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This single asset chapter 11 case cane before the court for
hearing on Decenber 20, 1996, for a determnation of the
adequacy of the conpeting disclosure statenments filed Decenber
6, 1996, by Condor One, Inc. (“Condor”), a secured creditor, and
Walter F. Trent and Lynwood G WIIlis, general partners of the
debtor (collectively the “Partners”). Condor and the Partners
have raised nunerous objections® to the other’s disclosure
statenent, both contending that the disclosure statenents do not
contain adequate information within the neaning of 11 U S. C 8§
11252 and therefore should not be approved. The princi pal
di spute between the parties, however, is the valuation of the
apartnent conplex owned by the debtor, known as Crosscreek

Apartments, in which Condor asserts a first lien as security for

The U. S. Trustee has also filed objections to both
di scl osure statenments although the attorney for the U S. Trustee
announced at the beginning of the hearing that these objections
had been resol ved and woul d be w t hdrawn.

2Under § 1125(b) of the Code, “[a]n acceptance or rejection
of a plan may not be solicited after the comencenent of the
case under this title from a holder of a claim or interest,
unless, at the tinme of or before such solicitation, there is
transmtted to such holder the plan or a summary of the plan and
a witten disclosure statenent approved, after notice and a

hearing, by the court as containing adequate information.” The
term “adequate information” is defined in § 1125(a)(1l) as
“information of a kind, and in sufficient detail, as far as is

reasonably practicable in light of the nature and history of the
debtor and the condition of the debtor? books and records, that
woul d enable a hypothetical reasonable investor typical of
hol ders of clainms or interests of the relevant class to nake an
I nfornmed j udgnent about the plan ....”
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its claim against the debtor. In their joint pretrial
statenent, the parties requested that the court initially
resolve the issue of valuation since this issue inpacts on
numerous plan considerations, such as the 11 U S C 8§ 1111(b)
el ection, the treatnent of clains, and the requirenents for a
“crandown” wunder 11 U.S.C. § 1129(b). Accordingly, the sole
i ssue before the court at this time, and the only issue on which
the parties presented evidence at the Decenber 20 hearing, is a
determ nation of the value of the Crosscreek Apartnents conplex.?

This is a core proceeding. See 28 U S.C. 8 157(b)(2)(L).

SFed. R Bankr. P. 3012 provides that the court *“may
determine the value of a claim secured by a lien on property in
which the estate has an interest on notion of any party in
interest and after a hearing ....~" Al t hough the parties have
not referenced Rule 3012 in their joint request for a
determ nation of valuation, the court is in effect holding a
val uation hearing as part of the hearing on the adequacy of the
di scl osure statenents. One court has observed that the
| egi slative history to 11 U S. C 8§ 1125 indicates that one of
the purposes of a disclosure statement hearing is to permt a
val uation in cases where only a valuation will provide adequate
I nformati on. See In re Reilly, 71 B.R 132, 134 (Bankr. D
Mont. 1987)(citing H R Repr. No 95-595, pt. 227 (1977)). That
court further noted that a “commentator has witten that a full

goi ng-concern valuation may well be necessary, and therefore
heard, at the tine of the hearing on the adequacy of the
di scl osure statenment where the plan itself wll nake that
val uati on necessary for confirmation, such as in a cramdown
case under Section 1129(b).” Id. (citing Trost, Business

Reor gani zati ons Under Chapter 11 of the New Bankruptcy Code, 34
Busi Ness LAweER 1309 (April 1979)).



The debtor is a Tennessee limted partnership forned for the
pur pose of owni ng, constructing and operating Crosscreek
Apartnents, a 280-unit apartnment conplex built in 1985 and
| ocated on 25.83 acres of land in Kingsport, Tennessee. Condor
asserts a first deed of trust on the conplex which lien
originated with First Anerican National Bank of Knoxville,
Tennessee, and was subsequently assigned to the Departnent of
Housi ng and U ban Devel opnent (HUD) who sold and assigned its
interest to Condor in 1995.

This chapter Il case was initiated by the filing of
voluntary petition for relief by the debtor on February 1, 1996.
Since the filing, the debtor has continued operating the
apartnent conplex as a debtor in possession under 11 U S.C. 88
1107(a) and 1108. No trustee or commttee of unsecured
creditors has been appoi nt ed.

As of the debtor’s bankruptcy filing, Condor was owed
approxi mately $10, 800, 000.00 by the debtor. Condor asserts, and
so provides in its disclosure statenment, that the apartnent
conpl ex, which consists  of the real property and its
I nprovenents, has a value of between 8.86 mllion and 9.5
mllion dollars. This valuation is based upon an appraisal of
the property perfornmed on July 12, 1996, on behalf of Condor by

David W Harris, MAl, a certified real estate appraiser, which



concl uded the value of the apartnent conplex was $9, 500, 000. 00,
and the appraisal of Mchael E. Geen, MAI, CCOM a certified
real estate appraiser retained by the debtor wth court
approval, which determned that the apartnment conplex had a
val ue of $8,860,000.00 as of June 26, 1996. On the other side,
the Partners claim that the apartnment conplex’s value is
$7, 600, 000. 00 based upon an appraisal prepared on their behalf
by Richard E. Wallace, M, SRA, as of August 30, 1996.°* Al |
three appraisers testified at the Decenber 20 hearing and their
witten appraisal reports were introduced into evidence along
wth the debtor’s 1995 financial statements and Novenber 1996
nont hly operating report. In conducting their appraisals, the
experts had access to the debtor’s 1993-1995 financi al
statenents and those for the first six nonths of 1996. Wal ter

F. Trent, the managing general partner of the debtor, also

't is not surprising that Condor is seeking a high
valuation and the Partners a lower one at this stage of the
reor gani zati on. Under the Bankruptcy Code, a high valuation of
collateral at the tinme of confirmation of a plan (i) increases
the armount of deferred paynents required to crandown a secured
creditor’s claim (ii) may assure the creditor’s entitlenment to
the full amount of interest which has accrued on the debt
postpetition; and (iii) may also assure that the creditor’s
claim for fees and expenses is also secured. See 11 U.S.C 8
506(Db). Conversely, a debtor (or as in this case the general
partners of the debtor) wll seek at confirmation a |ow
valuation to reduce its burden under the plan and provide a
greater opportunity for crandown. See Richard A Gtlin & H
Tal mage Day, Jr., Valuation Considerations in the Single Asset
Chapter 11, 310 PLI/Rea. 481, 536 (May 1, 1988).

