IS THE SELLING PRICE TOO LOW?

Determining the proper value of a nonprofit's assets is critical in the review of any conversion
proposal. The valuation determines how much the purchaser must pay for the nonprofit's
assets and is typically the amount that will fund the resulting foundation after the nonprofit's
debts are paid. In other words, the higher the price, the more money will be available to meet
the community’s health needs. Undervaluation of a nonprofit’'s assets allows charitable assets
to benefit private for-profit purposes. Unfortunately, there are many examples of
undervaluation, particularly in the early years of nonprofit conversions.! In each of these deals,
the nonprofit was undervalued and the real value of the nonprofit went to investors, not the
public.

The value of the assets of a nonprofit will depend on the valuation method the nonprofit or
regulator relies upon and the independence of those completing the valuation. Valuations may
also vary depending on price/earnings ratios, market capitalization of publicly-traded
companies, and comparable private sales or mergers. Valuation by predetermined formulas is
typically inaccurate, since market conditions and the terms of the transaction can impact the
value of the converting entity. Nevertheless, when an investment banking or accounting firm
values a nonprofit, various rules of thumb can be applied to estimate the value of the assets
involved. Although valuation is technical and involves complicated financial analyses, it is
useful for communities to have some basic understanding of the terms and the science of
valuation.

Common Valuation Methods:

e The Income of Discounted Cash Flow Method: Generally, a buyer of any business is
purchasing future earnings. Therefore, expectations of an asset’s performance have a
key role in estimating value. The approach estimates value by discounting to present
value the future case flows of the nonprofit. The analysis develops multi-year cash flow
projections and establishes a value range using alternative discount rates. It is difficult
to make accurate projections regarding future income/revenues. Therefore, discount
factors are only based on assumptions about what a “reasonable profit” should be over a
given period of time.? If the assumptions change, the value of the enterprise will also be
affected.

e The Comparable Transaction Method is based on the theory that recent sales of
similar nonprofit assets are good indicators of fair market value. This method, however,
is limited by the incomplete disclosure of relevant information and the absence of perfect
comparables.

! See “Undervaluation of HMOs Chart,” attached as Appendix A, and California Attorney General’s Letter to Sharp
Healthcare Board of Directors, dated Nov., 8, 1996, attached as Appendix B.

A proposal from a for-profit hospital chain to purchase the net assets of a nonprofit hospital is often expressed as a
multiple of its most recent one-year cash flow. For-profit companies generally define cash flow as earnings before
interest, taxes, depreciation, and amortization (EBITDA). Columbia/HCA and Tenet typically attempt to purchase
nonprofit hospitals at 5x EBITDA. Wall Street values for-profit hospital chains at multiples of between 8x and 10x
EBITDA. Seizing on the difference between the nonprofit acquisition multiple and the Wall Street’s valuation
multiple for for-profit hospitals is one way for-profit chains create value for shareholders in these types of
transactions.
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e The Market Comparison Method estimates the fair market value of an assets based on
the stock prices of publicly-traded companies similar to the assets being acquired. The
results obtained from this method will vary with stock market conditions, which may not
reflect the true value of the asset to be acquired at any given time.

e The Cost Approach estimates value based upon the replacement value of the asset to
be sold. This method is typically not used because it does not adequately capture the
value attributable to the continued operation of the asset.

Another way of establishing a nonprofit's true value is to structure the transaction in such a way
that the nonprofit's future value is captured by the resulting conversion foundation. This
approach most successfully reflects a nonprofit's true value if, upon conversion, the new for-
profit corporation intends to issue stock.®> Using this structure, once the value of the nonprofit is
estimated by a valuation, part of the purchase price is paid in cash, and the rest is paid in stock
of the new for-profit company. The cash and equity are then transferred to the resulting
foundation or other successor charity.

Information about valuations are often found in documents entitled: "Appraisal,” "Valuation
Opinion” or "Valuation Report," and "Fairness Opinion." The most informative are "Fairness
Opinions," which regulators should require in every transaction. These Opinions analyze
whether the amount of the money paid is fair to the nonprofit from a financial perspective.
Communities should scrutinize this and other documents to ensure the valuation is fair.

