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The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 

an integral part of FAI’s analysis and should be read in conjunction therewith.

Limits on Report Access and Distribution
➢ This report (“Report”) has been prepared for Client (“Client”) pursuant to the terms of engagement between Farrell Advisory

Inc. (“FAI”) and Client in relation to the proposed acquisition (“Acquisition” or “Transaction”) of Company A Inc. and subsidiaries
(together called “Company A”, “Company” or “Target”). This Report is not to be referred to or quoted, in whole or in part, in any
registration statement, prospectus, public filing, fund raising, loan agreement, or other agreement or any other document
without the prior written approval of FAI.

➢ FAI has agreed with Client to allow access to this Report to the lenders in connection with the potential Transaction provided
that each person or entity obtaining access to this Report agrees to the terms set forth below (and signs a Release Letter):

▪ The reader of this Report understands that the work performed by FAI was performed in accordance with instructions
provided by Client and was performed exclusively for Client’s sole benefit and use and may not be relied upon in any way by
anyone else.

▪ The reader of this Report acknowledges that this Report was prepared at the direction of Client and may not include all
procedures deemed necessary for the purpose of the reader.

▪ In consideration of FAI allowing the reader access to the Report, the reader agrees that it does not acquire any rights as a
result of such access that it would not otherwise have had and acknowledges that FAI does not assume any duties or
obligations to the reader in connection with such access.

▪ The reader agrees to release Client, FAI and its personnel from any claim by the reader that arises as a result of the reader
having access to the Report. Further, the reader agrees that this Report is not to be referred to or quoted, in whole or in
part, in any registration statement, prospectus, public filing, loan agreement, or other agreement or document and agrees
not to distribute the report without FAI’s prior written consent.

STATEMENT OF LIMITATIONS
Limits on Report Access and Distribution
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April 8, 2015

Client Address

Dear Client:

Farrell Advisory Inc. (“FAI”) was asked by you to perform analyses of certain financial, tax and IT information on Company A Inc. and subsidiaries (together
called “Company A”, “Target” or the “Company”) to assist you with your due diligence investigation of Company A in connection with Client Full name
(“Client”) proposed acquisition (“Acquisition” or “Transaction”) of Company A. Our Due Diligence services have been limited to the procedures outlined at
Appendix A.

Statement of Limitation

Information with respect to the Company A’s operations, account balances and accounting and operating procedures purported to be in effect and described
in our report was obtained through analyses provided by Company A’s management (“Management”) and discussions with Management. FAI’s analysis was
restricted to the information provided by Company A’s Management during our visit on April 5 and 6, 2015 at the Company’s corporate head office and follow
up conversations through April 8, 2015.

Our work did not constitute an audit conducted in accordance with generally accepted auditing standards, an examination of internal controls or other
attestation or review services in accordance with standards established by the American Institute of Certified Public Accountants (“AICPA”). Accordingly, FAI
does not express an opinion or any other form of assurance on the financial statements of Company A or any financial or other information, or operating and
internal controls of the Company.

With respect to prospective accounting, business, and industry information relative to Company A referenced throughout this Report, FAI did not examine,
compile or apply agreed-upon procedures to such information in accordance with standards established by the AICPA and FAI does not express any assurances
of any kind on such information. There will usually be differences between estimated and actual results, because events and circumstances frequently do not
occur as expected, and those differences may be material. FAI takes no responsibility for the achievability of the expected results anticipated by the
Management of Company A.

FAI makes no representation regarding the sufficiency of the work either for purposes for which this Report has been requested or for any other purpose. The
sufficiency of the work FAI performed is solely the responsibility of Client and neither FAI’s work nor its findings shall in any way constitute a recommendation
whether Client should or should not consummate the Transaction. Had FAI been requested to perform additional work, additional matters might have come to
FAI’s attention that would have been reported to you.

FARRELL ADVISORY INC.
1621 35th Street, N.W., Washington, D.C. 20007
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Statement of Limitation, continued

It is understood that this Report is solely for the information of the management of Client. This Report, or portions thereof, should not be referred or
distributed to any other persons or entity, other than Client’s legal counsel or other professional advisors associated with this Transaction. The Report is not to
be referred to or quoted, in whole or in part, in any registration statement, public filing, loan agreement or document without FAI’s prior written approval,
which may require that FAI performs additional work.

Tax Disclosure

In compliance with Treasury Regulations, FAI informs you that any tax advice contained in this Report was not intended or prepared by FAI to be used, and
cannot be used, by you or anyone else for the purpose of avoiding penalties imposed under the Internal Revenue Code or applicable state or local tax laws.
The advice was not written to support recommending, promoting or marketing the transaction or matter addressed by the written tax advice. Persons other
than Client should seek advice based on their particular circumstances from an independent tax advisor.

Should you require clarification of any of the matters contained in this Report or any further information, FAI would be pleased to extend its work as you
consider necessary. FAI has no responsibility to update this Report for events and circumstances occurring after the date of this letter.

Yours Very Truly,

Draft

Farrell Advisory Inc.

The contacts at Farrell Advisory Inc. associated with this Report are:

David Farrell
President
Tel: 202.525.2055
David@FarrellAdvisory.com

FARRELL ADVISORY INC.
1621 35th Street, N.W., Washington, D.C. 20007
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ABBREVIATIONS DEFINITIONS

ACP Average cost per home

Adjusted or Pro Forma 
EBITDA

EBITDA after Management’s and FAI’s adjustments

Adjusted or Pro Forma 
NWC

Net working capital after Management’s and FAI’s 
adjustments

Adjusted or Forma Revenue
Revenue after Management’s and FAI’s 

adjustments

AICPA American Institute of Certified Public Accountants

ANWC Adjusted Net Working Capital

AP Accounts payable

AR Accounts receivable

ASC Accounting Standards Codification

ASF Average square foot per house

ASP Average selling price per house

BS Balance sheet

CAO Chief Administrative Officer, name

Carve-Out Adjustments Adjustments disaggregating financial results

Carve-Out Financial 
Statements

The disaggregation of the Group’s financial 
statements to analyze the Business

CEO Chief Executive Officer, name

ABBREVIATIONS DEFINITIONS

CIM
Confidential information memorandum dated 

January 5, 2015

Chairman Chairman, name

Company, Company A or 
Target

[Name]

Controller Controller, name

D.XX Due diligence adjustment to EBITDA number XX

Dec10 As of December 31, 2010

Dec11 As of December 31, 2011

Dec12 As of December 31, 2012

Dec13 As of December 31, 2013

Dec14F As of December 31, 2014 (Forecasted)

DPO Days accounts payable Outstanding

DOH Days on hand for inventory

DSO Days sales outstanding

EBITDA
Earnings before interest, taxes, depreciation and 

amortization

Engagement Letter Engagement letter dated January 8, 2015

External Tax Advisor [Name]

I. DEFINITION OF TERMS
Abbreviations and Definitions
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ABBREVIATIONS DEFINITIONS

FAI Farrell Advisory Inc.

Free Cash Flow
EBITDA less (1) Capex; and (2) 

increase/(decrease) in NWC

FTE Full Time Employees 

FY10 Twelve months ended December 31, 2010

FY11 Twelve months ended December 31, 2011

FY12 Twelve months ended December 31, 2012

FY13 Twelve months ended December 31, 2013

FY14F
Forecast twelve months ending December 31, 

2014 as received on March 5, 2014

GAAP
Accounting Principles Generally Accepted in 

the United States of America

Historical Balance Sheet Dates Dec12 and Dec13

Historical Periods FY12 and FY13

IRS Internal Revenue Service

KPI Key Performance Indicator

Historical Balance Sheet Dates Dec12 and Dec13

Historical Periods FY12 and FY13

IRS Internal Revenue Service

KPI Key Performance Indicator

ABBREVIATIONS DEFINITIONS

LOI Draft letter of intent dated [Date]

LLC Limited Liability Company

Management
Chairman, CEO, CFO, CAO, CP, Land, VP, Operations, 

VP, Marketing, VP, Sales and Controller

Management EBITDA EBITDA after Management’s adjustments

Management NWC Net Working Capital after Management’s adjustments

Multifamily Business
Related party business which builds town houses and 

multi-family rental condominiums

M.XX Management adjustment to EBITDA number XX

NBV Net book value

N/A Not available

NWC Net working capital

NWC. XX
Due diligence adjustment to net working capital 

number XX

Adjusted NWC or 
NWC-PF

Net working capital excluding tax, interest, non-
trading assets and liabilities and as adjusted for 

Management and Proposed Due Diligence earning 
adjustments (Pro-forma net working capital)

N.Q. Not quantifiable

-P Plan per CIM

Senior Management CEO, Presidents, Vice Presidents and CFO

I. DEFINITION OF TERMS
Abbreviations and Definitions, cont.
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ABBREVIATIONS DEFINITIONS

NWC-PF
or Adjusted NWC

Net working capital excluding tax, interest, 
non-trading assets and liabilities and as 

adjusted for Management and Proposed Due 
Diligence earning adjustments (Pro-forma net 

working capital)

N.Q. Not quantifiable

-P Plan per CIM

Senior Management CEO, Presidents, Vice Presidents and CFO

SKU Stock-keeping unit

Transaction or Acquisition Acquisition of the Company per LOI

Q1-XX First quarter of the fiscal year XX

Q2-XX Second quarter of the fiscal year XX

Q3-XX Third quarter of the fiscal year XX

Q4-XX Forth quarter of the fiscal year XX

YOY Year over year

I. DEFINITION OF TERMS
Abbreviations and Definitions, cont.
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Overview

▪ Company background and product and customer specifics have removed
to maintain confidentiality of client and company. Industry indicators have
been changed to be less descriptive.

▪ Founded in 2008, the Company employs 76 employees and currently
operates in the following markets: [redact]

▪ The Company engages in the construction of affordable entry level homes
in the [redact] United States. The Company’s business strategy is to
efficiently build housing communities on purchased land lots using
subcontractors.

Products and Customers

▪ Company A serves 5,000 customers out of approximately 20,000 vendors,
offering more than 8,000 different products under both private label and
well-known brands. With the exception of bulk product, the Company
distributes virtually every product a vendor needs to run its business.

▪ Company A sells both to vendor shops and general shops, though 98% of
sales come from vendor shops. The industry is highly fragmented with the
largest 50 chains comprising only 55% of total shops. Company A’s
customer base is even more fragmented than the industry. The Company’s
largest customer only accounts for 1.9% (U.S.: 2.1%) of total Company
sales while its top 15 customers account for less than 25% of sales.

▪ Its most popular product makes up 31% of sales, but only 25% of U.S. gross
profit. Company A focuses on products including filters, chemical additives,
wipers, tools, shop supplies and hardware.

▪ The majority of the products are small, high volume products that are
typically re-stocked by customers on a weekly or bi-weekly basis. The
average order size per customer is approximately $650. In FY08, the
majority of U.S. sales were derived from product A, 31%, product B, 16%
product C, 13% and product D, 12%.

Products and Customers, continued

▪ These branded products and Company A private-label products are
procured from well known automotive companies. In addition to supplies,
the Company recently started distributing a new product to select
customers. Although it currently accounts for a small portion (0.5%) of
U.S. sales, it is a rapidly growing category.

▪ Company A normally delivers the products by 1-2 days Federal Express
(“FedEx”) services from strategically located warehouses.

Vendors

▪ The Company’s largest vendor is Vendor A, a private label supplier of
filters, which supplies approximately 34% of the Company’s U.S. total
purchases. Per the CIM, Vendor A contributes to approximately 42% of
sales and 52% of gross profit. Per the CIM and CFO representations, this
supplier is easily replaced by other filter manufacturers. No other supplier
makes up more than 7% of Company A’s sales or gross profit.

Market

▪ Company A operates within the $210 billion broad automotive
aftermarket industry, defined as the market for all goods and services for
a vehicle after it rolls off the new car dealership lot -from supplier to
distributor, to retailer, to professional installer. Within this market, the
Company operates within an estimated sub-market of $450 million.

II. BACKGROUND
Company
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Overview

▪ The Company’s new home revenue increased by approximately $65,397k,
equivalent to 66.86%, from $97,817k in FY12 to $163,211k in FY13. Gross
profit increased by $10,592k, equivalent to 107.5%, from $9,852k in FY12
to $20,444k in FY13. The Company’s reported EBITDA increased by
$4,444k, equivalent to 48.2%, from $9,216k in FY12 to $13,660k in FY13.

▪ The Company has year ending December 31 for both financial tax
reporting purposes.

CPA Involvement

▪ The FY11 and FY12 financial statements were audited by [redact]

▪ The FY10 through FY12 S Corp tax returns were prepared by [redact]
(“External Tax Advisor”).

Software and Reporting

▪ The Company uses Sage Timberline for financial reporting and Builder MT
workflow software for budgeting, purchase orders and invoicing. The
Company also uses the ITility Cloud Solution from Dynasis for data hosting
and cloud computing.

▪ The Company’s accounting policy is to prepare the financial statements on
an accrual basis, recording home sales and expenses on the completion
method. However, the monthly financial statements are prepared on a mix
of accrual and cash basis; this is corrected by the Auditor at the year end.

Financial Overview

▪ The following chart presents a financial overview for the twelve months
ended December 31, 2010 (“FY10”); December 31, 2011 (“FY11”);
December 31, 2012 (“FY12”); December 31, 2013 (“FY13”); and the
forecast for the year ending December 31, 2014 (“FY14F”).

II. BACKGROUND
Financial Results and Systems

Income Statement Overview

$ in 000s; # in actual FY10 FY11 FY12 FY13

Revenue 37,294        50,301        97,952        163,463     

% change N/A 34.9% 94.7% 66.9%

Gross profit 7,717          5,925          9,852          20,444        

Gross profit % 20.7% 11.8% 10.1% 12.5%

Net income 2,445          3,085          4,794          13,338        

EBITDA, as reported 3,814          5,664          9,216          13,467        

EBITDA % as reported 10.2% 11.3% 9.4% 8.2%

# homes closed 221             282             503             752             

Average sales price N.Q. N.Q. 194             217             

Source: Financial statements provided by Management

Balance Sheet Overview

$ in 000s Dec10 Dec11 Dec12 Dec13

WIP and Owned Lots 22,742        30,297        36,108        43,916        

Other current assets 2,249          754             4,238          11,442        

Current assets 24,991        31,051        40,346        55,358        

Other noncurrent assets 15                6                  174             445             

Total assets 25,006        31,057        40,520        55,803        

Current liabilities 2,379          3,162          6,528          11,121        

Long-term debt 21,885        27,895        33,992        44,599        

Net assets 742             -              -              83                

# in days (actual)

DPO N.Q N.Q 232             253             

DOH N.Q N.Q 106             83                
Source:  Financial statements provided by Management



Project Builder | April 8, 2015 
Page 13

The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 

an integral part of FAI’s analysis and should be read in conjunction therewith.

Organization Structure (continued)

• [Redact] - the real estate entity responsible for administering sales
activities and holding the broker’s licenses. [Redact] is the managing
member.

• [Redact] - serves as tenant entity for the placement of sales trailers in
communities before model homes are completed.

▪ Not listed on the chart to left are following related party entities which
are consolidated within the financial results of the Company:

• [Redact]- a corporation owned 100% [redact]. This entity serves as the
funding company for both construction and working capital needs of
the Company. This entity is consolidated within the financial results of
the Company.

• [Redact]- a funding company owned 100% by [redact] that serves as a
funding company for the Company’s construction activities. This entity
is consolidated within the financial results of the Company.

▪ Management represented that the above two entities are not part of the
contemplated Transaction. FAI has eliminated the intercompany activities
of these two entities within the reported financial results of this Report.

Organization Structure

▪ During the Historical Period through to December 31, 2013, [redact]
owned 100% of the Company. With effect from January 1, 2014 FAI was
informed by Management that [redact] owned the Company through
[redact] (“Seller”).

▪ Unless noted within the Report, the business purpose of each company is
as follows:

• [Redact] – holding company and sole shareholder of [redact]

• [Redact] – holding company and sole managing member of [redact].

• [Redact]– operating entity. All assets are titled in the name of [redact]

• Single member limited liability companies (“LLC”) – established for
each new community. Considered a disregarded entity for accounting
purposes. [Redact] is the managing member of each LLC.

II. BACKGROUND
Organization Structure
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Transaction Overview

▪ FAI obtained the Letter of Intent (“LOI”) dated [redact] as well as the draft
of the asset purchase agreement dated [redact] (“SP&A”) and noted the
following with regards to the contemplated Transaction:

• [Client] will acquire substantially all the assets of the Company for
[redact] on a debt-free, cash-free basis. The [redact] purchase price is
comprised of (i) [redact]; and (ii) the book value of pre-construction
lots, lots with finished, unsold units and lots with units under
construction, estimated to be [redact].

• The purchase price will be paid in full at the closing of the purchase. At
the closing, [redact] will be deposited in escrow for 18 months to cover
the Company’s indemnification obligations.

• [Client] anticipates that it will provide five-year employment
agreements to [redact] (“CEO”) and [redact] (“VP Sales”).

• [Client] proposes to set the following purchase price mechanisms:

o Working capital adjustment equal to the difference between the
target working capital and the actual closing working capital.

o Book value adjustment equal to the difference between the target
book value of inventory and the actual closing book value of
inventory.

II. BACKGROUND
Transaction
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Scope

▪ The following pages set forth our findings with respect to our due diligence
procedures performed in connection with [Client’s] contemplated
acquisition of Company. The work FAI performed and observations
presented throughout this Report are based primarily on the results of our
discussions with and information provided by management of the
Company (“Management”).

▪ FAI’s analysis was focused on understanding and analyzing components of
the Company’s:

• Quality of Earnings Analysis (“EBITDA”) for the years ended December
31, 2012 and December 31, 2013 (“Historical Period” or “FY12” and
“FY13”, respectively);

• Forecast Analysis for the year ending December 31, 2014 (“FY14F” or
“Forecast Period”);

• Working capital analysis to determine a normalized level; and

• Review the key balance sheet categories as of December 31, 2012 and
2013 (together called the Historical Balance Sheet Dates”).

▪ FAI encountered the following limitations during the application of its due
diligence procedures:

• Management would not provide the calculation of monthly interest
expense paid or accrued in connection with loans provided by [redact].
Management subsequently confirmed the accuracy of a high level
estimate of interest expenses by month as provided by FAI.

• The Company uses Timberline as its accounting module but maintains a
manual accounting system to record transactions on a batch basis.
Management was unable to provide invoice detail for numerous
transactions which FAI requested due to the burden of manual
document retrieval.

• Management does not prepare accounts payable aging reports.
Accordingly, FAI did not analyze overdue payables.

Scope, continued

• Management does not have a set “per closing” bonus structure in place
but rather negotiates these bonuses with construction personnel on an
individual basis. FAI was unable to analyze the impact of the per closing
bonuses payable at Dec13 as Management could not provide a listing.

• Management could not provide a full listing of expenses that need to
be accrued as of December 31, 2013 or even a listing of non-accrued
invoices received after December 31, 2013 which related to services or
products supplied pre December 31, 2013.

• At the request of Management, FAI were only allowed to talk to
[redact] (“CEO”) and [redact] (“CFO”) while on site at the Company due
to confidentiality reasons with regards to the contemplated Acquisition.

• The FY13 audit was not complete.

▪ Had FAI not encountered these limitations, FAI’s findings may have been
different.

