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Washington, D.C. 20549

FORM 10-K

(Mark One)

x ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT
OF 1934

For the fiscal year ended December 31, 2004

OR

¨ TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the Transition period from                      to                     

Commission File No. 001-32223
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Maryland 33-1082757
(State of Incorporation) (I.R.S. Employer Identification No.)

77 West Wacker Drive, Suite 4600, Chicago, Illinois 60601
(Address of Principal executive offices) (Zip Code)

Registrant�s telephone number, including area code: (312) 658-5000

Securities registered pursuant to Section 12(b) of the Act:

Title of each class Name of exchange on which registered

Common Stock ($0.01 par value) New York Stock Exchange, Inc.

Securities registered pursuant to Section 12(g) of the Act:

None

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports) and (2) has been subject
to such filing requirements for the past 90 days.    Yes  x(1)    No  ¨.

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, and will not be
contained, to the best of registrant�s knowledge, in definitive proxy or information statements incorporated by reference in Part III of this Form
10-K or any amendment to this Form 10-K.  ¨

Indicate by check mark whether the registrant is an accelerated filer (as defined in Exchange Act Rule 12b-2).    Yes  ¨    No  x.

The aggregate market value of the voting stock of the registrant held by nonaffiliates of the registrant was approximately $258,705,300 as of
June 30, 2004.

The number of shares of Common Stock ($0.01 par value) of the registrant outstanding as of March 4, 2005 was 30,035,701.
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(1) The registrant became subject to the Securities Exchange Act of 1934 on June 23, 2004.

DOCUMENTS INCORPORATED BY REFERENCE

Part III of this Report on Form 10-K incorporates by reference certain information from the registrant�s definitive Proxy Statement which will be
furnished to stockholders in connection with the Annual Meeting of Stockholders of the registrant scheduled to be held on May 18, 2005.
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This report contains registered trademarks that are the exclusive property of their respective owners, which are companies other than us,
including Embassy Suites®, Four Seasons®, Hilton®, Hyatt®, Inter.Continental®, Loews®, Marriott® and Ritz-Carlton®. None of the owners of
these trademarks, their affiliates or any of their respective officers, directors, agents or employees has or will have any liability or responsibility
for any financial statements, projections or other financial information or other information contained in this report.
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DISCLOSURE REGARDING FORWARD LOOKING STATEMENTS

Some of the statements contained in this report constitute forward-looking statements. Forward-looking statements relate to expectations,
beliefs, projections, future plans and strategies, anticipated events or trends and similar expressions concerning matters that are not historical
facts. In some cases, you can identify forward-looking statements by terms such as �may�, �will�, �should�, �expects�, �plans�, �anticipates�, �believes�,
�estimates�, �predicts�, �potential� or the negative of these terms or other comparable terminology.

The forward-looking statements contained in this report reflect our current views about future events and are subject to risks, uncertainties,
assumptions and changes in circumstances that may cause our actual results to differ significantly from those expressed in any forward-looking
statement. The factors that could cause actual results to differ materially from expected results include changes in economic, business,
competitive market and regulatory conditions. Important risks and factors that could cause our actual results to differ materially from any
forward-looking statements include, but are not limited to:

� The factors discussed in this report set forth under the sections titled �Business�Risk Factors� and �Management�s Discussion and
Analysis of Financial Condition and Results of Operations�;

� Downturns in economic and market conditions, particularly levels of spending in the travel and leisure industries in the markets
where we invest;

� Hostilities, including future terrorist attacks, or apprehension of hostilities that affect travel within or to the United States, Mexico,
Czech Republic, Germany, France or other countries where we invest;

� Increases in interest rates and operating costs;

� Difficulties in identifying properties to acquire and completing acquisitions;

� Our ability to dispose of existing properties in a manner consistent with our investment strategy;

� Risks related to natural disasters;

� General volatility of the capital markets and the market price of our common shares;

� Our failure to maintain our status as a REIT;

� Changes in real estate and zoning laws or regulations;

� Increases in real property tax rates; and
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� Changes in the competitive environment in our industry and the markets where we invest.

We do not intend, and disclaim any duty or obligation, to update or revise any industry information or forward-looking statements set forth in
this report to reflect new information, future events or otherwise.
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PART I

ITEM 1.    BUSINESS.

Overview

We were incorporated in January 2004 to own and asset manage upper upscale and luxury hotels in North America and Europe. We went public
in an initial public offering in June 2004. Our founder and accounting predecessor, Strategic Hotel Capital, L.L.C., or SHC LLC, was founded in
1997 by Laurence Geller, our President and Chief Executive Officer, WHSHC, L.L.C. and W9/WHSHC, L.L.C.I, which we collectively call
Whitehall (an affiliate of Goldman Sachs & Co.), and others. We own our properties through our investment in SHC Funding, our operating
partnership.

