EXHIBIT a

TENNESSEE STATE BOARD OF EQUALIZATION

BEFORE THE ADMINISTRATIVE JUDGE,

In Re: Essex House Condo Corporation
a/k/a Marriot Courtyard Airport
Ward 60, Block 222, Parcel 345
Commercial Property
Tax Years 2001 and 2002

Shelby County

S e S St

INITIAL DECISION AND ORDER
Statement of the Case

For the 2001 tax year, the assessor originally valued the subject property at
$7,234,600. The value was appealed to the Shelby County Board of Equalization which set

the following value:

LAND VALUE IMPROVEMENT VALUE TOTAL VALUE  ASSESSMENT

$1,107,500 $5,193,500 $6,301,000 $2,520,400
For the 2002 tax year, the assessor originally valued the subject at $7,234,600. The
value was appealed to the Shelby County Board of Equalization which set the following

value:

LAND VALUE IMPROVEMENT VALURE TOTAL VALUE  ASSESSMENT

$1,107,500 $5,193,500 ; $6,301,000 ~ $2,520,400

Appeals have been filed with the State Board of Equalization, This. malter was
reviewed by the administrative judge pursuant to Tenn, Code Ann. Section 67-5-141 2, 67-5-
1501 and 67-5-1505. The administrative judge conducted a hearing in this matter on July
16, 2003. The taxpayer was represented by David C. Scruggs and A. Kent Gieselmann, Jr.
of Stokes Bartholomew Evans & Petree, P.A. “The assessor of property was represented by
staff member Larry Bankston, T.C.A.

Findings of Fact and Conclusions of Law

Subject property consists of a three-level hotel built in 1987 containing 145 rooms
situated on a 5.0829 acre site at 1780 Nonconnah Boulevard, Memphis, Shelby County,
Tennessee. Subject building has a gross building area of 76,946 square feet.

The taxpayer contended that the subject property should be valued at $4,200,000 for
tax year 2001 and $3,750,000 for tax year 2002, In support of its contention, the taxpayer
introduced appraisal reports for tax years 2001 and 2002 prepared by David C. LennhofTf,
MAL, CRE. Mr. Lennhoff testified at the hearing regarding his appraisal reports.



The assessor contended that the.property should be valued the same for tax years
2001 and 2002, at $6,301,000. In support of his posaimn Mr Baukslon zuhed on the
income approach. _ L

Since the taxpayer is appealing from the determ ination of (ke Shelby Coi;_:liy Roard
of Equalization, the burden of proof is on the taxpayer. See State Board of Bqualization
Rule 0600-7-.11(}) and Big Fork Mining Co. v, Tenn, Waler Cuality Control B, 620
S.W.2d 515 (Tenn. Ct. App, 1981).

After having reviewed all of the evidence in the case, the administrative judpe finds
subject properly should be valued as contended by the taxpayer. As will be discussed
befow, the administrative judge finds that Mr. Lcnnlicﬂ"s appraisal report and testimony
should receive greatest weight for two reasons. First, the administative Judge finds that Mr.

‘LennhofT considered all three approaches fo value whereas Mr, Bankston rclfed sb_!ek v on
the income approach. Second, the admim‘s_iré[ivc jud_ge.ﬁn_ds Mr. Lennlioffs analysis
constities the most thorongh and best substantiated evidence in the record. In. ;mfticu[‘u
ihe adniinistrative judge finds that M, Lt,nuhofl propcrly saparatcd the value of the real
property from the value of the tangible and nnanglblc perscmal properly whereas
Mr. Bankston did not. L ' ) \

‘The basts of valuation as stated in Tennessee Code Annotated Section -57_~5-6_Q} (a) is
that “[tThe value of all property shall be ascertained from the evidence of its 'a.ound iulriusic
and immediate value, for purposes of a sale between a wxl]aug, seller-and a willing _g, huyer
without consideration of speculative values .