▪ FAI did not perform the following as it was outside FAI’s scope of services:

• Review the terms and conditions of the contract of sale;

• Quantify the potential synergies related to the contemplated mergers;
and

• Review market conditions for home sales. FAI recommends that the
Buyer reviews market conditions which should include the following
as a minimum:

o Demographics of the area;

o Recent issues (e.g., school districts, adjacent firms; defense base
closures);

o Available lots;

o Competition; and

o Demand.

II. BACKGROUND
Scope of Due Diligence
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III. EXECUTIVE SUMMARY
Basis of Reporting – Carve-Out Financial Statements

Key Observations Summary Key Analysis

Carve-out of 

Financial 

Statements for the 

operations of the 

Homebuilding 

Business from 

Company.

▪ [Company] financial statements for FY12 and FY13 include the following businesses:
• Homebuilding Business: The business which builds single family homes
• Services (“Related Party Services”) provided to:
o Business 1: The business which builds town houses and multi-family rental condominiums; and
o Business 2: The business which builds smaller and lower quality homes in non-premium locations of

housing communities.
(together called (“Related Party Businesses” or “Other Businesses”).

▪ [Client] is considering an acquisition of the Homebuilding Business only (“Transaction”); this does not include
the services provided to the Other Businesses. According, Management prepared analytical financial
statements disaggregating Company financial results for the years ended December 31, 2012 (“FY12”) and
2013 (“FY13”, together called the Historical Periods”) and the balance sheets as of December 31, 2012
(Dec12”) and 2013 (“Dec13”, together called the “Historical Balance Sheet Dates”) between the Homebuilding
Business and Related Party Services provided to the Other Businesses (“Carve-Out Financial Statements”).

▪ Services provided by Company to the Other Businesses primarily included:
• Lending employees for construction and administrative activities;
• Building of certain properties using bank lines or funding sources; and
• Certain personal services Owners of Company (“Chairman”).

▪ The carve-out adjustments (“Carve-Out Adjustments”) primarily related to eliminating the following from the
results of the Homebuilding Business:
• Expenses for employees assigned to Related Party Businesses;
• WIP and debt associated with building properties for the Related Party Businesses;
• Management fees or rents received by Company associated with performing services for the Related Party

Businesses;
• Intercompany account balances related to closely associated activities; and
• Personal Owner’s assets and expenses.

Pages 11 to 13
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Key Observations Summary Key Analysis

The Homebuilding 

Business As 

Reported Results 

were then adjusted 

by Pro Forma and 

Due Diligence 

Adjustments in 

order to present As 

Adjusted Results for 

the Homebuilding 

Business for the 

Historical Periods 

and the Historical 

Balance Sheet 

Dates.

▪ A summary of the Company’s final Carve-Out Financial Statements deconsolidating the Homebuilding
Businesses the from the Other Businesses is set out at IV. Quality of Earnings.

▪ FAI performed certain due diligence procedures and analysis focused primarily on the Homebuilding results
of operations for the Historical Periods and the balance sheets as of the Historical Balance Sheet Dates, as
reported in the Carve-Out Financial Statements. Homebuilding as reported financial results were reconciled
to the trial balance accounts and various other supporting documents provided by Management. Based on
this analysis, FAI made additional high level estimates of adjustments to present the Homebuilding
Business’ results as follows:

• “Pro Forma Results” represent the reallocation (“Pro Forma Adjustments”) of the expenses between cost
of goods sold, operating expenses, other income/expenses and interest to an allocation agreed upon
between [parties].

• “Adjusted Results” represents the Pro Forma results as adjusted for FAI’s due diligence adjustments
(“Due Diligence Adjustments”) which excludes non-recurring revenue and expenses.

▪ Due the significance of the Carve-Out, Pro Forma and Due Diligence Adjustments made to the as reported
Group’s financial statements, FAI has mainly presented and commented on variances with the Adjusted
Results of Homebuilding Business and on an annual basis as Management did not prepare monthly
results for the Homebuilding Business.

▪ FAI has presented quarterly results for the Historical Periods at Section IX.A Adjusted Revenue, House Sales
and ASP by Quarter for informational purposes only as FAI had to make some high level estimates of the
timing of the Pro Forma and Adjustments.

Page 40

III. EXECUTIVE SUMMARY
Basis of Reporting – Carve-Out Financial Statements, cont.
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The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 

an integral part of FAI’s analysis and should be read in conjunction therewith.

Key 

Observations
Summary

Key 

Analysis

The relatively 

consistent (1) 

volume (FY12: 

433; FY13: 442 

(both actual) of 

houses sales; (2) 

ASP (FY12: $218; 

FY13: $220); and 

(3) ACP ((FY12:

$178; FY13: 

$181) reflects a 

steady pace of 

home sales in 

the Company’s 

primary markets 

[redact].

▪ The Company’s EBITDA is primarily driven by:

1) The number of houses closed (FY12: 433; FY13: 442; FY14F: 504) which is dependent on:

▪ The ability of the Company to find suitable lots which are appealing to customers. Management represented that
at present there are plenty of lots available to purchase and accordingly the Company does not have to buy a
significant number of lots in advance of potential sales to customers; accordingly, this reduces the amount of
capital required to finance the Company.

▪ Local market conditions and the general economy;

▪ The ability of customers to finance new houses;

▪ The ability of the Company to fund the building of the houses at reasonable interest costs; and

▪ The average time it takes to sell a house as the shorter the period of time to sell a house means more financing is
available to fund other constructions.

▪ Average selling price per house (“ASP”) (FY12: $218k; FY13: $220k; FY14F: $223k) which is primarily dependent
on:

• Market or community conditions where the house is being sold;

• Average square foot (“ASF”) per house (FY12: 2,486; FY13: 2,488; FY14F: 2,305); and

• Average selling price per square foot (FY12: $88; FY13: $88; FY14F: $97 which is partially dependent on the
quality of the house required by the customer.

Pages 41 to 

48

III. EXECUTIVE SUMMARY
Adjusted Earnings for FY12 Through FY13, FYF Adjusted



Project Builder | April 8, 2015 
Page 20

The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 

an integral part of FAI’s analysis and should be read in conjunction therewith.

Key Observations Summary
Key 

Analysis

Key Drivers of 

EBITDA and 

Summary of Key 

Performance 

Indicators (“KPIs)

Pages 49 to 

72

▪ The Company’s EBITDA is primarily driven by
(continued):
2) Average cost per house (“ACP”) (FY12:

$178k; FY13: $181k; FY14F: $178k) which is
dependent on:
▪ Average square foot (“ASF”) per house

(FY12: 2,486; FY13: 2,488; FY14F: 2,305 );
and

▪ Average cost per square foot (FY12: $71;
FY13: $73; FY14F: $77) which is primarily
dependent on the Company being able
to:
• Purchase lots at reasonable prices

(FY12: $39k; FY13: $37k; FY14F: $53k);
• Control subcontractor costs and raw

material costs which are dependent on
market conditions and market demand;
and

• Quality of the house required by the
customer.

3) The ability to control costs and expenses is
primarily dependent on the number of
closings construction managers can manage
per year (FY12: 20; FY13: 16; FY14F: 14).

▪ FAI recommends that Client reviews the FY14F
forecast assumptions and consistency with
historical trends. See “Forecast” key
observations in this section for further
discussion.

III. EXECUTIVE SUMMARY
Adjusted Earnings for FY12 Through FY13, FYF Adjusted, cont.
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The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 

an integral part of FAI’s analysis and should be read in conjunction therewith.

Key 

Observations
Summary

Key 

Analysis

Adjusted 

EBITDA

decreased by 

($884) from 

$7,527 in 

FY12 to 

$6,643 in 

FY13 mainly 

due to 

Management 

increasing 

headcount as 

it position the 

Company to 

expand into 

other 

geographies.

Pages 49 to 

63

FY12 Adjusted EBITDA to FY13 Adjusted EBITDA

▪ FY13 Adjusted EBITDA decreased by ($884k) from $7,527k in FY12

to $6,643k in FY13 reflecting:

• A relatively consistent sales (3.3% increase from FY12
($94,189k) to FY13 ($97,305k)):
o FY13 home sales which increased by 2.1% to 442 (FY12: 433).
o FY13 average square foot per home increased by only 0.1% to

2,488 from 2,286 in FY12.
o FY13 ASP per square foot remained the same (FY12 and FY13:

$88).
• FY13 ACP per square foot increased by 1.5% to $73 (FY12: $71)

due to higher material costs and an increase in headcount (33
direct field heads at the end of FY13 from 23 in FY12).

• FY13 operating expenses increased by $1,029k, or 10.2%, to
$11,104k (FY12: $10,075k) as the Company positions itself to
expand into other geographies [redact] in FY14:
o FY13 salaries and benefits increased by $538k, or 23.3%, to

$2,847k (FY12: $2,309k) as Management increased
headcount by 7 FTEs, or 30.4%, to 30 (Dec12: 23) at Dec13.

o FY13 commissions increased by $113k, or 2.4%, to $4,745k
(FY12: $4,632k) due to a 3.3% increase in revenue.
Commission as a percentage of sales remained consistent at
4.9%.

FY13 Adjusted EBITDA to FY14F Adjusted EBITDA

▪ This is discussed on the next page.

III. EXECUTIVE SUMMARY
EBITDA Bridge:FY12 Adjusted to FY13 Adjusted to FY14 Reported
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The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 

an integral part of FAI’s analysis and should be read in conjunction therewith.

Key 

Observations
Summary

Key 

Analysis

FY14F 

Adjusted 

EBITDA is 

forecasted to 

increase by 

$1,934k to 

$8,577k due 

to the 14.0% 

increase in 

home sales 

(FY13: 442; 

FY14F: 504).

The Company 

plans to 

expand 

operations 

during FY14F 

to include 

[redact].

Pages 66 to 

72

FY13 Adjusted EBITDA to FY14F Adjusted EBITDA

▪ FY14F As Reported EBITDA is forecast to increase by $1,934k to $8,577k

(FY13: $6,643k) due to:

• FY14F sales are forecast to increase by $14,920k, or 15.3%, to
$112,226k (FY13: $97,305k):
o FY14F homes sales are forecast to increase by 14.0% to 504 from

442 in FY13. The Company plans to expand operations during FY14F
to include [redact].

o FY14F ASP per square foot is expected to increase by 9.2% to $97
from $88 in FY13 as average square foot per home declines by 7.4%
to 2,305 from 2,488 in FY13.

o FY14F ACP per square foot is forecast to increased by 6.7% to $77
(FY13: $73) due to higher lower lot cost offset by lower construction
/ build costs.

o Construction labor costs declines slightly to $1,976k in FY14F (FY13:
$2,027k) with an increase in construction headcount (38 direct
heads at the end of FY14F from 33 at the end of FY13).

• FY14F gross profit margin is forecast to increase by 1.8 percentage
points to 19.8% (FY13: 18.0%).

• FY14F operating expenses are forecast to increase by $2,584k, or
23.3%, to $13,688k (FY13: $11,104k) primarily due to higher planned
expenses for marketing and selling efforts as the Company expands
into new geography areas.

▪ FAI recommends that [Client] reviews the FY14F forecast assumptions
and consistency with historical trends. See “Forecast” key
observations in this section for further discussion.

With regards to the Forecasts, there will usually be

differences between estimated and actual results,

because events and circumstances frequently do

not occur as expected, and those differences may

be material. FAI takes no responsibility for the

achievability of the expected results. The Forecasts,

together with the assumptions, were prepared by

Management. FAI did not assist in the preparation

of the Forecasts.

III. EXECUTIVE SUMMARY
EBITDA Bridge:FY12 Adjusted to FY13 Adjusted to FY14 Reported
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The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 

an integral part of FAI’s analysis and should be read in conjunction therewith.

Key 

Observations
Summary

Key 

Analysis

The 
Company’s 
primary 
market 
[redact], 
contributing 
79.3% of sales 
in FY13.

The Company 
also builds 
homes in 
[redact].

▪ The following chart presents the change in the Company’s adjusted gross profit from FY12 to FY13 due to price and

volume which provides further support to the EBITDA bridge analysis as describe on the previous pages.

▪ Historically ASP and ACP vary by Market. The Company’s average ASP in FY13 ranges from $195k [redact] to $234k

[redact]. Management is forecasting overall FY14F ASP at $223 (see next page for FY14 assumptions by location).

▪ Management plans for average FY14F gross profit per home to increase by $4k to $44k (FY13: $40k).

▪ The variances between FY13 and FY14F as discussed on the next page.

Pages 54 to 

56

III. EXECUTIVE SUMMARY
Price vs. Volume Variances – FY12 Vs. FY13
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The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 

an integral part of FAI’s analysis and should be read in conjunction therewith.

Key 

Observations
Summary

Key 

Analysis

The Company
is expanding 
into [redact] 
in FY14F with 
13.5% and 
4.1%, 
respectively, 
contribution 
to total 
projected 
FY14F total 
projected 
sales. 

▪ The following chart presents the change in the Company’s adjusted gross profit from FY13 to FY14F due to price and

volume which provides further support to the EBITDA bridge analysis as describe on the previous pages.

▪ The Company plans to start selling homes in [redact] during first quarter of FY14F and in [redact] in the fourth

quarter of FY14F.

▪ Sales in [redact] are forecast to increase in FY14F by 34.2% and 31.5%, respectively.

▪ [Redact] sales are forecast to decline in FY14F by 16.4% and contribute 55.6% of total projected sales versus 76.8%

contribution in FY13.

▪ FAI recommends that the forecasts are further discussed by Client in detail with Management to ensure the

assumptions are reasonable especially with regards to volume and gross profit per house and ASP by location (See

“Forecast” key observations in this section for further discussion).

Pages 54 to 

56

III. EXECUTIVE SUMMARY
Price vs. Volume Variances – FY13 vs. FY14F
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The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 

an integral part of FAI’s analysis and should be read in conjunction therewith.

Key 

Observations
Summary

Key 

Analysis

FAI
recommends
that Client 
reviews 
forecast 
assumptions 
for 
consistency 
with actual 
trends.

Pages 66 to 

72

▪ FAI received a high level (non detailed) FY14F forecast

from Management. The latest version received from

Management was as of [redact]. FAI considers the

Company’s forecast methodology as a tops down basis

rather than a bottoms up approach.

▪ FAI recommends that the forecasts are further discussed

in detail with Management to ensure the reasonableness

based on the new owner’s expectations and additional

resources (e.g., financing and quality of lots to be

supplied).

▪ In addition, FAI recommends that Client reviews forecast

assumptions for consistency with actual historical trends

presented on an as Adjusted basis in this report. Certain

selected assumptions to consider are set out in the table

to the left.

III. EXECUTIVE SUMMARY
FY14F Forecast Assumptions
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The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 

an integral part of FAI’s analysis and should be read in conjunction therewith.

Key Observations Summary Key Analysis

The Company is reliant

on funding provided by 

Company arranged bank 

lines to fund 

construction activities. 

At Dec13, the Company 

had $48,456k ($92,900k 

of facilities less $44,444k 

draw down) of unused 

banking facilities (e.g., 

Bank of America: 

$18,234k; Wells Fargo: 

$14,804k) which could 

be used to fund other 

construction activities.

The Company’s bank 

lines bear interest rates 

(“Terms” per table) 

primarily in the range of 

4.0% to 5.5%; however, 

the balance of $2,400k 

with [redact] was at 

interest rates of 10.0% 

(reduced to 8% in FY14).

▪ The total construction loan balance as reported on the Company’s Balance Sheet as at December 31, 2013

is $44,444k:

• The majority of this debt relates to construction loans with banks with interest rates ranging from 4.0% to

5.5%.

• Management stated that the interest rate on the [redact] line was reduced to 8% in FY14.

▪ The Company signed a land option promissory note with [redact] in August, 2012. The principal outstanding

at December 31, 2013 is $26k.

• The original principal amount of the note is $75k with interest rates of 10% on the unpaid balance.

Principal payments of $3,750k are due upon the Company exercising its option to purchase individually

21 lots which is due at time of home sale.

N/A

III. EXECUTIVE SUMMARY
Debt and Debt Like Instruments
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The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 

an integral part of FAI’s analysis and should be read in conjunction therewith.

Key Observations Summary Key Analysis

Adjusted Net 

Working Capital 

Inventory 

(“ANWC”) is 

fluctuating with 

volume of 

completions.

ANWC Target 

should be split 

between (1) 

ANWC 

excluding WIP; 

and (2) WIP so 

to maximize 

potential Total 

Target for 

ANWC.

▪ The above table summarizes adjusted net working capital (“ANWC”), which includes a very high level estimate
for unvoiced expenses because of lack of information supplied by Management (see WC.10 Costs after closeout
– estimate for further details), since December 2012.

• The difference between maximum ANWC ($41,439k – May13) and minimum ANWC ($31,753k – Mar13) is
$9,686k. There will be some seasonality in ANWA particularly between March and October when construction
is typically higher.

• Average ANWC is $35,148k.

▪ Key drivers of ANWC are Inventory (Average: $45,121k) and Accounts Payable (Average: $8,546k). Both balances
have increased over the year due to the increase in volume.

▪ FAI understands that [Client] will acquire substantially all the assets of the Company for $72,000k on a debt-free,
cash-free basis plus an adjustment for net working capital. Accordingly, FAI recommends that the Client and
Seller establish two purchase price adjustment targets which should be calculated as a future target rather than
a trailing 12 month target as the Company has been growing significantly over the last 2 years which is impacting
net working capital.

1) Net working capital target excluding WIP based on an accrual basis (the Company presently does not accrue
for all invoiced costs on a monthly basis). FAI also recommends that the Buyer attempts to negotiate that
this target is set at $nil and that the negative balances (due to accounts payable) are funded by cash on
completion; and

2) Real estate inventory target.

▪ Further analysis for these two approaches is set out on the next page.

Pages 86 to 91

III. EXECUTIVE SUMMARY
Net Adjusted Working Capital for FY13
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The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 

an integral part of FAI’s analysis and should be read in conjunction therewith.

Key Observations Summary Key Analysis

Net Adjusted Working 

Capital Without 

Inventory. Variance 

($9,041k) between 

maximum ANWC 

($6,893k – Jul13) and 

minimum ANWC 

($15,461k – Oct13). 

Average ANWC: 

($9,973k).

▪ By setting a separate Adjusted Net Working Target (excluding WIP) the Buyer increases the probability that the Buyer

can ask for a $nil target and thus ask the Seller to fund the negative working capital.

Pages 86 to 91

Inventory

Variance ($10,814k)

between minimum 

inventory ($38,955k -

Jan13) and maximum 

inventory ($49,769k -

Oct13). Average 

inventory ($45,050k)

▪ Inventory balances are dependent on demand for houses and the ability of the Company to fund the construction of

the houses. Accordingly, FAI recommends a target is set based on a forecast balance rather than based on historical

trends as the WIP will change based on future number of constructions.

Pages 90 to 91

III. EXECUTIVE SUMMARY
Net Adjusted Working Capital Without WIP and WIP for FY13
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The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 

an integral part of FAI’s analysis and should be read in conjunction therewith.

Key Observations Summary
Key 

Analysis

WIP by Market

▪ From FY12 to FY13, the number of lots purchased increased by 224, equivalent to a 39%, from 569 in FY12 to
793 in FY13. This growth was primarily attributed to an increase of 359 purchases in the [redact] market
from FY12 to FY13, equivalent to a 49% increase. The number of home closings in the [redact] market rose
by 228 closings from FY12 (377) to FY13 (605), equivalent to a 61% increase.

