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Specialized's argument that Dittmann was required to use generally
accepted accounting principles and found Dittmann liable for breach of
warranty.' 92 The Minnesota Supreme Court reversed and stated:
The warranty on the accuracy of the balance sheet
makes no mention of generally accepted accounting
principles.
This raises the crucial legal issue: was
Dittmann's financial statement required to be prepared in
accordance with generally accepted accounting principles?
If Dittmann was under no legal obligation to follow
generally accepted accounting principles, its balance sheet
cannot be said to overstate net worth in violation of the
agreement warranties. Rather, its balance sheet would be
accurate based upon the accounting principles employed.
A number of factors weigh heavily in favor of the
view that in this case, the financial statement need not have
been figured according to generally accepted accounting
principles. We note that the IRS accepts Dittmann's method
of income/expense recognition as proper for income tax
returns. Dittmann's method of income/expense recognition
was not employed to make the business look better at the
time of the sale. Rather it was the method that Dittmann
had traditionally used. [Specialized]... used the method he
complains of in this suit. Dittmann's accountant, after the
closing, asked... [Specialized's] new accountant to inform
him of any discrepancies found in his audit of the balance
sheet. [Specialized's] ... accountant replied that the only
difference was in the timing of income/expense recognition
and that he should continue without changes. Considering
these undisputed facts, the trial court's finding of a breach
of warranty based on the April 30, 1979 balance sheet is
clearly erroneous and cannot stand.'93
2. Fraud and Breach of Contract/Warranty Damage Standards
The difference between a contract claim and a tort claim is that
with a contract claim the issue is whether you got what you paid for,
whereas with a tort claim the issue is whether you were misled and, if so,
92Md.

93
"'
1d. (citing 26 U.S.C. § 446(c)(2) (1982)).
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what is your actual damage. The purchaser of a business is entitled to
receive exactly what he or she paid for (i.e., receive the benefit of the
bargain). Lawsuits over the value of the target company in an acquisition
or a merger generally arise out of disputes over the methodology used to
value the business or disputes over misdisclosures or nondisclosures
affecting the valuation calculations, like SpecializedTours."9 The focus,
then, is on the adequacy of the valuation and the materiality of the
disclosures made or information withheld."9
With regard to the actual valuation, there is no methodology that
is legally correct per se, but the method employed should be generally
accepted in the financial community.'9 6 Likewise, there is no obligation
imposed as a matter of law upon a seller to have its financial statements
provided to a purchaser prepared in accordance with generally accepted
9 and any legal obligation in that regard
accounting principles (GAAP),"'
will arise out of the terms of the sale agreement!"8 Moreover, the terms
of the agreement may be strictly construed. For example, in Godchaux
v. Conveying Techniques, Inc., 99 the court held that the seller of a
corporation that warranted that its financial statements accurately reported
the corporation's value did not warrant that the corporation had no
potential liability if it withdrew from a multiemployer union pension plan
when the seller's financial statements were prepared in accordance with
GAAP and that GAAP did not require disclosure of the potential
liability 0
Even if an agreement provides that the financial statements must
be prepared according to GAAP, it does not, as a matter of law, clearly

'9'See
95

discussion supra notes 180-92 and accompanying text.

' Specialized Tours, 392 NAV.2d at 530.
'5Cf Technicolor!, 542 A.2d at 1186 (noting that consideration should be given to

all valuation techniques generally accepted in the financial community).
"'SpecializedTours, 392 NAV.2d at 530. The term "GAAP" is a term of art, the use
of which has specific legal consequences:
Standard accounting practice recognizes a hierarchy of "generally accepted
accounting principles" comprised of general principles that pervade the
practice of accounting, followed by the published standards of the American
Institute ofCertifiedPublicAccountants ("AICPA"), followed by the prevalent
customs and usages of the accounting profession, and completed by the
remaining extant literature in the accounting field. The heart of this system
of accounting norms is the standards which AICPA's Financial Accounting
Standards Board ("FASB") publishes.
Godchaux v. Conveying Techniques, Inc., 846 F.2d 306, 315 (5th Cir. 1988) (citations
omitted).
19'Godchaux, 846 F.2d at 315-17.

1-846 F.2d 306 (5th Cir. 1988).

'o Id at 315-17.
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and conclusively define exactly how those statements are to be
prepared.2 ° ' Courts have ruled that accountants have discretion to choose
from any of a variety of accounting principles, 0 2 constrained only by the
terms of the sales agreement, such as a clause requiring that the GAAP
rules applied must be consistent with those applied in preparing the
business' previous financial statements. 20 3 This means of course that the
GAAP rules can, without an agreement, differ from those used to prepare
previous financial statements. Such a change is permissible because the
objective in preparing financial statements is different when a business is
being sold. For example, in Godchaux, the court held that the financial
statements provided to the purchaser were designed solely to affix the
corporation's value for sale and did not have to contain information that,
in the accountant's view, was not useful in assessing the corporation's
worth in that regard.2 °4
A new owner of a business does not have a right to a profit margin
equal to that of a previous owner and, thus, any decrease in profits
following a change in ownership or control does not in and of itself give
rise to a cause of action. 2 5 Likewise, statements that a business will
yield "large profits" is a matter of opinion and cannot form the basis of
a cause of action. 206, Similarly, even if representations or predictions are
made regarding the potential earning power of a business, they may not
form the basis of a cause of action if both parties have equal access to the
"'I1d.
at 317.
2
In Thor Power Tool Co. v. Commissioner, 439 U.S. 522 (1979), the United States
Supreme Court held:
Accountants long have recognized that "generally accepted accounting
principles" are far from being a canonical set of rules that will ensure identical
accounting treatmentofidentical transactions. "Generally accepted accounting
principles," rather, tolerate a range of "reasonable" treatments, leaving the
choice among alternatives to management.
Id. at 544. Thor requires a court to defer to the professional judgment of the accountant who
prepares the financial statements. Id. at 538-44. This rule of law suggests that an ethical,
reasonably diligent accountant may choose to apply any of a variety of acceptable accounting
procedures when that accountant prepares a financial statement. Id. at 544. For example, the
phrase "generally accepted accounting principles," when used in the sale of one company to
another, "should not be interpreted in vacuo but only in relation to the particular type of
business involved." Pittsburgh Coke & Chem. Co. v. Bollo, 560 F.2d 1089, 1092 (2d Cir.
1977). 2 3
" Godchaux, 846 F.2d at 317.
20
4Id.
2
OSSee, e.g., Domestic Fuel Corp. v. Marine Midland Bank, N.A., 79 B.R. 184, 191
(Bankr. S.D.N.Y. 1987) (holding that when a debtor falls to establish that a decrease in profit
margins resulted from extraordinary events, the debtor has not substantiated a cause of action
for breach
of warranty).
2
'Id. at 195 (citations omitted).
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business's books and records prior to closing. 0 7 Thus, as a general rule,

so long as a sale agreement warrants only that no material items have
been omitted and each item is accurately described in the balance sheet,
the agreement cannot be interpreted to warrant that profit or loss
estimates are substantially correct. For example, in DeltaHoldings, Inc.
v. National Distillers & Chemical Corp.,208 the United States Court of

Appeals for the Second Circuit held that where a reinsurance
corporation's balance sheet conformed with GAAP with respect to its

estimation of liability for incurred-but-not-reported (IBNR) claims for
purposes of determining the sufficiency of loss reserves, there was no

warranty violation for an inaccurate estimation because "[i]nformed
guesswork" is an accepted basis for making such predictions.2P
To sustain a breach of contract/warranty claim, a plaintiff may not
have to prove express reliance such as a change in position in reliance on

a misrepresentation or omission.2 1 Instead, "any reliance [may be]
satisfied by 'the express warranty... being part of the bargain between
the parties.""'21 The primary focus then is on whether the information

misrepresented or withheld was material. The applicable legal standard
regarding the "materiality" of information in a securities context has been
established by the United States Supreme Court to be whether "there is
a substantial likelihood that a reasonable shareholder would consider [the
information] important" or "a substantial likelihood that the disclosure of

the omitted fact would have been viewed by the reasonable investor as
having significantly altered the 'total mix' of information made
'
available."212
In the context of state law claims, it has been recognized
207Id at 195-96; see also Magnaleasing, Inc. v. Staten Island Mall, 428 F. Supp. 1039,
1042-43 (S.D.N.Y.) (holding that where defendant misrepresented volume and rate of leasing
in mall and taxes plaintiff would pay per square foot, and where defendant had superior
knowledge to which plaintiff did not have equal access, defendant was liable for intentional
misrepresentations), affd, 563 F.2d 567 (2d Cir. 1977); cf.West Side Fed. Say. & Loan v.
Hirschfeld, 476 N.Y.S.2d 292, 295 (N.Y. App. Div. 1984) (explaining that some
misrepresentations of fact based on opinion may be actionable under innocent
misrepresentation).
20945 F.2d 1226 (2d Cir. 1991), cerL denied, 503 U.S. 985 (1992).
201, at 1249-50.
21"d. at 1246 (citing CBS, Inc. v. Ziff-Davis Pub. Co., 553 N.E.2d 997, 1000 (N.Y.
1990)).
2111d(quoting CBS, 553 N.E.2d at 1001).
212TSC Indus., 426 U.S. at 449. See also Delta Holdings, 945 F.2d at 1242-43, where
the court held that actuarial firm's report concerning reinsurance corporation's loss reserve for
incurred-but-not-reported (IBNR) claims was not material to purchase of reinsurance
corporation. As a result, no duty was imposed on corporation's president under securities laws
and warranty in stock purchase agreement to disclose report as accounting firm and actuarial
firm evaluating reserves in connection with purchase were familiar with accounting method
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that information is "'material' if it 'relat[es] to [a] matter which is so
substantial and important as to influence [the] party to whom [it was]
made, ' ' 2 3 and "'but for the alleged non-disclosure or misrepresentation
the complaining party would not have entered into the transaction."'" 4
Thus, these claims are fact intensive.
With regard to damages, recovery on a claim for breach of
contract/warranty may be limited to the contract price.215 This is so
because "'[a] party whose contract has been breached is not entitled to be
placed in a better position because of the breach than he would have been
had the contract been performed,' '2 6 but consequential damages may be

described in report and calculations possible from worksheets appended to report would not
have been of interest at time balance sheet was prepared. Id. at 1243 (citations omitted). Cf.
Godchaux, 846 F.2d at 318-19, where the court held that under Louisiana law an omission
from financial statements of a footnote disclosing information about union pension plan did not
breach warranty that financial statements ofsold business would be prepared in accordance with
generally accepted accounting principles, where there was a lack of such information in
corporation's previous financial statements or in industry's financial statements, lack of any
affect such potential liability would have had on business' value, and a one-year delay before
buyer complained.
2
"Godchaux, 846 F.2d at 316 (quoting BLACK'S LAW DICTIONARY 880 (5th ed. 1979)).
214
1d. at 316-17 (quoting Hauben v. Harmon, 605 F.2d 920, 924 (5th Cir. 1979)). As
noted by the court in Godchaux:
The question of materiality generally arises in a context in which a deceiving
party has induced a deceived party to undertake some act of detrimental
reliance. In this context, "materiality" expresses the notion that the deceived
party would have acted differently had he known the truth about the fact
misrepresented.
Id. at 317 (quoting Mamco, Inc. v. American Employers Ins. Co., 736 F.2d 187, 190 n.6 (5th
Cir. 1984)).
'SSee, e.g., Sound Video, 700 F. Supp. at 141 (finding that plaintiff could not recover
lost profits on video equipment company's breach of contract claim against another company
arising out of an aborted merger of the two companies as the claim was governed by Uniform
Commercial Code which does not allow lost profits as a measure of damages and also limits
seller's remedy to the price of goods accepted) (citing U.C.C. § 2-709 (1984)).
6Pincus v. Pabst Brewing Co., 893 F.2d 1544, 1555-56 (7th Cir. 1990) (quoting the
district court judge's jury instructions and holding that verdict which awarded holder of right
of first refusal for purchase business damages based on value of business and first year's profits
was excessive where the holder of the right of first refusal had entered into contract with
another to sell the business on two days' notice for $525,000 and $525,000 was the most which
could be awarded to the holder for the seller's breach). See also Bell Food Serv., Inc. v.
Sherbacow, 586 A.2d 1157, 1159-60 (Conn. 1991) (holding that stock seller's breach of
financial covenant that corporation had no outstanding debt at time of closing entitled buyer
to recover damages, even though corporation paid sales and use tax deficiency, and even though
corporation met or exceeded its value represented in the contract even after payment of
deficiency as contract required reduction of purchase price by amount of funds necessary to
prevent breach of financial covenants); Merrill Lynch, Pierce, Fenner & Smith, Inc. v. Cole,
457 A.2d 656, 665 (Conn. 1983) (holding that in broker buyer's breach of contract action
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recovered. 1 7 The appropriate measure of damages for a seller's breach
of contract/warranty with regard to stock or ownership of a company
having market value is the market value on the date the stock or