5



testified briefly at the hearing.

Al'l three experts testified as to the “market value” of the
apartnents, which they all defined as “the nobst probable price
which a property should bring in a conpetitive and open market
under all conditions requisite to a fair sale, the buyer and
sell er each acting prudently and know edgeably, and assum ng the
price is not effected by undue stimulus.” Simlarly, all three
appraisers used the sane three recognized approaches to
val uation: cost, market or direct sales conparison, and incone.
An expl anation of each is succinctly set forth on page 33 of M.
Wal | ace’ s report, which as paraphrased provides:

In the cost approach, the indication of value is
derived by estimating the value of the |and based on
sales of simlar |and, and adding to this value the
repl acement costs of inprovenent |ess depreciation.

The nmarket or direct sal es conparison approach
devel ops a value estinmate by conparing the subject
property with properties that are simlar in nature
whi ch have recently sold or which are listed for sale
in the open market under conpetitive conditions.

In the inconme approach, the value of the property is
indicated by the capitalization of an anticipated net
rental incone stream over a specified period of tine.
Four steps are required: (1) Goss Incone is
estimated; (2) Expenses are deducted to estimate net
i nconme; (3) A capitalization rate is selected; and (4)
The net incone estinmate is capitalized into an
i ndi cation of value by multiplying the net incone by
the selected capitalization rate.



.

M chael E. Geen testified that he is an MAl appraiser,
whi ch neans that he is a nenber of the Appraisal Institute, that
he is a CCOM which stands for certified conmmercial investnent
menber, and that he is a realtor and nenber of the Johnson City
Board of Realtors. He further stated that he is a certified
general appraiser in Tennessee, Virginia, and North Carolina and
hol ds broker’s licenses in Tennessee and North Carolina. Wth
respect to his educational background and work experience, M.
G een testified that he holds a bachelor of busi ness
adm nistration degree with a finance major from the University
of lowa, that he worked for a MAI in Asheville, North Carolina
for three and one-half years and an MAI in Auburn, Al abama for
about three and one-half years, and that four years ago, he
started his own firm in Johnson City, Tennessee. Eighty to
ninety percent of M. Geen's work is comercial in nature (he
typically perfornms fifty conmercial appraisals per year), and he
has apprai sed approximately forty apartnent conplexes within the
past three years.

M. Geen testified that generally speaking, the apartnent
market in the Tri-Cties area has fairly |ow vacancy rates at
this tinme — vacancies have been stable, rents are generally

i ncreasing nodestly, and although each narket has its own



i ndi vidual nuances, it is a pretty stable, strong market. He
stated that over the last three years, the apartnent conplex
mar ket has gotten stronger in general, values are trending
upward, and cap rates are trending downward, making a positive
i npact on val ue. M. Geen opined that regionally, the market
is stronger than in the early 1990's because financing is nore
readily available and there is less instability. M. Geen
testified that he visited the OCrosscreek Apartnents conplex
twice in conducting his appraisal. He inspected the exterior of
all buildings, looked at a representative sanpling of the
interior units, and exam ned the audited financial statenents of
the conmplex for the past three years, along with six nonths’
i ncome and expenses for the current year. He also personally
visited all conparable properties utilized in his appraisal.
M. Geen noted that Crosscreek Apartnents conplex’s tax
appraised value is $8,348,000.00 and that in his experience,
county appraisals are typically |ow From his exam nation of
the tax records, he did not find any evidence that the debtor is
seeking to | ower the conplex’s appraised val ue.

M. Geen stated that the Crosscreek Apartnents conpl ex was
one of the nicest in the Tri-Cities area and that if the market
were divided into thirds, it wuld fall in the |ower portion of

the top third in terns of quality. From what he could



determine, the property had been very well naintained and he did
not detect any significant deferred maintenance probl ens.

M. Geen briefly discussed his execution of the three
met hods of valuation. The first step in the cost approach is to
determi ne the value of the 25.83 acres of land on which the
apartnents are situated. M. Geen testified that he believed
that he had found relatively good recent |land sales to conpare
to the subject property although nore woul d have been desirable.
Even though there had not been many nultiple-famly housing
sales in Kingsport within the past few years, M. Geen stated
that he was able to utilize sales that were npbst simlar in
terms of highest and best use, staying within the Kingsport city
limts to do so. To determne the cost of the inprovenents new,
M. Geen used cost data provided by the Marshall Valuation
Service, a national <cost service indexed to the Kingsport
mar ket, corroborating those costs with ongoing discussions wth
| ocal builders and developers and arriving at a cost of $38.12
per square foot. He then depreciated the inprovenents
separately by breaking them down into long and short-Ilived
itenms, recognizing that some itens wear out nore quickly than
others. He noted that the inpact of a higher age would indicate
hi gher depreciation and thus a |ower present value. The actual

age of the apartnments is eleven years and M. Geen used an



effective age of eleven years. In his opinion, a higher
ef fective age would not be appropriate given the property’s high
| evel of maintenance and its excellent condition. He testified
that he could understand using an effective age slightly |ower
than the subject’s actual age, but did not do so because sone of
the conponents were starting to show sone age. M. Geen
concluded that under the cost approach the conplex had a val ue
of $9, 310, 000. 00.