▪ At Dec13, approximately 448 purchased lots had not yet been closed. Of these, 308 were completed and 63
were vacant lots which represent lots purchased with no active construction. These vacant lots were mostly
located in the [redact], accordingly to Management, were purchased in the anticipation of future speculative
(“Spec”) or presale home construction. Management represented that the Company plans to begin
construction on these vacant lots as part of the future expansion within the [redact] market. Accordingly,
Management does not believe that there is a resale issue with these lots. In addition, Management
represented that it does not believe that it will have difficulty on selling the vacant lots in [redact]. Therefore,
Management does not believe these lost should be written down to a reduce value.

▪ The Company entered the [redact] markets in FY11, FY09 and FY12, respectively. However, Management
represented that the Company plans to exit these three markets in the near term. At Dec13, there were no
WIP balances or units in the [redact] markets. In the [redact] market, the Company had a Dec13 WIP balance
of $8,697k, comprised of 55 units. The 55 units are were comprised of (i) 16 homes sold but not closed by
Dec13; 7 homes completed but not sold; and 4 homes under construction and not sold. Management
represented that the Company expects to sell all of these homes at market value under normal business
operations in the near term.

▪ Management represented that WIP includes construction costs, lots, closing costs and commissions paid (if
any) and it does not include any interest costs. When setting targets for WIP, FAI recommends that the
definition of WIP is very specific and that it is at the lower of cost and net realizable value.

Pages 83 to 

84

III. EXECUTIVE SUMMARY
Inventories and Lots Available by Location
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The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 

an integral part of FAI’s analysis and should be read in conjunction therewith.

Key Observations Summary Key Analysis

“Overdue” WIP at 

Dec13 and 

Management 

Commentary is not 

considered an issue 

by Management

▪ FAI analyzed the portion of Dec13 WIP that is comprised of “overdue” inventory, defined as homes/lots
purchased or built prior to Jun13 and unsold as of Dec13 (e.g., lots which are still in WIP six months after
the date of purchase).

▪ The Dec13 WIP balance contained approximately 65 “overdue” homes/lots. Of that amount, 39 (actual),
or 60%, of these units were purchased in the first six months of FY13. Management provided an updated
analysis of these overdue lots/homes as of February 4, 2014. Of the 65 overdue homes at Dec13,
Management stated that the most current status of these homes/lots is as follows: (i) 3 were closed; (ii) 2
were completed and sold; (iii) 8 were sold and currently under construction; (iv) 12 are Spec homes fully
constructed and sold; (v) 25 are Spec homes sold and under construction, (vi) 6 are vacant lots; and (vii) 9
are model homes.

▪ The CEO stated on [redact] that the Company plans to build on all of the vacant lots in the near future. He
also affirmed that the Company expects all of these overdue homes to be sold in the normal course of
business within the next 12 months at a profit.

Pages 83 to 84

III. EXECUTIVE SUMMARY
WIP Aging at Dec13 – Greater than 6 Months Old
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The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 

an integral part of FAI’s analysis and should be read in conjunction therewith.

Key Observations Summary
Key 

Analysis

Tax 

Consequences of 

Contemplated 

Transaction

▪ Based on our analysis of the draft asset purchase agreement (SP&A”), the Transaction will be treated as a taxable
asset acquisition for federal tax purposes. This Transaction will result in certain income tax consequences as follows:
• [Client’s] basis in the assets of [redact] will be stepped up (or down) under Sec. 1060 to reflect the purchase price

paid for the assets. Purchase price deemed to be Class VI or VII assets, intangibles and goodwill respectively, may
be amortized over 15 years for tax purposes.

• [Client] will be able to depreciate the acquired fixed assets (e.g., machinery and equipment) based on the amount
determined in the purchase price allocation. This allocation must be agreed upon by both the Buyer and the Seller.

Page 93

Asset Deal is very 

important to 

protect Buyer 

from potential 

inaccuracies in 

Federal Income 

Tax Returns

▪ Within the Company’s federal income tax returns for FY10, FY11 and FY12, FAI identified potential tax exposure items
which primarily relate to:
• In FY13, [Seller] paid “profits” interest ($2,599k) to a non-shareholder, [redact]. Management stipulated the [redact]

profits distribution was based on his “profits-interest” in the Company and the yearly performance of the Company.
However, while [redact] received a profits interest in the Company, it is anticipated that he will not receive an IRS
Form K-1 from the Company. FAI recommends that the Company revisit the tax consequences of the profits
distributions to [redact], to determine if he should be deemed to be a member in the S corporation and accordingly
be issued a corresponding Form K-1 for FY13. The FY13 income tax return has not yet been submitted.

• In FY10, FY11 and FY12, [redact], were improperly included in the Company’s federal and state income tax returns;
and

• The FY10, FY11 and FY12, Forms 1120S were not prepared to reflect book net income as stated in the FY10, FY11
and FY12 audited financial statements prepared by [redact]. For example, in FY12, the Company reported $5,000k
of net income for book purposes. However, on the Company’s FY12 federal income tax report, the External Tax
Advisor reported $119k of net income for book purposes. FAI believes this has likely resulted in an understatement
of taxable income.

▪ As the Transaction is contemplated to be an asset acquisition, potential adjustments and tax liabilities as a result of
IRS audits will likely be passed-through to the shareholders during the tax year in which the adjustments are made.
However, these issues may cause the status of the S Corporation to be in doubt which may lead to significant costs for
the Seller.

Pages 
93 to 

100

Indemnification

▪ FAI recommends that the final asset purchase agreement includes an indemnification agreement for all taxes to
limit the Buyer’s exposure of [Seller’s] pre-closing tax liabilities. n/a

III. EXECUTIVE SUMMARY
Tax Issues
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The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 

an integral part of FAI’s analysis and should be read in conjunction therewith.

Key Observations Summary
Key 

Analysis

Compensation and 

benefits

▪ FAI recommends that the Buyer should review the compensation, bonuses/commissions and benefits
(including healthcare) work procedures of the Company [redact] prior to closing the contemplated acquisitions
to (1) evaluate what remuneration and procedures are the most effective; (2) ensure seamless integration
[redact]; and (3) understand the impact on the Projections.

▪ The Patient Protection and Affordable Care Act of 2010 will likely impact many businesses especially as
employee numbers grow to exceed 50 employees. Certain implementation provisions of this legislation are
underway and will continue through 2015. Consideration should be given to modeling the options and related
outcomes and costs associated with the implementation of the Affordable Care Act of 2010.

N/A

Financial and 

operational reporting 

and procedures need 

to be improved which

will also require the 

present financial 

resources to be 

evaluated

▪ FAI recommends that you review the operation of the financial and reporting systems by Management to
evaluate methods of improving efficiency and accuracy of reporting. For example:
• Management does not accrue for costs when the service or product is provided nor has an efficient method

of accruing for costs not yet invoiced at either time of closing of the house sale or at period end; and
• The database to monitor costs by house and stage of building is run through Excel.

▪ [Redact] (Sage) Timberline for financial reporting [redact] and Builder MT for operational reporting. Both
software packages are used by many companies in the construction/homebuilder industry. {Redact} Timberline
and Builder MT work together to support database warehousing and capture all revenue and costs by
home/project. In addition, management [redact] utilize a module of Timberline which enables purchase orders
to be raised immediately on order of a house by a customer; these orders can then be issued (e.g., “Live”
status) at the appropriate time to the vendors once other work procedures have been completed or are
expected to be completed. This system also allows for (1) costs to be accrued when the work/product is
provided rather than when the invoice is received by the Company [redact], (2) budgeted costs by house to be
compared with actual costs; and (3) subcontractors to be able to access the system and see when orders are
expected to go Live so that they can plan their work more efficiency.

▪ FAI also recommends that a Dash Board that contains standardized reporting and (clearly defined) financial
and operational key performance indicators (“KPIs”) are introduced post acquisition that it is easier to report,
monitor and compare the performance of the business against goals and objectives.

N/A

III. EXECUTIVE SUMMARY
Post – Acquisition Issues
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The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 

an integral part of FAI’s analysis and should be read in conjunction therewith.

Key 

Observations
Summary

Key 

Analysis

Monthly Financial 
Statements Not 
Prepared On An
Accrual Basis

▪ [Redact] accounting policy is to prepare the financial statements on an accrual basis, recording home sales and
expenses on the completion method. However, the monthly financial statements are prepared using a mix of
accrual and cash basis, as the Company records numerous expenses when the invoice is received rather than
when incurred (e.g., construction expenses). At each year-end, the Auditor makes adjusting journal entries to
effectively “convert” the Company to the accrual method for financial statement purposes.

▪ Management could not provide a full listing of expenses that need to be accrued as of December 31, 2013 or
even a listing of non-accrued invoices received after December 31, 2013 which related to services or products
supplied pre December 31, 2013. Accordingly, Adjusted EBITDA could be incorrectly stated.

N/A

Accounts Payable 
Aging

▪ Historically, the Company has not prepared accounts payable aging schedules. Management represented that
the average cash disbursement cycle was 18 and 19 days during FY12 and FY13, respectively. FAI was unable to
analyze the aging of the Company’s payables. FAI recommends the Buyer request an accounts payable aging
schedule at Dec13 to determine any overdue trade accounts payable balances.

Page 85

Group Accounting 
Policies

▪ FAI recommends that [redact] Accounting Policies are set for [redact] GAAP compliant accounting policies (e.g.,
on an accrued basis) for monthly and annual reporting and so that revenue and costs are reported within the
correct caption (e.g., appropriate classification of interest, sales commission, warranty expenses and project
managers between cost of goods sold and selling, general and administrative expenses) on a consistent manner.

N/A

Budgets and
Forecasts

▪ Management has not previously prepared formal annual budgets or forecasts. FAI recommends that
Management look to introduce formal budgeting and forecasting controls within the business, especially as the
acquirer is looking to grow the business significantly post acquisition, so that Management better understands
what resources (e.g., employees, financial, operational etc.) the business requires and so that unusual variances
can be appropriately followed up.

N/A

III. EXECUTIVE SUMMARY
Accounting Issues
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The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 
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Key Observations Summary Key Analysis

Analysis of Expenses

▪ Within Adjusted EBITDA, FAI has presently treated expenses as follows:
• Cost of Sales: Construction, lots, closing costs, external commissions paid, and after closing costs;
• SG&A: All payroll costs including indirect costs (e.g., construction supervisors, insurance, internal warranty

costs), sales and marketing expenses, operating and management expenses, and general and
administrative expenses;

• Other Income and Expenses: Refunds and rebates; and
• Interest costs which are excluded as non-EBITDA expense.

▪ FAI believes the allocation of expenses is being agreed upon with [redact], the new auditors of [Client],
and thus the go-forward allocation may differ to the above.

N/A

III. EXECUTIVE SUMMARY
Accounting Issues, cont.
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Key Observations Summary Key Analysis

Interest paid to 

[redact]

▪ The Company has historically been funded by secured construction financing from companies owned by

[redact]:

• During FY12, the Company paid $4,422k in interest to [redact] and accrued $288 of interest to

[redact].

• During FY13, the Company paid $6,495k in interest to [redact] and paid out the remaining $129 of

accrued interest to [redact].

▪ From FY12 to FY13, the Company changed how it records interest expense on the internal financials.

During FY13, the Company recorded $128k interest expense to [redact] on the income statement and

$6,495k in interest to [redact] within profit distributions on the balance sheet. For a full analysis of

interest and profit distributions paid to each individual, please refer to the Historical Balance Sheets

Overview section of this report.

Page 82

[Redact] Realty Group 

LLC

▪ [Redact], which is included with the consolidated results (see Section X.B for further details) is a related

party entity that is responsible for administering sales activities for the Companies. This entity holds the

broker’s licenses and pays both internal and external sales agents. Historically, the Company has funded

[redact] as the Company conducts its operations. The Company funded $1,017k and $0 to [redact] in

FY12 and FY13, respectively.

▪ Management represented that [redact] was breakeven in FY13 and does not anticipate the entity

requiring financial assistance in subsequent periods.

Page 104

III. EXECUTIVE SUMMARY
Related Parties
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Key Observations Summary Key Analysis

Ownership Change

▪ [Redact] exercised his two option agreements dated December 23, 2008 and purchased the following

companies for a nominal sum:

i. [Redact]

ii. [Redact]

iii. [Redact]

iv. [Redact]

▪ The Company’s External Tax Advisor has represented that he is currently determining the tax implication

related to the transactions for the Company and the shareholders. Prior the close of the Transaction,

[Client] should consult with the legal and tax advisors about the tax analysis being prepared by the

External Tax Advisor.

Page 95

Unpaid CEOs

▪ Neither [redact] received a salary for acting as a Chief Executive Officer. Accordingly, FAI included due
diligence adjustment D.3 for a Chief Executive Officer through to November 2013 when [redact] was
employed.

Page 64

Trading Agreement 

and Non-Compete 

with [redact]

▪ Management represented that [redact], who owns the Company [redact] (“Seller”), is primarily
responsible for acquiring approximately 25% of the lots for which Management represented he is paid at
the market value for the transactions. FAI recommends the Buyer verify Management’s representation
that the lots purchased from [redact] are at the then current market value as this could artificially
impact the profitability of the Company.

▪ Management indicated that post Transaction the Company will negotiate a trading agreement with
[redact] for his sale of land/lots to the Company on a right of first refusal. At the issuance of this Report,
the Company had not drafted such an agreement. Prior to closing the Transaction, FAI recommends that
the Buyer obtains an understanding of the nature of the trading agreement (e.g., first refusal,
definition of market price, which types of inventory are for sale).

▪ FAI also recommend that a non-compete agreement is agreed upon with [redact] as part of the SP&A.

N/A

III. EXECUTIVE SUMMARY
Related Parties, cont.
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Key Observations Summary Key Analysis

Inventories

▪ FAI recommends that the Buyer request representation that all real estate inventories (e.g., work in process
and owned lots) within each market [redact] have proper title, insurance coverage and that there is no lien on
the lots or buildings.

▪ FAI recommends that the Buyer requests representation via the SP&A that the customer contracts entered
into, but not yet closed at Dec13, are enforceable.

N/A

Employment 

contracts

▪ [Redact] each have employment agreements with the Company which specify that, in the event of a sale of the

Company, [redact] is entitled to 3% of the gross sales price, and [redact] is entitled to 4% of the gross sales

price. [Redact] employment contract is a three-year agreement which effectively commenced on October 24,

2013 (per the agreement, it stipulated a start date of 2014 but should be 2013 per Management) and a

termination date of December 31, 2016. [Redact} employment agreement does not stipulate a termination

date.

▪ FAI recommends that all transaction related expenses and bonuses be deemed to be the responsibility of the

Seller via the SP&A. In addition, FAI recommends that the employment agreements and remuneration

packages of key employees are reviewed to ensure senior management are appropriately incentivized and

that appropriate non-compete restrictions are in place.

N/A

Pending Litigation ▪ Management represented that at Dec13, the Company did not have any outstanding or pending litigation. N/A

Standard Terms 

and Warranty

▪ The Company offers customers a one year Express warranty and a ten year warranty issued by a third party for

claims beyond the one year period. Each warranty covers workmanship on the home. Management

represented that the Company uses the same warranty for all homes regardless of location. No other

warranties are provided. Management anticipates that approximately [redact] homes constructed and sold by

the Company will be within the one year Express warranty. Normally, the Company incurs the repair expense to

make whole the claim and then is reimbursed by the subcontractor. The Company does not accrue for

unreimbursed subcontractor costs related to warranty claims. Over the Historical Period, unreimbursed

warranty claims totaled $1k and $19k in FY12 and FY13, respectively. FAI recommends the Buyer obtains a

warranty or indemnification for non-accrued warranty expenses (either from contractual obligations or from

obligations as required by state legislation) from the Seller for those homes closed with customers prior to the

Closing.

N/A

III. EXECUTIVE SUMMARY
Legal Issues
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Key Observations Summary Key Analysis

Customer 

Cancellations

▪ Management represented that the Company has historically experienced a 5-year average cancelation

rate of 34.2% from homebuyers due to various economic factors (e.g., buyer’s loss of employment, credit

declines). Cancellation rates for FY12 and FY13 were 32.7% and 35.0%, respectively. Management does

not believe this is an issue as the Company has been able to consistently sell the house to another buyer.

▪ FAI recommends the cancellation rates are further reviewed with Management to establish if (i) there

are any long-term trends; and (ii) ways of reducing the number of cancellations especially as the

Company normally returns the deposit.

N/A

III. EXECUTIVE SUMMARY
Customer Cancellations
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Overview

▪ FAI has made high level estimates of adjustments to present the Carve-Out
Results of the Homebuilding Business as follows:

• “Pro Forma Results” represent the reallocation (“Pro Forma Adjustments”) of
the expenses between cost of goods sold, operating expenses, other
income/expenses and interest to an allocation as summarized in the table to
the left. This allocation of expenses (see table to the left) was agreed upon
between [redact], the new auditors of [Client].

• “Adjusted Results” represents the Pro Forma results as adjusted for FAI’s due
diligence adjustments (“Due Diligence Adjustments”) which excludes non-
recurring revenue and expenses.

▪ Due the significance of the Carve-Out, Pro Forma and Due Diligence Adjustments
made to the as reported Group’s financial statements, FAI has mainly presented
and commented on variances with the Adjusted Results of Homebuilding
Business and only on an annual basis as Management did not prepare monthly
results for the Homebuilding Business.

IV. QUALITY OF EARNINGS
Methodology
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▪ The tables above summarize [redact] Carve-Out Financial Statements
for the Historical Periods income statements and balance sheets as of
the Historical Balance Sheet Dates to eliminate Related Party Services
provided to [redact] as follows:

• Lending employees for construction and administrative activities;
• Building of certain properties using [redact] bank lines and funding

sources; and
• Certain personal services for the Chairman.

▪ The carve-out adjustments relate to eliminating:

• Expenses for employees assigned to Related Party Services;
• WIP and debt associated with building Related Party properties;
• Management fees or rents received by [redact] associated with

performing Related Party Services;
• Intercompany account balances related to Related Party Services;

and
• Personal assets and expenses of the Chairman.

▪ FAI’s due diligence analysis and procedures that follow in this Report
focus primarily on the Homebuilding results for the Historical Periods
as reported in the above Carve-Out Financial Statements and the
FY14F Forecasts As Reported by Management.

▪ The Carve-Out Financial Statements above represent Management’s
analysis provided to FAI on [redact].

IV. QUALITY OF EARNINGS
Carve-Out Financial Statements
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Overview

▪ The above table summarizes the Pro Forma Adjustments and Due Diligence Adjustments made to the FY13 As Reported results for Homebuilding to align
sales, cost of sales, gross profit and expenses on a basis consistent with GAAP, as expected to be applied by [Client] when they prepare the results, and to
adjust for Quality of Earnings findings. A similar table is set out on the next page for FY12.

▪ The following adjustments have been made to the Company’s historical reported results:

Pro Forma Adjustments

▪ Closing costs represents transaction closing costs incurred which the Company reports as an offset/contra to sales. Pro Forma results include closing costs
as a cost of sales.

▪ Purchase discounts are volume price discounts from vendors. Pro Forma results recognize purchase discounts as a credit to cost of goods sold rather than as
other income below the gross profit line.

▪ Direct labor includes salaries and benefits for employees providing construction supervision and warranty services at the local construction sites. The
Company records separately in the trial balance the salaries and benefits of construction and warranty personnel. Pro Forma results include the direct labor
expenses in cost of sales versus operating expense.