against seller for failure to deliver shares per agreement, appropriate measure of damages to
broker buyer was difference between cost of purchasing shares in open market and contract
price); Klein v. Munson, 151 A. 177, 179 (Conn. 1930) (holding that buyer is entitled to
measure of damages for the difference between contract price and market price ofstock at time
of broker's breach of contract); Peck v. McClurg, 548 A.2d 17, 20 (Conn. App. Ct. 1988)
(holding that appropriate measure of damages in breach of contract to buy restaurant stock was
difference between purchase price of stock under conditional sales contract less the value of
the stock at time of buyer's undisputed breach of that contract); Ingber v. Ross, 479 A.2d 1256,
1266 (D.C. 1984) (holding that value of minority stockholder's own dental practice which he
had contributed to professional corporation when he entered into stock purchase agreementwith
majority stockholder, consisting of dental equipment and supplies, patient charts, x-rays, study
models and other records, prepaid professional liability insurance, accounts receivable, and
goodwill, was not appropriate to determining damages due to majority stockholder's
anticipatory repudiation of agreement in that minority stockholder was able to solicit patients
who were free to follow him in his new practice if they so chose); Lynch, 429 Aid at 501
("Rescission calls for the cancellation of the bargain and the return of the parties to the status
quo and hence where this is impossible because of the disposal or retirement of the stock
involved, the proper measure ofdamages should be the equivalent value ofthe stock at the time
of resale or at the time of judgment.") (quoting 15A FLETCHER CYCLOPEDIA COPORAM0nOS
§ 5598 (penn. ed. 1990)); Taylorv. Gross, 288 A.2d 134, 136 (Md. 1972) (holding that where
seller of stock had attempted to ascertain standard of damages for breach of contract for
purchase of stock other than $10 per share price fixed in agreement with buyers who had not
consummated their purchase of stock, and where there was no readily available market for
resale of stock, seller was entitled to agreed price of $10 per share); Barber v. Somers, 150
A.2d 408, 413 (N.H. 1959) (holding that where seller innocently misrepresented value of
capital stock to buyers, the fact that buyers did not intend to liquidate this portion of business
was immaterial and buyers were entitled to recover difference between what asset was worth
and what it would have been worth had representation been true); Langlois v. Maloney, 64
A.2d 697, 702 (N.H. 1949) (holding that damages for breach of contract to purchase
corporation's stock are measured by difference between contract price and market value of
stock); Tilghman v. Dollenberg, 213 A.2d 324, 326-27 (Pa. 1965) (holding that a party who
has been induced by fraud to purchase stock is entitled to recover the difference between the
true value of the stock and the purchase price); Carr v. Carr O'Brien Co., 132 A.2d 188, 189
(Pa. 1957) (holding that where delay in payment by corporation to minority stockholder for his
stock interest was largely attributable to his excessive estimate of fair value of his stock and
his persistent demands for payment in excessive amount, he was not entitled to interest on sum
payable for his stock interest); Barium Steel Corp. v. Wiley, 108 A.2d 336, 343 (Pa. 1954)
(holding thatwhere defendants guaranteed in stock purchase agreement that there were no taxes
due or payable by corporation in excess of reserves or accruals therefore when in truth there
were taxes due which plaintiff's subsidiary was compelled to pay, plaintiff was entitled to
recover interest on money expended for payment of taxes).
2
"See Willco Kuwait (Trading) S.A.K. v. DeSavary, 834 F.2d 618,629 (1st Cir. 1988)
(noting that when a contract has been breached, "the other party is entitled to receive those
or such as may reasonably be
damages 'arising according to the usual course of things ....
supposed to have been in the contemplation of both parties, at the time they made the
contract"') (quoting George v. George F. Berkander, Inc., 169 A.2d 370, 372 (R.I. 1961)).
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ownership was scheduled to be delivered.2 18 Fraud claims, on the other
hand, provide a more expansive remedy and can include awards for lost
profits, etc.,219 and even punitive damages.220
D. Reorganizations
1. The Plan

For public policy reasons, a plan to reorganize under Chapter 11

of the Bankruptcy Code22 cannot be confirmed unless there is a
reasonable likelihood that the plan's promises will be fulfilled (i.e., that
the payments will be made as provided) and that the reorganized business
will survive as an economically valuable entity. 222 In this regard, the

Bankruptcy Code requires a "feasibility" finding as a prerequisite for the
court to then find that "[c]onfirmation of the plan is not likely to be
followed by the liquidation, or the need for further financial
reorganization, of the debtor," unless the plan is a liquidation plan or the
...
See, e.g., Buford v. Wilmington Trust Co., 841 F.2d 51, 56 (3d Cir. 1988) (holding
that under Pennsylvania law, appropriate "measure of damages for a seller's breach of a
contract to deliver securities having a market value is the market value on the date the
securities should have been delivered, plus prejudgment interest); Hagerman v. Yukon Energy
Corp., 839 F.2d 407, 412, 415 (8th Cir. 1988) (affirming the district court's award of damages,
measured by the difference between the contract price of the stock which the plaintiff should
have received and its fair market value), cert. denied, 488 U.S. 820 (1988).
2
"SeeSound Video, 700 F. Supp. at 141 (holding that video equipment company was
entitled to lost profits on its claim of fraud against second video equipment company arising
out of aborted merger of the two companies) (citing Four "S"Alliance Inc. v. American Nat'l
Bank & Trust Co., 432 N.E.2d 1213, 1216 (111.
App. Ct. 1982); ABC Trans Nat'l Trans., Inc.
v. Aeronautics Forwarders, Inc., 413 N.E.2d 1299, 1312 (111.App. Ct. 1980)).
"'See, e.g., Sperau, 674 So. 2d at 39-40 (awarding $6 million in punitive damages for
fraudulent misrepresentation regarding sales and profit forecasts); VF Corp., 1996 Md. App.
LEXIS 157, at *21 (finding that the defendant's actual knowledge of a false representation
supports an award of punitive damages).
22111 U.S.C. § 1129(a) (1994) (explaining that a court will not confirm a plan until
certain requirements are met). Valuation issues also arise in Chapter 7 liquidation proceedings,
but those issues are not subject to discussion in this article other than to the extent they relate
to Chapter I1 proceedings.
12GEORGE

M. TREISTER ET AL., FUNDAMENTALs OF BANKRUPTCY LAW, ch. 11,

§ 9.04(e)(4), at 481 (A.L.I. 1996). See also In re Acequia, Inc., 787 F.2d 1352, 1364 (9th Cir.
1986) (noting that proponent must show plan has reasonable probability ofsuccess); In re Pizza
of Hawaii, Inc., 761 F.2d 1374, 1382 (9th Cir. 1985) (stating that in order to confirm plan, the
court must estimate or take into account the value of a large disputed civil claim that could
impair the debtor's ability to stay in business). This so-called feasibility concept is designed
to prevent the adverse economic and social consequences of another business failure and to
protect against deception those who will have future dealings with the enterprise that emerges
from the Chapter 11 case. Id.
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plan involves an anticipated merger or similar business combinationm
Consequently, whether a debtor will be able to reorganize, and whether
creditors will be entitled to any distribution, will be dependent on a
valuation of the ongoing entity that demonstrates feasibility.
The issues presented in a reorganization are whether the
reorganized debtor can reasonably be expected to have future net earnings
and cash flow sufficient to meet its restructured interest and dividend
requirements (as well as to amortize the principal of the restructured
debts), whether the proposed new capital structure (including the
relationship of debt to equity in the reorganized company) is excessive or

sound, and, possibly, whether any new securities to be issued are of a
misleading nature. " 4 The factors to be considered by the court in making
a feasibility determination include:

(1) the adequacy of the capital structure; (2) the
earning power of the business; (3) economic conditions; (4)
the ability of management; (5) the probability of the
continuation of the same management; and (6) any other
related matters which determine the prospects of a
sufficiently successful operation to enable performance of

the provisions of the plan.'
While it is not mandated that a corporate debtor be valued as a "going
concern," in order to satisfy the Bankruptcy Code's feasibility inquiry and
to determine certain factors, such as "adequacy of the capital structure"
and "earning power of the business," a valuation is a virtual necessity.'
m"See 11 U.S.C. § 1129(a)(1I) (1994).
" 4TREisTER ET AL., supra note 222, § 9.04(e)(4), at 481.
'In re Landmark at Plaza Park, Ltd., 7 B.R. 653, 659 (Bankr. D.NJ. 1980). The
Bankruptcy Court for the Southern District of Ohio stated:
To establish feasibility under [11 U.S.C.A.] § I 129(a)(l 1). a proponent must
demonstrate that its plan offers "a reasonable prospect of success" and is
workable. ... [A] plan proponent must show that its projections of future
earnings and expenses are derived from realistic and reasonable assumptions
and that it has the ability to make the proposed payments.
In re Rivers End Apartments, Ltd., 167 B.R. 470, 476 (Bankr. S.D. Ohio 1994) (citation
omitted).
"6See 5 WILLIAM M. COLLIER, COLLIER ON BANKRUPTCY 1129.02, at 1129-63 (15th
ed. 1996) (discussing the relevance of a feasible plan); Consolidated Rock Prods. Co. v. Du
Bois, 312 U.S. 510, 525 (1941) (holding that in corporate reorganization proceeding, valuation
including earning capacity of enterprise is essential to determining feasibility and fairness of
plan); In re New York New Haven & Hartford R.R., 4 B.R. 758, 772-73 (Bankr. D. Conn.
1980) ("'Absent the requisite valuation data, the court is in no position to exercise the informed
judgement required of it in assessing the fairness, equity and feasibility of a plan .... )
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In fact, failure to present a properly conducted valuation can be fatal.
For example, in ConsolidatedRock Products Co. v. Du Bois,22 7 a parent

corporation and its two wholly owned subsidiaries sought to reorganize.
The assets of the subsidiaries had been commingled by the parent that
had undertaken the management of both subsidiaries.228 The total
mortgage debt of one subsidiary was less than that of the other, but the
net income of the reorganized company was to be divided into two equal
parts, one to service new securities issued to bondholders of one
subsidiary and the other to service those issued to bondholders of the
other subsidiary.229 This raised questions of the fairness of the
reorganization plan to the bondholders inter se, and the bondholders

objected.

The United States Supreme Court upheld the reversal of

confirmation of the plan because the plan proponents did not present a

valuation showing the earning capacity nor did the plan set forth the
assets that were to be dedicated to the payment of the bonds of each

subsidiary. 30

(quoting 6A COLLIER, COLLIER ON BANKRUP'rcY 11.05, at 184-85 (1977)). See also II
U.S.C. § 1129(b) (1994) (listing the requirements for classes of secured and unsecured claim).
The United States Supreme Court required valuation in connection with the "fair and
equitable" test under the former Bankruptcy Act. Group of Institutional Investors v. Chicago
Milwaukee, St. Paul & Pacific R.R., 318 U.S. 523, 541-42 (1943); Consolidated Rock, 312
U.S. at 525-26; In re Johns-Manville Corp., 68 B.R. 618, 636 (Bankr. S.D.N.Y. 1986) ("A
valuation of the debtor's business is, by virtue of the statutory language, almost a prerequisite
to a determination that a plan satisfies the fair and equitable test of § 1129(b)."), aff'd in part,
rev'd in part,78 B.R. 407 (S.D.N.Y. 1987), aff'dsub nom. Kane v. Johns-Manville Corp., 843
F.2d 636 (2d Cir. 1988).
A valuation may also be necessary to show compliance with the "best interests" test
in 11 U.S.C. § 1129(a)(7) (1994). 5 COLLIER, supra,§ 1129.02, at 1129-42. Whether or not
an impaired class of claims or interests accepts a plan by the requisite majorities, the dissenting
members ofthe class are protected against unfair or unreasonable imposition by the requirement
that all nonaccepting members of the class, whether they vote or not, must receive at least as
much as they would realize in a hypothetical Chapter 7 liquidation of the debtor. TREISTER
ET AL.., supra note 222, § 9.04(e)(5), at 481-82. This requirement is otherwise known as the
"best interests" test. See In re Best Prod. Co., 168 B.R. 35 (Bankr. S.D.N.Y. 1994) (noting that
when applying best interests test for Chapter 11 plan confirmation purposes, courts must
consider value of debtor's assets in excess of valid liens and exemptions and determine, using
Chapter 7 payment priorities, whether each nonaccepting claimant or interest holderwill receive
at least as much under plan as it would if debtor's assets were liquidated under Chapter 7 at
date of confirmation). Notably, the "best interests" test does not come into play when all
members of the class affirmatively vote to accept the plan. See 11 U.S.C. § 1129(a)(7)(A)(i)
(1994). Moreover, the "best interests" test does not apply to unimpaired classes, with respect
to which all members are deemed to accept. 11 U.S.C. §§ 1126(0, 1129(a)(7) (1994).
227312 U.S. 510 (1941).
S281d. at 523.
229
1d at 525.
3
ld. at 524-25. The court in ConsolidatedRock stated:
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Moreover, valuation becomes extremely important if the plan
provides for long-term payments to creditors. As stated by the court in
In re White,"1 "In general, proof of feasibility is an easier task when
payouts are done over shorter periods of time. The longer the debtor

proposes a payout, the more difficult it may become to prove distant

future ability to service debts." 2 The court in In re White refused to
confirm a plan calling for a thirty-year payout on short-term secured
indebtedness absent a valuation which made a showing of continued
profitability of the debtor's truck hauling operation, which had just begun
before the Chapter 11 petition was filed, even though the hauling
operation was presently profitable. 3
2. Reorganization Standard