We:

� own the fee interest in 11 hotels, comprising approximately 4,961 rooms, located in Arizona, California, Florida, Illinois and
Louisiana and in Mexico;

� lease three hotels from unaffiliated lessors: a ground lease for a hotel in Lincolnshire, Illinois and operating leases for hotels in Paris,
France and Hamburg, Germany, comprising an aggregate of approximately 859 rooms;

� own a 35% interest in a joint venture, with an unaffiliated party, that owns a hotel in Prague, Czech Republic comprising
approximately 372 rooms, and we asset manage such hotel on behalf of the joint venture;

� own a 31% interest in and act as asset manager for a joint venture, which joint venture is with two unaffiliated parties, that is
developing the Four Seasons Residence Club Punta Mita, a luxury vacation home product that will be sold in fractional ownership
interests on property adjacent to our Four Seasons Punta Mita Resort hotel in Mexico; and

� asset manage seven hotels for SHC LLC under an asset management agreement.

We do not operate any of our hotels directly; instead we employ internationally known hotel management companies to operate them for us
under management contracts or operating leases. Our existing hotels are operated under the widely recognized upper upscale and luxury brands
of Embassy Suites®, Four Seasons®, Hilton®, Hyatt®, Inter.Continental®, Loews®, Marriott® and Ritz-Carlton®.

As used in this report, references to �we�, �our�, �us�, �SHCI� and the �REIT� are to Strategic Hotel Capital, Inc. and, except as the context otherwise
requires, its consolidated subsidiaries, including Strategic Hotel Funding, L.L.C. and its consolidated subsidiaries. References to �Whitehall� are to
Whitehall Street Real Estate Limited Partnership VII, Whitehall Street Real Estate Limited Partnership IX and their affiliates. Whitehall is
affiliated with The Goldman Sachs Group, Inc., which is the parent company of Goldman, Sachs & Co. References to �Prudential� are to
Prudential Financial, Inc. and its affiliates, including Strategic Value Investors, LLC, The Prudential Insurance Company of America, Prudential
Investment Management, Inc., PIC Realty Corporation and Prudential Assets, LLC, and to entities owning our securities over which Prudential
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Financial, Inc. or its affiliates have investment management discretion, including (SHC/Olayan) Redemption Vehicle, LLC and SVI
(SHC/Houston) Redemption Vehicle, LLC.

We seek to maximize asset values and operating results through asset management. We also seek to acquire additional properties that meet our
disciplined investment criteria. Based on our past experience, we believe that full-service properties such as ours in the upper-upscale and luxury
segments of the hotel industry may benefit to a greater extent than properties in other segments during periods of economic recovery. Given our
history of asset management, strategic acquisitions and selective dispositions, we believe that we are well-positioned to take advantage of
current favorable market conditions.

Business Strategy

Our goal is to build upon our existing portfolio of hotel properties to become a preeminent owner of upper upscale and luxury branded hotels
primarily in the United States with select international hotels. Our future
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growth will be driven through the execution of a two-fold business strategy, which focuses on maximizing asset values and operating results
through asset management and by research-driven capital deployment through acquisitions.

Earnings Growth Through Expert Asset Management

We believe that we can enhance our earnings growth through expert asset management which will ultimately generate higher overall investment
returns. We have developed a comprehensive asset management system that we believe maximizes cash flow growth and property value. In
addition, we believe that our asset management style has helped us to maximize economic benefits in an industry that has suffered reduced
performance, and to position our properties for the current recovery. Our value-added asset management system has the following general
components:

Working in partnership with our brands, we build an asset management approach to enhancing the cash flow and upside of our properties:

� Our senior management team has long-standing relationships with executives of most major hospitality companies. With over 40
years of experience in the hospitality industry, Laurence Geller, our President and Chief Executive Officer, has developed strong
relationships with hotel operators throughout the hotel industry as a senior executive, operator and consultant. In addition, we
generally believe we have asset managers with broader experience in hotel operations than our competitors, in large part as a result
of our belief that the efficiency of our team requires in-depth knowledge of all of the components of each property.

� We believe that we can more effectively influence the operating performance of our hotels if we have multi-property relationships
with a select group of hotel management companies, which we call our preferred operators. We select our preferred operators based
on our opinion as to whether an operator has strong brand recognition, superior marketing capabilities, management depth and a
history of efficient operations. Because our preferred operators provide the services, technology, human resources training and
infrastructure to conduct day-to-day hotel operations, we can focus our energies on monitoring their performance, identifying areas
of improvement and providing our operators with useful feedback that they can utilize to maximize operating results and enhance the
value of our hotels.

