of non-hedging derivatives — 4,735 6,666
Write-down of note receivable with Interstate Hotels & Resorts — - 14,517 —
Write-down of investment in STS Hotel Net — — 2,112
Minority interests , (17,877) (10,574). (2,958)
Amortization of unearned stock-based compensation 2,544 4,543 2,263
Change in value of interest rate swaps (3,977) (7,612) —
Deferred income taxes (5,199) . (2,316) (1,779)
Changes in operating assets and labilities:
Accounts receivable ' (7.881) (9,650) 2,855
Prepaid expenses and other assets (345) (3,401)' (2,039)
Due from/to Interstate Hotels & Resorts . 5,911 6,757 13,344
Accounts payable, accrued expenses, accrued interest and other liabilities (34,337) (4,384) 3,205
NET CASH (USED IN) PROVIDED BY OPERATING ACTIVITIES ] (17,136) 57,898 147,167
INVESTING ACTIVITIES: -
Capirtal expenditures for property and equipnﬁent (36,190) (47,347) {44,476)
Proceeds from sales of assets : 127,885 60,650 10,400
Purchases of marketable securities 18,040 — —
Sales of marketable securities (18,040) — —
Hotel operating cash received in lease conversions — — 3,257
Net payments from (advances to) Interstate Hotels & Resorts 42,052 (7,500 (36,000)
(Increase) decrease in restricted cash (22,158) o . 939 (1,386)
Costs associated with disposition program and other, net (6,821) (2,476) (719)
"NET CASH PROVIDED BY (USED IN) INVESTING ACTIVITIES 104,768 4,266 (68,924)
FINANCING ACTIVITIES:
Principal payments on long-term debt (245,711) (352,466) (871,467)
Proceeds from issuance of long-term debt 271,000 305,258 933,250
Deferred financing fees ' (10,532) (4,806) (18,927)
Proceeds from common stock issuances 95,358 — —
Proceeds from option exercises —_ 3,153' 847
Dividends paid to stockholders — (1,846) (89,470)
Distributions to minority investors (565) (1,214) (8,069)
Purchase of limited partnership unit - (65) — —
Purchases of OP units — — (1,513)
NET CASH PROVIDED BY (USED IN) FINANCING ACTIVITIES 109,485 (51,921)  (55,349)
Effect of exchange rate changes on cash and cash equivalents (129) 205 304
Net increase in cash and cash equivalents 196,988 10,448 23,198
Cash and cash equivalents, beginning of year 33,896 23,448 250
CASH AND CASH EQUIVALENTS, END OF YEAR $230,884 $ 33,896 $ 23,448
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2003

2001

2002
SUPPLEMENTAL CASH FLOW INFORMATION
Cash pald for incerest and income taxes: ,
Interest, net of capltahzed interest o - $144 856 8132977 $105,732
Income taxes - 2,131 827 698
Non-cash investing and financing activities: — '
Senior subordinated debt redéemed in exchange for common stock $ 38,078 $ - — 5 . —
" Réedemption of OP units - 21,761 6,502 5,428
Issuance of POPs ' ‘ ‘ — 2,894 1,243
POPs converted to common stock : . 921 2,915 —
Issuance of restricted stock’ . © 1,153 — —
. WE RECEIVED THE FOLLOWING OPERATING ASSETS AND
ASSUMED THE FOLLOWING LIABILITIES IN CONNECTION
WITH OUR LEASE CONVERSION IN 2001 . SRR
- Accounts receivable % 47;200
Prepald expense and other 13,500
Furniture and fixtures, net of accurnulated deprecxatlon of $163 132
Investment in affiliates, net ‘ ' 1,629
Total operating assets received $ 62,481
Accounts payable and accrued expenses § 65,706
Long-term debt ) v .32
" Total liabilities assumed § 65,738

See accompanying notes to the consolidated financial statements.
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. NOTES TO THE CONSQOLIDATED FINANCIAL STATEMENTS DECEMBER 31, 2003, 2002 AND 2001

. ORGANIZATION

MeriStar Hospitality Corporation is a real estate investment trust, or REIT. We own a portfolio of primarily
upscale, full-service hotels and resorts in the United States and one in Canada. Our portfolio is diversified
geographically as well as by franchise and brand affiliations. As of December 31, 2003, we owned 92 hotels
with 24,733 rooms, all of which were leased by our taxable subsidiaries and managed by Interstate Hotels &
Resorts, Inc. (“Interstate Hotels”). We have sold nine hotels with 2,197 rooms since January 1, 2004.Ten of
the remaining 83 hotels are currently planned for disposition.

On January 1, 2001, changes to the federal tax laws governing REITs, commonly known as the REIT
Modernization Act, or RMA, became effective. As permitted by the RMA, we formed a number of wholly-
owned taxable subsidiaries to lease our real property. The RMA prohibits our taxable subsidiaries from
engaging in the following activities: '

® Managing the properties they lease (our taxable subsidiaries must enter into an “arm’s-length” manage-
ment agreement with-an independent third-party manager actively involved in the trade or business of
hotel management and manages properties on behalf of other owners);

® Leasing a property that contains gambling operations; and
® Owning a brand or franchise.

Qur taxable subsidiaries are parties to management agreements with a subsidiary of Interstate Hotels to
manage all of our hotels. Under these management agreements, the taxable subsidiaries pay 2 management
fee for each property to a subsidiary of Interstate Hotels. The taxable subsidiaries in turn make rental pay-
ments to our subsidiary operating partnership under the participating leases. Under the management agree-
ments, the base management fee is 2.5% of total hotel revenue, plus incentive payments based on meeting
performance thresholds that could total up to an additional 1.5% of total hotel revenue. All of the agree-
ments expire in 2010 and have three renewal periods of five years each at the option of Interstate Hotels,
subject to some exceptions.

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Principles of Consolidation. Our consolidated financial statements include the accounts of all wholly-owned
and majority-owned subsidiaries. Intercompany balances and transactions have been eliminated in consolida-
tion. In December 2003, the Financial Accounting Standards Board (FASB) revised its Interpretation No.
(FIN) 46, “Consolidation of Variable Interest Entities,” previously issued in January 2003, to eliminate from
its scope entities that are deemed to be a business (as defined in the interpretation) unless they meet certain
conditions therein specified. The application of this revised interpretation had no effect on our results of
operations or financial condition as we do not have an interest in any such variable interest entity.

Use of Estimates. Preparing financial statements in conformity with accounting principles generally
accepted in the United States requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the
financial statements and the reported amounts of revenues and expenses during the reporting period.
Actual results could difter significantly from these estimates.

Property and Equipment. We record our property and equipment at cost or at fair value at the time of
contribution for contributed property. We use the straight-line method for depreciation. We depreciate the
majority of our buildings and improvements over a life of 40 years. We depreciate furniture, fixtures and
equipment over lives ranging from five to seven years. For the years ended December 31, 2003, 2002 and
2001, we capitalized interest of $3.1 million, $4 million, and $6.1 million, respectively.
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) Held for Sale Propertles We cl:1551fy the propemes we are actwely marketmo as held for sale
once all of the following conditions are met: :

. O’u; board has ap’pfoved the sale,

" We have a fully executed agréement with a qualified buyer which provides for no significant out-
standing or continuing obligations with the property after sale and . .

= We have a 51gmﬁcant non-refundable deposit.

