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SADDLE BROOK TOWNSHIF,
Defendant,
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CHESAPEAKE HOTEL LP, : Tax Court Repurts
Defendant,
Decided: October 26, 2003
John B. Garippa and Gregory G. Lotz
for Chesapeake Hotel LP (Garipps, Lotz and
Gianmuario, attorneys).
Steven Muldstock for Saddie Brook Township
{Cittleman, Muhlstock & Chewcaslds, LLP,
uttorneys).

PIZZUTO, J.T.C.

Separate complaints have been filed by taxpéﬁ:cr Chesapeake Hotel LP and taxing
district Saddle Brook Township contesting the 1999 property tex assessment of

 taxpayer’s 12-story, 221-room hotel located within the taxing distriet on Pehle Avenue

L

- - -y - Rt T T L I Y



18/26/2080% 15:57 2818800808 GMC L AW PaGe 8371%

near the ‘intersoction of Interstate Highway 80 and the Garden State Parkway. Thcs
propexty is designated as Block 1003, Lot 1, in the Township’s tax records. During the
tux year at jssue, the hotel was koown as the Saddie Brook Marriott“ The property was
assessed at §$15,000,000, of which §2,717,000 was allocated to land and $12,283,000 to
improvemnents. For a perind ncluding the subject tax year plaintiff, the owner of the real
property, coutracted with Marriot Corporstion to manage and operate the hotel,
Plaintiff's income from the property consisted of the net operating income of the hotel
after the payment of varions fees to Marriott under the managemenr and operating
agrecment.

The income that the property owner received is not income from the rental of the
réal ostate, but rather the net income of a business conducted at the facility, Therefore,
valuation of the fee sim_plc interest in the real property by capitatization of fncome is @
more complicated exercise than it is in cases where there is a lease of real estate to the
operator af a business. It requires the sepanstion of the income attributable to the use of
the realty out of the total inoomns gentrated by the operation of the business before
capitalization of the xesity income. This process is generally treated in the discussions of
going concern value and business enterprise value in The Appraisal Institote, The

. Appraigal of ggg. 1 Estate, 27-28, 641-644 (12th ed. 500}), The freatise nofes that income |
is derived from the tota) assets of the business {‘I‘AB}- which can include real property,
tangiblo personalty, and intangible elamcﬁts. It concludes:

In the income capitalization approach, because the
capitalized income stream will most likely reflect income to

TAB, all components of net operating income nof
attributeble to the real ¢state must be removed.

[I¢, 643].

L R d v ey OET GV IRT



18/26/2085 15:57 201 a000840 GMC LAl PAGE  B4/15

Although tho treatise identifies hotel operation as a business presenting this pattern, it
does not discuss perticular methods for the determination of realty income, either for
hofel operations or generally,

The employment of ‘thc income approach to appraise hotel propexrty and the
question of the identification of income not aftributable to real property and its exwraction
from total income were the subject of Judge Crabtree’s opinion in Glganointe Assocg, v.
Toancck, 10 N.J,_Tax 380 (Tax 1989), gft'd 12 NJ. Tax 118 (App. Div. 1990). In
Glengoinis, the court accepted the conclusions of an expert appraisal witness, Stephen
Rushmore, concerning tha pax;ticular adjustments that are necegsary 1o extract non-realty

incorne from totel income su as to compute the income to be capitalized into real estate

value. Rushmore is the author of Hof
Shidisg (1983). He has established a national reputation in hotel valuation, and the
proceduré he employed is often described as the Rushmore method.

Rushmore considered that all payments to the eﬁtity that nﬁuagcs and operates
the hotel comstitute busingss income generated by the exercise of management and
entreprenewship. Accordingly, be excluded these payments in the computation of realty
income subject to capitalization, I addition, Rushmors consi&ered ihat g portion of the
overall income was realized by the employment of furniture, fixtores, and equipmwt
(often referred to as “FR&E™, Since these items ere (generally speakizlg) personal
property rather than real cstatg, the income att:x;butshlc to them, uudér Rushmore's
method, is also excluded from realty income. Separats adjustments are made ta provide
for the pcria&ic replacement of the personal property (the retum of FF&_E) and afso for a

yield on the investment in personal property (the return on FF &E). This nrethod has been
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employed by experts in other hotel valuation cases and followsd in reported decisions in
New Jersey aand other jurisdictions. &WWW& 16
NI Tax 58 (Tax 1995), gffd 16 NJ. Tax 148 (App. Div. 1996); Westmount Plazy v.
Parsippany-Troy Hills Tp., 11 NJ, Tax 127 (Tax 1990). See also Mamiott Corp, v. Bd.
of Coupty_Comm'ss of Johnson Coupty, 972 P.2d 793 (Kan. App. 1999) (collecting

cases).