How Consumers Can Have a Voice in Valuation

In a conversion transaction, the community should examine all aspects of the valuation.
Consumers should demand that regulators either review the valuation conducted by the
converting entity or conduct an independent valuation. Communities also should request that
regulators make all valuation estimates available for public review. Groups can ask accountants
or others with financial expertise to volunteer to review the financial document to be sure the
community is not losing assets.

As discussed earlier, nonprofits are often undervalued. This can happen when the valuation
provides a “reasonable range” of value and the acquiring entity chooses to pay the lowest end
of the range. Communities should demand the highest value be paid.* This ensures the
community won't lose charitable assets. Further, consumers should ask that regulators require
the converting nonprofit to consider competing bids. This also could increase the value of the
nonprofit, and the resulting value of the new foundation.

Finally, depending on the nature of the proposed transaction and its potential impact,
community members and regulators may want to seek the help of experts. In choosing an
expert, it is important to examine the relationship of the expert(s) retained to all the parties
involved in the proposed transaction for any actual or potential conflicts of interest.

3 Typically, nonprofit insurers and health plans issue stock upon conversion; hospitals do not.
In theory, a nonprofit board may accept a bid lower than that offered by the highest bidder, but only if it can quantify
the benefits and contractual commitments which justify the cash differential between the bids.
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Appendix A

UNDERVALUATION OF HMOS

Amount to Charity
HMO at Time of Later Value Current Value
Conversions

Family Health Plan | $38,456,000 $135,628,000 $1,711,000,000
(FHP) (1984) (1986) (1994)
. $78,000,000 $302,500,000 $1,873,000,000
Foundation Health (1984) (1985) (1994)
. $360,000 $45,300,505 $2,193,000,000
Pacificare Health (1984) (1985) (1994)
$663,000 $37,500,000

Inland Health Care Not Available

(1985) (1986)

Anne Lowry Bailey, “Charities Win, Lose in Health Shuffle,” The Chronicle of Philanthropy, June
14,1994, p. 12.
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Appendix B

" DANIEL E. LUNGREN State of California
Attorney General DEPARTMENT OF JUSTICE
50 FREMONT STREET, SUITE 300

SAN FRANCISCO, CA 94105
(415) 356-6000

FACSIMILE: (415) 3S6-6257
(415) 356-6266

November 8, 1936

John F. Walker, Jr.

Latham & Watkins

633 West 5th St., Suite 4000
Loe Angeles, CA 90071-2007

Re: San Diego Hospital Assn., et al. ("Sharp")
Dear Mr. Walker:

This is to acknowledge receipt of the materiale forwarded to
us on November 7, 1996 ~-- we will, without delay, begin the
process of checking them for completeness. As I indicated in our
recent conversation, we have now finished our review of the
original submission (dated August 16, 1996) and have made
substantial progress in analyzing the materiale provided to us on
October 25, 1996.

Pursuant to our understanding with Sharp, and as confirmed
in Carlisle Lewis‘ June 26, 1996 letter to me, Sharp has agreed

~to-provide the Offige.of thaAttorney General with adequate time
to review this transaction, notwithstanding the 20 day period
provided by Corporations Code section 5913. Moreover, it was
understood that the review process would take approximately 60
days from receipt of the neceasary documents. Per our recent
telephone conversation, and as confirmed by my letter to you of
October 25, 1996, section 5913 notice is deemed to have occurred
effective November .8, ‘1996, assuming the completeness of the
materials received today. ,  :

While we will, of course, need to complete our review and
analysis of all of the submitted materials, we have nonetheless
reached certain conclusions based on the review conducted to

tiiividate. - fiBecause of the time pressures created by the desired year-

:oiend-closing and because these conclusions significantly impact

- the transaction, we felt it-only fair to apprise you of them at
this time. Were we to wait for the full time anticipated in
order to complete our review prior to bringing these issues to
your attention, there would, quite frankly, be insufficient time
left for you to respond. This seems to us inconsistent with the
spirit of cooperation and candor with which we have been dealing.
For clarity’s sake, we have dealt with the key issues separately
below. I would, however, expect that additional issues might

© January, 1998
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‘John F. Walker, Jr.
Novembexr 8, 1996
Page 2

-

arise from our ongoing review of the recently submitted
documents.

