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Norvergence as partner with Nortel and Quest
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	 Lessor’s perspective:

 Norvergence offered equipment leases
· Lessees with AAA credit

· Buzz: 18% plus rate over 60 month term

· High volume

· Received equipment invoices and spec sheets for 2 types of equipment: Matrix SOHO and Matrix T1
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	Leasing Companies’ Defense 
they stated in Court:

1. Leasing companies did not know the Norvergence equipment value; they were not required to know; and they had no expertise in order to know.

2. Leasing companies only concern and expertise is customer credit.  


	Two Areas of Exposure for 
Leasing Companies:

1. SEC violations

· SEC requirement to establish rigorously determined fair value of multiple deliverables (EITF 00-21)

· SEC charged Xerox with fraud for bundling services with equipment.

2. Insurance violations

· False declarations of equipment values to insurers; false “insured values” used to determine premiums and profits charged to lessees.

· Premium amounts not correlating to insured values in sample study.  




FOREWORD

I intended this report, a supplement to my talk, to be used as a definitive set of publicly available documents needed for review of the Norvergence leasing case. The Table of Contents provides a context for understanding the relationships among the documents. When documents are not included in total, links are provided following the excerpts.

Unless a lessor or lessee was directly involved with Norvergence, no details have been available to the leasing community beyond snippets in the press, hearsay or rumors. My hope is that this invaluable collection of primary source materials will serve to generate other case studies and industry-wide introspection.
INTRODUCTION

Press and Online discussions mention that Norvergence equipment was leased for 10 to 100 times its value. In essence, the comments read: “Is it true?” “How could this happen?” “How could equipment worth $200 be leased for $28,000 or $75,000 ?”   

Similarly unbelievable are the claims of leasing companies, found in court transcripts, that they had neither the knowledge, expertise or obligation to know the value of the Norvergence equipment before purchasing $200 million worth of leases.

I have taken several critical steps to unpack this fascinating and illogical situation. The first act was to commission a top-notch telecommunication appraiser to do a retrospective valuation of the Norvergence Matrix Boxes. The result of this appraisal is included in this report. To my knowledge, my post hoc fair market valuation (FMV) was the first comparison and residual analysis ever done. Two hundred million dollars apparently were sent to Norvergence at the inception of the Matrix Box leases, without any determination of market comparables or residual value.

In the pursuit of the truth, my second critical step was to research leasing companies claims of ignorance regarding the Matrix Box values. What might be possible motives for leasing companies to turn a blind eye to Norvergence equipment values? For answers, I pursued UCC 2a-103 and IRS codes, and SEC, FASB Statement 13 and GAAP accounting rules. I asked the authors or enforcers of these regulations, “What are the requirements for public companies for due diligence and reporting asset values when booking leases?”

After hearing the facts and circumstances in the Norvergence case, one senior accountant and expert in leasing advised me to look at the 2002 SEC Enforcement Action against Xerox. ( http://64.233.161.104/search?q=cache:oYiqgcnni8J:

www.sec.gov/news/headlines/xeroxsettles.htm+sec+xerox+restated+financials&hl=en)

The SEC charged Xerox with fraud due to the improper reporting of revenues. By booking services, interest and equipment under a lease without differentiation; services that should not have been recorded as income until delivery appeared at lease inception. From the perspective of the SEC, the result of Xerox artificially accelerating earnings was a false boost in present Xerox stock values, which would result in a future low that stockholders could not foresee (based on the fact that services rendered later will show no earnings as this income was booked years earlier).

Leasing companies’ accountants and auditors, if not their management, would have known the Xerox case and the resulting EITF 00-21 requirements. KPMG Bulletins and Softrax, a revenue management consulting service, flagged the importance of separation of multiple deliverables and the SEC requirement for determination of fair market values with “vendor specific objective evidence.” The Softrax web site states, “Understanding this new guidance (EITF 00-21) in detail will be critical for all finance and accounting professionals, as the SEC continues to rigorously enforce implementation of new revenue recognition guidelines.” See links:

http://64.233.161.104/search?q=cache:OwYpEakph_oJ:www.us.kpmg.com/RutUS_prod/Documents/12/June03_12.pdf+fasb+statement+13+leasing&hl=en and

(http://www.softrax.com/news/press_releases/article/default.asp?release=063, respectively.