The task of extracting real estate valﬁe from total asset vaslue has attracted
coasiderable attention in appreisal literature and practice. The expert who testified in
taxpayer's caso in this maiter, David C. Lennhoff, is the editor of a collection of articles
entitled A Busipess Veluation Agthology (Appraisal Institute, 2001), and is one of the
developers of Appraisel Institute Cowrse 800 “Separating Real And Personal Property
from Inlangible Businoss Assets”. Applying the theories he has developed to hotef
vuluatio.n, Lenchoff concludes that, in addition to the adjustments of the Rtiéhmnr_e

- mothod, several edditional adjustments must be made to arrive at an accurate valuation
for the rezl property used in a hotel operation. Lennhoff hes given expert appraisal
testimonty in hotsl valuation matters before tax tribunals in several states, and taxpayer in
thie action hes pointed to decisions of the Arizons Tax Court, the Tennessee State Board
of Bqualization, and the Cirenit Court of Loudoun County, Virginia, in which Lenohoffs
approach and value conclusions were accepted.  See, e, WXINOxiord-DTC Real
Estate, I.L.C, v. Loudoun County Bd. of Supervisors, 64 Ya, Cir, 317, 2004 Vg, Cir.
LEXTS 157 (Loudoun County 2004),

The sdditional adjustrents thaf Lennhoff i:vroposcs iﬁ this case are designed to

deal with value attributable to: (s) parsonal property; (b) the hotel franchise or “flag” (in
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this case the Marriott affilistion); (c) vadious residual intangibles, including goodwill end
business and credit relationships; end (d} developmental and start-up outlays associated
with the initiation of the hotel business.

In regerd to personal property, Lennhoff makes the deductions from oparatm
revenue provided in the Rushmors metbod both for a rcp_la.éemmt allowance for FF&E
and for an investment retum on the depréciaxad cost of FF&R. In the case of the subject,
his replacement ellowance is 5% of gross income ($610,583), and his investment rerum is
9.5% of original cost depreciated by 60% (§143,606). He considers these adjustiments to
reflect operating conditions and to provide for reﬁiacemem of FF&E, but does not
consider that they serve to exclude the valus of personal property from the capitalization
of income after all the deductions he allows. In addition to timm deductions, Lenmhoff
considers that it is necessiry to sublract the depreciated cost of FF&R (81 511,649) from
the amount arrived at after capitalization [adjustmeﬁt (@)] in order to exclude the value of
personalty actually in uge on the valuation date from the result of capitalization.

Taxpayer's appraiser also considers that the subjest hotel realizes “revenues that
consistently exceed comparsble hotel business operations conducted st similar real
estate.” He considers the excess revenue to bs eamed not by the real property but by the
Marriotr flag. On the basis of nationwide industry surveys, differsnces in income
following reflagging of hotels and comparison of the subject with a “competitive set” of
hotels in the vieinity, the appraiser makes two alternative caleulations to address the
value of the Marriott flag. His first alternative is a deduction of 4.35% of EYOS2 revenne
(8331,207) to extract the velue of hoth the flag [adjusbient (b)] and the residual

intangibles [adinstment (c)]. The second alternative entails & deduction of 15% of net
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income from operations before retum on FF&E and wmortization of start-up costs
{5$337,788) 10 adjust for flag value [adjurtment (b)] v'vith residual intangibles [adjustment
(¢)] dealt with by a 75 basis-point adjustment in the capitalization rate. '

Lennhoff derives bis start-up cost figure of $3,189,140 (approximately
$14,430/room) from: curreat Marriott franchising documents. He considers that it is
necessery to make allowances from hotel revenues for both retura of and return on this
amounyd, He does so by deduction of §337,919 [adjustment (d)] to amortize the amount at
9.5% over 25 years, ' | | '

In addition to incoms analyses utilizing the actual &xpcxiem:c'of the subject with
the alternative methods of desling with adjustments (b) and (c), Lennhoff also performed
an income enalysis utilizing data from the competitive set of hotels so a5 to derive ¢
marke#lypioal value,  The subject-specific conclusions were $10,000,000 and
19,100,000, wbhile the market-typical conclusion was $7,200,000. Emphasing the
subject-specific data, Lennhoff concluded a final value for real estate of $9,500,000.

