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Dear Mr. Vance:
We have prepared and enclosed, herewith, our Detailed Valuation Report of RS Hawthorne
Holdings, LLC. The purpose of the valuation is to render a conclusion of the fair market value of a
100.0% Successor Member Interest (on a controlling, non-marketable interest basis) as of August
27, 2003.
The term “fair market value” is defined under Article 20.2031-1(b) of the Estate Tax Regulations,
Article 25.2512-1 of the Gift Tax Regulations, Income Tax Regulation 1.170-1(c) and Revenue
Ruling 59-60, 1959-1 C.B. 237 as follows:
“The price at which the property would change hands between a willing buyer and a willing seller,
neither being under a compulsion to buy or sell and both having reasonable knowledge of relevant
facts and the ability to buy or sell. Court decisions frequently state in addition that the hypothetical
buyer and seller are assumed to be able, as well as willing, to trade and to be well informed about
the property and concerning the market for such property.”

Our report is based on historical and prospective financial information provided to us by
management and other third parties. Had we audited or reviewed the underlying data, matters may
have come to our attention, which may have resulted in our using amounts, which differ, from those
provided. Accordingly, we take no responsibility for the underlying data presented in this report.
Users of this Detailed Valuation Report should be aware that valuations are based on future earnings
potential that may or may not materialize. Therefore, the actual results achieved during the
projection period may vary from the projections used in this valuation, and the variations may be
material. Accordingly, this report and the information herein is for those whom are informed about
valuations, the related industry, the entity and the inherent risks. Additionally, this valuation is
based on those facts, which were considered known, knowable and foreseeable as of August 27,
2003.
Based on our study and analysis we have concluded that a reasonable conclusion of the fair market
value of a 100.0% Successor Member Interest (on a controlling, non-marketable interest basis) as of
August 27, 2003 in RS Hawthorne Holdings, LLC is $3,423,000, subject to the limiting conditions

reflected in Appendix A of this report. Additionally, this value is appropriate to the extent that the
rights associated with a 100.0% Successor Member Interest (on a controlling, non-marketable
interest basis) in RS Hawthorne Holdings, LLC do not change as the ownership interest changes.
We have no present or contemplated financial interest in RS Hawthorne Holdings, LLC. Our fees
for this valuation, are based upon our standard hourly billing rates, and are in no way contingent
upon the results of our findings. We have no responsibility to update this report for events and
circumstances occurring subsequent to the date of this report.
Our valuation and this report have been prepared in conformity with Statement on Standards for
Valuation Services (SSVS) No. 1 from the American Institute of Certified Public Accountants, the
National Association of Certified Valuation Analysts, the American Society of Appraisers and the
Uniform Standards of Professional Appraisal Practice. We have considered various valuation
approaches, including asset-based approaches, income-based approaches, and market-based
approaches. The value estimates that resulted from each approach have been compared and a final
value conclusion has been determined therefrom.
This report has been prepared for the specific purpose of valuing RS Hawthorne Holdings, LLC (on
a non-controlling, non-marketable interest basis) as of August 27, 2003, which value is to be
utilized in connection with various charitable donation and income tax matters as well as tax
litigation associated with it. This report is not to be duplicated or made available to any persons
without the express written consent of Mel H. Abraham, CPA, CVA, ABV, ASA, CSP.

Mel H. Abraham, CPA, CVA, ABV, ASA, CSP
March 3, 2015
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VALUATION SUMMARY
Report Summarized

The appraisal report summarized contains 109 pages plus
Appendices and Exhibits and was issued on March 3, 2015. This
report is subject to the Statement of Assumptions and Limiting
Conditions included at Appendix A

Date of Valuation

August 27, 2003

Purpose of Valuation

Establish value of the interest in connection with various charitable
donation and income tax matters as well as tax litigation associated
with it

Subject Interests Valued

A 100.0% Successor Member Interest in RS Hawthorne Holdings,
LLC.

Ownership Characteristics

Closely held, non-controlling interest basis.

Standard of Value

Fair market value.

Premise of Value

As a going concern.

Indicated Remainder Value

$3,802,906

Lack of Control Adjustment

0.0% applied to the marketable, controlling interest value.

Lack of Liquidity Adjustment

10.0% applied to the marketable, controlling interest value.

Value Conclusion

$3,423,000
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I – INTRODUCTION
Subject Company
RS Hawthorne Holdings, LLC (Holdings) is a holding company that has, as it’s sole asset the
100.0% interest in RS Hawthorne, LLC (Hawthorne). Hawthorne has, as it’s sole asset the
100.0% interest in real property located at West 120th Street in Hawthorne, CA 90250
(Hawthorne Property). The property is subject to a mortgage from Branch Banking & Trust
(BB&T) as well as a 15-½ year lease to AT&T. AT&T has 3 additional 5-year options on the
lease.
Red Sea Tech I, Inc. (Red Sea) bifurcated the interest into a term-of-years interest (TOYS
Interest) and a Successor Member Interest (SMI). The TOYS Interest is to run through
December 31, 2020 at which time the SMI is established.
Valuation Purpose
The purpose of this report is to establish a conclusion of the fair market value of a 100.0%
Successor Member Interest (on a controlling, non-marketable interest basis) as of August 27, 2003
in Holdings which value is to be utilized in connection with various charitable donation and income
tax matters as well as tax litigation associated with it. The above premise of value of “controlling,
non-marketable” provides for an interest that has the elements of control from the perspective of the
investor’s relation to the investment and the fact that the investment is closely held with no freely
traded open market for it.
Valuation Approach
Our approach has been to determine a conclusion of fair market value, which would provide a fair
and reasonable return on investment to an investor or owner, in view of the facts available to us at
the valuation date. Our opinion is based on, among other things, our estimate of the risks facing
Holdings and the return on investment, which would be required on alternative investments with
similar levels of risk. These elements of the market, risk and other considerations will be discussed
throughout the report but primarily in the Background, Methodology and Conclusions section of the
report.
Standard of Value
The standard of value is the definition of the specific value being sought. It answers the
following general but very basic question: “Value to whom?”. Depending on the purpose of the
valuation, one definition or standard of value may be more appropriate than another. For the taxrelated purpose of this report we applied the standard of fair market value. The term “fair
market value” is defined under Article 20.2031-1(b) of the Estate Tax Regulations, Article 25.25121 of the Gift Tax Regulations and Revenue Ruling 59-60, 1959-1 C.B. 237 as;
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“The price at which the property would change hands between a willing buyer and a willing seller,
neither being under a compulsion to buy or sell and both having reasonable knowledge of relevant
facts and the ability to buy or sell. Court decisions frequently state in addition that the hypothetical
buyer and seller are assumed to be able, as well as willing, to trade and to be well informed about
the property and concerning the market for such property.”

There is considerable content in this brief definition, and an examination of the underlying
conditions and assumptions follows to allow the reader to understand the context in which our
report was prepared.
Price at Which Property Would Change Hands
The IRS Valuation Guide for Income, Gift and Estate Taxes (the IRS Guide) requires the
valuator to “make a reasonable estimate of the hypothetical sale price.” This means that it is
assumed that the property is put up for sale in a hypothetical context, whether or not the
property will actually be sold.
In addition, the IRS Guide states the value “is the amount that the property would bring in a
cash sale.” In other words, the opinion expressed assumes the seller will receive cash or
cash equivalency at the valuation date. This is particularly relevant in the valuation of small,
closely held businesses because very often the buyer makes a down payment at closing and
finances the balance of the purchase price over time.
Between a Willing Buyer and a Willing Seller
The IRS Guide states, “The willing buyer and willing seller are hypothetical persons, not
actual persons.” They are proxies for the participants in the hypothetical market. The
market is the universe of all potential buyers and sellers for the same or similar property, and
the market is in a state of equilibrium. In equilibrium, the market is not influenced by
special motivations not exhibited by typical buyers and sellers.
Not Under Compulsion to Buy or Sell
Neither the buyer nor the seller is compelled to be a party to the transaction. Thus, each
has equal negotiating power, and the price is not the result of a specific impetus of one of
the parties. A representative price would not be considered a fair market value if it were
affected by a buyer’s or a seller’s unique motivations. However, the hypothetical willing
buyer and the hypothetical willing seller are presumed to be dedicated to achieving the
maximum economic advantage.
Fair market value also assumes that, given the absence of compulsion, the property is valued
as a going concern, not in a liquidation scenario.

Mel H. Abraham, CPA, CVA, ABV, ASA, CSP

2

RS Hawthorne Holdings, LLC.

Detailed Valuation Report

Both Having Reasonable Knowledge of All Relevant Facts
This concept assumes both parties are operating from the same basic level of information
and relevant facts, including an understanding of prevalent economic and market conditions
at the date of valuation. Identifying the circumstances that were reasonably foreseeable at
the valuation date can be a source of confusion. The IRS Guide indicates, “The proper
standard of reasonable knowledge is not what is actually known as of the valuation date;
rather, it is proper to consider facts that are discoverable through reasonable investigation, as
long as such facts existed as of the valuation date, even if they were not actually known at
that time.”
Able, as Well as Willing to Trade
The first implication is that the hypothetical buyer must have the financial capacity to
engage in the transaction. Therefore, the universe of such buyers would only include those
investors who, in the context of diversified investment portfolios, would have the ability to
purchase an investment in the subject company in the value range indicated by the analysis.
The second implication is that the buyer and seller must also be willing to trade. Thus, the
hypothetical investors are rational investors, and they engage in transactions and approach
the issue of price from a rational economic and financial perspective.
In Pabst Brewing Company v. Commissioner - T.C. Memo. 1996-506, Judge Laro’s decision
reinforced the definition of fair market value, stating in part:
1. “The willing buyer and the willing seller are hypothetical persons, rather than
specific individuals or entities and the characteristics of these hypothetical persons
are not necessarily the same as the personal characteristics of the actual seller or a
particular buyer.”
2. “Fair market value is determined as of the valuation date, and no knowledge of
unforeseeable future events which may have affected the value is given to the
hypothetical persons.”
3. “Fair market value equals the highest and best use to which property could be put on
the valuation date, and fair market value takes into account special uses that are
realistically available due to the property’s adaptability to a particular business ....
Elements affecting value that depend upon events or a combination of occurrences
which, while within the realm of possibility, are not reasonably probable, are
excluded from this consideration.”
Summary

Mel H. Abraham, CPA, CVA, ABV, ASA, CSP

3

RS Hawthorne Holdings, LLC.

Detailed Valuation Report

To specifically apply the above definition to the interest in question then, fair market value
represents the cash price a hypothetical willing buyer would pay to purchase a 100.0%
Successor Member Interest (on a controlling, non-marketable interest basis) as of August
27, 2003 in Holdings, on a going-concern basis, from a hypothetical willing seller.
Alternatively, fair market value also represents the cash price a hypothetical willing seller
would sell a 100.0% Successor Member Interest (on a controlling, non-marketable interest
basis) as of August 27, 2003 in Holdings, on a going-concern basis, to a hypothetical willing
buyer.
Based on a different valuation purpose, or a different standard of value, or as of a different
valuation date, another value could be associated with Holdings (on a non-controlling, nonmarketable interest basis). Accordingly, the use of this report for other than the above-stated
purpose may result in invalid conclusions.
The regulations further state that the interest held in the estate at the moment of death or the
interest which is transferred through gift, donation, spin-off or held by an ESOP is the
interest, which must be valued. Accordingly we will examine the rights, restrictions and
obligations associated with the interest in question.
We have analyzed various valuation methods in estimating the fair market value of a 100.0%
Successor Member Interest (on a controlling, non-marketable interest basis) as of August 27, 2003
in Holdings to determine which method generates the most reasonable opinion of fair market value
under the facts and circumstances specific to this case. After careful consideration of each method’s
underlying assumptions and variables utilized, we have concluded that the discounted cash flow
method is the most appropriate method, resulting in a fair market value of the subject interest of
$3,423,000 for a 100.0% Successor Member Interest in RS Hawthorne Holdings, LLC (on a noncontrolling, non-marketable interest basis) as of August 27, 2003. Please refer to the section entitled
“Conclusion of Value” of this report.
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II – VALUATION METHODOLOGY
Overview
Business valuation methodology is based on two principles: “the principal of substitution” and “the
principal of future benefits”. The principle of substitution states that the value of property tends to
be determined by the cost of acquiring an equally desirable substitute. In other words, a person will
not purchase a particular asset if such a substitute can be purchased at a lower price.
The principal of future benefits states that the economic value of an investment reflects anticipated
future benefits, not for past performance. Although the past may serve as a proxy for the future, a
business that has had poor earnings in the past but bright future prospects will be worth more than a
business that has been successful in the past but is not expected to be as profitable in the future.
The fair market value of securities trading on an active public market is determined by actual
market quotations on a particular date, unless the market for a security is affected by some abnormal
influence or condition. Determination of fair market value of securities of closely held corporations,
however, cannot be as precisely determined, thus creating the need for alternative valuation
methodologies. Section 3.01 of Revenue Ruling 59-60 acknowledges the disparate results that may
then occur:
A determination of fair market value, being a question of fact, will depend upon the
circumstances in each case. No formula can be devised that will be generally applicable to
the multitude of different valuation issues arising in estate and gift tax cases. Often, an
appraiser will find differences of opinion as to the fair market value of a particular stock. In
resolving such differences, he should maintain a reasonable attitude in recognition of the
fact that valuation is not an exact science. A sound valuation will be based upon all the
relevant facts, but the elements of common sense, informed judgment and reasonableness
must enter into the process of weighting those facts and determining their aggregate
significance.
Both internal and external factors, which influence the value of Holdings are analyzed and
interpreted. Internal factors include the Holdings’ financial position, results of operations and the
size and marketability of the interest being valued. External factors include, among other things, the
status of the portfolio of assets, the economic factors affecting the portfolio of assets and the various
risk factors involved (both internal and external).
Further, since there is no single, generally accepted formula for establishing the fair market value of
a closely held corporation, Revenue Ruling 59-60 sets forth a list of factors to consider (listed
below). It generally applies to all valuations of interests in closely held businesses lacking a public
market for their securities for income, gift, and estate tax purposes. Thus, the scope of our work
considered all the elements of a business valuation listed in Section 4 of that Ruling.
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Revenue Ruling 59-60, 1959-1 C.B. 237
The purpose of Revenue Ruling 59-60, 1959-1 C.B. 237 was “...to outline and review in general the
approach, methods, and factors to be considered in valuing shares of capital stock of closely held
corporations for estate tax and gift tax purposes. The methods discussed herein will apply likewise
to the valuation of corporate stocks on which market quotations are either unavailable or are of such
scarcity that they do not reflect fair market value.”
This ruling states that “…a sound valuation will be based upon all the relevant facts, but the
elements of common sense, informed judgment, and reasonableness must enter into the process of
weighing those facts and determining their aggregate significance.” According to the Ruling,
factors to be considered in the valuator’s analysis include:
1. The nature of the business and the history of the enterprise from its inception.
2. The economic outlook in general and the condition and outlook for the specific industry in
particular.
3. The book value of the stock and the financial condition of the business.
4. The earning capacity of the company.
5. The dividend paying capacity of the company.
6. Whether or not the enterprise has goodwill or other intangible value.
7. Sales of the stock and the size of block to be valued.
8. The market price of stocks of corporations engaged in the same or similar line of business
having their stocks traded in a free and open market, either on an exchange or over-thecounter.
Below, we have excerpted specific detail related to each of these factors directly from Revenue
Ruling 59-60, 1959-1 C.B. 237:
The nature of the business and the history of the enterprise from its inception
The history of a corporate enterprise will show its past stability, its growth or lack of
growth, the diversity or lack of diversity of its operations, and other facts needed to form an
opinion to the degree of risk involved in the business. For an enterprise, which changed its
form of organization but carried on the same or very similar operations of its predecessor,
the history of the former enterprise should be considered. The detail to be considered should
increase with approach to the required date of appraisal, since recent events are of greatest
help in predicting the future; but a study of gross and net income, and of dividends covering
a long prior period, is highly desirable. The history to be studied should include, but need
not be limited to, the nature of the business, its products or services, its operating and
investment assets, capital structure, plant facilities, sales records and management, all of
which should be considered as of the date of the appraisal, with due regard for recent
significant changes. Events of the past that are unlikely to recur in the future should be
discounted, since value has a close relation to future expectancy.
Mel H. Abraham, CPA, CVA, ABV, ASA, CSP
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The economic outlook in general and the condition and outlook of the specific industry, in
particular
A sound appraisal of a closely held stock must consider current and prospective economic
conditions as of the date of appraisal, both in the national economy and in the industry or
industries with which the corporation is allied. It is important to know that the company is
more or less successful than its competitors in the same industry, or that it is maintaining a
stable position with respect to competitors. Equal or even greater significance may attach to
the ability of the industry with which the company is allied to compete with other industries.
The public’s appraisal of the future prospects of competitive industries or of competitors
within an industry may be indicated by price trends in the markets for commodities and for
securities.
The book value of the stock and the financial condition of the business
Balance sheets should be obtained, preferably in the form of comparative annual statements
for two or more years immediately preceding the date of appraisal, together with a balance
sheet at the end of the month preceding that date, if corporate accounting will permit. Any
balance sheet descriptions that are not self-explanatory, and balance sheet items
comprehending diverse assets or liabilities, should be clarified in essential detail by
supporting supplemental schedules. These statements usually will disclose to the appraiser:
• Liquid position (ratio of current assets to current liabilities)
• Gross and net book value of principal classes of fixed assets
• Working capital
• Long-term indebtedness
• Capital structure
• Net worth
Consideration should also be given to any assets not essential to the operation of the
business, such as investments in securities, real estate, etc. In computing the book value per
share of stock, assets of the investment type should be re-valued on the basis of their market
price and the book value adjusted accordingly.
The earning capacity of the company
Detailed profit-and-loss statements should be obtained and considered for a representative
period immediately prior to the required date of appraisal, preferably five or more years.
Such statements should show i) gross income by principal items; ii) principal deductions
from gross income including major prior items of operating expenses, interest and other
expense on each item of long term debt, depreciation and depletion if such deductions are
made, officers’ salaries, in total if they appear to be reasonable; iii) cash flow available for
Mel H. Abraham, CPA, CVA, ABV, ASA, CSP
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dividends, and; iv) rates and amounts of dividends paid on each class of stock.
The dividend-paying capacity of the company
Primary consideration should be given to the dividend-paying capacity of the company
rather than to dividends actually paid in the past. Recognition must be given to the necessity
of retaining a reasonable portion of profits in a company to meet competition. Dividendpaying capacity is a factor that must be considered in an appraisal, but dividends actually
paid in the past may not have any relation to dividend-paying capacity. Specifically, the
dividends paid by a closely held family company may be measured by the income needs of
the stockholders or by their desire to avoid taxes on dividend receipts, instead of by the
ability of the company to pay dividends. Where an actual or effective controlling interest in
a corporation is to be valued, the dividend factor is not a material element, since the
payment of such dividends is discretionary with the controlling stockholders. The
individual or group in control can substitute salaries and bonuses for dividends, thus
reducing net income and understating the dividend-paying capacity of the company. It
follows, therefore, that dividends are less reliable criteria of fair market value than other
applicable factors.
Whether or not the enterprise has goodwill or other intangible value
In the final analysis, goodwill is abased upon earning capacity. The presence of goodwill
and its value, therefore, rests upon the excess of net earnings over and above a fair return on
the net tangible assets. While the element of goodwill may be based primarily on earnings,
such factors as the prestige and renown of the business, the ownership of a trade or brand
name, and a record of successful operation over a prolonged period in a particular locality,
also may furnish support for the inclusion of intangible value.
Sales of the stock and the size of the block of stock to be valued
Sales of stock of a closely held corporation should be carefully investigated to determine
whether they represent transactions at arm’s length. Forced or distress sales do not ordinarily
reflect fair market value nor do isolated sales in small amounts necessarily control the
measure of value. This is especially true in the valuation of a controlling interest in a
corporation. Since in the case of closely held stocks, no prevailing market prices are
available, there is no basis for making an adjustment for blockage. It follows, therefore, that
such stocks should be valued upon a consideration of all the evidence affecting the fair
market value. The size of the block of stock itself is a relevant factor to be considered.
Although it is true that a minority interest in an unlisted corporation’s stock is more difficult
to sell than a similar block of listed stock, it is equally true that control of a corporation,
either actual or in effect, representing as it does an added element of value, may justify a
higher value for a specific block of stock.
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The market price of stocks of corporations engaged in the same or similar line of business having
their stocks actively traded in a free and open market, either on an exchange or over-the-counter
Section 2031(b) of the Code states, in effect, that in valuing securities the value of stock or
securities of corporations engaged in the same or a similar line of business which are listed
on an exchange, should be taken into consideration along with all other factors. An
important consideration is that the corporations to be used for comparisons have capital
stocks, which are actively traded by the public. The essential factor is that whether the
stocks are sold on an exchange or over-the-counter, there is evidence of an active, free
public market for the stock as of the valuation date. In selecting corporations for
comparative purposes, care should be taken to use only comparable companies. Although,
the only restrictive requirement as to comparable corporations specified in the statute is that
their lines of business be the same or similar, it is obvious that consideration must be given
to other relevant factors in order that the most valid comparison possible is obtained. A
company with a declining business and decreasing markets is not comparable to one with a
record of current progress and market expansion.
Mel H. Abraham, CPA, CVA, ABV, ASA, CSP, while considering all of the factors noted above,
attributes varying weights to each factor depending upon the particular circumstances unique to the
entity. In that regard, it is important that all of the relevant factors be considered in the valuation
process.
Valuation Approaches
The value of a non-publicly traded business, then, is determined with a view towards the intrinsic
value of the assets, the value of the income flow, the value of the equity in the marketplace, and
other facts and circumstances which a knowledgeable buyer and seller would consider. Thus, the
above principles and factors have evolved to form the basis for three broad approaches used in
valuing a business:
1.
2.
3.

Asset-Based Approach
Income-Based Approach
Market-Based Approach

Within each of these approaches there are different methods for determining a business value. The
applicability of each approach and the subset of methods contained thereunder must be assessed,
given the nature and purpose of the particular valuation assignment.
Sections III, IV, V, VI, VII and VIII of our report analyze the background and financial
condition of Holdings, the general economic and specific industry outlooks, and other facts and
circumstances that a knowledgeable buyer and seller would consider based on the factors of
Revenue Ruling 59-60. Sections IX, X, XI, XII, XIII and XIV of the report discuss the different
approaches, methods and other factors we considered in forming our valuation conclusion, also
Mel H. Abraham, CPA, CVA, ABV, ASA, CSP
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based on the factors of the Revenue Ruling.

Mel H. Abraham, CPA, CVA, ABV, ASA, CSP

10

RS Hawthorne Holdings, LLC.

Detailed Valuation Report

III - BACKGROUND
General
RS Hawthorne Holdings, LLC (Holdings) is a holding company that has, as it’s sole asset the
100.0% membership interest in RS Hawthorne, LLC (Hawthorne). Hawthorne has, as it’s sole
asset the 100.0% interest in real property located at 2301 West 120th Street in Hawthorne, CA
90250 (Hawthorne Property). The property is subject to a mortgage from Branch Banking &
Trust (BB&T) as well as a 15-½ year lease to AT&T. AT&T has 3 additional 5-year options on
the lease. As stated earlier Hawthorne has, as it’s sole member Holdings. Additionally, the sole
manager of Hawthorne is RS Hawthorne Manager, Inc. RS Hawthorne Manager, Inc. as manager
executed an Absolute Assignment of Rents and Leases Agreement on February 4, 2002 to the
lender (in this case BB&T).1 As part of this agreement, BB&T acquires all of the borrower’s
estate, right, title and interest in, to and under all leases.2 The agreement requires the tenant to
pay all rents directly to the lender until further notice.3 The lender has no obligation for the
collection of rents and all responsibility to insure the timely payment of rents rests with the
borrower. In case of default, BB&T may, at any time without notice enter upon and take
possession and control of the premises, regardless of the adequacy of their security. 4 The
assignment is an immediate, absolute and unconditional assignment of rights only, and not a
delegation of duties.5
Additionally, Hawthorne executed a Nondisturbance, Attornment and Subordination Agreement
with BB&T on February 7, 2002.6 This agreement indicated that BB&T would not affect or
disturb the rights of the tenant under the lease.7 Further, the agreement acknowledges that the
rents are irrevocably transferred to BB&T. Lastly, Hawthorne and another entity, Southern
Hotels Holding B.V., a Netherlands corporation entered into a Guaranty and Indemnification
Agreement with BB&T dated February 4, 2002.8 This agreement states that the indemnitors are
absolutely, unconditionally and jointly and severally liable for all payments.9 Many of these
terms are further supported or delineated in the deed of trust.10
Red Sea Tech I, Inc. (Red Sea) bifurcated the interest into a term-of-years (TOYS Interest)
interest and a Successor Member Interest (SMI). The TOYS Interest is to run through December
31, 2020 at which time the SMI is established.
Company Purpose & History
The following is a graphic depiction of the background and history of the entity, transactions and
structure that is described in the narrative below.

1

RERI-041720-041732
RERI-041722 – See section 2
3
RERI-041723 – See section 2
4
RERI-041723
5
RERI-041725 – See section 6
6
RERI-041908-041918
7
RERI-041908-See section 1(a)
8
RERI-41658-41676
9
RERI-41659 – See section 4 & 41664 – See section 17
10
RERI-41677-41719
2
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Intergate LA II, LLC (Intergate) owned a leasehold interest in the property and fee simple
interest in the improvements on the property located at 2301 West 120th Street in Hawthorne, CA
90250 (Hawthorne Property). On October 12, 2000, Intergate leased the improvements (building)
located on the Hawthorne Property to AT&T for a term of 15½ years. The lease provides for
three 5-year extensions. Holdings was formed December 20, 2001 by Southern Hotels Holding
B.V. a Netherlands corporation.11 Holdings was a single purpose, single member entity and was
required to conform to this single member structure at all times.12 The entity’s sole purpose was
to hold not less than 100% of all the beneficial interest in Hawthorne.13
Southern Hotels Holding B.V. a Netherlands corporation was the sole member of Holdings.
Hawthorne was formed on December 20, 2001 by Holdings.14 Hawthorne is a single purpose
single member entity (disregarded entity). On February 1, 2002, Hawthorne borrowed
$43,671,739 from Branch Banking & Trust (BB&T) to finance the purchase of the Hawthorne
Property.15 Under the loan agreement, all payments due from AT&T are assigned to BB&T to
pay the monthly loan payment. 16 A balloon payment is due at the end of the lease on May 15,
2016 to meet the loan obligation. Hawthorne, the entity responsible for the loan, is responsible
for the balloon payment.
On February 4, 2002, Intergate assigned the lease with AT&T to Hawthorne. On February 6,
2002, Intergate sold to Hawthorne the Hawthorne Property for $42,350,423 with the AT&T lease
in place.17 Red Sea created a TOYS Interest and a Successor Member Interest (SMI) in Holdings.
The only asset of Holdings was Hawthorne and the only asset of Hawthorne was the Hawthorne
Property.
On or about February 7, 2002, Hawthorne applied for and received a “residual value” insurance
policy from Financial Structures Limited.18 The effective date of the policy was February 7, 2002
with a termination date of May 15, 2016 (the same time as the expiration of the initial lease term
and the balloon payment on the loan). The total insured value was $11,800,000. This amount
would be paid to the additional named insured (lender) if (i) a valid notice of claim has been
given, (ii) The additional named insured has not received payment in full of all amounts owing
under the loan; and (iii) all of the terms and conditions of the policy have been satisfied.
Alternatively under Article V (d) of the policy the insurance company shall have the option at its
sole discretion, in lieu of complying with the other terms of the policy to purchase the loan from
the additional insured for a purchase price equal to all the amounts payable under the loan, but in
no event greater than the insured value. If payment is made under the policy, the owner
(Hawthorne) shall immediately execute and deliver a special warranty deed to the property and
acknowledges that such payment is the equivalent to a purchase of the property.
On February 7, 2002, Red Sea contributed the TOYS Interest in Holdings to PVP-RGS
11

RERI-041171-041172
RERI-041173-041178 – See Section 3
13
RERI-041173-041178 – See Section 2
14
RERI-047434
15
RERI-041651-041657
16
RERI-041651-041657– See section 2
17
RERI-041677-041719
18
RERI-041427-041437
12
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Hawthorne Associates in exchange for a 10% interest in partnership19. RJS Realty Corporation
acquired 100% of the Successor Member Interest, subject to TOYS Interest, in Holdings on
February 7, 2002 for $1,610,000.20
RERI Holdings I LLC (RERI), a Delaware limited liability company, was formed on March 4,
2002. 21 On March 25, 2002, RERI purchased from RJS Realty Corporation the SMI in Holdings
for $2,950,000.22
On August 27, 2003, the SMI in Holdings was donated to the University of Michigan
(University).23 RERI filed its 2003 Partnership return (Form 1065) and claimed a charitable
contribution on line 8 of schedule K in the amount of $33,019,000 for the contribution made to
the University.24 A description of the item donated was attached to the Form 8283 with RERI's
tax return.25 However, the receipt form the University of Michigan indicates that they received a
remainder interest in the real property instead of the LLC, which was the interest that was
actually transferred.26 The actual Assignment and Assumption of Remainder Estate in
Membership Interest in Limited Liability Company Agreement clearly indicates that the interest
transferred was the SMI in Holdings. 27
The property donated carried with it a minimum holding period requirement of 2-years as well as
other provisions. These provisions include:
• Upon receipt of the SMI in Holdings (and other similar interests)
•
•
•
•

The University was required to credit Mr. Ross's Pledge in the amount of
$1.00.28
The University was required to hold the SMI in Holdings at the nominal value of $1.00 on its
books and records. 29
The University was required to hold the SMI in Holdings for a minimum of two years (Hold
Requirement). 30

• After the minimum of two-year Holding Requirement expired:
•
•
•

The University was required to sell the SMI in Holdings "to a buyer of it’s choosing" (Sell
Requirement). 31
The University was required to "use reasonable efforts to obtain the best price available for the
[SMI] at the time of sale." 32
The University was required to credit Mr. Ross's Pledge by the net proceeds received by the
University. 33

19

RERI-042503-042507
RERI-042494-042502
21
RERI-007263-007264
22
RERI-006052-006067
23
RERI-007321-007323
24
RERI-002029-002141
25
RERI-002029-002141
26
RERI-007321-007323
27
RERI-007321-007323
28
RERI-015376
29
RERI-015376
30
RERI-015376
31
RERI-015376
32
RERI-015376
33
RERI-015377
20
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On December 15, 2005 the University of Michigan sold the interest for $1,940,000.34
The Assets
Holdings effectively owns 100% of the membership interest in Hawthorne but because of the
Absolute Assignment of Rents and Leases Agreement to BB&T, 35 Hawthorne had very little in the
way of rights. Additionally, what rights did exist were assigned to and control rested with the sole
manager, RS Hawthorne Manager, Inc. Further, the lender (BB&T) was fully protected because of
the collateral and the residual insurance that was placed on the interest. Hawthorne has as its sole
asset the actual property subject to the debt and the AT&T lease. Given the irrevocable absolute
assignment of rents Hawthorne had no ability to get cash out of the investment or any control of the
investment. Any rights were further removed because of the assignment of the rights to manage to
RS Hawthorne Manager, Inc.
J. Bruce Ricciuti, Eric S. Stotz, MAI and Richard E. Bonz, CRE of Bonz/REA, Inc. in their report
dated November 1, 2001 determined the total property value as of August 30, 2001 to be
$47,000,000.36 Using the same rent inflation factor that was used in the appraisal report of 3.0%, if
we were to adjust their appraised value by this amount to the date of valuation the potential value of
the property would be $49,862,300.
Ownership
Holdings is organized as a limited liability company formed under the Delaware Limited Liability
Company Act (DLLCA).37 Holdings was formed as a single member, single purpose LLC with its
sole member being Southern Hotels Holding B.V. a Netherlands corporation.
The following is an extract of certain important terms of the Amended and Restated Operating
agreement for the Holdings:38
•

Under Recital C of the Agreement, the provisions of certain loan documents that
encumber the Real Property prohibit the creation in respect of the fee simple absolute
estate in the Real Property of any future or retained common law estates. The Member,
through the utilization of the Company as a single purpose, single member limited
liability company, desires to facilitate transactions involving the sole membership interest
of the Company that will replicate the economic, practical and lax characteristics of such
estates.