Wth respect to the market or sal es conparison approach, M.
Geen testified that it was extrenely inportant to use as recent
sales as possible in this changing environnent and that there
was no conpelling reason in this case to use any sales over two
to three years old because there had been recent sales that
woul d give good indications of value. M. Geen stated that for
his conparables, he chose sales chiefly from the Tri-Cties
area, adjusting the properties for their net operating incone
per unit as conpared to the subject’s net operating inconme per
unit, noting that this one adjustnment inherently accounts for
differences in condition, age, construction quality, anenities
and | ocation. Based on these adjusted sales of conparable
properties, he concluded that the value of the conplex under the
sal es conpari son approach was 8.8 mllion dollars.

To apply the income approach to value, M. Geen conpared
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the subject conplex’'s rental structure with others in the area
to determne whether the rentals received by Crosscreek
Apartnents approximted the current market rate. Concl udi ng
that the conplex's rates were very close to market, he used the
market rates to determne potential gross rental incone,
deducting fromthis anmount free enployee units and an 8% vacancy
and collection |oss. He then added mi scellaneous incone to
arrive at effective gross incone and subtracted from this anount
his estimate of stabilized operating expenses, wth the
difference constituting net operating incone (NO) which under
his cal cul ati ons was $885, 754. 00. This NO figure was divided
by a 10% capitalization rate to determ ne present val ue. M.
Geen noted that his NO conclusion was |ess than the debtor’s
act ual net operating inconme for 1995 ($913,941.00), but
expl ained that his estimte was a “snapshot” of a typical year,
his best estimte of what the NO would average over ten to
twelve years which is the typical holding period for an
I nvest or. He testified that he arrived at the 10% cap rate by
using five various nethods, the best three of which supported a
cap rate between 9.6 and 10.15% M. Geen noted that the cap
rates had been trending downward over the last two or three
years, and that, in fact, one of the conparables he utilized to

determine a cap rate had been resold for a cap rate of about
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9% He saw no justification for using a cap rate greater than
10. 1% and observed that changes in the cap rate produced a
sizable effect on value such that a one-half percentage point
change would produce a one-half mllion dollar difference in
val ue.

M. Geen then reconciled the three approaches to val ue,
rating the income approach as the nost reliable indicator
because it nost directly reflected a property’'s income-
generating abilities, the principal criteria utilized by
i nvestors when they purchase investnent property. He testified
that the cost approach was the least reliable indicator given
the subject’s age. Using the sales conparison approach to
corroborate the value obtained under the income approach, M.
Green concluded that Crosscreek Apartnents conplex had a market
value of 8.86 mllion dollars.

M. Geen indicated that his initial report placed the val ue
at 9.14 mllion dollars, but that after a tel ephone conference
call wth Fred Leonard, counsel for the debtor, Walter Trent,
the managing general partner of the debtor, and others, he
increased rental reserves for the apartnents from $150.00 to
$250. 00 per unit per year thus producing his present estimate of
8.86 mllion. He testified that he believed that this

adj ustnent was appropriate and his estimte accurate, although
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he noted that appraisal is an art not a science.

On cross exam nation, M. Geen admtted that in conputing
the value under the sales conparison approach, it was necessary
for him to utilize the NO he determned under the incone
approach and that therefore it was not surprising that the
results under the two approaches were pretty nuch the sane. He
al so agreed that the effective gross inconme anount he estinmated
under the incone approach was nore than the property’ s actual
effective gross incone for the past three years (%$200,000.00
nore than 1994, $50,000.00 higher than 1993) and greater than
the first six nonths of 1996 annuali zed. He admtted that the
m scel | aneous incone figure he estimted ($69,274.00) was higher
than any received by the conplex except for the first six nonths
of 1996 annualized ($72,723.00), but noted that his anpbunt was
only slightly hi gher t han 1995’ s m scel | aneous i ncome
($68,179.00) and that his estimte represented 4% of potential
gross incone, the same as in 1995. M. Geen observed that
there was an wupward trend in this percentage—iscell aneous
income was 2.6%in 1994 and 1.4%in 1993. He testified that the
m scel | aneous inconme figure consisted of incone derived from
| aundry and vending, forfeited tenant deposits, and furniture
rental from the corporate units. He further testified that his

estimate of operating expenses was 46.3% of effective gross
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i ncome, including replacenent reserves of 4.2% and that the
actual expenses for the property was 46% in 1993, 43.7% in 1994
and 44% in 1995, although these figures included no replacenent
reserve. M. Geen stated that he did not use the discounted
cash flow method to estinate value under the incone approach
because this nethod is appropriate for property with either
changi ng i ncome or changi ng expenses unlike the subject property
which is operating at a stabilized status. He agreed that
East man Chemi cal Conpany dom nated Kingsport’s |abor force but
saw no justification for using a slightly higher cap rate to
account for this fact because the conparables he wused to
determine the cap rate were from Johnson City primarily and if
East man has problens, the entire region, rather than Kingsport
alone, wll be affected. Finally, M. Geen was questioned on
cross exam nation regarding his opinion in general of the work
of the other experts testifying in this case. Rel uctantly, he
stated that he did not have an high opinion of M. Harris work,
but opined that Richard Wal | ace does a good j ob.

On redirect, M. Geen conpared the subject property’s net
rental income anpbunt and mscellaneous income for the first
el even nonths of 1996 annualized ($1, 662,463.000 and $83, 296. 00
respectively) to his estimates of effective gross inconme and

m scel | aneous i nconme (%1, 650,422.00 and $69, 274.00), noting that
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the annualized figures are higher than his estinates and

therefore strongly supportive of his anounts.