| The taxing distict’s appraiser, Robert MeNerney, employed the original
Rushmore methodology and analyzed principally mocome and axpc;nse; data specific to the
subject. He allowed u doduction of 3,5% of gross revente for menagement fee atd
another 3.5% of gross revenus for franchise fee. This compares to Lennhoff's allowsnce
of slightly more than 4.9% of gross income for management (4 base management foe of
3% plus a fraction of profit over & minimwm) under the actual arrangement that is i
deseribed as including & Psg. Lennboff also appears to posit an alternative gllowance of
7.9% of gmss revenne crmslsfmg of a 3% management fee and a franchise feo caloulated

at 6% of room revenue and 3% of food and beverape revenue. McNemey 5 7%. total is
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therefore mmch closer to Lennhoff's alternative than the lower rate Lennhoff actually
weed. The actuel amounts are $601,830 for Lennhoff and $810,630 for McNerney,
McNemey also sllowed 2% of gross revenue or $231,608 for replacement or fetum of
FF&RB and $165,750 for retutu on FF&E. The comvesponding smmounts in LennhofPs
analysis were respectively $610,583 and $143,606, McNemey's value conclusion was
$16,150,000. A comparative table of the income «capitalization calculations of the
Rppraisers is set 6ut as an appendix to this .daciaion. | |

Afier MeNernay's testimony was presented, the trial was interrupted in order for
the taxing disteict, with consemt qf taxpayer, fo determine whether Rushmore would
appoar 85 &n expest for the taxing district to give his opinion es to Lennhiof®s additional
adjustments. Rushmore did eppear, and although he did not prepare an sppraisal of the
subject property, he addressed three issues: (1) the calenlation of the flag value: (2) the
mecessity for a separate deduction from capitalized income of the value of FF&E in
addition to the expense allowaaces for return of and retum on FF&E; and (3) the
sppropriateness of the amortization of start-up costs.

Rushmore’s analysis did not address itself directly to the existence in theory of
edditional earning capacity in a flanchise identity or flag.. Rather, he addresscd
Lennhoff's quantification of that capacity et 15% of revenue before cortain deduictions in
the case of thc. subjact. He appeated to consider that Lennhoff's conclusion rested
fundamentally on a comparison of the subject’s perfonnance with the performance of the |
hotels in the compelitive set of hotels in the vicinity. These were the Holiday Inn and
Howard Johnson fucilities in Saddle Braok, the mene- Plaza in Hasbrouck Heights and

the Ramada in Rochelle Park. 'Rushjnorc did not consider the hotals in the compstitive
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set to be comparable to the subject in physical condition and azpcnities provided and
therefore coneluded that the 15% adjustment was not justified,

With respect to the FF&E question, Rushmore was emphatic that a deduction
from oapitalized income is not neeessary to remove FFEE from final value. He did not
teke issue with Lennhoffs description of the opetaling deduction for a retum of FF&E as
providing for replacement xather than exclusion of the itera. He insisted, however, that
allowance of the return on the depreciated valug of the FF&E in place not only yemoves
the eamings ettributable to that property from the capitahzed income stream, but also
removes the property from the value amived at by capitalization, He reasoned that either
the sliowance of retum on FF&E or subwaction of FF&E value after capitalization of
incorne without this allowance will remove FF&E from valus. To make both
adjustments, he goncludos, double counts (L_EL mekes tie dcduf:iion twice).

Rushmore also considersd that the amartization of stari-up costs was unnecessary
fo remove non-realty elemenmts from value, In part this conclusion rests on his
chamctmimtion of start-up costs as essentially consisting of ongoing and repetitive
expenses for training, managemeut and inventory, whose recworence is provided for in
ordigary operating expenses, In addition, he did pot believe that recovery of historital
start-up costs would be appropriate for a hotsl, Iike the subject, which has been in
operation since 1966,

It remains to determine whether a value has been demonstrated for the subjeet
property that warrants 2 change in its assessmient. Valus, of course, is a question of fact,

Ochgner v. Cranbury -Tp., 8§ NI Tax 330, 333 (App. Div. 1986), Valuation of

cornmercial resl property is a factual question of such technicality as to require expert

- s vy
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testimony.  See Jacobitti v. Jacobits, 263 ML, Super. 608, 613-614 (App. Div. 1993),
aff'd, 135 NI 571 (1994). In evaluating expert testimony as io valus, the court functions
as the trier of fact and asccepis or rejects given conclusions of an expert in whole or in
part based on the cogency of the expert’s reasoning and the empirical support the expert
can adduce for opinions assertod, Cosstl Engle Point Gil Co. v, West Deptford Tp,, 13
NI Tax 242, 299-300 ('fax 1993} affd, 15 NJ, Tax 190 (App. Div.), certif. denjed.
143 N.J. 320 (1995).-