•

Under Section 2 of the Agreement, the sole purpose of the Company shall be to own and
hold not less than 100% of all the beneficial interest in the Titleholder LLC and in such
capacity to direct the Titleholder LLC, acting through the manager thereof, in all matters
relating to the ownership, operation, leasing, financing and disposition of the Real
Property and to enter into and enforce any and all agreements relating to the Titleholder
LLC or the Real Property as shall from time to time be in effect and to which the

34

RERI-15455-015482, 015487-015490
RERI-041720-041732
36
RERI-017931-018281
37
RERI-041171-041172
38
RERI-042488-042493
35
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Company shall be a party.
•

Under Section 3 of the Agreement, the Company shall at all times have only a single
member, such that the existence of the Company shall, at all times, be disregarded for
purposes of the United States Internal Revenue Code.

•

Under Section 4 of the Agreement, the business and affairs of the Company shall be
managed by its sole Member, which shall have the exclusive power and authority, on
behalf of the Company, to take any action of any kind not inconsistent with the
provisions of this agreement and to do anything and everything it deems necessary or
appropriate to carryon the business and purposes of the Company.

•

Under Section 9 of the Agreement, the Member shall not, directly or indirectly, sell,
assign, pledge, transfer or otherwise dispose of all or any part of its interest in the
Company; provided, however, that the provisions of this Section shall not prohibit the
creation by the sole Member of a common law future or retained estate or estates in the
sole membership interest of the Company such that after giving effect to any thereof only
a single person or entity shall have the then present right to possession and enjoyment of
all of such membership interest at anyone time and the Company shall continue to be
treated as a "disregarded entity" and not a partnership for purposes of the IRC. The intent
of the foregoing provisions of this Section is to permit the Company's sole Member from
time to time to create any future or remainder estate in the sole membership interest of
the Company without the Company being regarded as a partnership under the IRC and
with the same economic, practical and tax effects as would obtain if the Member had
created such estate directly in the Real Property. Any other purported sale, assignment,
transfer or other disposition of all or any part of the Member's interest in the Company
shall be null and void and of no force and effect.

Income and Cash Distributions
The Company holds effectively a single asset in the form of the 100.0% limited liability
company membership interest that holds the interest in the property subject to the debt and lease.
As a result of the terms of the loan, all rent payments are to be paid directly to the lender until
such time that the debt is paid in full. Accordingly, there is no expectation of cash flows,
distributions or any other form of return to the investor. The anticipated cash flows from the
property are as follows. These cash flows were based upon the contracted rent payments,39
estimated expenses and the debt service schedule for the loan.40 Additionally, the expenses
represent one percent (1.0%) paid to RS Hawthorne Management in the form of a management
fee with no provision made for any sinking fund to fund the balloon when due.

39
40

RERI-041010-04160
RERI-041651-041657
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Year End

Year

2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016

0
1
2
3
4
5
6
7
8
9
10
11
12
13

Rent
$
$
$
$
$
$
$
$
$
$
$
$
$

4,098,000
4,248,000
4,390,800
4,492,800
4,492,800
4,728,000
4,896,000
5,064,000
5,184,000
5,184,000
5,452,800
5,644,800
2,352,000

Expenses
$

40,980
42,480
43,908
44,928
44,928
47,280
48,960
50,640
51,840
51,840
54,528
56,448
23,520

Debt Service

Net Equity
Cash Flows

$ 4,057,425
$ 4,205,940
$ 4,347,326
$ 4,448,316
$ 4,448,316
$ 4,681,185
$ 4,847,520
$ 5,013,861
$ 5,132,676
$ 5,132,676
$ 5,398,816
$ 5,588,916
$ 14,201,973

$
(405)
$
(420)
$
(434)
$
(444)
$
(444)
$
(465)
$
(480)
$
(501)
$
(516)
$
(516)
$
(544)
$
(564)
$(11,873,493)

Summary operating results as reported in the respective tax returns41 are as follows:
2002

2003

Assets
Investment RS Hawthorne, LLC

$

176,271

$

(191,047)

Total Assets

$

176,271

$

(191,047)

Liabilities
Liabilities

$

-

$

-

Total Liabilities

$

-

$

-

Equity
Capital

$

176,271

$

(191,047)

Total Equity

$

176,271

$

(191,047)

Total Liabilities and Equity

$

176,271

$

(191,047)

Income
Investment Income - RS Hawthorne

$

(338,402)

$

(367,318)

Total Income

$

(338,402)

$

(367,318)

Expenses
Other Expenses

$

380

$

-

Total Expenses

$

380

$

-

Net Income

$

(338,782)

$

(367,318)

41

2002 Tax Return RSH00468-00489
2002 Profit & Loss & General Ledger RSH00490-00491
2002 Balance Sheet RSH00467
2003 Tax Return RSH00443-00466
2003 Balance Sheet RSH00442
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Environmental Considerations
A determination of any liabilities of the business related to environmental issues other than those
reflected in the financial statements is outside the scope of this engagement. Inquiries were made
with management regarding the Company’s compliance with various environmental and
hazardous waste laws Management indicated that the Company was not in violation of any laws
or regulations, based upon its understanding of the law.
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IV – MARKET CONSIDERATIONS
During our analysis and research we looked at the viable markets to sell and interest in an LLC
that was solely a Successor Member Interest and were not able to find a liquid or open market for
such interests. We further looked at analogous types of investments that may have similar terms
as this investment. The primary terms considered were:
•
•
•

A non-direct interest in real property.
No immediate access to cash flow or return on investment or return of investment (i.e. the
investment required some holding period before cash flows would become available).
Exposure to the uncertainties of real estate holdings over time including market exposure,
tenant issues, liability exposure and liquidity elements.

Zero Coupon Bonds
Although one might consider an analogous investment to be a zero-coupon bond, we did not
think it was consistent with an investment of this type because the Successor Member Interest
gets access to not only cash flows over time but also capital appreciation associated with the
underlying real property. Further, the interest would be exposed to different uncertainties that
exist with real estate related investments versus a bond type of investment.
For these reasons we felt that this type of investment is more closely like a real estate type
investment such as a Non-traded Real Estate Investment Trust or Syndicated partnership.
Non-Traded REITS and Limited Partnership
There are two similar types of non-traded real estate investments vehicles that may provide a
better analogy to the subject interest. These are non-traded REITs and limited partnerships. Both
of these vehicles invest various types of real estate for a specified holding period, The investment
may or may not pay dividends or cash to the investors and is usually not liquid or freely sellable.
A Real Estate Investment Trust (REIT) and limited partnerships (LP) are securities that invest in
real estate directly, either through properties or mortgages.
Equity REITs and LPs invest in and own properties (thus responsible for the equity or value of
their real estate assets). Their revenues come principally from their properties' rents.
Mortgage REITs and LPs deal in investment and ownership of property mortgages. These
vehicles loan money for mortgages to owners of real estate, or purchase existing mortgages or
mortgage-backed securities. Their revenues are generated primarily by the interest that they earn
on the mortgage loans.
Hybrid REITs and LPs combine the investment strategies of equity vehicles and mortgage
vehicles by investing in both properties and mortgages.
Individuals can invest in REITs and LPs by investing in REITs and LPs that are registered but
not on an exchange thereby eliminating the exposure to market volatility that exists in the case of
Mel H. Abraham, CPA, CVA, ABV, ASA, CSP
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publicly traded securities.
The shares of non-traded vehicles are not listed on any exchange, and there is no readily
available resale market, making the shares essentially illiquid. Investors should plan to hold these
non-traded securities through the estimated life span, typically up to seven to ten years, until a
planned liquidity event that is designed to return investment capital and potential capital
appreciation to the shareholders.
As with many direct investments, the fact that these vehicles cannot be readily traded carries a
liquidity premium that typically provides a higher yield than the yield on traded investments with
similar portfolios.
While a non-traded REIT is not publicly traded it is a public company that must register with the
Securities and Exchange Commission (SEC) and make required quarterly and annual financial
reports to the regulator, just as other public companies do.
• Non-traded REIT shares are available only to investors who meet suitability standards
established by the state where they live.
• A non-traded REIT has a limited lifespan, often seven to ten years, before ending in a
liquidity event.
• Non-traded REIT investors measure success by total return, which includes the cash
distributions during the lifespan of the program plus any appreciation of investment
principal as a result of the liquidity event.
An additional benefit to investing in REITs is the fact that many are accompanied by dividend
reinvestment plans (DRIPs). Among other things, REITs invest in shopping malls, office
buildings, apartments, warehouses and hotels. Some REITs will invest specifically in one area of
real estate - shopping malls, for example - or in one specific region, state or country. Most REITs
hold diversified portfolios of assets unlike the subject in this case, so this lack of diversification
would need to be considered in the rate of return applied in our case.
When investing in non-traded vehicles, there will be a specified holding period until one of a few
possible liquidity events happen as follows:
1. In the case of a REIT, the REIT is acquired by another publically traded REIT allowing
the investor to liquidate their investment through the public market.
2. The vehicle sells the underlying assets and distributes the proceeds to the investors.
3. The vehicle affects an initial public offering allowing for it to become a freely traded on
an exchange.
REITs and LPs can be valued based on their underlying asset value but more readily are valued
from an investment standpoint based on the cash flows available to the investor over time. This
will account for the amount of the cash flows as well as the timing of receiving the cash flows
and the uncertainty associated with the actualization of the cash flows. This is important because
some REITs LPs are structured to provide for an immediate dividend stream whereas others are
more a buy and hold with little if any cash flows provided until the time of a liquidity event.
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In this specific case, some differences include:
•
•
•

Most REITs and LPs are invested in multiple properties thereby diversifying the portfolio and
reducing the risk.
Most REITs and LPs have a more sophisticated structure, management and reporting
requirements making them more attractive.
The holding period for most of the REITs and LPs is shorter than that of the SMI when
considering the TOYS Interest element.

Like most investments, an investor will evaluate these factors and incorporate them into the rate
of return or the anticipated cash flows when evaluating an investment. In other words, more risk
or more uncertainty will lead to a higher required rate of return to attract investors to an
investment (all other things being equal). This is consistent with the “principle of alternatives”
and the “principle of substitution” that is used in valuation and appraisal.
The principle of alternatives states that an investor has a spectrum of investment alternatives
available to them at a given date. The principle of substitution then states that an investor would
not pay more for an investment in which they could get an equally desirable substitute for less. In
effect, this means that an investor will evaluate each investment alternative based on the
uncertainty and risk involved with it and price it accordingly to get a rate of return commensurate
with the risk.
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V - NATIONAL ECONOMIC ANALYSIS
The following discussion and analysis of the national economy for the second quarter of 2003 is
based upon a review of current economic statistics, articles in the financial press and economic
reviews found in current business periodicals. The purpose of the review is to provide a
representative “consensus” review of the condition of the national economy and its general outlook
at the end of the second quarter of 2003.
General Economic Overview
Beginning in the second half of 2003, the economy benefits from four winning elements
according to analysis prepared by Wachovia Economics Group:
1. The private sector adjustments that will move growth up a notch independent of any
policy action of the federal government. Consumer spending should pick up as seen
by the recent improvement in consumer confidence. Capital goods orders are up over
12 percent in the last three months and inventory shipment ratios appear to have
bottomed out, suggesting that the correction in this area is over.
2. The financial markets are showing growth. Increased debt issuance along with a
stronger private placement market suggests firms may be financing for expansion.
3. Deflation fears appear overblown as supply managers in the manufacturing sector
reported that the prices they pay for commodities rose for the 16th straight month.
4. Short-term interest rates appear to be steady for the foreseeable future. The Federal
Reserve seems to be more concerned with the downside risks to the economy than
with inflation.
The 50 economists that make up the panel at the Blue Chip newsletter project U.S. gross
domestic product will advance by 3.6 percent in the third quarter and 3.8 percent in the fourth
quarter. This forecast, prepared at the end of the second quarter, was up from the June projection
of 3.5 percent and 3.7 percent respectively. The slight improvement in the forecast is based on
several factors, including an expectation that tax cuts, low interest rates, and a cheaper dollar
would combine to produce a boost to growth.
The U.S. economy will likely expand at a slower rate in 2003 than predicted just three months
ago, according to 37 forecasters surveyed by the Federal Reserve Bank of Philadelphia. The
forecasters now expect year-over-year growth in real Gross Domestic Product (GDP) to average
2.2 percent in 2003, down from their previous prediction of 2.5 percent. Much of the downward
revision comes from a cut in the projection for growth in the second quarter, now expected to
average 1.8 percent at an annual rate, down from 2.7 percent in the survey 3 months ago. The
second half of the year continues to look brighter with a projected rebound and growth averaging
3.4 percent at an annual rate in each of the last two quarters.
Table 1: Real GDP (%)
Annual Average 2003
Annual Average 2004

Previous
2.5
3.5

New
2.2
3.6

Source: Survey of Professional Forecasters, May 20, 2003

Mel H. Abraham, CPA, CVA, ABV, ASA, CSP

22

RS Hawthorne Holdings, LLC.

Detailed Valuation Report

Inflation
The Consumer Price Index (CPI) was flat in May, but core CPI rose 0.3 percent, its largest
increase since last August. As a result, the trailing 12-month increase for the core edged up 1.6
percent instead of falling 1.4 percent as many people were forecasting. Core inflation is trending
lower at a gradual pace, not a rapid pace. Recently, Don Kohn, a Federal Reserve governor,
observed that inflation was decelerating at a faster pace than their models showed.
The forecasters surveyed by the Federal Reserve Bank of Philadelphia see prices rising at a
slightly higher rate this year and then declining slightly next year, a change from the previous
projection. Measured on a fourth-quarter over fourth-quarter basis, CPI inflation will average 2.4
percent in 2003, up from 2.2 percent previously, and 2.3 percent in 2004, down from 2.4 percent.
Table 2: Inflation Forecast (%)
2000 to 2001
2001 to 2002
2002 to 2003
2003 to 2004

CPI Inflation
2.4
2.3
2.4
2.3

Source: Survey of Professional Forecasters, May 20, 2003

Expectations for long-term inflation, measured by the annual average rate of change in the CPI
over the next 10 years, remain the same from one year ago at 2.50 percent. The Federal Reserve
believes that for the near-term future, lower inflation is more likely than higher inflation. Wage
increases are moderating; productivity growth has been remarkably strong, and businesses lack
pricing power. The dollar’s fall has raised prices of non-oil imports a little, but not enough to
offset the market forces pushing inflation lower.
Employment and Labor
June employment fell 30,000 and 122,000 for the second quarter. Manufacturing was hard hit with a
decline of 179,000 jobs during the quarter. Job declines were also reported for wholesale trade,
transportation and retail sectors. On a positive note, there were job gains in financial activities,
health care and leisure/hospitality sectors. According to the Federal Reserve Board’s Beige Book,
most Districts continue to report that labor markets are soft. District reports suggest little pressure
on wages, although benefit costs continue to increase.
The Survey of Professional Forecasters anticipates a 5.9 percent rate of unemployment for the
year-unchanged from three months ago. On the other hand, the forecasters predict a higher rate
for unemployment next year due to slower growth of the economy. The current unemployment
rate estimate for 2004 stands at 5.7 percent-marking an upward revision from 5.5 percent.
Table 3: Unemployment Rate Forecast (%)
Unemployment

2001
4.8

2002
5.8

2003
5.9

2004
5.7

Source: Survey of Professional Forecasters, May 20, 2003
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Consumer Spending
Consumer spending was lackluster in April and May. Retail sales picked up some after subdued
sales in March, but most reports indicated that sales remained below the level of a year ago. The
outlook for consumer spending was described as cautiously optimistic. The Boston District
reported that most contacts are less concerned about economic uncertainties than in previous
months and anticipate that sales will increase modestly in the next few months.
Retail sales rose by only 0.1 percent last month, with the ex-auto component up by the same
amount. April retail sales were revised down to –0.3 percent from –0.1 percent, leaving the
recent trajectory of the series softer than originally assumed. In May’s report, auto sales were
down 0.2 percent, while department store sales rose by 0.7 percent. Building materials, which
had declined 0.7 percent in April, failed to rebound in May. The overall tone of retail sales does
not indicate any visible underlying improvement in labor market conditions and consumer
spending patterns.
Construction and Housing Starts
Residential real estate markets and construction activity strengthened in Atlanta, Chicago,
Cleveland, Kansas City, New York, Philadelphia, Richmond, and St. Louis Districts. For example,
many homebuilders in the Cleveland District reported sales increases of more than 10 percent over
the high level of sales one year ago. However, inventories of unsold homes in late April and May
were higher than a year ago in cities in the Kansas City District and were at record levels in Denver.
Overall commercial real estate continued to be weak, with only scattering reports of conditions
stabilizing at a low level.
New home sales surged 12.5 percent in May to 1.157 million, highlighting the impressive state of
the housing market. Sales were up sharply in the West and South (19.7 percent and 15.9 percent
respectively), with the Midwest turning out a modest gain of 1.6 percent and the Northeast a decline
of 9.0 percent. Record low mortgage rates have helped drive the yields across the curve down to 50year lows. Analysis prepared by Wachovia predicts new home sales will remain relatively robust for
the foreseeable future.
Existing home sales rose by 1.2 percent in May to 5.92 million. This level is close to the high of
6.1 million reached in January and confirms the robust momentum of the housing sector. The
Northeast and Midwest showed moderate increases, while the South and West turned out small
declines. Record low interest rates and a lack of attractive alternative investments continue to
prop up the housing market and make housing a very affordable investment option.
Housing starts rebounded 6.0 percent to a 1.73 million unit annual rate in May. This was slightly
stronger than the consensus was looking for. The housing sector has a lot going for it now:
increasing consumer confidence, remarkably low financing costs, and household balance sheets that
are being somewhat repaired by a comeback in stocks.
Primarily the multi-family market drove housing starts gains during the month of May. Permits
increased 18.1 percent for structures with five units or more and 4.9 percent for two to four unit
homes. Single unit permits increased just 0.3 percent. The Mortgage Bankers Association of
America forecasts a slight decrease in total housing starts in 2003-from 1,705,000 in 2002 to
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1,691,000 in 2003 (see Table 4).
Table 4: Housing Starts Forecast (000)*
Total Starts
Single-Family
Multi-Family
Existing Home Sales
New Home Sales
Existing Home Prices (000s)
New Home Prices (000s)

Year to Year 2000
1,569
1,231
338
5,152
877
138.4
166.5

Year to Year 2001
1,603
1,273
330
5,295
909
146.5
172.6

Year to Year 2002
1,705
1,358
346
5,567
972
157.7
185.0

Year to Year 2003
1,691
1,372
319
5,749
1,018
165.2
190.7

*Shown as a level. Averages for the four quarters. Source: Mortgage Bankers Association of America
Existing home prices and new home prices are median prices.

Manufacturing and Durable Goods
The 0.3 percent decline in durables in May is quite disappointing, as it comes on the heels of a
sharp drop of 2.4 percent in April. Transportation orders were a key adverse factor, declining 1.6
percent. Excluding transportation, durables were up a modest 0.2 percent for the month. Several
key categories (communications equipment, primary metals, machinery orders, electrical
equipment) were down, while fabricated metals and electronics showed gains. Recent reports
about durable goods suggest that any improvement in this sector in the coming months is more
likely to be gradual rather than dramatic.
ISM’s (Institute for Supply Management, formally National Association of Purchasing
Management) Purchasing Managers Index (PMI) was 49.8 percent in June, an increase of 0.4
percentage points from the May report. The Production Index rose 1.4 percentage points from
51.5 percent in May to 52.9 percent in June. The New Orders Index rose to 0.3 percent from 51.9
percent in May. “While the overall economy appears to be in recovery, the manufacturing sector
failed to grow in June. However, the improved showing of the New Orders, Production, and
Purchasing Managers’ Indexes is encouraging as it appears that manufacturing is posed for a
recovery in the second half of the year.” states Norbert J. Ore, chair of the ISM’s Manufacturing
Business Survey Committee and group director of strategic sourcing and procurement, GeorgiaPacific Corporation.
Comments from purchasing and supply managers are still mixed. Companies’ capital equipment
purchases appear to be lagging, while the metal fabricators see signs of improvement. Strength in
the housing sector was mentioned by a number of respondents. The major concern for
manufacturers this month is the cost of natural gas.
Reports to the Federal Reserve Board show the manufacturing activity remains mixed
nationwide. Three Districts-New York, Minneapolis, and Cleveland-reported an increase in
manufacturing activity in April and May although three others-Philadelphia, Richmond, and
Boston-indicated deterioration since the last report. The remaining six Districts reported little
change in conditions that continue to be characterized as “sluggish,” “weak,” “soft,” or “mixed.”
Boston, Atlanta, and Dallas noted that production related to defense and construction activity
remained among the bright spots in the manufacturing sector. At the same time, Richmond
District’s traditional manufacturing industries-textiles and furniture-recorded particularly sharp
declines in April and May. The Chicago District reported that automakers said sales of light
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vehicles slowed nationwide in May and inventories remained high.
Interest Rates and Financial Markets
Banks kept the prime rate at 4.25 percent even though market rates fell 20-30 basis points in June
when the Federal Reserve Board announced that it would cut credit costs again if necessary to
avoid deflation. Banks are now more likely to give lenders a bigger discount or smaller premium.
If the economic recovery resumes, raising inflation slightly, the next prime rate move will be up.
This change could occur by year’s end.
The Federal Reserve Bank of Philadelphia Survey of Forecasters expects interest rates over the
next two years to be at levels lower than predicted three months ago.
Table 5: Interest Rates and Stock Prices - Forecasts
Prime Interest Rate
30-Year Treasury Bond Yield
1-year Treasury Securities
Stock Prices (S&P)