Il

David W Harris, the appraiser retained by Condor, testified
on Condor’s behal f. He stated that his office is in Kingsport,
Tennessee, that he is an MAI and a non-practicing broker, that
he holds a masters degree in economcs, and has 31 years of
apprai sal experience. M. Harris noted that 90% of his
assignnments are of commercial properties, he averages about 100
appraisals a year, and over the last three years, he has
appraised 20 or naybe 30 apartnent conplexes per year. He
testified that the apartnment conplex market in the Tri-Cties
area is pretty strong right now, that the market is stable and
a bit healthier than the early 1990's, and that there have been
Increases in rental rates and in values. He noted that Eastnman
Chem cal Conpany has a very strong inpact on the apartnent
conplex market in this area, but saw no adverse effect in the
foreseeabl e future.

Wth respect to his appraisal of the Crosscreek Apartnents
conplex, M. Harris stated that his basic nethodology in
determ ning value did not significantly differ from that of M.

Green or M. Wallace. He noted that he had visited the subject
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property four to six times, talked wth site nmanagenent,
nmeasured the buildings, nade interior inspections and reviewed
the past three years of financial information and the 1996
nont hly operating reports. He opined that the subject property
has a value of $9,500,000.00, that it is definitely above
average in conparison with other conplexes in the Tri-Cties
area and has been very well nmaintained. He detected no
significant deferred maintenance problens and stated that he had
personally visited all conparables utilized in his val uations.

To determine the value of the subject |and under the cost
approach, M. Harris considered four vacant |and sales in the
Ki ngsport area, two of which were fairly recent. Based
primarily on the nost recent sale of very conparable property
(adjacent to a large apartnent conplex, has been inproved for
multifam|ly housing since its sale, and simlar topography)
which sold at a price of $21,968.00 per acre in March of 1996,
he valued the land at $22,000.00 per acre. To ascertain the
construction costs of the inprovenents, M. Harris testified
that he checked with several different cost sources, prinmarily
| ocal contractors, and arrived at an overall cost of about
$50. 00 per square foot. He used an effective age of ten years
for his depreciation due to the fact that the apartnents have

been well naintained and stated that he did not see any basis
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for using an effective age higher than the actual age.

In his application of the mrket or sales conparison
approach to value, M. Harris found only one recent |arge
apartnment sale in Kingsport, the sale of the Cabana Apartnents
in 1996. He supplenented this sale with apartnment sales from
other areas, primarily Chattanooga and Knoxville, all of which
occurred within the last two or three years. He then used three
units of conparison: the price per apartnent unit, a value
i ndicated by the gross income nmultiplier, and a value derived by

dividing a capitalization rate into net incone, reaching an

ultimte conclusion under the narket approach of 8.4 mllion
dol | ars.
Under the incone approach, M. Harris concluded, |ike M.

Green, that the rents charged by Crosscreek Apartnents conplex
were about at market value, although rather than the 8% vacancy
and collection loss rate used by M. Geen, M. Harris used 10%
He noted that this was sonewhat higher than historically but
anticipated nore conpetition soon which would increase vacancy
rates. M. Harris’ determnation of value under the incone
approach was based on both the capitalization nmethod and a
di scounted cash flow analysis, with M. Harris’ observation that
the capitalization nethod is like a snap-shot in tine as of a

given date, while the discounted cash flow analysis requires a
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forecast of future net incone. In the capitalization method,
M. Harris used two neans to determ ne the appropriate cap rate.
The first was an extraction of market sales which indicated a
cap rate of 10% and the second was the application of a
mat hematical fornmula which utilized current financial data and
produced a range of 9 to 10% The difference in the two
results, explained M. Harris, may be due to the fact that the
mar ket sales occurred up to a couple of years ago when cap rates
were higher while the mathematical formula was based on current
information, noting that over the past few years the general
trend has been a slight decreasing of cap rates, resulting in a
hi gher indication of value. Applying a 10% cap rate, M. Harris
concluded that wunder the capitalization approach, Crosscreek
Apartnments conpl ex has a val ue of $9, 035, 000. 00.

The discounted cash flow analysis required M. Harris to
estimate the anticipated rent for the next five years factored
by an appropriate growth rate. Using a growh rate of 1% a year
which he believed was a reasonable estinmate of growh, M.
Harris calculated a value of $9,580,000.00. To reconcile the
two nethods, he gave nore weight to the discounted cash flow
anal ysis which he stated was the best indicator of value, thus
arriving at his final conclusion under the inconme approach of

9.5 mllion dollars. Thereupon, he reconciled the values
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obtai ned under all three of the basic approaches, concluding
based primarily on the incone approach that Crosscreek
Apartments conplex has a value of 9.5 mllion dollars.

On cross examnation, M. Harris admtted that within the
past year or two, a couple of conplaints had been filed agai nst
him with the Tennessee Appraisal Board although no disciplinary
action had ever been taken, and that there was a conplaint
approximately twenty years ago. He agreed that his concl usion
of $30,000.00 per apartment unit under the market approach was
greater than any of his conparables, explaining that Crosscreek
Apartments conplex is in a better condition than any of the
properties sold. In response to questioning from counsel for
the Partners, M. Harris testified that he used the conplex’s
current rental rate to conpute gross potential incone wthout
regard to whether the conplex was actually receiving these
rates, information which he did not know. He admtted that this
information would be relevant if there was a substantial
difference in the two amobunts and if the conplex had any | ong-
term |eases, but believed that the conplex had no rental
contracts that exceeded one year. Wth respect to his
estimation of effective gross incone, M. Harris conceded that
hi s amunt was greater than the conplex’s actual effective gross

income over the last three years, but noted that his estinmate
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was .6% under what the conplex would probably receive in 1996
based on the nunbers for the year thus far. M. Harris noted
t hat his original estimate of m scel | aneous incone was
$133,000.00, but that he had reduced the figure to $60,000. 00
after concluding from talking with on-site managenent that he
had i mproperly included certain itens in this category which did
not bel ong. Despite this reduction, M. Harris stated that he
was still not satisfied wth his estimate of mscellaneous
i ncome because he was not conpletely clear as to what types of
inconme this estinmate was designed to include or how Crosscreek
Apartnments had historically treated this category. M. Harris
explained that his operating expenses estimte, 45.32% of
effective gross incone, was based on the conplex's audited
financial statenents and data from other typical properties, and

i ncl uded reserves of $178.00 per unit.