In the present case, the adjustments proposed by Lennhoff to the Rqs}nnom

method have both theorefical and empirical aspects. In other words, they are made for
gtated reasons, and they' rest on particwlar date. In opder for any adjustment to have
persuasive force in a factual finding of valve, it should rest on cogent reasoning sud be
founded on relisble data. Lennhoff's proposed adjustments, on thc._wh'clc, are mot

persuasive either for theoreticel or empirical reasons,

The adjustment for flag value has both theoretical and empirical difﬁcﬁlﬁcs. In
theory, the question soems to be whether the flag may carry with it such superiority of
management skill end reputation with consumers 88 to produce an above-niarket retum
from the property. Yst actual experience at the subject usually is the best measure of the
market. §oe Hquitable Lifs Assurance Soc*v v. Secaucus, 16 NI, Tax 463, 466 (App.
Div. 1996). Moreover, especially in the case of properties sensitive to many intrinsic and
extrinsic factors like hotels, there may be a wide range of results that can be achioved at
competent Ievels‘ of mansgement. Differences in result de not necessaﬁlf require a
conclusion that managesnent is either superior or inferior. A final theoretical point is that

| superidr mansgement, if present, presumebly commands & premivm in the franchise and
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management fees charged to the property owner. Since both Rushmore and Lennhoff
exclude all franchise and management foes from n&t operating ncoms fo be capitalized,
the renagement differential is, to a significant extent, self-adjusting.

In the present case, however, the greater difficulties are ernpirical and goto the
caleulation of Lenshoff's pegcentage deductions from income to quantify the value of

both the flag and residual intangibles. Rushmore’s observation that the comperitive set of

hotels in the vieinity is not comparable is sensible. The remaioing data used by Lennhoff

is not reflective of market conditions in this locality, In these circumstances, the

deductions from income for flag value und residua) intangibles are not accepted.

Similasly, the start-up cost adjustment may have some theoretical soundness
where the hotel business is actually still benefiting from start-up costs, and the costs can

be specifically identitied end limited to those that produes business value as opposed to

teel estate value.. I the present case, however, empirical considerations do not s’dppoﬁ
the adjustment. Lennhoff proposes a 25-year amortization of start-up costs for a business

already more than 30 yeurs old on the valuation date, and the cost estimate is desived

frora data having no relation to the subject. This adjustment also is not accepted.

LennhofY's proposed deduction from capitalized value to extract FF&E from rea)
estate valuo is not justified at the theoretical level. Once an appropriate allowapse of

income earned on the FR&E is deductzd from the income strearm to be capitalized, thét

property is no longer in the capitalized value. Thers may be differences of opinion over

the rats of retumn appropriate on capital invested in FF&R or over the extent of
depreciation, but to allow a deduction for & retwrn on FF&E from income as well a5 2

deduction of the invested capital from value is, as Rushmore concludes, to double count,

10
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As an zlternetive means of accounting for the buginess value of residual
intangibles other than the flag, Lennhoff added 75 basis-points to the capitalization rate
he considered appropriate for conventional real estate. His total rate, before addition of
the effective tax rate, was .1025, Although Lennhoffs adjusturent to the capitalization
rate was specifically intended fo deal with business intangibles, hig ganeral apalysis of the
peculiarities of hotel operation supparts the recognition of & differentiated capitalization
rate for hotel property, In appraisal pmctice, the cupitalization rate is vnderstood to
reflect the investor’s opinipn of the quality, quantity and durability of the income stream
produced by tho property. The Appraisel of Real Bstats, supms. ot 494-495. In the
wstance of hotel property, differentistion may be considered to reflect both the
snsceptibility of the income stroam to the vicissitudes of short-term ocoupancy in varisble
circumstances and the meintenmice of various intawmgible assets to manage (hose
vicissitudes, Accordingly, 8 higher capitalization rate for hotel property, s opposed to
investment property offered for long-term lease, appears reasonable.