July 2003
4.00
4.96
1.47
973

Sep 2003
4.00
4.87
1.83
858

Dec 2003
4.25
4.69
0.92
857

Source: The Financial Forecast Center, July 6, 2003

Summary and Conclusion
The National Association of Business Economists (NABE) President and Chief Economist at
BMO Financial Group, Tim O’Neill states, “There is good news for the economic recovery as
industry demand bounces back from a weak first quarter, while capital spending rose modestly
after eight quarters of decline and is projected to continue strengthening through the end of the
year. The news for labor is more somber as employment fell again and is expected to decline
further in the next six months. Wage increases also posted their weakest result in the 21-year
history of the survey. The economy continues to display its “split personality” of the last three
years-strong finance and services sectors while goods producing and other firms are contracting.
Holdings is indirectly affected by general economic conditions. As such the somewhat
pessimistic general economic outlook provides a foundation for little, if any short-term
appreciation. Further, the current volatility of the markets and the questions as to what will
happen with interest rates by the FOMC could have a depressing effect on the economy and
indirectly the buying preferences of the consumer. However, much of these risk factors are
effectively already considered in the underlying values of the property.
Source: Tudor Research – 2nd Quarter 2003
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VI - REGIONAL ECONOMIC ANALYSIS
Overview
Since the 2000 peak, employment and economic conditions have soured greatly for three
metropolitan statistical areas (MSAs) in the region: Seattle, Portland, and San Francisco.
Between January 1995 and December 2000, all three of these MSAs enjoyed the best of times,
with private nonagricultural payrolls increasing 24% in the Bay Area, 19% in the Portland area,
and 22% in the Seattle area. These gains outstripped the national average gain of 14%.
The worst of times for these three MSAs began in 2001 and have continued. Employment in the
San Francisco Bay Area fell the most, plunging 9.2%, with a loss of 340,000 jobs. The stories for
Portland and Seattle are not as bad: employment dropped about 51/2% in both areas, with
Portland losing 53,000 jobs and Seattle losing 79,000 jobs. In contrast, overall employment in
the region contracted just 1.4% during the same period, while payrolls in the entire country fell
1.8%.
The reasons behind the large employment run-up and subsequent losses vary by area. The San
Francisco Bay Area at first benefited and then suffered from swings in the information
technology (IT) sector, which includes manufacturing and services. In fact, 44% of the collapse
in Bay Area employment was in the IT industry. Outside of the IT sector, job losses were
dispersed across a wide range of industries.
The Portland area experienced less of a high-tech hangover than the Bay Area, in part because its
high-tech binge in the late 1990s was not as great. About one-fourth of Portland’s job losses have
been in the IT sector. Like other areas of the country, Portland has lost many jobs in durable and
nondurable manufacturing industries. A similar story holds for the Seattle area: the IT sector has
accounted for about 1 in 5 job losses since the peak, and the non-IT manufacturing sector’s woes
have accounted for about 2 in 5. Seattle’s IT sector has been helped by relatively stable
employment in software publishing, while the manufacturing sector continues to feel the
cutbacks in the aerospace industry.
There is little sign that employment is picking up significantly in any of these three MSAs. The
employment outlook for the sectors that generated the initial gains and the subsequent pains is
not bright for the near term. Despite a pickup in IT investment, the employment outlook in the IT
sector remains weak, in part because of continued strong productivity gains and an increasing
reliance on overseas production.
On the aerospace side, Boeing’s commercial aircraft production is at its lowest pace since the
mid-1990s, and the company continues to shed jobs. New orders for Boeing aircraft are coming
in very slowly, hurt by depressed demand for air travel worldwide, competition, and the poor
financial condition of many airlines.
Looking further ahead in the aircraft industry, Washington is among several states vying to land
the production site for Boeing’s new wide-body commercial jet, the 7E7. The state has signed
into law a package that provides substantial incentives to the aerospace industry if the 7E7 is
produced in Washington. Reportedly, approximately ten states are considering making offers to
Boeing, with California and Arizona as other region contenders.
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The region’s economic expansion appears to have slowed in recent months. After climbing back
into positive terrain in late 2002 and peaking in early 2003, region growth in total nonfarm
employment took a turn for the worse in the past few months, especially in California. Relative
to a year earlier, California has lost a small number of jobs that offset slight gains in the
remainder of the region. For the first four to five months of 2003, the region has seen slight job
losses on net, although Arizona, Nevada, and Utah have seen modest expansion. The anemic job
market has helped keep region unemployment rates at high levels, levels that have been above
those of the rest of the nation.
An additional indication of California’s challenging labor market is that about 25% of the
unemployed this year have been without work for six months or more. This rate exceeds the
national average by several percentage points and stands well above the 15% rate of early 2002.
The fraction of unemployed due to involuntary job loss also is higher in California than in the
nation as a whole. California’s long-term unemployed job losers are concentrated in the Bay
Area. Although similar figures for other region states are not available, states with high
unemployment, such as Oregon and Washington, are likely experiencing a similar pattern of
rising long-term involuntary unemployment.
Nationwide, new orders and shipments for computers and peripheral equipment increased
slightly this year. Demand for communications equipment seems to have stabilized, albeit at very
low levels, after plummeting in 2001 and 2002. Correspondingly, worldwide sales of
semiconductors have eked out gains this year, although the strength of those gains appears to be
waning somewhat.
In the region, the pace of IT job growth flattened in recent months, especially in California, after
showing steady improvement since early 2002. In the latest example of job cuts in the IT
industry, on June 12 the San Francisco Bay Area company 3Com, a major manufacturer of
computer networking hardware, announced plans to eliminate 10% of its 3,900-person
workforce; most of the cuts are slated for its Silicon Valley facility.
The mixed demand for U.S.-produced IT goods has resulted in very low levels of capacity
utilization for parts of the IT manufacturing industry. In May, utilization of semiconductor
fabrication plants was about 16 points below the long-term average. Consequently, new orders
and shipments for equipment used by semiconductor makers have been stagnant. Several of the
larger semiconductor equipment firms are based in the region.
A trend that has already hurt parts of the IT sector and may act as a drag going forward is an
increased reliance on low-cost overseas production. This trend, along with other factors, has
resulted in an increase in the U.S. trade deficit for manufactured IT goods; in 1997, the deficit
stood at $12 billion and by 2002, it had increased to $43 billion.
The IT trade imbalance has shifted significantly across U.S. trading partners. The U.S. still holds
a trade surplus in manufactured IT goods with Europe, although the surplus has dwindled to
some extent. By contrast, our trade deficit with Japan has improved. Outside of Japan, the IT
trade balance with Asia has deteriorated significantly, especially with China, which accounted
for nearly half of the total IT trade deficit in 2002.
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The increasing trade imbalance with China and other Asian nations reflects several factors,
including the shifting of production overseas and changes in foreign and domestic demand for
various IT goods. For instance, during the current downturn in the U.S., consumer demand for
electronic goods (such as DVD players) has been very robust, while demand from businesses for
more sophisticated IT products (such as computers) has been severely depressed. If Asian
countries have a greater advantage in producing consumer electronics than in producing more
sophisticated business computers, then strong U.S. demand for consumer electronics could
increase the IT trade deficit. It is likely that both changes in demand and a shift to overseas
production have played a part in the current trade deficit increases. In fact, changes in the U.S.
trade deficit with China depict this combination: the trade deficit with China has increased for
consumer electronics (reflecting the demand effect), and the trade deficit also has increased for
computers (reflecting the shift to overseas production effect).
Looking at region export figures, exports from region states to China, Japan, and the rest of Asia.
IT exports to the rest of Asia fell sharply since 2000, as exports from California tumbled nearly
40% and exports from the other region states fell almost 20%. On a brighter note, China has
become a steadily increasing-albeit still small- consumer of region exports. California leads the
other region states in IT exports to China, but the other states, especially Arizona and Oregon,
have seen large increases in their IT sales in the past several years.
Because California has yet to pass its FY2003–04 budget, the state has had to raise external
funds and defer payments in order to meet the budget shortfall. On June 18, the state received
$11 billion from the sale of instruments called Revenue Anticipation Warrants. Including fees,
credit enhancement, and interest, the cost of raising these funds was 1.91%. If a budget is not
passed by September, the state likely once again will have to borrow short-term funds.
With the budget resolution still pending, Moody’s downgraded California’s general obligation
bond rating on June 16 to A2–, citing “the magnitude of the budget deficit and the politically
polarized nature of the current legislative debate.” The immediate effect of this downgrade on
the market for California bonds appears to have been limited; in the days immediately following
the downgrade, California bond rates tended to move with those of other longer-term tax-exempt
bonds.
Summary and Conclusion
Holdings is more directly affected by general economic conditions than the regional given the
holdings of the entity. These considerations are implicit in the pricing of securities in the market
place. However, all of these risk factors are effectively already considered in the underlying
values determined in the market place.
Source: Western Economic Developments – June 2003
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VII - INDUSTRY INFORMATION
Overview
Holdings is not affected by any specific industry that has not already been considered in the
underlying real property value and therefore we have not prepared an analysis of a specific
industry.
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VIII - FINANCIAL ANALYSIS
Overview
Typically an essential step in the valuation of any company is an analysis of its financial performance
over time. Analyzing a company’s financial statements provides an indication of historical growth,
liquidity, leverage, and profitability - all of which influence the value of a company’s equity. However,
in this case the company holds a single asset that is an interest another entity which ultimately holds a
single real property holding subject to debt and a lease. All rents are assigned to the lender until the
debt is fully paid. As such there is little if any ongoing cash flows or operations. This was discussed
earlier and cash flows were presented in Section III – Background.
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IX - ASSET-BASED APPROACH
In some situations, underlying asset values may represent the value of an enterprise. The following
conditions, as summarized in the Guide to Business Valuations, would indicate the appropriateness of
using an asset-based approach:
1.
2.
3.
4.
5.
6.

The company has no earnings history, or its operations cannot be reliably estimated;
The company depends heavily on competitive contract bids, and there is no consistent,
predictable customer base;
The company has little or no value from labor or intangible assets;
A significant portion of the company’s assets are composed of liquid assets or other
investments;
It is relatively easy to enter the industry;
There is a significant chance of losing key personnel, which could have a substantial
negative effect on the company.

In relating these conditions to Holdings, we believe the use of an income-based method primarily is
most appropriate. However, we also looked at the use of an asset-based method as well as the
transactions of the actual interest in question. Accordingly, we considered several methods as required
by Revenue Ruling 59-60. In that regard, we will discuss several asset-based methods below.
Book Value
Book value represents the “accounting value” of assets minus liabilities at the balance sheet date.
Because balance sheets are normally prepared in accordance with generally accepted accounting
principles, the book value of a company does not consider the fair market value of underlying net
assets nor its economic earnings capacity. Thus, book value may not be indicative of the fair market
value of a business, but it may serve as a measure of its minimum value. Both the book value and the
fair market value are presented below.
Adjusted Book Value
The adjusted book value or adjusted net assets of a company is represented by total equity as shown
on its historic balance sheet, with adjustments for the fair market value of tangible assets and
liabilities at the balance sheet date. Any off-balance sheet and/or contingent assets and liabilities
would also be included at their fair market values. In this case, the interest to be valued holds an
interest in another entity which ultimately holds the actual real property and the associated debt. As
such, in order to get to an asset value for the interest in Holdings we considered the value of the real
property as determined by J. Bruce Ricciuti, Eric S. Stotz, MAI and Richard E. Bonz, CRE of
Bonz/REA, Inc. in their report dated November 1, 2001 they determined the total property value as
of August 30, 2001 to be $47,000,000.42 Using the same rent inflation factor that was used in the
appraisal report of 3.0%, if we were to adjust their appraised value by this amount to the date of
valuation the potential value of the property would be $49,862,300. These values were solely of the
real property not considering any debt or looking at the interest within the context of being held in a
separate legal entity such as the case here. Consequently, the titleholder entity (RS Hawthorne,
42

RERI-017931-018281
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LLC) has an adjusted net asset value as follows after the consideration of the associated debt:
Fair Market
Value
Assets
Value of Hawthorne Property
Due from Partners
Other Assets

$

49,862,300
-

Total Assets

$

49,862,300

Total Liabilities

$

42,729,027

Adjusted Net Assets

$

7,133,273

Interest Being Valued

100.0%

Prorata Enterprise Value

$

7,133,273

Fair Market Value of an 100.0% Membership Interest
(on a controlling, non-marketable basis)

$

7,133,273

The property appraisal provided to us valued the property as a whole and did not provide any
guidance or separation of the value between a term-of-years interest and a remainder interest in the
property.
This amount would then be reflected as part of the asset approach of Holdings as follows:
Fair Market
Value
Assets
Interest in RS Hawthorne, LLC
Cash and cash equivalents
Other Assets
Total Assets
Total Liabilities
Adjusted Net Assets

$

7,133,273
-

$

7,133,273

$
$

7,133,273

WE do not have a means by which to allocate this asset-based value between a TOYS Interest and
SMI interest based on the asset information available to us. Further, this calculation does not
however consider what happens if the debt is defaulted on or the balloon is unpaid at maturity. In
that regard, if either of those scenarios becomes a reality, the SMI holder would receive nothing, as
the property would be taken back either by the lender or the insurance company to satisfy the
obligation. Effectively, the balloon would have to be paid at maturity or refinanced with a new loan
at maturity.
We did not rely on this method as a method of valuation in this case because of these challenges and
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we feel that an investor would consider the cash flows as a better metric for valuing an investment
of this type.
Liquidation Value
Liquidation value is not normally applicable in the valuation of a typical going concern. However, if
the company is worth more in liquidation, and the holder of the appraised interest can force such an
action to occur, the liquidation value of assets less liabilities would be an appropriate measure of value.
Depending on the existence and value of goodwill, this may in fact be the case. As of the valuation
date there was no evidence that management intended to wind down the operations of the Company as
a “quitting concern” in either an orderly or forced liquidation. Thus, we did not explore this method.
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X - INCOME-BASED APPROACH
This approach generally considers the company being valued, as though it was an investment
mechanism whose purpose is to produce a monetary return for its owners. Application of income-based
methods involves establishing an income (return) figure for the company (investment) being valued,
determining the appropriate relationship between income and value, and converting the estimated
income into an estimate of value. Further, the consideration of the elements of an income approach is
required by Revenue Ruling 59-60, 1959-1 C.B. 237.
Estimating Earnings
During a valuation an estimate of the expected representative level of the “future amount” of
earnings needs to be made. The valuation profession has developed various methods to be used in
this process. Below are four of the most commonly used methods:
•
•
•
•

Specific Year’s Earnings
Simple Average Method
Weighted Average Method
Projected Growth Rate Method

Specific Year’s Earnings
In the case of LeFrak vs. Commissioner - T.C. Memo. 1993-526 the court stated “...use of a
single year’s income and expense results in applying the capitalization of income method is
permissible provided such year’s results are representative and provide a reliable basis for
predicting future earnings...”. Accordingly, the most recent or a specific year’s earnings
may be used if it is considered to representative of the expected level of earnings in the
future. This method is most appropriately used for estimating the amount of future earnings
when there is no apparent pattern in the past earnings history, or if it appears that an existing
pattern cannot be reasonably expected to continue and a specific year’s earnings is
considered to be representative of the future earnings.
Simple Average Method
The simple average method, sometimes referred to as the “average method” of estimating
expected future earnings, is based on the simple average or arithmetic mean of the historical
economic earnings, which is calculated by taking the sum of a set of values, and dividing the
sum by the number of values used in deriving the sum.
The simple average of the historical economic earnings, is most appropriately used for
estimating the amount of future earnings when there is no apparent pattern in the past
earnings history, or if it appears that an existing pattern cannot be reasonably expected to
continue.
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Weighted Average Method
The weighted average method of estimating the expected future earnings, is based on the
average or arithmetic mean, which is calculated by taking the sum of a set of values which
have been multiplied by some index or weighing factor, and then dividing the sum of these
products by the sum of the weights.
The weighted average of historical economic earnings is most appropriately used for
calculating future earnings when there appears to be a pattern that may be projected into the
future. It may be appropriate to apply a heavier weight to the most recent year’s earnings
and a lesser weight to the earlier years, or visa-versa.
Projected Growth Rate
The projected growth rate method, sometimes referred to as the “projection method” in
estimating future earnings, is usually determined as follows:
•

Determine the annual compounded (or average) growth rate in earnings based on the
last five years or more historical economic earnings.

•

Apply the same growth rate to the latest year’s earnings, and continue this process
over the following four or more consecutive years.

The projected growth rate method is applied to the latest year’s historical economic earnings
for estimating future earnings, and is most appropriately used when historical economic
earnings suggest a consistent trend, that has a high probability of continuing (such is the
case where existing contracts are already in place, ensuring the company’s continued growth
for at least five more years).
In this case we were able to work from the projected property cash flows as determined
based on the Industrial Lease43, promissory note44 and information form the Bonz/REA
appraisal45 in order to derive the expected equity cash flows to be used to value the interest
in Holdings. The cash flows are as follows:

43

RERI-041010-041060
RERI-041651-041657
45
RERI-017931-018281
44
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Year End

Year

2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031

0
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

Rent
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$

4,098,000
4,248,000
4,390,800
4,492,800
4,492,800
4,728,000
4,896,000
5,064,000
5,184,000
5,184,000
5,452,800
5,644,800
5,644,800
6,704,640
6,872,256
7,044,062
7,220,164
7,400,668
7,585,685
7,775,327
7,969,710
8,168,953
8,373,177
8,582,506
8,797,069
9,016,995
9,242,420
9,473,481

Expenses
$

40,980
42,480
43,908
44,928
44,928
47,280
48,960
50,640
51,840
51,840
54,528
56,448
56,448
737,510
755,948
774,847
794,218
814,073
834,425
855,286
876,668
898,585
921,049
944,076
967,678
991,869
1,016,666
1,042,083

The expense amounts above reflect the 1% management fee paid during the base period and the
estimated 11% beyond the base period based upon the amount use in the Bonz reversion
calculation46. Further the rents were based on the contract rents for the base period then adjusted to
the fair market value rent of $1.94 per square foot as determined in the Bonz appraisal at 201747.
The rents were adjusted by 3% per year beyond that time (based on Bonz appraisal48). To this
amount we then considered the amount of annual debt service49 from the following loan
amortization schedule:

46

RERI-18083
RERI-18075
48
RERI-18075
49
RERI-041651-041657
47
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Hawthorne Property Loan
Compound Period:
Monthly
Nominal Annual Rate:

7.45%

CASH FLOW DATA

1
2
3
4
5
6
7
8
9

Event
Loan
Payment
Payment
Payment
Payment
Payment
Payment
Payment
Payment

Date
2/1/02
2/15/02
3/15/02
6/15/04
6/15/06
6/15/09
6/15/11
6/15/14
6/15/16

Amount
Number
43,671,739.00
124,793.49
320,792.00
350,495.00
370,693.00
403,960.00
427,723.00
465,743.00
11,873,258.34

Period
1
1
27
24
36
24
36
24
1

Monthly
Monthly
Monthly
Monthly
Monthly
Monthly

End Date

5/15/04
5/15/06
5/15/09
5/15/11
5/15/14
5/15/16

AMORTIZATION SCHEDULE - Normal Amortization
#
Loan
1
2
3
4
5
6
7
8
9
10
11
2002 Totals

Date
2/1/02
2/15/02
3/15/02
4/15/02
5/15/02
6/15/02
7/15/02
8/15/02
9/15/02
10/15/02
11/15/02
12/15/02

Payment
124,793.49
320,792.00
320,792.00
320,792.00
320,792.00
320,792.00
320,792.00
320,792.00
320,792.00
320,792.00
320,792.00
3,332,713.49
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Interest
124,793.49
271,128.71
270,820.39
270,510.15
270,197.98
269,883.88
269,567.82
269,249.80
268,929.81
268,607.83
268,283.86
2,821,973.72

Principal
0
49,663.29
49,971.61
50,281.85
50,594.02
50,908.12
51,224.18
51,542.20
51,862.19
52,184.17
52,508.14
510,739.77

Balance
43,671,739.00
43,671,739.00
43,622,075.71
43,572,104.10
43,521,822.25
43,471,228.23
43,420,320.11
43,369,095.93
43,317,553.73
43,265,691.54
43,213,507.37
43,160,999.23
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12
13
14
15
16
17
18
19
20
21
22
23
2003 Totals

1/15/03
2/15/03
3/15/03
4/15/03
5/15/03
6/15/03
7/15/03
8/15/03
9/15/03
10/15/03
11/15/03
12/15/03

320,792.00
320,792.00
320,792.00
320,792.00
320,792.00
320,792.00
320,792.00
320,792.00
320,792.00
320,792.00
320,792.00
320,792.00
3,849,504.00

267,957.87
267,629.86
267,299.81
266,967.71
266,633.55
266,297.32
265,959.00
265,618.58
265,276.04
264,931.38
264,584.58
264,235.62
3,193,391.32

52,834.13
53,162.14
53,492.19
53,824.29
54,158.45
54,494.68
54,833.00
55,173.42
55,515.96
55,860.62
56,207.42
56,556.38
656,112.68

43,108,165.10
43,055,002.96
43,001,510.77
42,947,686.48
42,893,528.03
42,839,033.35
42,784,200.35
42,729,026.93
42,673,510.97
42,617,650.35
42,561,442.93
42,504,886.55

24
25
26
27
28
29
30
31
32
33
34
35
2004 Totals

1/15/04
2/15/04
3/15/04
4/15/04
5/15/04
6/15/04
7/15/04
8/15/04
9/15/04
10/15/04
11/15/04
12/15/04

320,792.00
320,792.00
320,792.00
320,792.00
320,792.00
350,495.00
350,495.00
350,495.00
350,495.00
350,495.00
350,495.00
350,495.00
4,057,425.00

263,884.50
263,531.20
263,175.71
262,818.01
262,458.09
262,095.93
261,547.12
260,994.90
260,439.25
259,880.16
259,317.59
258,751.53
3,138,893.99

56,907.50
57,260.80
57,616.29
57,973.99
58,333.91
88,399.07
88,947.88
89,500.10
90,055.75
90,614.84
91,177.41
91,743.47
918,531.01

42,447,979.05
42,390,718.25
42,333,101.96
42,275,127.97
42,216,794.06
42,128,394.99
42,039,447.11
41,949,947.01
41,859,891.26
41,769,276.42
41,678,099.01
41,586,355.54
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36
37
38
39
40
41
42
43
44
45
46
47
2005 Totals

1/15/05
2/15/05
3/15/05
4/15/05
5/15/05
6/15/05
7/15/05
8/15/05
9/15/05
10/15/05
11/15/05
12/15/05

350,495.00
350,495.00
350,495.00
350,495.00
350,495.00
350,495.00
350,495.00
350,495.00
350,495.00
350,495.00
350,495.00
350,495.00
4,205,940.00

258,181.96
257,608.85
257,032.18
256,451.93
255,868.08
255,280.60
254,689.48
254,094.69
253,496.20
252,894.00
252,288.06
251,678.36
3,059,564.39

92,313.04
92,886.15
93,462.82
94,043.07
94,626.92
95,214.40
95,805.52
96,400.31
96,998.80
97,601.00
98,206.94
98,816.64
1,146,375.61

41,494,042.50
41,401,156.35
41,307,693.53
41,213,650.46
41,119,023.54
41,023,809.14
40,928,003.62
40,831,603.31
40,734,604.51
40,637,003.51
40,538,796.57
40,439,979.93

48
49
50
51
52
53
54
55
56
57
58
59
2006 Totals

1/15/06
2/15/06
3/15/06
4/15/06
5/15/06
6/15/06
7/15/06
8/15/06
9/15/06
10/15/06
11/15/06
12/15/06

350,495.00
350,495.00
350,495.00
350,495.00
350,495.00
370,693.00
370,693.00
370,693.00
370,693.00
370,693.00
370,693.00
370,693.00
4,347,326.00

251,064.88
250,447.58
249,826.45
249,201.47
248,572.60
247,939.84
247,177.74
246,410.92
245,639.34
244,862.96
244,081.77
243,295.72
2,968,521.27

99,430.12
100,047.42
100,668.55
101,293.53
101,922.40
122,753.16
123,515.26
124,282.08
125,053.66
125,830.04
126,611.23
127,397.28
1,378,804.73

40,340,549.81
40,240,502.39
40,139,833.84
40,038,540.31
39,936,617.91
39,813,864.75
39,690,349.49
39,566,067.41
39,441,013.75
39,315,183.71
39,188,572.48
39,061,175.20
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60
61
62
63
64
65
66
67
68
69
70
71
2007 Totals

1/15/07
2/15/07
3/15/07
4/15/07
5/15/07
6/15/07
7/15/07
8/15/07
9/15/07
10/15/07
11/15/07
12/15/07

370,693.00
370,693.00
370,693.00
370,693.00
370,693.00
370,693.00
370,693.00
370,693.00
370,693.00
370,693.00
370,693.00
370,693.00
4,448,316.00

242,504.80
241,708.96
240,908.19
240,102.44
239,291.69
238,475.90
237,655.06
236,829.11
235,998.04
235,161.81
234,320.39
233,473.74
2,856,430.13

128,188.20
128,984.04
129,784.81
130,590.56
131,401.31
132,217.10
133,037.94
133,863.89
134,694.96
135,531.19
136,372.61
137,219.26
1,591,885.87

38,932,987.00
38,804,002.96
38,674,218.15
38,543,627.59
38,412,226.28
38,280,009.18
38,146,971.24
38,013,107.35
37,878,412.39
37,742,881.20
37,606,508.59
37,469,289.33

72
73
74
75
76
77
78
79
80
81
82
83
2008 Totals

1/15/08
2/15/08
3/15/08
4/15/08
5/15/08
6/15/08
7/15/08
8/15/08
9/15/08
10/15/08
11/15/08
12/15/08

370,693.00
370,693.00
370,693.00
370,693.00
370,693.00
370,693.00
370,693.00
370,693.00
370,693.00
370,693.00
370,693.00
370,693.00
4,448,316.00

232,621.84
231,764.65
230,902.13
230,034.26
229,161.01
228,282.33
227,398.20
226,508.58
225,613.43
224,712.73
223,806.43
222,894.51
2,733,700.10

138,071.16
138,928.35
139,790.87
140,658.74
141,531.99
142,410.67
143,294.80
144,184.42
145,079.57
145,980.27
146,886.57
147,798.49
1,714,615.90

37,331,218.17
37,192,289.82
37,052,498.95
36,911,840.21
36,770,308.22
36,627,897.55
36,484,602.75
36,340,418.33
36,195,338.76
36,049,358.49
35,902,471.92
35,754,673.43
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84
85
86
87
88
89
90
91
92
93
94
95
2009 Totals

1/15/09
2/15/09
3/15/09
4/15/09
5/15/09
6/15/09
7/15/09
8/15/09
9/15/09
10/15/09
11/15/09
12/15/09

370,693.00
370,693.00
370,693.00
370,693.00
370,693.00
403,960.00
403,960.00
403,960.00
403,960.00
403,960.00
403,960.00
403,960.00
4,681,185.00

221,976.93
221,053.65
220,124.64
219,189.86
218,249.28
217,302.86
216,144.03
214,978.01
213,804.74
212,624.19
211,436.32
210,241.07
2,597,125.58

148,716.07
149,639.35
150,568.36
151,503.14
152,443.72
186,657.14
187,815.97
188,981.99
190,155.26
191,335.81
192,523.68
193,718.93
2,084,059.42

35,605,957.36
35,456,318.01
35,305,749.65
35,154,246.51
35,001,802.79
34,815,145.65
34,627,329.68
34,438,347.69
34,248,192.43
34,056,856.62
33,864,332.94
33,670,614.01

96
97
98
99
100
101
102
103
104
105
106
107
2010 Totals

1/15/10
2/15/10
3/15/10
4/15/10
5/15/10
6/15/10
7/15/10
8/15/10
9/15/10
10/15/10
11/15/10
12/15/10

403,960.00
403,960.00
403,960.00
403,960.00
403,960.00
403,960.00
403,960.00
403,960.00
403,960.00
403,960.00
403,960.00
403,960.00
4,847,520.00

209,038.40
207,828.26
206,610.61
205,385.40
204,152.58
202,912.11
201,663.93
200,408.01
199,144.29
197,872.73
196,593.27
195,305.87
2,426,915.46

194,921.60
196,131.74
197,349.39
198,574.60
199,807.42
201,047.89
202,296.07
203,551.99
204,815.71
206,087.27
207,366.73
208,654.13
2,420,604.54

33,475,692.41
33,279,560.67
33,082,211.28
32,883,636.68
32,683,829.26
32,482,781.37
32,280,485.30
32,076,933.31
31,872,117.60
31,666,030.33
31,458,663.60
31,250,009.47
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108
109
110
111
112
113
114
115
116
117
118
119
2011 Totals

1/15/11
2/15/11
3/15/11
4/15/11
5/15/11
6/15/11
7/15/11
8/15/11
9/15/11
10/15/11
11/15/11
12/15/11

403,960.00
403,960.00
403,960.00
403,960.00
403,960.00
427,723.00
427,723.00
427,723.00
427,723.00
427,723.00
427,723.00
427,723.00
5,013,861.00

194,010.48
192,707.04
191,395.51
190,075.84
188,747.97
187,411.87
185,919.94
184,418.74
182,908.23
181,388.34
179,859.01
178,320.19
2,237,163.16

209,949.52
211,252.96
212,564.49
213,884.16
215,212.03
240,311.13
241,803.06
243,304.26
244,814.77
246,334.66
247,863.99
249,402.81
2,776,697.84

31,040,059.95
30,828,806.99
30,616,242.50
30,402,358.34
30,187,146.31
29,946,835.18
29,705,032.12
29,461,727.86
29,216,913.09
28,970,578.43
28,722,714.44
28,473,311.63

120
121
122
123
124
125
126
127
128
129
130
131
2012 Totals

1/15/12
2/15/12
3/15/12
4/15/12
5/15/12
6/15/12
7/15/12
8/15/12
9/15/12
10/15/12
11/15/12
12/15/12

427,723.00
427,723.00
427,723.00
427,723.00
427,723.00
427,723.00
427,723.00
427,723.00
427,723.00
427,723.00
427,723.00
427,723.00
5,132,676.00

176,771.81
175,213.82
173,646.16
172,068.77
170,481.58
168,884.54
167,277.58
165,660.65
164,033.68
162,396.61
160,749.38
159,091.91
2,016,276.49

250,951.19
252,509.18
254,076.84
255,654.23
257,241.42
258,838.46
260,445.42
262,062.35
263,689.32
265,326.39
266,973.62
268,631.09
3,116,399.51

28,222,360.44
27,969,851.26
27,715,774.42
27,460,120.19
27,202,878.77
26,944,040.31
26,683,594.89
26,421,532.54
26,157,843.22
25,892,516.83
25,625,543.21
25,356,912.12
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132
133
134
135
136
137
138
139
140
141
142
143
2013 Totals

1/15/13
2/15/13
3/15/13
4/15/13
5/15/13
6/15/13
7/15/13
8/15/13
9/15/13
10/15/13
11/15/13
12/15/13

427,723.00
427,723.00
427,723.00
427,723.00
427,723.00
427,723.00
427,723.00
427,723.00
427,723.00
427,723.00
427,723.00
427,723.00
5,132,676.00

157,424.16
155,746.06
154,057.53
152,358.53
150,648.97
148,928.81
147,197.96
145,456.36
143,703.96
141,940.67
140,166.44
138,381.20
1,776,010.65

270,298.84
271,976.94
273,665.47
275,364.47
277,074.03
278,794.19
280,525.04
282,266.64
284,019.04
285,782.33
287,556.56
289,341.80
3,356,665.35

25,086,613.28
24,814,636.34
24,540,970.87
24,265,606.40
23,988,532.37
23,709,738.18
23,429,213.14
23,146,946.50
22,862,927.46
22,577,145.13
22,289,588.57
22,000,246.77

144
145
146
147
148
149
150
151
152
153
154
155
2014 Totals

1/15/14
2/15/14
3/15/14
4/15/14
5/15/14
6/15/14
7/15/14
8/15/14
9/15/14
10/15/14
11/15/14
12/15/14

427,723.00
427,723.00
427,723.00
427,723.00
427,723.00
465,743.00
465,743.00
465,743.00
465,743.00
465,743.00
465,743.00
465,743.00
5,398,816.00

136,584.87
134,777.38
132,958.68
131,128.68
129,287.33
127,434.54
125,334.21
123,220.84
121,094.34
118,954.65
116,801.67
114,635.33
1,512,212.52

291,138.13
292,945.62
294,764.32
296,594.32
298,435.67
338,308.46
340,408.79
342,522.16
344,648.66
346,788.35
348,941.33
351,107.67
3,886,603.48

21,709,108.64
21,416,163.02
21,121,398.70
20,824,804.38
20,526,368.71
20,188,060.25
19,847,651.46
19,505,129.30
19,160,480.64
18,813,692.29
18,464,750.96
18,113,643.29

Mel H. Abraham, CPA, CVA, ABV, ASA, CSP

44

RS Hawthorne Holdings, LLC.