I V.

Richard E. Wallace, a Knoxville real estate appraiser and
graduat e of East Tennessee State University, testified on behalf
of the Partners, noting that he obtained his SIA designation in
1974 and his MA designation in 1984. M. Wallace stated that
75% of his work was in the commercial real estate market and

that he perfornmed approximately 100 to 120 appraisals per year
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bserving that counties wusually use a cost basis for their
appr ai sal s, M. Willace stated that Crosscreek Apartnents
conplex’s tax appraised value was $8,474,500.00, wth annua
t axes of approxi mately $182, 000. 00. Li ke the other two experts,
M. Willace used the sanme three approaches to value, but
concluded that Crosscreek Apartnents conplex has a value of
$7, 600, 000. 00, alnpst two mllion less than M. Harris’
valuation and 1.26 mllion less than M. Geen’ s val uation.

To determine the current construction cost of the conpl ex,
M. Wallace wused the Marshall Valuation Service, which he
expl ained was a nationally known cost estinmation source, updated
gquarterly, and well accepted across the country as an authority
on comercial building costs. He deducted from this cost 30%
for depreciation, which represented an effective age of fifteen
years, and added a land value of $515,000.00, concluding that
based on the cost approach Crosscreek Apartnents conplex has a
val ue of $8, 485, 000. 00.

Wth respect to the market approach, M. Wllace testified
that he ogathered information regarding sales of apartnent
conplexes in the East Tennessee area, and wusing units of
conparison (sales price per unit and per square foot and the
gross incone nethod), adjusted by differences in net incone per

unit, arrived at a value of 7.5 mllion dollars, concluding that
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the apartnments have a unit value of $26,800.00 and a square foot
val ue of $30. 00. It was noted that the sales utilized by M
Wallace in this approach were of properties in Knoxville and
Chat t anooga rat her than Kingsport and M. WAllace testified that
he did not recall if there were any sales of conparable property
i n Kingsport. He explained that the conparables used by him
were chosen because they had been appraised by his office and
thus, he had all the operating data regarding these properties,
noting that conplete information is necessary for a proper
conpari son. M. Wallace acknow edged that he was famliar wth
the Cabana Apartnments in Kingsport and was aware that they had
been sold, but stated that he was not able to verify all the
information needed in order to use this sale as one of his
mar ket conpar abl es. He observed that the Cabana conpl ex, which
had sold at about $15,000.00 per wunit, was inferior to the
Crosscreek Apartnents conpl ex.

The inconme approach, according to M. Wallace, was the npst
useful in determning the overall value of property because the
income that wll be produced is what investors are nost
particularly interested in. The first step in applying this
approach is to estimate gross potential incone by determning
what the apartnents should rent for in the open market based on

other rentals in the area as well as the subject property.
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Because in his estimation there were few true conparables to
Crosscreek Apartnents in the Tri-Cties area, M. Wllace's
primary enphasis was the actual incone of the conplex and its
operating history. Li ke the other two appraisers, M. Willace
concluded that the rent presently being collected by Crosscreek
Apartnments was in line with the market and that managenent was
doi ng a good job on nmaintenance and upkeep. Using the rent roll
data as of June 26, 1996, which indicated an average rental rate
of $455.00 for one bedroom units and $540.00 for two bedroom
units, M. Willace projected gross potential inconme, deducted
from this anpbunt an 8% vacancy and credit |oss deduction, and
added m scel |l aneous inconme of 1.5% to arrive at effective gross
income, noting that over the last three years, mscellaneous
i ncome had ranged from 1.2% to 1.4% of effective gross incone.
He explained that the m scellaneous inconme figure on the 1995
i nconme statenment included a waived service charge of $84, 865.00
which was sinply an accounting entry rather than actual cash
i ncone and therefore should not be included in a projection of
future incone. From the effective gross incone, M. Willace
deduced replacenment reserves of $250.00 per wunit annually
($70, 000.00) and 46% for operating expenses, producing a net
operating income of $793, 481. 00. He noted that it was a common

practice in the appraisal of an apartnent conplex to put in a
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reserve for replacenment of itenms such as roofs, appliances,
carpeting, etc., although such reserves were not usually
i ncluded on incone statenents. Based on the conparable sales
utilized by himin the nmarket approach which had capitalization
rates ranging from 9.5% to 11.5% with an average of 10.6% M.
Wal | ace used a 10.5% cap rate, observing that a slight increase
in cap rate mght be appropriate in Kingsport due to the
additional risk inposed by the fact that the Kingsport econony
is dependent to a great extent on one industry, Eastman Chem cal
Conpany.

M. Wallace also estimated inconme utilizing the discounted
cash flow anal ysis, although he noted that he did not place much
reltance on this nmethod in arriving at hi s ultimte
determ nati on of val ue because the discounted cash flow invol ves
a ten-year projection which is nore speculative and requires
numer ous assunpti ons. M. Willace then reconciled the three
approaches to value, giving primary consideration to the incone
approach and rejecting the cost approach as not particularly
relevant in the appraisal of an older apartnment conplex. He
ultimately reached the conclusion that Crosscreek Apartnents
conplex has a value of $7,600,000.00. Like M. Geen, M.
Wal | ace was questioned regarding his opinion in general of the

work of the other two experts in the case. M. \Wallace
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responded that he did not hold the work of David Harris in high
esteem but that Mchael Geen was a “good appraiser, a
qual i fied appraiser.”

