v

18/26/2085 15:57 2910009008

PAGE

NOT FOR PUBLICATION WITHOUT THE APPROVAL
OF THE TAX COURT COMMITTEE ON OPINIONS

CHESAPEAKE HOTEL LP,
Plaintiff.

© V.

SADDLE BROOK TOWNSHIP,

Defendant.

SADDLE BROOK TOWNSHIP,
Plaintiff,
v,
CHESAPEAKE HOTEL LP,

Defendant.

Decided: October 26, 2005

John E. Garippa and Gregory G. Lotz
for Chesapeake Hotel LP (Garipps, Lotz and
Giannuario, attorncys).

Steven Muklstock for Saddle Brook Township
(Gittleman, Muhlstock & Chewcaskdie, LLP,

aftorneys).
PIZZUTO, ).T.C.

TAX COURT OF NEW JERSEY
'DOCKET NO. 001690-99

DOCKET NO. 002047-99

— ———

‘Approv;a- for Pubﬂcatioﬁ ‘
in the New Jersay
Tax Court Reports

R ——

Separate complaints have been filed by taxpéyer Chesapeake Hotel LP and taxing

district Saddle Brook Township contesting the 1999 property tex assessment bf

»

~ taxpayer’s 12-story, 221-room hotel located within the taxing district on Pehle Avenue
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near the intersecﬁon of Intcrstgte Highway 80 and the Garden State Parkway. 'I'he
property is designated as Block 1003, Lot 1, in the Township’s tax records. During the
tax year at issue, the hotel was known as the Saddle Brook Maxriutt‘ The property was
assessed at $15,000,000, of which 82,717,000 was allocated to land and $12,283,000 to
improvements. For a2 period imcluding the subject tax year plaintiff, the owner of the real
property, contracted with Marriont Corporation to manage and operate the hotel
Plaintiff’s income from the property consisted of the net operating income of the hotel
after the payment of various fees to Marrioit under the management and operating
agreement.

The income that the property owner received is not incore from the rental of the
real ostate, but rather the net income of a business conducted at the facility. Therefore,
valuation of the fee siraple interest in the real property by capitalization of income is 2
more complicated exercise than it is in cases where there is a lease of real estate to the
operator of a business. It requires the separation of the income atiributable to the use of
the realty out of the total income generated by the operation of the business before
capitalization of the realty income. This process is generally treated in the discussions of
going concern value and business emterprise value in The Appraisal Institute, The

. Appraisal ofm state, 27-28, 641-644 (12th ed. 2001) The treatise notes that income |
is derived from the total assets of the business (TAB) which can include real property,
tangible personalty, and intangible elemcﬂts. It concludes:

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

TAB, all components of net operating income not
attributable to the rea] estare must be removed.

[1d, 643].
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Although the treatise identifies hotel operation as a business preseating this pattern, it
does not discuss particular methods for the determination of realty income, either for
hoiel operations or generally.

The employment of .the income spproach to appreise hotel property and the
question of the identfication of income not attributable to real property and itg extraction
from total income were the subject of Judge Crabtree’s opinion iu Glgapointe Asgo¢s, V.
Teaneck, 10 N, Tax 380 (Tax 1989), gff'd 12 N.J. Tax 118 (App. Div. 1990). In
Olenpointe, the court accepted the conclusions of an expert appraisal witness, Stephen
Rushmore, concerning the pm;ticular adjustments that are necessary to extract non-reaity
income from total income 5o as to compute the income to be capitaiized into real estate
valus. Rushmoare is the author ofﬂgﬂﬂ%ﬂm@w
Studies (1983). He has established a national reputation in hotel valuation, and the
procedure he employed i¢ often described as the Rushmore method.