� We have a proven track record of improving hotel operating performance through the application of value-added programs
involving consumer and market research, competitive benchmarking, technology upgrades and systems development and upgrades.
In addition, we have long-standing relationships with specialists with whom we consult or recommend to the managers of our hotels
as needed in order to provide them more focused support and expertise in areas such as consumer research, purchasing, retailing,
merchandising, food and beverage services, physical plant and equipment maintenance, labor systems and parking. Our asset
management group is supported by:

� consumer-based marketing research to assess overall trends in consumer preferences and attitudes on issues such as price,
brand, services, amenities and facility needs that have led to strategies that alter customer mix, and improve pricing and overall
total revenues; and

� well-developed techniques for measuring and analyzing departmental and overall hotel profitability and operating trends that
have led to implementation of efficiency measures which result in cost savings.

We have also improved operating performance at a number of our hotels through measures including:
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� appealing real estate taxes, generating annualized tax savings;

� assisting our hotel operators in conducting energy reviews and audits, generating fuel and electric savings;

� assisting our operators in a review of staffing levels and productivity standards, generating labor savings; and
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� assisting our operators in a review of their food purchasing practices and vendor pricing, generating reductions in food costs.

� Our hotels are operated under a number of different brands in different locations, which exposes us to diverse management
approaches and provides us with an opportunity to identify, develop and apply what we believe to be the best practices in the
industry. Our asset management group uses this knowledge to help our preferred operators implement revenue enhancement
opportunities, improve operating performance through cost-saving actions and generate incremental profitability above a hotel�s
baseline results.

We provide rigorous oversight of the properties and management companies to ensure the alignment of interests and compliance with
management contracts:

� We closely monitor the management companies to which we have delegated the management of our hotels to ensure that they adhere
to the terms of their contracts with us. Our asset management group systematically monitors operating decisions, which are made
independently by hotel operators but impact the profitability of our hotel properties. In addition, our asset management group works
with each of our preferred operators at their corporate level to seek to maximize the value of our properties through the operation of
their internal programs and to ensure that cost allocations to each of our properties are appropriate.

� As a result of the depth of our involvement in our hotel properties, we attain more favorable terms upon renewal of management
contracts. For example, where possible, we negotiate management contracts that align the interests of hotel operators with those of
the hotel owner by increasing the emphasis on incentive management fees, which we believe focuses the obligation of each hotel�s
management to operate for the benefit of the hotel rather than for the benefit of the brand the hotel carries. In certain cases, these
initiatives have included a cap on the allocation of certain chain level expenses to our hotels and, in other cases, have included
persuading hotel management companies to adopt money saving labor management and food and beverage purchasing systems.

Our asset management team is integral to the capital planning at each hotel including both routine maintenance expenditures and
innovative hotel investments to enhance revenues:

� We work with our managers to ensure that each of our hotel properties is maintained in good repair and condition in conformity
with applicable laws and regulations and consistent with the brand�s standards, other hotels and the provisions of the management
agreements. The expense of routine repairs, maintenance and ordinary course capital expenditures performed by our management
companies are deducted from a furniture, fixtures and equipment reserve, which is generally funded on a monthly basis by a portion
of a hotel�s gross revenue. With respect to extraordinary capital expenditures or expenditures outside the ordinary course of operating
a hotel, we typically retain approval rights, spending limits or other restrictions that limit the ability of our management companies to
perform significant programs of capital improvements, renovation or refurbishing that we believe are unnecessary, undesirable or
would result in an unacceptable return on investment.

� Our team�s creative approach often results in capital investment plans for conversion of unused or underutilized space to new
revenue-generating facilities. Examples have included changing the usage of existing hotel space and the identification of expansion
areas to create additional meeting rooms, guest rooms and retail outlets.

Asset Growth Through Acquisitions

Key elements. Our acquisition strategy incorporates three key elements:
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� focusing on the acquisition of upper upscale and luxury hotels in attractive markets with barriers to entry where we believe there are
opportunities for us to add value by employing our asset management skills and systems;
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� targeting either hotels with existing management contracts or hotels where there is an opportunity to put in place a management
contract with one of our preferred operators that would enhance asset value; and

� building single- and multi-brand relationships with our preferred operators, which are leading hotel management companies that
have strong brand recognition, superior marketing capabilities, management depth and a history of efficient operations.

Acquire upper upscale and luxury hotels. We target upper upscale and luxury hotels in select urban and resort markets, including major
business centers and leisure destinations, with strong growth characteristics and high barriers to entry. Typically our target hotels would be
larger than 150 rooms and have growth or expansion opportunities. We believe that the upper upscale and luxury hotel sector is an extremely
attractive sector for long-term investment, especially considering the supply constraints characteristic of that sector. These supply constraints
include the importance of location, lack of available land, high development costs, long development and entitlement lead times and brand trade
area restrictions that prevent the addition of a certain brand or brands in close proximity. Moreover, the management-intensive nature of upper
upscale and luxury hotels provides our experienced management team with the opportunity to enhance value and maximize operating results at
these hotels by monitoring performance and suggesting practical strategies for creating greater revenue flow to the bottom line.