From May 2003 on, all leases must be rigorously unbundled and deliverables properly allocated using EITF 00-21 “tests.” The fact of having done two leases-- one for services and one for equipment, as is done by Norvergence—offers no reprieve from this requirement. On page one, EITF 00-21 specifically cites, “In applying this Issue, separate contracts with the same entity or related parties that are entered into at or near the same time are presumed to have been negotiated as a package and should, therefore, be evaluated as a single arrangement in considering whether other are one or more units of accounting.” See http://www.iasplus.com/resource/00-21_draft.pdf .

After learning about the Xerox scandal and EITF 00-21, I selected one Norvergence lease ($477. 35 x 60 Months) and had an accountant create a spread sheet for a finance lease, using my best guess of how leasing companies booked the Norvergence leases: Norvergence’s inflated equipment cost ($22,655 cost), the interest rate stated on the credit approval (0.02079 rate ) and the assumption of no residual value.

In order to create a comparison, I had the accountant take this same lease information and create a second spreadsheet allocating the separate income streams in compliance with EITF 00-21. The fair market value my expert determined through product and market analysis ($2,887 for two) and the same total interest amount ($5,986) were subtracted from the total Finance lease ($28,641). Using the same assumption of no residual value, the remaining amount ($19,555) was allocated as services.

Services were obviously conflated into the Norvergence Equipment lease, resulting in the absurd variation among customers leases (ranging from $10,000 to $340,000) for the identical equipment whose FMV was, approximately, either $200 for a Martix SOHO, or $1550 for the Matrix T-1. The Norvergence documents included in this report show that this wide range of equipment lease prices for customers were calculated from the running history of phone bills that potential lessees were required to submit for the Norvergence “technical experts” in order to create a “cost saving analysis.” The resulting analysis compared past monthly phone charges with future Norvergence savings. The higher the monthly phone bills in the lessees’ history; the higher the Norvergence lease payment.

When properly separating the FMV of the Norvergence equipment and services, as in my

previously mentioned accounting experiment, the reason for unbundling earnings immediately becomes apparent. With improper bundling, the first-year entry earnings are booked at $19,992; whereas the proper EITF 00-21 timing of revenue $4,348 indicated a significant reduction of income by $15,644 ($19,992 minus $4,348). The swing between the two scenarios is a difference of 360%, or four times, which equals the difference between $50 million and $200 million, when writ large.1
Since commissions and bonuses are based on sales volume, leasing companies sales and

marketing people had a motive to push through the purchase Norvergence leases. Using my appraiser’s valuations of the Norvergence Matrix Boxes, $17,600,000 is the most volume that 11,000 leases could generate. It was only when services were illegally conflated with the $17,600,000 equipment cost that the Norvergence deal became a $200 million “equipment lease” portfolio. Clearly, services were the bulk of the portfolio when FMV’s were used to judge services and equipment. 

If services were properly allocated in Norvergence leases, as in my accounting example, income dribbles in over the five-year term. Slow and gradual income, over a five-year term, exposes both the reason why a leasing company would not reasonably advance monies to vendors for future services, and why sales and marketing people would appreciate the benefit of hiding services in the books as sales. Revenues generated from $200 million in sales of equipment glow as immediate earnings and a quick return on cash invested; in compassion, monies advanced to vendors for services creates an immediate reduction of first-year earnings that can only be added gradually as income over future reporting periods. 

By bundling services and equipment, sales and marketing people can have their cake and eat it too. In other words, they could create the higher and immediate volume (and higher  bonuses and commissions) by conflating services and equipment with the benefit of high first-year earnings. However, the negative effect of leasing companies buying and improperly booking the Norvergence leases is analogous to the SEC claims against Xerox. 

The first-year glow of booking future earnings in the Norvergence leases results in a continuing series of losses that will follow over the next four years of the five-year term. My one lease example shows that: The first year is $19,992 earnings: the next four years are losers: the second year ($2,849) ; the third year ($3,257); the fourth year ($3,705); the fifth year ($4,195). Now multiply one lease times 11,000 leases to get an idea of the over-all scale, impact and outright distortion within the 200 million dollar portfolio created by leasing companies improperly reporting services as first-year revenue.