We carry properties held for sale at the lower of their carrying values or estlmated fair values less costs to
seH.We cease depreciation at the time the asset is classified as held for sale. If material to our total portfolio, we
segregate the assets and liabilities relating to our held for sale properties on our consolidated balance sheet.

lntanglble Assets. Intangible assets consist primarily of deferred financing fees. We amortize these deferred
fees on a straight-line b3315 (whlch approxnnates the interest method) over the lives of the related borrowings. -

Cash Equivalents and Restricted Cash. We da551fy investments with original maturities of three months
“or less as cash equivalents. Our cash equivalents include investments in debt securities, including commercial
paper, overnight repurchase agreements and money market funds. Restricted cash represents amounts held
in escrow in accordance with the requirements of certain of our credit facilities. 7

Revenue Recognition. Our revenues are derived from the operations of our hospitality properties, includ-
ing room, food and beverage revenues. We recognize hotel operational revenues as hotel services are deliv-
ered. We also derive revenues from the leases of office, retail and parking rentals, Whereby we generally rec-

-+ ognize “the revenue on a straight-line basis over the terms of the respective leases.

Impairment or Disposal of Long’-Lived Assets.” We adopted the provisions of Statement of Financial |
Accounting Standards (SFAS) No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets,”
on-January 1, 2002, SFAS No. 144 requires the current and priof period operating results of any asset that
has been classified as held for sale or has been disposed of on or after January 1, 2002 and where we have no

" continuing involvement to be recorded as discontinued operations. Any gains or losses on final disposition
“are also included in discontinued operations. - -’ N '

The provisions of SFAS No. 144 also requ1re that whenever events or changes in circumstances indicate
that the carrying value of a Iong—hved asset may be impaired that an analysis be performed to determine the
recoverability of the asset’s carrying value. We make estimates of the undiscounted cash flows from the
expected future operations or potential sale of the asset. If the analysis indicates that the carrying value is not
recoverable from these estimates of cash flows, we write-down the asset to estimated fair value and recognize
an’ 1mpalrrnent loss. Any impairment losses we recognize on assets held for use are recorded as operatmg
expenses. We. record any impairment losses on assets held for sale as a component of discontinued operations.

Accounting for Costs Associated with Exit or Disposal Activities. We adopted the provisions of SFAS No.
146, “Accounting for Costs Associated with Exit or Dlsposal Activities,” on January 1,2003. SFAS No. 146
requires that a liability for a cost associated with an exit or disposal activity bé recognized and measured ini-
tially at fair value only when the liability is incurred: Our strategy includes the disposition of certain hotel
assets, all of which are managed under agreements that typically require payments to Interstate Hotels as a
result of termination. Any such. liability will be recognized at the time the asset disposition is complete and a
termination notice is provided to Interstate Hotels. At that time, the recognition of the termination obligation
will be included in the calculation of the final gain or loss on sale. For further discussion of potential termi-
nation obhgatlons see “Asset Dispoéitions” included in Item 7 of this Annual Report on Form 10-K.

(Gains and Losses From Extinguishments of Debt. We adopted the provisions of SFAS No 145, “Resms— )
sion of FASB Statements No. 4, No. 44 and No.‘64,Amendment of SFAS No. 13, and Technical
Corrections,” on Januaryll, 2003. The rescission of SFAS No. 4 and No. 64 reqﬁires that all gains and
losses from extinguishments of debt be classified as extraordinary only if the gains and losses are from
unusual or infrequent transactions. It also requires prior period gains or losses that are not from unusual
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and infrequent transactions to be reclassified. See Note 6 for details on the early extinguishment of sub-
stantially all of our 4.75% convertible notes and a significant portion of our 8.75% senior subordinated
notes during the year ended December 31, 2003.

Stock-Based Compensation. We adopted the recognition provisions of SFAS No. 123, “Accounting for
Stock-Based Compensation,” as amended by SFAS No. 148, on January 1, 2003 for new stock options issued
under our compensation programs. As permitted by SFAS No. 148, we elected to apply the provisions prospec-
tively, which includes recognizing compensation expense for only those stock options issued in 2003 and after.
During the year ended December 31, 2003, we granted 235,000 stock options to employees which vest ratably
over three years. Compensatibn costs related to these stock options are included in general and administrative
expenses on the accompanying consolidated statement of operations. We apply the provisions of Accounting
Principles Board Opinion No. 25, “Accounting for Stock Issued to Employees,” in accounting for our stock
options issued under our compensation programs prior to January 1, 2003. As we granted these stock options

at fair market value, no compensation cost has been recognized. For our other equity-based compensation
plans, we recognize compensation expense over the vesting period based on the fair market value of the award
at the date of grant.

Pro forma information regarding net loss and loss per share is required by SFAS No. 123, and has been
determined as if we had accounted for our employee stock options under the fair value method. We esti-
mated the fair value for these options at the date of grant using a Black-Scholes option pricing model with
the following weighted average assumptions:

2003 2002 2001
Rusk-free interest rate ’ 2.1% 21% 3.6%
Dividend rate : — — $1.525
Volatility factor 0.04 0.04 0.57
Weighted average expected life 4.12 vyears 3.77 years - 3.10 years

Had compensation cost been determined based on fair value at the grant date for awards granted prior to our
adoption of the fair value method, our net loss and per share amounts would have been adjusted to the pro
forma amounts indicated as follows:

: Year Ended December 31,
(In thousands, except per share amouints) 2003 2002 2001

Net loss, as reported $(388,864) - $(161,248) $(42,762)
Add: Stock-based employee compensation
expense included 1n reported net loss, .
net of related tax effect ’ 3,077 4,692 4,434
Deduct: Total stock-based employee compensation
expense determined under fair value-based

method for all awards, net of related tax effects (3,603) (3,528) - (9,098)

Net loss, pro forma $(389,390) $(162,084)  $(47,426)
Loss per share:

Basic and diluted, as reported $ (7.65) $ - {3.39) § (0.97)

Basic and diluted, pro forma §  (7.66) $ (3.61) § (1.08)

Weighted average fair value of options granted $ 023 $§ 072 $ 659

These pro forma compensation costs may not be representative of the actual effects on reported net
loss and loss per share in future years.

Income Taxes. We account for income taxes in accordance with the provisions of SFAS No. 109,
“Accounting for Income Taxes.” Deferred income taxes reflect the tax consequences on future years of differ-
ences between the tax and financial reporting bases of assets and liabilities. As a REIT, we are not subject to
federal income taxes, provided thit we comply with various requirements necessary to maintain REIT status.
We are subject to state and local taxes in certain jurisdictions.
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~ Foreign Currency Translation. We sold three of our four Canadian hotels in December 2003. We main-
tained the results of operations for our Canadian hotels in Canadian dollars and translated those results to
U.S. dollars using the average exchange rates for each period: We translated assets and liabilities using the
exchange rate in effect at the balance sheet date. We reflected any resulting translauon adjustments in accu-
mulated other comprehensive loss..

Accounting for Guarantees. FASB FIN 45, “Guarantor’s Accounting and Disclosure Requirements for
~Gu‘ara‘ntees,'lncluding Indirect Guarantees of Indebtedness of Others,” an interpretation of FASB Statements
No. 5, 57, and 107 and rescission of FASB Interpretation No. 34, became effective on January 1, 2003. The
interpretation’ requires recognition of liabilities at their fair-value for newly-issued guarantees. We have no
guarantees which réqui:e recognjtib‘n under the provisions of this interpretation.