IV. QUALITY OF EARNINGS
Homebuilding – FY13 As Reported to Pro Forma Income Stat.
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Pro Forma Adjustments (continued)

▪ Capitalized interest - Management represented that the Company separately tracks and records in the Company’s trial balance the amount of interest that
can be capitalized on each home construction project in accordance with GAAP. However, the capitalized interest is reported as part of total finance costs
below gross profit and is not included as a cost of sale. FAI has made a Pro Forma Adjustment to include capitalized interest in cost of sales as recorded in
the Company’s trial balance.

▪ Warranty expenses represent the net expenses after contributions from subcontractors for expenses incurred fixing houses. Pro Forma results recognize
warranty expenses as a cost of sales rather than as an operating expense.

Due Diligence Adjustments

▪ Due Diligence adjustments are further discussed within this section on the Report.

IV. QUALITY OF EARNINGS
Homebuilding – FY12 As Reported to Pro Forma Income Stat.
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Overview

▪ The following schedule summarizes the proposed due
diligence adjustments for FY12 and FY13.

Due Diligence Adjustments

▪ D.1 [Redact] profits

• Management stated that during FY12 and through September of FY13, the Company
entered into an arrangement with a related party land developer, [redact], to build
and sell 35 homes (FY12: 25; FY13: 10). The benefit for this arrangement was a partial
settlement for [redact] when the Chairman terminated some nonrelated business
arrangements with [redact].

• The key terms of the arrangement are as follows:

o The Company used its Bank lines to fund the construction;

o The Company’s personnel managed all aspects of construction and selling process;

o [Redact] paid the Company a management fee of $10 to $15 per home to cover
project management and selling/administration costs; and

o Upon the sale of the home, the Company paid fees to [redact] equaling the amount
of profit on the home.

• The results of the [redact] arrangement are included in the Company’s reported
Homebuilding income statement and balance sheet. The profit fees paid to [redact]
are recorded as an other expense in the Company’s Homebuilding reported income
statement and amount to $411 and $377 in FY12 and FY13, respectively. FAI proposes
to exclude the profit fees paid to [redact] from Adjusted EBITDA as these expenses are
effectively a non-recurring expense and Homebuilding’s normalized operational
performance should appropriately reflect normal profits from this homebuilding
activity. Management represented that the Company could have built alternative
houses without paying these profit fees.

• Management represented that the homes in the [redact] project on average had more
premium features and desirable lots and demanded a higher average selling price than
the homes that the Company typically builds ([redact] ASP $243 and $260 in FY12 and
FY13, respectively versus Company average of $218 and $220, respectively).

IV. QUALITY OF EARNINGS
Due Diligence Adjustments
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Due Diligence Adjustments

▪ D.1 [Redact] profits (continued)

• In addition, Management represented that these premium homes were sold at a lower gross
margin (gross margin of 9.3% in FY12 and 15.5% in FY13 versus overall Company gross profit at
about 18% on an adjusted basis) due to market conditions. However, if you include the profit
fee income as revenue then gross margins for the project are more consistent with typical
Company margins (FY12: 14.4%; FY13: 21.3%).

IV. QUALITY OF EARNINGS
Due Diligence Adjustments, cont.
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Due Diligence Adjustments

▪ D.2 Severance

• Management represented that the Company paid a $200 severance in FY12 in
connection with the termination of the prior Chief Executive Officer. Management
represented that prior Chief Executive Officer provided no services in FY12 and that
the Company promoted the then Chief Financial Officer to fill the vacancy in early
FY12.

• FAI proposes an add back to Adjusted EBITDA for the severance amount of $200 as
this is considered a non-recurring expense.

▪ D.3 CFO / Controller compensation

• The Company operated without a Chief Financial Officer in FY12 due to the Chief
Financial Officer’s promotion to the Chief Executive Officer. In addition, the
Company did not have a Controller. The Company hired a CFO in December 2013
and a Controller in the second quarter of FY13.

• FAI has proposed an adjustment to include costs within Adjusted EBITDA for the CFO
and Controller as if the appointments were effective at the beginning of the
Historical Periods as both positions are needed to effectively manage the finance
and administrative departments.

Overview

▪ The following schedule summarizes the proposed due
diligence adjustments for FY12 and FY13.

IV. QUALITY OF EARNINGS
Due Diligence Adjustments, cont.
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Due Diligence Adjustments

▪ D.4 Other income

• FAI proposes the following adjustments to eliminate the impacts of certain other
income and (loss) items included within the Company’s as reported results:

o Management could not explain a “partnership income” item in FY12 in the
amount of $127. Accordingly, FAI excluded this income from Adjusted EBITDA.

o The “(loss) / gain on the sale of assets” in FY12 and FY13 relates to the sale of lots
to the related party businesses [redact]. This is considered an activity related to
predecessor Company arrangements that may not continue post sale.
Accordingly, FAI excluded this income from Adjusted EBITDA.

o “Other income” relates to write off of an accounts payable to an employee. On
the basis this income is not considered recurring, FAI excluded this income from
Adjusted EBITDA.

▪ D.5 Warranty expense

• Warranty material costs as reported increased in FY13 to $549 from $242 in FY12.
Management explained that warranty material costs were higher than normal in
FY13 due to significant water drainage remediation efforts due the unusual high
levels of rain in the Fall of the year. Management stated that a warranty material
costs of about $250 per year is expected.

• FAI has proposed a diligence adjustment to reduce FY13 warranty material costs by
$299 to normalize warranty material cost at the $250 expected level ($549 - $299 =
$250).

Overview

▪ The following schedule summarizes the proposed due
diligence adjustments for FY12 and FY13.

IV. QUALITY OF EARNINGS
Due Diligence Adjustments, cont.
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Synergies

▪ [Client], together [redact] Homebuilding Business operate within the
same industry and as such specific cost synergies will likely be realized as
a result of the Transaction. These synergies include duplicative operating
costs (e.g., IT, accounting, back office support) and expenses (e.g.,
building materials, insurance) which could perhaps be reduced through
[redact] increased purchasing power. FAI prepared the Quality of
Earnings on a stand alone basis. Therefore, the value of such realized
synergies was not presented as an adjustment to historical EBITDA.

▪ FAI recommends [Client] considers the impact of potential synergies,
together with the potential additional costs arising Affordable Care Act
of 2010, within a Pro Forma combined forecast.

Warranty Accrual

▪ The Homebuilding Business offers customers a “2-10 Home Buyers
Warranty” which in summary provides the following coverage:

• Ten years of structural defect coverage for load-bearing components;

• Two years of systems surety coverage against defects in wiring, piping,
and ductwork in electrical, plumbing, heating, cooling, ventilating, and
mechanical systems; and

• One year of surety coverage against defects in workmanship and
materials.

▪ Management represented that the Company uses the same warranty
terms for all homes regardless of location. No other warranties are
provided.

▪ Normally, the Company incurs the repair expense to make whole the
claim and then is reimbursed by the subcontractor, if repair is covered
under the subcontractors workmanship warranty. The Company does not
accrue for unreimbursed subcontractor costs related to warranty claims.

Warranty Accrual (continued)

▪ On the basis that the adjusted warranty costs, after the impact of Due
Diligence Adjustment D.5, have remained fairly consistent (FY12:
$242k; FY13: $250k) as recognized on a cash basis, FAI has not
performed additional detailed due diligence to establish whether a
different adjusted expense is deemed necessarily based on accrual
basis. At Client’s request, FAI can perform additional due diligence to
establish a more precise estimate of warranty costs for FY12 and FY13.

▪ FAI recommends that the Buyer obtains a warranty or
indemnification for non-accrued warranty expenses from the Seller
for those homes closed with customers prior to the closing of the
Transaction.

▪ Periodically, the Company is unable to collect reimbursement from the
subcontractor and will expense this amount to the income statement.
Accounting Standards Codification (“ASC”) 460-10, Guarantees, states
that because of uncertainty surrounding claims that may be made
under warranties, warranty obligations fall within the definition of a
contingency. As such, an estimated cost from warranty obligations
should be accrued at time of house closing as a charge to income when
the amount of loss can be reasonably estimated. At [Client’s] request,
FAI can perform additional due diligence to establish a potential
warranty accrual for the Historical Balance Sheet Dates.

▪ Management does not accrue for the in-house staff which administer
the warranty claims. Management represented that approximately 11
full time employee (“FTEs”) are responsible for this administration and
the annual salaries and benefit expense per employee of
approximately $72k are treated as a period cost.

▪ FAI recommends that forecast warranty costs should be accrued for
at time of closing the house sale as in accordance with GAAP.

IV. QUALITY OF EARNINGS
Other Considerations Which May Impact Quality of Earnings
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Overview

▪ The following schedule summarizes the Company’s income statements for
FY12 and FY13.

Sales

▪ FY13 Sales increased by $65,543k, or 67%, to $163,495k, primarily due to
increased sales volume of 249 units, or 50%, and a 12% increase in ASP.
Management indicated this increase in sales volume and ASP is the result
of improving economic conditions which positively impacts the housing
market.

Cost of sales

▪ FY13 cost of sales increased by $54,089k, or 62%, to $140,964k,
primarily due to a 50% increase in volume and increased cost of
construction per square foot of 8% (FY12: $173; FY13: $187).
Management indicated cost of construction is directly correlated to
sales.

▪ As a percent of total sales, FY13 cost of sales decreased by 2.5
percentage points to 86%. However, this decrease is primarily due to
the Company’s change in its accounting methodology for interest
expense and profit distributions. During FY13, the Company recorded
$6,495k of interest expense as a distribution on the balance sheet
whereas during FY12, the Company recorded interest expense of
$4,422k within cost of sales.

Operating expenses

▪ Operating expenses increased by $2,358k, or 37%, from FY12 to FY13
primarily due to the increase in salaries and wages of $1,608k and the
accompanying employer payroll taxes of $330k over the same period.
Refer to the Compensation and Benefits section of this report for
further discussion surrounding compensation.

Other (income) expense

▪ Other (income) expense is comprised of (i) refunds and rebates; and (ii)
other expense. Overall, FY13 other expense increased by $359k, or
386%, to $266k (FY12: $93k income). The increase was primarily due to
the Company writing off additional costs incurred on the [redact]
project ($138k) and earnest money deposits within the [redact] market
($156k).

V. INCOME STATEMENT
Historical Income Statements Overview
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Sales Analysis

▪ The following chart presents a break out of the Company’s sales and
gross profit for FY12 and FY13.

▪ Sales consist of the following two components: (i) home sales; and (ii)
miscellaneous income. Home sales represent the sales price per the
settlement statement, less deposits and other settlement chargers paid
by the Seller. Miscellaneous income represents various utility deposit
refunds (e.g., electricity, water, etc.) and earnest money deposits
forfeited by potential buyers.

▪ Sales are recognized using the completed contract method whereby
sales and related costs should be recognized and recorded on the
income statement upon completion of the sale. Management indicated
sales are recognized at the time title passes to the customer, adequate
cash has been received and there is no continuing involvement from
the Company, which typically occurs at closing.

Average Selling Price

▪ The chart below presents the average selling price (“ASP”) per home (in
$000s) and per square foot ($ actual) for FY12 and FY13. Refer to the
following sections for an analysis of sales by market.

▪ The chart below presents revenue, closed homes and the average closed
homes on a monthly basis for FY12 and FY13.

▪ As can be seen by the graph, sales have been increasing over the
Historical Period. While construction can be slightly seasonal (e.g., peaks
between March and October), completions can also peak in holiday
periods (e.g., December) as there is pressure from customers to
complete before the holidays.

V. INCOME STATEMENT
Sales
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Cost of Sales Analysis

▪ The following schedule presents the Company’s cost of sales for FY12 and
FY13.

▪ Management indicated cost of sales are recognized at the time revenue is
recognized. However, Management represents that the Company does not
truly accrue for costs which had not yet been invoiced at the time of sale.

▪ Cost of construction – Represents all direct materials, labor costs and those
indirect costs related to contract performance (e.g., labor, supplies, and
tools). The Company uses subcontractor to construct homes, and the
subcontractors invoice the Company for construction costs based on pre-
established pricing lists negotiated between the Company and
subcontractor. Management indicated costs of construction are recorded at
the time of sale.

▪ Over the Historical Periods, cost of construction increased by 2.0 percentage
points when compared to total sales (FY12: 73%; FY13 75%). Management
indicated this increase is partially attributable to the increased cost of
construction in the [redact] market where some failed vendor and
subcontractor relationships increased costs. On the basis Management
could not quantify these inefficiencies, FAI has not proposed a Quality of
Earnings adjustment.

▪ Sales commissions – Consist of a 3% commission paid per home closing
to external agents. Management indicated commissions are paid on a
weekly basis, one week in arrears. Refer to the Compensation and
Benefits section of this report for further discussion surrounding
compensation.

▪ Cost after close-out – Consists of costs (e.g., typically appliances,
fittings etc.) incurred with a home sale which the Company did not
recognize until after completion on receipt of the relevant invoices.
Management represented that receipt of certain invoices, which is
when expenses are recorded, may take one to two months after
closing to be received. Upon receipt, Management allocates the cost
the closed home. Except for the Auditor’s year-end adjustments, the
Company does not accrue for these late notified costs. Cost after close-
out increased $2,564, or 90% from FY12 to FY13 primarily due to the
increased sales volume of 50% (FY12: 503 homes; FY13: 752 homes)

▪ Closing cost – Represents costs associated with the closing process
(e.g., appraisal fees, surveys, lawyer fees, etc.) which are paid by the
Company in order to complete a sale. Management indicated the
Company will typically pay closing costs of up to a maximum of 3% of
the sales price.

▪ Area manager bonus – Management indicated the area manager
bonus is comprised of bonuses paid to two area managers as well as
[redact]. Refer to the Compensation and Benefits section of this report
for further discussion surrounding compensation. FAI recommends
that accounting policies are established which specify where these
bonuses should be recorded.

V. INCOME STATEMENT
Cost of Sales
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Cost of Sales Analysis, continued

▪ The following schedule presents the Company’s cost of sales for FY12 and FY13.

▪ Interest and Profit Distribution - The Company has historically been funded by secured construction financing from [redact], respectively. During FY12,
the Company paid $4,422 in interest to [redact] and accrued $288 of interest to [redact]. During FY13, the Company paid $6,495 in interest to [redact]
and paid out the remaining accrued interest to [redact].

▪ From FY12 to FY13, the Company changed how it records interest expense on the internal financials. During FY13, the Company recorded $129 interest
expense to [redact] on the income statement and $6,495 in interest to [redact] within profit distributions on the balance sheet.

▪ For a full analysis of interest and profit distributions paid to each individual, please refer to the Historical Balance Sheets Overview section of this Report.

V. INCOME STATEMENT
Cost of Sales, cont.
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Market Analysis

▪ The following schedule summarizes the Company’s sales, gross profit and KPIs by market for FY12 and FY13. Refer to the following pages for a year-over-
year discussion around the [redact] markets.

▪ Note: [Redact] were excluded from the year-over-year analysis as these markets were not operational for both periods.

V. INCOME STATEMENT
Market Analysis
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[Redact]

▪ FY13 sales increased by $56,228k, or 77%, to $128,923k. This sales growth
is primarily attributed to:

• Increased sales volume of 228, or 61%, homes from 377 in FY12 to 605
in FY13.

• Increase of $20, or 10%, in ASP per home over the Historical Period
(FY12: $193k; FY13: $213k).

▪ FY13 gross profit margin decreased 0.3 percentage points due to the total
average cost per home ($183k) increasing more rapidly year-over-year
than the average selling price ($213k). Over the Historical Period, the total
average cost increased 11% compared to the 10.5% increase in average
selling price. Management indicated the Company’s sales price is lagging
behind the increase in costs as the Company incurred higher costs of
construction without the ability to pass these increased cost into the sales
price and on to the customer.

▪ A full analysis of the [redact] market by community is presented on the
following page of this report.

[Redact]

▪ Over the Historical Periods, sales decreased by $623k, or 4%. The decrease
is primarily due to decreased sales volume, which decreased 11, or 12%,
over the same period.

▪ In addition to decreased sales, gross profit also decreased by
approximately $572k, or 22% from FY12 to FY13 to $2,008k; this is
primarily driven by decrease in volume as this market had an increase in
ASP per home ($20k from $199k in FY12 to $219k in FY13) while ACP per
house only increased by $1k per house.

▪ Management indicated the Company does not plan to continue operations
within this market. Management further indicated the Company expects to
sell all 7 homes included in Dec13 WIP by the end of FY14. Refer to the
Work In Process section of this report for the number of houses remaining
in WIP associated with this market as of Dec13.

[Redact]

▪ Over the Historical Period, sales decreased by $1,238k, or 28% to $3,265.
The decrease is primarily due to decreased sales volume, which decreased
by 5 homes, or 26%, over the same period. The [redact] market also
experienced a decrease in ASP per home, which decreased by
approximately $4k from $237k in FY12 to $233k in FY13.

▪ Management indicated the Company does not plan to continue
operations within this market. Management further indicated the
Company expects to sell all 7 homes included in Dec13 WIP by the end of
FY14. Refer to the Work In Process section of this report for the number
of houses remaining in WIP associated with this market as of Dec13.

[Redact]

▪ The Company expanded into the [redact] market during FY12; however,
the Company did not record a sale in this market until FY13. Management
indicated the Company does not plan to continue operations within this
market and expects to sell all 55 homes included in Dec13 WIP by the end
of FY14. Refer to the Work In Process section of this report for the
number of houses remaining in WIP associated with this market as of
Dec13.

[Redact]

▪ The Company entered into the [redact] markets during FY11 and FY09,
respectively. At Dec13, there were no remaining homes in the Augusta or
Phoenix City markets within the Company’s WIP. Management indicated
the Company does not plan to continue operations within these markets
beyond FY13.

V. INCOME STATEMENT
Market Analysis, cont.
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Market Analysis by Community

▪ The following schedule summarizes the [redact] market’s revenue for FY12 and FY13.

▪ The Top 10 [redact] communities with cumulative FY13 revenues of $89,231 represent 69% and 55% of the revenue from [redact] and Company,
respectively.

▪ The make-up of the top 20 communities is subject to change year-over-year as construction projects within communities have a life cycle of about three
to four months. Of those Top 10, one community [redact] does not have any remaining lots the Company can purchase in order to construct homes.

▪ Of the top 20 communities, seven do not have any remaining lots the Company can purchase on which to construct homes.

V. INCOME STATEMENT
[Redact] Market Analysis by Community
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Revenue Proof

▪ The table to the left summarizes the reconciliation of reported cash deposits per the
Company’s bank statements to reported home sales revenue on the Company’s income
statement.

▪ The analysis shows that cash deposits and revenues were reconciled within a difference
of approximately $138, or 0.08%, of total cash receipts. On the basis of the immaterial
difference, no further work was performed on the reconciliation.

V. INCOME STATEMENT
Revenue Proof for Home Sales
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Overview

▪ The following schedule summarizes the Company’s operating expenses
for FY12 and FY13.

Salaries and wages

▪ Consist of salaries and wages for all employees. Management indicated
this account increased by $1,608k, or 54%, due to a 178% increase in
overall headcount (FY12: 41; FY12: 114); albeit employees with lower
average salary. Refer to the Compensation and Benefits section of this
report for a headcount analysis.

Payroll taxes employer

▪ Represents the Company’s portion of payroll taxes for all employees.
The increase in payroll taxes of $330k, or 192%, is directly related to the
increase in payroll of 96% over the Historical Period.