Leasing companies that normally do not finance services, and insurance companies that typically do not insure services were, in fact, leasing and insuring services in the Norvergence leases. This departure from leasing and insurance company practices directly results from violations of SEC EITF 00-21’s requirements for “objective and reliable evidence of the fair value of the undelivered item(s).”

See http://www.iasplus.com/resource/00-21_draft.pdf .

EITF 00-21, Number 16, specifically states the criteria leasing companies need to use for the determination of FMV and VSOE in their leasing:

16. Contractually stated prices for individual products and/or services in an arrangement with multiple deliverables should not be presumed to be representative of fair value. The best evidence of fair value is the price of a deliverable when it is regularly sold on a standalone basis. Fair value evidence often consists of entity-specific or vendor-specific objective evidence (VSOE) of fair value. As discussed in paragraph 10 of SOP 97-2, VSOE of fair value is limited to (a) the price charged for a deliverable when it is sold separately or (b), for a deliverable not yet being sold separately, the price established by management having the relevant authority (it must be probable that the price, once established, will not change before the separate introduction of the deliverable into the marketplace). The use of VSOE of fair value is preferable in all circumstances in which it is available. Third-party evidence of fair value (for example, prices of the vendor's or any competitor's largely interchangeable products or services) is acceptable if VSOE of fair value is not available.

Within the context of EITF 00-21, the insistence of leasing companies that they did not know the values of the Norvergence “Boxes” offers proof that these public companies committed the same type of fraudulent reporting of revenues as Xerox did. (See Court Transcript, page 114 in this Report). If they did not know the fair value of the equipment, then leasing companies obviously did not follow the proper SEC valuation and accounting procedures in EITF 00-21 stated above.   

The SEC description of their case against Xerox sounds eerily similar to the Norvergence case. Like Norveregnce, Xerox’s scheme centered around a “box.” The SEC web site

http://www.sec.gov/news/headlines/xeroxsettles.htm states, under a headline dated April 11, 2002:

Xerox Settles SEC Enforcement Action Charging Company with Fraud, Agrees to Pay $10 Million Fine, Restate Its Financial Results and Conduct Special Review of Its Accounting Controls

The complaint alleges that several of the accounting actions related to

Xerox's leasing arrangements. Under these arrangements, the revenue

stream from Xerox's customer leases typically had three components: the

value of the "box," a term Xerox used to refer to the equipment; revenue

that Xerox received for servicing the equipment over the life of the lease;

and financing revenue that Xerox received on loans to its lessees. Under

GAAP, Xerox was required to book revenue from the "box" at the

beginning of the lease, but was required to book revenue from servicing and

financing over the course of the entire lease. According to the complaint,

Xerox relied on accounting actions to justify shifting more lease revenue to

the "box," so that a greater portion of that revenue could be recognized

immediately.

My third step involved analysis of the problems of fraud that results when leasing companies provide false insured values to insurance companies, and naming themselves payees for any losses of Norvergence equipment. This fraud is compounded by charging lessees insurance premiums and profits based on these false and inflated equipment valuations. Leasing companies’ internal controls for compliance with the SEC accounting EITF 00-21 rules for the accurate establishment of equipment’s Fair Value would have prevented these insurance violations.

Any questions or comments? Please phone 212-925-8812 or email rrs@asrlab.org. A final version of this report will be placed on the Art Science Research Laboratory web site, www.asrlab.org.
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	Comparison of Finance Lease Accounting, Using One Norvergence Lease:

	Bundled versus Unbundled Accounting Methods

	

	Lease terms:
	

	Monthly payments
	
	477.35
	

	Monthly payments
	
	60
	

	Total lease payments
	
	                  28,641 
	
	

	
	
	

	
	
	

	
	
	

	
	Bundled

Deliverables

Scenario 1
	
	Unbundled and

EITF 00-21

Compliant

Scenario 2
	
	Profit

Increase

(Decrease)
	Profit %

Increase

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	

	Lease payment allocated to equipment
	
	                  22,655 
	
	                 3,100 
	
	
	

	Interest receivable
	
	                    5,986 
	
	                 5,986 
	
	
	

	Unearned service revenue
	
	
	               19,555 
	
	
	

	Total lease payments
	
	                  28,641 
	
	               28,641 
	
	
	

	
	
	
	
	

	Cash paid on equipment
	d
	                           - 
	
	                        - 
	
	
	

	
	
	
	
	