- Derivative Instruments and Hedging Activities. Our interest rate risk managéfn'ent objective 1s to limit the
effect of interest rate changes on earnings and cash flows. While all of our outstanding debt is currently fixed
rate, we look to manage interest rates through the use of a combination of fixed and variable rate debt. We
only enter into derivative or interest rate transactions for cash flow hedging purposes. We recognize all deriva-
tives as either assets or liabilities on the balance sheet and measure those instruments at fair value. Changes in
the fair value of derivatives are recorded each period in current earnings or other comprehensive income based
on whether the derivative has been designated as a hedge. SFAS No. 149, “Amendment of Statement 133 on
Derivative Instruments and Hedging Activities” became effective on July 1, 2003.The statement clarifies under
what circumstances a contract with an initial net investment meets the characteristics of a derivative, clarifies
- when a derivative contains a financing component, amends the definition of an underlying derivative, and -
amends certain other provisions. This statement apphes to any freestanding financial derivative instruments
entered into or modified after June 30, 2003. This standard did not affect our results 'of operations or financial
condition as we have not entered into any freestanding financial derivative instruments since June 30, 2003.

Accounting for Certain Financial Instruments with Characteristics of both Liabilities and Equity. The FASB
issued SFAS No. 150 “Accounting for Certain Financial Instruments with Characteristics of both Liabilities
and Equity” in May 2003.The provisions of the statement require many instruments which were previously
. classified as equity to now be classified as a liability (or an asset in some circumstances), including: mandato-
rily redeemable instruments, instruments with repurchase obligations and instruments with obligations to
issué a variable number of shares. The statement applied immediately to any such financial instrument
entered into or modified after. May 31, 2003, and to all other instruments on ]uly 1,2003. We have not
entered into or modified any financial instruments within the scope of this standard subsequent to May 31,
2003, nor do we have any existing financial instruments that fall within the scope of SFAS No. 150.

Classification. We have reclassified certain prior year amounts to conform to the current year presentation.

3. PROPERTY AND EQUIPMENT
Property and equipment consisted of the following:

December 31,

(In thousands) . 2003 2002
- Land o ' $ 238,772 $ 277,642
~ Buildings and improvements 1,930,155 © 2,250,703
Furniture, fixtures and equipment ] - 284,602 331,899
Construction-in-progress ‘ 28,223 34,811
' o ‘ $2,481,752 $2,895,055

For the years ended December 31, 2003 and 2002, we capitah'_zed interest of $3.1 million and $4.0 million,
respectively. '
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In late 2002, due to the decision to market non-core assets as a part of our program to dispose of assets that do
not fit our Jong-term strategy and changes in economic conditions, we performed an analysis to determine the
recoverability of each of our hotel pfopertie&Assets we have identified as “non-core” typically have one or more
of the following characteristics: secondary market locations, secondary brand affiliations, higher than average
future capital expenditure requirements, limited future growth potential, or an over-weighted market location.

‘We recognized an impairment loss in 2002 on certain non-core assets we were then actively marketing.
Late in the first quarter of 2003, we expanded our asset disposition program to include a total of 16 non-core
_assets and recognized an impairment loss of $56.7 million as a result of the change in our expected holding
period for these assets.

During the second quarter of 2003, we made the determination to dispose of an additional 19 non-core
assets, and due to the market interest in certain of our other hotel assets, we decided to add an additional six
assets to our disposition program. Due to this change in our expected holding period for these assets, we recog-
nized an additional impairment loss of $208 million related to the contemplated disposition of these 41 assets
during the second quarter of 2003.

During the third quarter of 2003, we made the determination to dispose of one additional asset and retain
‘one of our assets previously included in our disposition program. We also changed our expected holding
period for another asset and revised our estirated sales prices on certain other assets included in our dlSpOSl-
tion program and recognized an additional impairment loss of $21 million.

During the fourth quarter of 2003, we made the determination to retain eight of our assets previously
included in our disposition program, and revised our estimated sales prices on certain other assets. We recognized
an additional impairment loss of $9.4 million.

The impairment charges are based on our estimates of the fair value of the properties included in our
disposition program. These estimates require us to make assumptions; about the sales prices that we expect to
realize for each property as well as the timing of a potential sale. In making these estimates, we consider the
operating results of the assets, the market for comparable properties, and quotes from brokers, among other
information. In nearly all cases, our estimates have reflected the results of an extensive marketing effort and

" negotiations with prospective buyers. Actual results could differ materially from these estimates.

4. ASSETS HELD FOR SALE

Seven of the 19 properties included in our disposition program met our criteria for held for sale classification
as of December 31, 2003. The other assets included in our asset disposition program did not meet the proba-
bility criteria as prescribed by SFAS No. 144 to classify as held for sale. See Note 17 for sales activity subse-
quent to year end. k »

Assets held for sale consisted of the following. Prior year balances have been reclassified to conform to
the current year presentation: ’

December 31,

(In thousands) . . 2003 2002
Land - $ 5,061 % 10,969
Buildings and improvements 43,391 101,066
Furniture, fixtures and equipment 2,759 12,642
Construction-in-progress 1,114 1,177

52,325 125,854
Accumulated depreciation ) - (1,156) (15,648)
$51,169 $110,206

16 MERISTAR HOSPITALITY 2003 ANNUAL REPORT



5. INVESTMENT IN AFFILIATE
In 1999, we invested $40 million in MeriStar Investment Partners, L.P. (“MIP"’),'a joint venture established to
" acquire upscale, full—servicé hotels. Our cost-basis investment is in the form of a partnership interest, in which
we earn a 16% cumulative preferred return. While the return on this investment is preferred and cumulative,
the underlying investment ranks equally with the investments of the other investors in MIP. We recognize the -
return quérterly 2s it becomes. due to us. As of December 31,2003, cumulative preferred returns of $19.6
million were due from MIP. We reserved a portion of this balance during 2003, and have included the net’
- $18.2 million in accounts receivable on the accompanying consolidated balance sheet. We expect that any
cumulative unpaid preferred returns will be paid in the future from-excess cash flow. above our current return -
and from potential partnership hotel disposition proceeds in excess of debt allocated to individual assets.
Given the current economic environment, we do not expect MIP’s operations to provide adequate cash flow
. in the near term for significant payment of our current returns or repayments of our cumulative unpaid pre-
ferred returns. We evaluaté the collectibility of our preferred return based on our preference to distributions .

‘and the underlying value of the hotel properties.