Detailed Valuation Report

156
157
158
159
160
161
162
163
164
165
166
167
2015 Totals

1/15/15
2/15/15
3/15/15
4/15/15
5/15/15
6/15/15
7/15/15
8/15/15
9/15/15
10/15/15
11/15/15
12/15/15

465,743.00
465,743.00
465,743.00
465,743.00
465,743.00
465,743.00
465,743.00
465,743.00
465,743.00
465,743.00
465,743.00
465,743.00
5,588,916.00

112,455.54
110,262.21
108,055.27
105,834.62
103,600.19
101,351.89
99,089.63
96,813.32
94,522.88
92,218.22
89,899.26
87,565.89
1,201,668.92

353,287.46
355,480.79
357,687.73
359,908.38
362,142.81
364,391.11
366,653.37
368,929.68
371,220.12
373,524.78
375,843.74
378,177.11
4,387,247.08

17,760,355.83
17,404,875.04
17,047,187.31
16,687,278.93
16,325,136.12
15,960,745.01
15,594,091.64
15,225,161.96
14,853,941.84
14,480,417.06
14,104,573.32
13,726,396.21

168
169
170
171
172
173
2016 Totals

1/15/16
2/15/16
3/15/16
4/15/16
5/15/16
6/15/16

465,743.00
465,743.00
465,743.00
465,743.00
465,743.00
11,873,258.34
14,201,973.34

85,218.04
82,855.62
80,478.52
78,086.67
75,679.97
73,258.31
475,577.13

380,524.96
382,887.38
385,264.48
387,656.33
390,063.03
11,800,000.03
13,726,396.21

13,345,871.25
12,962,983.87
12,577,719.39
12,190,063.06
11,800,000.03
0.00

78,687,163.83

35,015,424.83

43,671,739.00

Grand Totals

We then modified the cash flows to reflect these debt service payments to get to the amount of net
equity cash flows that would be generated through the operation of the entity. Lastly, we
considered the reversionary cash flow at five different timeframes. The reversionary cash flow was
based upon the reversionary calculation that was used in the Bonz appraisal50 utilizing the net rents
as of the reversionary date instead of the original appraisal date of August 30, 2001. The five
timeframes considered were at:
1. The expiration of the initial lease term with AT&T (no options exercised – May 2016),
2. The expiration of the first option period of the lease term with AT&T (one option exercised
– May 2021),
3. The expiration of the second option period of the lease term with AT&T (two options
exercised – May 2026),
4. The expiration of the total lease term with AT&T (all options exercised – December 31,
2031) and
5. The termination of the TOYS interest (May 2020).
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Initial Term
Reversion
Final period rents
Final period expenses
Net rents
Capitalization rate
Estimated selling expenses (4%)
Reversionary Value

One Option

Two Options

TOYS
Expiration

All Options

$

5,644,800 $ 7,400,668 $
(56,448)
(814,073)

8,797,069 $
(967,678)

9,473,481 $ 7,220,164
(1,042,083)
(794,218)

$

5,588,352 $ 6,586,595 $
10.5%
10.5%

7,829,391 $
10.5%

8,431,398 $ 6,425,946
10.5%
10.5%

$
$

53,222,400
2,128,896

$ 62,729,472
$ 2,509,179

$
$

74,565,630
2,982,625

$
$

80,299,028
3,211,961

$ 61,199,485
$ 2,447,979

$

51,093,504

$ 60,220,293

$

71,583,005

$

77,087,067

$ 58,751,506

Expenses

Debt Service

The resulting cash flows are as follows:
Scenario 1 – No Options Exercised
Year End

Year

2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016

0
1
2
3
4
5
6
7
8
9
10
11
12
13

Rent
$
$
$
$
$
$
$
$
$
$
$
$
$
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4,098,000
4,248,000
4,390,800
4,492,800
4,492,800
4,728,000
4,896,000
5,064,000
5,184,000
5,184,000
5,452,800
5,644,800
5,644,800

$

40,980
42,480
43,908
44,928
44,928
47,280
48,960
50,640
51,840
51,840
54,528
56,448
56,448

$

4,057,425
4,205,940
4,347,326
4,448,316
4,448,316
4,681,185
4,847,520
5,013,861
5,132,676
5,132,676
5,398,816
5,588,916
14,201,973

Reversion
Value

Net Equity
Cash Flows
$

51,093,504

(405)
(420)
(434)
(444)
(444)
(465)
(480)
(501)
(516)
(516)
(544)
(564)
42,479,883
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Scenario 2 – One Option Exercised
Year End

Year

2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021

0
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18

Rent
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
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4,098,000
4,248,000
4,390,800
4,492,800
4,492,800
4,728,000
4,896,000
5,064,000
5,184,000
5,184,000
5,452,800
5,644,800
5,644,800
6,704,640
6,872,256
7,044,062
7,220,164
7,400,668

Expenses
$

40,980
42,480
43,908
44,928
44,928
47,280
48,960
50,640
51,840
51,840
54,528
56,448
56,448
737,510
755,948
774,847
794,218
814,073

Debt Service
$

Reversion
Value

4,057,425
4,205,940
4,347,326
4,448,316
4,448,316
4,681,185
4,847,520
5,013,861
5,132,676
5,132,676
5,398,816
5,588,916
14,201,973

Net Equity
Cash Flows
$

60,220,293

(405)
(420)
(434)
(444)
(444)
(465)
(480)
(501)
(516)
(516)
(544)
(564)
(8,613,621)
5,967,130
6,116,308
6,269,216
6,425,946
66,806,888
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Scenario 3 – Two Options Exercised
Year End

Year

2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026

0
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23

Rent
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
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4,390,800
4,492,800
4,492,800
4,728,000
4,896,000
5,064,000
5,184,000
5,184,000
5,452,800
5,644,800
5,644,800
6,704,640
6,872,256
7,044,062
7,220,164
7,400,668
7,585,685
7,775,327
7,969,710
8,168,953
8,373,177
8,582,506
8,797,069

Expenses
$

43,908
44,928
44,928
47,280
48,960
50,640
51,840
51,840
54,528
56,448
56,448
67,046
68,723
774,847
794,218
814,073
834,425
855,286
876,668
898,585
921,049
944,076
967,678

Debt Service
$

Reversion
Value

4,057,425
4,205,940
4,347,326
4,448,316
4,448,316
4,681,185
4,847,520
5,013,861
5,132,676
5,132,676
5,398,816
5,588,916
14,201,973

Net Equity
Cash Flows
$

71,583,005

289,467
241,932
100,546
232,404
398,724
332,175
284,640
118,299
265,596
455,676
189,536
1,048,678
(7,398,440)
6,269,216
6,425,946
6,586,595
6,751,259
6,920,041
7,093,042
7,270,368
7,452,127
7,638,430
79,412,396
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Scenario 4 – All Options Exercised

Year End

Year

2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031

0
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

Rent
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
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4,098,000
4,248,000
4,390,800
4,492,800
4,492,800
4,728,000
4,896,000
5,064,000
5,184,000
5,184,000
5,452,800
5,644,800
5,644,800
6,704,640
6,872,256
7,044,062
7,220,164
7,400,668
7,585,685
7,775,327
7,969,710
8,168,953
8,373,177
8,582,506
8,797,069
9,016,995
9,242,420
9,473,481

Expenses
$

40,980
42,480
43,908
44,928
44,928
47,280
48,960
50,640
51,840
51,840
54,528
56,448
56,448
737,510
755,948
774,847
794,218
814,073
834,425
855,286
876,668
898,585
921,049
944,076
967,678
991,869
1,016,666
1,042,083

Debt Service
$

Reversion
Value

4,057,425
4,205,940
4,347,326
4,448,316
4,448,316
4,681,185
4,847,520
5,013,861
5,132,676
5,132,676
5,398,816
5,588,916
14,201,973

Net Equity
Cash Flows
$

77,087,067

(405)
(420)
(434)
(444)
(444)
(465)
(480)
(501)
(516)
(516)
(544)
(564)
(8,613,621)
5,967,130
6,116,308
6,269,216
6,425,946
6,586,595
6,751,259
6,920,041
7,093,042
7,270,368
7,452,127
7,638,430
7,829,391
8,025,126
8,225,754
85,518,465
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Scenario 5 – Expiration of the TOYS Term
Year End

Year

2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020

0
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17

Rent
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$

4,098,000
4,248,000
4,390,800
4,492,800
4,492,800
4,728,000
4,896,000
5,064,000
5,184,000
5,184,000
5,452,800
5,644,800
5,644,800
6,704,640
6,872,256
7,044,062
7,220,164

Expenses
$

40,980
42,480
43,908
44,928
44,928
47,280
48,960
50,640
51,840
51,840
54,528
56,448
56,448
737,510
755,948
774,847
794,218

Debt Service
$

Reversion
Value

4,057,425
4,205,940
4,347,326
4,448,316
4,448,316
4,681,185
4,847,520
5,013,861
5,132,676
5,132,676
5,398,816
5,588,916
14,201,973

Net Equity
Cash Flows
$

58,751,506

(405)
(420)
(434)
(444)
(444)
(465)
(480)
(501)
(516)
(516)
(544)
(564)
(8,613,621)
5,967,130
6,116,308
6,269,216
65,177,452

Now that we have considered the net equity cash flows associated with the interest, we need to
determine the appropriate rate of return to apply to the cash flows based upon the uncertainty and
risks associated with them.
Understanding the Cost of Capital
Typically when determining an appropriate “cap” rate to be applied to determine the value of real
property itself, it would be derived from the actual real property transactions and market data. The
focus of the rate and the value is the value of the real property without consideration of any debt,
entity structure or other elements. In this case, the interest to be valued is an equity interest in an
LLC and not a direct interest in real property. As such, this requires us to utilize a cost of capital
that is more consistent with the interest to be valued or an equity interest in an entity. Accordingly,
we will look at the derivation of an equity rate of return in this case.
The “appropriate relationship” mentioned above is referred to as the cost of capital. A cost of
capital estimate attempts to compute the expected return on an investment in a security, firm,
division, or project. One of the most often cited sources of cost of capital data has been published
since 1983 by Ibbotson Associates, Inc., a Chicago-based financial consulting firm. It provides
financial information to business valuation, corporate finance, and investment analysts and
publishes cost of capital data in its annual Stocks, Bonds, Bills & Inflation TM (SBBITM) Yearbook.
From the 2003 Yearbook:
The cost of capital … can be viewed from three different perspectives. On the asset side of a firm’s
balance sheet, it is the rate that should be used to discount to a present value the future expected
cash flows. On the liability side, it is the economic cost to the firm of attracting and retaining capital
in a competitive environment, in which investors (capital providers) carefully analyze and compare
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all return-generating opportunities. On the investor’s side, it is the return one expects and requires
from an investment in a firm’s debt or equity. While each of these perspectives might view the cost
of capital differently, they are all dealing with the same number.

The term “cost” refers to the expected rate of return that the “market” requires in order to attract
funds to a particular investment. Thus, the cost of capital is a long-term, forward-looking concept.
While the past performance of an investment may serve as a guide as to its future performance, the
expectations of future events are the only factors that actually determine the cost of capital. For
example, an investor contributes capital to a firm with the expectation that the business’ future
performance will provide a fair return on the investment. Finally, the “market” refers to the
universe of all investors who are candidates to provide funds for a particular investment.
Several factors affect the cost of capital. These include general economic conditions, market
conditions, the subject company’s operating and financing decisions and the amount of financing
required. General economic conditions include the demand for and supply of capital within the
economy and the expected level of inflation. The cost of capital is usually expressed in percentage
terms, i.e., the annual return that an investor expects or requires to be realized divided by the dollar
amount invested. The cost of capital, then, is an expected or required rate of return and has three
elements:
1. The “real” rate of return investors expect to obtain in exchange for letting someone else
use their funds on a riskless basis.
2. Expected inflation, or the expected depreciation in purchasing power while investors’
funds are tied up.
3. Risk, or the uncertainty as to when and how much cash flow (or other measure of
economic income) will be received.
While these expectations may be different for different investors, the market tends to form a
consensus with respect to a particular investment or category of investments. That consensus
determines the cost of capital for investments of varying levels of risk. Thus, companies do not set
their own cost of capital; rather, the cost of capital comes from the marketplace. Also, it is clear
from above that the “cost” is expressed in nominal terms, i.e., the cost of capital includes an
inflation estimate.
Finally, the term “capital” refers to the components of a company’s capital structure, including
long-term debt, preferred stock, and common equity. When the cost of ownership capital (equity) is
discussed, the phrase “cost of equity capital” is normally used. When the cost of capital to the
overall firm is referred to, the phrase “weighted average cost of capital” is usually employed.
Discount and Capitalization Rates
An important consideration of the income-based approach and the methodologies thereunder is the
discounting or capitalization of some measure of economic income. A discount rate is the cost of
capital that converts all of the expected future benefits on an investment to a present value. The
expected returns include annual cash flows realized by an investor while holding the investment, as
well as proceeds to the investor upon liquidation of the investment. A capitalization rate is a yield
rate of return that converts a single point estimate of an investment’s normalized historical benefits
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to a present value.
In many instances, a discount or capitalization rate is developed based on what an external investor
would expect the rate of return to be for a particular investment. The difference between the two
rates is the annually compounded percentage growth rate built into the projected earnings stream
that is not reflected in the single measure of projected earnings. In other words, assuming stable
long-term growth in the cash flows available to the investment being valued, the capitalization rate
equals the discount rate minus the expected long-term growth rate, thus:
c=k-g
where c = capitalization rate
k = discount rate (cost of capital)
g = expected long-term sustainable growth rate of investment return
The difference between discounting and capitalizing, then, is in how the changes in expected future
cash flows are reflected over time. In discounting, each future increment of return is specifically
estimated. In capitalizing, estimates of changes in future returns are lumped into one annually
compounded growth rate, which is then subtracted from the discount rate. The critical assumption
in the above formula is that the growth in the investment return is relatively constant over the long
term. If such is the case, the process of capitalizing becomes a shorthand formula of discounting.
Both the discount rate and the capitalization rate attempt to assess the risk associated with a subject
investment achieving the estimates of projected future earnings. As was discussed earlier,
Holdings’ future economic returns will be estimated by averaging its adjusted after-tax net equity
cash flow, and a capitalization rate will be developed to estimate the required rate of return
consistent with the economic income being valued.
Cost of Equity Capital
The capital asset pricing model (“CAPM”) is widely used as a method of measuring the cost of equity
capital, and it provides a reasonable economic model that is generally accepted by practitioners.
Developed in the mid-1960s, the principal insight of the CAPM is that the expected return on an
investment is related to its risk and is based on the theory that investors in “risky” assets require a
rate of return above and beyond a risk-free rate as compensation for bearing the risk associated with
holding the investment. As stated by Shannon Pratt in Cost of Capital: Estimations and Applications:
CAPM’s relevance to business valuations … is that businesses, business interests, and business
investments are a subset of the investment opportunities available in the total capital market; thus, the
determination of the prices of businesses theoretically should be subject to the same economic forces
and relationships that determine the prices of other investment assets.

The CAPM breaks up the total risk of an investment, i.e., the variability of its returns, into two parts:
systematic risk and unsystematic risk. Systematic risk is unavoidable and pervades every asset in the
economy (to a greater or lesser extent) and every claim on those assets (such as stock). Systematic risk
generally springs from external, macroeconomic factors that affect all companies in a particular
fashion, albeit it with different magnitudes. In contrast, unsystematic risk is that portion of total risk
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that can be avoided by investment diversification. Unsystematic risk stems from company specific
factors unique to that enterprise. The CAPM concludes that systematic risk is rewarded with a risk
premium while unsystematic risk is not because it can be diversified away.
The CAPM assumes that there is a risk-free rate of return that can be earned on a hypothetical
investment with returns that do not vary. For a particular risky investment, the CAPM indicates that
the size of the risk premium (the investment’s return in excess of the risk-free rate of return) is
proportionate, in a linear fashion, to the amount of systematic risk assumed by the investor. This linear
relationship between expected return and systematic risk is called the security market line, which is
depicted below.

15
E[Rm]

M

10

E[Rm-Rf]

Security Market Line

Expected
Return
(Percent)
E[Rf]
5

Beta[m] = 1.0
0
0

0.5

1.0

1.5

Beta

The risk-free rate forms the y-intercept of the security market line and represents the expected return on
an asset with no systematic risk (beta equal to zero). The market portfolio, by definition, has a beta
equal to one. Drawing a line that passes through the risk-free asset and the market portfolio forms the
security market line. Theoretically, to be fairly priced, every stock or portfolio of stocks should fall on
the security market line.
Beta measures the volatility of a security as compared to the market and incorporates the general
industry risk of that security as well. The CAPM states that where a security falls on the security
market line is dependent upon its beta. Numerically, beta has the following interpretations:
Beta > 1.0
When the market moves up or down, a security will move in the same direction
but with greater magnitude.
Beta = 1.0
When the market moves up or down, a security will move in the same direction
and with the same magnitude.
Beta < 1.0
When the market moves up or down, a security will move in the same direction
but with lesser magnitude.
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It should be noted that there can be differences between betas for the same security based on the
underlying data used by the different financial reporting services. The choice of data in four
variables would account for differences in beta measurement:
1. The length of the time period over which the returns are measured.
•

Most services use a two- to five-year measurement period, with five years being the most
common.

2. The frequency of measurement within that period.
•

Daily, weekly, monthly, quarterly, or yearly data may be measured; monthly measurement is the
most common

3. The choice of an index to use as a market proxy.
•

The market index used in deriving beta could be the: S&P 500; NYSE; NYSE and ASE; NYSE,
ASE, and OTC; or Value Line Index.

4. The risk-free rate above which the excess returns are measured.
•

Either the 30-day Treasury bill rate or the income return only from Treasury bonds is generally
used to compute excess returns.

Original CAPM. In its original form, the CAPM is described mathematically by the following
equation for a straight line:
E(Rj) = RF + (βj * ERPm)
where E(Rj)
RF
βj
ERPm

= expected return of security j
= risk-free rate on 30-day Treasury bills
= beta of security j
= equity risk premium of the market, i.e., in excess of RF

In words, the equation states that the expected return of a security is equal to the risk-free rate plus the
product of the security’s beta multiplied by the market risk premium.
Modified CAPM. Subsequent empirical studies have indicated that realized returns on smaller
companies have been greater over a longer period of time than the original CAPM would have
predicted. That is, while betas for small companies tend to be greater than those for large companies,
these higher betas do not account for all of the returns earned by investors in small companies. Since
greater returns are accompanied by greater risks, the original CAPM model has been modified to
incorporate additional risk factors as follows:
E(Rj) = RF + (βj * ERPm) + SRPj + SCRj
where RF
= risk-free rate on long-term U.S. government bonds
SRPj = size risk premium associated with security j
SCRj = specific company risks associated with security j
As will be discussed below, the market capitalization of the subject company will determine the
relevant size premium while the specific company risks are assessed based on the valuator’s subjective
judgment.
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CAPM is fairly easy to employ in practical situations. However, it is best suited for larger publicly
traded companies because betas cannot be calculated for smaller privately held companies. If the
private company is large enough, reference can be made to betas for comparable public companies or
industry averages to determine a proxy beta. As will be discussed in a subsequent section of the report,
however, we did not believe that comparisons to public companies were appropriate due to Holdings’
relatively small size.
Our computation for estimating the required cost of equity is based on a generally accepted
quantitative build-up model. We have calculated this cost and developed the model below including
explanatory notes. It is an additive model in which the return on a security is estimated as the sum
of a risk-free rate and certain risk premia. Each premium represents the reward an investor receives
for taking on a specific risk. The various rates are arithmetically summed to form an estimate of the
cost of equity capital appropriate for a company of Holdings’ size and character.
20-year yield-to-maturity on government bond
Ibbotson long horizon equity risk premium
Ibbotson small stock size premium
Return in excess of riskless rate
Subjective risk premium for factors other than size
After-tax net cash flow discount rate
Less: Long-term sustainable growth rate
After-tax net cash flow capitalization rate for next year
Divide by 1 + growth rate
After-tax net cash flow capitalization rate for current year
Capitalization Rate - rounded
Discount Rate - rounded

7.20%
4.01%

5.43% A
B
C
11.21%
1.00% D
17.64%
2.50% E
15.14%
1.03
14.80%
15.00%
18.00%

Notes:
A. 20-year
yield
to
maturity
on
U.S.
government
bonds
from
http://www.federalreserve.gov/datadownload/Output.aspx?rel=H15&series=a1ebeb6e84ca6389772dd054dc980191
&lastObs=&from=&to=&filetype=csv&label=include&layout=seriescolumn as of August 27, 2003.
B. Long horizon expected equity risk premium, from Stocks, Bonds, Bills, and Inflation: [Valuation Edition] 2004
Yearbook, Copyright © 1983-2004 Ibbotson Associates, Inc.
C. Expected 9th/10th decile equity size premium, from Stocks, Bonds, Bills, and Inflation: [Valuation Edition] 2004
Yearbook, Copyright © 1983-2004 Ibbotson Associates, Inc.
D. Subjective risk premium for company-specific risks, including [earnings volatility, management depth and key
person, customer/supplier concentration, and competition].
E. Long-term sustainable growth rate of economic equity returns based on industry outlook and discussions with
management.

It should be noted that the risk-free rate and the various risk premiums used in the build-up model
are unique to the moment in time being considered, i.e., the valuation date. Thus, Notes A through E
are further explained below.
Risk-Free Rate. The risk-free rate is that rate available on instruments considered to have virtually
no possibility of default, such as U.S. Treasury obligations. The ultimate riskless security is
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considered to be the 30-day U.S. Treasury Bill. However, most analysts use a 20-year yield-tomaturity since published equity risk premium data is calculated relative to a 20-year Treasury
coupon bond. Also, a 20-year time period more closely matches the often-assumed perpetual
lifetime horizon of an equity investment.
Equity Risk Premium. The equity risk premium is the additional return that investors expect to
earn on equities in excess of long-term Treasury securities to compensate for the additional risk, or
the degree of uncertainty, that the expected future equity returns will not be realized. It is a
forward-looking concept in that the discount rate should reflect what investors think the risk
premium will be going forward.
A common method of estimating the expected equity risk premium is to compute the equity risk
premium as the average excess return of the broad stock market over U.S. Treasuries, over some
historical time period. A key assumption is that the amount of excess return that investors expect
for investing in stocks for the future time period is approximately equal to the excess returns that
have actually been achieved in the broad stock market in the historical period for which the equity
risk premium was computed.
Ibbotson Associates’ annual SBBITM Yearbook contains a history of U.S. capital market returns.
According to the Yearbook, the long-horizon equity risk premium is the arithmetic mean total return
(i.e., income plus price appreciation) for the S&P 500 less the arithmetic mean income returns of
20-year Treasury bonds, from 1926 to the present. It is commonly accepted that:
1. The S&P 500 is used to represent the market because it is a readily-available, broadbased, market-value-weighted index of large company stock performance. As of
September 30, 1993, 88 separate industry groups were included in the index, and its
composition has not changed since.
2. Only the income portion of the total bond return is used since it represents the truly
riskless portion of the return.
3. The time series data starts in 1926 because this is when good quality data became
available. This period was also chosen because it includes one full business cycle before
the 1929 market crash.
4. A proper estimate of the equity risk premium requires a data series long enough to give a
reliable average without being unduly influenced by very good and very poor short-term
returns. The period since 1926 is considered to be relevant because it is representative
of what can happen, i.e., the type of different economic shocks that have occurred since
that time.
5. The arithmetic mean (as opposed to the geometric mean) is the appropriate measure of
return and is to be interpreted as follows: If an investor purchased a security represented
by one of the Ibbotson time series on January 1 and sold it on September 30 of any of the
last 80-plus years, on average, the investor would have realized a total return of x%.
Note that at this point, the build-up model explicitly assumes a beta of 1.0 (the market) for
Holdings. Thus, the equity risk premium in the build-up model is not adjusted for beta as it
is in the CAPM.
Size Risk Premium. The average market return determined above represents a rate of return that
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an average investor would consider adequate for a portfolio of S&P 500 stocks. However, over
long periods of time, small public company stocks have been shown to have significantly higher
average annual rates of total returns than have larger public companies. This size phenomenon was
first identified by Rolf Banz in 1981 (“The Relation Between and Market Value of Common
Stocks”, Journal of Financial Economics, 1981, vol. 9, pp. 13-18). One explanation for this effect
is that smaller size is associated with increased risk (higher betas) and, therefore, a higher required
rate of return (greater cost of capital).
Market evidence of this “size effect” is revealed in M&A transactions where significantly smaller
P/E multiples are paid for companies as the size of the deal decreases. A recent tabulation of these
results appeared in the January 2000 issue of Mergerstat.
For the 12 months ended June 30, 2000
Deal Size
No. of Deals
Over $ 1 Billion
194
$ 500 M to $ 999.9 M
166
$ 250 M to $ 499.9 M
258
$ 100 M to $ 249.9 M
470
$ 50 M to $ 99.9 M
425
$ 25 M to $ 49.9 M
482
$ 10 M to $ 24.9 M
566
Under $ 10 M
772
Source: Mergerstat, January 2000

Average P/E
33.2
26.3
24.7
22.8
22.6
24.7
21.5
18.4

The relationship of smaller size, higher required rate of return has been empirically examined in two
published studies. One study by Roger Grabowski, ASA, and David King, CFA, King (originally
published as “New Evidence on Size Effects and Equity Returns”, Business Valuation Review,
September 1996 and subsequently updated in “Size Effect and Equity Returns: An Update”,
Business Valuation Review, March 1997 and “New Evidence on Equity Returns and Company
Risk”, Business Valuation Review, September 1999) found a clear and strong statistical relationship
between company size and rates of return. Encompassing the period from 1963 to 1996, Grabowski
and King separated NYSE, AMEX, and NASDAQ stocks into 25 distinct groupings by size and
showed the small stock effect was evident regardless of whether size was defined by market value
of equity, book value of equity, market value of invested capital, total assets, sales, EBITDA, fiveyear average net income, and number of employees.
We relied on a second study that utilizes the Ibbotson Associates data to estimate the size risk
premium of Holdings. This was accomplished by drawing on additional information from the
Yearbook that details the difference in total returns between “small” stocks and the S&P 500 stocks.
The return on small stocks is derived from an annually updated study of NYSE-listed securities
going back to 1926. Companies on the NYSE are ranked by the combined market capitalization of
their eligible equity securities; the companies are then split into ten equally populated deciles. The
ninth and tenth deciles stocks (also known as micro-cap stocks) represent small stocks.
The size premium we selected was for the ninth and tenth deciles stocks in excess of the risk-free
rate less the equity risk premium. Returns from the tenth decile group were used because it contains
a sample of companies that are more closely similar to Holdings.
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Further, since we used the build-up method with its underlying assumption of a beta equal to 1.0,
i.e., no more risk/volatility than is present in the total market, the size risk premium also captures
the excess returns generally attributed to the higher betas of small companies.
Risk Premium for Other Factors. In most situations, privately-held companies have risk factors
which are greater than those of publicly-traded ones. Consequently, the investor-required rate of
return for companies such as Holdings is normally higher, even after considering the size risk
factors that would already be included in the stocks of the NYSE and tenth deciles. Thus, the
additional, or specific company, risks we considered to have the greatest impact on Holdings and
which are incremental to that which has been captured by the Ibbotson data, are listed below. Their
aggregate effect incorporates a rational investor’s assessment of the greater risk of investing in one
small company as compared to investing in a diversified list of small publicly-traded companies.
Hence, the more volatile the outlook for one private company, the riskier it is compared to taking a
portfolio approach to investment.
In addition, Holdings is significantly smaller than the micro-cap stocks used as a proxy for the size risk
premium, and we believe an additional increment of risk for this factor is appropriate as evidenced in
the analysis below.
The following table presents a recent history of the size of the companies falling within the two
decile groupings commonly used when valuing small, closely-held businesses. As can be seen, even
those companies considered to be “small” are still considerably larger than Holdings. For example,
in the 2004 Yearbook the size of the micro-cap stocks was represented by stocks having a market
capitalization of less than $330.6 million. This is much larger than Holdings, such that an
incremental risk factor for size is reasonable. As of December 2010, the market capitalization of
the smallest company in the micro-cap stocks is $332,000.