-

The Expectation of Income

The United States Supreme Court has held that when determining
the value of a debtor undergoing reorganization (i.e., reorganization
value), the focus must be to determine the "expectation of income" of the
debtor. 4 In ConsolidatedRock Products Co. v. Du Bois, s the Court

defined reorganization value as follows:
"[Tihe commercial value of property consists in the
expectation of income from it." Such criterion is the

appropriate one here, since we are dealing with the issue of

From this record it is apparent that little, if any, effort was made to value the
whole enterprise by a capitalization ofprospective earnings. The necessity for
such an inquiry is emphasized by the poor earnings record of this enterprise
in the past Findings as to the earning capacity of an enterprise are essential
to a determination of the feasibility as well as the fairness of a plan of
reorganization. Whether or not the earnings may reasonably be expected to
meet the interest and dividend requirements of the new securities is a sine qua
non to a determination of the integrity and practicability of the new capital
structure.
Id at 525.
'36 B.R. 199 (Bankr. D. Kan. 1983).
m2Id at 205.
"Id at 202, 205. Other types of claims can arise out of the confirmation process,
such as fraud, if it can be established that the debtor fraudulently procured confirmation of a
plan of reorganization. See Inre Circle K Corp., Nos. CIV.A.90-5052-PHX-GBN to 90-5075PHX-GBN, 1996 WVL 529399, at *1 (Bankr. S.D.N.Y. May 30, 1996) (plaintiffs sought legal
and equitable reliefin connection with claim that defendants fraudulently procured confirmation
of plan by misrepresenting post-confirmation ownership of debtor as well as value of debtor
in confirmation process).
4ConsolidatedRock, 312 U.S. at 526.
25312 U.S. 510 (1941).

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 22

solvency arising in connection with reorganization plans
involving productive properties. It is plain that valuations
for other purposes are not relevant to or helpful in a
determination of that issue, except as they may indirectly
bear on earning capacity. The criterion of earning capacity
is the essential one if the enterprise is to be freed from the
heavy hand of past errors, miscalculations or disaster, and if
the allocation of securities among the various claimants is to
be fair and equitable. Since its application requires a
prediction as to what will occur in the future, an estimate,
as distinguished from mathematical certitude, is all that can
be made. But that estimate must be based on an informed
judgment which embraces all facts relevant to future earning
capacity and hence to present worth, including, of course,
the nature and condition of the properties, the past earnings
record, and all circumstances which indicate whether or not
that record is a reliable criterion of future performance. A
sum of values based on physical factors and assigned to
separate units of the property without regard to the earning
capacity of the whole enterprise is plainly inadequate.236
The Court has also referred to reorganization value as "'the present worth
of future anticipated earnings."' 7
Determining reorganization value or the expectation of income (and
at the same time, determining whether or not a plan of reorganization is
feasible and fair) means determining a corporation's going concern value,
not book or appraisal value. 8 "It is well established that the valuation
of the debtor for this purpose is not a liquidation value unless the debtor
is worth more on this basis than as a 'going concern.' Rather, it
'
ordinarily involves a 'going concern' or 'reorganization' valuation."239

'361d. at 526 (quoting Justice Holmes in Galveston, Harrisburg & San Antonio Ry. Co.
v. Texas, 210 U.S. 217, 226 (1908)) (emphasis added) (citations omitted).
" 7 Protective Comm. for Indep. Stockholders of TMT Trailer Ferry, Inc. v. Anderson,
390 U.S. 414,442 n.20 (1968) (quoting Jerome Frank, EpitheticalJurisprudenceand the Work
of the Securities and Exchange Commission in the Administration of Chapter X of the
Bankruptcy Act, 18 N.Y.U. L.Q. REv. 317, 342 n.68 (1941)). The Court in Protective
Committee noted further that "'the present worth of future anticipated earnings ... is not
directly dependent onpastearnings; these latter are important only as a guide in the prediction
of future238earnings."' Id. (quoting Frank, supra, at 342 n.68).
1d. at 443.
239TREISTaR ET AL., supra note 222, § 9.04(f)(1), at 487.

1997]

VALUATION LITIGATION

As stated by the Court in Protective Committee240for Independent
Stockholders of TMT TrailerFerry,Inc. v. Anderson:
In the present case the book value of the debtor's assets on
Claims against the
May 31, 1962, was $1,887,185.77.
debtor totaled $5,447,370.05. The actual fair value of the
debtor's total assets was $2,238,387.62 and their net value
Although these figures show that
was $1,978,481.73.
liabilities far exceeded assets, they are not of controlling
importance. The District Court recognized that goingconcern value, not book or appraisal value, must govern
determination of the fairness of the plans of reorganization,
and respondent concedes that the value of TMT's business
depended "not on the inherent value of its assets but
primarily on maintaining a high level of earnings."'
To comply with this requirement, the Court in ConsolidatedRock stated
that determining reorganization value requires a valuation of "the whole
242
' Typically, this
enterprise by a capitalizationofprospective earnings."
entails "roughly, predicting the reorganized debtor's average appropriate
capitalization rate - or more accurately, discounting the debtor's
projected future net income stream to present value at an appropriate
rate."' 43 However, the United States Supreme Court has yet to define the
term "earnings" or prescribe a particular valuation methodology for
capitalizing earnings.244 "Instead, the Court has left it to the bankruptcy
courts to determine the 'extent and method of inquiry necessary for a
valuation based on earning capacity... dependent on the facts of each
case."' 245 The two most common methods of valuation employed by the
bankruptcy courts are the Comparable Company Analysis and the
Discounted Cash Flow Analysis.2 46 Prior to 1980, and in many cases
since then, the Comparable Company Analysis has been the valuation

240

390 U.S. 414 (1968).
"Id. at 442-43 (quoting Brief for Respondent at 42).
242ConsolidatedRock, 312 U.S. at 525 (emphasis added).
'43TREtSTER ET AL., supra note 222, § 9.04(0(1), at 487.
'"Peter V. Pantaleo & Barry W. Ridings, Reorganization Value, 51 Bus. LAW. 419,
420 (1996).
'0Iad at 420-21 (quoting ConsolidatedRock, 312 U.S. at 527).
at 421. "In arriving at a value... an estimate must be made of the present value
26Id
of future earnings. The discounted cash flow approach... achieves this objective." Id at 421
n.8 (quoting In re Jartran, Inc., 44 B.R. 331, 368 (Bankr. N.D. I11.1984)).
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methodology used by the bankruptcy courts. 47 It has only been since
1980 that the bankruptcy courts began to use the Discounted Cash Flow
Analysis.24 Both of these methodologies are discussed in Part II of this
4id. at 436. See also In re Muskegon Motor Specialties, 366 F.2d 522, 525 (6th Cir.
1966) ("Although property may be valued in several ways, the courts have long held that
earning capacity, the capitalization of future profits, is the appropriate method of valuation in
connection with Chapter X proceedings.") (citations omitted); In re Equity Funding Corp., 391
F. Supp. 768, 773 (C.D. Cal. 1975) ("Mhe proper method of valuation is 'to value the whole
enterprise by a capitalization of prospective earnings."' (quoting ConsolidatedRock,312 U.S.
at 525)); In re Imperial '400' Nat'l Inc., 374 F. Supp. 949, 973 (D.N.J. 1974) ("In order to
complete the valuation of Schiavone [Construction Company], it is necessary to determine the
appropriate capitalization rate to apply to its earnings."); In re Yuba Consol. Indus., Inc., 242
F. Supp. 561, 566 (N.D. Cal. 1965) ("[D]etermining the appropriate rate of capitalization and
"); In re Keeshin Freight Lines, Inc., 86 F. Supp. 439, 445 (N.D.
the price-earnings ratio ....
Ill.
1949) ("'[C]apitalization of prospective earnings is the proper measurement of value'
....")(quoting COLLIER'S ON BANKRUPrCY (14th ed.); In re Barlum Realty Co., 62 F. Supp.
81, 84 (E.D. Mich. 1945) ("It is well recognized that going concern values of assets of
companies in reorganization require a prediction of their future earning capacity .... "); In re
Resorts Int'l, Inc., 145 B.R. 412, 444 (Bankr. D.N.J. 1990) (noting that a reorganization value
was "based upon a capitalization of future earnings"); In re Allegheny Int'l, Inc., 118 B.R. 282,
305 (Bankr. W.D. Pa. 1990) (stating that financial advisor provided valuation based on market
capitalization and adjusted market value); In re Duplan, 9 B.R. 921, 927 (S.D.N.Y. 1980) ('To
value an ongoing business for Chapter X purposes, it is well settled that prospective earnings
are capitalized."); Richard H. Fearon & Mitchell R. Julis, The Role of Modern Finance In
Bankruptcy Reorganizations,56 TEMPLE L.Q. 1, 14 (1983) ('The present techniques used by
the courts
... rely almost solely on the price/earnings (p/e) ratio.").
248
Pantaleo & Ridings, supra note 244, at 436. See also In re Valuation Proceedings
Under Sections 303(c) and 306 of the Regional Rail Reorganization Act of 1973, 531 F. Supp.
1191, 1225 (Regional Rail Reorg. Ct. 1981) ('TIhere are two components to be considered in
valuing an asset: the amount of cash it generates and the discount rate."); In re Pullman
1989) ('T'he discounted cash flow
Constr. Indus., Inc., 107 B.R. 909, 920 (Bankr. N.D. Ill.
method presents value as the sum of a stream of free cash flows from the Plan's Effective Date
into perpetuity. The present value of the cash flows is dependent on the time value of money
and the risk of producing the projected cash flows."); In re Wabash Valley Power Ass'n, Inc.,
77 B.R. 991, 1006 (Bankr. S.D. Ind. 1987) (experts relied upon "capitalization of income"
valuation method, where "some future stream of money is discounted to present value"), rev'd
andremanded on other grounds sub nom. National Rural Utils. Coop. Fin. Corp. v. Wabash
Valley Power Ass'n, Inc., 111 B.R. 752 (Bankr. S.D. Ind. 1990); In re Fiberglass Indus., Inc,
74 B.R. 738, 747 (Bankr. N.D.N.Y. 1987) (court favors discounted cash flow approach over
net earnings approach for manufacturing entity with large non-cash expenses); Johns-Manville
Corp., 68 B.R. at 636 (discounted cash flow valuation used to estimate gross value of
business), afrd in part rev'd in part, 78 B.R. 407 (S.D.N.Y. 1987), afffd sub nom. Kane v.
Johns-Manville Corp., 843 F.2d 636 (2d Cir. 1988); In re Beker Indus. Corp., 58 B.R. 725, 737
(Bankr. S.D.N.Y. 1986) ("'[Ihe appropriate method of valuation to gauge whether the
objecting party is adequately protected in a reorganization case is "going concern" or fair
market value."' (quoting In re Automatic Voting Mach. Corp., 26 B.R. 970, 972 (Bankr.
W.D.N.Y. 1983)) (citations omitted); Jartran, 44 B.R. at 368 ('The value of a firm for
corporate reorganization purposes depends primarily upon its earning capacity.. . . In arriving
at a value for these purposes, an estimate must be made of the present value of future earnings.
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article.24 9