While we believe that 6ur current and cumulative returns continue to be fully collectible, the current
value of our underlying investment has declined due to the continued decline in MIP’s cash flow, isarticularly ’ S
. driven by results in. four of its hotel markets. While we believe that the cish flow, and thus the value of our
investment in MIP, will be recoverable over time, we expect that any such recovery will take a number ‘of
years to achieve. The accounting rules for cost basis investments require that declines in value that are other .
. than temporary be recognized currently. Since the decline in the value of our underlying investment in MIP

is othér than temporary, we recognized an impairment loss of $25 million during the fourth quarter of 2003,

6. LONG-TERM DEBT »
" Long-term.debt consisted of the following:

December 31,

(In.thousands) ’ C 2003 2002
Senior unsecured notes $ 950,000 $. 950,000
Secured facility, due 2009 309,035 314,626
Secured facility, due 2013 - - 100,765 - —
Convertible subordinated notes . ) © 173,705 154,300
Senior subordinated notes oo .- 83,438 205,000

- Mortgage and other debt ‘ 27,011 38,030
Unamortized issue discount (5,926) (7,854)

$1,638,028 - $1,654,102

" Aggregate future maturities as-of December 31, 2003 were as follows:

(In thousands)

12004 $ 13,164

© 2005 , 10,268

2006 11,125

2007 - : 94,822

2008 : ' , 310,255

Thereafter -~ - o 1,198,394
S el e 81,638,028

As of December 31,2003, all of our debt bore fixed rates of interest. Our ovefall weighted average interest rate was »
8.9%. Based on market prices at December 31, 2003, the fair value of our long-term debt was $1.73 billion.

Credit facility. On December 23, 2003, we entered into a new three-year $50 million senior credit facil-
ity, secured by six of our hotels, and terminated our previous credit facility. In connection with this termina-

tion, we wrote off approximately 0.5 million in unamortized deferred financing fees. The write off is
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included in depreciation and amortization on the accompanying consolidated statement of operation. The
facility carries an annual interest rate of the London Interbank Offered Rate, or LIBOR, plus 450 basis points.
As of December 31, 2003, we had no outstanding borrowings under this facility. We incurred approximately
$2.7 million in debt issuance costs related to the facilicy.

Our new $50 million senior credit facility contains financial and other restrictive covenants. Our ability
to borrow under this facility is subject to financial covenants, including leverage, fixed charge coverage and
interest coverage ratios and minimum net worth requirements. Qur compliance with these covenants in
future periods will depend substantially upon the financial results of our hotels. The agreement governing
our new senior credit facility limits our ability to effect mergers, asset sales and change of control events and
limits the payments of dividends other than those required for us to.maintain our status as a REIT and our
ability to incur additional secured and total indebtedness.

Senior unsecured notes. . In February 2002, we issued $200 million aggregate principal amount of
9.125% senior unsecured notes due 2011. In December 2001, we issued $250 million aggregate principal
amount of 10.5% senior notes due June 2009. In January 2001, we issued $300 million aggregate principal
amount of 9.0% senior notes due 2008 and $200 million of 9.125% senior notes due 2011. The net pro-
ceeds from the sales of these notes were used to repay amounts outstanding under a previous credit facilicy.
See Note 17 for repurchase activity subsequent to year end.

The total $950 million notes are unsecured obligations of certain subsidiaries of ours, and we guarantee pay-
ment of principal and interest on the notes. These notes contain various restrictive incurrence covenants, limit-
ing our ability to initiate or transact certain business activities if specific financial thresholds are not achieved.
One of those thresholds is having a 2 to 1 proforma fixed charge coverage ratio (as defined in the indentures,
fixed charges only include interest on debt obligations and preferred equity) in order to enter into certain types
of transactions. As of December 31, 2003, aur fixed charge coverage ratio was below 2 to 1, and therefore we
were not permitted generally to enter into certain transactions, including the repurchase of our stock, the
issuance of any preferred stock, the payment of dividends, the incurrence of any additional debr, or the repay-
ment of outstanding debt before it comes due, except as noted below.

There are certain exceptions with respect to the incurrence of additional debt and early repayment of debt
teatures in the indentures. We have the ability to incur up to $250 million of secured financing within restricted
subsidiaries, subject to meeting other maintenance tests under the indentures. We also have a general carve-out to
incur $50 million of unspecified borrowings within a restricted subsidiary. Additionally, we are permitted to repay
subordinated debt prior to its maturity from the proceeds of an equal or junior financing with a longer term than
the debt refinanced, an equity offering, or a financing within an unrestricted subsidiary.

Secured facilities. On September 26, 2003, as permitted by the indentures to our senior unsecured notes
and senior subordinated notes, we completed a $101 million commercial mortgage-backed securities financ-
ing, secured -by a portfolio of four hotels. The loan carries a fixed annual interest rate of 6.88% and matures
in 2013. We incurred approximately $1.2 million in debt issuance costs related to the facility. The proceeds
will be used to repay debt carrying higher interest rates, or to fund capital expenditures or acquisitions to
the extent that higher interest rate debt cannot be acquired at attractive prices.

We completed a $330 million non-recourse financing secured by a portfolio of 19 hotels in 1999.The loan
bears a fixed annual interest rate of 8.01% and matures in 2009. The secured facility contains standard provisions
that require the servicer to maintain in escrow cash balances for certain items such as property taxes and insurance.
In addition, the facility contains a provision that requires our mortgage servicer to retain in escrow the excess cash
from the encumbered hotels after payment ot debt service (“Excess Cash™), if net hotel operating income (“NOI”)
for the trailing twelve months declines below $57 million. This provision was triggered in October 2002 and will
be effective until the hotels generate the minimum cash flow required for two consecutive quarters, at which time
the cash being held in escrow will be released to us. Approximately $27.2 million of cash was held in escrow under
this provision as of December 31,2003. In July 2003, we signed an amendment to the loan agreement that permits
the release of cash placed in escrow for all capital expenditures incurred on the 19 encumbered properties on or
after April 1, 2003. Although the servicer will continue to retain in escrow any excess cash from the encumbered
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hotels,yéhey will release cash for all capital expendirures we have incurred from April 1,2003 through the daté of
the amendment and future capital expenditures we incur on the 19 properties. Escrowed funds totaling approxi-
mately $18.4 million were available to fund capital expenditures under this provision: as of December 31, 2003.

Convertible subordinated notes. On July 1,2003, we completed an offering of $170 million aggregate prin-
‘cipal amount of 9.5% convertible subordinated notes due 2010.These notes are convertible into our common: .
stock at any time prior to or at maturity, April 1,2010 at a conversion price of $10.18 per share {equal to a con-
version rate of 98.2318 shares per $1,000 principal amount of notes). We incurred approximately $6.5 million in

debt issuance costs related to the issuance.

"The proceeds from the new issuance were used to repurchase $150.6 million of our $154.3 million 4.75%
convertible notes due 2004, at varying prices, resulting in an aggregate discount of approximately $1.4 million.
We recognized this gain and wrote off approximately $0.6 million of deferred financing costs related to the
" repurchase during the third quarter of 2003.The write off is included in depreciation and amortization expense
on the accompanying consolidated statements of operations.These-convertible notes are convertible into our
common stock at a rate of 23.2558 shares per $1,000 in principal amount, which equals approximately $43.00
per share. The remaining proceeds from the issuance were also used to repurchase a portion of our senior subor-

dinated notes, which are described in more detail below.

Senior subordinated notes. The notes are unsecured obligations due in 2007, and provide for semi-
annual payments of interest each February 15 and August 15 at an annual rate of 8.75%. The related inden-

" pure contains various restrictive covenants, which are similar to those in our senjor unsecured notes.