As
of
9/30
1995
1996
1997
1998
1999
2000
2001
2002
2003

9th/10th Decile (Micro-Cap)
Number of
Largest
Avg. Market
Companies
Market
Capitalization
In Decile
Capitalization
($000s)
($000s)
339
$ 158,063
$ 87,933
357
195,411
98,925
372
230,472
139,064
379
252,109
101,351
369
214,640
97,030
2,796
192,598
68,310
2,822
269,275
63,830
N/A
314,042
N/A
N/A
330,608
N/A

Number of
Companies
In Decile
170
179
186
190
185
1,927
2,056
N/A
N/A

10th Decile
Largest
Market
Capitalization
($000s)
$ 86,222
93,979
130,402
123,872
97,914
84,521
104,356
141,459
166,414

Avg. Market
Capitalization
($000s)
$ 48,354
52,135
68,390
56,654
50,256
38,553
35,388
N/A
N/A

With due consideration given to all of the above, i.e., the assessment of specific factors affecting
Holdings, including its industry and operating environment, and Holdings’ significantly smaller size
than the NYSE’s smallest stock portfolios, we considered a 1.0% specific company risk premium
was appropriate given the complexity of the structure, the entity dynamics, bifurcation of rights,
debt load and balloon requirements, risk of achieving the projections, the sustainability of the
projections and current economic conditions.
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Long-Term Sustainable Growth Rate. We utilized the same long-term growth rate of 2.5% as was
used in the determination of the annual rent escalations in the real estate appraiser’s report.
Perspective for the Calculated Cost of Equity Capital
The relative cost of equity can be best appreciated and gauged by examining the implied agreement
equity investors make when they provide funds. This agreement is described below.
Characteristic
Safety of principal
Income
Liquidation preference
Management control
Appreciation

Risk to Equity Investor
No principal protection.
Dividend payments dependent upon financial condition, management
preferences, and board approval.
Last priority in liquidation after all creditors and other equity holders.
Degree of control depends on size of interest, voting rights, and legal
restrictions and agreements.
Potential for return limited only by company performance, which may
vary depending upon degree of control, ownership structure, and legal
restrictions and agreements.

Because returns on equity investments are more volatile than returns on debt instruments, their cost is
more difficult to accurately explain. Since business valuation commonly assumes a long-term
perspective, a continuum of long-term equity discount rates can be portrayed as follows, based on data
extracted from the 2004 Yearbook.
Large Cap
Stocks
(S&P 500)
10%

Mid Cap and
Lower Cap
Stocks
15%

Micro Cap
Stocks
20%

Larger/Stronger
Private Company
25%

Venture Capitalist and
Smaller/Weaker
Private Company
30% - 40%

Thus, we believe it is unreasonable for a specific small business to have a cost of equity capital lower
than 15% to 25% unless there are special mitigating factors. As an additional reasonableness check,
we accept that mezzanine investors, who provide subordinated debt and equity financing, usually
require a rate of return of about 25%. At the other end of the spectrum, venture capitalists funding
start-ups expect rates of return above 40%.
Based on all of the above analysis and discussion, the cost of equity capital calculated for Holdings is
17.6% (the sum of the rates with the Notes A through D in the build-up model). To put this figure in
proper perspective, the Ibbotson data show that small capitalization stocks have returned, on average,
about 11.2% annually in excess of the risk-free rate (the sum of the rates with the Notes B and C in the
model). Add to this the risk-free rate of 5.4% as of the valuation date, and a total return/cost of equity
capital of about 17.6% for small capitalization stocks is indicated. However, this result is before
considering the following two key elements:
1. “Small capitalization stocks” are public companies with 2003 market values of less than
$330.6 million based on the 9th/10th size decile and $166.4 million based on the 10th size
decile in the table above.
2. The rate of return assumes and reflects a fully diversified investment portfolio of which
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Holdings would only be a small component therein.
So the typical small business can be expected to have a cost of equity capital in the range of 25% to
40%. Obviously, an established small business like Holdings is not a start-up, even though it still has
significant specific company risks. The cost of capital we calculated for Holdings falls within this
range, and we believe the rate is reasonable for a company of Holdings’ size, character, and
past/expected operating history.
Publically-Held Limited Partnership Rates of Return
The Partnership Profiles Minority Interest Discount Database presents historical data on publicly
held real estate limited partnerships from 1994 through 2002. Based upon the historical data
available on publicly held partnerships, including distribution history, debt considerations and
liquidation expectations, an expected rate of return can be estimated for each of the partnerships
included in the database. The estimated rate of return of the partnerships can then be used by
valuation professionals to provide comparison data when considering a reasonable required rate of
return for a privately held interest with similar attributes or comparable levels of risk.
Information was obtained on real estate related publicly held limited partnerships from Partnership
Profiles, Inc. and the Partnership Profiles Minority Interest Discount Database. The data
encompassed the ten-year period from March/April 1994 through March/April 2003. The pricing
information included herein for limited partnership interests is as of the March/April timeframe of
the designated year. The net asset value of the respective partnerships is as of the prior year end. In
other words, the operating data for a partnership for 2003 is as of December 31, 2002 and the price
per share is the weighted average price as of March/April 2003. The data is matched in this manner
because the operating data is not typically released to the public by the partnership until the
March/April timeframe. Therefore, the partnership's financial data is generally not reflected in the
price per share of the partnership until March/April of the following year.
Consequently, a comparison is made between the operating data from the prior year with the pricing
data that reflects when this information would be reflected in the price of the partnership. The
calculation of an expected rate of return for publicly-held limited partnership interests involved
forecasting future distributions, amortization of debt, capital appreciation and the estimated
liquidation horizon for each limited partnership.
The assumptions related to each of these are discussed below.
1. Future distributions were based upon the historical level of distributions paid by the
partnership and were projected to increase at a rate of 3% per year until the forecasted
liquidation of the partnership.
2. For leveraged partnerships, the amortization of debt was forecast for each limited
partnership until the projected liquidation of the partnership when any residual debt was
forecast to be repaid.
3. The underlying value of the assets owned by the partnerships was forecast to appreciate at
an average annual rate of 3%.
4. The liquidation horizon was forecast by Partnership Profiles, Inc. based upon the
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expectation of investors as of the April/May timeframe of each year. Beginning in 1995,
many limited partnerships began to publicly announce their intent to sell the partnership’s
assets and liquidate the partnership in the foreseeable future. Partnerships that had made
liquidation announcements were excluded from the study in the year the announcement was
made. Partnership liquidations did impact investor sentiment and reduced investors
estimated time horizons for limited partnerships that had not made announcements regarding
a future liquidation. The estimated liquidation horizons for non-liquidating partnerships
utilized in each year of the study were as follows:
1994 – 10 years
1995 – 8 years
1996 – 6 years
1997 – 5 years
1998 – 5 years
1999 – 5 years
2000 – 4 years
2001 – 4 years
2002 – 4 years
2003 – 4 years
Based on these assumptions, the expected rate of return for each non-liquidating partnership was
calculated from 1994 to 2003. Overall, the average expected rates of return over the past ten years
for publicly held limited partnerships included in the study ranged from 17.2% to 22.7% and
averaged 20.4%. For the fifty-five partnerships included in the expected return calculation for 2003,
both the average expected rate of return and the median expected rate of return were calculated to
be 17.2%. The historical expected rate of returns for the past ten years are as follows:
Overall Rates of Return
Number
Average
Median

1994
117
20.4%
19.5%

1995
144
21.1%
19.2%

1996
134
22.7%
20.4%

1997
101
21.1%
19.7%

1998
39
20.9%
20.0%

1999
48
20.6%
18.8%

2000
73
20.4%
20.2%

2001
66
21.2%
21.2%

2002
58
18.7%
18.6%

2003
55
17.2%
17.2%

For further analysis purposes, the expected rate of return information on publicly held partnerships
was categorized by debt and the level of historical distributions. The criteria utilized included:
1. No to Low Debt vs. Moderate to High Debt - This was based upon the level of debt utilized
by the partnership to support their ongoing operations.
2. Distributing Partnerships - This was based upon partnerships that distributed income on an
annual basis.
3. Non-distributing Partnerships - This was based upon partnerships that did not historically
make distributions on an annual basis.
No to Low Debt vs. Moderate to High Debt
The publicly held partnerships were analyzed by the level of debt to determine the difference in
return expectations between partnerships with high levels of debt versus partnerships with low
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levels of debt. Partnerships with debt to NAV ratios of 50% or less were considered to be “No to
Low Debt" partnerships.
Those with debt to NAV ratios greater than 50% were referred to as “Moderate to High Debt"
partnerships. As reflected below, the average expected rate of return on the No to Low Debt
partnerships ranged from a low of 16.4% to a high of 20.6% and averaged 16.4% in the most recent
year.
No or Low Debt
1994
Number
Average
Median

88
19.1%
18.7%

1995

1996

96
18.1%
18.1%

85
19.6%
18.9%

1997
56
18.2%
17.5%

1998
22
19.2%
18.0%

1999

2000

30
17.5%
17.0%

59
19.8%
19.5%

2001
52
20.6%
20.7%

2002
48
18.3%
18.1%

2003
43
16.4%
16.8%

In comparison, the Moderate to High Debt partnerships reflected higher rate of return expectations
ranging from a low average of 20.0%, reflected in the most recent year, to a high of 28.1% in 1996.
Moderate to High Debt
1994
Number
Average
Median

29
24.3%
23.5%

1995

1996

48
27.2%
24.7%

49
28.1%
26.0%

1997
45
24.6%
21.8%

1998
17
23.1%
21.1%

1999

2000

18
25.8%
24.7%

14
23.0%
23.6%

2001
14
23.5%
24.3%

2002
10
20.7%
20.7%

2003
12
20.0%
18.3%

A year-to-year comparison of the No to Low Debt partnerships and the Moderate to High Debt
partnerships is reflected below.
No to Low Debt vs. Moderate to High Debt
Average
Median

1994
19.1%
24.3%

1995
18.1%
27.2%

1996
19.6%
28.1%

1997
18.2%
24.6%

1998
19.2%
23.1%

1999
17.5%
25.8%

2000
19.8%
23.0%

2001
20.6%
23.5%

2002
18.3%
20.7%

2003
16.4%
20.0%

It is interesting to note the decline in the expected rates of return in the most recent years, which
corresponds with the decline in interest rates in the capital market.
Distributing Partnerships
Partnerships that historically made distributions from operations on an annual basis are referred to
herein as “Distributing Partnerships.” Observations were made on the Distributing Partnerships
based upon the following criteria:
1. Overall return expectation on Distributing Partnerships.
2. Return expectations of Distributing Partnerships with No to Low debt.
3. Return expectations of Distributing Partnerships with Moderate to High debt.
An annual comparison of the return expectations of the Distributing Partnerships is reflected below.
The distributing partnerships with Moderate to High levels of debt consistently had greater rate of
return expectations than the distributing partnerships with No to Low levels of debt.
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Distributing Partnerships

Overall
No to Low Debt
Moderate to High Debt

1994
19.4%
19.1%
22.0%

1995
19.3%
18.2%
24.7%

1996
21.1%
19.5%
27.2%

1997
19.5%
18.1%
23.2%

1998
19.5%
19.0%
21.4%

1999
18.7%
17.7%
22.5%

2000
21.0%
20.5%
23.5%

2001
21.6%
21.0%
24.0%

2002
19.3%
18.9%
21.2%

2003
17.4%
17.3%
19.3%

Non-distributing Partnerships
Partnerships that have not historically made distributions from operations on an annual basis are
referred to herein as “Non-distributing Partnerships”. Many of these partnerships either own low or
non-income producing properties or are highly leveraged.
Observations were made on the Non-distributing Partnerships based upon the following criteria:
1. Overall return expectation on Non-distributing Partnerships.
2. Return expectations of Non-distributing Partnerships with No to Low debt.
3. Return expectations of Non-distributing Partnerships with Moderate to High debt.
An annual comparison of the return expectations of the Non-distributing Partnerships is reflected
below. Similar to the Distributing Partnerships, the Non-distributing Partnerships with Moderate to
High levels of debt consistently had greater rate of return expectations than the distributing
partnerships with No to Low levels of debt.
Nondistributing Partnerships
Overall
No to Low Debt
Moderate to High Debt

1994
24.5%
20.2%
25.5%

1995
26.7%
16.7%
28.7%

1996
27.7%
21.3%
28.9%

1997
25.7%
24.2%
25.8%

1998
23.9%
22.7%
24.0%

1999
24.3%
16.7%
27.4%

2000
18.3%
16.4%
22.1%

2001
19.6%
18.3%
22.3%

2002
14.9%
14.7%
16.7%

2003
16.1%
12.5%
21.4%

The following summarizes the results of the study as it relates to interest being valued:
Overall
No to Low Debt
Moderate to High Debt
Distributing
NonDistributing
Average
Median

17.2%
16.4%
20.0%
17.4%
16.1%
17.4%
17.3%

These rates are very consistent with the equity rate of 18.0% derived from the Ibbotson method
previously. Accordingly, we are going to use 17.5% as the appropriate discount rate to be applied to
the net equity cash flows in this case. The reason we chose to use the overall rate as determined
above is that the entity and interest will fall into each of the various categories above at some time
during the lifecycle of the investment (i.e. high debt to no debt, etc.). Further, this rate would be the
effective yield rate needed to attract an investor to this type of investment given the risk in the
investment especially when compared to the other investment alternatives that existed as of the date
of valuation.
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Capitalization of Earnings Method
The capitalization of earnings method is an “income oriented” approach. This method is used to value
a business based on the future estimated earnings to be generated by the company. These estimated
future earnings are capitalized by an appropriate capitalization/discount rate. This method assumes that
all of the assets, tangible or intangible, are indistinguishable parts of the business, and does not attempt
to separate the values of the two. In other words, the critical component to the business’ value is its
earnings.
This method is more theoretically sound in valuing a profitable business where the investor’s intent is
to provide for a return on investment, over and above a reasonable amount of compensation. It is also
a powerful method for estimating the value of businesses that are not capital intensive. Therefore, this
method may not be appropriate for businesses that are considered capital intensive or experiencing
substantial growth, decline or expected erratic future earnings.
This method determines the value of a business or other contemplated investment by establishing a
relationship between (1) normalized historic earnings (a proxy for expected future earnings), (2) the
expected or required yield or rate of return (capitalization rate) on comparable investments of similar
risk, and (3) the estimated value of the subject business. This relationship is modeled below:
Economic Income / Capitalization Rate = Estimated Value
The method assumes that all of the assets, tangible and intangible, are indistinguishable parts of the
business and does not attempt to separate the values of the two. Lastly, it assumes that a “single
point” estimate of earnings will be achieved consistently in perpetuity.
Again, due to the nature of the entity and the fact that we believe the underlying asset values have
already incorporated the expected income streams and capital appreciation associated with the assets,
we did not apply this methodology in this case.
Capitalization of Excess Earnings Method
Though often considered to be an asset-based valuation methodology, we included the excess
earnings method under the income-based approach so that the appropriate understanding of cost of
capital and discount and capitalization rates could be developed. This method acquired its name from
the IRS in ARM 34 and Revenue Ruling 68-609.
Unlike all of the other methods discussed thus far, this method is an “income and asset” oriented
approach to arrive at a value for closely held businesses. It is based on the argument that the total
estimated value of a business is the sum of the values of the adjusted net assets (as determined by the
adjusted net asset method) and the value of the intangible assets.
Net tangible assets are comprised of the fair market value of total assets minus total liabilities.
Intangible assets, primarily going concern value and goodwill, are calculated by capitalizing
earnings which exceed a “reasonable” rate of return on the adjusted net tangible operating assets by
an “excess” earnings capitalization rate.
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The premise of this methodology is that an entity is producing earnings in excess of a “reasonable”
rate of return on the tangible assets. Further it is also derivative of a single-period capitalization
model discussed above and as such theoretically would not result in a value any different than the
capitalization of earnings would. Lastly, Revenue Ruling 68-609 states, that this method should
only be used if there is no other more appropriate method available. In that regard, for these
reasons we did not consider the use of this method any further.
Capitalization of Dividends
Holdings has historically not paid dividends (in the context of corporate dividends as paid in the public
marketplace), however, we considered the capitalization of dividends method as required by Revenue
Ruling 59-60. More relevant than dividends actually paid in the past is the ability to pay dividends in
the future. Such future capacity to pay dividends must also consider the need to retain a reasonable
portion of profits in the business to finance future growth.
We did not specifically employ this method for three reasons. First, we could not find comparable
publicly traded companies to determine an appropriate guideline dividend payout percentage and
dividend yield rate. Second, the lack of operations and operating income does not provide a sound
basis to project the Company’s ability to pay dividends on a consistent basis. Third, Holdings’ history
of not paying dividends outweighs its ability to pay dividends. This issue was discussed in the
Estate of Davis (110 TC No. 35, 1998) where the Court found “that a hypothetical willing seller and
a hypothetical willing buyer would have no reason to believe on the valuation date that [the
Company’s] 45-year history of not paying dividends was likely to change.”
Discounted Earnings Method
The discounted earnings method is often referred to as the “discounted cash flow” method, which
suggests that the only “type” of earnings that should be applied with this method would be some
definition of cash flow (i.e., operating cash flow, after-tax cash flow, or discretionary cash flow). The
discounted earnings method however, is more limited in its definition as to the “type” of earnings that
can be applied.
The discounted future benefits method is based on the concept that the total value of a business is
the present value of its projected economic income plus the present value of a “terminal value”.
This method requires that economic income be projected for a given number of years and that a
terminal value assumption be made. Each year’s projected economic income and the terminal value
are discounted to the present, using an appropriate discount rate. This rate assesses the risk
associated with a company achieving the estimates of the projected economic income. This
relationship is modeled below:
Economic Income n
Terminal Value
Estimated Value = Σ ---------------------------- + ---------------------(1 + k) n
(1 + k) n+1
where n = number of years in the forecast period
k = discount rate (cost of capital)
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The discounted future benefits method assumes that all of the assets, tangible and intangible, are
indistinguishable parts of the business and does not attempt to separate the values of the two.
This valuation method is used when a company’s historical benefit stream is not indicative of its
most likely future economic income, usually due to a period of expected near-term “super-growth”.
The number of years in the forecast period is typically the period of time required before the
company reaches a long-term sustainable growth rate. The terminal value is customarily the next
forecasted year’s economic income capitalized into perpetuity and discounted back to a present
value.
Buyers and sellers of businesses most often use this method. Additionally, this method may be most
appropriate when the entity is expected to experience either a substantial or erratic growth or decline in
the future as well as when the entity’s historical performance is not indicative of the anticipated future
performance.
Given the nature of the operations in this case and the fact that we could extract discrete projections
from the information provided to us, we have used this method in the determination of the value of the
interest in this matter. Additionally, using the projections we are able to look at the specific cash flows
attributable to the SMI as well those that are attributable to the TOYS interest.
The use of discounted cash flows (DCF) as a valuation model and measure is well accepted. A
DCF analysis measures the cash flow in terms of its present value. The traditional methodology of
discounting cash flow assumes that the cash flows are received at the end of each period. In many
cases (such as this one) it does not properly represent that actual flow of cash in and out of the
enterprise. In such cases, we will use a mid-year perspective to account for cash flows being
distributed throughout the year (uniform cash flows).
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The results of each of the scenarios after applying the appropriate discount rate are as follows:
Scenario 1 – No Options Exercised
Discount Rate
Year End

Year

2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031

0
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

Rent
$
$
$
$
$
$
$
$
$
$
$
$
$

4,098,000
4,248,000
4,390,800
4,492,800
4,492,800
4,728,000
4,896,000
5,064,000
5,184,000
5,184,000
5,452,800
5,644,800
5,644,800

Expenses
#####
42,480
43,908
44,928
44,928
47,280
48,960
50,640
51,840
51,840
54,528
56,448
56,448

Debt Service
$

4,057,425
4,205,940
4,347,326
4,448,316
4,448,316
4,681,185
4,847,520
5,013,861
5,132,676
5,132,676
5,398,816
5,588,916
14,201,973

Reversion
Value

Net Equity
Cash Flows
$

51,093,504

17.5%
Present
Value

(405) $
(420)
(434)
(444)
(444)
(465)
(480)
(501)
(516)
(516)
(544)
(564)
42,479,883
$

PV of only SMI Cash Flows
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(374)
(330)
(290)
(252)
(215)
(192)
(168)
(149)
(131)
(112)
(100)
(88)
5,658,613
5,656,212

$

-
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Scenario 2 – One Option Exercised
Discount Rate
Year End

Year

2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031

0
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

Rent
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$

4,098,000
4,248,000
4,390,800
4,492,800
4,492,800
4,728,000
4,896,000
5,064,000
5,184,000
5,184,000
5,452,800
5,644,800
5,644,800
6,704,640
6,872,256
7,044,062
7,220,164
7,400,668

Expenses
$

40,980
42,480
43,908
44,928
44,928
47,280
48,960
50,640
51,840
51,840
54,528
56,448
56,448
737,510
755,948
774,847
794,218
814,073

Debt Service
$

Reversion
Value

4,057,425
4,205,940
4,347,326
4,448,316
4,448,316
4,681,185
4,847,520
5,013,861
5,132,676
5,132,676
5,398,816
5,588,916
14,201,973

Net Equity
Cash Flows
$

60,220,293

17.5%
Present
Value

(405) $
(374)
(420)
(330)
(434)
(290)
(444)
(252)
(444)
(215)
(465)
(192)
(480)
(168)
(501)
(149)
(516)
(131)
(516)
(112)
(544)
(100)
(564)
(88)
(8,613,621)
(1,147,394)
5,967,130
676,479
6,116,308
590,120
6,269,216
514,785
6,425,946
449,068
66,806,888
3,973,366
$ 5,054,024

PV of only SMI Cash Flows
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Scenario 3 – Two Options Exercised
Discount Rate
Year End

Year

2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031

0
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

Rent
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$

4,390,800
4,492,800
4,492,800
4,728,000
4,896,000
5,064,000
5,184,000
5,184,000
5,452,800
5,644,800
5,644,800
6,704,640
6,872,256
7,044,062
7,220,164
7,400,668
7,585,685
7,775,327
7,969,710
8,168,953
8,373,177
8,582,506
8,797,069

Expenses
$

43,908
44,928
44,928
47,280
48,960
50,640
51,840
51,840
54,528
56,448
56,448
67,046
68,723
774,847
794,218
814,073
834,425
855,286
876,668
898,585
921,049
944,076
967,678

Debt Service
$

Reversion
Value

4,057,425
4,205,940
4,347,326
4,448,316
4,448,316
4,681,185
4,847,520
5,013,861
5,132,676
5,132,676
5,398,816
5,588,916
14,201,973

Net Equity
Cash Flows
$

71,583,005

17.5%
Present
Value

289,467 $ 267,042
241,932
189,949
100,546
67,185
232,404
132,163
398,724
192,975
332,175
136,823
284,640
99,781
118,299
35,294
265,596
67,437
455,676
98,468
189,536
34,857
1,048,678
164,137
(7,398,440)
(985,523)
6,269,216
710,726
6,425,946
619,995
6,586,595
540,846
6,751,259
471,802
6,920,041
411,572
7,093,042
359,031
7,270,368
313,197
7,452,127
273,215
7,638,430
238,336
79,412,396
2,108,804
$ 6,548,114

PV of only SMI Cash Flows
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Scenario 4 – All Options Exercised
Discount Rate
Year End

Year

2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031

0
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

Rent
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$

4,098,000
4,248,000
4,390,800
4,492,800
4,492,800
4,728,000
4,896,000
5,064,000
5,184,000
5,184,000
5,452,800
5,644,800
5,644,800
6,704,640
6,872,256
7,044,062
7,220,164
7,400,668
7,585,685
7,775,327
7,969,710
8,168,953
8,373,177
8,582,506
8,797,069
9,016,995
9,242,420
9,473,481

Expenses
$

40,980
42,480
43,908
44,928
44,928
47,280
48,960
50,640
51,840
51,840
54,528
56,448
56,448
737,510
755,948
774,847
794,218
814,073
834,425
855,286
876,668
898,585
921,049
944,076
967,678
991,869
1,016,666
1,042,083

Debt Service
$

Reversion
Value

4,057,425
4,205,940
4,347,326
4,448,316
4,448,316
4,681,185
4,847,520
5,013,861
5,132,676
5,132,676
5,398,816
5,588,916
14,201,973

Net Equity
Cash Flows
$

77,087,067

17.5%
Present
Value

(405) $
(374)
(420)
(330)
(434)
(290)
(444)
(252)
(444)
(215)
(465)
(192)
(480)
(168)
(501)
(149)
(516)
(131)
(516)
(112)
(544)
(100)
(564)
(88)
(8,613,621) (1,147,394)
5,967,130
676,479
6,116,308
590,120
6,269,216
514,785
6,425,946
449,068
6,586,595
391,740
6,751,259
341,731
6,920,041
298,106
7,093,042
260,050
7,270,368
226,852
7,452,127
197,892
7,638,430
172,629
7,829,391
150,591
8,025,126
131,367
8,225,754
114,597
85,518,465
1,013,955
$ 4,380,167

PV of only SMI Cash Flows
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Scenario 5 – Expiration of the TOYS Term
Discount Rate
Year End

Year

2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031

0
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

Rent
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$

4,098,000
4,248,000
4,390,800
4,492,800
4,492,800
4,728,000
4,896,000
5,064,000
5,184,000
5,184,000
5,452,800
5,644,800
5,644,800
6,704,640
6,872,256
7,044,062
7,220,164

Expenses
$

40,980
42,480
43,908
44,928
44,928
47,280
48,960
50,640
51,840
51,840
54,528
56,448
56,448
737,510
755,948
774,847
794,218

Debt Service
$

Reversion
Value

4,057,425
4,205,940
4,347,326
4,448,316
4,448,316
4,681,185
4,847,520
5,013,861
5,132,676
5,132,676
5,398,816
5,588,916
14,201,973

Net Equity
Cash Flows
$

58,751,506

17.5%
Present
Value

(405) $
(374)
(420)
(330)
(434)
(290)
(444)
(252)
(444)
(215)
(465)
(192)
(480)
(168)
(501)
(149)
(516)
(131)
(516)
(112)
(544)
(100)
(564)
(88)
(8,613,621)
(1,147,394)
5,967,130
676,479
6,116,308
590,120
6,269,216
514,785
65,177,452
4,554,834
$ 5,186,424

PV of only SMI Cash Flows

$ 4,554,834

Summary of Results
Based on the above analysis the results of each scenario can be summarized as follows:
Scenario 1 - No Options
Scenario 2 - One Option
Scenario 3 - Two Options
Scenario 4 - All Options
Scenario 5 - TOYS Expiration
Average
Median

$
$
$
$
$

4,422,434
4,175,958
3,748,578
4,554,834

$
$

3,380,361
4,175,958

In looking at these potential outcomes we felt that the likelihood that AT&T would not exercise at least
one option (Scenario 1) was small whereas the remaining scenarios were a more likely outcome.
Accordingly, we weighted Scenario 1 10% and the remaining four scenarios equally at 22.5% each.
Mel H. Abraham, CPA, CVA, ABV, ASA, CSP

71

RS Hawthorne Holdings, LLC.

Detailed Valuation Report

The resulting weighted outcome is as follows:
Scenario 1 - No Options
Scenario 2 - One Option
Scenario 3 - Two Options
Scenario 4 - All Options
Scenario 5 - TOYS Expiration
Average
Median

$
$
$
$
$

4,422,434
4,175,958
3,748,578
4,554,834

10.0%
22.5%
22.5%
22.5%
22.5%

$
$

3,380,361
4,175,958

100.0%

Weighted Outcome - Value of 100.0% SMI Interest

Mel H. Abraham, CPA, CVA, ABV, ASA, CSP

$
$
$
$
$

995,048
939,591
843,430
1,024,838

$

3,802,906
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XI - MARKET-BASED APPROACH
These methods represent a market-oriented approach to estimating value by comparing the company
being valued to ownership interests in similar companies, public and/or private, that have actually been
sold to determine a value estimate. The market comparison approach is contingent upon the
availability of exchanges (and information thereon) involving reasonably comparable businesses in a
free and active marketplace. There are four methods we considered in applying this approach:
1.
2.
3.
4.