	Depreciable cost of equipment
	
	                  22,655 
	
	               22,655 
	
	
	

	
	
	
	
	

	Year 1
	
	
	
	

	Gain (loss) at initiation of lease on equipment
	
	                  22,655 
	
	                 3,100 
	
	
	

	Interest earned
	
	                    1,868 
	
	                 1,868 
	
	
	

	Depreciation of equipment (straight line - 5yr)
	
	                   (4,531)
	
	                (4,531)
	
	
	

	Service revenue earned
	
	                           - 
	
	                 3,911 
	
	
	

	Net income on leasing
	
	                  19,992 
	
	                 4,348 
	
	       15,644 
	360%

	
	
	
	
	

	Year 2
	
	
	
	

	Gain (loss) at initiation of lease on equipment
	
	
	
	

	Interest earned
	
	                    1,682 
	
	                 1,682 
	
	

	Depreciation of equipment (straight line - 5yr)
	
	                   (4,531)
	
	                (4,531)
	
	

	Service revenue earned
	
	                           - 
	
	                 3,911 
	
	

	Net income on leasing
	
	                   (2,849)
	
	                 1,062 
	
	        (3,911)
	-368%

	
	
	
	
	

	Year 3
	
	

	Gain (loss) at initiation of lease on equipment
	
	
	
	

	Interest earned
	
	                    1,274 
	
	                 1,274 
	
	

	Depreciation of equipment (straight line - 5yr)
	
	                   (4,531)
	
	                (4,531)
	
	

	Service revenue earned
	
	                           - 
	
	                 3,911 
	
	

	Net income on leasing
	
	                   (3,257)
	
	                   654 
	
	        (3,911)
	-598%

	
	
	
	
	

	Year 4
	
	

	Gain (loss) at initiation of lease on equipment
	
	
	
	

	Interest earned
	
	                       826 
	
	                   826 
	
	

	Depreciation of equipment (straight line - 5yr)
	
	                   (4,531)
	
	                (4,531)
	
	

	Service revenue earned
	
	                           - 
	
	                 3,911 
	
	

	Net income on leasing
	
	                   (3,705)
	
	                   206 
	
	        (3,911)
	-1899%

	
	
	
	
	

	Year 5
	
	

	Gain (loss) at initiation of lease on equipment
	
	
	
	

	Interest earned
	
	                       336 
	
	                   336 
	
	

	Depreciation of equipment (straight line - 5yr)
	
	                   (4,531)
	
	                (4,531)
	
	

	Service revenue earned
	
	                           - 
	
	                 3,911 
	
	

	Net income on leasing
	
	                   (4,195)
	
	                  (284)
	
	        (3,911)
	1377%

	
	

	Totals
	
	

	Gain (loss) at initiation of lease on equipment
	
	                  22,655 
	
	                 3,100 
	
	

	Interest earned
	
	                    5,986 
	
	                 5,986 
	
	

	Depreciation of equipment (straight line - 5yr)
	
	                 (22,655)
	
	              (22,655)
	
	

	Service revenue earned
	
	                           - 
	
	               19,555 
	
	

	Total income on leasing
	
	                    5,986 
	
	                 5,986 
	
	                - 
	0%
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Appraisal Report

DMC Consulting Group (DMC) presents the following retrospective desktop summary appraisal as an opinion of value of high-tech network communications equipment.  The equipment was leased to over 11,000 small to medium sized companies across the United States in 2003 and 2004.  This appraisal will only look at 10 sample leases for two models of NorVergence Matrix Network equipment.  The following is a list of the documents submitted to DMC for review by Rhonda Shearer.

· Sample Equipment Rental Agreement Schedule of payment amount and terms 

· Equipment Schedules from NorVergence  

· Invoices for the NorVergence equipment.

This sample portfolio was appraised for a fair market value as of the invoice date and a forecasted fair market residual value for each year out to 60 months from the invoice date.  The detail listing of the equipment appears in Exhibit 2.  A summary of the sample company lease information can be found in Exhibit 1.

A retrospective appraisal means that only knowledge available as of the appraisal date, which is the invoice date of the equipment in question, can be used to determine the opinion of value.  Knowledge of what has happened after that date did not influence the values stated in this appraisal. 