A portionVof the proceeds from the July 2003 issuance of 9.5% convertible notes discussed above were used
to repurchase $22.6 million principal amount of our senjor subordinated notes, at varying prices, resulting in an
agg;egate discount of approximately $1.5 million. We also repurchased a further $59.8 million of these notes, at
varying pfices, resulting in an aggregate loss of approximately $0.3 million. In connection with the repurchases
of these notes, we wrote off deferred financing costs totaling $1.0 million. Also during 2003, we exchanged
$39.2 million of these notes for 6;66‘9,506 shares of our common stock, resitlting in a gain of $1.5 million. In
connection with the exchanges, we wrote off deferred financing costs totaling $0.5 million. See Note 17 for

further redemption activiry subsequent to year end.

Mortgage and other debt. In connection with the merger between CapStar Hotel Company and Ameri-
can General Hospitality Corporafion in 1998, we assumed mortgage debt secured by seven hotels. We repaid.
two ‘of the mortgages in 2003 toraling $8.5 million, two of the mortgages in 2002 totaling $11.9 million, and
" one of the mortgages in 2001 totaling $4.0 million. The remaining two mortgages mature in 2011 and 2012

with interest rates of 8.8% and 9.0%, respectively.

Derivatives. We had three swap agreements that did not qualify for treatment as cash-flow hedges under
SEAS No. 133, expire since September 30, 2002, one in December 2002, one in April 2003 and one in July
2003. As of December 31, 2003, we had no outstanding derivative instruments.

During the year ended December 31, 2003, we recognized $4.0 million of income related to the decrease
i fair value of the liability recorded for the interest rate swap in place in that time period. For the year ended
Dgc_ember'31, 2003, we made cash payments on this swap of §4.0 million. The change in fair value and the

swap payments are netted together ori our statement of operations, resulting in no effect.

During the year ended December 31, 2002, we recognized $7.6 million of income related to the decrease
in fair value of the liability recorded for the interest rate swaps in place in that time period. For the year ended
December 31, 2002, we made cash payments on those swaps of $12.1 million: The change in fair value and the
swap payments are netced together on our statement of operations. During the year ended December 31, 2002,

* we also recognized a $4.7 million loss on the fair value of derivatives no longer providing a hedge due to the
repayment of the hedged debt. '

For the year ended December 31, 2001, we made cash payments on our swaps of $6.3 million. We also rec-
ognized a $6.6 million loss on the fair value of derivatives no longer providing a hedge due to the repayment
of the hedged debt. :
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7. INCOME TAXES

When the RMA became effective on January 1, 2001, we formed taxable subsidiaries to lease certain of our
propetties. These subsidiaries are subject to taxation similar to subchapter C-corporations. The income of these
taxable subsidiaries is subject to federal and state income taxes. In addition, the REIT is also subject to income
taxes in certain state and local jurisdictions. "

Our income taxes were allocated as follows:

(I thousands) , 2003 2002 2001

Tax benefit on loss from continuing operations $(3,293) » $(1,398) $ (557)
- Tax benefit on loss from discontinued operations (911) (768) (722)
Total income tax benefit $(4,204) $(2,166) $(1,279)

.Qur effective income tax rate differs from the federal statutory income tax rate as follows:

2003 2002 2001
Statutory tax rate ' 35.0% 35.0% 35.0%
Effect of REIT dividends paid deduction (35.0) (35.0) (34.3)
State and local taxes 1.1 1.2 1.8
Difference in effective rate on foreign subsidiaries — 0.1 - 02 .

1.1% 1.3% 2.7%

The components of income tax (benefit) expense were as follows as of December 31:

(In thousands) 2003 2002 2001
CURRENT:
State $ 495 $ 150 $ 400
Foreign : 500 — 100
995 150 500
DEFERRED: .
Federal v — 337 (337)
State (5,419) (2,543) (1,332)
.Foreign 220 (110) (110)
(5,199) (2,316) (1,779
$(4,204) $(2,166) $(1,279)

The tax effects of the principal temporary differences that give rise to our net deferred tax liability were as follows:

‘ December 31,
(In thousands) 2003 2002

Basis difference in property and equipment $ 3,895 $6,701
Amortization ‘ (584) (672)
Accrued expenses .566 467
Net operating loss carryforwards (2,603) —
Other - 242 - 219
Net deferred tax liability $ 1,516 46,715

For state income tax purposes, the aggregate net operating loss (NOL) carryforward, prior to apportionment, for
the REIT was $130.8 million and $38.2 million as of December 31, 2003 and 2002, respectively. The net oper-
ating loss for any jurisdiction, state or local, 1s subject to the laws of that jurisdiction and may differ from the
aggregate NOL carryforward noted above for reasons other than apportioriment. Such differences in NOL
characteristics may arise from, but are not limited to, carry over period limitatons and asset recovery methods
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that are different from the federal income tax rules. We have recorded a deferred tax asset relating to the NOL
- carryovers for states where we are subject to corporate-level tax, based on our ability to use the losses against
" future income and as‘an- offset to our net deferred tax lability relating to such state taxes.

"~ 'The mOsf'signiﬁcant"'c‘dniponent of our deferred tax liability continues to be the-basis difference in our. . .
“fized assets, At the time of the merger between CapStar Hotel Company and American General Hospita‘h’ty‘

" Corporation in 1998, we established a new basis for the acquired assets and assumed liabilities based on their

. fair values at the time of the merger. We established a net deferred income tax liability for the estimated future '
state and local income tax effect for differences between the accounting and tax bases of these assets and Habili-

ties. As of December 31, 2003, this component of the deferred tax liability was $3.9 million.

" REITs are subject to federal income taxes in certain instances involving the-disposition of hotel assets. For a
period of 10 years, beginning with the first year the corporation elected REIT status, if the REIT disposes of an
asset that had appreciated in value at the time of the REIT election, a corporate-level income tax may be incurred.
The amount- of income subject to this corporate-level tax is limited to the amount of built-in-gain established at - ‘
the time of our initial REIT election. As a result of our asset disposition program, certain assets that were subject to
the built-in-gains tax were disposed of during 2003 and 2002.The disposition-of these assets resulted in a net built-
in-loss of $11.3 million. This built-in-loss is available to offset any income from future sales of assets that are subject
to the built-in-gains tax. We do not anticipate our future dispositions to result in the recognition of a net built-in-
gain -As a result, we have recorded a firll valuation allowance against the built-in-loss carryover. '

.For federal income tax purposes, the NOL carryforward for our taxable subsidiaries was $63.7 million and
- $25.6,million as of De‘cemﬁer 31,2003 and 2002, respectively. Based on our projections of the taxable sub-
- sidiaries ability to utilize the NOL carryforward; we have recorded a valuation allowance to reduce the carrying
value of the NOL carryforward deferred tax asset to zero at both December 31,2003 and 2002.

8. STOCKHOLDERS' EQUITY AND MINORITY INTERESTS , |
Common Stock Transactions. We are authorized to issue up to 100,000,000 shares of our preferred stock,

_par value $0.01 per share, from time to time with such rights, preferences and ’pribri_ties as the Board of
. Directors shall designate. We have not issued.any preferred stock.

In September 2.003, we issued 13,800,000 shares of common stock at a price of $7.20 per share ($95.3 million
of net proceeds) pursuant to our effective shelf registration statement filed under the Securities Act of 1933.

During 2003, we issued 6,669,506 shares of common stock in exchange for $39.2 million of our senior
- subordinated notes (see Note 6). We reissued 2,056,210 shares held in treasury in connection with these
exchanges. See Note 17 for exchange activity subsequent to year end.