Transaction Value Method
Industry Formula or Rule of Thumb Method
Private Market Data Method
Public Market Data Method (Guideline Company Method)

Transaction Value Method
Transaction value is the value at which shares of the Company were recently sold. A recent sale of a
security is an indicator of value for both legal and economic purposes. If an examination of all of the
relevant facts reveals that the transaction took place at arm’s-length, i.e., that neither buyer nor seller
was forced to deal, that both had adequate information, and that the transaction was for reasonable
consideration, the value established by such a transaction should be considered.
Under certain circumstances, a valid stockholders’ agreement may create a market for securities in a
closely held company. Thus, the market approach would also encompass transactions that have
occurred or could occur pursuant to the terms of such an agreement. No transactions have occurred in
connection with any agreement.
As of the date of valuation there were two transactions that occurred of the exact interest that is to be
valued in this case. Additionally, there was two transactions that occurred 2-years after the date of
valuation of the very interest to be valued. The last transaction appears to be to an unrelated party and
is at the highest value. A summary of the transactions is as follows:
Date

Interest
Sold

Seller

Buyer

Price

February 7, 2002

Remainder Interest in RS Hawthorne
Holdings, LLC

Red Sea Tech

RJS Realty

$

1,600,000

March 25, 2002

Remainder Interest in RS Hawthorne
Holdings, LLC

RJS Realty

RERI Holdings, LLC

$

2,950,000

December 1, 2005

Remainder Interest in RS Hawthorne
Holdings, LLC

University of Michigan

HRK Holdings, LLC

$

1,940,000

December 23, 2005

Remainder Interest in RS Hawthorne
Holdings, LLC

HRK Real Estate Holdings, LLC

Dan Och

$

3,000,000

Average of all transactions

$

2,372,500

Average of prior transactions

$

2,275,000

We did not use this as our primary method in this case due to the lack of information available with
respect to the transactions. However, we did use them as a sanity check after we determined our value
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under the other methods. The values derived under our discounted cash flow method appears to be
reasonable given the cash flows compared to these transactions. Many of these transactions are with
related parties and therefore not necessarily a good measure of an arm-length transaction.
Industry Formula or Rule of Thumb
This method calculates the value of a business based on a standard industry formula or a rule of thumb.
These formulas are theoretical market-driven measures of comparison and are derived from multiple
transactions in a particular industry occurring over an extended period of time.
The difficulty in applying rules of thumb is the lack of information that usually surrounds the
transactions, which make up the formulas. This leaves the appraiser unable to evaluate the
appropriateness of the multiplier and/or to make adjustments for its proper utilization. Thus, value
estimates using formulas are not accorded substantial weight unless it can be established that
knowledgeable buyers and sellers place substantial reliance on them. Otherwise, formulas are normally
used to support values determined by other methods. Additionally, many rules of thumb are simplistic
formulae, which do not consider the operating overhead structure nor management effectiveness and
operating efficiency.
We were unable to locate any specific industry formula or rule of thumb that was relevant to Holdings’
business. Thus, we did not employ this method. Further, the application of any such formula would be
generally considered to yield a controlling interest value since only a shareholder/owner having control
could sell a company to realize the value calculated by this method. This method is also inappropriate
for valuing the equity of a company on a minority-interest basis since little or no empirical evidence
exists to convert the control value priced in the private market to a minority value.
Private Market Data Method
The private market data method follows the analytical process of determining the sales price as a ratio
to revenues, sales price as a ratio to earnings, and/or sales price as a ratio to book value of comparable
(privately-held) companies and applying these ratios to the revenues, earnings, and/or book value of the
subject company.
The principal sources of private company comparable sales information are computer databases that
report transactional data from sources believed to be reliable and that have direct knowledge of the
transactions. Below is a brief description of the databases we researched:
•

BizComps uses small business sales data for the last five years and includes over 2,500
business transactions. “Small business” is defined as less than $5 million in actual
company value; most of the included transactions involved less than $1 million in value.
Business brokers report the data. The database began in 1990, and the transactional
information is compiled by Asset Business Appraisal, San Diego, California.

•

MidMarket Comps includes over 1,400 business transactions involving companies with a
transaction price between $1 million and $100 million; more than 50% of the transactions
are under $10 million. Information is obtained from various sources but primarily from
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documents prepared by the companies themselves. The database began in 1996, and the
World M & A Network, Washington, D.C, compile the transactional information.
•

Pratt’s Stats is the official database of the International Business Brokers Association and
the current update includes almost 1,200 business transactions. Its data sources are the
International Business Brokers Association, members of the Institute of Certified Business
Counselors, the Professional Practice Valuation Study Group, and others. The database
began in September 1997, and Business Valuation Resources, Portland, Oregon, compile
the transactional information.

Based upon our search of the above databases we did not find any comparable transaction data that
could be applied to Holdings. Accordingly, we did not use this comparable sale methodology.
Public Company Data Method (Guideline Company Method)
The last factor of Revenue Ruling 59-60 requires an appraiser to consider: “The market price of stocks
of corporations engaged in the same or similar line of business having their stocks actively traded in a
free and open market.” The guideline company method attempts to determine the value of the subject
company by comparing it with comparable enterprises traded in active, public markets. This is
accomplished by applying comparative market-derived multiples of value, such as a price to earnings
ratio, price to revenue ratio, and price to book ratio, to the respective earnings, revenue, and book value
of the similar subject company.
Several criteria are considered in determining whether or not publicly traded companies are
comparable to the subject company for purposes of applying this methodology. Thus, comparable
companies are companies with:
•
•
•
•
•
•
•
•
•

Similar capital structure
Similar credit status
Similar depth of management
Similar personnel experience
Similar competitive environment
Similar maturity of the business
Similar product lines
Similar distribution channels
Similar product diversity

In recognition that few, if any, publicly-traded companies will ever be truly comparable to most
closely-held businesses, the term “guideline” companies has evolved for companies that are similar to
the subject company in a number of respects.
Valuation multiples derived from publicly traded companies can be important determinants of value
because they reflect the expectations of market participants. These multiples provide a reading of the
market’s psychology and its consensus as to the relative worth of a security. If guideline publiclytraded companies can be found, meaningful valuation multiples for a subject company can be
determined by comparing the firm with others in the same industry and, from its relative standing in the
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industry, inferring subject company market valuation ratios based on industry valuation ratios.
A major limitation in utilizing this methodology is the difficulty in finding true comparables. In
that regard, the applicability of market data of public companies or private transactions to privately
held companies is problematic since public companies tend to be:
•

Larger, usually significantly so, than companies that are private-held; of a size where
they participate in more than one industry (more diversified);

•

Either vertically or horizontally integrated;

•

Spread over a broader geographic area;

•

More fully developed with respect to management, financial stability, capitalization,
product development and strategic planning, and;

•

Capable of greater growth potential.

In his article “The Myth of Public Company Comparisons”, which was published in the June 1992
issue of Business Valuation Review, S. Chris Summers, AM, CPA, CFA posed the question to all
business appraisers, “Is there really such a thing as a comparable company?” Mr. Summers noted
the almost universal differences that exist between public and private companies and stated “…
these factors can be expected to disqualify the use of ‘comparables’ for all but a few very large
corporations.”
Mr. Summers also noted the lack of comparability even among public companies themselves. At
any particular time, a wide range of P/E ratios exists within various industry groupings of public
firms and “Attempts to calculate a hypothetical share value for one industry would generally
produce ludicrous results when compared to its actual price. And this for companies with virtually
no differences in security attributes (i.e. actively traded, widely held). How then can the
methodology be expected to accurately reflect the value of private shares?”
Before such meaningful valuation multiples can be inferred, an appraiser must first ask an initial
question: Does the subject company have the attributes necessary to make a comparison to public
companies relevant? Robert Slee, in his article “Is the Subject Company Similar?”, Valuation
Strategies, May/June 1998, analyzed this question in detail. The substance of his argument is that
guideline multiples can be applied to privately-held businesses only if the modern finance theory
commonly applied to the financing and valuation of public companies can be extended to closely-held
companies. He states:
Finance theory was clearly developed for a theoretical firm that:
•
•
•
•

Is a C corporation (not an S corporation, partnership, sole proprietorship, etc.)
Has value established by a market (i.e., is publicly owned).
Has access to public debt and equity markets.
Has owners with limited liabilities.
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Has owners who are well diversified.
Has professional management.
Has an infinite life.
Has highly liquid securities traded in “efficient markets”.
Has value maximization as the goal of all investment, financing, and dividend
decisions.

Thus, finance theory did not have the closely held business in mind, and the theoretical
valuation or other models must be applied to Holdings with caution.
Slee also counters that the ability to go public lessens the effect of public- and private-market
differences: “The bottom line is that if all a could-be-public company lacks from being public is the
actual underwriting event, there is at least a basis for comparison to its publicly traded counterparts.”
In addition to meeting minimum listing requirements then, Slee provides the following characteristics
that can be used to determine whether a closely-held company could go public within a reasonable time
period, thus at least indicating a foundation for comparison of the subject company with public
companies.
1. Does the subject have the look and feel of public companies in its market segment? Does it
have a story for use of the funds that would yield returns greater than expected in its market
segment?
2. Is there credentialed management depth? An active board of directors? Are both groups up
to facing the public scrutiny that the process entails?
3. Has strategic planning been developed to implement both short- and long-term goals?
4. Can all public reporting requirements, especially in the financial area, be met with
timeliness?
5. Does the subject company perform financially above the average in its market segment?
6. Can the stock be sold even if all of the above are present? ... Is the subject company in a
market segment that has historically been given access to public money?
The national stock exchanges have many listings of publicly-traded companies that, when examined
within the respective SIC code grouping, were not comparable to Holdings when the above-mentioned
relevant criteria, particularly revenue and asset size, were considered as well as the context of the
investment and interest involved. Further, since Holdings cannot answer all of the above questions in
the affirmative, there is no reason to believe that it could access the public markets. Extending Slee’s
argument then, we believe it is inappropriate to make public-market valuation multiple inferences.
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XII - VALUATION METHOD SELECTED
Determining the value of closely held securities presents a challenge because of the lack of a ready
market. Securities that have an active public market with actual market quotations are more easily
valued by reference to the marketplace for the particular security at a point in time. Contrary to this,
the value of closely held securities must be determined by a process of careful and impartial analysis.
The principles that have governed this valuation provide a basis for the determination of value where
an active market for a company’s securities is lacking. The valuation process attempts to analyze the
earning power of a company and the ability of the company to convert this earning power into value.
Also, the underlying asset value in the business must be considered. However, the value to a business
of its various assets is not the same as the value of its securities and may be only incidentally related.
Earning power is related to the rates of return expected in the financial markets for various types of
investment alternatives, with consideration given to past history, expected growth rates, and relative
risk.
It is important to note that in the valuation of a closely held business, no single method is an absolute.
To produce a sound conclusion, the professional valuator uses as many or as few of the different
methods that are appropriate under the given circumstances of the situation and for which the necessary
information is available.
Because valuation is not an exact science, it is expected that estimates of value determined by various
methods will not be in exact agreement but instead will differ from each other to a greater or lesser
extent. Fortunately, experience has shown that comprehensive and thorough analysis can generate
ranges of value, which are reasonable and relevant. Further the valuator uses “common sense,
informed judgment, and reasonableness” in determining the aggregate significance of the
methodologies considered. Until subjected to the ultimate test of the marketplace, however, no value
arrived at by a practitioner of business valuation can provide absolute assurance that the “hypothetical
willing buyer/willing seller” test of fair market value will be achieved.
Revenue Ruling 59-60, Section 3, Approach to Valuation, Paragraph 2 states:
... valuation of securities is, in essence, a prophecy as to the future and must be based on facts
available at the required date of the appraisal. As a generalization, the prices of stocks which
are traded in volume in a free and active market by informed persons best reflect the consensus
of the investing public as to what the future hold for the corporations and industries
represented. When a stock is closely held, is traded infrequently, or is traded in an erratic
market, some other measure of value must be used.
Section 4, Factors to Consider, also states:
... in the valuation of the stock of closely held corporations or the stock of corporations where
market quotations are either lacking or too scarce to be recognized, all available financial
data, as well as all relevant factors affecting the market value, should be considered.
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Method Selected
Our consideration of the relevant factors in the case at hand led us to conclude that the value of
Holdings, for the intended purpose of this report, is most appropriately determined primarily by the
income method and secondarily compared to the actual transactions that occurred with the very interest
in question in market approach. Our approach is consistent with Revenue Ruling 59-60, Section 5,
Weight to be Accorded Various Factors:
The valuation of closely held corporate stock entails the consideration of all relevant factors as
stated in section 4. Depending upon the circumstances in each case, certain factors may carry
more weight than others because of the nature of the company’s business. To illustrate:
(a) In general, the appraiser will accord primary consideration to earnings when
valuing stocks of companies which sell products or services to the public;
conversely, in the investment or holding type company, the appraiser may accord
the greatest weight to the assets underlying the security to be valued.
Our final reasoning can be summarized as follows:
1. Holdings is functioning as a management/investment company;
2. The interests subject to this valuation is not a direct interest in the underlying real property;
3. The property is the only asset that has the ability to generate any cash flows. These cash
flows will either be generated through the operation (rental) of the asset or liquidation of
the asset. It is these cash flows that will ultimately be the source of any return on
investment to an investor;
4. There were two transactions in close proximity prior to the valuation date of the very
interest to be valued in this case as well as two additional transaction 2-years after the
valuation date. Since these are transactions of the exact interest in question, they can
provide an indication of value or at a minimum a reasonableness check on the results of the
other methods. However, the connection to related parties could make them less reliable;
5. An asset-based methodology combined with the underlying market values of the assets held
takes into consideration the market’s perception of risk, income and appreciation. However,
the assets value does not provide a means to allocate the value to the TOYS Interest and the
SMI Interest;
6. The analysis of the cash flows allows us to bifurcate the cash flows between those
attributable to the TOYS period and those attributable to the Remainder period while
considering the impact of debt. This is the most likely means in which investors would
determine value because it would allow them to capture the potential cash flow amounts,
the timing of the cash flows and the uncertainty associated with them.
It should be emphasized, however, that, as is the case with publicly traded securities, when
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expectations for Holdings change over time, so will its value. Further, the value of a firm may
fluctuate over time even though its internal characteristics remain essentially unchanged since the
securities market places different significance on income and risk properties of companies as general
economic conditions vary.
Having now determined the value of the entity as a whole, then, an appropriate adjustment must be
applied to reflect the degree of control (or lack thereof) and liquidity in the interest to be valued subject
to this appraisal. These valuation adjustments are discussed in Section XIII.

Mel H. Abraham, CPA, CVA, ABV, ASA, CSP

80

RS Hawthorne Holdings, LLC.

Detailed Valuation Report

XIII - VALUATION ADJUSTMENTS ANALYSIS
Valuation Adjustments Overview
While control (or lack thereof) and marketability (ability to liquidate) are separate concepts, they are
closely related. However, valuation discounts and premiums have little meaning until the base to
which they are applied is clearly defined. A commonly accepted diagram indicating three different
levels of value and how to move between them is shown below.

Lack of Control Adjustment
The level of ownership at which corporate control is acquired varies among firms. Control of publiclytraded corporations with widely dispersed shareholders can often be achieved with as little as 15% to
40% ownership of the outstanding voting shares; a small, closely-held company will often require at
least a 51% ownership position in the outstanding shares in order to exercise control.
Revenue Ruling 59-60 lays the groundwork for control premium and minority interest discount issues when
valuing the equity securities of closely held companies in the following excerpt from Section 4.02(g):
… such stocks should be valued based upon a consideration of all the evidence affecting the fair market
value. The size of the block itself is a relevant factor to be considered. Although it is true that a
minority interest in an unlisted corporation’s stock is more difficult to sell than a similar block of
listed stock, it is equally true that control of a corporation, either actual or in affect, representing as it
does an added element of value, may justify a higher value for a specific block of stock [emphasis
added].

The case at hand is a 100.0% Successor Member Interest (on a controlling, non-marketable interest
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basis) of Holdings is being valued for which value is to be utilized in connection with various
charitable donation and income tax matters as well as tax litigation associated with it. The fair market
value standard of Revenue Ruling 59-60, 1959-1 C.B. 237 considers these parties to be hypothetical
persons, rather than specific individuals or entities, and the characteristics of these hypothetical persons
are not necessarily the same as the characteristics of the actual seller or the most likely buyer.
Therefore, an interest in an entity which is valued for Federal Income Tax purposes, is valued without
regard to the family or other relationship of donees to the other owners of the entity, as set forth by the
Internal Revenue Service in Revenue Ruling 93-12, 1993-1 C.B. 202.
The value of an interest in a closely held entity is seldom equal to the proportionate share of the
entity’s total value. Certainly, a minority interest in a company is worth less than a controlling
interest. However, in the case where the interest held does have the prerogatives of control of the
company, it’s operations, it’s management, it’s policies, it’s assets or the liquidation thereof may
not be subject to a minority interest adjustment. Prerogatives of control include the ability to:
•
•
•
•
•
•
•
•
•
•
•
•

Elect directors and appoint management;
Determine management compensation and perquisites;
Set policy and change the course of business;
Acquire or liquidate assets;
Select people with whom to do business and award contracts;
Make acquisitions of other companies;
Liquidate, dissolve, sell out, or recapitalize the company;
Sell or acquire treasury shares;
Register the company stock for public offering;
Declare and pay dividends;
Amend the articles of incorporation or bylaws;
Block any of the above actions.

A framework for qualitatively assessing conditions believed to lead to gradations in value impairment
has been provided by David Simpson in his article “Minority Interest and Marketability Discounts: A
Perspective, Part I”, Business Valuation Review, March 1991. The model below is presented as a way
to view various elements that affect control prerogatives.
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IF GREATER THAN A 50% EQUITY INTEREST 100% Ownership
Less than 100% Ownership:
Able to force liquidation, merger, or restructure
Unable to force liquidation, merger, or restructure
Able to control full board of directors
Unable to control full board of directors
Remaining ownership interest is fragmented
Remaining ownership interest is not fragmented
IF LESS THAN A 50% EQUITY INTEREST Able to force liquidation, merger, or restructure
Able to obtain seat on board
Remaining ownership interest is fragmented
Remaining ownership interest is not fragmented
Unable to obtain seat on board
Remaining ownership interest is fragmented
Remaining ownership interest is not fragmented
Unable to force liquidation, merger, or restructure
Able to obtain seat on board
Remaining ownership interest is fragmented
Remaining ownership interest is not fragmented
Unable to obtain seat on board
Remaining ownership interest is fragmented
Remaining ownership interest is not fragmented

Detailed Valuation Report

Enterprise Value
Δ
Subject Interest
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
∇
Most Impaired Value

In his article, Simpson states: “Each successive condition which limits the power of a shareholder
is reason to impose a successively larger discount on enterprise value in order to arrive at fair
market value.” The subject interest in question falls at “100% Ownership” in the scale.
Accordingly, we do not believe that an adjustment for lack of control is warranted in this case.
Lack of Marketability Adjustment
The fact that there is not a readily accessible market for closely held stock substantially increases the
risks of ownership due to an inability to achieve liquidity within a short period of time. An adjustment
for lack of marketability, then, acts as a means of equalizing a minority interest in a closely-held stock
with a minority interest in a publicly-traded stock, which can be sold easily without a material
concession in price merely because of the necessity of sale. This principal was explained in Central
Trust Co. v. United States, 305 F. 2d 292 (Ct. Cl., 1962), 62-2 U.S.T.C. 12, 092 by the Court of
Claims: “It seems clear ... that an unlisted closely-held stock of a corporation in which trading is
infrequent and which therefore lacks marketability, is less attractive than a similar stock which is listed
on an exchange and has ready access to the investing public.”
Marketability as defined by the Encyclopedia of Banking and Finance is the relative ease and
promptness with which a security or commodity may be sold when desired, at a representative
current price, without material concession in price merely because of the necessity of sale.
Marketability indicates the existence of current buying interest as well as selling interest and is
usually indicated by the volume of current transactions and the spread between the bid and asked
price for a security--the closer the spread, the closer are the buying and selling interests to
agreement on price resulting in actual transitions. To look at it from the standpoint of a dealer
maintaining the market, the closer the bid to current transactions and the smaller the markup as to
asking prices, the larger the volume will be. By contrast, inactive securities that are rarely trade or
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for which buyers have to be located for sales negotiated are characterized by large spreads between
the bid and asked prices. With respect to the investment characteristics of assets, the terms
marketability and liquidity are sometimes used interchangeably.
Accordingly, the Encyclopedia of Banking and Finance defines liquidity, as the amount of time
required “converting an asset into cash or paying a liability”. For noncurrent assets, liquidity
generally refers to marketability. In economics, liquidity is the desire to hold assets in the form of
cash. Common elements often included in the concept of liquidity include marketability,
realizability, reversibility (as to the difference between buying and selling prices), divisibility of the
asset, predictability or capital certainty, and plasticity (ease of maneuvering into and out of various
yields after the asset has been acquired). Firms and individuals often prefer to hold money for the
sake of holding money. Liquidity may be desired for the following reasons: (1) the transactions
motive, (2) the precautionary motive, and (3) the speculative motive. Money is desired to carry out
future monetary transactions, to save for a rainy day, or to take advantage of movements in the price
level. These definitions are consistent with those utilized in the context of business valuations.
There have been a variety of stock studies performed in an effort to quantify the necessary
adjustments for marketability factors. These studies involved, analyzing the value of restricted
stock issues in the public market versus their freely traded issues as well as the value of these stocks
once the restrictions terminated.
Revenue Ruling 59-60 lays the groundwork for the discount for lack of marketability in the
following excerpt from Section 2.03:
Closely held corporations are those corporations the shares of which are owned by a relatively limited
number of stockholders. Often the entire stock issue is held by one family. The result of this situation is
that little, if any, trading in the shares takes place. There is, therefore, no established market for the
stock and such sales as occur at irregular time intervals seldom reflect all of the elements of a
representative transaction as defined by the term “fair market value” [emphasis added].

In its truest sense, a discount for lack of marketability is a means of equalizing a minority interest in a
closely-held stock with a minority interest in a publicly-traded stock, which can be sold easily without
a material concession in price merely because of the necessity of sale.
Similar to the minority interest analysis above, a framework for qualitatively assessing conditions
believed to lead to gradations in value impairment was provided by David Simpson in his article
“Minority Interest and Marketability Discounts: A Perspective, Part II”, Business Valuation Review,
March 1991. Although the interest in question is a 100.0% interest in this case, it is also a SMI such
that the entitlements to control do not gain force until the expiration of the TOYS period. As such, we
are going examine the various elements of marketability and liquidity here for our case. The following
model is presented as a way to view various elements that affect marketability.
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IF SECURITIES ARE PUBLICLY HELD Able to sell without restriction:
Registered:
Active market
Thin market
Unregistered:
Active market
Thin market
Restricted stock assured of an eventual market:
Registered:
Active market
Thin market
Unregistered:
Active market
Thin market
IF SECURITIES ARE CLOSELY HELD No restrictions on sale:
Evidence of a market:
Meaningful history of dividends
No history of dividends
No evidence of a market:
Meaningful history of dividends
No history of dividends
Restrictions on sale:
Evidence of a market:
Meaningful history of dividends
No history of dividends
No evidence of a market:
Meaningful history of dividends
No history of dividends

Maximum Liquidity
Δ
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
Subject Interest

∇

Most Impaired Value

Accordingly, we believe that the interest subject to this valuation would be classified at a level of
“Restrictions on sale: No evidence of a market with no history of dividends” on the above scale.
The following is an extended list of general factors identified in empirical studies implicit in the above
model and which affect marketability. An analysis of these factors in light of the subject interest being
valued can provide some indication as to the degree of marketability, or lack thereof.
1.
2.
3.
4.
5.
6.

Put rights.
Dividend history.
Potential buyers.
Size of minority block.
Prospect of public offering or sale of company.
Restrictive agreements.

Put rights. A put right can guarantee a market under certain conditions and is the most powerful
factor that could reduce or eliminate a discount for lack of marketability. Put rights are most
commonly found in stock owned by ESOPs.
There are no put rights associated with the subject interest.
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Dividend history. If there is no history of dividend payments, a shareholder is dependent entirely
upon the ability to sell the stock in the future to realize any investment return. This is a factor that
would serve to increase the discount for lack of marketability.
There has been no consistent history of dividend/distributions and all cash flows are currently
going directly to the payment of debt service.
Potential buyers. The existence of a reasonable number of potential buyers or even one potential
strong buyer may indicate evidence of a market that could lessen the discount for lack of
marketability.
There is no evidence of an ongoing or liquid market for the subject interest and there have
been no unrelated party offers to purchase any interest in close proximity to the valuation
date.
Size of minority block. Larger blocks may tend to have larger discounts for lack of marketability
than smaller blocks since there may be fewer potential buyers for a large block and/or because
larger blocks require more funds to finance their purchase than smaller blocks.
The size of the interest is large making it more desirable however the rights associated with
the interest are subject to the TOYS Interest and do not vest until the expiration of the TOYS
Interest in 2020. This can make the interest less desirable because of an investor does not have
unfettered access to the value and there are risks associated with realizing the value including
foreclosure should there be a default.
Prospect of public offering or outright sale. A company committed to remaining private has no
prospect of a public offering; a company that will remain in the hands of a control owner will also
lessen the likelihood that a market will be created for a minority interest shareholder. These factors
would increase a discount for lack of marketability.
Given the ongoing intent of the parties to keep the underlying investments in the respective
ownership structure, there is little prospect of Holdings going public.
Restrictive agreements. Provisions that limit the ability/right of a shareholder to transfer stock
restrict the universe of potential buyers, thus increasing the appropriate discount for lack of
marketability. Such agreements are common provisions in shareholders’ agreements of small,
closely held companies.
The subject interest is affected by certain agreements as discussed n the Background Section
of this report mainly the Gift Agreement requiring a minimum holding period of two years
with a corresponding sell requirement after the expiration of this period. As such this will
impact the interest value and allow the respective investor to anticipate a liquidation after the
hold period expires. The restrictive nature of the agreement will considered in connection
with the application of an adjustment based on marketability of the interest.
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Restricted Stock Studies: Restricted stock studies have offered valuable information giving credence
to the existence of a lack of marketability discount for minority interests in stocks that are not traded on
the open market. SEC Rule 144 of the Securities Act of 1933 defines restricted stocks of publicly
traded companies as “securities acquired directly or indirectly from the issuer thereof, or from an
affiliate of such issuer, in a transaction or chain of transactions not involving any public offering.”
Rule 144 was designed to prohibit the creation of public markets in securities when adequate
information was not available to the general investing public.
Essentially then, restricted stocks are similar to “freely traded” stocks except that for a certain period of
time, they are restricted from trading on the open market. The restrictions are typically attributable to
one of the following:
1. Contractual agreements between the company and the restricted stockholder;
2. Company imposed “blackout” periods; or
3. Restrictions imposed by the SEC.
The provisions of contractual restrictions and blackout periods can apply to the registered and
unregistered shares of a publicly traded company and can vary significantly on a case-by-case basis.
Restrictions imposed by the SEC are defined by specific rules and are applicable to the unregistered
shares of a publicly traded company.
One method of disposing of a block of restricted stock would be in a private placement. When
restricted stock is purchased from an issuer in a private placement, the stock is generally subject to an
initial holding period. During the time that all of the restricted stock studies were conducted, this
holding period was two years. After the two-year holding period expires, the purchaser is able to
“dribble out” the stock, and after three years, is permitted to sell the entire block free of restrictions if
the purchaser is not an affiliate of the issuer. Thus, it is important to note that a publicly traded
company’s restricted stock is identical in every respect to its publicly traded shares except for the
applicable restrictions.
Because private placement transactions are reported to the SEC, the private placement price can be
compared to the exchange-traded price of the same but unrestricted stock on the same day. This
ability to compare such paired transactions forms the basis of the restricted stock studies and their
collective premise: Since the restricted stock participates in dividends, voting, and other rights
enjoyed by the holders of the unrestricted shares, the price discounts on restricted stock are due
solely to their impaired marketability.
SEC Accounting Release No. 113 acknowledges that restricted stocks lack marketability and,
therefore, provides insight that relates to the restricted stock studies being presented:
Restricted stocks are often purchased at a discount, frequently substantial, from the market
price of outstanding unrestricted securities of the same class. This reflects the fact that
securities which cannot be readily sold in the public market place are less valuable than
securities which can be sold, and also the fact that by the direct sale of restricted securities,
sellers avoid the expense, time and public disclosure which registration entails.
A capsule summary of the published studies follows below.
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SEC Institutional Investor Study
This study covers 398 transactions (with complete data for 278) involving the issuance of restricted
stock from January 1, 1966 through June 30, 1969. It was performed by the SEC, published in 1971,
and is still today considered to be the most comprehensive restricted stock study. The SEC broke
down the transactions by four criteria
1.
2.
3.
4.