1. Application of Three Approaches to Value

General appraisal principles requm: that the markel, cost and income approaches to
value be used whenever possible. Appmisal Iubtltutc f!ze Appmnai of Real. f' State at 56
and 62 (12% ed, 2001). However, certain appmacheb to value may bc mMOTE. 111c:an111g,lui l!mn
others with respect to a specific type. of pmpcny ‘md buch 13 notcd in the mehstmn of valuc,
indicators 1o determine the final value. e‘;umdle The vdlu& mdmalms must be }udgud m,
three categories: (1) the amount and n,lmblluy of the dam colieclcd in each dppmdt,h 2y .
the inherent strengths and weaiqw;s:ds of each qppmdch 'md (":) the nlcvaum of each '
approach to the subject of the npprdasal I, ni 597-603. ) |

The value to be determined in lhu prcscut uisc: 1s market valoe, A {,uu,mlly accepled
definition of market value for ad valorem tax pur poses is that it is the most probable price
expressed in terms of money that a property woukl bring if exposed 10 sale in the apen
market in an arm's lenpih trapsaction between a willing seller and 3 willing bu_ve_r; hoth of
whom are knowledgeable concerning all the uses to which it is adapted and for which il is

capable of being used, Id. at 21-22,

D



The administrative judge finds that the need 1o at least consider all three approaches
to vatue was addressed by Mr. Lennhoff on pzii;cS_ 27 'an__d 28 of his appraisal _r_cpa_ri" iy

pertinend part as follows:

approaches to value ~ sales comparison, cost, and income
capitalization - and require a cmi)plc!c_appr_a_isal o consider .
application of all three, An explanation s necessary if' a
particular approach is ot considered applicable and therefore
not applied. . ., e - o

The USPAP and Appra_isal.]hsi.itu_tc.recognize thiee basic.

EF K

- .. Typical hotel investor acquisition motivation js
income oriented and not cost based, and purchasers of this
investment property type rarely rely on cost. [footnote oritied|
Considering the value sought (real property component of a
going concern), however, a cost approach would seem at least

potentially useful. ... Despite [the] limilations [of the cost
approach in this case], we will apply a cost approach, if only to
test the reasonableness of the far more relidble and meaningful

ncome capitalization approach conclusion,
REY

- - hotels typically trade as going concerns {unless. -
distressed), because there is virtually no market for their
individual component parts sold separately (real property, and
tangible and intangible personal property), Therefore, sales
comparison is not an especially valid methodology for hotels
when the value sought is only the real property component - or
any other ‘slice” — of the going concern, Although sales
comparison is seldom given substantial weiglht in a Lotel
appraisal, it can be nsed 1o bracket a value or check the value
derived by the income capifalization approach. However, this
rele as a test of income capitalization illustrates value as a going
concern, and thus shows only what the real property cannot -
possibly be worth, . . . S : N

The income capitalization approach recognizes that an
nvestment property’s value is a funetion of its income-
‘producing potential. Of the three approac_hcs tovalue, the
‘income approach is usnally preferred for analysis of income-
producing, investment property such as the subject, “This
approach also atlows for. market-supported deductions of non-
realty items, making it particularly useful for this assignment. . .

{Empliasis in original} o

As previously indicated, although Mr. 'I;elmhoff p_]n_c__cd preatest weight on the ;im:ou;e
approach, hie did at least consider the cost and sales comparison approaches in accordance
with generally accepted appraisal practices. In contrast, Mr, Bankston considered only the

income approach,



The administrative judge has dppcndcd to this unuzﬂ d;,umon and ondur a sumnary
ol Messrs. LennholTs and Bankston’s neome appnoachcs which was mtmduccd inkn
evidence as exhibit C. The administratjve Juc]gc ﬁuds that Mr. Lcnuhoit da,[udily assumed a
Mgher net operating income and Jower cztpimhmlmn mlg than did Mr, Bank%c}u ’iima the
real dm;:ute in this case concerns the ulx,thodoiogy uuh?cd by Mr. Lennhoil ic) S{_:p_au‘ai‘e_thc

value of the real property from the v.ahm ol'the midu;,!hh, dlld mu}_.,iblu pt:rﬂ.cum! pmperly
Mr. Bankston stated that in the event the methodolehy L,mponLd by Mr, Lumholi !S ioumi
to be proper, he does not dispute the wicufauoua
1, Methodology