It was brought out on cross exam nation of M. Wllace that
his office is in Knoxville, rather than the Tri-Cties, that
less than five percent of his business, on a volune basis,
i nvol ves appraisals of apartnment conpl exes, and that he
previously appraised Crosscreek Apartnments on behalf of HUD in
1992 at a value of 7.5 mllion dollars. M. Willace agreed that
the subject property is one of the two best apartnment conpl exes
in Kingsport, that the property has been extrenely well
mai ntai ned, and that there were no deferred maintenance needs
that justified a reduction in value, although the property was
getting to the age where replacenents wll be necessary. He
described the current Tri-Cties market which has a 91%
occupancy as “pretty good” rather than “strong” and noted that
there had been inprovenent in the market throughout East
Tennessee over the |ast several years. \Wen asked if cap rates
were |ower than they were in the early 1990's, M. Willace
responded that you woul d expect them to be sonewhat |ower since
i nterest rates have softened but that fluctuates.

In response to the observation that the vacant |and sales

used by M. Willace to determ ne value under the cost approach
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occurred in 1988, 1989, and 1991 rather than nore recently, M.
Wal | ace expl ai ned that he had been unable to find any conparable
| and sales for the past five years although he acknow edged he
did not find the March 1996 |and sale adjoining Cabana
Apartnents used by M. Harris. M. Wallace admtted that he had
used the land sales referenced in his 1992 appraisal of the
apartnments to determne land value in the current appraisal,
droppi ng the two ol dest sal es which occurred in 1984.

Wth regard to his application of the market approach, it
was reiterated on the cross exam nation of M. Wallace that none
of his conparables were from the Tri-Cities area and none had
occurred in 1996, with only one of the six taking place in 1995
and two of the six going back to 1993. M. Wallace adnmitted
that one of his listed conparables sold at a rate of $15, 000. 00
per unit, the sane as the sale of Cabana Apartnents in Kingsport
and that therefore it would have been a simlar conparable, but
repeated his earlier statenment that he had not used the Cabana
sal e because he did not have all the necessary information. He
could not explain, however, why the other two appraisers were
able to obtain this informati on and he coul d not.

Regarding his wutilization of the incone approach, M.
Wal | ace acknowl edged that his projection of effective gross

income was |less than the conplex’s actual income for 1995, even
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excl uding m scel | aneous income which had been artificially high
in 1995 due to the $84,000.00 accounting entry, and nore than
$60, 000. 00 I ess than the first eleven nonths of 1996 annuali zed.
In response to cross examnation by Condor’s counsel who
suggested that M. Wllace's projection of income should be
I ncreased based on the 1996 incone annualized, M. Wallace
refused to adjust his valuation wthout specifically evaluating
the information contained in the Novenber and year-to-date
operating reports and without the entire year’s figures, noting
that in sonme businesses there are a |lot nore expenses at the end
of the year although he did not know if this were true of
Crosscreek Apartnents. He stated, however, that if actual net
income for the entire 1996 year was $50,000.00 nore than he had
projected, the value of the property should be increased in
accordance with that anount.

In response to questioning regarding his choice of a 10.5%
cap rate, M. Wllace acknow edged that his determ nation of the
appropriate capitalization rate was derived from his market
conpar abl es which in sone cases go back to 1993, but opined that
the range of 9.5% to 11.5% from these conparabl es had been true
for the last five years and was true today. M. Wallace agreed
that his current wvaluation of 7.6 mllion dollars is only

$50, 000.00 greater than the 7.55 mllion dollars value he
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reached in 1992. M. Wallace attributed this mniml increase
in value, despite an inproving econony in the interimand a well
mai nt ai ned property, to the fact that the income of the conpl ex
has only increased slightly during this tine.
Walter Trent, the general nanaging partner of the debtor

also testified, noting that the expenses set forth in the 1995
financial statenent did not include replacenent reserves and
that if reserves of $250.00 per wunit were added, the net
operating inconme for 1995 would be $801, 000. 00. He also
observed that the escrow for taxes shown in the 1996 nonthly
operating reports was $20,000.00 less for the year than it
should be and that the actual taxes for 1996 would be around
$180, 000. 00. It was his observation that the expenses for 1996
would be greater if the debtor were operating outside of
bankruptcy as the debtor was econom zing wherever it could,
al though he admtted that all necessary repairs had been nade
and that there had been no requests to Condor under the cash
collateral agreenent for any extraordinary expenditures. M.
Trent testified that the debtor had not challenged the tax
appraisal for the property even though it was believed to be too
hi gh because the appraisal was based on replacenent cost rather
than the inconme approach and therefore any challenge would be

fruitless.
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V.

The issue of valuation of Crosscreek Apartnents conplex
presents a battle between experts. The court, having no
speci alized or superior know edge as to the proper valuation of
t he conpl ex, nonet hel ess nmust eval uate t he experts’
determi nations of value. Al three appraisers in this case are
experienced, have simlar qualifications and used the sanme three
uniformy recognized approaches to value, while obtaining
different results. Accordingly, this court’s decision nust be
based on an determ nation of whether the appraisers’ conclusions
are substantiated by the facts and ultimately their credibility.

The court does not find that the appraisal performed by
David Harris is the best estimation of the value of the debtor
Al though M. Harris is unquestionably an experienced appraiser
he at tinmes during his testinony appeared unsure of the factual
basis for his conclusions and his witten report did not always
set forth the data on which he relied for his conclusions. I n
determining the replacenent costs of +the inprovenents, M.
Harris indicated in his report that he had used his own persona
construction experience supplenented by data obtained from ot her
sources such as cost nmanuals and consultation wth “other

contractors” to arrive at his estimation of reproduction costs.