Target hotels with management contracts or where we can put value-enhancing management contracts in place. We believe that a significant
percentage of upper upscale and luxury hotels in North America have management contracts with remaining durations in excess of five years.
Many other acquirers of hotel properties are in the hotel management business or are affiliated with specific management companies and,
therefore, pursue hotels only if they can assume management. As a result, we believe that competition to acquire properties with existing
management contracts can be less intense, providing us with attractive investment opportunities to achieve higher initial investment returns than
we might attain from similar-quality hotels without management contracts. Our management team, based on its experience and knowledge of
hotel operating practices, is well positioned to advise hotel operators on practices to improve operating performance and extract additional value
from these hotels encumbered by management contracts.

Leverage our relationships with preferred operators. Because we provide professional, financially strong ownership and the opportunity for our
preferred operators to continue managing the hotels after our acquisition of the property, they are more likely to seek to involve us in acquisition
and disposition opportunities. Given these circumstances, we believe we are viewed by certain preferred operators as an attractive buyer whether
a preferred operator is (1) considering a sale of one or more of its owned hotels or (2) attempting to expand its brand by acquiring management
contracts in respect of hotels that are not subject to management contracts.

Continuous research and disciplined investment decisions. As a result of our ongoing research, the selection of target markets and individual
property targets is updated continuously to foster a proactive acquisition process.

We believe our acquisition process permits us to make disciplined investment decisions quickly and efficiently, offering sellers the benefit of an
expedited closing and certainty of execution.

Selected international opportunities. We have the skills and experience to acquire and asset manage hotels both domestically and
internationally, which have permitted us to diversify our portfolio geographically. We currently own hotels in Mexico City and Punta Mita,
Mexico, leasehold interests in hotels in Paris, France and Hamburg, Germany and a joint venture interest in a hotel in Prague, Czech Republic,
which we asset manage for the joint venture. We believe that the international scope of our knowledge and skills places us in a unique position
among lodging REITs and will permit us to take advantage of select international hotel opportunities. Our international acquisition activity will
be consistent with our domestic acquisition strategy, namely targeting upper upscale and luxury hotels that have management contracts with
preferred operators or hotels where we can enter into value enhancing management contracts with our preferred operators.
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Growth through joint ventures. While joint venture financing of new acquisitions is not a primary growth strategy, the company has a
successful history of entering into joint venture arrangements and will consider opportunities in the future when:

� they are with strategic partners whose financial objectives are compatible with ours;

� they provide compelling economics that may include current asset management fee income, or upside participation; and/or

� they provide access to strategically important hotel acquisitions.

Advantages of this investment strategy include allowing us to expand our portfolio, increase fee-based income, enhance the return on our real
estate through fee and incentive income and foster closer relationships with our preferred operators. We can also gain additional diversification
of our capital and higher return on investment by investing in a larger number of properties, although through a smaller investment in each
property.

Growth through strategic asset management. We will seek to asset manage properties when such an involvement leads to access to profitable
hotel investment opportunities. Our goal is not to enter the traditional asset management business and compete with pure fee for service asset
managers on price, but rather to take advantage of special opportunities, like the joint venture opportunities as previously described, or strategic
alliances that will allow us to earn fees to supplement the returns from our owned properties with limited or no accompanying financial
commitment. Similar to our joint venture properties, through these management relationships we expect to gain familiarity with the assets we
oversee which may position us favorably to acquire ownership of these properties if they are offered for sale.

Recycle capital for future investments through opportunistic dispositions. We will take advantage of opportunities to sell a property, thereby
freeing capital for future investment, when we believe that a disposition would be in our best interests. For example, we are likely to sell
properties in circumstances where:

� we believe that our asset management team has maximized the property�s value;

� the proceeds of the disposition are unusually attractive;

� the market in which the property is located is declining or static; or

� competition in the market requires substantial capital investment which will not generate returns that meet our criteria.

Competition

The hotel industry is highly competitive and our hotel investments are subject to competition from other hotels for guests. Competition is based
on a number of factors, most notably convenience of location, brand affiliation, price, range of services and guest amenities or accommodations
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offered and quality of customer service. Competition is often specific to the individual markets in which our properties are located and includes
competition from existing and new hotels operated under brands in the upper-upscale and luxury segments as described under ��Description of
Real Estate� and ��Individual Property Data�. Increased competition could have a material adverse effect on occupancy, average daily rate and room
revenue per available room of our hotels or may require us to make capital improvements that we otherwise would not have to make, which may
result in decreases in our profitability.