W issued 50,000 shares of common stock to a former executive officer and director in'connection with the
formal separation of management functions with Interstate Hotels during the first quarter of 2003. This former

 executive officer and director also relinquished 50,000 Profits-Only OP Units (POPs) in the first quarter in

" connection with the separation. , ' o . ‘
W issued 380,000, and 48,000 shares of common.stock with 2 value of $6.1 million and $0.8 million,

rcspecfively, related to the exercise of stock options, the conversion of POPs into common stock and dividend

reinvestments during the years ended December 31, 2002, and 2001.

Restricted Stock Transactions. In 2003, we issued 231,721 shares of restricted stock to employees pur-

suant to employment agreements, with an aggregate value of $1.2 million.

OP Units. Substantially all of our assets are held indirectly by and operated through MeriStar Hospitality
* Operating Partnership, L.P.;our subsidiary operating partnership, (Commission file number 333-63768). Our.
“operating partnership’s partnership agreement proﬂfides for five classes of partnership interests: Common OP
Units, Class B OP Units, Class C oP Units, Class D QP Units and POPs.
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Common OP Unit holders converted 885,000, 414,000 and 250,000 of their OP Units, with a value of
$21.8 million, $6.5 million and $5.4 million, respectively, into common stock during the years ended December
31,2003, 2002, and 2001, respectively. There were no material conversions for cash during the years ended
December 31, 2003, 2002, and 2001.

In May 2002, we issued 162,500 POPs to an executive officer pursuant to an employment agreement. If all
of the vesting criteria for the POPs were met, then each POP would have a value equlvalent to the value of
one share of our stock, which for this issuance totaled $2.9 million.

Dividends. We did not declare or pay any dividends in 2003.

On March 30, 2002, June 26, 2002, and September 25, 2002, we declared our first, second, and third quarter
dividends for 2002, respectively, equivalent to an annual rate of $0.03 per share of common stock and Common
OP Unit. We did not declare a dividend in the fourth quarter. The amount of the dividend for each quarter was
$0.01 per share. The dividends were paid on April 30, 2002, July 31, 2002,_and October 31, 2002.

On March 21, 2001, June 28, 2001, September 18, 2001, and December 17, 2001, we declared our first, sec-
ond, third and fourth quarter dividends for 2001, respectively, equivalent to an annual rate of $1.525 per share of
common stock and Common OP Unit. The amount of the dividend for each of the first three quarters was
$0.505 per share and $0.01 per share for the fourth quarter. The dividends were paid on April 30, 2-001,july 31,
2001, October 12,2001, and January 31, 2002. ‘

9. LOSS PER SHARE
The following table presents the computation of basic and diluted loss per share:

Year Ended December 31,

(In thousands, except per share amounts) 2003 2002 2001
Basic and Diluted Loss Per Share: ) A
Loss from continuing operations $(253,977) $(67,674) $(17,235)
Dividends paid on unvested restricted stock — (4) (502)
 Loss available to common stockholders - (253,977) (67,678) (17,737)
Weighted average number of basic and '
diluted shares of common stock outstanding 50,807 44,931 44,507

Basic and diluted loss per share from .
continuing operations : $  (5.00) $°(1.51) $ (0.40)

For the years ended December 31, 2003, 2002 and 2001, 15,078, 9,525 and 9,225 shares, respectively, consisting
of stock options, operating partnership units and assumed conversion of our outstanding convertible notes, were
excluded from the calculation of diluted loss per share as the effect of their inclusion would be anti-dilutive.

10. RELATED-PARTY TRANSACTIONS

DUE TO/FROM INTERSTATE HOTELS & RESORTS

In the normal course of managing our hotel properties, Interstate Hotels incurs day-to-day operating costs
which are reimbursed by us. The balance due to Interstate Hotels of $16.4 million at December 31, 2003
included management fees due for each hotel, and reimbursements due for insurance, employee benefits,
sales and marketing expenses, and other miscellaneous operating expenses, These amounts are normally paid

within 30 days. The balance also included accrued termination obligations related to our asset dispositions.

Pursuant to an intercompany agreement, we and Interstate Hotels provide each other with, among
other things, reciprocal rights to participate in certain transactions entered into by each party. In particular,
Interstate Hotels has a right of first refusal, under certain circumstances, to become the manager of any real
property we acquire. We also may provide each other with certain services. These may include administra-
tive, renovation supervision, corporate, accounting, finance, risk management, legal, tax, information tech-
nology, human resources, acquisition identification and due diligence, and operational services, for which
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. Interstate Hotels is compensated in an amount that we would be charged bv a third party for comparable
services. Durmo the years ended December 31, 2003, 2002 and 2001, we paid Interstate Hotels a net
amount of $0.07 million, $0.5 million, and $0.1 million, respectively, for such services.

NOTE RECEIVABLE FROM INTERSTATE HOTELS & RESORTS

Under a revolving credit agreement with Interstate Hotels through July 31, 2002, we had the ability to lend
-Interstate Hotels up to $50 mullion for general corporate purposes. As of December 31, 2001, Interstate
Hotels owed us $36 million under this agreement. Effective January 1, 2002, Iﬁterstate Hotels issued us a
term note for $13.1 million, which refinanced outstanding accounts payable owed to us.

[n connection with the merger that created Interstate Hotels on July 31, 2002, we amended the terms of

" certain loans outstanding to Interstate Hotels, combining them into a term loan agreement with a principal

" balance.of $56.1 million and a maturity date of July 31, 2007. The interest rate was 650 basis points over the
30-day LIBOR. This term loan was subordinate to Interstate Hotels' new bank credit agreement.

" Inlate December 2002 we reached an agreement to settle the term loan with Interstate Hotels for $42.1
million, plus accrued interest, which was paid in January 2003. We incurred a $14.5 million charge in 2002,
including expenses of the transaction related to this settlement.

During 2002 and 7001 ‘we earned interest of 34 8 million, and $5.0 million, respectwelv from these

lending arrangements.

OTHER RELATED-PARTY TRANSACTIONS
©Of the §300 million aggregate principal amount of 9.0% senior unsecured notes due in 2008 we issued in
. January 2001, $30 million principal amount was issued at a price of 99.688% to an affiliate of Oak Hill
Capital Partners. The terms and conditions of the notes purchased were 1dent1ca1 to those purchased by
third parties. ‘

. Of the $200 million aggregate principal amount of 9.125% senior unsecured notes due in 2011 we
issued in January 2001, $20 million principal amount was issued at a price of 99.603% to an affiliate of Oak
" Hill Capital Partners. The terms and conditions of the notes purchased were identical to those purchased by . -
thlrd parties.. ‘ '

e the $250- mﬂhon agglegate prmc1pal amount of 10.5% senior unsecured notes due in 2009 we

issued in December 2001, $23 million principal amount was issued at a price of 99, 368% to an affiliate of
+ Oak Hill Capital Partners. The terms and conditions of the notes purchased are identical to those pur-
chased by third parties. - '

1.1. INCENTIVE COMPENSATION .
Under our incentive plan, we are authorized to award up. to a maximum of 12.5% of our outstanding:
shares of common stock to our officers or other key employees. These awards may be granted in cash,
restricted shares of common stock or options to purchase common stock. As of December 31, 2003, we
" were authorized to award up to-a maximum of 8,348,703 shares of common stock, of which 4 ,052,975
shares remain available for award.