The discounted cash flow approach... achieves this objective.") (citation omitted).
..No matter what methodology is used, the following, but by no means exhaustive,
general points acknowledged by the courts should be recognized by a debtor seeking to have
its plan of reorganization confirmed. Some of these points will also be analyzed later in the
discussions of the Discounted Cash Flow Analysis and the Comparable Company Analysis in
Part II of this article. First, a Chapter 11 debtor's contribution of labor, experience, and
expertise does not constitute a contribution of "money or money's worth" for purposes of
confirmation of a reorganization plan, when the plan would allow the debtor to retain an equity
interest in property despite the fact that unsecured creditors' claims were not satisfied in full.
Norwest Bank Worthington v. Alders, 485 U.S. 197, 203, 206 (1988). Second, assuming that
the new value exception to the absolute priority rule remains valid after the enactment of the
1978 Bankruptcy Code, an infusion ofmoney or money's worth does not meet its requirements
if it is not an "up-front" infusion of new funds essential to the success of the undertaking, or
if the infusion of funds is so insubstantial as to be only a small percentage of the unsecured
debt. In re Snyder, 967 F.2d 1126, 1131 (7th Cir. 1992). Third, a reorganization plan fails the
absolute priority rule of the "fair and equitable" test for confirmation over the objections of
creditors when, upon close scrutiny of the plan, it is determined that insiders of the debtor are
not making a "substantial new economic commitment to the reorganization of (the] debtor," but
are simply "reacquiring their ownership rights in exchange for a small contribution of cash that
will be immediately returned to them or used to retire obligations that they are already
personally obligated to pay." In re Creekside Landing, Ltd., 140 B.R. 713, 716, 719 (Bankr.
M.D. Tenn. 1992). Fourth, the contribution of adequate new capital in money or money's
worth, in return for a future participation in an enterprise which is reasonably equivalent to the
contribution, is an independent act and does not violate the absolute priority rule, but, when
former equity holders make such contributions, creditors are entitled to the present value ofall
property of an insolvent debtor existing at confirmation before stockholders may participate.
In re Woodscape Ltd. Partnership, 134 B.R. 165, 177 (Bankr. D. Md. 1991). See also In re
Route 37 Bus. Park Assocs., 146 B.R. 640, 647 (D.NJ. 1992) (recognizing that
§ 1129(b)(2)(B) of the Bankruptcy Code does not prohibit new value exception to absolute
priority rule, and "a contribution of capital under the new value exception does not result in
the distribution of property to a junior claimant on account of his junior claim, but rather on
account ofthe capital contribution"), rev'don other grounds sub nom. John HancockMut. Life
Ins. Co. v. Route 37 Bus. Park Assocs., 987 F.2d 154 (3d Cir. 1993); In re SLC Ltd. V, 137
B.R. 847, 855-56 (Bankr. D. Utah 1992) (holding that: (1) for new value exception to apply
and plan proposing it to be confirmned, plan must be fair and equitable and proposed capital
contribution must be "necessary for an effective reorganization, and... reasonably equivalent
in value to the interest in the reorganized debtor that is to be retained by the contributing...
[equity holder]"; and (2) a Chapter 11 plan proposing to use new value exception to absolute
priority rule is not "'fair and equitable' if most of the risk of loss is shifted to the unsecured
class"). Fifth, the requirement that deferred cash payments be valued as of the plan's effective
date is not fulfilled if the plan's effective date lacks certainty. In re SIS Corp., 120 B.R. 93,
98 (Bankr. N.D. Ohio 1990) (citing § 1129 (b)(2)(A)(i)(lI) of the Bankruptcy Code). Sixth,
in determining whether to order the Internal Revenue Service (IRS) to apply involuntary
payments to trust fund taxes first, a bankruptcy court should consider whether the "allocation
ofpayments increases the risk that the IRS may not collect the total tax debt," and whether that
risk is "nonetheless justified by an offsetting increased likelihood of rehabilitation." In re
Energy Resources Co., 871 F.2d 223, 234 (Ist Cir. 19S9), aJd, 495 U.S. 545 (1990).
Seventh, the interest rate on deferred taxes is not set statutorily, but must be based on that rate
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Practitioners and valuation experts have recognized that "It]here is
no 'right way' to determine reorganization value, '25O and have made the
following suggestion:

of interest that "the debtor would pay to borrow a similar amount on similar terms in the
commercial loan market," and the interest rate on a tax claim cannot be based on the interest
rate on treasury obligations since that is the government's cost of borrowing and no private
borrower can be as creditworthy as the federal government. In re Camino Real Landscape
Maintenance Contractors, Inc., 818 F.2d 1503, 1506 (9th Cir. 1987). The interest rate set forth
in 26 U.S.C. § 6621 (1994), is also not an appropriate indicator of the relevant market rate
because it does not take into account the risk or security of the borrower. Camino Real
Landscape, 818 F.2d at 1505-06. A debtor paying priority tax claims over a six year period
must apply interest to those claims at the rate established under § 6621, because that rate
represents the United States Congress's attempt "to charge taxpayers the prevailing market rate
on delinquent tax liabilities." United States v. Neal Pharmacal Co., 789 F.2d 1283, 1289 (8th
Cir. 1986). Before the rate can be applied, however, it must be determined whether the rate
reflects the risk of nonpayment, the quality and existence of security and the repayment period
and, if it does not, it is to be adjusted accordingly. Id. Eighth, a Chapter 11 plan that provides
for negative amortization of a creditor's claim should not be rejected by a court on that ground
per se but should be evaluated on a case by case basis because it is conceivable that negative
amortization would provide the creditor with the present value of its claim and meet the "fair
and equitable" standard. Great W. Bankv. Sierra Woods Group, 953 F.2d 1174, 1177-78 (9th
Cir. 1992). The market value approach, which is also applicable to chapter 12 reorganizations,
sets the discount rate of the yield for treasury bonds with a two percent upward adjustment to
account for risk. United States v. Doud, 869 F.2d 1144, 1145 (8th Cir. 1989). When
determining the cramdown interest rate to be applied to a wrap around mortgage, the court
should impose the "time value of money approach" which "takes an appropriate risk free rate
and adds an upward adjustment to take into account risks associated with the debtor, the
security, and the plan." In re Oaks Partners, Ltd., 135 B.R. 440, 445 (Bankr. N.D. Ga. 1991).
Ninth, a plan that fails to provide for the possibility of the recovery of a large judgment by a
creditor in a pending civil case is not feasible and, therefore, cannot be confirmed. Pizza of
Hawaii, 761 F.2d at 1382. In a Chapter 11 liquidation, contingent liabilities are not to be
valued at their face amounts in determining whether a company is insolvent for preference
purpose. In re Xonics Photochemical, Inc., 841 F.2d 198, 200 (7th Cir. 1988). Instead, a
contingent asset or liability "must be reduced to its present, or expected, value before a
determination can be made" as to whether a company is insolvent within the meaning of the
Bankruptcy Code. Id. at 200. See also Covey v. Commercial Nat'l Bank of Peoria, 960 F.2d
657, 659 (7th Cir. 1992) (holding that "to find value of contingent liability [for purpose of
determining whether debtorwas insolvent at time of allegedly fraudulent transfer] a court must
determine the likelihood that the contingency will occur"). Lastly, a Chapter 11 plan that limits
the enforcement of a restrictive use covenant may be confirmed when the plan is consistent
with the provisions of the Bankruptcy Code, when the limitation is necessary to an effective
reorganization, and when the objection party has identified the specific damages resulting from
breach of the restrictive use covenant. In re Arden & Howe Assocs., Ltd., 152 B.R. 971, 978
(Bankr. E.D. Cal. 1993).
25
Panteleo & Ridings, supra note 244, at 441. Messrs. Panteleo and Ridings have also
recognized that the Discounted Cash Flow Analysis and the Comparable Company Analysis
"are valid ways to measure reorganization value, especially in larger reorganization cases where
comparisons to comparable companies and detailed cash flow forecasts can be readily
generated." Id.
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[E]ven when value can be determined exclusively by using
either a discounted cash flow analysis, or a comparable
company analysis, both should be used in every case to
cross check results. Even though they are two different
methodologies, properly performed discounted cash flow and
comparable company analyses should yield reconcilable
results in most cases. Because almost every discounted cash
flow analysis relies on comparables to some extent (for
instance, to determine the cost of debt and the beta
coefficient), using additional information about the values of
those comparables, if available, to confirm valuation
conclusions would be appropriate. By taking an approach
in which a discounted cash flow analysis is complemented
by a comparable company analysis, including data on
acquisition prices for comparable companies, one builds a
valuation model that stands on several legs, each supported
by law and sound economics theory.
E. Taxation Disputes
1. Gift and Estate Tax Liability
Valuation issues arise in tax proceedings out of the vast and ever
confusing obligations imposed by the federal Tax Code, 2 the most
common of which are the obligations to pay income tax, inheritance tax,
gift tax, and tax on real estate. 3
Valuation disputes usually arise between stockholders of a
corporation and the Internal Revenue Service (IRS) in two contexts. In
the first context, a decedent is usually a holder of shares in a closely held
corporation on the date of death, the stock is not traded on an exchange,
and thus, there is no easily discoverable value. In the second context, a
gift of stock is made and the stock is not traded on an exchange. In
either one of these situations, the dispute may arise as follows: (1) the
executor of the decedent's estate makes a valuation of the stock and pays
''Id: at 441-42 (citing SHANNON P. PRATt, VALUING A BusmNsS 87 (1992) ('If the
various approaches are applied properly, results of those using historical data generally should
be reconcilable with results using discounted fuiture returns.")).
2'226 U.S.C. §§ 1-1000 (1994). Clearly, proper tax and estate planning should be the
first step towards avoiding tax liability.
"Valuation issues that arise in the context of transactions involving primarily real
estate transfers or acquisitions, and the tax implications of same, are not subject to discussion
in this article.
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the federal estate tax based on that valuation, or the giver of the stock
makes a valuation and pays the federal gift tax based on that valuation;
(2) the IRS makes its own valuation and determines that the stock was
undervalued and files a notice of deficiency demanding payment of the
tax owed; and then (3) the taxpayer files a petition in tax court for a
determination of the valuation of the stock and the tax due.25 4
For example, in Estate ofNewhouse v. Commissioner,255 Newhouse
died leaving significant stock holdings and pursuant to his will his two
sons were appointed as executors of his estate. 1 6 His sons filed an estate
tax return and valued 10 shares of Class A common stock and 990 shares
of Class B common stock in Advance Publications, Inc. (Advance) at
$8.5 million and $170.1 million, respectively. z7 The estate also valued
100 shares of common stock in Newhouse Broadcasting Company
(Newhouse Broadcasting) at $68.3 million.258 The Commissioner of
Internal Revenue filed a notice of deficiency in estate tax due based on
the IRS's own valuation of the stock which determined the Class A and
Class B common stock in Advance to be worth $420 million and $811.8
million, respectively. 9 The Commissioner
valued the stock in Newhouse
2 61
million.
$91.6
at
Broadcasting
The court in Estate of Newhouse went on to value the stock at
issue and reviewed several reports from financial experts on the
corporations and their operations, capital structures, economic conditions
of the industries, and the positions of competitor.26' The court also
considered opinions from several legal experts on the rights and
privileges attached to the stock, including rights of redemption, the right
to dividends, and rights in a merger or liquidation.262 The court valued
the Class A and Class B common stock in Advance at $176 million,
combined, or $2.6 million less than the value determined by the estate
and $1.13 billion less than that determined by the IRS.263 The court
valued the stock in Newhouse Broadcasting at $59.6 million, or $8.7

...
See. e.g., Estate of Newhouse v. Commissioner, 94 T.C. 193 (1990) (IRS alleged
undervaluation of stock held by decedent in closely held corporation); Ward v. Commissioner,
87 T.C. 78 (1986) (IRS alleged undervaluation of gifts of minority stock interests).
2594 T.C. 193 (1990).
26
3 1d. at 195.
237
1d.
258
1d.
2"9Estate of Newhouse, 94 T.C. at 195.
26Old.
26'1d. at 195-214.
2621d. at 203-11.

"6Estateof Newhouse, 94 T.C. at 248.
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million less than the value determined by the estate, and $32 million less
than that determined by the IRS. 2 " The practical importance of the
valuation battle is clear from the disparity between the estate's valuation

and that of the IRS. If Newhouse's estate was correct on the market
value of the stock, but the IRS's valuation had prevailed in court, the

ensuing tax liability would have wiped out the entire estate.2

The amount of gift tax liability was the issue in Ward v.
266 where Mr. and Mrs. Ward and
Commissioner,
their three sons formed
J-Seven Ranch Inc. (J-Seven), a cattle ranching business that had 1,000
issued and outstanding shares, all issued to the incorporators.267 Upon

incorporating J-Seven, the Wards and their sons executed a certificate of
value that fixed the price of J-Seven's stock at $2,000 per share. 63 Over

2

4Id at 252.

2As noted by commentators, if a conservative approach is not taken in tax disputes,
tax liability can be confiscatory:
For example, if the tax rate is 50% and the corporation is erroneously valued
at $1 million, the tax would be $500,000. However, if the corporation could
only be sold for $500,000, the taxing process would appropriate the full value
of the property.
The assessment of a tax contemporaneously creates a need for
liquidity in order that fuinds be available to pay the tax. In the case of a
closely held corporation, if the shares are the primary asset and must be
liquidated to pay the taxes, the overstatement of value, as compared to funds
generated when the shares are sold, can result in a transfer of the entire value
of the shares to the government. Accordingly, both public policy and equity
dictate a conservative valuation process.
Murdock, supra note 7, at 471. Professor Murdock also noted:
In the real world, shares may not necessarily be sold when a tax is
levied, but rather other assets may be used to provide the liquidity to pay the
tax. However, the net effect is the same. Because the shares cannot readily
be sold, the government appropriates the liquid assets of an estate, potentially
leaving a surviving spouse with no liquid assets and thus with markedly
reduced means of support. For example, with liquid assets valued at $1
million and shares valued erroneously at SI million but saleable only at
$500,000, the $1 million share value will lead to a $2 million estate value and
a tax of SI million. Thus, the government will receive the liquid assets and
the surviving spouse will be left with shares that can only be liquidated for
$500,000. This is the same net effect as if the government had confiscated the
stock and levied a $500,000 tax on the $I million of liquid assets. On the
other hand, had the corporation been valued at $500,000, the estate value
would have been $1.5 million, the tax $750,000, and the surviving spouse
would have retained the shares plus $250,000 of liquid assets.
lId at 479.
287 T.C. 78 (1986).
2
Id at 84-85.
26Id at 87.
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the next three years, the Wards made gifts of J-Seven Stock
to their sons
269
follows:
as
returns
tax
gift
their
on
gifts
the
and reported
Year of Gits

Total Shares

FairMarket Value

Transferred

Per Share as
I Reported

Total Value
as Reported

I

YR1

75

$2,000

$150,000

YR2

12

$ 2,300

$ 27,600

YR3

15

$2,300

$ 34,500

The Commissioner of Internal Revenue issued separate notices of
deficiency to Mr. and Mrs. Ward, determining the 2taxable
fair market
70
value of the gifts of J-Seven Stock to be as follows:
Year of Gifts

Total Shares
Transferred

FairMarket Value
Total GPfts of
Per Share as
Each Petitioner as
Determined
Determined
I

YRI

75

$ 3,700

$277,500

YR2

12

$4,275

$51,300

YR3

15

$ 4,287

$64,305

The court in Ward employed several methodologies to establish the
value of J-Seven as a whole and then adjusted the per share value of the
stock to account for its lack of marketability and restrictions contained in
the stock's certificate of designation. 27' The court then 2determined
the
72
follows:
as
be
to
stock
the
of
value
market
fair
share
per
Year of Gifts

FairMarket Value Per Share

YR1

$ 2,207

YR2

$ 2,288

YR3

$ 2,295

2691d. at 90.
Ward, 87 T.C. at 90.
271d. at 100-09.
"2 1d. at 109.
270
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The court's determination for YR1 was more than that asserted by the
Wards, but significantly less than that proposed by the IRS. For YR2
and YR3, the court's determination was even less than that of the Ward's.
Again, assessment of tax liability based upon the IRS' determination
would have significantly impaired the intended value of the gifts.'m

2. Internal Revenue Service Standard

-

Fair Market Value

The IRS values assets, including stock, under the fair market value
4
The IRS definition of fair market value is "the price at which

standard.