29



No evidence was presented as to what, if any, construction
experience is possessed by M. Harris. The court believes that
the nore appropriate source for cost estimation is the Marshall
Val uation Service used by both M. Willace and M. Geen and
noted by both to be a nationally accepted authority for
construction costs. Subj ective determnations |ike that of M.
Harris are always susceptible to criticism and doubt and while
it is certainly advisable to verify the data derived from the
Marshal | Service by the appraiser’s own experience and know edge
and consultation wth Jlocal contractors, these should be
suppl enental rather than primary sources in the manner utilized
in the appraisals of M. Wallace and M. G een.

In his application of the incone approach, M. Harris was
not aware of the rent actually received by Crosscreek
Apartnents, only the rental rates currently charged by the
conpl ex which did not take into account any long-term |l eases in
place. Also, M. Harris was admttedly confused as to the nmake-
up of the mscellaneous incone category as referenced in the
debtor’s financial statenents and could not explain the basis
for his estimation of $60,000.00. |In his final determ nation of
value, M. Harris gave primary enphasis to his discounted cash
flow anal ysis as opposed to the capitalization nethod, while M.

Wal | ace gave less weight to the discounted cash flow analysis
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finding it to be nore speculative and M. Geen did not use it
at all, stating that this type of analysis was nore appropriate
for properties with changing cash flows unlike the debtor which
generally has a stabilized operating status. The court finds
M. Wallace’'s and M. Green’s approach in this regard to be the
nore | ogical. Furthernore, the court finds that replacenent
reserves of $250.00 per wunit are nore appropriate than the
$178.00 anount used by M. Harris, due to the fact that sone
aspects of the apartnents, such as heating and air-conditioning,
appliances, etc., are nearing the end of their useful life.

Finally, the substantial differences between M. Harris’
estimations of incone, expenses and resulting net operating
i ncone and the actual incone, expenses and NO of the debtor
belie the accuracy of M. Harris’s concl usions. H s estimtion
of effective gross inconme is higher than any of the debtor’s
actual EG for the years 1993-1995 and his NO estinmate of
$903, 368. 00 (adjusted by his replacenent reserves of $50,000.00
since the debtor’s actual NJA as shown on its financial
statenents reflects no reserve) is alnost $40,000.00 greater
than the highest NO earned by the debtor in the years 1993 to
1995 and nore than $85,000.00 greater the average of debtor’s
actual NO for these years ($867,935.00).

From their testinonies at the hearing and their witten
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apprai sal reports, it was evident to the court that both
M chael E. G een and Richard E. Wallace are know edgeable, well -
qual i fied and experienced real estate appraisers. But, as to be
expected, each appraisal had its own particular strengths and
weaknesses. The witten appraisal report of Wallace & Associ ates
was the best in many respects. It was straight-forward, the
easiest of all three reports to follow and conprehend and for
the nost part, provided the bases for the conclusions reached by
M. Wallace. It did not appear to the court, however, that M.
Wal | ace was as thorough in gathering data for his appraisal as
he could have been and shoul d have been. In applying the cost
method to determne the value of the land on which the conpl ex
is situated, M. Willace apparently nade no effort to obtain
recent conparables, relying instead on the nobst recent sales
listed in his 1992 appraisal of the conplex, which by the tine
of the present appraisal were several years old (one in 1988
one in 1989, and the other in 1991). Even these sales were not
particularly conparable to the subject |and. Two of the three
properties were purchased for a residential subdivision and had
values of $10,000.00 per acre wth the third selling for
$17,614.00 per acre, values substantially Ilower than M.
Wal | ace’s conclusion of $20,000.00 per acre for the subject

property. No basis for this anmobunt was offered other than the
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statenent that the appraiser had researched sales of apartnent
land in other markets and that |and suitable for apartnent use
generally sells at a higher price per acre than the typical
residential |and. M. Willace did note, to his credit, that
sales data to support his valuation was extrenmely limted. The
conparables utilized by M. Geen and M. Harris were better,
with M. Harris’ being the best since he found a sale within six
nmonths of his appraisal of property adjoining an apartnent
conpl ex which sold at $21,968.00 per acre, alnpst exactly M.
Harris’ estimate of $22,000.00 per acre.

Nor does it appear that M. Willace obtained the best
selection of recent sales of simlar properties for the market
approach to val ue. Three of the properties were in Knoxville
and three were in Chattanooga, nore than 200 mles from the
subject area. Furthernore, with one exception, all of the sales
were nore than two years ol d. M. Wallace admtted on cross
exam nation that the sale of the Cabana Apartnents in Kingsport
in March of 1996 was conparable to one of the properties
considered by him although inferior to Crosscreek Apartnents
conplex, but blaned his failure to include this sale on his
inability to obtain the requisite data, even though the other
appraisers were able to access this infornmation. It would

appear to the court that sale data on an apartnent conplex in
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Ki ngsport where the subject property is |ocated, occurring
within the past six nonths, would be particularly relevant and
worth additional effort to obtain, notw thstanding that other
conplex’s inferior condition. M. Willace's failure to obtain
and consider the Cabana Apartnents sale casts doubts on the
t horoughness of his efforts.