Rushmore considered that all payments to the eﬁtity that nﬁnagcs and operates
the hotel constitute business income generated by the exercise of management and
entrepreneurship. Accordingly, he excluded these payments in the computation of realty
income subject to capitalizetion. [n addition, Rushmore considered that portion of the
overall income was realized by the employment of furniture, fixtures, and equipment
(often referred to as “FF&E"). Since these items arc (generally speaking) personal
property rather than real cstatg, the income attn;butablc to them, undér Rushmore’s
method, is also excluded from realty income. Separate adjustments are made to provide
for the peﬂodic replacement of the personal property (the return of FF&_E) and also for a

yicld on the investment in personal property (the return on FF&E). This method has been
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employed by experts in other hote] valuation cases and followed in reported decisions in
New Jersey ead other jurisdictions. Prudential Ins. Co. v, Pacsippany-Troy Hills Tn., 16
N.I Tax 58 (Tax 1995), gff’d 16 N.J, Tax 148 (App. Div. 1996); Westmount Plaza v,
Pagsippany-Troy Hille Tp., 11 N.J. Tax 127 (Tax 1990). See also Mamiott Corp, v. Bd.

of Cougty Comm'ys of Johneon Cougty, 972 P.2d 793 (Kan. App. 1999) (collecting
cases).

The task of extracting real estate value from total asset value has attracted
considerable attention in appraisal literature and practice. The expert who testified in
taxpayer’s case in this martter, David C. LennhofY, is the ediior of a collection of articles
entitled A Business Valuation Agthology (Appraisal Institute, 2001), and is one of the
developers of Appraisal Institute Cowrse 800: “Separating Real And Personal Property
from Intangible Business Assets”. Applying the theories he has developed to hotei
va.luatioﬁ, Lennhoff concludes that, in addition to the adjustments of the Rum:g

- method, several additional adjustments must be made to amrive at an accurate valnation
for the real property used in a hotel operation, Lennhoff hes given expert sppraisal
testimony in hotel valuation matters before tax tribunals in several states, and taxpayer in
this action has pointed to decisions of the Arizona Tax Court, the Tennessee State Board
of Equalization, and the Circuit Court of Loudoun County, Virginia, in which Lennhoff’s
approach and value conclusions were accepted. See, ¢.p. WXI[/Oxford-DTC Real

Estate. L.L.C. v, Loudoun County Bd. of Supervisors, 64 Va, Cir. 317, 2004 Vg, Cir.
LEXTS 157 (Loudoun County 2004).

The additional adjustments that Lennhoff proposes in this case are designed to

deal with value attributable to: (a) personal property; (b) tth hotel franchise or “flag” (in

_______________ POAAT IR InT
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this case the Marriott affiliation); (c) various residual intangibles, including goodwill and
business and credit relationships; and (d) developmental and start-up outlays associated
with the initiation of the hote] business.

In regard to personal property, Lennhoff makes the deductions from operatiﬁg
revenue provided in the Rushmore method both for a rcp_laémnent allowance for FE&E
and for an investment return on the depréciated cost of FF&E. In the case of the subject,
his replacement allowance is 5% of gross income ($610,583), and his investment return is
9.5% of original cost depreciated by 60% (5143,606). He considers these adjustments to
reflect operating conditions and to provide for ref]acement of FF&E, but does not
consider that they serve to exclude the value of personal property from the capitalization
of income after all the deductions he allows. In addition to ti:osc deductions, Lennhoff
considers that it is necessary to subtrﬁct the depreciated cost of FF&E (81,51 1,649) from
the amount arrived at after capitalization [adjustmeﬁt (2)] in order to exclude the value of
personalty actually in use on the valuation date from the result of capitalization.

Taxpayer’s appraiser also considers that the subject hotel realizes “revenues that
consistently exceed comparable hotel business operations conducted at similar real
estate.” He considers the excess revenue to be samed not by the real property but by the
Marriotr flag. On the basis of nationwide industry surveys, differences in income
following reflagging of hotels and comparison of the subject with a “competitive set” of
hotels in the vicinity, the appraiser makes two alternative calculations to address the
value of the Marriott flag. His first alternative is a deduction of 4.35% of gross revenue
(8531,207) to extract the value of both the flag [adjustment (b)] and the residual

intangibles [adinstment (c)]. The second alternative entails a deduction of 15% of net
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income from operations before retum on FF&E and amortization of start-lp costs
(3337,788) to adjust for flag value [adjustment (b)] vlvith residual intangibles [adjustment
(c)] dealt with by a 75 basis-point adjustment in the capitalization rate, |
Lennboff derives his start-up cost figure of $3,189,140 (approximately
$14,430/room) from curreat Mamiott franchising documents. He considers that it is
necessary to make allowances from hotel revenues for both retum of and retwn on this
amount. He doos so by deduction of $337,919 [adjustment (d)] to amortize the amount at
9.5% over 25 years. _ | | |
In addition to income analyses utilizing the actnal experiencclof the subject with

the alternative methods of dealing with adjustments (b) and (c), Lennhoff also performed
an income anelysis utilizing data from the competitive set of hotels so as to derive &
ma:ke#typical value. Tho subject-specific conclusions were $10,000,000 and
$9,100,000, while the market-typical conclusion was $7,200,000, Emphasing the
subject-specific data, Lenmhoff concluded a final value for real estate of $9,500,000.