The administrative judge finds that whcn valum&, the real propuﬁy nf a lmlci {or
Teanessee ad valorem property tax purposes, the value of tangible and mtdupb e pu'bOIlrl]
property is not assessable and must be soparated imm the real property value. See O L. II
1P, Injtial Decision and Order at §-9 (D.a_wd_so_u Co., Tax Year 1997). Sce also
Muorristown Medical Invesrars, et al. {Hamblen Co., Tax Year } 994) wherein the
Assessment Appeals Commission held that appiraisals must fc'ﬂect the need for an
adjustinent to account for the “going concem.” Final Decision and Order at 2,

The administrative judge finds that the foret,mngl decisions addressed what ih:,
appraisal literature currently refers to as “business enterprise value” and “total assets of the
business.” The administrative judge finds that the“iE“' 'cdition of the Appraiqal.'!ns'tiutic '8
The Appraisal of Real Estate summarizes ﬂiesc cmu.up[s at pdg_a,s 64f 4’? as fUHGWb

‘The existence of a wsadual uuaugablc pcrsona! ;Jropurly
_component in cerlain propertics has been widely uwi.m?ed {or
~oyears. Among {he many ierms used 16 describe this

phenowenon, business enterprise vulue {BEV) is the most

~widely used. - The issue has attracted attention prmwnly through
- assessment, wndemndlwn and damage claim assi grnents,
-which require that an estimate of the vatue of the real estate

component be separated imm th;: markei VHIIIC 01 zhc mw! cwéc!‘;
- of the business (MVIAB) ' :

These assignments ncceasa.ri[y anvolve an allocation
among the component parts of real property and (angible and
intangible personalty. The latter ean include what has
traditionally been called business enterprise w:lzze but more
recently has become kunown as capitalized economic profit
(CEP). CEPis defined as the present worth of an entreprenesur’s
econowic (pure) profit expectation. Tn other words, CIP is the

value of a residual claim that is subordinate to the opportunity
cost claims of all agents of pmduc!mn employed by the business
{e.g., Jand, labor, and/or capudl)



Becanse of inconsistent definitions of the various terms
related (o the topic among assessors, business and real estate
appratsers, and tlie courts, a new lexicon Las been developed. In

discussing business enterprise value, the term going concern, for.

exampie, has been replaced with rotal assers of the business
{TAB). TAB includes ' e -

= Real property
* Tangible personal propery
* Intangible personal property

The personal property is broken down inlo

»  Fumiture, fixtures, and equipment (FF&R)
» Inventory R

The intangibles are made up of

Contracts

Naine

Patenls

Copyrights

An assembled work foree
Cash

»  Other residual intangibles

. & @& » w

CEP js included in the residual intangible category.

[{Emphasis in original]

The administrative judge finds Mr., Igenuhoifi’s_ methodology assumes that the .

components of a going coneern or business are as follows:

The administrative judge {inds that Mr. Lennhoff’s methodology beging with the
calenlation of the NOT of the going concen (total assets of a business), which must then be
adjusted to reach the NOI for the real property, In order ta accomplish this, all tangible and

intangible personal property that can be quantified, such as furiture, fixtures and cquipiment



(FF&E}, business stari-up costs and subject bmud—sp::uttc residual inlangibles, must be
removed, Also, other non-really Hems llmi are not as edaxly quantified, such _a:y ;1.}ark:_:t_~

- typical residual intangibles, are accoumted for by ady:stm&, ihe c:;ljniahz._aiion: rate 1:1:pwzu'd_ 10
reflect their inclusion in the NOJ, o _ R

Mr, Leunhoff's 2001 income appmdch Ecadh io an NOI of the g é,omg concern of-
-8984,667. In order 1o account for the lanyhh. per‘;mml pmpc: ty, Mr. Luunlmﬂ hr:,t -
removes the FINEE by amortizing i over an, ewnom:c 11fe of dppmunmn,!y mght years,
using a chattel mortgage rate of 10, 65% iius caiwlduou pmducm a d{,ductmu fur :etum of
aud return on FI&E of 873,26 ' '

Next, he removes the buginess start-up costs which include, muong, other iilings,
assembled and trained work foree, management and administration team, regulptory
compliance, accounting and other business systems, pre-opening marketing, efe. These
costs were adjusted to (he tax year 2001 and munﬂm&d overa twenty-five yuw estimated
economic life of the real sstate, Jesulu% ina dcduuhan for relurn of and retum on hnsnwss
start-up costs af $131,616.