1) Sharp Mewmorial Hogppital-Sharp Cabrillo Hospital

The Articles of Incorporation of both of these hospitals

(now combined) define the charitable trust on which their aasets
are held. Those articles require that the assets of these two
“hospitals be used solely for the purpose of "acquir(ing) and
operat(;ng) a non-profit charitable hospital and medical center
in the City of San Diego..." Moreover, those articles of
incorporation spec1f1cally prohibit any activities not in
furtherance of those specific purposes, except to an
insubstantial degree.

, In our view, the transfer of these hospitals into the for-
profit LLC constitutes an abandonment and breach of that trust.
While it is our opinion that the directors of those hospitals are
permitted, pursuant to Corporations Code section 5911, to sell
all or substantially all of the assets of the hospztals—-the
proceeds of any such sale are required to bs used for the same
charitable purposes. (See Queen of Angelg v. Younger (1977) 66

Cal.App.3d 359; Holt v. College of ogteogathlc Physiéians &
Surgeons (1964) 6,1 Cal 24 750.

Since, post closing, your charitable foundation will not be
operating any non-profit hospital within the City of San Diego
and since the sale and contribution agreement and LLC agreement,
by their express termg, do not permit the removal of the sale
“proceeds . attrlbutaﬁie to these”hospltals- from the joint
venture, nor their ‘tranefer to another non-profit hospltal within
the.City of San Diego or other entity providing such services,
‘the inclusion of these hcspltals within the: transactlon
,constmtutes, ln our v;ew, a breach of trust.

S Moreover, our: rev1ew of the materials provided to date, and
~conf1rmed by interviews with Bgard members of Sharp Memorial
‘Hogpital,: fndlcatee'that thbse issues were never presented to,
‘nor considered by, that Board prlor to its approving this
‘,transactlon. S :
f}“ ORI R R

@E@e Sharp. Memorlal Hosp1ta1 Board is an independent Board of
_D;xectors of'a non-profit corporation that itself is separate and
1dlst1nct from SDHA. That Board of Directors owes a fiduciary

e — —

vy S The assetsg of chese hospltals constitute a significant
_portlon of the Sharp value -- contributing a fund balance of
approximately +$170 million:-(61% of the Sharp total) and operating
income of $1 3 million per year, compared to a loss of approximately
$6 mllllon in the system as a whole.

i



' John F. Walker, Jr.
~ November 8, 1996
Page 3

duty of loyalty and due care to Sharp Memorial Hospital and its
failure to addregs these issues and to comply with charitable
trust law constitutes, in our view, a breach of that duty.

5t
e

29 Undervaluation of the Charitable Assets

It seems clear frowm a review of the documents provided to us
that in order to meet their fldu01ary obligations, the Sharp
directors will be compelled to exercise the "put" option and to
do s0 almost immediately. Thie conclusion is confirmed by
virtually all of the available information, including:

a) Sharp’'s own analysis that confirms that the put’s value
is highest if exercised immediately and that holding it for any
substantial time before exercieing it results in a significant
loss. of charitable assets,:e.g. exercising it at the end of the
three-year period causes a loss of charitable value in the amount
of $§57.7 million (a loss of 29% of its total value);

b))  The LLC wmembership interest is, by its express terms,
virtually unmarketable (except at an enormous discount) after the
expiration of the "put" term -- thereby prohibiting fldUClarles
from holding it past that date; {

c) Sharp’ s planned borrowing of $50 million dollars,
secured by the assignment of the put option to the lender, will
neceasitate the exercise of that option as there is no adequate
source of funds to repay that loan except the exercise of the

_optlon,” and v

d) Sharp’s own projections show that the income to be
generated by the LLC is substantially less than would be
generated by any reasonable diversified investment portfolio,
-with the guaranteed amount belng lees than the one year T-bill
‘rate.

. As Such it is clear that in order to meet thelr fiduciary
obllgatlons to the charitable beneficiaries, the Sharp Board will
be requlred to exercise the put at its initial price, i.e. $202
million. This iz the price that Columbla ig, in fact, paying for
- the Sharp:assets.

i R LT B

- However, our review indicates that this sale price is over
$109 million less than the amount offered by Tenet Healthcare and
over $200 million less than the amount apparently offered by

2. Sharp‘s own progectlons indicate that the income to be
generated by the LLC is insufficient to repay the loan thereby
necessitating the use of the put option funds.