Trading market
Type of institutional purchaser
Sales of issuer
Earnings of issuer

With respect to trading market, the study divided purchases into four categories based upon where the
unrestricted stock traded: (i) NYSE; (ii) ASE; (iii) OTC reporting companies; and (iv) OTC
nonreporting companies. A reporting company is a publicly traded company that must file Forms 10K, 10-Q, and other information with the SEC. A nonreporting company is a publicly traded company
that is not required to file with the SEC because its total assets are less than $1 million and/or the
number of stockholders is fewer than 500. An OTC nonreporting company would be considered
representative of a closely-held company with its lack of public information and smaller size.
Study results indicated that:
•

•
•

•

•
•

There was a wide range of transaction discounts. For example, 26 transactions (7% of the
sample) occurred at no discount or at a premium of up to 15% and 48 transactions (12% of
the sample) had discounts ranging from 50% to 80%.
The overall mean discount was 25.8%, which also closely approximated the median. The
mean discount of the OTC nonreporting companies was 32.6%.
There is an “exchange effect” in the results. Discounts were highest for OTC nonreporting
companies, followed by OTC reporting companies, then ASE listed stocks, and lastly,
NYSE listed stocks. For example, 56% of the OTC-nonreporting transactions had
discounts greater than 30%, but only 16% of the NYSE transactions were over 30%.
The average transaction size for a restricted stock purchase was small, about $1.2 million
per transaction. Higher discounts appear to be associated with smaller transactions, which
are concentrated in the OTC market.
The companies with the lowest dollar sales accounted for most of the transactions having
the highest discounts.
Earnings patterns influenced the risk of an investment, and marketability discounts tended
to decrease as earnings increased.

The Internal Revenue Service issued Revenue Ruling 77-287, “Valuation of Securities Restricted from
Immediate Resale”, in 1977 to establish guidelines for the valuation of restricted securities that are
restricted from immediate resale under applicable federal securities laws which incorporated the
general findings of this study and concluded:
Whether the shares are privately held or publicly traded affects the worth of the shares to the
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holder. Securities traded on a public market generally are worth more to investors than those
that are not traded on a public market.
Gelman Study
Milton Gelman published a study in 1972 detailing his analysis of prices paid for restricted securities
by four closed-end investment companies that were established specifically for the purpose of investing
in restricted securities. The study was based on 89 transactions occurring between 1968 and 1970,
yielding the following results:
Size of Discount
Less than 20.0%
20.0% to 29.9%
30.0% to 39.9%
40.0% and over
Mean
Median

No. of Transactions
14
22
21
32

% of Total
16%
25%
23%
36%
33%
33%

Trout Study
Robert Trout studied purchases of restricted shares by six mutual funds from 1968 to 1972; he used
three of the same funds studied by Gelman and three others. His multiple regression model included
60 transactions and found an average discount of 33.45% with a standard deviation of 11.7%, meaning
about two-thirds of the observed discounts were within a range of about 22% to 45%. Controlling for
other variables, discounts averaged:
•
•
•
•

8.39% less for listed stocks than for unlisted stocks.
4.08% less for each million shares outstanding over the study’s average of 1.51. million
shares outstanding.
0.87% less for each percentage point of outstanding shares above the study’s average of
7.41%.
4.75% more for every million dollars above the study’s average of $1.08 million.

The Trout study reflects the most rigorous statistical analysis of restricted stock transactions found in
the early studies. Unfortunately, the explanatory power of the model is not high with a coefficient of
determination (R2) of only 24%, meaning 76% of the observed variation is left unexplained. Trout
elaborated on this result as follows:
Most purchases of restricted stock are negotiated between buyer and seller and these
agreements have specified characteristics that are not constant among all transactions. These
characteristics, such as the exact agreement on registration responsibility, may differ widely
among these transactions, and this fact would lead one not to expect any model to be extremely
accurate in predicting discounts.
That being said, Trout concluded his article with the following observation:
The models are useful in predicting the discount which should be accorded a transfer of
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restricted shares given information about the variables included in the models. Other relevant
information, if any, should be used to adjust this predicted discount accordingly before it is
applied to any transfer in a valuation case.
Moroney Study
Robert Moroney researched the prices paid for restricted securities by 10 mutual funds on 146
purchases from 1968 through 1972 (the likely years covered by the study, although no specific years
were given in the published account). The results are summarized below:
Size of Discount
Less than 20.0%
20.0% to 39.9%
40.0% to 59.9%
60.0% and over

No. of Transactions
29
72
35
10

Mean
Median

% of Total
20%
49%
24%
7%
35.6%
33.0%

Moroney also attempted to show the discrepancy between sales of restricted stock of publicly traded
companies with the results of U.S. Tax Court decisions related to discounts for lack of marketability for
minority, non-marketable interests of closely-held companies and suggested that higher discount rates
for lack of marketability be allowed:
Some appraisers have for years had a strong gut feeling that they should use far greater
discounts for nonmarketability than the courts had allowed. From now on those appraisers
need not stop at 35% merely because it's perhaps the largest discount clearly approved in a
court decision. Appraisers can now cite a number of known arm's length transactions in which
the discount ranged up to 90%.
Moroney also stressed that dividends were an important value driver in determining the value of
minority interests.
Maher Study
In a study similar to Moroney's, J. Michael Maher analyzed 34 restricted stock purchases (30 of which
were less than $2 million) of four mutual funds during the 1969-1973 period. The study found that the
mean discount was 35.4%. When the top and bottom ten percent of purchases were eliminated in order
to eliminate outliers, the mean discount moved slightly lower to 34.7%.
Size of Discount
Less than 20.0%
20.0% to 39.9%
40.0% to 59.9%
60.0% and over
Mean
Median
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8
16
4
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% of Total
24%
47%
11%
18%
35.4%
33.3%
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Maher, a former estate and gift tax agent with the Internal Revenue Service, concluded:
The result I have reached is that most appraisers underestimate the proper discount for lack of
marketability. The results seem to indicate that this discount should be about 35%. Perhaps
this makes sense because by committing funds to restricted common stock, the willing buyer
(a) would be denied the opportunity to take advantage of other investments, and (b) would
continue to have his investment at the risk of the business until the shares could be offered to
the public or another buyer is found.
Standard Research Consultants Study
In 1983, William Pittock and Charles Stryker of Standard Research Consultants analyzed private
placement transactions to verify the continued validity of the SEC Institutional Investors study. A total
of 28 private placements of restricted common stock were selected from October 1978 through
June 1982; the discounts ranged from 7% to 91% with a median of 45%. Individual discounts were not
provided in the analysis, but the results appear to confirm that:
1. Consistently profitable companies tend to have lower discounts than inconsistently
profitable firms.
2. Larger companies, as measured by revenues, tend to have smaller discounts than smaller
firms.
Hertzel and Smith Study
Michael Hertzel and Richard Smith sampled of 106 private placement transactions from January 1,
1980 through May 31, 1987, of which 88 were for registered shares and 18 were for unregistered
shares. The mean and median discounts for all 106 transactions, calculated using stock prices ten
trading days after the announcement date, were 20.14% and 13.25%, respectively. They also found
an additional discount of 13.5% for the 18 placements of restricted shares, which they conclude may
compensate an investor for the resale restrictions on the unregistered shares.
FMV Opinions, Inc. Study
FMV Opinions, Inc. followed up on the SEC Institutional Investor Study by examining over 100
restricted stock transactions from 1979 through April 1992. The average discount indicated by the 13
years in the study was 23%. The study affirmed the SEC Institutional Investor Study in that the size of
the discount often correlated with the amount of earnings, sales, and trading (exchange) market. For
example, discounts were lower for companies:
1. With higher revenues and ones with higher earnings.
2. Whose unrestricted stock traded on larger exchanges.
The study added three other factors that affected the size of the marketability discount:
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3. Blocks of stock valued at less than $10 million had the highest marketability discount at
20% to 30%. As the size of the block increased past $10 million, the discount for
marketability decreased to 10% to 20%.
4. For blocks of stock representing in excess of 10% ownership, discounts were higher (20%
to 30%) than for blocks with less than 10% ownership.
5. Corporations with market capitalizations in excess of $100 million showed discounts of
10% to 20% as compared to corporations with capitalizations below $50 million having
discounts of 30% to 40%.
FMV Opinions, Inc. also noted that 17 transactions in its study occurred after Rule 144A (was adopted
(discussed below) and that those discounts were smaller than the discounts for those transactions in the
years preceding Rule 144A.
Management Planning, Inc. Study
Management Planning, Inc. (MPI) studied private placements for the 17-year period between 1980 and
1996. They started with 231 transactions that were published in Investment Dealers Digest, Private
Placement Letter, and Private Equity Week. Screening down to 49 restricted stock transactions, MPI
observed that 48 transactions occurred at discounts ranging from a low of 3% to a high of 58% and one
transaction took place at a price equal to the market price of the unrestricted stock. The mean and
median discounts were 27.7% and 28.8%, respectively. Among the criteria considered for inclusion in
the MPI sample was the exclusion of private placements that had registration rights because they are
more marketable than those without registration rights. The following table provides summary
statistics of the sample.

Statistic
Mean
Median

Restricted
Stock
Discount
27.7%
28.1%

Revenues
(mils)
$ 47.5
$ 29.8

Recent
Earnings
(mils)
$ 2.1
$ 0.7

Market
Capitalization
(mils)
$ 80.4
$ 43.5

Value of
Shares Sold
(mils)
$ 9.5
$ 4.9

Portion of
Company
Sold
19.2%
15.1%

0.0%
57.6%

$ 3.2
$293.0

$ 0.1
$24.0

$ 3.4
$686.5

$ 0.4
$100.0

2.5%
124.8%

Minimum
Maximum

In delving further into its study, MPI analyzed a total of 21 variables suggested by either the SEC
Institutional Investor Study or by Revenue Ruling 77-287 as possibly having some bearing on the level
of restricted stock discounts. MPI found five variables that had a clear tendency to confirm
expectations regarding such discounts and which seemed to be the most predictive of their magnitude:
1.
2.
3.
4.
5.

Revenues - higher revenues, lower discounts.
Recent earnings - higher earnings, lower discounts.
Market price/share - higher prices, lower discounts.
Price stability - higher stability, lower discounts.
Earnings stability - higher stability, lower discounts.

MPI broke down the observed discount for each of these five factors as follows:
Variable/Ranking

Statistic
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Revenues
(Highest to lowest)

Median
Mean

1st Quartile
18.7%
21.8%

2nd Quartile
22.2%
23.9%

3rd Quartile
31.5%
31.9%

4th Quartile
36.6%
34.7%

Earnings
(Highest to lowest)

Median
Mean

16.1%
18.0%

30.5%
30.0%

32.7%
30.1%

39.4%
34.1%

Market Price/Share
(Highest to lowest)

Median
Mean

23.3%
23.3%

22.2%
24.5%

29.5%
27.3%

41.0%
37.3%

Price Stability
(Lowest to highest)

Median
Mean

34.6%
34.8%

31.6%
33.3%

19.2%
21.0%

19.4%
22.0%

Earnings Stability
(Highest to lowest)

Median
Mean

14.1%
16.4%

26.2%
28.8%

30.8%
27.8%

44.8%
39.7%

Willamette Management Associates Study
From the period of January 1, 1981 through May 31, 1984, 33 purchases of private placement
restricted stocks were studied. Willamette found that median of the restricted share prices were 31.2%
below the unrestricted share prices. The details of the individual transactions are not in the public
domain as Willamette considers their data proprietary.
Silber Study
William Silber examined 310 restricted stock transactions between 1981 and 1988. He selected 69
private placements of common stock of publicly-traded companies without warrants and other special
provisions, as reported by Securities Data Corporation. He hypothesized that the discount for lack of
marketability was a function of multiple causal factors, including firm size (revenues), size of share
block being placed, and net income. The results ranged from a premium of 12.7% to a discount of
84%, with an average of 33.8%. In order of importance, the size of the block was the most influential
factor, followed by net income, and then firm size.
Because of the wide variability of the results, Silber divided the transactions into two groups: those
with discounts greater than 35% (35 observations) and those with discounts less than 35% (34
observations). This analysis yielded the following results:
Grouping /
Statistic
Over 35%
Mean
Under 35%
Mean

Observed
Discount

Revenues
(mils)

Prior Year
Earnings
(mils)

Market
Capitalization
(mils)

Dollar Size
of Issue
(mils)

Restricted/
Total
Shares

54%

$13.9

($1.4)

$33.8

$2.7

16.3%

14%

$65.4

$3.2

$74.6

$5.8

10.9%

Bajaj Study
Bajaj’s restricted stock study includes a sample of 88 private placement transactions completed
between January 1, 1990 and December 31, 1995. The transactions had the following attributes, and
Bajaj believes the latter two imply high “informational asymmetries” about the companies that would
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increase discounts for lack of marketability.
1. 46 of the placements (52%) occurred in two years, 1992 and 1993.
2. 49 of the placements (56%) are in five industry groups that tend to be technology-driven.
3. 72 of the placements (82%) were made by firms traded in the OTC market.
A summary of Bajaj’s observed discounts are presented below. Discounts were computed
using the stock price ten days after the private placement announcement date.

All issues
Unregistered issues
Registered issues

Sample
Size
88
51
37

Discount
Mean
22.21%
28.13%
14.04%

Median
20.67%
26.47%
9.85%

Discount Range
Low
High
-14.28%
68.00%
-7.14%
68.00%
-14.28%
62.13%

Johnson Study
Using data reported by Securities Data Corporation, Bruce Johnson examined approximately 200
restricted stock transactions between 1991 and 1995. Any transactions involving stock options and
warrants and/or transactions for which financial information about the company was not readily
available were excluded, leaving 72 private placements of common stock of publicly-traded
companies. The observed discount ranged from a premium of 10% to a discount of 60%, with an
average discount of 20.2%.
Johnson examined three factors that impacted the magnitude of the discount: sales (higher sales, lower
discounts); net income (higher earnings, lower discounts); and transaction size (larger transactions,
lower discounts). His findings are shown below:
Sales (mils)
$0 to $10
$10 to $50
$50 to $200
Over $200

Average Discount
23.5%
19.4%
17.7%
13.0%

Transaction Size (mils)
$0 to $5
$5 to $10
$10 to $25
Over $25

Average Discount
26.7%
20.9%
17.0%
10.8%

Net Income (mils)
Negative
$0 to $1
$1 to $10
Over $10

Average Discount
22.5%
26.0%
18.1%
6.3%

Net Income Margin
Negative
0% to 5%
5% to 10%
Over 10%

Average Discount
22.5%
23.7%
15.2%
11.6%

Columbia Financial Advisors, Inc. Studies
1996 - 1997 Study. Securities Data Company’s U.S. New Issues reported 123 private placements of
common stock in the U.S. between January 1, 1996 through April 30, 1997. The number of
transactions was screened down to 23 by excluding any transactions with no offer price or public
market price, those with non-U.S. issuers and/or securities that were not traded in the U.S., and those
not involving restricted stock. Observed discounts ranged from 0.8% to 67.5%, with a mean and
median discount of 21% and 14%, respectively. CFAI also noted that higher discounts were seen for
those issuing companies whose stock was traded on the OTC and Small Capitalization Markets.
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1997 - 1998 Study. CFAI conducted a second study to identify the impact for the increased liquidity
of restricted securities as a result of the reduction in holding period requirements that became effective
April 29, 1997. Using the same screening methodology noted above, CFAI started with 270 private
placements of common stock from May 1, 1997 through December 31, 1998 and ended up with 15
transactions. Observed discounts ranged from 0% to 30%, with a mean and median discount of 13%
and 9%, respectively.
Summary of Restricted Stock Studies
The table below summarizes the restricted stock studies and selected statistics.
Name of Study

Years Covered

# Obs.

Mean

Median

Low

High

24%
33%
na
34%
33%
45%
27%
na
29%
31%
na

(15%)
<15%
na
(30%)
3%
7%
na
na
0%
na
(13%)

80%
>40%
na
90%
76%
91%
na
na
58%
na
84%

Pre-1990 Studies – holding period: two years, non-cumulative, i.e., no “tacking” allowed
SEC Institutional Investor (a)
Gelman (b)
Trout (c)
Moroney (d)
Maher (e)
Standard Research Consultants (f)
Hertzel and Smith (g)
FMV Opinions, Inc. (h)
Management Planning, Inc. (i)
Willamette Management Assoc.(j)
Silber (k)

1966 – 6/69
1968 – 1970
1968 – 1972
1968 – 1972
1969 – 1973
10/78 – 6/82
1980 – 5/87
1980 – 1989
1980 – 1989
1981 – 5/84
1981 – 1988

398
89
60
146
34
28
18
na
49
33
69

26%
33%
34%
36%
35%
na
34%
21%
28%
na
34%

1990 to 1997 Studies – holding period: two years, cumulative, i.e., “tacking” allowed
FMV Opinions, Inc. (h)
Management Planning, Inc. (i)
Bajaj (l)
Johnson (m)
Columbia Financial Advisors, Inc. (n)

1990 – 4/97
1991 – 1996
1990 – 1995
1991 – 1995
1996 – 4/97

na
20
51
72
23

21%
27%
28%
20%
21%

na
29%
26%
na
14%

na
3%
( 7%)
(10%)
1%

na
50%
68%
60%
68%

15

13%

9%

0%

30%

Post-1997 Studies – holding period: one year
Columbia Financial Advisors, Inc. (n)

5/97 – 1998

(a) Discounts Involved in Purchases of Common Stock [1966-1969], Institutional Investor Study Report of the Securities and
Exchange Commission, H.R. Doc. No. 64, Part 5, 92d Cong., 1st Session 1971 pp. 2444-2456.
(b) Milton Gelman, An Economist-Financial Analyst’s Approach to Valuing Stock of a Closely-Held Company, Journal of
Taxation, June 1972, pp. 353-354.
(c) Robert R. Trout, Estimation of the Discount Associated with the Transfer of Restricted Securities, Taxes, June 1977, pp. 381385.
(d) Robert E. Moroney, Most Courts Overvalue Closely-Held Stocks, Taxes, March 1973, pp. 144-154.
(e) J. Michael Maher, Discounts for Lack of Marketability for Closely-Held Business Interests, Taxes, September 1976, pp. 562571.
(f) Revenue Ruling 77-287 Revisited, SRC Quarterly Reports, Spring 1983, pp. 1-3.
(g) Hertzel, Michael and Smith, Richard L., Market Discounts and Shareholder Gains for Placing Private Equity, The Journal
of Finance, June 1993, pp. 459-485.
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(h) FMV Opinions, Inc., The Fair Market Value Restricted Stock Study™, 2001.
(i) Management Planning, Inc., Analysis of Restricted Stock of Public Companies: 1980-1995, published in Quantifying
Marketability Discounts-Developing and Supporting Marketability Discounts in the Appraisal of Closely Held Business Interests
by Z. Christopher Mercer, 1997, pp. 345-370.
(j) Willamette Management Associates study (unpublished).
(k) William L. Silber, Discounts on Restricted Stock: The Impact of Illiquidity on Stock Prices, Financial Analysts Journal,
July-August 1991, pp. 60-64.
(l) Bajaj, Mukesh, David J. Denis, Stephen P. Ferris, and Atulya Sarin, Firm Value and Marketability Discounts, The Journal of
Corporation Law, Fall 2001, pp. 89-115.
(m) Bruce A Johnson, Restricted Stock Discounts, 1991-1995, Shannon Pratt’s Business Valuation Update, March 1999, pp. 1-3
and Quantitative Support for Discounts for Lack of Marketability, Business Valuation Review, December 2199, pp. 152-155.
(n) Aschwald, Kathryn R., Restricted Stock Discounts Decline As Result of 1-Year Holding Period, Shannon Pratt’s Business
Valuation Update, May 2000, pp. 1-5.

As one can see from the above table, the studies show a downward trend in discounts over time. The
level of discounts reported by the pre-1990 studies was fairly consistent: while the reported average or
median discount ranged from 21% to 45%, the average or median discount fell between 31% and 36%
in seven of the eleven studies. The five 1990-1997 studies show an average discount of 23%, and the
one post-1997 study reflected an average discount of only 13%. This downward trend makes sense as
the market for (and liquidity of) restricted stocks have improved over time due to several factors that
reduced their effective holding period:
1. Before 1990, an institutional buyer could not buy restricted stock with the intent to resell.
Buyers had to rely on the private placement exemption that existed. In 1990, a Rule 144
amendment allowed qualified institutional investors to trade unregistered securities among
themselves without filing registration statements.
2. Prior to 1990, the SEC-mandated holding period for restricted stock under Rule 144 was two
years before “dribble out” sales could begin. The holding period was shortened to one year
effective April 29, 1997.
3. After 1990, if an institution has satisfied its holding period, it has the option to sell its quarterly
allotment or sell its entire block privately to another buyer. This buyer is able to assume, or
“tack”, the seller’s holding period and begin selling shares under the volume limitations.
Before 1990, the “tacking” of holding periods was not allowed. If an investor sold his stock,
the buyer’s holding period started again, requiring another two-year holding period before
“dribble out” sales could begin.
4. Before 1990, the volume limitation governing the sale of restricted stock was the lesser of 1%
of the company’s shares outstanding or the average of the weekly trading volume of the four
weeks preceding the sale date. In the post-1990 studies, the volume limitation was the greater
of these two factors.
Work by William Frazier (see “Quantitative Analysis of the Fair Market Value of an Interest in a
Family Limited Partnership”, Valuation Strategies, January/April 2305, pp. 4-17 and 45-56) showed
that buyers of restricted stock are sophisticated investors that have a total-rate-of-return goal in mind.
This goal is based on dividends and hoped-for appreciation in the restricted stock during the holding
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period relative to the price paid for the restricted stock. In order to reach the rate-of-return goal,
investors react to changes in the effective holding period the only way they can – by changing the price
they are willing to pay for the restricted stock. This change in price causes a change in the observed
discounts. Stated another way, if the effective holding period of restricted stocks in the post-1990
studies was the same as in the pre-1990 studies, we would expect that the level of the pre-1990
discounts would not change in the post-1990 studies.
Clearly, none of the above-listed factors have provided any additional liquidity to investors in private
companies. Thus, we consider the restricted stock studies conducted under the “longer” effective
holding periods, i.e., the pre-1990 studies, to be more applicable to valuations of closely-held stock
and partnership interests.
IPO Studies. The focus of lack of marketability studies before the 1980s was the comparison of
restricted stock prices to unrestricted stock prices. Analysts and researchers acknowledged that a
difference still remained in the discount between a purchase of restricted stock that would eventually
sell on the open market and the discount for a closely-held stock that may never be publicly traded. To
identify this discount, prices of private transactions were compared to the prices after the initial public
offering by using data in the registration statements when the companies filed with the SEC to sell to
the public. Two firms have performed this type of study: Robert W. Baird & Company and
Willamette Management Associates.
Emory Studies
John D. Emory, First Vice President in Appraisal Services at Robert W. Baird & Company, has
performed a series of studies on IPOs to determine marketability discount rates. Baird is a large,
regional investment banking firm based in Milwaukee, Wisconsin. Emory has performed a total of
eight studies on public offerings in eighteen-month segments encompassing 12 years. The time
periods are as follows: 1980-1981, 1985-1986, 1987-1989, 1989-1990, 1990-1992, 1992-1993, 19941995, and 1995-1997.
The source documents for the studies were the IPO prospectuses which required disclosure of security
transactions between principals and insiders that took place since the beginning of the registrant’s last
fiscal year prior to the offering. The prospectuses were analyzed to determine the relationship between
the price at the time of the offering versus the price of the latest private transaction within five months
prior to the offering. Emory limited the prospectuses analyzed to companies that were financially
sound, so any company with a history of operating losses was eliminated, and to companies that had
offerings either by granting options to purchase common stock or through the direct sale of stock.
Eliminated from selection were development stage companies and companies whose IPO price was
less than $5.00.
After the criteria were applied, a total of 310 transactions out of the 2,241 prospectuses analyzed were
left for analysis in the eight studies. Taking into account the ensuing public offering and the need to
withstand SEC, IRS, or judicial review gave more assurance that the pre-IPO private transaction
occurred at fair market value. Emory noted that the eight studies were performed in a myriad of
economic conditions, but the results did not change significantly. The following table summarizes
Emory’s eight studies:
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1995 - 1997
1994 - 1995
1992 - 1993
1990 - 1992
1989 - 1990
1987 - 1989
1985 - 1986
1980 - 1981
All 8 studies
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# of IPO
Prospectuses
Reviewed
732
318
443
266
157
98
130
97
2,241 (Total)

# of
Qualifying *
Transactions
91
46
54
35
23
27
21
13
310 (Total)

-------- Discount --------Mean
Median
43%
42%
45%
45%
45%
44%
42%
40%
45%
40%
45%
45%
43%
43%
60%
66%
44%
43%

Most of the qualifying transactions reflected options granted at fair market value while other
transactions were actual stock sales. Emory found that, on average, sale transactions have higher
discounts than option transactions. The mean discount for the 67 sales transactions in the eight studies
was 50% percent, and the median was 51%. Emory also concluded that the size of the transaction did
not seem to be much of an influence on the size of the discount.
Willamette Management Associates Study
Willamette conducted twelve studies that concentrated on SEC registration statements, primarily
Forms S-1 and S-18. These two forms require disclosure of all private transactions of a company’s
stock within three years before its public offering. Willamette selected all firms that had successful
IPOs and sought to include only arm’s length transactions in the study. Private placements and
repurchases of treasury stock were included; however, any stock option transactions or insider sales
were eliminated from the study unless there was reason to believe it occurred at full value. Also,
eliminated were any financial institutions, natural resource companies, offerings priced at or below
$1.00 per share, and any offerings that included units or warrants. These offerings were deemed to
have special or distinguishing characteristics that set them apart from the other transactions in the
studies.
The Willamette studies then made comparisons of the price per share on private transactions ranging
from 1 to 36 months before the public offering to the price per share at the time of the offering. Since
market conditions could change over the 36-month period allowed in the comparison, certain
adjustments were necessary. The most important adjustment was to recognize the change in the
company’s earnings from the time of the private transaction to the time of the IPO. Therefore, the
studies used price/ earnings (P/E) ratios rather than raw prices. For example, if the private transaction
was at 6x latest 12 month’s earnings and the IPO at 10x latest 12 month’s earnings, the discount would
be 40% ([10 - 6] / 10 = 0.40).
Since companies have a tendency to go public when the market for stocks in their industry is relatively
good, an adjustment was also made for changes in industry average P/E ratios. If the industry average
price/earnings ratio was 12x at the time of the private transaction and 15x at the time of the public
offering, the discount would be reduced proportionately. Following the above example, the amount of
the reduction would be 80% (12/15 = 80%) to 32% (0.40 x 0.80 = 32%).
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The table below shows a summary of discounts for private transaction P/E multiples compared to
public offering P/E multiples and adjusted for changes in industry P/E multiples. The Willamette
Studies analyzed 941 transactions from 505 companies(if more than one transaction met the criteria, all
were included). The results showed that median discount for the time periods studied ranged from
31.8% to 73.1%.
Period Covered
1975 – 1978
1979
1980 – 1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
All years

Number of
Companies
Analyzed
17
9
58
85
20
18
47
25
13
9
17
27
36
51
31
42
505

Number of
Transactions
Analyzed
31
17
113
214
33
25
74
40
19
19
23
34
75
110
48
66
941

Standard Mean
Discount
34.0%
55.6%
48.0%
50.1%
43.2%
41.3%
38.5%
36.9%
41.5%
47.3%
30.5%
24.2%
41.9%
46.9%
31.9%
32.2%

Trimmed Mean
Discount (a)
43.4%
56.8%
51.9%
55.2%
52.9%
47.3%
44.7%
44.9%
42.5%
46.9%
33.0%
28.9%
47.0%
49.9%
38.4%
47.4%

Median
Discount
52.5%
62.7%
56.5%
60.7%
73.1%
42.6%
47.4%
43.8%
51.8%
50.3%
48.5%
31.8%
51.7%
53.3%
42.0%
58.7%

(a) Excludes the highest and lowest deciles of indicated discounts.

Pearson Studies
This study of pre-IPO transactions was conducted by Brian Pearson of Valuation Advisors, LLC
and covered 679 transactions of common stock and options of 336 private companies that ultimately
went public in 1999. Pearson reported that 1999 was the sixth largest year for IPOs in the last 20
years and that 57% of all 1999 IPOs were founded in the previous five years.
To be included in the study, the company must have had a stock transaction (sale, purchase, or
option) within two years of the IPO as disclosed in the prospectus, and the transaction must have
been in common stock. The stock or option price paid in the months prior to the IPO was then
compared with the IPO price to determine the implied marketability discount. Most of the
transactions involved stock options granted to company owners, executives and employees.
The study broke down the transactions by the length of time between the private company
transaction (stock or option) and the IPO. As would be expected, the longer the holding period
prior to the IPO, the greater the average discount. The overall average discount for a one-year
holding period prior to the IPO was 51.91%; the total average discount was 48.97%. The results for
all 679 transactions are shown below.
No. of days before IPO
No. of transactions
Average discount
Avg. one-year discount
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1-90
166
32.45%
51.91%

Complete Study Results
91-180
181-270
163
99
52.06%
65.84%

271-365
84
73.69%

1-2 Yrs
167
77.19%
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To see whether the results were influenced by profitability, the study sample was screened to
include only those companies that had positive earnings before taxes at the latest reporting period
prior to the valuation date. Only 106 of the 679 transactions met these criteria, and the results are
summarized below.
No. of days before IPO
No. of transactions
Average discount
Avg. one-year discount

1-90
23
32.30%
48.40%

Profitable Companies
91-180
181-270
18
17
53.44%
54.42%

271-365
16
59.48%

1-2 Yrs
32
64.06%

Summary of IPO Studies
The pre-IPO studies showed higher average marketability discounts as compared to the restricted stock
studies. The pre-IPO studies support a discount of approximately 45% while the restricted stock
studies support a discount of approximately 35%. The pre-IPO discounts are generally higher than in
the restricted stock studies due, in large part, to the greater degree of uncertainty as to ultimate
liquidity, i.e., whereas the restricted stocks will almost certainly be marketable after their holding
periods expire, the private transaction studies reflect the fact that an IPO, while contemplated, may not
occur.
Based on the above studies, the following similarities and/or differences should be noted in
comparing closely held businesses to those of the studies.
•

The smaller the company (i.e., revenues, earnings, market capitalization) the larger
was the adjustment for lack of marketability.