| The taxing district’s appraiser, Robert McNerney, employed the original
Rushmore methodology and ansalyzed principally income aad expense; data specific to the
subject. He allowed a deduction of 3.5% of gross revenue for management fee atd
another 3.5% of gross revenue for franchise fee. This compares to Lennhoff’s allowance
of slightly more than 4.9% of gross income for management (4 base management fee of
3% plus a fraction of profit over a minimum) under the actual arrangement that is ..
described as inclyding & Aag. Lennhoff zlso appears to posit an altornative allowance of

7.9% of gmss revenue conslst:ng of a 3% management fee and a franchise fee calculated

at 6% of room revenue and 3% of food and beverage revenue. MCN&mcy 5 7%. total is
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therefore much closer to Lemmboff’s alternative than the lower rate Lennhoff actually -
used. The actual amounts are $601,830 for Lermhoff and $810,630 for McNerney.
McNemey also allowed 2% of gross revenue or $231,608 for replacement or fetum of
FF&E and $165,750 for retum on FF&E. The comresponding amounts in Lennhoff's
analysis were respectively $610,583 and $143,606, McNermney's value conclusion ‘was
$16,150,000. A comparative table of the income capitelization calculations of the
appraisers is set 6ut as an appendix to this ldeciaion. | |

Afier McNerney’s testimony was presented, the trial was intesrupted in order for
the taxing district, with consent of taxpayer, to determine whether Rushmore would
appear 25 an expert for the taxing district to give his opinion as to Lennhoff's additianal
adjustments. Rushmore did appear, and although he did not prepare an appraisal of the
subject property, he addressed three issues: (1) the caleulation of the flag value; (2) the
necessity for a separate deduction from capitalized income of the value of FF&E in
addition to the expense allowances for retum of and return on FF&E; and (3) the
appropriateness of the amortization of start-up costs.

Rushmore’s analysis did not address itself directly to the existence in theory of
additiona] earning capacity in a chise identity or flag.. Rather, he addressed
Leanhoff’s quantification of that capscity a1 15% of revenue before certain dedctions in
the case of thc. subject. He appeared to consider that Lennhoff's conclusion rested
Tundamentally on a comparjson of the subject’s performance with the performance of the
hotels in the compelitive set of hotels in the vicinity. These were the Holiday Inn and
Howard Johnson facilities in Saddle Brook, the Crowne. Plaza in Hasbrouck Heights and

the Rameda in Rochells Park. 'Rush‘Tnore did not consider the hotels in the competitive

- - me— mew smw
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set to be comparable to the subject in physical condition and smeaities provided and
therefore concluded that the 15% adjustment was not justified.

With respect to the FF&E question, Rushmore was emphatic that a deduction
from capitalized i:léomc is not necessary to remove FF&E from final value. He did not
take issue with Lennhoff"s description of the operating deduction for a retum of FF&E as
providing for replacement rather than exclusion of the itema. He insisted, bowsver, thar
allowance of the return on the depreciated value of the FF&E in place not only removes
the eamings attributable to that property from the capitalized income stream, but also
removes the property from the value arrived at by capitalization, He reasoned that either
the allowance of return on FF&E or subtraction of FF&E value efter capitalization of
income without this sllowance will remove FF&E from valus. To make both
edjustments, he goncludes, double counts (1_9_ mekes the dedusﬁon twice).

Rushmore also considered that the amortization of start-up costs was unnecessary
to remove non-realty elemenis from value, In part this conclusion rests on his
chhractcrizat‘ton of start-up costs as essentially consisting of ongoing and repcﬁtive
expenses for training, management and inventory, whose recurrence is provided for in
ordinary operating expenses. In addition, he did not believe that recovery of historical
start-up costs would be appropriate for a hotel, like the subject, which has been in
operation since 1966.