"Valuation issues may also arise in various other contexts which are not the subject
of this article. For example, valuation may be an issue in equitable distribution proceedings.
Courts may be required to value various types of assets such as closely held stocks and
partnership interests. See generally Willie v. Commissioner, 61 Tax Ct. Mem. Dee. (CCH)
2475, Nos. 25,465-88 & 25,904-88, 1991 Tax Ct. Mem LEXIS 209 (Apr. 25, 1991) (closely
held stock may be considered marital property and, therefore, may be subject to equitable
distribution). Closely held stock may be valued using the parameters and methodologies set
forth in Revenue Ruling 59-60 and subsequent rulings. Gerald D. McLellan, Equitable
Distribution: Law andPractice§ 2.17 (Wiley 1985). A partner's partnership interest is also
determined in essentially the same manner as the value of closely held stock. Id § 2.19.
Additionally, valuation may be an issue in disputes involving theEmployee Retirement
Income Security Act of 1974 (ERISA), 29 U.S.C.A. § 1001 (1995). An entity that maintains
an employee benefitplan must value the plan assets annually. Id. § 1023. Valuation methods
can become an issue when valuing Employee Stock Option Plans (ESOPs) for ERISA litigation
purposes. See Kuhns v. Montana Bancsystem, Inc., 76 F.3d 384 (9h Cir. 1996) (table),
reported in full text format at No. 94-35687, 1996 U.S. App. LEXIS 2273, at '10-19 (9th Cir.
Jan. 25, 1996) (defendant's use of majority premiums in valuing ESOP analyzed by Court in
determining proper value ofESOP). Consequently, valuation discounts and premiums may also
be an issue. For example, an employee that participates in a pension plan with a stock option
will eventually receive the value from such stock when he or she is eligible to participate in
distributions from the plan. However, the amount of stock that the employee owns will in all
likelihood not be a majority of the outstanding stock. The issue in such a situation is whether
to value the stock taking into account its minority status. See Foltz v. U.S. News & World
Report, Inc., 865 F.2d 364, 373 (D.C. Cir. 1989) (holding that minority valuation is
permissible), cert.denied, 490 U.S. 1108 (1989). In this regard, there are many authoritative
sources on valuing ESOPs. See, e.g., Taylor V1. Foster, III,
Valuation of Executive Stock
Options and the FASB Proposal, 66 AccT. REv. 595 (Jan. 1991); Taylor V. Foster, III,
Valuation of Executive Stock Options and the FASB Proposal. An Extension, 68 Accr. REv.
184 (Jan. 1993); L. Peter Jennergren & Bertil Naslund, A Comment on "ValuationofExecutive
Stock Options and the FASB Proposal,"68 AccT. REV. 179 (Jan. 1993); Nalin Kulatilaka &
Alan J. Marcus, Valuing Employee Stock Options, FIN. ANALYsTS J.46 (Nov.-Dec. 1994);
Kevin J. Murphy, Corporate Performance and Managerial Remuneration An Empirical
Analysis, 7 J. OF AccT. & ECON. 11 (1985); Clifford W. Smith, Jr. & Jerold L. Zimmerman,
Valuing Employee Stock Option Plans Using Option PricingModels, 24 J. Acct. REs. 357
(Autumn 1976); Christopher K. Young, What's the Right Black-Scholes Value?, FIN.
ExrrcurivE 57 (SeptiOct. 1993).
*'Estate ofJung v. Commissioner, 101 T.C. 412, 423 (1993).
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such property would change hands between a willing buyer and a willing
seller" when the former is not under any compulsion to buy and the latter
is not under any compulsion to sell, both parties having reasonable
knowledge of relevant facts. 275 For estate tax purposes, "the fair market
value of stock is [generally] the mean between
the highest and lowest
276
date.
valuation
the
on
prices
selling
quoted
Under Revenue Ruling 59-60, the factors considered when
evaluating a closely held corporation (expanded to other valuations by
Revenue Ruling 65-192) include: (1) the nature and history of the
business, (2) the book value of the stock and the financial condition of
the business, (3) earning capacity, (4) dividend-paying capacity, (5)
general economic outlook, (6) goodwill and other intangible values, (7)
sales of stock and size of block, and (8) market price of stock of similar

companies.277 These eight factors do not necessarily have equal weight

5
"2l
reas. Regs., 26 C.F.R. § 25.2512-1 (1996). Tax disputes can also involve a "battle
of the experts." For example, in Estate ofNewhouse v. Commissionerthe parties introduced
testimony from several experts such as Goldman Sachs & Co. and Chemical Bank regarding
the actual financials, Rupert Murdoch (CEO of The News Corporation) and Douglas
MeCorkindale (Vice President of Gannett Corporation) regarding the criteria a reasonable
purchaser would consider in buying the stock at issue, and Loeber Landau of Sullivan &
Cromwell, Martin Lipton of Wachtell, Lipton, Rosen & Katz, John McNally of White & Case
and a report from Cravath, Swaine & Moore regarding the legal rights attached to the stock.
Estate of Newhouse, 94 T.C. at 204-05, 210.
27
6Trust Servs. of Am., Inc. v. United States, No. CV 85-675-F,', 1988 U.S. Dist.
LEXIS 19388, at *20 (C.D. Cal. Mar. 31, 1988) (citing Treas. Reg., 26 C.F.R. § 20.20312(b)(l) (1996)), affd in partand rev'd inpart,885 F.2d 561 (9th Cir. 1989); Estate of Gilford
v. Commissioner, 88 T.C. 38, 59 (1987) (citing Treas. Reg., 26 C.F.R. § 20.2031-2(c) (1996);
Estate of Piper v. Commissioner, 72 T.C. 1062, 1072 (1979)).
2
"Rev. Rul. 59-60, 1959-1 C.B. 238-39. Where there is an ongoing business, courts
generally have refused to treat either asset value or earnings power as the sole criterion in
determining stock value. See Hamm v. Commissioner, 325 F.2d 934, 941 (8th Cir. 1963)
(holding that "earnings alone are not a reliable criterion of value.., and that... consideration
of underlying asset value and of factors other than earnings and dividend prospects was
justified"); Estate of Andrews v. Commissioner, 79 T.C. 938, 945 (1982) ("Courts should not
restrict consideration to only one approach to valuation, such as capitalization of earnings or
net asset values."); Portland Mfg. Co. v. Commissioner, 56 T.C. 58, 80 (1971) (noting that
capitalization of earnings and value of net assets should be used to calculate market value),
aff'd without published opinion, Portland Mfg. Co. v. Commissioner, No. 71-2935, 1975 WL
3580, at *1-2 (9th Cir. Apr. 21, 1975); Trianon Hotel Co. v. Commissioner, 30 T.C. 156, 181
(1958) (utilizing the capitalization of earnings and net asset value to determine the fair market
value ofthe corporation's stock); Hooper v. Commissioner, 41 B.T.A. 114, 129 (1940) (stating
that there are a number of material factors which should be considered when valuing the stock
of a close corporation including: "earning capacity and anticipated profits; book value;
dividend yields; and such other facts and circumstances surrounding the corporation and its
business as would be considered by a prospective buyer and seller").
In cases in which stock was valued solely on the basis of asset value, the corporations
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and the determination of value is a matter of judgment and common
sense to be arrived at after consideration of all factors.2P In allocating
the weight to be accorded to each factor, section 5 of Revenue Ruling 5960 states that earnings will generally be the primary consideration in
valuing stocks of companies which sell products or services.2 Other
factors to be considered include price/earnings ratio, control premium,
marketability,"ro intent of liquidation,' and key employee discount.P

were in the business of selling their assets and, thus, earnings were found to be an unreliable
indicator of value. See Harwood v. Commissioner, 82 T.C. 239,265 (1984) (timber business),
affd without op., 786 F.2d 1174 (9th Cir.) and cert. denied,479 U.S. 1007 (1986); Estate of
Huntington v. Commissioner, 36 B.T.A. 698, 714 (1937) (real estate subdivision and sales).
However, the degree to which the corporation is actively engaged in producing income rather
than merely holding property for investment should influence the weight to be given to
earnings power as opposed to net asset value. Estate of Andrews, 79 T.C. at 945.
27sRev. Rul. 59-60, 1959-1 C.B. 242-43. "In determining the value of unlisted stock,
actual sales made in reasonable amounts at arm's length, in the normal course of business
within a reasonable time before or after the valuation date are the best criteria ofmarketvalue."
Duncan Indus., Inc. v. Commissioner, 73 T.C. 266, 276 (1979) (citing Fitts' Estate v.
Commissioner, 237 F.2d 729 (8th Cir. 1956)). However, "[i]n the absence of arm's-length
sales, the value of the stock is to be determined by taking into consideration the company's net
worth, prospective earning power and dividend-paying capacity, and other relevant factors."
Ward, 87 T.C. at 101 (citing Treas. Regs., 26 C.F.R § 25.2512-2(f) (1996); Estate ofAndrews,
79 T.C. at 940). The "other relevant factors" can include:
"the good will of the business; the economic outlook in the particular industry;
the company's position in the industry and its management; the degree of the
control of the business represented by the block of stock to be valued; and the
values of securities of corporations engaged in the same or similar lines of
business which are listed on a stock exchange. However, the weight to be
accorded such comparisons or any other evidentiary factors considered in the
determination of a value depends upon the facts of each case."
Id (quoting Treas. Regs., 26 C.F.R. § 25.2512-2(o). When valuing preferred stock, the most
important factors to be considered are its yield, dividend coverage, and protection of a
liquidation preference. Rev. Rul. 83-120, 1983-2 C.B. 170.
"9 Rev. Rul. 59-60, 1959-1 C.B. 242. See also James E. Harris, Valuation of Closely
HeldPartnershipsandCorporations:Recent DevelopmentsConcerningMinority Interestand
Lack of Marketability Discounts, 42 AmK. L. REv. 649, 653 (1989) ("The value of the
underlying assets may be weighted most heavily in valuing stock of a closely held investment
company or a real estate holding company.").
mFEDERAL TAX VALUATION DIGEST, case study 87-4 Estate ofStirton Oman (1993).
With regard to marketability, uncertainty regarding the state of the law and the legal rights
attached to stock will significantly depress its value:
A prospective buyer of the Advance common stock would want to
know the rights of the preferred shareholders to gauge what corporate affairs
the common stock could control and to project how to maximize the value of
the investment. The prospective buyer would have received contradictory
expert legal opinions on the relative rights and privileges of the common and
preferred stock. This uncertainty would significantly depress the purchase
price of the common stock.
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Importantly, tax liability cannot be avoided by agreements that
adjust the transfer post-assessment.
For example, in Ward v.
2" 3 the petitioners and the recipients of gifts of stock
Commissioner,
executed a gift adjustment agreement which stated as follows:
1. Assignment. In consideration of love and affection, each
Donor does hereby assign to each Donee all of the Donor's
right, title and interest in and to twenty-five (25) shares of
the capital stock of J-SEVEN RANCH, INC., a Florida
corporation, hereinafter called the "Corporation." The
parties acknowledge that the computation of the number of
shares constituting each gift has been based upon their
mutual understanding and belief that the fair market value
of each share is $2,000.00, resulting in tax liability for each
Donor less than the amount of unified credit against gift tax
to which the Donor is entitled at this time under applicable
provisions of law.
2. Future Adjustment. Each party hereto agrees that if it
should be finally determined for Federal gift tax purposes
that the fair market value of each share of capital stock of
the Corporation exceeds or is less than $2,000.00 an
adjustment will be made in the number of shares constituting
each gift so that each Donor will give to each Donee the
maximum number of full shares of capital stock of the
Corporation, the total value of which will be $50,000.000
from each Donor to each Donee and a total of $150,000
from each Donor to all Donees. Any adjustment so made
which results in an increase or decrease in the number of
shares held by a stockholder of the Corporation will be
made effective as of the same date as this Agreement, and
any dividends paid thereafter shall be recomputed and
reimbursed as necessary to give effect to the intent of this
Agreement." 4

Estate of Newhouse, 94 T.C. at 214.