" John F. Walker, Jr.
November 8, 1996
Page 4

ORNDA -- resulting in a loss of one-third to one-half of *the
equity value of the Sharp system.

This enormous price differential is made even worse by the
.presence of additional financial benefits within the non-Columbia
deals, including higher .opening cash balances for the Foundation,
better cash flows, and opportunltn.es to share in capital
appreciation. These factors require us to conclude that the
Sharp Board's acceptance of the Columbia proposal represents a
serious breach of trust which will cost the charity’s public
beneficiaries between $100-$200 million. - Should this deal close
in the proposed form, we will seek to hold the Sharp directors
who voted to approve the transaction persgonally liable for this
amount.

'3)  Lack of Due Diligence

.. 'We are, in addition, particularly concerned that the Boards
of Directors of SDHA and the affiliated corporationes voted to
approve the transaction without knowledge of, or remolution of, a
number of key matters which will have a material financial effect
on the charitable assets. This appears to us to be in direct
contravention of the Board members’! duties of due care after
reasonable inqui{y.

Among the key unresolved matters which materlally effect the
transaction are the following:

o .a) the failure to determine the financial effect of the
- edicaid fé€capture. 11ab111ty given the 1nev1tab111ty of
:exerCLSlng the ‘put optlon,

. b)  the fallure to obtaln, or even seek, IRS rulinge on the
‘igsues -of Sharp’s ong01ng ‘status as a public charity as
- distinguished from a: prlvate foundation and the potentlal
fsubjectlon of Sharp & joint venture income to UBIT .

b

ey the fallure to 1dent1fy the excluded llabllltles not
belng assumed by the joint venture,

d) wathe . fallure to consider what effect changes in the
lnltlal ‘RFP (re:inclusion of the Ross Stealy Medical Group &
Grossmont Hogpital in the transaction) would have had on
potentlal alternatlve bidders;

x‘e) .the . fallure to congider the charitable trust 1ssues
,posed by,Queen of Angels.and Holt; and
£)./. the failure to explore the alternative of outright sale

of .all. of the assets to either.a for-profit or non-profit entity
'1n lieu of the joint venture proposal.

La—
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4. Imprudent Investment

Were one to assume this to be a real joint venture proposal,
it would, in our view, raise serious issues of imprudent -~
investment. We doubt that it is ever prudent for a non-profit
public benefit corporation to invest virtually all of ite assets
in a sxngle investment, let alone an LLC in which it is not the
managing partner, which has virtually no capital appreciation
potential, which is virtually unmarketable after three years, and
which yields a return which the charity itself projects at well
below the expected rate of return for a properly-managed

portfolio.

: If we are correct in assuming the inevitability of the
immediate exercise of the 'put” option these concerns become
‘moot. Were the Sharp Board to retain its interest in the joint
venture, however, they would become relevant.

5) Process Concerns

o In the course of our review, we have become concerned over
whether the actual process was.managed in a way to dllow the free
market to work or whether there was a bias in the process to
favor .one party over others. Given our analyesis of the relative
wvalues of the rejected: proposals compared to that of 'the accepted
" proposal, those concerns are magnified. 1In addition, our
preliminary inquiry indicatee that essential information

" necessary to the proper review of this transaction was denied to

T Ccertalin members of fhe SDHA and affiliated corporation Boards of
Direcrors, notw1thstand1ng their request for such. In our view,
-fthis creates gerious issues regarding possible breaches of trust.

: As such, the Attorney General has authorized a Government
Code section 11180 investigation into this transaction (I have
attached a copy of the authorization for your 1nformatlon) We

lagreeable time, from the members of the Sharp Spec1a1 Committee

and from the Shattuck Hammond investment bankers who worked on
this transaction. Please advise wme if you will make these
individuals.available voluntarily or whether it will be necessary
vto subpoena them. v

: As we discussed in our recent telephone conversation, we are
available to meet with you to discuss these issues. In the
interim, however, the time pressures inherent in the statutory
scheme, create some difficulties. As such, we have prepared a
"standstill agreement" and enclosed it herewith. If it is
acceptable to you, we are prepared to delay initiating legal
action while discussions take place. To do so, we will need to
have the agreement signed by November 15, 1896. Should the -
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standatill agreement not be signed by November 15, 1996, we will
initiate legal proceedings in order to protect the public’s
interest in these assets.