Office, model and trailers

▪ Office, model and trailers represents costs associated with the set-up of
model homes (e.g., staging furniture, signs, etc.), common area
maintenance (e.g., lawn maintenance) and the set-up of sales offices
(e.g. trailers) at each community. Office, model and trailer expenses
increased by $187, or 94%, from $198k in FY12 to $385k in FY13, but as
a percentage of sales (FY12: 0.2%; FY13: 0.2%) remained relatively
consistent over the Historical Period.

Vehicle allowance

▪ Over the Historical Period, vehicle allowance increased by $200k, or
122%, but as a percentage of sales (FY12: 0.2%; FY13: 0.2%) remained
consistent over the Historical Period. Management indicated the
increase in vehicle allowance expense is directly associated with the
percentage increase of 178% in employee headcount over the Historical
Period. Management further indicated the allowance is based on each
employee’s respective negotiated rate. Refer to the Compensation and
Benefits section of this report for a headcount analysis.

General liability insurance

▪ Management indicated the Company’s general liability expense is based
on annual sales (FY12: $97,952k; FY13: $163,495k, increase of 67%),
which contributed to the increase of $151k, or 156%, from FY12 to
FY13.

Other operating expenses

▪ From FY12 to FY13, other operating expenses decreased by $662k, or
37%, primarily due to the decrease in model decorating ($352k) from
$358k in FY12 to $6k in FY13. Management indicated the Company
completed construction on the majority of the model homes during
FY12 and incurred most of the decorating expense for these model
homes during FY12.

V. INCOME STATEMENT
Operating Expenses
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Compensation

▪ The following schedule presents the number of employees and reported compensation cost by department for FY12 and FY13.

Overview

▪ The schedule presented above is based on information from the
Company’s payroll reports that are administered by [redact], the
Company’s third party payroll provider. Please refer to the following page
for a reconciliation of FY12 and FY13 payroll to the income statement.

▪ Total employee compensation increased by approximately 121% from
FY12 to FY13, primarily driven by a 105% increase in Construction
employee compensation (FY12: $1,460k; FY13: $2,998k). This increase
was attributed to a 218% increase in Construction employee headcount
year over year (28 during FY12; 89 during FY13) as the Company
expanded to meet increasing construction demand in the [redact] market.

Overview, continued

▪ The Company also utilizes commissioned sales representatives to market
homes. Please refer to the following sections for further discussion of
sales representatives.

▪ All employees are paid on a weekly payroll cycle. Salaries are paid up to
the day payroll is processed.

V. INCOME STATEMENT
Compensation and Benefits – Overview 
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Headcount

▪ The following charts present the Company’s headcount during FY12 and
FY13 on a quarterly basis.

Total Headcount

Construction Employee Headcount

.

Construction Headcount

▪ The following schedule presents a summary of construction headcount by
market at Dec13.

▪ Management represented that Construction employees represent Area
Managers, Builders and Construction Administrative personnel involved in
the Company’s home construction process. The Area Managers and
Builders serve as supervisors who lead the home construction projects
and supervise subcontractors. The Administrative personnel are involved
in back office activities to support the construction process (e.g.,
construction permits, project scheduling).

▪ The Company employed a total of 89 Construction employees throughout
FY13, of which 49, or 55%, were Builders within the [redact] market. By
Dec13, the Company employed 56 Construction employees. Management
represented that this fluctuation of 33 employees is attributed to natural
turnover as the Company often hires Construction personnel for one
specific project. While total compensation increased, the average
compensation per employee decreased by 20% from FY12 to FY13, to
$40k per employee.

V. INCOME STATEMENT
Compensation and Benefits – Overview, cont.
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Payroll Reconciliation to Income Statement

▪ The following schedule presents a reconciliation of total payroll from the
[redact] payroll registers to the Company’s salaries and wages line items on
the income statement.

▪ During FY12, the Company included $620k of non-employee 1099
personnel compensation in the salaries and wages line on the income
statement. During FY13, Management recorded the non-employee 1099
compensation in cost of sales.

▪ The Travel reconciling item represents travel allowances provided by the
Company to Construction employees traveling to markets outside of
[redact]. These allowances were included in the employees’ FY13 taxable
wages.

Incentive Compensation

▪ “Per Closing” bonus: (FY12: N.Q.; FY13: N.Q.)

• Area managers, builders and field personnel are eligible for a bonus
based on the number of homes closed on which they are involved. The
Company negotiates different “per closing” bonus amounts with each
individual based on the level of that individual’s involvement in the
construction process. Management indicated that the average bonus
rate is between $250 and $500 per closing.

• The Company pays these bonuses at the end of each month, one week
in arrears. Management charges the bonuses to costs of construction
and then allocates the bonuses to specific closings.

• At the issuance of this due diligence report, Management was unable
to compute the per closing bonus amounts for FY12 and FY13, as
Management negotiates the bonuses on a per employee basis.

▪ Top builder bonus (FY12: $252k; FY13: $376k)

• The Company pays the top homebuilder a bonus of $500 per closing
rather than paying him a salary. This individual is a Form 1099
employee.

▪ Executive bonuses (FY12: $252k; FY13: $458k)

• The Company pays (i) a $1k per closing bonus to [redact]; and (ii) a
$500 per closing bonus to [redact]. These bonus structures are
specified in the executives’ employment agreements.

▪ Discretionary bonuses (FY12: None; FY13: $106k)

• The Company periodically pays a discretionary annual bonus to
employees. This bonus is purely at the discretion of Management. The
Company paid a $106k discretionary bonus during FY13 and none
during FY12.

• Management stated the Company did not pay any other discretionary
bonuses during FY13.

V. INCOME STATEMENT
Compensation and Benefits – Overview, cont.



Project Builder | April 8, 2015 
Page 62

The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 

an integral part of FAI’s analysis and should be read in conjunction therewith.

Paid time off

▪ The Company provides employees 116 hours each year of paid time off.
Employees earn 2.23 hours per weekly pay period beginning from their
start date. This paid time off covers both personal and sick time.
Employees cannot “roll over” their time at each year-end, and the
Company does not pay out unused vacation upon an employee’s
termination.

Benefits

▪ Medical plan (FY12: $13k; FY13: $87k)

• The Company offers all eligible employees a health insurance plan
administered through Coventry. The Company offers health insurance
to employees, spouses and children. This health insurance plan was
rescinded as a result of the Affordable Care Act and a new plan will be
put into place effective Feb14. Management represented that the
Affordable Care Act will have no impact on the Company as a
standalone business. FAI recommends that the Buyer reviews the
impact of the Affordable Care Act on the Company [redact].

▪ Insurance benefit (FY12: $80k; $175k)

• Management indicated that the Company pays $63.50 towards each
eligible employee’s health insurance premiums to assist the employee
with the cost of health insurance. The Company pays this amount every
pay period. Employees must work for the Company for 90 days to
receive this benefit.

▪ Car allowance (FY12: $148k; FY13: $332k)

• The Company offers certain construction Builders and Area Managers a
monthly allowance for the cost of leasing an automobile.

▪ Other benefits (FY12: $44k; FY13: $9k)

• The Company offers certain construction Builders and Area Managers a
$150 monthly allowance for the use of a cell phone.

Sales Commissions (Internal and External Agents)

▪ The Company uses both internal and external sales agents to sell homes
within each market. [Redact] pays internal sales agents 3% of total
proceeds on each closing and 3% to outside sales agents, when used.
Once the Company closes a home and receives proceeds, Management
writes a check for the 3% commission to [redact], which then pays the
sales agents.

▪ Sales (internal and external) commissions increased by $4,001k, or 63%,
from $6,344k in FY12 to $10,345k in FY13, due primarily to the 67%
increase in homes sales revenue (FY12: $97,814k; FY13 $163,211k).

▪ As part of the consolidation of the results, FAI eliminated marketing
income and commission income as received in [redact] with the
corresponding (internal) sales commission costs in [redact]. In FY12,
[redact] received a marketing fee (in other income) which FAI offset with
the marketing fee, as recorded in operating expenses. Refer to X.B FY12
and FY13 Consolidating Historical Income Statements for further details.

V. INCOME STATEMENT
Compensation and Benefits – Overview, cont.
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Compensation – Highly Compensated Employees

▪ The following schedule presents highly compensated employees (over $100k) based on FY13 for FY12 and FY13.

V. INCOME STATEMENT
Highly Compensated Employees
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▪ FAI has included in this report, Management’s quarterly projections for
FY14F (“Forecast Period” or “Projections”); however, FAI does not endorse
the achievability of the projections. FAI emphasizes the following as it
pertains to forecast and other prospective financial information:

• All forecast and prospective financial information included in this Report
was prepared by Management.

• This Report, as prepared by FAI, makes reference to and includes
summaries and extracts of the Company’s prospective financial
information.

• Summaries and extracts of forecast and other prospective financial
information are included solely for the ease of the reader of this Report
and should in no way to be considered prepared by FAI.

• FAI has not assisted in the preparation of any forecast or other
prospective financial information nor has FAI examined, compiled or
applied agreed-upon procedures in accordance with standards
established by the AICPA. Accordingly, FAI does not express an opinion
or provide any assurance on any forecast or other prospective financial
information.

• Because events and circumstances frequently do not occur as expected,
there will usually be differences between predicted and actual results
and those differences may be significant and material.

VI. PROJECTIONS
Prospective Information Disclaimer
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Overview

▪ The above table summarizes the Pro Forma Adjustments and EBITDA Adjustments made to the FY14F As Reported projected results for Homebuilding to
align sales, cost of sales, gross profit and expenses on a basis consistent with GAAP, as expected to be applied by [Client] when they prepare the results,
and to adjust for Quality of Earnings findings.

▪ The following adjustments have been made to the Company’s historical reported results:

Pro Forma Adjustments

▪ Closing costs represents transaction closing costs incurred which the Company reports as an offset/contra to sales. Pro Forma results include closing
costs as a cost of sales. Management represented that FY15F closing costs are projected to be similar to FY13, $1.21 per square foot. Accordingly,
Management agrees with FAI’s estimate of closing costs assumed within the FY14F projections.

VI. PROJECTIONS
As Reported to Pro Forma to Adjusted FY14F Income Stat.
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Pro Forma Adjustments, continued

▪ Purchase discounts are volume price discounts from vendors. Pro Forma results recognize purchase discounts as a credit to cost of goods sold rather than
as other income below the gross profit line. Purchase discounts as % of construction / build costs is summarized below:

VI. PROJECTIONS
As Reported to Pro Forma to Adjusted FY14F Income Stat., cont.
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EBITDA Adjustments

▪ FAI adjusted FY14F Pro Forma Results to include the following adjustments to analyze forecasted EBITDA on an Adjusted basis:

• Capitalized interest and non-capitalized interest,

• Depreciation is excluded; and

• Management did not include purchase discounts in reported EBITDA. FAI proposes to increase the Company’s FY14F reported EBITDA to reflect the
benefit of purchase discounts consistent with Adjusted EBITDA for FY12 and FY13. Accordingly, Managements FY14F reported EBITDA of $7,977k is
increased for the amount of purchase discounts of $600k to $8,577k on an Adjusted basis.

VI. PROJECTIONS
As Reported to Pro Forma to Adjusted FY14F Income Stat., cont.
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Adjusted Results

▪ The following schedule summarizes the Company’s Adjusted Income Statement for FY12 and FY13 and Management’s FY14 Adjusted Forecasted Income
Statement.

FY14 Forecast

▪ The Company’s FY14 forecast reflects a planned expansion of operations in [redact].

▪ FY14F EBITDA is forecasted to increase by $1,934 to $8,577 (FY14F vs. FY13) driven by:

15.3% increase in home sales;

• An increase in gross profit margin by 1.8 percentage points to 19.6%; and

• 23.3% increase in FY14F operating expenses as a result of higher headcount and commissions. Operating expenses as a % of sales increases to 12.2% in
FY14F from 11.4% in FY13.

▪ Sales, Cost of sales and Operating expenses are further discussed within this section.

VI. PROJECTIONS
Historical Periods and Forecast Income Statement
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Adjusted Sales

▪ The following schedule summarizes the Company’s Adjusted Sales for FY12
and FY13 and Management’s FY14F Adjusted Sales.

FY14 Forecast Sales

▪ FY14F homes sales are projected to increase by 15.3% to $112,226k from
$97,305k in FY13 which is primarily due to:

• FY14F homes sales are forecast to increase by 14.0% to 504 from 442
in FY13. The Company plans to expand operations during FY14F to
include [redact].

• FY14F ASP is expected to increase by 1.1% to $223k from $220 in FY13
as average square footage declines by 7.4% to 2,305 from 2,488
(actual).

• ASP per square foot increases 9.2% to $97 from $88 in FY13.

▪ FAI recommends that [Client] reviews the forecast assumptions and
trends for revenue including the assumption of lower square footage
and higher ASP per square foot as compared to FY13.

VI. PROJECTIONS
Historical Periods and Forecast Income Statement, cont.
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FY14 Forecast Cost of Sales

▪ FY14F cost of sales is projected to increase by 12.7% to $89,961 (FY13: $79,815k)
which is mainly due to:

• FY14F homes sales are forecast to increase by 14.0% to 504 from 442 in FY13.
The Company plans to expand operations during FY14F to include [redact]

• FY14F overall ACP is expected to decrease by 1.2% to $178k (FY13: $181k) as the
average square footage declines by 7.4% to 2,305 from 2,488 (actual).

▪ The contributing assumptions to the FY14F overall ACP of $178 include:

• FY14F construction material and building costs decline 12.4% to $121k ACP from
$139k in FY13. Construction costs per square foot also decline by 5.5%.

• Lot costs increase in FY14F by 42.2% to $53k ACP from $37k in FY13. Lot cost per
square foot increases 53.5%

• FY14F labor costs assumption of $4k ACP is 14.5% lower than FY13 at $5k ACP.
Labor per square foot declines 7.7%. Construction managers and superintendent
headcount is forecast to increase by 15.2% to 38 from 33 at the end of FY13.

▪ FAI recommends that [Client] reviews the forecast assumptions and trends for cost
of sales including:

• Lower construction ACP and ACP per square foot build cost;

• Lower labor ACP and ACP per square foot considering an increase in
headcount; and

• Higher lot ACP and ACP per square foot.

Cost of Sales

▪ The following schedule summarizes the Company’s Adjusted
Cost of Sales for FY12 and FY13 and Management’s FY14F
Adjusted Cost of Sales.

VI. PROJECTIONS
Historical Periods and Forecast Income Statement, cont.
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FY14F Forecast Operating Expenses

▪ FY14F operating expenses are projected to increase by $2,584, or 23.3%,
to $13,688 (FY13: $11,104) mainly due to:

• Increase in FY14F commissions of $180 reflecting higher homes sales
offset by a decline in commissions as a percent of sales (4.4% in FY14F
versus 4.9% in FY13).

• FY14F salaries and benefits increase by $564, or 19.8%, to $3,411 from
$2,847 in FY13. This forecasted increase reflects:

o An increase in benefit load assumptions (FY14F at 34.7% versus
25% in FY13);

o Offset by a reduction in headcount from 36 at the end of FY13 to
32 at the end of FY13.

▪ FY14F includes a contingency reserve of $161.

▪ FAI recommends that [Client] reviews the forecast assumptions and
trends for operating expenses including:

• Lower commission rates; and

• Benefit load assumption of 34.7%.

Operating Expenses

▪ The following schedule summarizes the Company’s Adjusted Operating
Expenses FY12 and FY13 and Management’s FY14F Adjusted Operating
Expenses.``

VI. PROJECTIONS
Historical Periods and Forecast Income Statement, cont.
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Pro Forma Balance Sheet

▪ The following schedule presents a pro forma balance sheet for the
Company as of Dec13. This balance sheet may differ from the opening
balance sheet and does not include adjustments for purchase accounting.

Net asset adjustments

▪ The adjustments were based upon data presented by Management and
information identified during the due diligence process and are
summarized in the tables to the left.

Transaction adjustments

NA.1 Cash-free and NA.2 Debt-free

▪ Transaction adjustments exclude cash, debt and debt-like items as FAI has
been informed via the SP&A that the present intentions are for the
Company to be purchased on a cash-free debt-free basis.

Due diligence adjustments

NA.3 Earnest money accrual

▪ Management represented that the Company collects earnest money
deposits from the homebuyer once the sales process begins. This money
is contractually refundable to the homebuyer for an average period of 30
days from receipt. Once this period ends, the Company keeps the deposit
and it is applied against the gross proceeds of the home sale. At Dec13,
the Company included these deposits in WIP rather than recording the
portion of the earnest money refundable to the homebuyer as a liability.

▪ FAI proposed a due diligence adjustment to reclassify $113 (e.g., monies
collected within 30 days as of December 31, 2013 from the homebuyers)
from WIP to accrued expenses at year end. All deposits should be
recorded in liabilities.

NA.4 Bond [redact] asset

▪ Management represented that the Bond [redact] asset represents a
deposit the Company made on a community at the request of a
municipality. The Company has deemed this asset uncollectible at Dec13
and will write it off to costs of construction in FY14. FAI proposed a due
diligence adjustment to remove this asset at Dec13.

VII. HISTORICAL BALANCE SHEETS
Pro Forma Acquired Net Assets
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Due diligence adjustments (continued)

NA.6 Costs after closeout accrual (continued)

▪ FAI has not calculated an accrual for expenses for home sales not yet
completed prior to December 31, 2013 as this adjustment would impact
both WIP and accrued expenses (e.g., net assets would not be impacted).

NA.7 Capitalize office furniture

▪ During FY12, the Company purchased and expensed $42 of office
furniture. FAI proposed a due diligence adjustment to capitalize these
assets (net of an estimated depreciation of $14) at Dec13 and excluded
these expenses within Adjusted EBITDA via due diligence adjustment
D.14.

NA.8 Bonus accrual

▪ The Company maintains employment agreements with [redact] which
include per closing bonuses payable each month based on the number of
homes closed in that month. The bonuses are paid in the following
month. The Company also pays a $500 per closing bonus to the
Company’s top builder, [redact]. All of these bonuses are paid one month
in arrears. FAI proposed a due diligence adjustment to accrue for the
bonuses payable at Dec13. The calculation is presented below.

Pro Forma Balance Sheet

▪ The following schedule presents a pro forma balance sheet for the
Company as of Dec13. This balance sheet may differ from the opening
balance sheet and does not include adjustments for purchase accounting.

VII. HISTORICAL BALANCE SHEETS
Pro Forma Acquired Net Assets, cont.
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Pro Forma Balance Sheet

▪ The following schedule presents a pro forma balance sheet for the
Company as of Dec13. This balance sheet may differ from the opening
balance sheet and does not include adjustments for purchase accounting.

Due diligence adjustments (continued)

NA.9 Cash to accrual adjustments

▪ The scope of due diligence performed did not constitute an audit or
assurance exercise. Accordingly, it is possible there are other un-
quantified adjustments related to converting the Company’s financial
records from cash to an accrual basis. The Company recognizes revenue
upon completion of the project. This accounting methodology creates
volatility within monthly reporting, and the Company is not matching
revenues with related expenses (i.e., subcontractor costs). Proper cut-off
and related revenue recognition procedures should be considered post
closing.

▪ This adjustment represents the non-quantifiable or unknown adjustments
that were not brought to our attention for recalculating the financial
statements on an accrual basis rather than cash basis.

▪ FAI recommends that Management accrue for costs on service and/or
product being delivered (e.g., accrued “per closing” bonuses, accrued
commissions, cost of construction) so that revenue and expenses are
matched.