We believe that our properties enjoy competitive advantages associated with their operations under the Embassy Suites®, Four Seasons®,
Hilton®, Hyatt®, Inter.Continental®, Loews®, Marriott® and Ritz-Carlton® hotel brand systems. The national marketing programs and reservation
systems of these brands combined with the strong management systems and expertise they provide should enable our properties to continue to
perform favorably in terms of both occupancy and room rates. Each of the managers of our hotels maintains national
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reservation systems with reservation agents that have the current status of the rooms available and rates from the properties. In addition, repeat
guest business is enhanced by guest rewards programs offered by some of our brands including Hilton®, Hyatt®, Inter.Continental® and
Marriott®.

Because our hotels operate in the luxury and upper upscale segment of the market, we face increased competition from providers of less
expensive accommodations, such as limited service hotels or independent owner-managed hotels, during periods of economic downturn when
leisure and business travelers become more sensitive to room rates. As a result, there is pressure to lower average daily rates during such periods
to compete for these guests.

We believe that competition for the acquisition of hotels is highly fragmented. We face competition from institutional pension funds, private
equity investors, other REITs and numerous local, regional and national owners in each of our markets. Some of these entities may have
substantially greater financial resources and may be able to accept more risk than we can prudently manage. Competition may generally reduce
the number of suitable investment opportunities offered to us and increase the bargaining power of property owners seeking to sell.

Offices

We sub-lease our headquarters located at 77 West Wacker Drive, Suite 4600, Chicago, Illinois 60601 from SHC LLC at a fair market value
determined at the commencement date of the sublease, which is currently less than the amount paid by SHC LLC under its lease. We believe that
our current facilities are adequate for our present and future operations.

Employees

At December 31, 2004, we had 30 full-time and three part-time corporate employees. We believe that our relations with our employees are good.
None of our corporate employees are unionized.

Promoters

We were founded by SHC LLC. In addition, Mr. Geller, who was chairman and chief executive officer of SHC LLC, and Whitehall and
Prudential, which are the principal investors in SHC LLC, may also be considered our promoters because they indirectly participated in founding
and organizing our business.

Environmental

Environmental consultants retained by our lenders conducted Phase I environmental site assessments in 2004 on many of our properties. These
Phase I assessments often relied on older environmental assessments prepared in connection with a prior financing. The lenders did not conduct
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Phase I assessments on our European properties, although older environmental assessments or building engineering surveys exist for these
properties. Phase I assessments are designed to evaluate the potential for environmental contamination on properties based generally upon site
inspections, facility personnel interviews, historical information and certain publicly-available databases, but Phase I assessments will not
necessarily reveal the existence or extent of all environmental conditions, liabilities or compliance concerns at the properties.

Although the Phase I assessments and other environmental reports we have reviewed disclose certain conditions on our properties and the use of
hazardous substances in operation and maintenance activities that could pose a risk of environmental contamination or liability, we are not aware
of any environmental liability (including asbestos related liability) that we believe would have a material adverse effect on our business,
financial position, results of operations or cash flows. The Hilton Burbank Airport and Convention Center is
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located within a Federal Superfund site. The area was designated as a Superfund site because groundwater underneath the area is contaminated.
We have not been named, and do not expect to be named, as a party responsible for the clean-up of the groundwater contamination. There can be
no assurance regarding potential future developments concerning this site, however. We have detected the presence of mold at a few of our
properties. See ��Risk Factors�Environmental and other governmental laws and regulations could increase our compliance costs and liabilities and
adversely affect our financial condition and results of operations� and ��The presence of any environmental conditions at our properties could result
in remediation and other costs and liabilities and adversely affect our financial condition and results of operations�.

Insurance

Our management believes that our properties are adequately covered by insurance, subject to the risks described under �Risk Factors� and the
following. We are responsible for arranging the insurance for most of our hotels, although in certain cases, hotel management companies assume
responsibility for arranging insurance under the relevant operating agreement. Our properties are covered by blanket insurance policies which
cover multiple properties. In the event that these blanket policies are drawn on to cover losses on other properties, the amount of insurance
coverage available under such policies would thereby be reduced and could be insufficient to cover the remaining properties� insurable risks.

Due to the catastrophic flooding that occurred in the Czech Republic in August 2002, many buildings in Prague, including the Hotel
Inter.Continental Prague, experienced significant damage. The Hotel Inter.Continental Prague sustained approximately �17 million ($20.9
million) of property damage and business interruption losses due to the eleven week closure required to complete the repairs.