•

The issuers of restricted stock are usually considered low credit risks, this is not
necessarily true of closely held entities.

•

The issuers of restricted stock are publicly traded companies for whom an active
market exists for their stock. However, the owners of interests closely held entities
do not have access to an active market for their stock and many closely held
businesses will never be traded.

•

Publicly traded companies normally offer annual dividends and/or a record of capital
appreciation in share price. However, many closely held entities do not offer either.

•

Purchasers of restricted stock were usually institutional investors with investment
goals and criteria far different then the purchaser of a closely held business.
Additionally, institutional investors have different levels of risk perception and risk
tolerance than purchasers of closely held interests.

•

Purchasers of restricted securities fully intend to market the purchased securities in
the future, knowing that a ready market will exist in time. However, purchasers of
closely held interests have little or no expectation or ability to market their interests
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in the future and if so, only a limited market exists for them.
These factors provide a foundation to develop criteria, which affects the degree of adjustment for
lack of marketability to be applied depending upon the facts and circumstances in each and every
case. These criteria include:
•
•
•
•
•
•
•
•
•
•
•
•
•
•

The availability and reliability of financial information.
The number of shareholders.
The concentration or domination of control owners.
The population of potential buyers.
The access to the capital marketplace.
The relative size of the business.
The volume of comparable private transactions.
The consistent business philosophy or lack thereof in a multiple owner entity.
The desirability of the business itself.
The existence of any restrictive agreements.
The historical profitability of the business.
The relative liquidity of the business.
The depth, quality, competence of the management team.
The exposure to potential litigation.

In short, the lack of marketability studies reinforce the belief that privately held minority interests
should be significantly adjusted as compared to publicly held minority interests. Reflecting on his
work, Emory stated:
The final question to be answered is that if these kinds of discounts are appropriate for promising situations where
marketability is probable, but not a certainty, how much greater should discounts be for the more typical
company’s stock that has no marketability, little if any chance of ever becoming marketable, and is in a neutral to
unpromising situation?
In summary, the size of the discount for lack of marketability depends on the individual situation. While there is
not one discount for lack of marketability applicable at all times to all situations, it is apparent that the lack of
marketability is one of the most important components of value, and the public marketplace emphasizes this point.

Judge Laro and the Tax Court in the case of Mandelbaum vs. Commissioner, June 12, 1995 - T.C.
Memo. 1995-255 further defined these criteria. In this case, both experts relied upon the various
restricted stock studies listed above in determining their adjustment. Accordingly, Judge Laro,
acknowledged that the restricted stock studies provided a benchmark range of adjustment between
thirty-five (35.0%) percent and forty-five (45.0%) percent. However, he also stated that the entity
in question should be analyzed to determine whether the adjustment will be within, above or below
this benchmark range. The non-exclusive list of areas to consider were stated as follows:
•
•
•
•

The value of the subject corporation’s privately traded securities vis-à-vis its publicly
traded securities.
The subject corporation’s financial statements.
The corporations dividend-paying capacity, its history of paying dividends, and the
amount of its prior dividends.
The nature of the corporation, its history, its position in the industry, and its
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economic outlook.
The corporation’s management.
The degree of control transferred with the block of stock to be valued.
Any restriction on the transferability of the corporation’s stock.
The period of time for which an investor must hold the subject stock to realize a
sufficient profit.
The corporation’s redemption policy.
The cost of effectuating a public offering of the stock to be valued.

The restricted stock and pre-IPO studies confirm the fact that unlisted stock is not easily marketable
and that closely-held stock is not readily transferable. In addition, an analysis of the factors affecting
marketability (both in Simpson’s model and in the Mandelbaum decision) lead to similar conclusions.
Finally, the inability to readily sell the Subject Interest increases a hypothetical willing buyer’s
exposure to changing market conditions and increases the risk of ownership. However, in this case the
interest is not a minority interest in a closely-held business rather it is a 100.0% SMI which carries with
it the prerogatives of control but for the impact of the TOYS interest which has been factored into the
underlying valuation through the application of the DCF methodology focusing primarily on the cash
flows attributable to the SMI. Accordingly, we believe that it is more appropriate to look at the lack of
liquidity associated with the interest versus the lack of marketability.
Adjustment for Lack of Liquidity Analysis
Marketability relates to the liquidity of an investment relative to a comparable and actively traded
alternative. The fact that there is not a readily accessible market for closely-held stock substantially
increases the risks of ownership due to an inability to achieve liquidity within a short period of time.
In essence, the impairment of liquidity reduces value because it increases an investors’ required rate of
return.
In its truest sense, a discount for lack of marketability is a means of equalizing a minority interest in a
closely-held stock with a minority interest in a publicly-traded stock, which can be sold easily without
a material concession in price merely because of the necessity of sale. This principal was explained in
Central Trust Co. v. United States, 305 F. 2d 292 (Ct. Cl., 1962), 62-2 U.S.T.C. 12, 092 by the Court of
Claims:
It seems clear ... that an unlisted closely-held stock of a corporation in which trading is
infrequent and which therefore lacks marketability, is less attractive than a similar stock which
is listed on an exchange and has ready access to the investing public.
If marketability deals with the ability (or lack thereof) of a minority interest to convert closely-held
securities to cash, liquidity is normally thought to be the amount of time and cost required to affect
such a conversion by a controlling interest. To that end, a controlling shareholder can liquidate his
interest by:
1. Effecting a public offering of the company’s shares.
2. Selling the company in a private transaction.
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Going Public. Two methods are commonly used to establish a discount for lack of liquidity. One
approach is to measure the cost of creating liquidity, e.g., estimating the flotation costs of a public
stock offering. The major component of flotation costs are the relatively fixed costs of obtaining
audited financial statements, legal fees to register with the SEC, and printing costs for the offering
circulars. The variable cost is underwriter’s fees, which can approach 15% for smaller companies,
scaling downward to a few percentage points for larger companies.
The most widely cited evidence of these costs was published by the SEC, which conducted a study of
companies that sold new issues of common stock between 1971 and 1972 (Cost of Flotation of
Registered Shares, 1971-1972, U.S. Government Printing Office, Washington DC, December 1974).
The flotation costs shown are expressed as a percentage of gross proceeds, and the nature of the fixed
costs associated with public offerings are reflected in the fact that flotation costs decrease as the size of
the offerings increase. A summary of the SEC’s findings are shown below.
Size of Issue
($in Millions)
Below $0.5
$0.5 up to $1
$1 up to $2
$2 up to $5
$5 up to $10
$10 up to $20
$20 up to $50
$50 up to $100
$100 up to $500
Total/Averages

Number of
Issues
43
227
271
450
287
170
109
30
12
1599

--------- Flotation Costs ----------Compensation
Other Expense
13.24%
10.35%
12.48%
8.26%
10.60%
5.87%
8.19%
3.71%
6.70%
2.03%
5.52%
1.11%
4.41%
0.62%
3.94%
0.31%
3.03%
0.16%
8.41%
4.02%

Total
23.59%
20.74%
16.47%
11.90%
8.73%
6.63%
5.03%
4.25%
3.19%
12.43%

The costs of a public flotation today are considerably greater than in the 1971-1972 time period when
the SEC conducted its study since both direct compensation to underwriters and transactional costs
have increased. A more current, though still dated, study covering the period 1977 through 1982 was
prepared by Jay R. Ritter in his article “The Costs of Going Public”, Journal of Financial Economics,
January 1987 that bears this out.
Gross Proceeds
($in Millions)

Number of
Offers

Underwriting
Discount

Other
Expenses

Total Cash
Expenses

Firm Commitment Offers
$0.1 up to $2
$2 up to $4
$4 up to $6
$6 up to $9
Over $10
All Offers

68
165
133
122
176
664

9.84%
9.83%
9.10%
8.03%
7.24%
8.67%

9.64%
7.60%
5.67%
4.31%
2.10%
5.36%

19.48%
17.43%
14.77%
12.34%
9.34%
14.03%

175
146
23
15
5

10.63%
10.00%
9.86%
9.80%
8.03%

9.52%
6.21%
3.71%
3.42%
2.40%

20.15%
16.21%
13.57%
13.22%
10.43%

Best-Efforts Offers
$0.1 up to $2
$2 up to $4
$4 up to $6
$6 up to $9
Over $10
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364

10.26%

7.48%

17.74%

Going public is easier said than done. New evidence points to the fact that going public is becoming
more difficult, particularly with respect to tougher listing requirements and shrinking spreads. For
example, while almost 6,600 companies trade on the bulletin board or pink sheets, NASDAQ has
distanced itself with tougher listing requirements as it prepares to go public itself. One investment
banking group, whose niche is initial public offerings of $20 million or less has seen the number of its
offerings shrink by 90% - from $2.3 billion in 1994 to $228 million in 1999. Another example,
decimalization, with its expected small bid-ask spreads, is expected to chase away market makers that
already find micro-cap stocks with light trading volume not worth their while. Congressional
testimony has also indicated that trading technology has not reached the smallest of public companies,
and investors are concerned they may be making an investment in an inefficient market.
Investment Bankers. The second type of flotation cost measure involves estimates of selling costs to
a single buyer. For larger companies, the following direct costs would be paid under the so-called
Lehman formula:
Fee on 1st million
Fee on 2nd million
Fee on 3rd million
Fee on 4th million
Fee on sales price above $4 million

5%
4%
3%
2%
1%

Business Brokers. For smaller companies, fees paid to business brokers commonly average 10%.
Qualitative Factors. Regardless of the alternative pursued, the controlling shareholder of a closelyheld company faces several costs, and thus, a discount for lack of liquidity has several components:
The time value of money once the selling process has begun. Many months can elapse between the
time a decision is made to sell a company and the closing date. To some extent the decrement in value
due to time may be offset by current cash flows available to a control owner if the distributions are
greater than the company’s cost of capital.
The “friction costs” of preparing and executing the sale. Transactional costs include all of the legal
and accounting fees to provide underwriters or buyers with the financial information and assurances
needed as well as the investment banking fee or business broker commission when the sale is
completed.
The risk of price changes and adverse events while waiting for a sale. The plight of owners trying to
sell closely-held businesses was stated by Jay Abrams in his article “Discounts for Lack of
Marketability: A Theoretical Model”, Business Valuation Review, September 1994: “The market for
privately held companies is very thin and fairly volatile. Far more than half of the businesses offered
for sale never sell.” Further, any margin of error in the selling price estimate and/or any changes in
internal and external factors may influence the value of the company and affect the price, accordingly,
during the period of time that the business is for sale.
The form of transaction proceeds received. Regardless of the actual price for which the company is
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sold, there is a trend away from all cash transactions – yet the standard of fair market value specifically
contemplates that a cash equivalent price be calculated. A seller today is more likely to encounter a
buyer that offers stock in his company as currency for a deal that may also include some cash, takeback financing, and contingent compensation.
The inability to hypothecate closely-held stock. Generally, banks are very reluctant to use the stock of
a closely-held company as collateral, thus, it may be difficult or impossible to borrow against the
estimated value of closely-held stock.
It is important to note that the fair market value definition of Revenue Ruling 59-60 references the
word “price”, not “proceeds”. We also note that the fair market value price is paid in terms of money
or money’s worth, so this price is a cash-equivalent concept. Thus, the notion of illiquidity must
consider only those costs that reduce value, not proceeds.
Court Treatment of Controlling Interest Discounts for Lack of Liquidity. The Courts have
recognized discounts for lack of marketability for controlling interests. For example, the Tax Court
used flotation costs in Estate of Andrews, 79 T.C. 938, 940 (1982) reasoning that: “Even controlling
shares in a non-public corporation suffer from lack of marketability because of the absence of a ready
private placement market and the fact that flotation costs would have to be incurred if the corporation
were to publicly offer its stock.” Other examples of cases allowing a controlling interest discount for
lack of marketability include:
True (TCM 2001-167), 20% Discount
The Tax Court allowed a 20% discount for lack of marketability for a controlling interest.
Borgatello (TCM 2000-264), 33% Discount
The decedent’s 82.76% interest in a real estate holding company was subject to 33% discount for lack
of marketability, broken down as follows: potential tax on built-in gains, 24%; restrictions on stock
transfer, 3%; and transaction and other costs, 6%.
Maggos (TCM 2000-129), 25% Discount
The company was a Pepsi Cola bottler. The court decided on a 25% discount for lack of marketability,
noting that “shares in the company could not be sold without the approval of Pepsi-Cola, Inc.”
Dunn (TCM 2000-12), 15% Discount
The interest was a 62.96% interest in the outstanding stock. The parties conceded that a 15% discount
for lack of marketability and a 7.5% discount for lack of supermajority control were appropriate.
Hendrickson (TCM 1999-278), 30% Discount
The interest was 49.97%, but the Court deemed it a controlling interest because of the degree of
fragmentation of the remaining shares among 29 other shareholders. In accepting the taxpayer’s 30%
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discount, the court cited the following factors:
1.
2.
3.
4.

The company had few opportunities for growth;
The company’s earnings were subject to significant interest rate risk;
The company had no employee stock option plan or history of repurchasing shares; and
There was no readily available public or private market for the company’s shares.

The court concluded:
While we recognize that elements of control may enhance marketability, we do not think that
the estate shares were rendered marketable by virtue of the affective [sic] control…. A buyer of
the estate shares would either have to sell the block privately, cause [the company’s] shares to
make a public offering, or seek an acquirer. Any of these three options could take a number of
months, and require significant transaction costs for the services of accountants, lawyers, and
investment bankers.
Jameson (TCM 1999-43), 3% Discount
The interest at issue was 98% of a holding company whose primary asset was timberland. The court
reached an indicated value using the net asset value method and concluded a 3% marketability discount
was appropriate because 97% of the assets were highly marketable and 3% of the assets were not.
Dougherty (TCM 1996-49), 25% Discount
A 25% discount for lack of marketability was applied to a 100% interest in the stock of an investment
company where the base value was the underlying net asset value.
One case where a controlling interest discount for lack of marketability was denied was:
Cloutier (49 TCM 8905)
The interest was 100% of a stock whose primary assets was a television station. The stipulated value
was based on “transactional and financial data,” not on publicly traded guideline companies. The court
rejected a 25% discount for lack of marketability because the discount to which the expert opined was
based on publicly traded companies, which were not used in arriving at the stipulated value.
A significant number of Tax Court cases discuss, justify, and apply an adjustment for lack of control,
marketability and/or liquidity. However, we have not relied upon court cases to develop or substantiate
our recommended adjustments to our indicated value. Rather, we acknowledge these cases as evidence
that courts have recognized that such adjustments are appropriate and necessary to value Holdings at
the appropriate level of value – in this case, a controlling, non-marketable interest.
Discount for Lack of Liquidity. A controlling interest of a private company does not enjoy the
marketability of that of a public company minority interest. The latter can be achieved in three
business days. A survey published on page four in the September 1999 issue of The Business Broker
showed that the average time for a business to sell was approximately six months from listing to
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closing. This ignores the time to prepare the business for listing, the average discount of the sales price
from the listing price, and all the businesses that were listed but never did sell. Thus, we specifically
considered the following factors that affect the marketability and transferability of the Subject Interest
in order to quantify the impairment in value:
1. Undertaking a public offering to realize marketability for private shares in a business the
size and nature of Holdings would most likely be cost prohibitive. Further, our belief is that
Holdings is not a likely candidate to “go public”. Thus, we did not further consider the
benchmarks for equity issues that would be indicated in the SEC and Ritter flotation cost
studies.
2. We believe Holdings would most likely be sold through an investment banker, with the
assistance of its principal shareholders. As a result, there would be certain costs associated
with creating liquidity, and the time to find a buyer and close the sale could be significant.
3. Holdings is not a closely-held business of the type that is common in either the United
States or the rest of the world. Thus, there are probably limited interested and able buyers.
4. Somewhat offsetting the time-to-sell issue is the fact that the shareholders will continue to
control the entity and conceivably receive returns on their investment if any occur.
However, this assumes Holdings generates cash flow either through operations or
liquidation, which is uncertain given the structure of the interest, impact of the debt and
balloon payment as well as the nature of the investment.
5. The interest is closely held, and the following is an extended list of general factors
identified in other empirical studies that are implicit in the Simpson model and
Mandelbaum decision which affect marketability/liquidity:
• Put rights. There are no put rights associated with the interests. (Negative)
• Dividend/distribution history. There is no history of distributions or cash flows and
all rents are currently assigned to the lender. (Negative)
• Potential buyers. There is little evidence of a large pool of potential buyers, nor
have any outside offers to buy been received. (Negative)
• Size of block. The interest is relatively large, thus the universe of potential buyers
would typically smaller. Further the nature of the interest has elements of control
therefore making it a more desirable investment yet the complexities of the interest,
the lack of cash flows and the impact of the TOYS interest materially reduce the
desirability of the investment as of the valuation date. (Negative)
• Restrictive agreement. There is an operating agreement in place. Further, the
interest is 100% allowing the interest to make any modifications to the agreement
they desire. However, there are also certain restriction connected to the Gift
Agreement requiring a minimum holding period of two years. (Positive to
Neutral)
• Information access and reliability. The size of the interest provides for certain
rights to records after the closing of a year. (Positive to Neutral)
• Prospect of public offering or outright sale. Holdings is committed to remaining
private and independently owned. There is no prospect of a public offering or
sale/merger as of the valuation date. (Negative)
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Valuation Adjustment Summary
The fact that control premiums and implied minority interest discounts are trending downward is
attributable to rising valuations in the stock markets that make acquisitions of controlling interests
more costly to consummate. Based upon all of these circumstances as well as the nature of the
underlying assets, we believe a ten percent (10.0%) adjustment for lack of liquidity is reasonable
and reflects conditions that reduce price (value) and not proceeds (value less transaction costs).
Again, if there is a known buyer not requiring the exposure to the market and other deal issues that
occur with an outside transaction, the adjustment for lack of liquidity could be eliminated.
Consideration Given to Hypothetical Willing Seller
The hypothetical seller is a willing seller. While sellers may not be interested in selling if market
conditions are perceived as being poor, they may be induced to sell “if the price is right” or to obtain
liquidity for a higher yielding investment alternative.
The effective rate of the above adjustments on the final conclusion of value is ten percent (10.0%) for
the interest. We believe these adjustments are reasonable and consider the position of the hypothetical
willing seller. This conclusion was based on our analysis that by accepting the above level of
adjustments and reinvesting the proceeds, the hypothetical willing seller would achieve the same future
value in an alternative investment in a reasonable period of time. Consequently, by investing the
proceeds from the adjusted value in other liquid investments at an average range of rates of return of
twelve (12.0%) percent to fifteen (15.0%) percent, an investor could achieve a payback of the resulting
discount as well as growth in the investment of seven and seventy-five one-hundredths (7.75%) percent
in one to four years. Thereafter, the investor would realize the average rate of return of twelve (12.0%)
percent to fifteen (15.0%) percent. The rationale for doing so is that it would be reasonable for an
investor who held a low risk, slowly appreciating investment to exit that investment and reinvest the
proceeds in a higher risk, faster appreciating investment as well as to gain liquidity, diversity and
control.
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XIV - CONCLUSION OF VALUE
This report has been expressly prepared to determine the fair market value a 100.0% Successor
Member Interest (on a controlling, non-marketable interest basis) of RS Hawthorne Holdings, LLC as
of August 27, 2003, which value is to be utilized in connection with various charitable donation and
income tax matters as well as tax litigation associated with it
Our conclusion has been prepared in accordance with SSVS of the AICPA. Its use is restricted to the
use and the users as stated herein. We have no obligation to update this report for any information
subsequent to our report date of March 3, 2015.
In our opinion, and based on a recognized valuation methodology, the fair market value as of
August 27, 2003 of a 100.0% Successor Member Interest (on a controlling, non-marketable interest
basis) was $3,423,000.
Scenario 1 - No Options
Scenario 2 - One Option
Scenario 3 - Two Options
Scenario 4 - All Options
Scenario 5 - TOYS Expiration
Average
Median

$
$
$
$
$

4,422,434
4,175,958
3,748,578
4,554,834

10.0%
22.5%
22.5%
22.5%
22.5%

$
$

3,380,361
4,175,958

100.0%

Weighted Outcome - Value of 100.0% SMI Interest

$
$
$
$
$

995,048
939,591
843,430
1,024,838

$

3,802,906

Valuation Adjustments (10.0% - Lack of liquidity)

380,291

Fair Market Value of an 100.0% SMI Interest
(on a controlling, non-marketable basis)

$

3,422,615

Fair Market Value of an 100.0% SMI Interest
(on a controlling, non-marketable basis) - rounded

$

3,423,000
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Appendix A - Statement of General Assumptions and Limiting Conditions
This Detailed Valuation Report has been made subject to the following general assumptions and
limiting conditions:
1. Mel H. Abraham, CPA, CVA, ABV, ASA, CSP has no present or contemplated
financial interest in the Company. Our fees, for this valuation, are based upon our
normal hourly billing rates, and in no way are contingent upon the results of our
findings.
2. Events occurring subsequent to the valuation date may affect the value of the Company.
We have no responsibility or obligation to update this report for events and
circumstances occurring subsequent to the date of this report. Any use of the present
tense in the report refers to facts as they existed as of the valuation date.
3. No investigation has been made of, and no responsibility is assumed for, the legal
description or for legal matters including title or encumbrances. Title to all property is
assumed to be good and marketable unless otherwise stated. All property is further
assumed to be free and clear of any or all liens, easements or encumbrances unless
otherwise stated.
4. Information furnished by others, upon which all or portions of this report are based, is
believed to be reliable; however, no warranty is given as to the accuracy of such
information. The Company and its management represented to us that the information
supplied to us was complete and correct to the best of their knowledge. It has been
assumed that all facts and circumstances that would significantly affect the valuation
results have been disclosed to us. Any significant errors in, or omissions from, the
information supplied to us will have a corresponding effect on our analyses and
conclusions.
5. We have relied upon various appraisals and/or estimates of value provided by other
parties and as such do not provide any additional form of assurance on these values.
6. Full compliance with all applicable federal, state and local zoning, use, environmental
and similar laws and regulations is assumed. Further, it is assumed that all required
licenses, certificates of occupancy, consents or other legislative or administrative
authority from any local, state or national government or private entity or organization
have been or can be obtained or renewed for any use on which the value estimate
contained in this report is based.
7. This report has been made only for the purpose stated and shall not be used for any other
purpose. Neither this report nor any portion thereof (including without limitation any
conclusions as to value, the identity of Mel H. Abraham, CPA, CVA, ABV, ASA, CSP
or any individuals signing or associated with this report, or the professional associations

or organizations with which they are affiliated) shall be disseminated to third parties by
any means without the prior written consent and approval of Mel H. Abraham, CPA,
CVA, ABV, ASA, CSP. However, this report can be utilized for the specific purposes
stated herein.
8. Neither Mel H. Abraham, CPA, CVA, ABV, ASA, CSP nor any individuals signing or
associated with this report shall be required by reason of this report to give testimony or
appear in court or other legal proceedings, unless specific arrangements therefore have
been made.
9. We have compiled summary financial data and ratios that are contained in the report and
various schedules. The data in these schedules represent financial data extracted from
the Company’s historical financial statements and/or other sources. We have not audited
or reviewed this financial data and, accordingly, do not express an opinion or any other
form of assurance on it. The financial summaries presented herein do not constitute a
complete presentation of the Company’s financial statements in accordance with
generally accepted accounting principles.
10. Regarding any forecasts of earnings or cash flows used herein, they have been based
upon the identified assumptions and are intended solely to assist in the development of
the value conclusion presented in this report. Such forecasts should not be used to
obtain credit or for any other purpose. These presentations do not include all disclosures
required by the guidelines establish by the American Institute of Certified Public
Accountants for the presentation of a financial forecast. We have not compiled or
examined theses presentations and express no assurance on them. Some assumptions
inevitably will not materialize, and unanticipated events may occur; therefore, the actual
results achieved during the projection period will vary from the projection, and the
variations may be material.
11. The various estimates of value presented in this report apply to this valuation only and
may not be used out of the context presented herein. This valuation is valid only for the
effective date(s) and only for the valuation purpose(s) specified herein.
12. Mel H. Abraham, CPA, CVA, ABV, ASA, CSP does not purport to be a guarantor of
value. Valuation of closely held companies is an imprecise science, with value being a
question of fact, and reasonable people can differ in their estimates of value. Mel H.
Abraham, CPA, CVA, ABV, ASA, CSP, however, used conceptually sound and
commonly accepted methods and procedures of valuation in determining the estimate of
value included in this report.
13. Responsible and competent management are assumed. Further, the valuation assumes
that the existing management will maintain the character and integrity of the Company
through any sale, reorganization, or reduction of any owner’s and/or manager’s
participation in the existing activities of the Company.
14. Although we have considered the attributes of the Company’s securities, Mel H.

Abraham, CPA, CVA, ABV, ASA, CSP is not providing any legal opinion as to the
rights and/or restrictions associated with the subject securities under state law. If legal
or other expert advice is required, the services of an appropriate professional should be
sought.
15. We were requested to value a specific interest of the entity on a non-marketable, noncontrolling interest basis for tax purposes. Thus, the interest value quoted herein is
appropriate only to the extent that the rights and/or restrictions associated with such
interest does not change as the size of the transferred ownership interest changes.

Appendix B - Valuator’s Certification
I certify that, to the best of my knowledge and belief:
1.

The statements of fact contained in this report are true and correct.

2.

The reported analyses, opinions, and conclusions are limited only by the reported general
assumptions and limiting conditions, and are my personal, unbiased professional analyses,
opinions, and conclusions.

3.

I made no personal inspection of the Company’s facilities due to the nature of the assets
and we were not provided access to the underlying property (access to the underlying
property would not have affected our result in this matter). However, we have had
numerous discussions with the representatives of Department of Treasury and reviewed
numerous documents related to this matter.

4.

I have no present or prospective interest in the entity that is the subject of this report, and I
have no personal interest or bias with respect to the parties involved.

5.

My compensation is not contingent on an action or event resulting from the analyses,
opinions, or conclusions in, or the use of, this report.

6.

The National Association of Certified Valuation Analysts has a mandatory recertification
program. The designated individual who participated in this assignment is in compliance
with that requirement.

7.

My analyses, opinions, and conclusions were developed, and this report has been
prepared, in conformity with Statement on Standards for Valuation Services No. 1 of the
American Institute of Certified Public Accountants, the National Association of Certified
Valuation Analysts, the American Society of Appraisers and the Uniform Standards of
Professional Appraisal Practice.

8.

We have no obligation to update our analysis or conclusion for any information after the
date of our report (March 3, 2015).

9.

No one provided significant professional assistance to the individual(s) signing this report.

_________________________________
Mel H. Abraham, CPA, CVA, ABV, ASA, CSP
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Internal Documents and Information
Absolute Assignment of Rents and Leases, RERI-041720-041732
Nondisturbance, Attornment, and Subordination Agreement, RERI-041908-041918
Guaranty and Indemnification Agreement, RERI-041658-041676
Deed of Trust, RERI-041677-041719
Residual insurance policy, RERI-041427-041437
Formation documents of RS Hawthorne, LLC, LLC, RERI-047434
The promissory note between RS Hawthorne, LLC and BB&T, RERI-041651-041657.
The Deed of Trust reflecting the sale of the Hawthorne Property to RS Hawthorne, LLC, RERI-041677 041719
The assignment of the TOYS Interest from Red Sea Tech I, Inc. to PVP-RSG Hawthorne Associates,
RERI-042503-042507
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Sale documents for sale of SMI by RJS Realty, Corp. to RERI on March 25, 2002, RERI-002355-002356
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The Purchase Agreement between Red Sea Tech I, Inc. and RJS Realty, Corp., RERI-010892010937
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Elliott, Charles L., and Alex W. Howard, “Limited Partnership Units Sales Show Large Discounts from Net
Asset Value,” Shannon Pratt’s Business Valuation Update, November 1995, pp. 1-2.
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