21FEDERAL TAx VALUATION DIGEST, supra note 280, case study 87-5 Estate of Earl

G. Hawkins.
"'Id., case study 88-8 Estate of Milton Feldmar.

2"87 T.C. 78 (1986).
284d. at 87-88.
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The complainants contended that the gift adjustment agreement reflected
their intentions to provide each son with a certain "value of property"

($50,000), rather than a specific number of shares (twenty-five shares).as
Thus, "the number of shares reported on their gift tax returns was merely

'representative of the value' which they intended to give."226
The court found that completed gifts had been made and that the
gift adjustment agreement purported to retroactively alter an otherwise

valid gift. 28
policy 89

The court concluded that the agreement violated public

and held:

Furthermore, since there is no assurance that the petitioners
will either recover the excess shares or, at the time of their
deaths, possess the power to recover such shares, and since

the shares are not worthless, the petitioners' estates may be
reduced by the transfer of the shares.

2Ia at 109-10.
wSld at 110.
2"Ward, 87 T.C. at 116. In its analysis the court noted:
[l]t is settled that if the power retained by the donor is exercisable only upon
the occurrence of an event over which he has no control, or only with the
concurrence of someone having an interest in the property adverse to his, the
reserved power does not amount to dominion and control over the property.
and there is a completed gift.
Idat 111 (citing Smith v.Shaughnessy, 318 U.S. 176 (1943); Robinette v. Helvering, 318 U.S.
184 (1943); Estate of Goelet v. Commissioner, 51 T.C. 352, 360 (1968); Goldstein v.
Commissioner, 37 T.C. 897, 905 (1962); Estate of Kolb v. Commissioner, 5 T.C. 588, 593
(1945); Mack v. Commissioner, 39 B.T.A. 220, 229 (1939).
213MJ at 116.
"Id The Ward court's decision was based on the United States Court of Appeals for
the Fourth Circuit's decision in Commissionerv. Proctor, 142 F.2d 824 (4th Cir.), cert.denied,
323 U.S. 756 (1944), which held as follows:
We do not think that the gift tax can be avoided by any such device
as this. Taxpayer has made a present gift of a future interest in property. He
attempts to provide that, if a federal court of last resort shall hold the gift
subject to gift tax, it shall be void as to such part of the property given as is
subject to the tax. This is clearly a condition subsequent and void because
contrary to public policy. A contrary holding would mean that upon a
decision that the gift was subject to tax, the court making such decision must
hold it not a gift and therefore not subject to tax. Such holding, however,
being made in a tax suit to which the donees of the property are not parties,
would not be binding upon them and they might later enforce the gift
notwithstanding the decision of the Tax Court. It is manifest that a condition
which involves this sort of trifling with the judicial process cannot be
sustained.
Ward, 87 T.C. at 112.
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Accordingly, we conclude that the gift adjustment
clause involved here is void as contrary to public policy and
has no effect on the gift taxes otherwise due on the gifts of
stock to the petitioners' sons.290
II. OVERVIEW OF SELECTED VALUATION METHODOLOGIES
A valuation based upon realized historical earnings/data, otherwise
known as the "Delaware Block Method," was the exclusive means of
valuation employed by the Delaware courts prior to the Delaware
Supreme Court's decision in Weinberger.29 ' As previously indicated, in
Weinberger, the court held that a company's fair value should be based
on all relevant factors including elements of future value rather than
solely historical analysis, and now, consideration should be given to all
29 2
valuation techniques generally accepted in the financial community.
The most commonly employed valuation methodologies are discussed
293
below.
A. Discounted Cash Flow/EarningsAnalysis
The Discounted Cash Flow (DCF) approach determines the value
of a company by calculating the present value of its future cash flows and
is premised on the position that the value of all of a corporation's assets
is equal to the present value of the expected cash flow from those assets
while they are held by the corporation.294 There are three components to
the DCF analysis: (1) cash flow projections, (2) terminal value, and (3)
the discount rate.29 The precise mathematics of the valuation is as
follows:

290 Ward,

87 T.C. at 116 (citation omitted).
291457 A.2d 701 (Del. 1983).
292
1d at 712-13.
93

There are many authoritative sources on valuing a business.

COPELAND ET AL., VALUATION:

See, e.g., ToM

MEASURING AND MANAGING THE VALUE OF COMPANIES

(1994); ASWATH DAMODARAN, DAMODARAN ON VALUATION SECURITY ANALYSIS FOR
INVESTMENT AND CORPORATE FINANCE (1994); SHANNON P. PRATr ET AL., VALUING A
BusiNEss (3d ed. 1995); ALFRED RAPPAPORT, CREATING SHAREHOLDER VALUE: THE NEw
STANDARD FOR BUSINESS PERFORMANCE (1986).
4

Neal v. Alabama By-Products Corp., No. 8282, 1990 Del. Ch. LEXIS 127, at *20
(Del. Ch. Aug. 1, 1990) (noting that DCF analysis is considered by experts to be "preeminent
valuation methodology") (citing SHANNON PRATT, VALUING A BUSINESS: THE ANALYSIS AND
"

APPRAISAL OF CLOSELY HELD COMPANIES (2d ed. 1989)), afftd, 588 A.2d 255 (Del. 1991).

29RadiologyAssocs., 611 A.2d at 489; Cede & Co., 1990 Del. Ch. LEXIS 259, at *24.
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V
Where:

=

Cash Flows
Terminal Value
PV

=

PV cash flows
terminal value

+ PV

Cash flow forecasted during the
projection period
Value of the firm at the end of
the forecast period
Present value as of the valuation
date using the debtor's weighted
average cost of capital as the
discount rate. 296

Under the DCF approach, future cash flows over a specified period
are first estimated.297 For the purposes of a DCF analysis, "cash flow"
means the difference between cash and noncash inflows and outflows
from operating activities reduced by taxes actually paid, net working
The cash flow
capital investments, and capital expenditures.2 9
projections generally cover a five-year period' and the accuracy of the
projections is critical to the acceptance of the valuation by the courts.!"
A terminal value equal to the future value, as of the end of the
specified period, of the company's cash flows beyond the projection
period is then derived ! A cost of capital figure to discount the present
value of both the projected net cash flows and the estimated terminal or
residual value is calculated. 0 2 Because this component is speculative,
capitalized earnings are calculated and discounted to present value. 33
2

*23-24.

SPantaleo & Ridings, supra note 244, at 427.

"'RadiologyAssocs., 611 A.2d at 490-95; Cede & Co., 1990 Del. Ch. LEXIS 259, at

"'In re CellularInfo. Sys., Inc., 171 B.R. 926, 931 n.13 (Bankr. S.D.N.Y. 1994) ("cash
flow [for DCF analysis] is Earnings Before Interest, Taxes, Depreciation, and Amortization
('EBrrDA"), less capital expenditures, net changes in working capital accounts, and cash
taxes").
"See RadiologyAssocs., 611 A.2d at 491 (using five-year cash flow projection); Cede
& Co., 1990 Del. Ch. LEXIS 259, at $86-87 (parties used five years of cash flow data); cf
PnRAr, supra note 294, at 166 (stating that there is "no right answer to the question of how far
into the future one should try to carry the earnings projections").
"'Radiology Assocs., No. 611 A.2d at 490-91 (citing Harris, 1990 Del. Ch. LEXIS
166, at *17-18, reprintedin 16 DEL. J. CoPp. L. at 1478-90), aff'd in part,rei'din part,603
A.2d 796 (Del. 1992). See also Harris, 1990 Del. Ch. LEXIS 166, at * 17-18, reprintedin 16
DEL. J. CoRP. L. at 1489-90 (discussing as speculative and unreliable calculations made in
preparation of litigation).
3"'Cede, 1990 Del. Ch. LEXIS 259, at *46-47.
"'Id See also PRATr, supra note 294.
"'Calio, supra note 7, at 51.
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Capitalized earnings may be calculated by multiplying the corporation's
304
price/earnings (p/e) ratio by its most recent earnings figure.
An appropriate discount rate is selected and then used to reduce the
cash flow and terminal value components to present value.30S Because a

corporation's capital will generally come from different sources (e.g.,
retained earnings, new stock issues, etc.), each source will have a
different cost. "It is, therefore, necessary to compute a weighted average
30 6
cost of capital to accurately reflect the corporation's cost of capital.
The cost of each source of capital determines the "weighted average
cost." 7 Weights are assigned to the corporation's capital and multiplied
by their cost which equals the weighted average cost of capital
(WACC). 0
In an appraisal proceeding where the DCF approach is utilized, a
stockholder's recovery is calculated as follows:
Once all the inputs are computed, a price per share
may be derived. All the cash flows and the terminal value
are discounted to the present value utilizing the discount
rate. Total present value of these figures is divided by the

304

Calio, supra note 7, at 51 (citing Alabama By-Products, No. 8282, 1990 Del. Ch.
LEXIS 127, at *7). The pie ratio has been criticized as overestimating residual value and it
has been suggested that an earnings figure increased at an industry growth rate be used. Id.
(citing RICHARD A. BREALEY & STEWART C. MYERS, PRINCIPLES OF CORPORATE FINANCE (3d
ed. 1988)). In In re Pullman Constr. Indus. Inc., 107 B.R. 909 (Bankr. N.D. II1. 1989), the
court rejected a proposed valuation because it assumed a growth rate into perpetuity:
The perpetuity method for estimating residual value is based on the ...
assumption that a company that is able to generate returns above the cost of
capital (i.e., achieve excess returns) will eventually attract competitors, whose
entry into the business will drive returns down to the minimum acceptable or
cost of capital rate.
Id. at 930.
305
It has been suggested that "[t]he costs ofobtaining and using the funds necessary for
production of income is the most natural choice for a discount rate." Calio, supra note 7, at
52.
"Id. at 52-53 (citing J. FRED WESTON & EUGENE F. BRIGHAM, ESSENTIALS OF
FINANCIAL MANAGEMENT 564 (8th ed. 1987); Radiology Assocs., 1991 Del. Ch. LEXIS 155,
at * 18, reprintedin 17 DEL. J. CORP. L. at 1270 (using weighted average cost of capital); Cede
& Co., No. 7129, 1990 Del. Ch. LEXIS 171, at *93 (using weighted average cost of capital)).
3°7 Calio, supra note 7, at 53.
3°'Id. The DCF is usually calculated by using the Capital Asset Pricing Model
(CAPM). "The CAPM is a generally accepted method of determining a company's cost of
equity by reference to the risk free rate of return, the market risk premium and the risk
differential between investment in a particular industry or company and investment in a
diversified portfolio of stocks." Hodas, 1992 Del. Ch. LEXIS 252, at *6, reprintedin 18 DEL.
J. CORP. L. at 1021.
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number of outstanding shares to determine the per share
price. This amount in turn will be paid to each dissident
shareholder for his interests in the newly merged entity.3"
In Pinson v. Campbell-Taggart, Inc.,3 "° one of the earliest
considerations of the DCF method by Delaware's Court of Chancery, the

court rejected the specific DCF analysis before it because of inaccuracies
in the expert's assumptions, but approved the DCF approach as a general
matter:
Today the discounted cash flow method is widely accepted

in the financial community as a legitimate valuation
technique. While the particular assumptions underlying its
application may always be challenged in any particular case,
the validity of that technique qua valuation methodology is
no longer open to question."'
The DCF method was formally endorsed by the Delaware Court of

Chancery in Cede & Co. v. Technicolor, Inc.,3" where the court stated
that "[i]n many situations, the discounted cash flow technique is in theory
the single best technique to estimate the value of an economic interest."" 3
However, because it is subjective, Delaware courts subject the DCF

method to rigorous scrutiny.314 As previously noted, the DCF method
and the comparable company analysis are the methodologies of choice for
the bankruptcy courts.315

30Calio, supra note 7, at 53-54.
3"No. 7499, 1989 Del. Ch. LEXIS 50 (Del. Ch. Feb. 28,1989) (revised Apr. 21, Aug.
11, & Nov. 28, 1989), reprintedin 14 DEL. L CoRp.L. 1095 (1989).
Mil at *26 n.11 (citation omitted), reprintedin 14 DEL J.CoaP. L. at 1111 n.ll.
3'No.7129, 1990 Del. Ch. LEXIS 259 (Del. Ch. Oct. 19, 1990).
313Id at *23-24. See also Steven P. Lamb & John Day, Some CourtsAre Using New
Approach to Set DissentingShares' Value, NAT'L LJ., June 17, 1991, at S8 (noting that the
DCF method has become the "methodology of choice" in Delaware).
"'See Harris, 1990 Del. Ch. LEXIS 166, at "17, reprintedin 16 DEL. CORP. L at
1489 (noting that methods of valuation are only as good as the inputs), af d In partdenied in
part, 603 A.2d 796 (Del. 1992).
""'[A] discounted cash flow analysis is based on what is arguably the truest measure
of value to any investor or creditor, namely, cash." Pantalco & Ridings, supranote 244, at
439. See also Pullman Constr.Indus., 107 B.R. at 921-22 (noting that valuation based upon
multiples is not entitled to same weight given to DCF analysis because of reliance on
accounting-based figures); FiberglassIndus., 74 B.R. at 747 ("[A] discounted cash flow
approach... [i]s
favored in the present instance over a net earnings approach to valuation
given the magnitude of non-cash expenses .
").
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B. Comparable Company
and ComparableAcquisition Methodologies
The comparable company approach is a widely used methodology

for valuing both public and nonpublic corporations.