Sincerely,

LSS

P EE

JRS:mdm

‘cc:  Carlisle C. Lewis, IIT

S




"DANIEL E. LUNGREN  State of California
Attorney General DEPARTMENT OF JUSTICE

50 FREMONT STREET, SUITE 3060
SAN FRANCISCO, CA 94105

. (¢15) 356-6000

PACSIMILE: (415) 356-6257
(415) 356-6266

November 8, 1996

John F. Walker, Jr., Esqg.
Latham & Watkins

€33 W. Fifth Street, Suite 4000
Los Angeles, CA 90071-2007

RE: Notice of'PendingvTransaction Involving The San Diego

Hogpital Association and Certain Affiliated Corporatione

Dear Mr. Walker:

. This letter will constitute the agreement (the "Standstill
Agreement!) between The San Diego Hospital Association and its
affiliated corporations (hereafter collectively referred to as
"Sharp"), and the California Attorney General (the "aG")
governing the conditions under which the proposed transaction
between Sharp and Columbia/HCA, which is the subject of that
letter dated August 16, 1996 from counsel for Sharp to James R.
Schwartz, Deputy Attorney General, will proceed.

S— NS — wc‘:mns

A. Sharp and COlumb1a~have entered into a Contribution and
Sale Agreément (the “Sale Agreéement®) under which they agree to
the terme of a proposed Amended and Restated Operating Agreement
(the "Operating Agreement") and an Option To Sell Agreement (the
"Option Agreement") . Collectlvely ‘these agreements comprlse the
‘Transaction Agreements i
HETER U< ;
B On August 16 1996 Sharp adv;sed the AG in writing of
the proposed transaction and provided certain materials in
explanatlon thereof.

nnﬁua;:.,Ga&unongSeptember 4, 1996, the AG sent to Sharp a request
tuosfor-additional information determined to be necessary in order to
~=--~complete~his review of the Proposed Transaction.

D.. On October 24, 1996, Sharp regponded to the AG’'s
request for additional information by providing a significant
amount of the information responsive to the AG’s requests. On
November 7, 1996, Sharp provided what it represents to be the
balance of the information requested by the AG. The AG has
acknowledged that upon receipt.of all of the materials he
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requested in his September 4, 1996 letter to Sharp’s counsel,
notice to the AG of the Sharp/Columbia transaction, pursuant to
_ Government Code section 5913, would be deemed effective.

E. The AG has reviewed much of the material provided by
Sharp in response to these requests as well as the information
provided with Sharp’s initial submission of the proposed
transaction. In addition the AG has interviewed various persons
concerning facts relevant to the proposed transaction. The AG
has not yet completed his final review of the voluminous
materials provided by Sharp or his review of the proposed
transaction and the Transaction Agreements.

F. The AG has informed Sharp that he has serious questions
concerning a number. of issues involved in the Transactlon
.Agreements and the proposed transactlon.

NOW, THEREFORE the AG and Sharp agree as follows:

1. Sharp will not close the proposed transaction under the
terms of the Sale Agreement, nor otherwise sell, lease, coanvey,
exchange, transfer or otherwise dispose of all or substantially
all of its assets without the prior written consent 6f the AG.

2. Sharp will not take any steps to 1mplement any
provisions of the Sale Agreement, the Operating Agreement or the
Option Agreement without the prior written consent of the AG,
except such steps that Sharp may be required to take under the

Y gtate or federal law, e.g.; the
required Hart-Scott= =Rodino procedures, and such steps as may be
necessary under the prov1exons of section 7.4 of the Sale
Agreement relating to securing- approval of the proposed
transaction by the ‘AG. If Sharp decides that it wishes to
implement any other provision of the Sale Agreement, the -
Operating Agreement or the Option Agreement prior to the
completion of the AG's review, Sharp shall give the AG fifteen
(15) days written notice of itg intention to 1mplement any
provxelon of any of those agreements.