VII. HISTORICAL BALANCE SHEETS
Pro Forma Acquired Net Assets, cont.
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Other Considerations

Warranty accrual

▪ The Company provides its customers with a one year Express warranty and
a ten warranty issued by a third party for claims beyond that one year
period. Both the one year and third party warranties have mandatory
arbitration provisions. Management represented that it has maintained a
strict accountability policy with its subcontractors and suppliers;
accordingly, the Company has experienced warranty claims and expenses
(FY12: $1; FY13: $19) far less than the industry average according to
Management. The Company does not accrue for the one-year Express
warranty costs at time of completion. The Company’s accounting policy is
to recognize the revenue and expense related to the ten year warranty at
time of completion.

▪ As of the Closing Date, Management anticipates that approximately
[redact] homes constructed and sold by the Company will be within the
one year express warranty period. FAI recommends that the Buyer obtains
a warranty or indemnification for non-accrued warranty expenses from
the Seller for those homes closed with customers prior to the Closing.

▪ Periodically, the Company is unable to collect reimbursement from the
subcontractor and will expense this amount to the income statement.
Accounting Standards Codification (“ASC”) 460-10, Guarantees, states that
because of uncertainty surrounding claims that may be made under
warranties, warranty obligations fall within the definition of a contingency.
As such, an estimated cost from warranty obligations should be accrued as
a charge to income when the amount of loss can be reasonably estimated.
On the basis that net warranty costs (e.g., warranty costs less
reimbursements from subcontractors) was $1 and $19 in FY12 and FY13,
respectively, Management represented that this accrual, if any, would not
be material.

Warranty accrual, continued

• Management does not accrue for the in-house staff which administer the
warranty claims. Management represented that approximately 7 full time
employees (“FTEs”) are responsible for this administration and these
annual wage costs of approximately $344 are treated as a period cost.

Construction personnel bonus

▪ Management represented that the Company pays construction personnel
a per closing bonus based on the number of homes closed in each month.
In FY13, the average bonus was $250 per closing. The bonus is paid one
month in arrears. The Company does not have a set bonus structure but
rather negotiates the per closing bonuses with each individual person.
Management was unable to quantify the accrued bonus due to the fact
that Management does not have an established bonus structure in place.
FAI recommends that your attorney ensures the target net working
capital includes an estimate for closing bonuses payable to construction
personnel at completion of the Transaction.

▪ The Construction bonuses discussed here differ from the bonuses listed in
Quality of Net Assets adjustment NA.8, which relates to the accrued per
closing bonuses payable to [redact] at Dec13.

Contingent Liabilities

▪ Management confirmed that there is no outstanding litigation.

▪ Management represented that the monthly legal expenses on the income
statement are comprised primarily of legal fees paid in connection with (i)
obtaining building permits; and (ii) arranging home contracts with
homebuyers.

▪ As it is outside the scope of our services, FAI has not evaluated the
warranty coverage, if any, stipulated by additional state legislation. FAI
recommends that the Buyer’s attorney reviews the relevant legislation
to establish what, if any, warranty is obligated by law to be provided to
the Company’s customers.

VII. HISTORICAL BALANCE SHEETS
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Overview

▪ The following table presents the Company’s historical balance sheets as of
Dec11, Dec12 and Dec13.

▪ Specific accounts not discussed below are discussed in further detail on the
following pages.

Cash

▪ Cash consists of bank deposits and cash on hand with several [redact]
bank accounts. The Company and each of its three subsidiaries manage
an operating account with [redact] Bank.

▪ Management reconciles the bank accounts on a monthly basis. FAI
obtained and read the Dec13 bank reconciliations and agreed the
documents to both the bank statements and the general ledger.

Accounts receivable

▪ Historically, the Company has not maintained significant accounts
receivable balances, as the Company recognizes all revenue upon
closing of the home sale.

▪ Accounts receivable consists of (i) minimal trade accounts receivable on
the balance sheet of [redact] (Dec13: $12k); and (ii) accounts receivable
from unreimbursed costs incurred to build a pool in the [redact]
development; this balance was written off during FY13 as a charge to
other development costs (see Quality of Earnings adjustment D.5 and
Adjusted Net Working Capital adjustment WC.6 for further details).

VII. HISTORICAL BALANCE SHEETS
Overview, Cash and Accounts Receivable
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Overview

▪ The following table presents the Company’s historical balance sheets as of
Dec11, Dec12 and Dec13.

Other noncurrent assets

▪ The table below presents the Company’s other noncurrent assets at
Dec11, Dec12 and Dec13.

Other noncurrent assets (continued)

Total earnest money

▪ Comprised of deposits to purchase an option on a lot. Management
represented that historically, the Company pays an average earnest
money deposit of $10k per community. At Dec13, the Company had
approximately 1,166 lot options available for purchase. Once the
Company purchases the contractually required number of lot options,
Management reclasses the earnest money to work in progress. If the
Company does not purchase enough lots and the contract defaults,
Management expenses the earnest money as a loss; Management
represented that this loss does not happen on a recurring basis.

[Redact] Surety Company

▪ Under [redact] lien law, the Company deposited these funds with a
surety company to receive a lien waiver from the Company’s
subcontractors for work performed on the [redact] development.
Management asserted that these funds should remain on the balance
sheet until the [redact] construction is completed.

Prepaid rent

▪ Represents the security deposit paid with the corporate headquarters
lease at 41 Perimeter Center East. Management represented that this
amount equals one month’s rent and will be refunded at the end of the
three year lease. The lease term commenced at the beginning of May12
and runs for 36 months. The lease stipulates that the Company has a one
year renewal option available at the lease ending date.

Bond – [redact]

▪ Represents a mandatory deposit made by the Company at the direction
of a county government. The County required the Company to deposit
these funds to remedy a developer’s design flaw in the Company’s
community. Management does not believe the Company will recover
these funds. FAI proposed a Quality of Net Assets adjustment NA.4 to
remove this asset.

VII. HISTORICAL BALANCE SHEETS
Other Noncurrent Assets
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Overview

▪ The following table presents the Company’s historical balance sheets as of
Dec11, Dec12 and Dec13.

Other noncurrent assets, continued

Title Bond [redact]

▪ Management indicated that this asset relates to title insurance for
constructed homes in the [redact] market.

Accounts Payable

▪ Accounts payable is discussed later within this section of the
Report.

Other current liabilities

▪ The following table presents the Company’s other current liabilities as of
Dec11, Dec12 and Dec13.

Earnest money

▪ The Company requires potential homebuyers to place a nominal deposit
with the Company when entering the contract phase of the home buying
process. Management represented that the average earnest money
deposit during FY13 ranged between $500 and $1,000 per home sale
(actual). The Company’s former controller attempted to record earnest
money as a liability on the balance sheet. Beginning in Sep13, the new
controller reclassed these deposits from the liability section to costs of
construction on the profit and loss account. From Sep13 through Dec13,
the Company recorded customers’ earnest money deposits within work in
process on the balance sheet. This should be recorded as a liability.

▪ Please refer to the Quality of Net Assets adjustment NA.3 for a further
discussion of FAI’s adjustment for these earnest money deposits.

Payroll withholding

▪ Included within payroll withholding are the following: (i) federal and state
income tax withholding; (ii) FICA and FUTA withholding; (iii) 401(k)
payable; and (iv) garnishment payable. The Company remitted these
payables before year end, leaving a zero balance at Dec12 and Dec13.

VII. HISTORICAL BALANCE SHEETS
Other Noncurrent Assets and Other Current Liabilities
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[Redact] loan

▪ Includes (i) construction funding advances from [redact] funding
company, [redact]; and (ii) advances from [redact] for the purposes of
funding the Company’s working capital requirements.

▪ Within this account, Management accrues interest each month on the
outstanding principal using a contractually based 15% interest rate. At
Dec13, the Company paid off the outstanding principal and accrued
interest upon [redact] exit from the Company.

[Redact] loan

▪ Represents long-term revolving construction loan facilities from [redact]
funding company, [redact]. The loans are secured by promissory notes
and collateralized by the Company’s common stock.

▪ The loans carry a repayment term of ten years and may be extended
upon mutual agreement by both parties.

▪ The Company pays interest each month, in cash, on the outstanding
principal at a contractually based 15% interest rate. The Company relies
on the Auditor to calculate and record accrued interest at each year-end.
Please refer to the Quality of Net Assets section of this report for further
analysis of accrued interest at Dec13.

▪ The following table presents the Company’s interest (accrued interest and
interest expense) on construction loans in FY12 and FY13:

Overview

▪ The following table presents the Company’s historical balance sheets as of
Dec11, Dec12 and Dec13.

VII. HISTORICAL BALANCE SHEETS
Related Party Debt
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Equity

▪ The following table presents the Company’s historical consolidated equity
as of Dec11, Dec12 and Dec13.

▪ Historically, the Company distributes the majority of the Company’s
earnings to the shareholder. During FY13, the Company distributed
earnings to [redact], the sole shareholder. The distributions to [redact]
consisted of both profit distributions and interest payments on [redact]
outstanding debt.

▪ The table below presents a breakout of the profit distributions to [redact]
during FY12 and FY13.

Overview

▪ The following table presents the Company’s historical balance sheets as of
Dec11, Dec12 and Dec13.

VII. HISTORICAL BALANCE SHEETS
Equity and Distributions
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WIP

▪ The following table presents the Company’s work in progress (“WIP”)
inventory and lots owned at Dec12 and Dec13.

WIP

▪ WIP primarily consists of (i) homes under construction; (ii) purchased lots
recorded directly to WIP instead of the Owned Lots line item; (iii)
completed homes in which the contract was cancelled; (iv) and completed
homes that have either not been sold or closed at year-end.

▪ Once the Company begins home construction on a lot, Management
records the subcontractors’ invoiced costs within WIP by house. The
Company records materials, labor and the capitalized portion of interest
(through December 31, 2012) for uncompleted homes in WIP.
Management allocates the invoices between developments and lot
numbers. Once the Company closes the sale of a Spec, pre-sale or model
home, Management releases the costs from WIP to construction costs on
the income statement.

▪ Management stated that the Company does not prepare WIP aging
schedules. Post acquisition, FAI recommends that Management prepares
aged WIP reports so that Management can identify issues and react
accordingly.

Lots Owned

▪ The Company’s inventory cycle begins when the Company purchases a
lot. Management asserted that the Company purchases approximately
25% of the lots from [redact] at the current market rate and the
remainder of the lots from third party developers. FAI recommends the
Buyer verifyManagement’s representation that the lots purchased from
[redact] are at the then current market value as this could artificially
impact the profitability of the Company.

▪ The Company typically purchases options for lots from developers and
then purchases lots in increments of 50 per quarter under a contract. The
contract specifies the number of lots available for purchase by the
Company over a specific period of time. Should the Company decide not
to purchase the contracted lot options, the Company is not contractually
obligated to purchase the remaining lots; however, any earnest money
deposited on the options could be potentially lost and written off as an
expense (Dec12: $137k; Dec13: $345k).

▪ Management capitalizes lot purchases in the following two ways:

• The Company purchases certain “bargain” lots within developments
before market demand is identified. Management capitalizes these lot
purchases to the Lots Owned line item on the balance sheet and
reclassifies these lot purchases to WIP once construction on those lots
commences.

• The Company purchases a majority of lots for either Spec homes or
pre-sale homes. Since these lots are purchased for immediate
construction, Management capitalizes the majority of purchased lots
directly to WIP for each specific development.

▪ At Dec13, the $202k Lots Owned line item is comprised of 14 purchased
lots in the [redact] community within the [redact] market. The average
purchase price was $5k per community. As of Dec13, these lots were
vacant with no current construction.

VII. HISTORICAL BALANCE SHEETS
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Overview

▪ The following table presents the Company’s lots purchased and closed during FY12 and FY13, as well as the number and composition of lots owned at
Dec13.

Lots Owned Analysis, continued

▪ The vacant lots at Dec13 represent lots purchased with no active
construction. These lots were located in the [redact] communities of
[redact]. Management indicated that these were purchased in the
anticipation of future Spec or presale home construction. A majority of
the vacant lots are within the [redact] market, and Management
represented that the Company plans to begin construction on these
vacant lots as part of the future expansion within the [redact] market.

Lots Owned Analysis

▪ All amounts listed in the following analysis are in actual.

▪ From FY12 to FY13, the number of lots purchased increased by 224,
equivalent to a 39%, from 569 in FY12 to 793 in FY13. This growth was
primarily attributed to an increase of 359 purchases in the [redact] market
from FY12 to FY13, equivalent to a 49% increase. The number of home
closings in the [redact] market rose by 228 closings from FY12 (377) to
FY13 (605), equivalent to a 61% increase.

▪ At Dec13, approximately 448 purchased lots had not yet been closed. Of
these lots, 308 were completed.

VII. HISTORICAL BALANCE SHEETS
Inventory – Lots Owned Analysis
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▪ The following schedule presents the
Company’s consolidated accounts payable at
Dec12 and Dec13.

▪ The following schedule presents [redact]
accounts payable by vendor at Dec12 and
Dec13.

[Redact]

▪ [Redact] recurring accounts payable primarily consists of (i) invoices received from subcontractors
for construction costs and other vendors; and (ii) lot purchases. The Company establishes pre-
approved pricing lists with subcontractors for materials and labor and the subcontractors invoice
[redact] for labor and materials incurred to build each home.

▪ The accounts payable process is initiated when the Company receives invoices at its headquarters
from subcontractors via email, post or hand delivery. The accounts payable manager compares the
invoiced amount to the pricing lists and enters a request for payment into Timberline. The project
managers are also request to authorize the invoice to indicate the work has been performed.

▪ The CFO generates all accounts payable checks and the Company’s shareholder [redact] signs the
checks. Subsequent to Dec13, Management represented that [redact] signs the Company’s checks.
The Company pays construction labor invoices twice per month and supplier invoices once per
month. The Company pays invoices by check; no wire transfers are made.

▪ Management indicated that the Company does not prepare an accounts payable aging schedule or
actively track the aging of payables. If the Company delays payment to a subcontractor, the
subcontractor typically halts construction. Management stated that the Company has a payment
policy of approximately 30 days or less, given the frequency of subcontractor invoice submissions.

▪ FAI recommends that Management prepares an aging of the accounts payable ledger by vendor at
Dec13 to verify Management’s representation that there are no disputed or delinquent payables.

[Redact]

▪ Management represented that the $316 of accounts payable on the balance sheet of [redact] as of
Dec13 relates to invoices incurred within the normal business operations of the entity.

[Redact]

▪ At Dec13, the $1,001 payable on the balance sheet of [redact] represents a distribution to [redact]
recorded at year-end but not paid until FY14. Normally, the Company records and pays the
distribution before year-end, but at Dec13 the Company had not yet paid the distribution.
Management asserted that this balance was paid directly after Dec13.

Intercompany Balance

▪ Management represented that the intercompany balances were eliminated on consolidation as of
Dec12; however, this exercise has not yet been fully completed.

VII. HISTORICAL BALANCE SHEETS
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▪ The following schedule presents the Company’s monthly working capital for FY13. The Company’s working capital reflects transaction adjustments and FAI
adjustments based on our due diligence findings. Refer to the following page for a discussion of the adjustments.

▪ FAI understands that [Client] will acquire substantially all the assets of the Company for [redact] on a debt-free, cash-free basis plus an adjustment for net
working capital. Accordingly, FAI recommends that the Buyer and Seller establish two purchase price adjustment targets which perhaps should be
calculated as a future target rather than a trailing 12 month target as the Company has been growing significantly over the last 2 years.

• Net working capital target excluding WIP based on an accrual basis (the Company presently does not accrue for all invoiced costs on a monthly basis).

FAI recommends that the Client attempts to negotiate that this target is set at $nil and that the negative balances (due to accounts payable) are

funded by cash on completion; and

• Real estate inventory target.

▪ Further analysis for these two approaches is set out on the next page.

VII. HISTORICAL BALANCE SHEETS
Adjusted Net Working Capital – Overview
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Working Capital Adjustments

▪ The following adjustments were made to remove noncurrent assets and
liabilities from the net assets and present working capital on a monthly
basis.

• WC.1 Cash and cash equivalents - as part of the cash-free terms of the
LOI, FAI excluded monthly cash from the net working capital analysis.

• WC.2 Other noncurrent assets - FAI removed other noncurrent assets
from the monthly net assets calculation to derive monthly working
capital.

• WC.3 [Redact] payable – FAI removed this line item as, as the Company
is being acquired on a debt-free basis. This is being treated as a debt-
like instrument.

• WC.4 [Redact] payable - FAI removed this line item as, as the Company
is being acquired on a debt-free basis. This is being treated as a debt-
like instrument.

Due Diligence Adjustments

▪ The working capital adjustments were based upon data presented by
Management and information identified in connection with the due
diligence process.

• WC.5 Earnest money accrual – FAI proposed a due diligence
adjustment to record accrued earnest deposits received from
customers within the 30 day refundable window as a liability for each
month of FY13. Management indicated that the average earnest money
deposit received is $1 per homebuyer. FAI multiplied the monthly
number of homes sold during FY13 by the $1 average earnest money
deposit. Adjustment WC.5 in the WIP Inventory – Target #2 section
records the earnest money as a liability and Adjustment I.1 in the
excludes the earnest money from WIP.

Due Diligence Adjustments, continued

• WC.6 Accounts receivable – [redact] – Management represented that
this cost was incurred to build a pool in one of the Company’s
developments. During FY13, the Company deemed the asset as
uncollectible and wrote it off to construction costs. FAI proposed a due
diligence adjustment to remove this asset from monthly working
capital and a corresponding Quality of Net Assets adjustment. NA.1.

• WC.7 Land Development, LLC – During Jun13, the Company paid $10
to correct a development flaw made by a third party developer, Land
Development, LLC. The Company initially capitalized the $10 as a
receivable from Land Development, LLC, but Management
subsequently deemed the receivable to be uncollectible and wrote the
receivable off during Sep13. Management expensed the $10
receivable as a loss within the Refunds and Rebates line item on the
FY13 P&L. FAI proposed a due diligence adjustment to remove this
from working capital.

• WC.8 Related party accounts payable – FAI proposed a due diligence
adjustment to remove the [redact] related party accounts payable
from net working capital at Dec13. Please refer to the Quality of Net
Assets adjustment NA.5 for further discussion of this adjustment.

• WC.9 Bonuses accrued – FAI proposed a due diligence adjustment to
accrue for the Dec13 per closing bonuses payable to [redact]. Please
refer to the Quality of Net Assets adjustment NA.8 for further
discussion of this adjustment. For the other months of FY13, FAI
proposed an estimated due diligence adjustment for these three
bonuses based on the number of closings in each month, multiplied by
the respective executive’s bonus. This adjustment is for estimate
purposes only.

VII. HISTORICAL BALANCE SHEETS
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Project Builder | April 8, 2015 
Page 88

The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 

an integral part of FAI’s analysis and should be read in conjunction therewith.

Due Diligence Adjustments, continued

• WC.10 Costs after closeout – estimate – As discussed in the Quality of
Net Assets section of this report, CB proposed due diligence
adjustment N.A6 to accrue for the estimated after closeout costs
incurred during FY14 related to Nov13 and Dec13 closings. CB used an
estimated $12 per closing for this accrual. Similarly, CB proposed
adjusted W.C.10 to accrue for these after closeout costs at Dec13. This
adjustment increased accrued expenses by $1,416 at Dec13. For the
other months of FY13, CB calculated an estimate of after closeout
costs using the individual month’s revenue as a percentage of Dec13
revenue. CB multiplied this percentage by the Dec13 adjustment of
$1,416. This calculation is for estimate purposes only.