16

This method "is

based upon the premise that the corporation is equal to its stock market
value plus a premium to reflect control."3" 7 Under this approach, it is
first necessary to identify publicly traded companies comparable to the
entity being valued."' 8 The criteria for determining comparability may

include: (1) products, (2) capital structure, (3) depth of management, (4)
personnel experience, (5) nature of the competition, (6) earnings, (7)

book value, (8) credit status, (9) maturity of the business, (10) markets,

(11) size of the business, (12) growth prospects, and (13) risks.319 After
a list of comparable companies is compiled, the list can be refined by "a

detailed multi-year financial comparison of each company's income
statement, balance sheet, and cash flow," as well as an analysis of each

6

The
l comparable company analysis has been accepted by the Delaware courts. See,
Ch. LEXIS 166, at *22, reprintedin 16 DEL. J. CORP. L. at 1491.
e.g., Harris,
31 1 1990 Del.
Calio, supra note 7, at 55 (citing Harris, 1990 Del. Ch. LEXIS 166, at *35,
reprintedin 16 DEL. J. CORP. L. at 1492-93).
3
Harris, 1990 Del. Ch. LEXIS 166, at *23, reprintedin 16 DEL. J. CORP. L. at 1492,
"'Pantaleo & Ridings, supra note 244, at 423 (citing Estate of Clarke v.
Commissioner, 35 T.C.M. (CCH) 1482 (1976); Tallichet v. Commissioner, 33 T.C.M. (CCH)
1133 (1974)). To ensure accuracy in the result, Messrs. Pantaleo and Ridings have
recommended the following:
Because determining comparability involves some subjective judgments, there
is always the chance that conclusions can be tainted with the bias that
commonly marks valuation disputes. For this reason, it is important,
whenever possible, to verify comparability determinations against third party
sources of information. For instance, the Standard Industrial Classification
Manual is one source of information about comparable firms. It gives
Standard Industrial Classification (SIC) codes for each industry which is often
the starting point of putting together a list of comparable firms. Once the
industry is established, the next step is to consult one of the various readily
accessible financial directories and sources to refine the list of comparable
companies. Sources of information include the following: Standard & Poor's,
Moody's, Value Line, various on-line data bases such as Dow Jones News
Retrieval and Compustat, analysts' research reports by Wall Street brokerage
firms, trade associations (which can usually provide names and addresses of
potentially comparative companies), and information from the target firm itself
including its own public filings (if the firm is a public company), such as
10Ks or proxy statements (which might identify the firm's competition), as
well as management itself. All can be excellent sources of information about
comparable firms in a given industry.
Id. (citing STANDARD INDUSTRIAL CLASSIFICATION MANUAL (U.S. Office of Management and
Budget (OMB) (1987))).
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company's "performance, profitability, leverage, and business trends. 3 20
If sufficient comparability is not demonstrated, the analysis will be
321
rejected.
Once appropriate comparables are found, the next step in the
analysis is to develop pricing multiples for the comparables on the basis
of such financial information as revenues, earnings before interest and

taxes (EBIT), earnings before depreciation, amortization, interest and
taxes (EBDIT), 3" and tangible book value of invested capital (TBVIC). 3n
The multiples derived for the comparables are then applied to the
company being valued to derive the total value of the stockholder's
equity.? When valuing a conglomerate, it may be appropriate to apply

'20 ld Companies that are "truly" comparable will show a similarity in the following
ratio categories: (I) liquidity, (2) activity, (3) leverage, and (4) profitability. Id at 423-24
(citation omitted).
32t
See Radiology Assocs., 611 A.2d at 490 (noting that at some point, differences
become so large that use of comparable company analysis becomes meaningless for valuation
purposes). See also Kahn, 591 A.2d at 174 (rejecting comparable company approach in valuing
air carrier "because of the lack of comparability with other airlines due to labor strikes, heavy
reliance on mail revenue, and regulatory restrictions"); Cavalier Oil Corp. v. Harnett, Nos.
7959, 7960, 7967, & 7968, 1988 Del. Ch. LEXIS 28, at $95 (Del. Ch. Feb. 22, 1988)
(rejecting argument that proper valuation compelled use of comparable company technique),
affd, 564 A.2d 1137 (Del. 1989). Clearly, if comparables do not exist, this method cannot be
utilized. See Radiology Assocs., 1991 Del. Ch. LEXIS 155, at *10, reprintedin 17 DL J.
CoRP. L. at 1266 (rejecting comparable company approach because differences in "product mix,
revenues, profit margins, revenue and earnings growth rates, assets, and geographic markets
combine to make any comparison with Radiology meaningless"); Alabama By-ProductsCorp.,
No. 8282, 1990 Del. Ch. LEXIS 127, at *26 n.6 (rejecting comparable company approach and
stating that "close scrutiny of these companies [those selected for comparison] suggests
significant differences with ABC [Alabama By-Products]"), alfd, 588 A.2d 255 (Del. 1992);
Citron v. E.I. DuPont de Nemours & Co., 584 A.2d 490, 510 (Del. Ch. 1990) ("there is
substantial reason to doubt that those companies [the companies compared] were comparable
in a meaningful way").
'"The acronym "EBITDA," which stands for earnings before interest and taxes (i.e.,
operating income), depreciation and amortization, is also widely used in comparable company
analyses. Gonslaves v. Straight Arrow Publishers, Inc., No. 8474, 1996 Del. Ch. LEXIS 144,
at *14-153 (Del. Ch. Nov. 27, 1996).
2See Harris, 1990 LEXIS 166, at * 15, reprintedin 16 DEL J. CoRP. L. at 1489.
' Id While a comparable company analysis generally relies on historical data, in
bankruptcy reorganization cases a valuation expert might apply market multiples to an average
of forecasted EBITDA because the problems that led to bankruptcy in the first place result in
the historical data not being a "true indicator of value." Pantalco & Ridings, supranote 244,
at 426. See also Protective Comm. v. Anderson, 390 U.S. 414, 447-53 (1968) ('"The truste's
expert on valuation gave his opinion as to going concern value solely on the basis of the
trustee's projection of earnings, which in turn was based wholly on past earnings ....
[B]ecause only past earnings were relied upon on this case... we reverse and remand .... ").
In some bankruptcy cases using pie multiples, the earnings base is based on forecasts of future
results, not historical earnings, which is based on existing market multiples. Pantaleo &
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a separate comparable company analysis for each segment of the

corporation's business. 25

Essentially, the comparable company analysis is a valuation by

analogy determination. The precise mathematics of such a valuation have
been described as follows:
The analysis requires three steps. The first is to identify
comparable firms of known or measurable value ... . A
ratio for each comparable firm is then calculated. This is
done by using a known indicator of value (V), such as stock
price, as the numerator, and a measure of the comparable
company's operating results (X) that corresponds to the
value indicator, such as earnings, as the denominator. The

most widely recognized ratio of this kind is the
price/earnings multiple or P/E ratio. Another common ratio
is total market value of equity plus funded debt less excess
cash (Total Enterprise Value or TEV) over EBITDA,
Ridings, supra note 244, at 437 n.68 (citations omitted). However, applying current market
multiples can be unreasonable because markets change over time. Id. (citations omitted). An
additional problem with applying p/e ratios is that it can yield misleading results due to the fact
that p/e ratios reflect only equity value or price per share, rather than the total value of a debtor
filing for reorganization, that can also be capitalized with debt. Id. at 438 (citations omitted).
"In order to get a complete picture of value, the market value of debt must also be accounted
for in the valuation." Id.
"Harris, 1990 Del. Ch. LEXIS 166, at *12, reprintedin 16 DEL. J. CORP. L. at 1487.
In Northern Trust Co. v. Commissioner, 87 T.C. 349 (1986), the court rejected the comparable
company approach because the companies did not have the same service or product mix. Id
at 376-77. Instead, the courts used a discounted cash flow analysis. Id. at 378. The court
stated:
[The expert's] discounted cash flow analysis is based upon the theory that the
price which an investor will pay for a share of stock is equal to the present
value of the future stream of income which he expects to receive from the
investment. Thus, as applied here, this valuation method relies primarily on
the earnings of [petitioner'scompany] and its subsidiaries,which, as Rev.
Rul. 59-60 itself provides, is the most importantfactor to consider in valuing
manufacturing and service companies like [petitioner's company and its
subsidiaries].
Id. at 379 (emphasis added). Reinforcing the same point, the court stated:
Rev. Rul 59-60, itself, provides that potential future income is a major factor
to consider in valuing the stock of a closely held corporation even though this
factor cannot be established with certainty, but rather must be projected on the
basis of prior earnings records.
Id. at 380. The court also accepted the use of the CAPM in determining the cost of capital to
the company, stating that "because [petitioner's company] is an unlisted, closely held
corporation, an additional premium is needed to reflect the fact that investors view such
corporations as being more risky than large, publicly traded companies." Id. at 381.

1997]

VALUATION LITIGATION

EBITDA minus capital expenditures, EBIT, or revenues.
The ratio used yields a "multiple" or "capitalization

rate"[footnote omitted] for each comparable firm that is then
used to calculate the target's value.

The last step is to

calculate value by multiplying the variable (X) for the target
by the average or median or other similarly weighted

multiple obtained. This approach is summarized as follows:
V target =

X target x V Comparables
26

X Comparables

A related approach is the comparable acquisition methodology,
which attempts to identify similar transactions. The factors considered
in making the comparison include: (1) time of the transaction, (2) size
of the transaction, (3) principal product or business of the companies

being compared, and (4) any other relevant factors. 2' Again, the
credibility of the analysis depends on the similarity of the transactions
being analyzed.328

C. DelawareBlock Approach
In summary, under the Delaware Block Method, earnings value,
market value, and asset value are calculated separately:

Earnings value: Net income (after taxes) plus all noncash
charges (depreciation and amortization) determined on an

historical basis.329 The Delaware Block Method results in a

3

6Panteleo & Ridings, supra note 244, at 421-22 (footnotes omitted).
.See, e.g., MacLane Gas Co. Ltd. Partnership v. Enserch Corp., No. 10,760,1992 WL
368614, at *18 (Del. Ch. Dec. 9, 1992) (comparing similar transactions using these factors,
but court concluded that the calculation had "significant problems" and rejected it), aff'd
without op., 633 A.2d 369 (Del. 1993).
" MTe comparable acquisition methodology has not always been %%-,Itreceived by the
courts. In Kleinwort,the court noted that a merger and acquisition analysis failed to provide
an adequate appraisal value of a corporation. Kleinwort, 1995 Del. Ch. LEXIS 75, at *21-23,
reprintedin 20 DEL.. COR. L. at 1087. The court stated that "[t]he merger and acquisition
data undoubtedly contains post-merger value, such as synergies with the acquiror, that must be
excluded from appraisal value." Ida at *13, reprintedin 20 DEL. J. Copp.L. at 1087. "Because
these comparable transactions involve the acquisition of control, the price paid usually reflects
a control premium that brings the price above current market trading values." Pantalco &
Ridings, supranote 244, at 426.
"9See In re Olivetti Underwood Corp., 246 A.2d 800, 804 (Del. Ch. 1968) ("It is
established law in Delaware that income averaged over a reasonable period is to be considered
3
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valuation based upon realized historical earnings/data (as
opposed to projected earnings). The usual period involved
is five years.33 °

"

Market value: Multiply the stock's price (stock market
value of the corporation's capital stock) by the total number
of shares outstanding.