Und‘er our incentive plan for non-employee directors, we are authorized to award up to 500 000
options to purchase common stock to our non-employee directors. As of December 31, 2003, 210 000
~ shares remain available for award.

STOCK OPTIONS
.Stock options to officers, other key employees or directors are exercisable in three annual installments and
expire ten years from. the grant date.
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Stock option activity for 2003, 2002 and 2001 was as follows:

Incentive Pla-n

Directors’ Plan

Weighted Weighted ‘
Average ‘ Average
Number of .  Exercise Number of Exercise

Shares Price Shares Price

Outstanding at January 1, 2001 4,785,334 $22.68 115,000 $21.34
Granted : 88,500 13.33 47,500 23.00
Exercised (41,839) 16.12 : — —
Canceled (2,194,165) 26.87 — —
QOutstanding at December 31, 2001 2,637,830 19.47 162,500 21.83
Granted 707,500 11.03 . 92,500 11.09
Exercised (201,296) 15.45 — —
Canceled ’ (164,829) 20.10 — —
Outstanding at December 31, 2002 2,979,205 ©17.59 255,000 17.93
Granted - © 200,000 439 35,000 5.90

Canceled

(405,322) 23.26

Outstanding at December 31, 2003

2,773,883 © $15.82

290,000 $16.48

Shares exercisable at December 31:
2001

2,020,759 $20.09

80,000 $21.69

2002

2,191,049  $19.81

119,167 $21.79

2003

2,074,402 $17.99 177,500 $20.52

The following table summarizes information about stock options outstanding and exercisable at
December 31, 2003: ' :

Options Outstanding Options Exercisable

Weighted
Average Weighted : Weighted
Remaining Average Average
* Range of Number Contractual Life Exercise , Number Exercise
Exercise Prices Outstanding [in years) Price Exercisable Price
$ 293t0 $ 5.92 207,500 9.20 $ 4.35 — $ —
$ 660tc % 7.42 . 357,500 ) 9.00 8 7736 110,003 $ 7.42
$ 7.73 to $13.33 . 346,000 8.45 $11.43 _ 7144,839 $11.82
$14.50 to $14.50 7,500 8.04 $14.50 2,500 $14.50
$14.88 to $14.88 375,000 5.95 $14.88 375,000 . $14.88
" $15.60 to $15.64 ' 337,451 3.23 . 815.64 314,120 $15.64
$16.25 to $19.00 ‘ 242750 7.58 $17.38 129,420 $17.40
$19.19 to $19.19 700,0QO 5.10 $15.19 700,000 $19.19
$19.75 to $29.44 - 391,757 4.80 $24.23 377,595 $24.28
$29.44 1o $31.42 98,425 3.87 $31.01 98,425 $31.01
3,063,883 2,251,902

OTHER STOCK-BASED COMPENSATION
As of December 31, 2003, we have granted 853,221 shares of restricted stock to our employees or to those
of an affiliate. This restricted stock vests ratably over three~ or five-year periods.

On March 29, 2000, our operating partnership granted 462,500 Profits-Only OP Units, or POPS, to some
of our employees pursuant to our POPs Plan. These POPs were originally eligible for vesting based on our
achievement of certain financial performance criteria. During 2001, our operating partnership. converted the
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387,500 of outstanding POPs to ﬁxed awards and extendeéd the vesting period to 2004. On April 16, 2001,
our operating partnership granted 350,000 POPs to some of our employeés pursuant to our POPs Plan.
These POPs are fixed awards and vest ratably over three years. On April 1, 2002, our operating partnership
granted 25,000 POPs to some of our employees pursuant to our POPs Plan. These POPs are fixed awards
and vest ratably over five years. On May 1, 2002, our opefating partnership granted 162,500 POPs to one of
our employees pursuant to our POPs Plan. These POPs are fixed awards and vest ratably over three years.
There were 687,500 POPs outstanding and 588,195 POPs vested as of December 31, 2003. '

12. SEPARATION AND RESTRUCTURING CHARGES

In 2002, we incurred $3.2 million of costs related to the formal separauon of management functions from

Interstate Hotels. In 2001, we incurred a restructurmg charge of $1.1 million in connection with opera-
tional changes at our corporate headquarters. The costs for both years are included in administrative and
general expenses on our income statement.

13. COMMITMENTS AND CONTINGENCIES
‘Litigation. In the course of our normal business activities, various lawsuits, claims and proceedings have
~ been or may be instituted or asserted against us. Based on currently available facts, we believe that the dispo-

sition: of matters that are pending or asserted will not have a material adverse effect on our financial posi- .

. tion, results of operatjons or liquidity.

Minimum Lease Payments. We lease the land at.certain of our hotels under long-term arrangements from
third parties. Certain leases contain contingent rent features based on gross revenues at the respective property.
Future minimum lease payments required under these operating leases as of December 31, 2003 were as follows:

‘(Inv tl‘u;g«sar{ds) - : .
2000 . — T 5 1785

2005 .- o 1,746
2006 : : 1,648
2007 - , . 1,672 -
2008 B - : 1672'
Thereafter ' - 52,296

‘ §60,819

Our obligations under other operating lease commitments, primarily for equipment, are not significant.

We lease certain office, retail and parking space to outside parties under non-cancelable operating leases - -
with initial or remaining terms in excess of one year.. Future minimum rental receipts under these leases as
of December 31, 2003 wereas follows:

(In thousa'ﬁds) T

2004 . R T o - R

2006 . . 1,943 e e
2007 S ) » 1,677
2008 . : ’ 991
Thereafter : 1,909 -
" $13,649

As we dispose of the 10 remaining assets in our disposition program, we may incur termination. obliga-
tions due to Interstate Hotels of up to a maximum of approximately $5.5 million, assuming the disposi- -

" tion of all 10 of the properties in 2004 and assuming buyers of our hotel properties elect to have the

properties managed by pames other than Interstate Hotels or do not assume the.obligation as part of the
sale transaction. In addition, we may be obligated to pay Interstate Hotels termination fees of up to a "~
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maximum of approximately $9.8 million with respect to the 24 properties we have already sold. Any obli-
gation due under the termination provisions of the contract is payable over a period of 30 months. This
amount may be reduced by replacement management contracts. )

14. DISPOSITIONS AND ACQUISITIONS

We sold five hotels in 2002 and fifteen hotels in 2003. As of December 31, 2003, we had 19 hotels planned
for disposition. Seven of these hotels met our criteria for held-for-sale classification as of December 31,
2003 (see Note 4). Operating results for the sold hotels, and where applicable the gain or loss on final dispo-
sition, and the seven classified as held-for-sale are included in discontinued operations.

Summary financial information included in discontinued operations for these hotels were as follows:

(In thowsands) 2003 2002 2001

Revenue . » $ 102,630 $140,344 $154,298
Loss on asset impairments (131,647) T (71,807) (41,304)
Pretax loss from operations (133,442) (73,145) (26,249)
Loss on disposal (2,356) (21,197) —

The remaining 12 properties included in our disposition program as of December 31, 2003 represented
approximately 13% of our total portfolio, and their operating results are included in continuing operations. For
the year ended December 31, 2003, these 12 properties accounted for approximately 7% of our consolidated
revenue and approximately 4% of our consolidated operating loss. For purposes of this calculation, we excluded
depreciation and amortization and loss on asset impairments from operating income.