Overview of Report

This appraisal report identified the assets in question and determined the fair market value on the invoice date and the forecasted an end-user fair market value 60 months from the forecasted date.  Adherence to the code of ethics and the requirement and standards of Uniform Standards of Professional Appraisal Practices and the conduct of an appraiser as a member of the American Society of Appraisers is strictly followed for the creation of this report.
Purpose and Use of the Appraisal

The purpose of this appraisal is to provide a retrospective independent valuation opinion with regard to the end-user fair market value and forecasted fair market residual value.  This will be done through the use of researching the marketplace and applying my 18 years of residual value forecasting expertise.    This report should be used as an opinion of value as of the appraisal dates for the assets listed.  This report will be used in a presentation to the Equipment Leasing Association by Rhonda Shearer. 

The end-user value is the price the user would pay to a vendor, computer broker or lessor for the equipment in an arms length contract subject to the definition of Fair Market Value (FMV) listed later in this report.  This valuation does not take into account for freight and installation of this type of equipment.  The End-User valuation represents on average what the user can expect to pay for like equipment in the specific timeframe requested.

Objective and Valuation Date of Appraisal

The objective is to give an opinion of value as of the appraisal dates in the detail listing in Exhibit 1 the Summary and Exhibit 2 the Equipment Detail. 

Definition and Premise of Value 

“End-User Fair Market Value “ (FMV) is defined as the price that the equipment should bring in a competitive and open market under all conditions requisite to a fair sale, the buyer and seller each acting prudently and knowledgeably, and assuming the price is not affected by undue stimulus.  Implicit in this definition are the consummation of a sale as of a specified date and the passing of title from seller to buyer under conditions whereby:
1. buyer and seller are typically motivated;
2. both parties are well informed or well advised, and acting in what they consider their best interests;
3. a reasonable time is allowed for exposure in the open market;
4. payment is made in terms of cash in United States dollars or financial arrangements comparable thereto; and
5. the price represents the normal consideration for the property sold unaffected by special or creative financing or sales concessions granted by anyone associated with the sale.  
For purposes of this valuation freight and installation are not included in the value of the equipment.  
Description of Subject Computer Assets

The subject computer assets are listed in Exhibit 2. Portfolio Analysis - Detail.   The Matrix 2001 and Matrix 2003 were purchased by NorVergence from Adtran, a tier 1 manufacturer of networking equipment, for sale to medium and small businesses needing expanding telephone requirements.  It is estimated that NorVergence purchased approximately 11,000 Adtran Total Access 850 units with six interface cards in each chassis (see Exhibit 4 for a description of the Adtran equipment) and leased/rented the equipment to lessees across the United States from early 2003 to mid 2004.  The Matrix equipment consisted of the basic chassis and usually one to three interface voice cards along with the firmware to operate the equipment.  NorVergence created their own equipment marketing and description piece and that can be reviewed in Exhibit 3 along with a sample NorVergence invoice.  
There was no inspection of the assets listed.  A review of the documentation mentioned earlier provided the information used for the analysis.  It is assumed that:
· The equipment was in working order and certified to perform the functions for which it was intended.
· The equipment was up to its current engineering level
· The equipment was used for normal business applications.
· The equipment would be available for service 
Approaches to Value

The generally accepted approaches to tangible personal property valuation include the income approach, cost approach and the market approach.  The following outlines these various approaches to value.
Income Approach

The income approach considers value in relation to the present worth of anticipated future benefits derived from ownership and is usually measured through the capitalization of a specific level of income, (i.e. net income or net cash flow).  The net income or net cash flow is projected over an appropriate period and is then capitalized at an appropriate capitalization or discount rate.  
While the cost approach and the market approach are readily applicable in many situations of computer equipment valuations, the income approach is less frequently applied since it is usually difficult to isolate a unique income stream.
Cost Approach

The cost approach is that approach which measures value by determining the current cost of an asset and deducting for the various elements of depreciation, physical deterioration and functional and economic obsolescence.  This approach is based on the proposition that the informed purchaser would pay no more for computer equipment than the cost of producing substitute equipment with the same utility as the subject asset from the same manufacturer.
The main definitions of cost are reproduction cost and replacement cost.  Reproduction cost considers the construction of an exact replica of the asset. Replacement cost considers the cost to recreate the functionality or utility of the subject asset.  
The cost approach commonly measures value by estimating the current cost of a new asset, and then deducts value for various elements of depreciation, including physical deterioration and functional and external obsolescence to arrive at “depreciated cost new”.  This “cost” may be either reproduction or replacement cost.  The logic behind this method is that an indication of value of the asset is its cost (reproduction or replacement) less a charge against various forms of obsolescence such as functional, technological and economic as well as physical deterioration if any.
Thus:

Current Cost of Replacement or Reproduction New
Less:

Physical Deterioration
Less:

Functional Obsolescence
Less:

External Obsolescence
Results in:
Fair Market Value
The availability and cost of the substitute asset is directly affected by shifts in the supply and demand of the utility.  Utility may be measured in many ways including functionality, desirability, etc.  Costs typically include the cost of all material, labor, overhead, and entrepreneurial profit (or return on the investment in the subject tangible personal property).
Market Approach

The logic behind the market approach for computer equipment is that a prudent investor can go to the marketplace and purchase an exact copy of the asset with the same features and/or functionality built by the same manufacturer.  Analysis of recent sales and/or asking prices of comparative computer assets are the basis used to establish market values for current fair market value of used equipment. 
In the market approach or sometimes also called the “sales comparison” approach, recent sales and offering prices of exact copies and/or similar assets are gathered to arrive at an indication of the most probable selling price of the asset being appraised.  The basic procedure is to gather data, determine the features to be compared, and apply the results to the subject.  Along with this data and historical data about the same product, a depreciation curve can be established to predict a residual value for this and similar products.    
The market approach is considered to be the best method to estimate the current and future value of computer assets, especially when an actual secondary market exists and there is data available to provide a good indicator of value for the asset.  There is enough data available from the marketplace to provide a good basis for defining value for the assets under question.  

Appropriate Method - Methodology

Of the various “Approaches to Value” available, the Market Approach is the appropriate method of valuing this portfolio of equipment.  

The Income Approach considers value in relation to the present worth of future benefits of ownership.  It is not usually applied to individual items of equipment since it is difficult, if not impossible, to identify individual income streams.  If you assemble a group of individual machines to produce a product, in aggregate, they generate income for the business.  So by using an income approach, we could value the aggregation of assets that generate this income.  However, it is very difficult to gather and isolate the appropriate information needed for this type of appraisal.  

The Cost Approach is based on the proposition that the informed purchaser would pay no more for a property than the cost of reproducing a substitute property from the same manufacturer with the same utility as the subject property.  It considers that the maximum value of a property to a knowledgeable buyer would be the amount currently required to construct purchase a new asset of equal utility.  This approach should not be used because the cost to Reproduce and/or to develop and re-engineer an exact Replacement would be more than a unit purchased in the secondary marketplace, plus the identification of the specific percentages to apply for physical, functional and economic depreciation. 

Equipment Analysis Facts

To better understand the forecasting of residual values it is necessary to explain the methodology and techniques used in the analysis of used equipment market values.  The terms outlined below are integral to the methodology used in the development of a depreciation curve to predict the future residual value of the portfolio of equipment.    

First Ship Date:  This date represents the first date the equipment was shipped by the vendor to an End-User.  The actual month the first system ships starts the depreciation curve for that particular family of equipment.  The date is then rounded to the nearest quarter.  i.e. July 15, 2001 ship date becomes 3Q01.
About the MATRIX 200X and Adtran TA 850 Networking Switch/Router

The NorVergence MATRIX Switch/Router is a private label white box.  The NorVergence equipment is an Adtran Total Access 850 Switch/Router that NorVergence affixed their own label over the Adtran equipment and then proceeded to rent this equipment to small and medium size lessees across the United States.  The Adtran TA 850 is an integrated access device designed for cost-effective deployment of voice and data services at the customer’s premises.  The Total Access 850 benefits enterprise customers as well as integrated communications providers, such as CLECs (Competitive Local Exchange Carrier ), ILECs ( Incumbent Local Exchange Carrier)and ISPs (Integrated Service Providers), who require a customer premises device that integrates voice and data functions, and provides a viable migration path from TDM (Time Dependent Multiplexing) to packet-based technology,  The Adtran Total Access 850 features remote management, an integrated IP (Internet Protocol) router, and special services slots.  
Total Access 850 is a modular device with two common slots and eight access slots.  Common cards required for operation are a power supply unit (PSU) and system control unit.  Additionally various interface cards can be added to the device for solutions required by the customer to run their business.  The metal chassis is small compact and requires a minimum of rack space.
NorVergence Marketing Plan 