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

Ochsner v. Cranbury -Tp., 8 NJ, Tax 330, 333 (App. Div. 1986). Valuation of

coramercial real property is a factual question of such technicality as to Tequire expert
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testimony. | See Jacobitti v. Jacobijtd, 263 N.J. Super. 608, 613-614 (App. Div. 1993),
aff'd, 135 NJL 571 (1994). In evaluating expert testimony as to value, the court functions
as the trier of fact and accspls or rejects given conclusions of an expert in whole or in
part based on the cogency of the expert’s reasoning and the empirical support the expert
can adduce for opinions assertod. Coastal Encle Point Qil Co. v. West Deptford Tp., 13
NJ Tax 242, 299-300 (‘fax 1993) aff'd, 15 N.J. Tax 190 (App. Div.), certif depied,
143 N.J. 320 (1995).‘

In the present case, the adjustments proposed by Lennhoff to the Rqshmorc
method have both theoretical and empirical aspects. In other words, they are made for
stated reasons, and they rest on particular data. In order for any adjustment to have
persuasive force in a factual finding of value, it should rest on cogent reasoning and be
founded on reliable data. Lennhoff's pmpos?d adjustments, on thcr whole, are not
persuasive either for theoretical or empirical reasons.

The adjustment for flag value has both theoretical and empirical difﬁcﬂtics. In
theory, the question seems to be whether the flag may camry with it such superiority of
management skill and reputation with consumers as to produce an above-market retum
from the property. Yet actual experience at the subject usuelly is the best measure of the
market, See Equitable Life Assurapce Soc’v v. Secaucus, 16 N.I, Tax 463, 466 (App.
Div. 1996). Moreover, especially in the case of properties sensitive to many intrinsic and
extrinsic factors like hotels, there may be a wide range of results that can be achieved at
competent levels of management. Differences in result do not necessa.dly; require a
conclusion that management is either superior or inferior. A final theoretical point is that

| superior management, if present, presumeably commands a premium in the franchise and
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management fees charged to the property owner. Since bbth Rushmore and Lennhoff
exclude all franchise and menagement fees from net operating income to be cepitalized,
the management differential is, to a significant extent, sclf-adjusting.

In the present case, however, the greater difficuities are empirical and po to the
calculation of Lennhoff's percentage deductions from inoqme to quantify the value of
both the flag and residual intangibles. Rushmore’s observation that the competitive set of
hotels in the vicinity is not comparable is sensible. The remaining da-ta used by Lennhoff
is not reflective of market conditions in this locality. In these circumstances, the
deductions from income for flag value and residual intangibles are not accepted.

Similasly, the start-up cost adjustment may bave some theoretical soundnesé
where the hotel business is actually still benefiting from start-up costs, and the costs can
be specifically identified and limited to those that produce business value as opposed to
real estate value.. In the present case, however, empirical considerations do not suppoit
the adjustment. Lennhoff proposes a 25-year amortization of sfa:t-up costs for a business
already more than 30 years old on the valuation date, and the cost estimate is derived
from data having no relation to the subject. This adjusunent also is not accepted.

LennhofY's proposed deduction from capitalized value to extract FF&E from real
estate value is not justified at the theoretioal level. Once an appropriate allowance of
income earnod on the FP&E iz deducted from the income stream to be capitalized, thﬁt
property is no longer in the capitalized value. There may be differences of opinion over
the rate of return appropriate an capital invested in FF&E or over the extent of
depreciation, but to allow a deduction for a return an FF&E from income as well a5 a

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

10
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As an zlternative means of accounting for the business value of residual
intangibles other than the flag, Lennhoff added 75 basis-points to the capitalization rate
he considered appropriate for conventional real estate. His total rate, betore addition of
the effective tax rate, was .1025. Although Lennhoff’s adjustoment to the capita}ization
rate was specifically intended to deal with business intangibles, his general analysis of the
peculiarities of hotel operation supports the recognition of a differentiated capitalization
rate for hotel property. In appraisal practice, the cupitalization rate is understood to
reflect the investor’s opiniou of the quality, quantity and durability of the income strea;n
produced by the property. The Appraisgl of Real Estate, suprs, at 494-495. In the
instance of hotel property, differentiation may be considered to reflect both the
susceptibility of the income stream to the vicissitudes of short-term occupancy in variable
circumstances and the maintenance of various intangible assets to manage those
vicissitudes. Accordingly, a higher capitalization rate for hotel property, as opposed to
investment property offered for long-term lease, appears reasonable,