Finally, the residual intangibles -- the remaining intangible personal property — must
be removed from NOL According to Mr. Lennhoff, this category contains two campopents;
i} market-typical intangibles, or those common 1o il hotels, and ii) hrzmd-spc:ciﬁc
mtangibles 1o the extent they. exuccd aor are l&.bb tlmn may ]\ul*!yp:c,di ult'm;}iblcs. lile
Revenue Per Available Rnom (RevI’AR) is the masi ztppm;}rmtc me%nre oi by .md “specific
intangibles, to the degree thdt it u«:ccud&. or failq to LXLELd the markel norm, ’\41 Lennhoff’
determined that 20% of the Rc.vPAR is aimbumbk to the Marnoi bt an{i name, Ih:s pnrtmn
of the residual :ntwgtblcs that is aitnbumb!e to the Marr ml af Tiliation is mﬂcctcd in '1 20%,
deduction based on projected NOJ, nmx!tmi, ma ‘al% 933 deciumou fmm ’\I()i Afler these
deductions, the NOI of the real property is 3582 850

Net O eraun Inmme to Rcal Pra 1er

Net Operating Income lo (_mmg Couccm {anludmg R L Tax) o $9R4,667

Less: Retum on/of FF&E ' ST L % 73,268 ¢
Less: Retwrn on/of Starl-Up Costs . | ' ': $131,616
Less: Marriott/Subject-Specific Residual Intangibles . - $196,933 -
Net Opcmting Income to. Real 1.’r_0b_t‘:r1;\," - - - _'._$582,850

“Inchudes market-lypical residual inangibles,

The final step in Mr, La;m]:aoff"s process is 1o, dcl'crmine the capitalization rate. For
1ax year 2001, he detemmmd thm a ldx rate loaded capudhzazmn rate of l'-l 5582% ds .

appropriate, For tax ymr 2002 he dc{enmucd that the tax l'dlL Ioaded cay 31tahmuou mle, :

h



should be 14.0582%. The assessor did not di*spuh: either uf these wpuahmuun Tates an(! in
fact utilized a higher rate in his calculation, .

For tax year 2001, Mr. Lennhoff concluded h -\i'ilue' of $4,200,000, 'Rcl,ardmga tax
year 2002, Mr, Lennhoff unploycd ihc ';zum, mcthodolugy and concluded a vahw oi
$3,750,000. Mr. Leanholfl did bllUW a dec!mc in revenue. for 2002 ]ie upl;um.d tlmt the -
market soflened in 2001, and this bOﬂdllIOﬂ was cxacm bdtcd by lln, u,mmmu, rewssmn in-
the United States and by the effects of ihe beptcmh&r 11, ?001 m;,,cdy, wluch unpda.tcd
both business and personal travel, '

On oross-exam_;‘m_:liou by Mr. Bankston, Mr, Le'nnhol'f._adn_nii_md.th_al_thib; method is
not used by every appraiser. However, he als_o lestified that this methodology has évaivud
over time, and is currently endorsed by the Appraisal in_sl_itﬁie_ as evidenced by the
previously quoted language from the 12‘”_Edi[£on_of The Appraisal of Real Estate and by the
- Appraisal Institute's Comrse 800 (Separating Real and Personal Property from Intangible
Business Assets). Even though the 12" Bdition was.x.m'l. published until 2001, Mr LennhiodT
testified that the methodology should not come as a surprise fo any expert in hatel valuation.
He indicated that an informed appraiser who is cument with education in tenng of reading
articles and properly utilizing continuing educalmn would know of this evolution of the
muﬂmdo]ogy of determining the value. oi the real. Lblille cmnpomnt He ‘siso testified dhis
methodology is not a “new” concupt rather it bt,;_.,cm as edriy as 19806. _ '