The NorVergence lease or invoice and sample rental agreement, see Exhibit 3, rented the equipment to the lessee or renter for 60 month terms, with 120 day notice for termination and would allow the renter to purchase all of the equipment only if NorVergence wanted to grant that option to the renter.  These leases or rental contracts were then assigned to various lending institutions including but not limited to CIT-Technologies Financing Services, Insight Financial, Commerce Bank, Popular Leasing, Sterling National Bank and OFC Capital.
DMC Fair Market Value Report Analysis

I have been publishing a Fair Market Value Reports since 1985 and they are currently published by Computer Economics, Inc where I am the president.  While the Computer Economics Network Communications Report did not specifically track the Adtran TA 850 in 2003 and 2004, I have a library of information for used equipment from brokers/dealers and lessors around the country.  I have researched the information for the value of the Adtran equipment by talking to brokers/dealers, Adtran partners and others familiar with the equipment and from the following sources to determine the opinion of value:

· The Processor

· Compu-Mart

· Telecom Manager

· Computer Manager

The data used by Computer Economics for the reporting of current market values for the computer industry has come from various brokers and lessors within the industry.  The Computer Economics reports have been an integral part of the computer marketplace since 1985 (formerly Daley Marketing Corporation) with the first publication of the IBM Market Value Report.  

The use of the computer broker information as opposed to end-user information is used to avoid reporting on hidden costs that could be included in a quote from an end-user and distort the real fair market value.  Sales reports from different end-users may include different soft costs that will distort the fair market value.  Because the marketplace allows one broker to sell a machine to another broker without soft costs such as free rent, systems help and/or software, this has become the basis for the fair market value reports. 

Computer Economics utilizes the broker information as the basis for its reports and then adds a gross margin to arrive at an End-User FMV.  The gross margin is derived from conversations with computer brokers, dealers, lessors and past experience with Computer Economics.  The gross margin can vary depending on the equipment and the cost of the equipment but represents what can be expected by the sale of equipment from a broker, dealer or lessor to an end-user.  This same approach to the market value reports is extended to the Residual Value Reports.  

	Adtran Equipment
	Purchase Price – Chassis plus  6 Interface Cards
	Estimated NorVergence Purchase Price – Discount 25% off List Price

	Total Access 850

Part # 4203376L24
	$3,491

Chassis $2,153

6 cards at $223/ea

$1,338
	Chassis $1,615

Cards $167/ea


Figure 1. Determination of Value.

Historical Information - Residual Value Analysis

The reporting of fair market values for future residual values is very dependent on the preparation and analysis of current and past market value information.  The first ship dates of equipment and the rumors and predictions of what the vendor will do in the future affect residual assumptions.  Also factored into the analysis is the projected economic life of the product.  
Analyzing the year-to-year market value performance is another important step in the analysis and determination of residual values.  The forecaster must take into account the fair market values for the same or like equipment, factor in the rumors of upcoming announcements and the reputation of the manufacturer and service provider.   In this case NorVergence has affixed its own label to the equipment and the service capabilities appear to be an unknown.  Even though the equipment is manufactured by Adtran it is not know if Adtran will offer service contracts or repair service for the equipment.  Therefore I am valuing the equipment as tier 2 which means that the value will be to ten percentage points below that of comparable Adtran TA 850 equipment. 
Conclusions of Value - Summary

The portfolio consisted of NorVergence MATRIX 2001 and MATRIX 2003 equipment.  The following represents a summary of conclusions from Exhibit 2.  See Exhibit 1 for a detailed year by year decline rate in the value of the equipment.  
	Lessee/Renter
	Invoice Date
	NorVergence

Equipment
	Estimated NorVergence Purchase Price from Adtran includes the basic chassis at $1,615 plus appropriate number of voice cards at $167 each