During 2001, we sold two hotels and received proceeds of $9.7 million. The sales resulted in a loss of §2.2
million. The loss recognized on these sales, as well as the operating results of these hotels, were included in contin-
uing operations, as the provisions of SFAS No. 144 requiring the presentation of such results as discontinued
operations applies to only those assets classified as held for sale or disposed of on or after January 1, 2002.

During 2001, we terminated the leases of eight of our hotels from affiliates of Prime Hospitality Corporation
for a total cost of $1.3 million. Concurrently, we signed long-term management agreements with Interstate Hotels
(formerly MeriStar Hotels) for four of these properties.

On May 9, 2001, we and our operating partnership entered into an Agreement and Plan of Merger with
FelCor Lodging Trust Incorporated and its operating partnership. On September 21, 2001, we mutually agreed
with FelCor to terminate the merger agreement due to unfavorable market conditions. We incurred $5.8 mil-
lion of costs related to this potential merger. The costs are reflected in our statement of operations.

15. SEGMENT INFORMATION

SFAS No. 131, “Disclosures about Segments of an Enterprise and Related Information,” requires public entities
to report selected information about operating segments. Based on the guidance provided in the standard, we
have determined that our business is conducted in one reportable segment, hotel ownership.

The following summarizes certain geographic information required under the standard:

(In thousands) 2003 2002 2001

REVENUE:
us. $ 923,904 $ 984,337 $1,060,352
Canada 22,560 21,700 23,267

‘ $ 946,464 $1,006,037 $1,083,619
PROPERTY AND EQUIPMENT, NET:
Us. ‘ $2,077,474 $2,509,117
Canada 9,415® 50,820

'$2,086,889 $2,559,937 .

W We sold three of the four Canadian hotels in December 2003.
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16. QUARTERLY FINANCIAL INFORMATION (UNAUDITED)

Quarterly information has been restated to reflect the operations of assets sold in 2003 and 2002 or classi--
fied as held for sale as of December 31, 2003 as discontinued operations for all periods presented.

2003 ' 2002
o First . Second Third Fourth First . Second Third Fourth
{In thousands) Quarter Quarter Quarter -Quarter Quarter Quarter - Quarter  Quarter
Total revenue $214,123  § 230,307 $199,902  $199,502 $219,621 $240,415 $201,992 $ 203,665
Loss on asset’ impairments 14,443 120,160 20,626 8,161 - = — 6,925
Total operating expenses 209,889 325,553 . 217,663 228518 192,094 202,441 190,672 214,071
Operating income (loss) ' 4,234 (95,246) (17,761)  (29,016) 27527 37974 11,320  (10,406)
{Loss} income from .. . . ’ . . o ’ .
_continuing operations . (26,699) (119,315) (47,444) (60,519) (10,982 436 (21,628)  (35,500)
Net (loss) income - (69,746) (206,361)  (50,693) ' (62,064) (9,943) 2973 . (29,402) (124,876)
~ Diluted (loss) earnings ’ o .
"~ per share $ (153) 8 (448) 8 (106 $ (0.97) '$ -(022) §- 0.06 $ (065 $ (276)

- 17. SUBSEQUENT EVENTS

We have sold nine properties since January 1, 2004 for total proceeds of $62. 9 million. Six of those proper-
- ties were classified as held-for-sale as of December 31, 2003.

In addltlon subsequenc to December 31, 2003 we repurchased from avallable cash $61.5 million
.. of senior unsecured notes, including $16.5 million of the 9% notes due in 2008, $30.8 milkion of the

© 9.125% notes due in 2011 and $14.2 million of the 10.5% notes due in 2009. We also acquired an addi-
“tional $13.5 million of senior subordinated notes due 2007 through the issuance of 2,291,150 shares of
common stock. ‘

18. CONSOLIDATING FINANCIAL STATEMENTS

We and certain subsidiaries of MeriStar Hospitality Operatlncr Partnershlp, LP (MI—IOP) our subsidiary
~0perat1ng partnership, are guarantors of senior unsecured notes issued by MHOP. MHOP and certain of
its subsidiaries are guarantors of our unsecured subordinated notes. We own a one percent general partner
interest in MHOP, and MeriStar LP, Inc., our wholly-owned subsidiary, owns approximately a 93 percent
limited partner interest in. MHOP. All guarantees are full and unconditional, and joint and several. Exhibit
99. 1 to our Annual Report on Form.10-K presents supplementary consolidating financial statements for
MHOP, including each of the guarantor sub51dxar1e:é This exhibit presents MHOP's consohdatmg balance
sheets as of December 31, 2003 and 2002, consolidating statements of operations for the years ended
December 31,2003, 2002, and 2001, and consohdatmg statements of cash flows for the years ended -
‘December 31, 2003, 2002, and 2001. :

MERISTAR HOSPITALITY 2003 ANNUAL REPORT 27




CAUTIONARY STATEMENT REGARDING FORWARD-LOOKING STATEMENTS

Information both included and incorporated by reference in this annual report may contain forward-
looking statements within the meaning of Section 27A of the Securities Act of 1933 and Section 21E of
the Securities Exchange Act of 1934, and as such may involve known and unknown risks, uncertainties and
other factors which may cause our actual results, performance or achievements to be materially different
from future results, performance or achievements expressed or implied by such forward-looking state-
ments. Forward-looking statements, which are based on various assumptions and describe our future
plans, strategies and expectations, are generally identified by our use of words such as “intend,” “plan,”

LENT3 33 4¢ 29 4¢

“may,” “should,” “will,” “project,” “estimate,” “anticipate,” “believe,” “expect,” “continue,” “potential,”

“opportunity,” and similar expressions, whether in the negative or affirmative. We cannot guarantee that
-we actually will achieve these plans, intentions or expectations. All statements regarding our expected
financial position, business and financing plans are forward-looking statements.

Factors which could have a material adverse effect on our operations and future prospects include, but
are not limited to:

= the continuing sluggishness of the national economy;
® economic conditions generally and che real estate market specifically;

» the effect of threats of terrorism and increased security precautions on travel patterns and
demand for hotels;

® the threatened or actual outbreak of hostilities and international political instability;
® governmental actions;

= legislative/regulatory changes, including changes to laws governing the taxation of real estate
investment trusts;
= level of proceeds from asset sales;
" cash available for capital expenditures; ‘
= availability of capital;
® ability to refinance debt;
" rising interest rates;
% rising insurance premiums;
= competition; .
= supply and demand for hotel rooms in our current and proposed market areas, including the existing
and continuing weakness in business travel and lower-than-expected daily room rates; '
® other factors that may influence the travel industry, including health, safety and economic factors; and
= generally accepted accounting principles, policies and guidelines applicable to real estate investment trusts.
These risks and uncertainties, along with the risk factors discussed under “Risk Factors” in our Annual
Report on Form 10-K, should be considered in evaluating any forward-looking statements contained in
this report or incorporated by reference herein. All forward-looking statements >speak only as of the date
of this report or, in the case of any document incorporated by reference, the date of that document. All
subsequent written and oral forward-looking statements attributable to us or any person acting on our
behalf are qualified by the caufioﬁary statements in this section. We undertake no obligation to update or

publicly release any revisions to forward-looking statements to reflect events, circumstances or changes in
expectations after the date of this report.
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