M. Geen, on the other hand, clearly conducted a thorough
appr ai sal , personally wvisiting and evaluating all of the
conparable properties utilized by him in his evaluation
including those used to estimate I|and val ue. Hi s apprai sal
report properly set forth the foundations for his conclusions
although at tinmes his adjustnments and «calculations were
difficult to follow Both he and M. Wallace used the Marshall
Val uation Service to determne the replacenent cost of the
i mprovenents, which from their statenments was the appropriate
means to determ ne construction cost, and the court believes
that M. Geen was correct in depreciating the inprovenents
based on their actual and economc |life of eleven years, rather
than the fifteen years utilized by M. Wll ace. Both M. G een
and M. Harris saw no reason for using an effective |ife greater
than el even years and, in light of the consensus of all three
apprai sers that the conplex was in above-average condition and

had been very maintai ned, the court agrees.
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Wth respect to his application of the sales conparison
approach, M. Geen was diligent in finding apartnent sales
occurring within the last three years in the Tri-Cties area,
unli ke the other two appraisers who relied primarily on sales in
Knoxville and Chattanooga for their conparables. Furt her nore
M. Geen's and M. Willace's adjustnents to the conparables
based on their net operating incone per unit, which they cited
as the best indicator of value, nmakes good sense.

Overall, the work of both was comendable, with the court
finding M. Geen the nost thorough of the two, and M. Wall ace
the nost experienced, although the court perceived a certain
bias in favor of the debtor by M. Willace and an effort by him
to estinmate a |ower, even though defendable, val ue. The
critical difference between the appraisals of M. Geen and M.
Wal | ace were their conclusions derived from the inconme approach
since both placed primary reliance on this approach for their
ultimate determnations of value. Consistent wth  his
t horoughness in the other approaches, M. Geen went to great
lengths in his application of the income approach to value to
determi ne whether the OCrosscreek Apartnents conplex’s rental
income was consistent with the nmarket area. M. Geen's
estimations of inconme and expenses, however, were not supported

by the conplex’'s actual financials—his incone figure was too
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high and his expenses, excluding replacenent reserves, too |ow.
As he admtted on cross examnation, M. Geen's estinmation of
effective gross incone ($1,650,422.00) was higher than any of
the years for which financial information was presented (1993-
1995), and higher than the first eleven nonths of 1996
annual i zed. Because M. Green’s estinate was nmeant to represent
the current market rates (which all agree is in line with the
conplex’s actual current rentals) less a vacancy rate of 8% it
is unclear how his estimte can be higher than 1996’ s act ual
i ncome which has a vacancy of only 7.3% In light of the
conplex’s |ower historical incone figures, the court does not
find M. Geen s estinmation of effective gross incone to be
pl ausi bl e.

M. Geen s projection of expenses at 46.3% of effective
gross incone, which includes replacenent reserves of 4.2% 1is
also out of line with the conplex’s actual expenses for 1993-
1995. As M. Geen testified, Crosscreek Apartnents conplex’s
expenses for the vyears 1993, 1994, and 1995, wthout any
inclusion for replacenent reserves, represent 46% 43.7% and
44% respectively, of effective gross incone for those years, an
average of 44.57% Yet M. Geen estinmated expenses of only
42.1% excluding his reserves.

Finally, M. Geen s bottomline, his net operating incone
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estimate of $885,754.00, is greater than the conplex’s actual
NO for any year, once actual NO for each year is reduced by
repl acenent reserves of $70,000.00 (so that “apples” can be
conpared with “apples” because no reserves are included in the
fi nanci al statenents). The adjusted NO for 1993 is
$795,137.00, for 1994 it is $754,727.00 and the adjusted NO for
1995 is $843,941.00, a range of nore than $40,000.00 to nore
t han $130, 000.00 less than M. Geen’s estimation.

Like that of M. Geen, M. Wiallace' s projection of incone
is not supported by either the conplex’s historical or current
actual incone. As he acknowl edged on cross exam nation, M.
Wal l ace’s projection of effective gross incone ($1,599, 039.00)
is substantially less than the conplex’s reconstructed EG for
1995 (%1, 643, 882.00), less than 1993's reconstructed Ed
($1,615,088.00) and less than 1996’s incone annualized based on
the first eleven nonths of operations. M. Wllace s net
oper ati ng i ncome esti mate of $793, 481. 00 (adj usted to
$863,481.00 to add back in the replacenent reserves) is |ess
than the net operating inconme for three out of the four years in
guestion (1993-1996 annualized), wth the trend to be of
increasing 1incone rather than decreasing. Accordingly, the
proper projection of net operating inconme is apparently

sonewhere in between that of M. Geen’s and M. Wl l ace’s.
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Wth respect to the appropriate capitalization rate, M.
Geen and M. Harris testified that 10% was appropriate, while
M. Wallace selected 10.5% M. Geen s analysis of the issue
was the nost extensive: he used five various nethods to nmake his
determ nation, concluding that based on the best three, a range
of 9.6% to 10.15% was i ndicated. Furthernore, the market
extraction nethod utilized by him which he indicated was the
nost reliable nethod, was based on his market conparables, all
of which were in the Tri-Cities area. The appropriateness of
M. Wallace's choice is called into doubt by the fact that it is
based on sales nore than two years old and outside the Tri-
Cities area, despite his assertion that the range of 9.5% to
11.5% on which he based his conclusion has been true for the
past five years and is true today. Both M. Geen and M. Harris
indicated that cap rates are trending downward, with M. Geen
noting that one of his sale conparables had resold since the
date of his appraisal at a cap rate of 9¥%% The court finds
that a cap rate of 10%is best supported by the evidence.

In summary, while giving primary weight to the incone
approaches by M. Geen and M. Willace, including replacenent
reserves of $250.00 per unit annually, and a capitalization rate
of 10% the court concludes that Crosscreek Apartnments conplex

has a value of 8.2 mllion dollars. An order to this effect and
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sustaining both objections by Condor and the Partners to each
other’s disclosure statenment based upon |ack of adequate
information in the valuation of the Crosscreek Apartnents
conplex will be entered contenporaneously with the entry of this
menor andum opi ni on.

ENTER January 17, 1997

BY THE COURT

MARCI A PHI LLI PS PARSONS
UNI TED STATES BANKRUPTCY JUDGE
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