	Estimated End-User Fair Market Value on Invoice Date
	Forecasted End-User

Fair Market Value 60 Months from  

Invoice Date

	Company 

A 
	April 2003
	Matrix 2001
	$1,782
Chassis and one card
	$1,604 

	$53


	Company 

B
	June 2003
	Matrix 2001
	$2,005
Chassis and two cards
	$1,696 

	$58


	Company 

C
	July 2003
	Matrix 2001
	$3,564
(2)Chassis and two cards
	$2,887

	$107


	Company 

D
	August 2003
	Matrix 2001
	$2,228
Chassis and three cards
	$1,650 

	$63


	Company 

E
	December 2003
	Matrix 2003
	$1,782
Chassis and one card
	$1,604 

	$53


	Company 

F
	January 2004
	Matrix 2003
	$1,782
Chassis and one card
	$1,550 

	$53


	Company 

G
	January 2004
	Matrix 2003
	$1,782
Chassis and one card
	$1,550 

	$53


	Company 

H
	March 2004
	Matrix 2003
	$1,782
Chassis and one card
	$1,443 

	$53


	Company 

I
	April 2004
	Matrix 2003
	$1,782
Chassis and one card
	$1,390 

	$53


	Company 

J
	April 2004
	Matrix 2003
	$1,782
Chassis and one card
	$1,390 

	$53



Figure 2. Summary of Conclusions – NorVergence Equipment.

	Lessee/Renter
	Invoice Date
	NorVergence

Invoice Amount
	Estimated End-User Fair Market Value on Invoice Date
	Difference in value from invoice to Fair Market Value Date

	Company 

A 
	April 2003
	$20,118
	$1,604 

	$18,514


	Company 

B
	June 2003
	$20,749
	$1,696 

	$19,053


	Company 

C
	July 2003
	$22,655
	$2,887

	$19,769


	Company 

D
	August 2003
	$55,914
	$1,650 

	$54,264


	Company 

E
	December 2003
	$10,788
	$1,604 

	$9,185


	Company 

F
	January 2004
	$10,554
	$1,550 

	$9,003


	Company 

G
	January 2004
	$10,358
	$1,550 

	$8,808


	Company 

H
	March 2004
	$5,968
	$1,443 

	$4,525


	Company 

I
	April 2004
	$20,754
	$1,390 

	$6,109


	Company 

J
	April 2004
	Matrix 2003
	$1,390 

	$19,364



Figure 3. Financial impact – NorVergence sales price compared to estimated Fair Market Value.

The information contained in this retrospective desktop letter appraisal is to be used as a guide in formulating fair market values for the computer equipment listed.  All estimates of value presented in this report are the appraisers considered opinion.  

Sincerely, 

______________________________

Peter Daley, ASA

Accredited Senior Appraiser

DMC Consulting Group

61 Wentworth 

Newport Beach, CA  92660

949-737-7780

Assumptions and Limiting Conditions
I certify that, in the preparation of this report and to the best of my knowledge and belief:
The statements of fact contained in this report are true and correct.
The reported analyses, opinions, and conclusions are limited only by the reported assumptions and limiting conditions, and are my personal and unbiased professional analyses, opinions, and conclusions.
I have no present or prospective interest in the property that is the subject of this report, and I have no personal interest or bias with respect to the parties involved.

My compensation is not contingent on an action or event resulting from the analyses, opinions, or conclusions in, or the use of, this report.
My analyses, opinions and conclusions were developed, and this report has been prepared, in conformity with the Uniform Standards of Professional Practice.

No one else has provided significant professional assistance in the preparation of this report.
This valuation report is prepared solely for the purpose stated herein and is accurate to best of my knowledge and belief.  No other purpose is intended or should be inferred.
DMC renders no opinion as to the legal owner of the equipment and is not aware of any tax liens of encumbrances of the property

I understand that I may be called upon to offer expert testimony regarding this independent valuation opinion.
______________________

Date_____________________
Peter Daley, ASA

Accredited Senior Appraiser
DMC Consulting Group

Exhibit 1.  Summary of Lessee/Rental End-Users
1 As the leases ranged from $10,000-$340,000, and the real equipment cost was either $200 or $1550, the


actual percentage difference between what was leasing companies booked as 1st year income, and what they should have been booked, is likely much higher than 360% within the context of the entire $200 million Norvergence portfolio. (The basis for the 360% was made from one $28,641 lease that included two Matrix units at $3,100. Typically, Norvergence leases had only one Matrix Box at $200 or $1550. The sample lease total of $28,641 was in the lower part of the range of  lease amounts [$10,000-$340,000] within the entire Norvergence lease  portfolio of 11,000).