Since then, flood insurance for buildings in Prague has become more expensive and coverage has diminished. Our flood insurance contains a
deductible that requires that the joint venture, in which we own a 35% interest, cover the losses related to any claims for less than �1.0 million
($1.4 million). In addition, any claims over �20 million ($27.1 million) are also self insured. To help offset this exposure, the lender, Aareal Bank,
has required that a minimum balance of �2.0 million ($2.7 million) be maintained in the furniture, fixtures and equipment reserve at all times until
more acceptable flood insurance has been obtained. Accordingly, if the hotel were to sustain damages in an amount similar to that which was
experienced in 2002, we may not have sufficient coverage to provide full reimbursement for losses. Our share of the joint venture�s exposure is
35%.

Hotel Management Agreements

Our hotels are managed and operated by third parties pursuant to management or lease agreements with our lessee subsidiaries or, in the case of
the Paris Marriott Champs Elysees, an independent third party that subleases the property from us. See ��Taxable REIT Subsidiary� below. The
agreements generally provide for the payment of base management fees of between 1.25% to 4% of gross revenues, as defined in the applicable
agreement. In addition, an incentive fee may be paid if certain criteria are met. The remaining terms (not including renewal options) of these
management agreements range from one to 25 years. Our management agreements with our operators typically have the terms described below.

� Operational services. The managers have exclusive authority to supervise, direct and control the day-to-day operation and
management of the hotels, including establishing all room rates, processing reservations, procuring inventories, supplies and
services, and preparing public relations, publicity and marketing plans for the hotels. The manager receives compensation in the form
of a base management fee and an incentive management fee, typically calculated as percentages of gross revenues and operating
profits, respectively. In some cases, the incentive management fee is paid only after the owner has received a certain level of income.
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� Executive supervision and management services. The managers supervise all managerial and other employees for the hotels, review
the operation and maintenance of the hotels, prepare reports, budgets and projections and provide other administrative and
accounting support services to the hotel. In some cases, we maintain authority to approve the appointment of the hotel�s general
manager.

� Chain services. The management agreements require the manager to furnish chain services that are generally made available to other
hotels managed by that operator. Such services include: (1) the development and operation of computer systems and reservation
services, (2) management and administrative services, (3) marketing and sales services, (4) human resources training services and (5)
such additional services as may from time to time be more efficiently performed on a national, regional or group level.

� Working capital and fixed asset supplies. Our management agreements typically require us to maintain working capital for each
hotel and to fund the cost of fixed asset supplies such as linen and other similar items. We are also responsible for providing funds to
meet the cash needs for the hotel operations of the hotels if at any time the funds available from hotel operations are insufficient to
meet the financial requirements of the hotels.

� Furniture, fixtures and equipment replacements. The management agreements generally provide that once each year the manager
will prepare a list of furniture, fixtures and equipment to be acquired and certain routine repairs to be performed in the next year and
an estimate of the funds that are necessary therefor, subject to our review or approval. Under the agreement, we are required to
provide to the manager all necessary furniture, fixtures and equipment for the operation of the hotels (including funding any required
furniture, fixtures and equipment replacements). For purposes of funding the furniture, fixtures and equipment replacements, a
specified percentage of the gross revenues of the hotel is deposited by the manager in an escrow account (typically 3.0% to 5.5%).

� Building alterations, improvements and renewals. The management agreements generally require the manager to prepare an annual
estimate of the expenditures necessary for major repairs, alterations, improvements, renewals and replacements to the structural,
mechanical, electrical, heating, ventilating, air conditioning, plumbing and vertical transportation elements of each hotel. In addition
to the foregoing, the management agreements generally provide that the manager may propose such changes, alterations and
improvements to the hotel as are required by reason of laws or regulations or, in the manager�s reasonable judgment, to keep the hotel
in a safe, competitive and efficient operating condition.

� Sale of the hotel. Most of the management agreements limit our ability to sell, lease or otherwise transfer the hotels unless the
transferee is not a competitor of the manager, and unless the transferee assumes the related management agreements and meets
specified other conditions.

� Service marks. During the term of the management agreements, the service mark, symbols and logos currently used by the manager
may be used in the operation of the hotel. Any right to use the service marks, logo and symbols and related trademarks at a hotel will
terminate with respect to that hotel upon termination of the management agreement with respect to such hotel.

We lease one of our hotels, the Marriott Hamburg, pursuant to a lease agreement whereby rent is paid by the lessee to us for an amount equal to
a fixed base rent plus a specified percentage of profits in excess of the base rent. Otherwise, the terms of the lease are similar to the terms of the
management contracts described above.