The administrative judge fmds tlmt dlt]zough Mr Lumhou"s mcthodol%y may no
be universally accepted, it is in accord wnth the pmmou of the f\ppra:sai lllhllﬁlltc aud 1118
previously cited administrative decisions. 1' he admlmsudnvc judge ﬁ!ldb ﬂmt the dasewon
did not introduce any Jegal precedent or- appmml htcmmn in support of an ‘:llcmm ive
method for separaling the value of !Ju. rcal pmpr:rty irom ihc leuc of 1hc 11:11,11315 and
intangible personal propetty. The ddmlmsiralwe judge imds the cross- cxammauun 01 M.
Bankston established that he has not 1'1Lcn Appm;sal Inshluie C‘oursc, 800 {01 lhe u]u:va[ual} :
and was only partially familiar with mdn_y of ﬂlb 'uhcke'; mlmduted rchmug lo ﬂ]C :
methodelogy used by Mr, Lennhoff, Respmtfully, the. ddmnnstmuw Judge finds
unconvincing Mr. Bankston’s assertion that he lsnidlcd tlie valug of the real pmpuiy by
sunply allowing for a management fee, fr‘mchlst, fee, reserves Ami g chIuc{mn for the .
reported value of the tangible personal property. ' '

Based upen the foregoing, the acfm'mistmtivc judg& finds that subject real property
:aimuld be valued at 34, 200 {){)D and Sﬁ 750 OUD for {'tx years '?O(H and ’?002 reqpactncly

QRDLR _ _ .
It is therefore ORDERED thai the fo!!owmg w.hm and axm.ssm:.ms be. adopu,d for

subject propeﬂy for the indicated (ax yeam



2001

LAND VALUE IMPROVEMENT VALUE O TOTAL VALUE  ASSESSMENT

$1,107,500

2002

83092500 . 54200000 §1,680,000

LAND VALUE  IMPROVEMENT VALUE  TQTAL VALUE - ASSESSMENT

$1.107,500

$2642500 . U$3750000 . §1.500,000

Pursuant o the Uniform Administrative Procedures Act, Tenn, Code Aun, §§ 4-5-

301--325, Tenn. Code Aun. § 67-5-1501, aud the R.ul;s of Contested Case Procedure of the

State Board of Bqualization, the parties are advised of the followin g remedies:

L

A party may appeal this decision and order to the Assessment Appeals
Commission pursuant to Tenn. Code Ann. § 67-5-1501 and Rule 0600-1-.12
of the Contested Case Procedures of the State Board of Equalization.

Tennessee Code Annotated § 67-5-1501(c) provides that an appeal “nust e

filed within thirty (30) days from the date the initial decision is sent.”

Rule 0600-1-12 of the Cou.tesied Case Procedures of the Siate Board of

- Equalization provides !hat the appeai bé filed with the Bxecutive Sceretary of

ihe State Board and tlmt ’Lhe appnal “ld(.ll[lfy the uilegedly CTTONegUS

finding(s} of fact and/or Lonctnsmn(s) of law in the muml or der™; or

A party may peimon for rccons:dcratmu of this clecmmn and Ol‘d(ii pun,umi 1o

Tenn. Code Aun §4-5-317 Wlﬂlli] hﬁwn ( 15} days of 1i1c a:mrv of the urdcl
The petition for rccanmdemtlon must state the specific g:onudb upon. which
relief is requealed lhe ﬁim& of a peulmn for. n.considemuou s nol-a
prerequisite for seekin iz ddmmiqtmnve or, ;udicnl rwmw ar .

A parly may petition for a stay - m cﬁestwumt‘ of t!us decision and order

pursuant 4o Tenn, Code Aun § 4-5- ?16 wiﬂlm %vu: (7} ddy:, of the unlry of

the order,

This order does not become final until an official certificate s issued by the

Assessment Appeals Commission, Official certificates are normally issned seventy-live

(75) days afier the entry of the initial decision and order if no party has dppcalucl

ENTERED this 26th day of Aubuw: 2003.

e
/V/ /e /T //
MARK 1. "MINSKY T
CADMINISTRATIVEJUDGE .
STATE BOARD OF EQUALIZATION

¢ Mr, David C. Scruggs, Esq. :
Ms. Tameaka Stanton. Rxley Appeals Nldndgbl