• WC.11 Cash to accrual adjustments – As discussed in the Quality of
Net Assets adjustment NA.9 section of this report, FAI believes there
are other cash to accrual adjustments in the Company’s internal
financial statements which have not been fully quantified due to the
system reporting limitations. At the issuance of this due diligence
report, FAI was unable to quantify certain cash to accrual adjustments
but recommends that the Buyer consider the impact of accrued
expenses on future net working capital requirements.

• WC.12 Remove inventory - The draft asset purchase agreement called
for a separate target on the working capital analysis. Please refer to
the Inventory – Target #2 section of this Report for further discussion
of this target.

Other Considerations

▪ Other considerations for potential adjustments to Adjusted Working
Capital is set out within this section at Quality of Net Assets.

VII. HISTORICAL BALANCE SHEETS
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▪ The following schedule presents the Company’s pro forma net working capital for FY13. The Company’s working capital reflects Transaction adjustments
and FAI adjustments based on our due diligence findings. Refer to the following page for a discussion of the adjustments.

▪ The higher accounts payable balances appears to be volume related as DPO days still do not appear significant.

▪ Days on hand in Inventory (“DOH”) is calculated as follows: “Month-end inventory amount” divided by “cost of goods for that month” multiplied by “the
number of days in that month”.

▪ Days Accounts Payable Outstanding (“DPO”) is calculated as follows: “Month-end accounts payable balance” divided by “cost of goods for that month”
multiplied by “the number of days in that month”.

VII. HISTORICAL BALANCE SHEETS
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▪ The following schedule presents the Company’s total inventory for FY13 on a monthly basis. FAI adjustments were based on our due diligence findings.
Refer to the following page for a discussion of the adjustments.

Funding

▪ Management represented the lack of funding for
the Company has reduced the capacity for the
Company to build new properties.

VII. HISTORICAL BALANCE SHEETS
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Due Diligence Adjustments

▪ The following adjustments were made to adjust WIP and Owned Lots

inventory and present total inventory on an adjusted monthly basis.

• I.1 – FAI proposed a due diligence adjustment to reclassify

earnest money deposits within the 30 day refund window at Dec13

to accrued expenses. This has the effect of increasing Dec13 WIP

by $113k. Adjustment I.1. is reflective of the net working capital

adjustment W.C.5 listed in the Adjusted Net Working Capital

section of this Report. FAI separately listed this adjustment as I.1.

to reflect adjusted inventory.

Other Considerations

Overdue Inventory at Dec13

▪ As mentioned in the WIP Aging at Dec13 section of this report,

Management provided FAI with an updated status of the 65

“overdue” lot/homes inventory that were older than six months and

unsold by Dec13. Management represented that the Company

expects to sell all the “overdue” homes in the normal course of

business operations. FAI did not propose a due diligence adjustment

to WIP on the basis of Management’s analysis, but FAI

recommends the Buyer considers the impact of these “overdue”

homes on FY14F and subsequent periods’ financial results.

VII. HISTORICAL BALANCE SHEETS
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VIII. TAX MATTERS
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Tax Review – Scope and Basis of Tax Due Diligence

▪ FAI was engaged by Client to perform tax due diligence procedures on
[redact] (“Company” or “Target”). FAI also discussed the tax issues with
[redact] (“External Tax Advisor”).

▪ This Report summarizes FAI’s conclusions and are based strictly on
discussions with the Company and our analysis of the information
provided. In our findings, FAI has described significant inconsistencies,
irregularities, and unusual items, to bring potential concerns to the Buyer's
attention. FAI’s tax due diligence procedures were designed around the
relevant aspects of the contemplated Transaction previously presented in
this report and the key risk areas of the Company. Any advice contained
within this Report is preliminary in nature and is not intended to be relied
upon without further development of the relevant facts and applicable
law.

▪ FAI was provided with the following documentation for purposes of our tax
due diligence:

• Federal income tax returns and certain related work papers for [redact].
for FY10, FY11 and FY12;

• [redact] income tax returns and related work papers for [redact] for
FY10, FY11 and FY12;

• Form 2553 and IRS’ Notice of Acceptance as an S-Corporation;

• Payroll tax returns for FY12 and the first three quarters of FY13 for
[redact]

• Forms 1099 for independent contractors for FY12;

• FY12 personal property tax return for [redact]; and

• Option Exercise Notices.

▪ Our U.S. tax due diligence procedures did not include:

• Non-U.S. income tax, withholding tax, custom and duties or VAT tax due
diligence; and

Tax Review – Scope and Basis of Tax Due Diligence, continued

• Compensation and benefits issues including Sec. 409A, and ERISA.

Tax Consequences of Contemplated Transaction

▪ Based on our review of the draft asset purchase agreement (SP&A”), the
Transaction will be treated as a taxable asset acquisition for federal tax
purposes. This Transaction will result in certain income tax consequences
as follows:

• [Client’s] basis in the assets of [redact] will be stepped up (or down)
under Sec. 1060 to reflect the purchase price paid for the assets.
Purchase price deemed to be Class VI or VII assets, intangibles and
goodwill respectively, may be amortized over 15 years for tax purposes.

• [Client] will be able to depreciate the acquired fixed assets (e.g.,
machinery and equipment) based on the amount determined in the
purchase price allocation. FAI notes that this allocation must be agreed
upon by both the Buyer and [redact].

• FAI recommends that the final asset purchase agreement includes an
indemnification agreement for all taxes to limit the Buyer’s exposure of
[redact] pre-closing tax liabilities.

VIII. TAX MATTERS
Scope and Consequences of Contemplated Transaction
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Prior Acquisitions and Dispositions

▪ On December 23, 2008, [redact], as Grantor, entered into an option
agreement with [redact], as Optionee, whereas in consideration for $1
from Optionee, Grantor granted Optionee an option to purchase any of
the following companies for a purchase price of $1 for each company:

• [redact]

▪ On November 11, 2013, [redact] exercised his options and purchased the
above companies for a purchase price of $3. Management has represented
that the exercise of options was effective January 1, 2014.

▪ On December 23, 2008, [redact], as Grantor, entered into an option
agreement with [redact], as Optionee, whereas in consideration for $1
from Optionee, Grantor granted Optionee an option to purchase any of
the following companies for a purchase price of $1 for each company:

• [redact]

▪ On November 11, 2013, [redact] exercised his options and purchased the
above companies for a purchase price of $3. Management has represented
that the exercise of options was effective January 1, 2014.

▪ The Company’s External Tax Advisor has represented that he is currently
determining the tax implication related to the Transactions for the
Company and the shareholders. FAI recommends that FAI be provided a
copy of the tax analysis for our review prior to the close of the
Transaction.

Simplified Tax Organizational Chart

VIII. TAX MATTERS
Prior Acquisitions and Dispositions
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Company Overview for Tax Purposes

▪ In addition to the Company overview previously presented, FAI noted the
following items for income tax reporting purposes:

• [Redact] is an S corporation and filed Form 1120S for FY10, FY11 and
FY12.

• [Redact] has a December 31 year-end and is on the accrual method of
accounting for income tax reporting purposes.

• The FY10, FY11 and FY12 Forms 1120S of [redact] include the
consolidated financial results of the following entities:

o [redact]

• From FY10 through FY12, PCG had one eligible shareholder consisting
of:

o [Redact] who historically had 100% ownership of the Company and
its subsidiaries.

• [Redact] has not entered into any tax indemnification, tax sharing or
tax allocation agreements.

Annual Book-to-Tax Reconciliation

Background

▪ The FY10 and FY12 tax returns were prepared on a consolidated basis by
[redact[, CPA. The FY11 tax return was prepared on a consolidated basis
by [redact], CPAs. All income, expenses, gains and losses for the subsidiary
entitles are reported on the same tax return.

▪ The book net income on the table shown above differs from the book net
income on the FY10, FY11 and FY12 audited financial statements
prepared by [redact]. FAI verified that the External Tax Advisor did not
prepare the FY10, FY11 and FY12 tax returns in coordination with the
audited financial statements. The Company’s FY10, FY11 and FY12 income
tax returns were prepared tax returns based on Management’s
unadjusted internal financial statements.

▪ The External Tax Advisor provided FAI with a reconciliation of the FY10
and FY12 internal financials to the reported tax returns. FAI verified these
reconciliations for FY10 and FY12 but was unable to obtain the
reconciliation for FY11. The main differences between the Company’s
audited financial statements and tax returns included: (i) accrual for after
closeout costs and (ii) adjustment for capitalized interest. FAI did not
quantify the tax impact of these adjustments, as any liability for these
adjustments would pass through to the historical stockholder of the
Company, [redact].

VIII. TAX MATTERS
U.S. Federal Income Tax
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Repairs and Maintenance Regulations

▪ New temporary IRS regulations and transition guidance that will affect
virtually all business taxpayers to take effect January 1, 2014. These
temporary regulations affect all business taxpayers who acquire, produce
or improve tangible property. Because the regulations are in effect
retroactive, depending on the accounting method used at the time and
whether it complies with the new standards.

▪ Of particular importance to most taxpayers is a rule which now treats
dispositions of structural components of a building, such as a roof, as a loss
transaction. Taxpayers currently depreciating a previously retired
component should file an accounting method change to claim a loss
deduction or, alternatively, make a retroactive election to place the
building in a modified accelerated cost recovery system general asset
account.

▪ Post-Transaction, FAI recommends that the Company review the
application of the new repairs/maintenance regulations.

Domestic Production Activities Deduction

▪ Based on our analysis of the federal income tax returns during the
Historical Periods, the Company took advantage of the Domestic
Production Activities Deduction (“DPAD”) under Sec. 199.

▪ In general, a taxpayer may claim a deduction equal to the applicable
percentage of its qualified activities or its taxable income without regard to
the deduction. Treas. Reg. 1.199-3(e) indicates that the process of
substantially improving the quality and useful life of tangible personal
property may be eligible for Sec. 199 deduction.

▪ Because the Company engages in the domestic construction of houses, FAI
believes that the nature of the Company’s business qualifies for the
domestic production activities deduction. FAI believes the Company’s
calculation of the domestic production activities deduction is reasonable.

Domestic Production Activities Deduction, continued

▪ Because [redact] is deemed to be an S corporation, in the event the IRS
challenges the Company’s domestic production activities deduction,
potential adjustments and tax liabilities will be passed-through to the
shareholder during the tax year in which the adjustments are made.

Income Tax Provision

▪ As an S corporation, the Company is not subject to federal income tax and
is only subject to a minimum state income taxes in jurisdictions where S
corporation status is not recognized. As such, the Company does not
prepare an income tax provision.

Uncertain Tax Position Reserve

▪ The Company has not adopted ASC 740-10 (formerly FIN 48) with respect
to uncertain tax positions. Post-Transaction, FAI recommends that the
Company engage in an ASC 740-10 analysis as it is required for all
private companies issuing an audited financial statement under US
GAAP as of December 31, 2009.

Examination History

▪ Management represented that the Company has not had any Federal
income tax audits or examinations during FY10, FY11 and FY12.

VIII. TAX MATTERS
U.S. Federal Income Tax, cont.
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Profit Distributions to Non-shareholder During FY13

▪ An S corporation can only have one class of stock per Sec. 1362(c)(4). An S
corporation has one class of stock if all outstanding shares confer identical
rights to distribution and liquidation proceeds. Differences in voting rights
are disregarded. Whether all outstanding shares confer identical
distribution and liquidation rights depends on the governing provisions,
which include the corporate charter, articles of incorporation, bylaws,
applicable state law, and “binding agreements” that relate to distribution
and liquidation proceeds.

▪ A violation of the one class of stock rule generally results in termination of
a company’s S corporation tax status. In that event, the company will be
subject to corporate tax on its net income and its shareholders will be
taxed on distributions of that same income.

▪ During FY13, Mr. [redact] was a non-shareholder in the Company, but
Management represented the Company paid approximately $2,599 in
profit distributions to Mr. [redact]. Management stipulated the Mr. [redact]
profits distribution was based on his “profits-interest” in the Company and
the yearly performance of the Company. However, while [redact] received
a profits interest in the Company, it is anticipated that he will not receive
an IRS Form K-1 from the Company. FAI recommends the Company revisit
the tax consequences of the profits distributions to [redact], to determine
if he should be deemed to be a member in the S corporation and
accordingly be issued a corresponding Form K-1 for FY13.

Filed Tax Returns Not Prepared on Accrual Basis

▪ The Company’s FY10, FY11 and FY12 internal financial statements are
effectively prepared on the cash basis, as Management’s philosophy is to
record expenses when paid. Each year, [redact] prepares consolidated
audited financial statements and records the accrued expenses through
adjusting journal entries.

▪ The External Tax Advisor did not prepare the FY10, FY11 and FY12 tax
returns using audited book net income, but rather a combination of
Management’s unadjusted book net income and certain adjustments. The
External Tax Advisor was unable to provide a reasonable book-to-tax
reconciliation. For example, in FY12, the Company reported $5,000 of net
income for book purposes. However, on the Company’s FY12 federal
income tax report, the External Tax Advisor reported $119 of net income
for book purposes. CB believes this has likely resulted in an
understatement of taxable income.

▪ Nevertheless, because the Transaction is contemplated an asset
acquisition of an S corporation, in the event the IRS audits the Company’s
Forms 1120S, potential adjustments and tax liabilities will likely be passed-
through to the shareholder during the tax year in which the adjustments
are made.

VIII. TAX MATTERS
U.S. Federal Income Tax, cont.
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Repairs and Maintenance Regulations

▪ New temporary IRS regulations and transition guidance that will affect
virtually all business taxpayers to take effect January 1, 2014. These
temporary regulations affect all business taxpayers who acquire, produce
or improve tangible property. Because the regulations are in effect
retroactive, depending on the accounting method used at the time and
whether it complies with the new standards.

▪ Of particular importance to most taxpayers is a rule which now treats
dispositions of structural components of a building, such as a roof, as a loss
transaction. Taxpayers currently depreciating a previously retired
component should file an accounting method change to claim a loss
deduction or, alternatively, make a retroactive election to place the
building in a modified accelerated cost recovery system general asset
account.

▪ Post-Transaction, FAI recommends that the Company review the
application of the new repairs/maintenance regulations.

Domestic Production Activities Deduction

▪ Based on our analysis of the federal income tax returns during the
Historical Periods, the Company took advantage of the Domestic
Production Activities Deduction (“DPAD”) under Sec. 199.

▪ In general, a taxpayer may claim a deduction equal to the applicable
percentage of its qualified activities or its taxable income without regard
to the deduction. Treas. Reg. 1.199-3(e) indicates that the process of
substantially improving the quality and useful life of tangible personal
property may be eligible for Sec. 199 deduction.

▪ Because the Company engages in the domestic construction of houses, CB
believes that the nature of the Company’s business qualifies for the
domestic production activities deduction. CB believes the Company’s
calculation of the domestic production activities deduction is reasonable.

Domestic Production Activities Deduction, continued

▪ Because [redact] is deemed to be an S corporation, in the event the IRS
challenges the Company’s domestic production activities deduction,
potential adjustments and tax liabilities will be passed-through to the
shareholder during the tax year in which the adjustments are made.

Income Tax Provision

▪ As an S corporation, the Company is not subject to federal income tax
and is only subject to a minimum state income taxes in jurisdictions
where S corporation status is not recognized. As such, the Company does
not prepare an income tax provision.

Uncertain Tax Position Reserve

▪ The Company has not adopted ASC 740-10 (formerly FIN 48) with respect
to uncertain tax positions. Post-Transaction, FAI recommends that the
Company engage in an ASC 740-10 analysis as it is required for all
private companies issuing an audited financial statement under US
GAAP as of December 31, 2009.

Examination History

▪ Management represented that the Company has not had any Federal
income tax audits or examinations during FY10, FY11 and FY12.

VIII. TAX MATTERS
U.S. Federal Income Tax, cont.
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State Income/Franchise Taxes

Nexus

▪ In order for a taxing authority to subject a taxpayer to a state income tax,
the taxpayer must have nexus within the state. With certain exceptions,
nexus is generally created when a company has some type of physical
presence within a state, such as owning or leasing tangible property or
having employees or independent contractors performing work within a
state.

▪ One significant exception to the above general rule is Public Law 86-272
(P.L. 86-272), which prohibits a state from imposing a net income tax on an
out-of-state seller if the seller’s only business activity within the state is
the solicitation of orders for tangible goods to be shipped to customers
from points outside the state. Notably, P.L. 86-272 is only applicable to
taxes based on income and therefore do not provide any protection for
sales and use taxes.

▪ During FY10, FY11 and FY12, the Company filed state tax returns in
[redact]. FAI notes that all of these states adhere to the Federal S-
Corporation Election.

▪ The state apportionment was analyzed for FY10, FY11 and FY12. The
apportionment allocation method by state was found to be consistent
from year to year and reasonably calculated. Additionally, the federal to
state income tax adjustments appear reasonable.

Examination History

▪ Management represented that the Company has not been subject to any
state income and franchise tax audits during FY10, FY11 and FY12.

Sales and Use Taxes

Nexus

▪ A sales tax is imposed upon the buyer of taxable products and/or services,
and is collected and remitted to the taxing state by the registered seller.
Generally, before a state can impose a sales tax collection responsibility
on a company, an out-of-state seller must have physical presence. Physical
presence for sales and use tax purposes includes visits into a state by
employees or independent contractors (e.g. as little as one visit a year in
some states). The nexus standards for establishing a sales/use tax
collection responsibility traditionally are very broad.

▪ The Company is engaged in the construction of residential homes, which is
specifically exempted from sales tax in the states in which the Company

Use Tax

▪ With regard to use tax, the Company is paying tax to its vendors on the
majority of purchases. If the vendor does not charge sales tax, the
Company is self-reporting and remitting the compensating use tax.

Examination History

▪ Management represented that the Company has not been subject to any
sales and use tax audits during FY10, FY11 and FY12.

VIII. TAX MATTERS
State Income/ Franchise and Sales and Use Taxes
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Property Tax

▪ The Company is headquartered in [redact] where it leases office space. The
Company owns minimal personal property. FAI obtained the FY12 personal
property tax return for and verified that the filing appears reasonable.

▪ Additionally, the Company pays real estate tax on the lots and constructed
homes. Management represented that the Company receives real estate
assessments each year and remits the tax on those assessments in a timely
fashion. FAI obtained and verified the jurisdictions in which the Company
and the corresponding payment amounts and dates paid. FAI finds the
Company’s real estate tax payments to be reasonable.

Examination History

▪ Management represented that the Company has not been subject to any
revaluations, reassessments or property tax audits during FY10, FY11 and
FY12.

Payroll Taxes

▪ On average, the Company employed approximately 30 people during FY12
and approximately 67 people during FY13.

▪ These employees were located in (i) the Company’s headquarters in
[redact]; and (ii) the Company’s target construction markets in [redact].

▪ During FY12, the Company’s previous CFO, [redact] prepared [redact]
payroll tax returns. During FY13, the Company’s payroll tax compliance
was administered by [redact].

▪ To the Company’s knowledge, it is current with its employment tax fling
obligations. FAI examined [redact] IRS Forms 941, Employer’s Quarterly
Federal Tax Returns, for the fourth quarter of FY12 and the third quarter
of FY13 and they appear to be reasonably filed.

Independent Contractors

▪ According to the Company, it used 61 independent contractors in FY12.
Each independent contractor received a Form 1099.