Lease Agreements

We are the tenant under leases with third-party landlords for the Marriott Lincolnshire, the Paris Marriott Champs Elysees and the Hamburg
Marriott. The terms of these leases (including renewal options) range from 46 to 55 years. These lease agreements require us to make annual
rental payments comprised of a minimum rental amount (subject to indexation) plus additional rent comprised of a percentage of hotel operating
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profit, less minimum rent, or the greater of a minimum rental amount and a percentage of certain revenues.
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Taxable REIT Subsidiary

On January 1, 2001, the provisions of the REIT Modernization Act became effective. These provisions allow REITs, subject to certain
limitations, to own, directly or indirectly, up to 100% of the stock of a taxable REIT subsidiary, or TRS, that can engage in businesses
previously prohibited to a REIT. In particular, these provisions permit hotel REITs to own a TRS that leases hotels from the REIT, rather than
requiring the lessee to be a separate, unaffiliated party. However, hotels leased to a TRS still must be managed by an unaffiliated third party. The
TRS provisions are complex and impose several conditions on the use of TRSs, generally to assure that TRSs are subject to an appropriate level
of corporate taxation. Further, no more than 20% of a REIT�s assets may consist of securities of TRSs, and no more than 25% of a REIT�s assets
may consist of non-qualifying assets, including securities of TRSs and other taxable subsidiaries. In addition, the TRS legislation provides that a
REIT may generally not own more than 10% of the voting power or value of a corporation that is not treated as a TRS.

We have formed SHC DTRS, Inc. as a wholly-owned TRS. Each of our 10 domestic hotels that are subject to management agreements are
leased by our relevant property-owning subsidiary to limited liability company subsidiaries of SHC DTRS, Inc. As described below, these leases
provide for a base rent plus a percentage rent. These leases must contain economic terms which are similar to a lease between unrelated parties.
Otherwise, we may have to pay a 100% penalty tax. We have a similar arrangement with respect to our foreign hotels in Mexico. In Prague,
there is an existing lease agreement between the property-owning entity and a tenant that has prepaid the rent, which is being amortized on a
straight-line basis over a period of fifteen years. The management agreements between the relevant property-owning subsidiary and the relevant
hotel management company have been amended or assigned so that the hotel management company has agreed to manage the properties directly
with the relevant limited liability company subsidiary of one of our TRSs. In addition, in order to comply with French law and the REIT
qualification rules, a subsidiary of SanMon Services, LLC, which is controlled by a third party, subleases the Paris Marriott Champs Elysees
from us in lieu of a sublease with a TRS. The owner of SanMon Services, LLC bears the economic risks and benefits of this arrangement.

Our TRS Leases

Each lease for the hotels, other than with respect to the Inter.Continental Prague, has a non-cancelable term of five years, subject to earlier
termination upon the occurrence of certain contingencies such as damage or destruction that renders the hotel unsuitable for the lessee�s use and
occupancy, condemnation, or our sale or disposition of the hotel.

During the term of each lease, other than with respect to the Inter.Continental Prague, our TRS lessees are obligated to pay a fixed annual base
rent and a percentage rent. In Prague, the tenant has prepaid the rent as noted above. Percentage rent is calculated by multiplying fixed
percentages by gross room revenues and other revenues for each of the hotels with certain adjustments. Percentage rent is paid quarterly, except
with respect to the Paris Marriott Champs Elysees which is paid monthly. Base rent accrues and is paid monthly. The base rent and percentage
rents are adjusted annually for changes in the consumer price index.

Other than fixed charges, including real estate and personal property taxes, capital expenditures and a reserve for capital expenditures, which are
obligations of the lessor, the leases require our TRS lessees to pay rent, property insurance, all costs and expenses and all utility and other
charges incurred in the operation of the hotels. The leases also provide for rent reductions and abatements in the event of damage to, or
destruction or a partial taking of, a hotel.

12

Edgar Filing: STRATEGIC HOTEL CAPITAL INC - Form 10-K

Table of Contents 24



Table of Contents

Risk Factors

The following factors could affect our future financial performance:

Risks Related to Our Business

If the recent economic slowdown reoccurs, our results will be adversely affected by declines in average daily room rates or occupancy.

The performance of the lodging industry has traditionally been closely linked with the general economy. In an economic downturn, upper
upscale and luxury hotels may be more susceptible to a decrease in revenues, as compared to hotels in other categories that have lower room
rates. In periods of weak demand, profitability is negatively affected by the relatively high fixed costs of operating upper upscale and luxury
hotels, when compared to other classes of hotels. If the recent economic slowdown reoccurs, this could result in further declines in average daily
room rates or occupancy and thereby have a material adverse effect on our results of operations.

The threat of terrorism has adversely affected the hotel industry generally and these adverse effects may continue or, particularly if there are
further terrorist events, worsen.

The threat of terrorism has caused a significant decrease in hotel occupancy and average daily rates due to disruptions in business and leisure
travel patterns and concerns about travel safety. Hotels in major metropolitan areas and near airports have been adversely affected due to
concerns about air travel safety and a significant overall decrease in the amount of air travel, particularly transient business travel, which
includes the corporate and premium business segments that generally pay the highest average room rates. Future terrorist acts, terrorism alerts or
outbreaks of hostilities could have a negative effect on travel and on our business.