When Lennhofi®s valoe c;alculations are revised to eliminate his flag, residual
intangibles and stwt-up deductions from income, the net income w be capitalized
becomes 32,108,314, Capitalizing this amount et the .1166 rate Lennhoff eniploys,
including the effective tax rate, but without his proposed 75 basis-point adjusiment,
produces 2 velue of: $18,081,595. If the 75 basis-point adjustment is made, the rate
becomes 1241 and the value becomes 316,988,831, These ‘valﬁes also disregard
;,mheﬂ‘s subtraction from capitalized value for personsl property. McNermey's final
valye conclusion is $16,146,074, produced by capitalization of net incoms of 1,834,194

starate of 1136, The derivation of these figures is also shown in the Appendix.

i1
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The property's essessment for the subject tax year is $15,000,000, The average
ratio calculated for the taxing district for that year under __.Lﬁ,,é_s,‘ 54:51A-6 (“Chapter
123"} is 9873, and the lower limit of the coramon level range is 8;92 McNeamey's
value, a3 well as the valuey derived at both a standaxd and a differentiated capitelization
rate fram Lenhoff’s data (without the deductions from fncome he made for flag,
inrangibles and stayt-up costs), all exceed the amount of the property’s assessment. All

| these valuos produce assessment ratios below 1.0, and under Chapter 123 no reduction in
the essessment is warranted, Only the highest value (derived from Lennhoff's data at an
undifferentiated rate) produces & ratio that falls below the Jower limit and would therefore
suggcsi an mcrease in the agsessmont, |

In the final enalysiz, however, the property's assessment is considered to fall
within the common level range. McNemey's base capitalization rate, reflecting his

~ opinion of the general real estate market before inclusion of the effective tax rate
component,is .092. LennofF's comparable rate, before bis 75 basis-point adfustonent, is
.095. Neither of these conclusions is improbable. If both are taken into account and a
further adjustment is made oa account of the particular character of hotel property, as

- discussed sbove, a capitalization rate of .0975 befors the inclusion of a tax factor is
appropriate. The addition of the effective tax rate of .0216 produces a final rate of 1191,
McNeamey's net income figure of $1,834,194 cepitalized at 1191 produces a value
indication of $15,400,453. Lenuhoff’s net income figure of $2,108,314 yields & value
indication of $17,702,049. These fgures appear on the last line of the appc:.ndcd

* comparison chart, Since the ratios generated by these values (9739 for McNemey and

12
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8474 for Lennhoff) fall within the coramon level range, the assessment should remain
undistyrbed.

It bears emphasis that this decision is based upén the consideration of the
reasoning and suppoxtﬁg data addressed in the record of this case for the particular
adjustmenta proposed. It should not be understood s a definitive pronouncement on |
appraisal practices designed to extract real estate value from the assets of a business or as
binding precedemt with respect to sdjustments of the kind proposed here, should they be
offered in other cases with different rocords.

Tudgment shall be entered affirming the assessiment,

13
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. RIrTRINLIA
com itatizaiion Co risen
Lenghoft MeNerney

Gross Ravenus $12,214,656 $11,560,440
Expsnsas @

Deparimental (5,222,387} {5,161,402)

Undistributed (3,284,936) _(3.312,006)
Houss Proti¢ 3,704,333 3,107,032
Management and Franchise Fess (601,830) [810,630)
insurence and Flxed Expenses {240,000) {64,850)
Replacement of FFEE (810,583) {231,808)
Return on FF&E {143,606) (165,7580)
Amuortizetion of Start up coxls (237.919) NONE
Operating income® 1,770,395 1,770,395 1,834,194
FLAGIRssldual Intenpibles . {831,207} (337,768) NONE
RO! 1,439,168 1,432,807 1,834,184
Capltallzation Rute® 0.1166 01241 0.1136
Caplialized NO 10,627,684 11,543,973 18,146,074
Personal Property (1,511,640) {1,511,640) NONE
Indicated Valus _$9.116044 _ _$10,032,3%5_ $16.146,074

Disregarding Bold Deductions at

Expert's Stated Capitelization Rate

Disregarding Bold Deductions at $18,081,688 $1E,?88,831 $16,146,074

1181 Capitallzation Rate $1?,7'€_12,048 317,702,049 $15,400,453

A After computation of this amount, Lennhoff's alteative treatments of flag value snd residuel intangibles are shown in
separate colmons. The left columan shows o deduction of 4.35% of groas income fo exclnde both flag valus and reaidual
inngibles. The right column ahows & deduction of 19% of opersting Incomoe befare sllowance o1 repurn of FR&E and
tmortization of etast-up costs to excluds flag velue only, with residusd intangibles addressed by 2 75 basis-point addition io
the caplralization rate.

® Loashoffs stared capitalization raves (1169 apd .1244) have been adjusted to incorposmo the effective, rather than sctwsl,
R ruteg,
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