When Lennhoff's value éalculatinns are revised to eliminate his flag, residual
intangibles and start-up deductions from income, the net income to be cepitalized
becomes $2,108,314. Capitalizing this amount at the .1166 rate Lennhoff employs,
including the effective tax rate, but without his proposed 75 basis-point adjustment,
produces a value o{ $18,081,59S. If the 75 basis-point adjustment is made, the rate
becomes 1241 and the_ value becomes 316,988,831. ‘These .valu-es also disregard
;mhoﬁf‘s subtraction from capitalized value for personal property. McNermey's final
value conclusion is 316,146,074, produced by capitalization of net income of $1,834,194

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

11
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"The property’s assessment for the subject tax year is $15,000,000. The average
ratio calculated for the taxing district for that year under N.J.S A, 54:51A-6 (“Chapter
123") is .9873, and the lower limit of the commion level ranée is .8392; McNemey's
value, as well as the values derived at both a standard and a differentiated capitalization
ratc from Lenhoff’s data (without the deductions from income he made for flag,
intangibles and start-up costs), all exceed the amount of the property’s assessment. All

| these values produce assessment ratios below 1.0, and under Chapter 123 no reduction in
the assessment is warranted. Only the highest vaiue (derived from LennhofT's data at an
undifferentiated rate) produces a ratio that falls below the lower limit and would therefore
suggcsi an increase in the assessment. |

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

- opinion of the general seal estate market before inclusion of the effective tax rate
component, is .092. Lennhoff's comparﬁble rate, befare his 75 basis-point adjustment, is
.095. Neither of these conclusions is improbable. If both are taken into account aad a
further adjustment is made on account of the particular character of hotel property, as

~ discussed sbove, a capitalization rate of .0975 before the inclusion of a tax factor is
appropriate. The addition of the effective tax rate of .0216 produces a final rate of .1191.
McNemey's net income figure of $1,834,194 cepitalized at .1191 produces a value
indication of $15,400,453. Lennhoff’s net income figure of $2,108,314 yields a value
indication of $17,702,049. These figures appear on the last lins of the appe.nded

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

12
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.8474 for Lennhoff) fall within the common level range, the assessment should remain
undisturbed.

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

Judgment shall be entered affirming the assessment,

13
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co itatization Co rison
Lennhatt

Gross Revenue $12,211,666
Expenses :

Departmental (5,222,387).

Undistributed (3,284 936)
Houss Protfit 3,704,333
Management and Franchise Fess (601,830)
Insurance and Fixed Expenses (240,000)
Replacemsnt of FF&E (51 0,683)
Return on FF&E (143,606}
Amortization of Start up costs (337,919)
Operating Income” 1,770,395 1,770,395
FLAG/Residual Intangibles . (831,207} (337,788)
NOI | 1,239,168 1,432,607
Capitalization Rate® 0.1166 0.1241
Capltalized NOI 10,627,684 1 1..543.973
Personal Property (1,511,640} {1.51 1 ,640)
Indicated Value -—__ig ;116,044 W—_ ;032,333

Disregarding Bold Deductions at

Expert's Stated Capitalization Rate

$18,081,685 $16,888,831
Disregarding Bo!d Deductions at :
1181 Capitalization Rate $17.TQ2,049 $17,702,049 -

PAGE

em

$11,580,440

(5,161,402)

(3.312,006)
3,107,032
(810,630)

(64,850
(231,608)
(165,750)

NONE
1,834,194
NONE
1,834,194
0.1136
16,146,074

NONE

$16,146,074

|

$16,146,074
$15,400,453

A After computation of this amount, Lennhoffs alternative treatments of flag value snd reaidnal intengibles are shown in
separate columns. “The left column shows a deduction of 4.35% -of gross income to exclude both flag value and residual
intangibles. The right columm shows a deduction of 15% of opemting lacome before sllowance for remurn of FF&E and
amortization of sta-up costs to ¢xcluds flag value oaly, with residual intangibies addressed by a 75 basis-polnt addjtlon 1o

the capitalization rate.

® L ennhofPs stated capijtalization raves (.1169 and .1244) have becn adjusted to incorpormio the cffective, rather than actual,

X Ined,
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