Rising operating expenses and costs of capital improvements could reduce our cash flow, EBITDA and funds available for future
distributions.

Our properties are subject to operating risks common to the lodging industry in general. If a property�s occupancy or room rates drop to the point
where its revenues are insufficient to cover its operating expenses, then we could be required to spend additional funds for that property�s
operating expenses. In the future, our properties will be subject to increases in real estate and other tax rates, utility costs, operating expenses,
insurance costs, repairs and maintenance and administrative expenses, which could reduce our cash flow, EBITDA and funds available for future
distributions.

Our hotel properties have an ongoing need for renovations and other capital improvements, including replacements, from time to time, of
furniture, fixtures and equipment. Some of these capital improvements are mandated by health, safety or other regulations. These capital
improvements may give rise to (i) a possible shortage of available cash to fund capital improvements, (ii) the possibility that financing for these
capital improvements may not be available to us on affordable terms and (iii) uncertainties as to market demand or a loss of market demand after
capital improvements have begun. The costs of these capital improvements could adversely affect our financial condition and amounts available
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for distribution to our stockholders.

Our business and operating results depend in large part upon the performance of third-party hotel management companies that manage our
hotels.

Our hotels are managed by third-party hotel management companies pursuant to management agreements or an operating lease in the case of the
Marriott Hamburg. Therefore, our business and operating results depend in large part upon our hotel management companies� performance under
the management agreements.

Under the terms of these management agreements, the third-party hotel managers control the daily operations of our hotels. For a summary
discussion of the material terms of these management agreements, see
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��Hotel Management Agreements�. We do not have the authority to require any hotel to be operated in a particular manner or to govern any
particular aspect of the daily operations of any hotel (for instance, setting room rates). Thus, even if we believe our hotels are being operated
inefficiently or in a manner that does not result in satisfactory occupancy rates, RevPAR and average daily rates, we may not be able to force the
management company to change its method of operation of our hotels. Additionally, in the event that we need to replace any of our management
companies, we may be required by the terms of the management agreement to pay substantial termination fees and may experience disruptions at
the affected hotels. The effectiveness of the hotel management companies in managing our hotels will, therefore, significantly affect the
revenues, expenses and value of our hotels.

Additionally, our hotel management companies and their affiliates own, operate or franchise properties other than our properties, including
properties that directly compete with our properties. Therefore, a hotel management company may have different interests than our own with
respect to short-term or long-term goals and objectives, including interests relating to the brands under which such hotel management companies
operate. Such differences may be significant depending upon many factors, including the remaining term of the management agreement, trade
area restrictions with respect to competition by the hotel management company or its affiliates or differing policies, procedures or practices. Any
of these factors may adversely impact the operation and profitability of a hotel, which could harm our financial condition and results of
operations.

All revenues generated at our hotels, including credit card receivables, are deposited by the payors into accounts maintained and controlled by
the relevant hotel management company, which pays operating and other expenses for the relevant hotel (including real and personal property
taxes), pays itself management fees in accordance with the terms of the applicable management agreement and makes deposits into any reserve
funds required by the applicable management agreement. In the event of a bankruptcy or insolvency involving a hotel management company,
there is a risk that the payment of operating and other expenses for the relevant hotel and payment of revenues to us may be delayed or otherwise
impaired. The bankruptcy or insolvency of a hotel management company may significantly impair its ability to provide services required under
the management agreement.

We have substantial debt, a portion of which is variable rate debt, and we may incur additional indebtedness, which may negatively affect
our business and financial results.

Our debt may negatively affect our business and financial results, including:

� requiring us to use a substantial portion of our funds from operations to make required payments on principal and interest, which will
reduce the amount available for distributions to stockholders, funds available for operations and capital expenditures, future business
opportunities and other purposes;

� making us more vulnerable to economic and industry downturns and reducing our flexibility in responding to changing business and
economic conditions;

� limiting our ability to borrow more money for operations, capital or to finance acquisitions in the future; and

� requiring us to dispose of properties in order to make required payments of interest and principal.

As of December 31, 2004, we had approximately $543.1 million of outstanding indebtedness. Approximately $240.0 million of this debt bears
interest at a variable rate, and we had at that date the ability to borrow approximately $66.0 million of additional variable rate debt under our
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revolving credit facility. We have also swapped $96.0 million of the variable rate debt to a fixed rate, resulting in approximately 56% of debt
having fixed rates. Increases in interest rates on our existing variable rate indebtedness would increase our interest expense, which could harm
our cash flow and our ability to pay distributions.

Since we anticipate that our internally generated cash will be adequate to repay only a portion of our indebtedness prior to maturity, we expect
that we will be required to repay debt through re-financings and/or
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