▪ Post-Transaction, in order to mitigate any potential future federal and
state reclassification issues, FAI recommends that the Company evaluate
its formal internal controls to evaluate a worker’s status and the extent
of the Company’s right to direct and control the worker.

Examination History

▪ Management represented that the Company has not been subject to any
payroll tax audits during FY10, FY11 and FY12.

VIII. TAX MATTERS
Property and Payroll Taxes
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Examination of Audit Work Papers

▪ FAI examined the Auditor’s work papers for the Company’s FY12 period
and analyzed certain financial statement components (e.g., interest
expense, accounts payable, cutoff testing).

Accounting Processes

▪ FAI evaluated the Company’s overall accounting processes and identified
the following:

• Cash and accounts payable – Management receives checks from the
closing attorney and compares them to the closing statement. Checks
are reviewed by the CFO and deposited in the Company’s [redact] bank
account. The CFO verifies cash receipts daily. The Controller prepares
the bank reconciliations and the CFO reviews the reconciliation on a
monthly basis. The Company makes all vendor payments via check; no
wire transfers are used. The CFO prepares checks and the Company’s
stockholder signs the checks. All invoices are sent to the Company’s
[redact] headquarters.

• Inventory – the inventory cycle begins when the Company purchases a
lot. The Company determines the number of lots to purchase during
weekly meetings with Management. The Company maintains an Excel
database called a Staging Report which tracks the number of lots
purchased, stages of the construction phase, cancellations and closing
dates. The Company records subcontractor invoices in WIP and releases
the WIP to cost of sales upon closing of the home.

• Payroll – the Company pays salaried employees weekly through direct
deposit or check. Sales agents are paid a commission upon the closing of
a home, whereby the Controller receives the closing statement and
authorizes the accounts payable clerk to create a check.

Closing Procedures

▪ FAI noted that the Company’s monthly and annual closing procedures
include the following:

• The Controller reconciles cash at the end of the month and prepares
journal entries to recognize all revenues and construction costs based
on the homes closed within that month. The Controller maintains a
spreadsheet which tracks the costs being reclassified from WIP to costs
of construction by lot number. Management represented that the
Company’s monthly closing procedures are the same as annual closing
procedures.

Internal Control Environment

▪ During on-site due diligence, FAI observed the following elements of the
Company’s internal control environment:

• The CFO prepares and approves disbursement checks and the
Company’s stockholder [redact] signs all checks. The CFO keeps the
Company’s checkbook in a locked safe within his office.

• The Company’s Controller reconciles cash on a monthly basis and the
CFO reviews the reconciliation.

• The Company’s CFO reviews the monthly journal entries prepared by
the Controller.

• The Company’s staging report which tracks the construction process of
all lots is reviewed by several members of Management (e.g., CEO, VP
of Sales, CFO).

IX. OTHER MATTERS
Accounting – Review of Audit Work Papers and Internal Controls
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Background

▪ Under GAAP, a reporting entity must consolidate any entity in which it has
a controlling financial interest. Under the voting interest model, generally
the investor that has voting control (usually more than 50 percent of an
entity’s voting interests) consolidates the entity.

• Under the VIE model, the party that has the power to direct the entity’s
most significant economic activities and the ability to participate in the
entity’s economics consolidates the entity. This party could be an equity
investor, some other capital provider, or a party with contractual
arrangements.

• To determine which accounting model applies, and which—if any—party
must consolidate a particular entity, a reporting entity must first
determine whether the entity is a voting interest entity or a variable
interest entity. An entity is considered a VIE if it possesses one of the
following characteristics:

o Characteristic 1 —The entity is thinly capitalized: Traditionally, it has
been presumed that the equity provided by residual equity holders is
sufficient to support the entity’s operations. If the equity is not
sufficient, voting power attributed to the entity’s equity holders (i.e.,
under the voting interest model) is not the only factor that should be
considered in a determination of who should consolidate the entity.

o Characteristic 2 —Residual equity holders do not control the entity:
The voting interest model should not be applied if the residual equity
holders cannot control the entity’s destiny. This runs counter to
conventional economic thinking, which suggests that the holder of an
entity’s residual equity should be in a position to control its destiny.

o Characteristics 3 & 4 —Equity holders are shielded from economic
losses or do not participate fully in an entity’s residual economics:
Conventional economic thinking suggests that residual equity holders
should not only enjoy the rewards of owning an entity, but also be
exposed to the risks of ownership.

Background (continued)

o Characteristics 3 & 4, continued — Such thinking does not extend
to contractual arrangements that shield equity holders from losses
associated with the entity’s predominant risks or that either cap the
return on equity or allow the returns to be shared with other
parties. In the case of such arrangements, a reporting entity should
not use the voting interest model to decide which party
consolidates the entity

Issue:

▪ [Redact} provides approximately $45 million of financing and became
shareholder for a nominal sum of the Company and may have been
directing the firm before this date.

▪ Accordingly the FY13 audited consolidated financial statements perhaps
should consolidated the results of [redact] other business as well.

▪ However, as you are buying the assets of the Company the risks, if any, of
failing to prepare financial statements in accordance with GAAP should
rest with the management team before the contemplated acquisition is
completed.

IX. OTHER MATTERS
Variable Interest Entity (“VIE”)
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Overview

▪ At the request of Client FAI performed the following due diligence unless
specifically noted:

Financial Due Diligence

▪ FAI analyses primarily consisted of:

• Providing a Quality of Earnings Analysis (“EBITDA”) for the years ended
December 31, 2012 (“FY12”), and the most current twelve months
ended, expected to be November 30, 2013 (“TTM13”, together called
the “Historical Period”);

• Providing a Forecast Analysis for (a) the year ending December 31, 2013
(“FY13-F”) based upon eleven months of actual results through
November 31, 2013 and one month’s of projected information (“11+4
forecast” approach); and (b) the year ending December 31, 2014 (“FY14-
F”, together called the “Forecast Period”); and

• Providing a working capital analysis to determine a normalized level.

Quality of Earnings Analysis

▪ Quality of Earnings analysis that addressed reported EBITDA, management
proposed adjustments, and identified due diligence adjustments to arrive
at an “Adjusted EBITDA” for the Historical Period. FAI also reflected the
Quality of Earnings on a monthly basis for TTM13 of the Company to allow
ready roll-forward of our analyses.

▪ Reconciled Adjusted EBITDA to Free Cash Flow (EBITDA considering capital
expenditures and working capital requirements).

▪ Understood Company’s methodologies used to carve-out operations, if
applicable. Considered:

• Unallocated sales or direct / indirect cost;

• Identification / allocation of working capital items;

• Allocation of outstanding debt and related costs;

• System and back office support requirements;

• Requirements for a Transition Service Agreement (“TSA”).

▪ Revenue and Cost Accounting

• Obtained an understanding of the mix of revenue by geography and
construction project (consider: average selling price; number of units
completed vs. sold per year; level of speculation units).

• Obtained an understanding of the Company’s percentage of
completion revenue recognition policies (costs vs. effort expended
basis).

• Obtained an understanding how the Company accounts for deferred
revenue and projects in progress but not yet invoiced including costs in
excess of billings.

• Highlighted concerns that may impact the Historical Period
revenues/margins, differences between cash and GAAP reporting, and
working capital considerations.

• Obtained an understanding of drivers of changes in revenue, including
seasonality.

• Documented the process used by Management to forecast costs and
how they determine final sales price.

• Backlog & Pipeline/Prospects – To the extent available, provided a
backlog trend analysis monthly during the Historical Period.

• Enquired with Management about any key contracts lost as a result of
lack of financing.

▪ Reconciled the bank account deposit activity for TTM13 to the
Company’s reported revenue as reflected in Company’s books and
records.

X.A SCOPE OF DUE DILIGENCE
Overview and Financial Due Diligence
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Quality of Earnings Analysis, continued

▪ Quality of Earnings analysis that addresses reported EBITDA, management
proposed adjustments, and identified due diligence adjustments to arrive
at an “Adjusted EBITDA” for the Historical Period. FAI also reflected the
Quality of Earnings on a monthly basis for TTM13 of the Company to allow
ready roll-forward of our analyses.

▪ Reconciled Adjusted EBITDA to Free Cash Flow (EBITDA considering capital
expenditures and working capital requirements).

▪ Understood Company’s methodologies used to carve-out operations, if
applicable. Considered:

• Unallocated sales or direct / indirect cost;

• Identification / allocation of working capital items;

▪ Margin analysis:

• Obtained an understanding of the Historical Period margin trends by
location/project and elements.

• Cost of Sales Analysis – obtained the underlying account details for the
significant components of costs of sales including financing to identify
potential unusual and non-recurring items.

▪ Compensation Analysis

• Prepared an analysis of wages by employees including the relationship of
payroll taxes and employee benefits to total payroll costs for the
Historical Period, and a schedule of highly compensated employees and
benefits.

• Obtained an understanding of any employment agreements in place
with key employees (if any).

• Confirmed annual compensation through stock option plan for key
management and compare to proposed plan post Transaction.

• Confirmed annual compensation adjustments for any union employees
(if applicable), and compare to increases in projected periods to
determine if consistent.

• Reconciled FY12 payroll costs to W2/W3.

▪ Selling, General and Administrative Expenses (“SG&A”) Analysis –
obtained the underlying account details for the significant components,
especially marketing expenses, of SG&A expenses to identify potential
unusual and non-recurring items.

▪ Occupancy Expense – obtained and analyzed the lease contracts to
ensure it is assignable and to determine if there are any additional costs
associated with the assignment.

▪ Other Operating Expenses – obtained and analyzed a schedule of the
significant accounts within the other operating expenses to identify
potential unusual and non-recurring items.

▪ Insurance and Accident Concerns (Incurred but Not Reported “IBNR”) –
obtained an understanding from Management on the insurance
coverage (e.g., self-insured versus fully insured) of the Company.
Interface with Black Orchid’s insurance advisor as to potential insurance
impacts on net working capital and recurring EBITDA.

▪ Executive Management – obtained an understanding of the proposed
management structure post Transaction, and impact on Adjusted
EBITDA.

▪ Operational Improvements and Profitability Enhancement – obtained an
understanding and impact of operational improvement and profitability
enhancements on the Historical Period Results.

▪ Operating Metrics – obtained a comparison of key operating metrics for
the Historical and investigate significant fluctuations.

▪ Fixed/Variable Analysis – obtained an understanding of the Company’s
summary of fixed and variable expenses in COGS and SG&A to determine
breakeven volume required to cover fixed expenses.

X.A SCOPE OF DUE DILIGENCE
Overview and Financial Due Diligence, cont.
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Quality of Earnings Analysis, continued

▪ Enquired with Management about any key contracts or licenses with
change of ownership clauses.

Working Capital and Net Assets

▪ Monthly working capital analysis (including operating metrics) since
January 2012 to identify unusual trends, seasonality, movement to
revenues, normalized working capital to support business, working
improvement opportunities, customer deposits, etc.

▪ Bank Accounts and Banking arrangements – obtained an understanding of
how payments are authorized and receipts are banked.

▪ Accounts Receivable – obtained the details of the accounts receivable as of
December 31, 2012 and the latest balance sheet available (together called
the “Historical Balance Sheet Dates”), analyzing the aging, key accounts,
reserves, write-offs, etc.

▪ Prepaid Expenses – obtained and analyzed a schedule of prepaid expenses
(including deposits for properties) as of the Historical Balance Sheet Dates
to evaluate usefulness post Transaction.

▪ Inventory and Buildings:

• Obtained an understanding of the Company’s method for tracking and
reporting work-in-process including the use of job costing information,
billings in excess of cost and costs in excess of billings.

• As of the Historical Balance Sheet Dates, obtained a detailed inventory
schedule (including location/market, description of the buildings being
built, the number of buildings, the unit cost, the extended cost and loan
balance) separated by raw materials, labor, work in process and finished
goods. Ensured the schedule agrees to the general ledger.

• Obtained an understanding of the sustainability and consistency of
progress billings, including, if any, project gross profit adjustments.

• Obtained details on how the Company accounts for percentage of
completion on applicable projects and methods used to establish
estimates, account for project modifications, and track billings in
relation to total contract value.

• Reviewed in detail 5 inventory balances to supporting documentation.

• Obtained details on a projected revenue waterfall by customer/building
as of latest date.

• Obtain an understanding of the trends in the monthly inventory
position since January 2012.

▪ PP&E:

• Obtained a detailed listing of existing fixed assets along with historical
CAPEX, disposals and book depreciation for the Historical Period to roll
forward the net balance of PP&E from January 1, 2011 through October
31, 2013.

• Obtained the details of the Historical Period Capex (maintenance and
growth).

▪ Trademarks and Patents – obtained a listing of all trademarks and
determine if there are any capitalized costs associated with these items.

▪ Other Assets – obtained and analyzed a schedule of Other Assets as of the
Historical Balance Sheet Dates.

▪ Accounts Payable – obtained and analyzed a schedule of accounts payable
as of the Historical Balance Sheet Dates including an aging analysis, short
pay accounts, write-offs, etc.

▪ Accrued Expenses – obtained the details of all accrued accounts, including
wages, vacation, insurance, property taxes, volume rebates, warranty,
etc. as of the Historical Balance Sheet Dates.

X.A SCOPE OF DUE DILIGENCE
Overview and Financial Due Diligence, cont.
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Working Capital and Net Assets, continued

▪ Contingent Liabilities – analyzed any contingent liabilities not recorded on
the Company’s financial statements including litigation in the ordinary
course of business.

▪ Debt and Debt-Like Items

• Obtained and analyzed a schedule of debt and debt like items as of the
most current balance sheet date.

• Obtained and analyzed schedule of borrowing facilities.

▪ Equity – analyzed the roll-forward of the equity accounts to verify there
are not any current operational expenses flowing through which should be
classified within the EBITDA analysis.

Projections

▪ Analyzed revenue and EBITDA bridge of adjusted TTM13 to FY13-F to FY14-
F Projections and identify key drivers and assumptions (e.g., financing
required, land acquisitions, average selling price) to meet the Projections.

▪ Obtained an understanding of the Company’s assumptions (i.e., new
construction projections, changes in industry compensation practices,
changes in average selling prices, materials and land acquisition costs,
financing and capital requirements and costs, pending and owned lots
etc.).

▪ Cost Savings – obtained an understanding of cost savings and operational
improvements, if any, built into the Projections.

▪ Documented the process used by Management to forecast sales volumes.

▪ Capital Expenditures (“Capex”) – obtained the details of the Historical
Period Capex (maintenance and growth) and compare projected Capex to
determine if properly budgeted and key assumptions associated with
pending Capex.

▪ Operating Metrics – obtained a comparison of key operating metrics for
the Historical and Forecasted Periods and investigate significant
fluctuations and assumptions.

Other Matters

▪ Internal controls – evaluated the overall internal control environment
(high level) and identify potential weaknesses that may cause concern in
financial reporting.

▪ Closing Procedures – discussed month-end, quarter-end and year-end
closing procedures and potential EBITDA impact.

▪ Accounting Policies and Procedures – obtained an understanding of the
existing accounting policies and procedures surrounding critical business
functions.

▪ Audit Work Papers:

• Obtained access and review the audit work papers as available for the
prior fiscal year end (if available).

X.A SCOPE OF DUE DILIGENCE
Overview and Financial Due Diligence, cont.
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Tax Due Diligence

▪ Obtained and analyzed the three most recent years of income tax filings
(federal, state and local) including amended returns. Assess the status of
the 2012 income tax filing. If extended, obtain copies of relevant extension
requests.

▪ Obtained an understanding of policies and procedures in place to ensure
compliance with:

• Federal and state employment tax requirements;

• Independent contractor reporting requirements;

• State sales and use tax requirements;

• Real and personal property tax reporting requirements; and

• International tax provisions.

▪ Obtained copies of and analyze the following for 2012:

• Federal and state Forms 1099;

• Real property tax returns;

• Personal property tax returns;

• Tax basis fixed asset schedules as of 2012 income tax filing; and

• Local business income/excise tax filings.

▪ Obtained copies of and analyze the following for 2012 and 2013:

• Federal and state quarterly employment tax returns Forms 941; and

• State sales and use tax returns.

▪ Obtained an understanding of major accounting methods, including but
not limited to:

• Form 3115 accounting method changes; and

• IRC Sec. 263(a) inventory reporting requirements.

▪ Obtained a schedule of jurisdictions in which the Target is qualified to do
business (both domestically and internationally).

▪ Obtained copies of any federal or state tax examinations conducted in the
prior five years or information that indicates an examination is pending.

▪ Obtained copies of correspondence with tax authorities, including but not
limited to, information request, proposed changes, agreements, consents,
elections and waivers filed taking place in the prior five years.

▪ Obtained copies of any tax indemnification, tax sharing, or tax allocation
agreements involving the Target.

▪ Obtained an understanding of the income tax provision and uncertain tax
positions under ASC 740 as of 2012.

▪ Obtained an understanding change-in-control payments or retention
bonus agreements. Consider the applicability of IRC Sec. 280G in the
event of a change-in-control payment.

▪ Obtained an understanding of the Target’s tax treatment of any significant
transactions or corporate events during the past three years, including
mergers, acquisitions, divestitures, restructurings, forgiveness or
cancellation of debt, and bankruptcies; request and read any
memorandum or letters regarding the tax treatment of such transactions
or events.

X.A SCOPE OF DUE DILIGENCE
Tax
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Audit Adjustments

▪ The impact of the audit adjustments was reflected within Adjusted EBITDA via Due Diligence Adjustment D.1.

The above schedule is included for informational purposes only.

X.B FY12 RECONCILIATION OF INTERNAL INCOME STAT. TO AUDITED INCOME STAT.
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Overview

▪ Management represented that [redact] are not part of the
contemplated Transaction.

▪ Unless specifically noted in the Report, the results presented are from
the internal financial statements for [redact] but exclude the results
of [redact].

▪ The eliminations effectively eliminate marketing income and
commission income as received in [redact] with the corresponding
costs in [redact]. In FY12, [redact] received a marketing fee (in other
income) which was offset with the marketing fee, as recorded in
operating expenses.

▪ The consolidating schedules for FY12 and FY13 were agreed with the
CFO.

▪ The monthly income statements for PC for FY12 and FY13 are
summarized at Sections X.G and X.H, respectively.

The above schedule is included for informational purposes only.

X.C FY12 AND FY13 CONSOLIDATING HISTORICAL INCOME STATEMENTS
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The above schedule is included for informational purposes only.

X.D DETAILED CONSOLIDATING INCOME STATEMENT
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The above schedule is included for informational purposes only.

X.E FY13 DETAILED CONSOLIDATING HISTORICAL INCOME STATEMENTS
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The above schedule is included for informational purposes only.

X.F DEC12 RECONCILIATION OF INTERNAL BALANCE SHEET TO AUDITED 
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Overview

▪ Management represented that [redact] are not part of the contemplated Transaction.

The above schedule is included for informational purposes only.

X.G DEC12 AND DEC13 CONSOLIDATING HISTORICAL BALANCE SHEETS
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X.H FY12 HISTORICAL MONTHLY INCOME STATEMENTS – [REDACT]



Project Builder | April 8, 2015 
Page 117

The Statement of Limitations of this Report and its Limits on Report Access and Distribution is 

an integral part of FAI’s analysis and should be read in conjunction therewith.

The above schedule is included for informational purposes only.

X.I FY13 HISTORICAL MONTHLY INCOME STATEMENTS – [REDACT] 
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