3. The AG will not 1nst1tute any civil actlon in any court
seeklng injunctive relief to prohibit the closing, or
melementatlon of the provisions, of the proposed transaction
prior .to receiving a notice under the terms of paragraph 2 of
this Standstill Agreement, unless he has provided ten (10) days
written notice to Sharp of his intention to seek such relief.

o 4.:” Thls agreement may. be terminated by either party
prov1ded that fifteen days prior written notice has been given in

the manner requlred by paragraph five of this agreement.
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5. - Any notice required or permitted under this Standstill
Agreement shall be deemed effective when personally delivered,
when received by facsimile transmission or other electronic
means, including telegraph and telex, when delivered by overnight
courier, or five (5) days after being deposited in the United
States mail, with adequate postage prepaid thereon, certified or
registered mail, return receipt requested, in any event addressed
as follows: :

AG James R. Schwartz
Deputy Attorney General
Department of Justice
Attorney General’s Office
. 50 Fremont Street, Suite 300
San Francisco, CA 94105
o Facsimile: - (415) 356-6257
with a copy to: H. Chester Horn, Jr.
A o Deputy Attorney General
California Department of justice
300 south Spring Street, Suite 500
Los Angeles, CA 90013
Facsimile: (213) 897- 2808¢

. Sharp ) San Diego Hospital Association
T R 3131 Berger Avenue, Suite 100
i San Diego, CA 92123 ‘
Attn.: Carlisle C. Lewis, III
w_ﬁ___ggngral Counsel '
-Facsmmlle. (619) 541-4065
with a copy to: John‘F.vWalker, Jr.

Latham & Watkins

633 West Fifth Street, Suite 4000
Los Angeles, CA 20071-2007
Facslmlle. (213) B891-8763

e i g

‘or‘td such other address or number, or to the -attention of such

other person, as any party may de51gnate, at any time, in wrltlng
in conformlty with these notice provisions.

- IN WITNESS WHEREOF, ‘the partles hereto have caused this
Standstlll Agreement to be executed in multlple originals by
their authorized offlcers or representatlves to be effective as
of November 15, 1996.

DANIEL.E. DUNG N, ATTORNEY GENERAL SAN DIEGO HOSPITAL
ASBOCIATION AND ITS
AFFILIATED CORPORATIONS

By:
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Section, .and each of them, and any expert consultants retained by

Sharp Memorial Hospital, Sharp Cabrillo Hospltal ~ Sharp Chula

STATE OF CALIFORNIA
DEPARTMENT OF JUSTICE
OFFICE OF THE ATTORNEY GENERAL

"

Delegation of Authority to Conduct Inveatigation

Pursuant to the provisions of section 11182 of the

Government Code of the State of California, I hereby authorize
Carole Kornblum, Assistant Attorney General; James R. Schwartz
and H. Chester Horn, Jr., Deputy Attorneys General, and the

attorneys and/or auditors assigned to the Charitable Trust

them, to conduct an investigation into the business activities
and affairs of San Diego Hospital Association, a charitable

corporation and its affiliates including, but not limited to,

Vista- MedlcaL Center, Sharp Temecula Valley and Sharp Mission
Park apd the officers, directors anq employees of such.

(collectively referred cto hereafter as "Sharp"). Carole
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Kornblum, jémesz;'SChwaité, H. Chester Horn, Jr., and the
are authorized to issue subpoenas, inspect books and records,

connection therew1th as they deem necessary. Any expert

~Kornblum, James R. Schwartz, H. Chester Horn, Jr., and the

.

at;orneysvand auditors assigned to the Charitable Trust Section

hear complalnts~~take tes%amony and admlnlster oaths in

3 [EE RIS

consultants retalned by them are authorized to inspect books and
records and hear complaints in this matter.

In connection therewith, I delegate to the said Carole

attorneys and auditors assigned to the Charitable Trust Section,

the powers conferred upon me by Government Code sections 11180
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and 11181. This delegation is not exclusive, and additional

delegations may be made to other persons in this and other

matters.

Such investigation concerns matters relating to subjects

under the jurisdiction of the Department of Justice and the

Office of the Attorney General.

Dated: G?LGw~%A~Q&- 4r;¥C?% G
T el £ 4

Attorney General /of the
State of Califofnia
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