"

Asset value: The theoretical liquidation value which
stockholders would be entitled to receive if the corporation
" '
were to go out of business.33

These values are then multiplied by a percentage designed to
appropriately weigh the results obtained. The resulting amounts are
totaled to determine value per share.332
Earnings value is determined by multiplying the average of

historical earnings by a multiplier or capitalization rate.33

Under

Delaware law, earnings are determined on the basis of historical data

in determining
earnings for appraisal purposes.").
33
°See, e.g., Francis I. DuPont & Co. v. Universal City Studios, Inc., 312 A.2d 344,
348 (Del.33 Ch. 1973), aff'd, 334 A.2d 216 (Del. 1975).
Tri-Continental,74 A.2d at 74.
133 As was recognized in Radiology Assocs., 611 A.2d at 496, Delaware courts still
consider the Delaware Block Method an acceptable valuation procedure.
.3 The historical data usually covers the five year period preceding the merger
transaction. See DuPont& Co., 312 A.2d at 348 ("The five-year period immediately preceding
the merger is ordinarily considered to be the most representative and reasonble period of time
over which to compute the average."). "Averaging earnings over a number of years also serves
to smooth earnings, balancing extraordinary profits and losses, thereby reducing the significance
of a single year's earnings." Calio, supra note 7, at 32 n.122 (citing Du Pont & Co., 312 A.2d
at 349 (citing Adams v. R.C. Williams & Co., 158 A.2d 797 (Del. Ch. 1960))). Persuasive and
extraordinary reasons must be advanced to alter or reject data from the five-year period. See
Pinson, 1989 Del. Ch. LEXIS 50, at *54, reprintedin 14 DEL. J. CORP. L. at 1126 (noting that
even though one year's earnings were distorted by extraordinary expenses designed to create
long-term future benefits, it could be corrected by selecting an appropriate earnings multiplier);
Tannetics, Inc. v. A.J. Indus., Inc., No. 5306, 1979 WL 2700, at *6 (Del. Ch. July 17, 1979),
reprinted in 5 DEL. J. CoRP. L. 337, 346-47 (1980) (rejecting three-year period for
capitalization); DuPont & Co., 312 A.2d at 349 (noting a preference for five-year period);
Felder v. Anderson, Clayton & Co., 159 A.2d 278, 284 (Del. Ch. 1960) (including loss in
drought year because drought was not unusual circumstance in particular business); Adams, 158
A.2d at 800-01 (rejecting the appraisal based on a two-year period but noting that "there could
of course be elements ofvalue included in earnings which would be considered so unusual and
isolated as to justify their elimination in calculating average earnings"); Sporborg v. City
Speciality Stores, Inc., 123 A.2d 121, 124-25 (Del. Ch. 1956) (rejecting a capitalization of
average earnings of a single year) (citations omitted).
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without consideration of any form of prospective earnings0"

The

multiplier is generally determined using earnings multipliers designated
as price/earnings (pie) ratios.335 The appropriate p/e ratio is determined
from a corporation's historic p/e ratios."' Certain adjustments may be
made to the pie ratios to reflect trends, future prospects, or risk. 33" The
adjusted p/e ratio is then used as the multiplier.338 Finally, the multiplier

is multiplied by the earnings figure to equal the value of a corporation as
measured by its capitalized earnings. This figure is the earnings value
component.
Market value is determined by multiplying the stock's price by the
total number of the corporation's outstanding shares. The market value

component is not always a factor in determining fair value

39

However,

3"'In
re Delaware Racing Ass'n, 213 A.2d 203, 212 (Del. 1965). See also Cottrell v.
Pawcatuck Co., 128 A.2d 225, 231-32 (Del. 1956) (stating that "[a]s between the valuation
based on a forecast of the future and one based on actual figures, the latter method seems
preferable" and noting that long-term projections of earnings is a technique that has not met
with approval in Delaware proceedings to determine present value of assets); Adams, 158 A.2d
at 800 ("[p]ast experience represented by actual figures are of prime importance"). But see
Associated Imports, Inc. v. ASG Indus., Inc., No. 5953, 1984 WL 19833, at "16 (Del. Ch.
June 20, 1984) (considering earnings prospectively over five-year period because corporation
made turnaround and court concluded it "should be regarded as a 'new' enterprise"), affidsub
nom. Hubbard v. Associated Imports, Inc., 497 A.2d 787 (Del. 1985). Compare DuPont &
Co., 312 A.2d. at 352 (dividends generally not considered separately from earnings); within
re Delaware Racing Ass'n, 213 A.2d 203 (Del. 1965) (considering dividends separately).
33OswvALD D. BowuN Er AL., Gums To FiNAMCIAL ANALYsts 101 (2d ed. 1990)
(noting that ple ratio is widely used valuation concept among practicing financial analysts and
investment counselors). The pie ratio is determined by dividing the current price of a
corporation's stock by the corporation's earnings per share for the last annual period or the
expected earnings per share for the next annual period. Id. at 100.
" 6P/e ratios for the five year period prior to the merger transaction are generally
appropriate. Compare Felder, 159 A.2d at 285 (averaging the price-earnings ratios of
representative stocks over a five year period) with Universal City Studios, 334 A.2d at 221
("[i]t is appropriate that the price-earnings ratios of comparable companies, serving as a
barometer of risk within the industry, be referred to solely on the day of merger in the absence
of extraordinary deviation from the past price-earnings record").
33
"See Swanton v. State Guar. Corp., 215 A.2d 242, 245 (Del. Ch. 1965) (earnings
multiplier increased to reflect appreciation prospects from capital assets); Sporborg, 123 A.2d
at 125 (considering trend when determining earnings value and multiplier, and then adjusting
the capitalization
rate downward to reflect business risk).
33
sDetermination of the multiplier is a matter of professional judgement and there is
no "hard and fast rule to govern the selection." DelawareRacing Ass'n, 213 A.2d at 213.
However, the "prospective financial condition," the "risk factor inherent in the corporation" and
the nature of the business are some of the factors that influence the present earnings value and
the choice of the multiplier. Universal City Studios, 334 A.2d at 218.
33'See Sporborg, 123 A.2d at 124 (holding that because stock's trading value was
artificially maintained by controlling stockholder, market value should not be given any weight
as there existed no dependable market value on merger date).
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if there is an established and reliable market for the stock, the market

value will be a factor. 4° The market price is determined as of the last
trading day immediately preceding the merger transaction. 4'

Asset value is the theoretical liquidation value which stockholders
would be entitled to receive if the corporation were to dissolve and the
assets were sold. 42 To determine the value of a corporation's assets, an
appraiser generally must determine the price of each asset.3 43 If a market
for an asset exists, the value is equal to the market price of the asset, but
if markets for the assets do not exist, the book value344 of that asset may

40

4Adams, 158 A.2d at 801; see E.F. Gibbons v. Schenley Indus., Inc., 339 A.2d 460,
474 (Del. Ch. 1975) (if stock is listed on an exchange its price is evidence of "a trend which
gives market value a significant role'); Francis 1.duPont & Co. v. Universal City Studios, Inc.,
312 A.2d 352 (Del. Ch. 1973), affld, 334 A.2d 216 (Del. 1975); Tri-Continental,74 A.2d at
74 (recognizing that it would be error to ignore existing market). When there is no established
market for the stock, a market can be constructed to determine the market value component,
but it must be reliable. See Delaware Racing Ass'n, 213 A.2d at 211 (court considered
reconstructed market based on extensively prepared bid to purchase stock); see also Bell, 413
A.2d at 146 (stating that while "asset value isentitled to substantial weight.... earnings value
and reconstructed market value also must be accorded substantial weight") (citations omitted);
Olivetti UnderwoodCorp., 246 A.2d at 805 (rejecting argument that announcement of offer to
buy stock did not affect market value thereby making it an unreliable guide); Tannetics,No.
5306, 1979 WL 2700, at *8, reprintedin 5 DEL. J. CORP.L. at 348-49 (discounting market
value heavily because of unreliability). Compare Tri-Continental,74 A.2d at 74 ("absence of
such an element [market value] does not require the construction of a hypothetical market
value") with DuPont & Co., 312 A.2d at 352 ("in the absence of a reliable market for stock,
a reconstructed market value must be given consideration if one can be made").
"'E.F. Gibbons, 339 A.2d at 467. The date may be set backward to remove any
premium resulting from the announcement of the merger. See id. at 467-68; Olivetti
UnderwoodCorp., 246 A.2d at 805 (accepting adjustment ofmarket value date because trading
price immediately preceding merger was influenced by announcement such that it did "not
provide a42reliable guide for valuation purposes").
1 Tri-Continental,74 A.2d at 75.
The determination of this component of the
Delaware Block Method is an exception to the general rule that in appraisal proceedings, value
is calculated on a going concern basis. Poole v. N.V. Deli Maatschappij, 243 A.2d 67, 71
(Del. 1968). Thus, in Tri-Continentalthe court stated that because asset value is "in reality,
a liquidating value, it cannot be made the sole criterion of the measure of the value of the
dissenting stock." 74 A.2d at 75. See also Robbins & Co. v. A.C. Israel Enters., Inc., No.
7919, 1985 WL 149627, at *9 (Del. Ch. Oct. 2, 1985), reprintedin 11 DEL. J. CORP.L. 968,
980 (1986) (finding that "a discount from the adjusted net asset value is necessary to arrive at
a going concern
value").
343
See Heller v. Munsingwear, Inc., 98 A.2d 774, 776 (Del. Ch. 1953) (stating that "in
every appraisal
case a physical appraisal of every asset is [not] necessarily required").
3
"Book value is generally equal to the asset's acquisition costs, plus any basis
increases, minus any depreciation expenses. "Book value" has been defined as follows:
The value at which an asset is carried on the balance sheet. Book value is the
cost less accumulated depreciation or the valuation allowance. Book value is
based on the historical cost of an asset and may vary significantly from the
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be utilized to extrapolate a liquidation value. 4 Intangible assets such as

patents and good-will are excluded from the asset value, unless they can
be determined with reasonable certainty" Each asset's determined value
is then totaled. This figure is the asset value component

The three components, earnings value, market value, and asset
value, are then weighted. The weight attributed to each component is

affected most by the appraiser's confidence in the accuracy of his or her
calculations regarding each component.347 Each component is multiplied
fair market value. The net amount of an asset after reduction by a related
reserve. The book value of accounts receivable, for example, would be the
amount of the receivables less the reserve for bad debts.
BLACK'S LAW DICriONARY 183 (6th ed. 1990). Book value is an accounting concept, and as
such is not necessarily an adequate proxy for representing the underlying value ofassets. Levin
v. Midland-Ross Corp., 194 A.2d 50,54 (Del. Ch. 1963) (noting "the weakesses... inherent
in reliance on book value"). On the other hand, "fair market value" has been defined as
follows:
The amount at which property would change hands between a willing buyer
and a willing seller, neither being under any compulsion to buy or sell and
both having reasonable knowledge ofthe relevant facts. By fair market value
is meant the price in cash, or its equivalent, that the property would have
brought at the time of taking, considering its highest and most profitable use,
if then offered for sale in the open market, in competition with other similar
properties at or near the location of the property taken, with a reasonable time
allowed to find a purchaser.
BLACK's LAW DicTIoNARY 597 (6th ed. 1990).
''Levin, 194 A.2d at 54. Items on the corporation's books can be rejected from
consideration and items not on the corporation's books can be considered. See Jacques Coo
& Co. v. Minneapolis-Moline Co., 75 A.2d 244,247-48 (Del. Ch. 1950) (considering items not
on books that were later excluded because they were found not to have real value); In re
General Realty v. Utils. Corp., 52 A.2d 6, 13 (Del. Ch. 1947) (ignoring items on books).
'"Baron v. Pressed Metals of Am., 117 A.2d 357, 363 (Del. Ch. 1955) (excluding
corporate goodwill because it was not a "measurable factor"), aft'd, 123 A.2d 848, 858 (Del.
1956). Other intangibles not recorded on a corporation's books, such as distribution
agreements and tax loss carryovers, may also be considered. See, e.g., Olivetti Underwood
Corp., 246 A.2d at 806-08 (considering distribution agreement and tax loss carryover); TrContinental,74 A.2d at 73 (considering tax loss carryover). See also TV58 L.P. v. Weigel
Broad. Co., No. 10,798, 1993 Del. Ch. LEXIS 146, at *8 (Del. Ch. July 22, 1993) (holding
that asset value "tends to undervalue intangible factors ofbusiness," and thus, it is less accurate
than discounted cash flow method).
3"Bell, 413 A.2d at 142. "[Ihe degree of significance placed on the market value can
be determined by such factors as the state of the economy, the type of company being valued,
and how widely its stock is traded." Calio, supranote 7, at 37 n.154. Callo supported this
statement citing various cases, discussing the assignation ofweight to market value: Gibbons,
339 A.2d at 468, 474 (assigning weight of 55% to market value for corporation wAose stock
was widely traded on New York Stock Exchange); Olivetti UnderwoodCorp.,246A.2d at 80809 (assigning 50% weight to market value for stock traded on New York Stock Exchange);
Swanton, 215 A.2d at 246 (assigning only 10% weight to market value because market price
was strongly influenced by corporation's stock repurchasing program). But see Chicago Corp.
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by its weight, which equals "fair value" under the Delaware Block
Method. This method has been criticized because it "is inconsistent with
the notion that value is derived from the future benefits the investor
expects to receive from his [or her] investment, not what has been
received in the past."34 As the Delaware courts have evidenced a greater
receptivity to other methodologies (e.g., DCF calculations), the Delaware
Block Method has declined in importance.
D. TradingMarket
The objective of the trading market method is to attempt to
determine what the unaffected market price of the company's stock would
have been on the date of the merger absent any speculation about a
merger, sale, or acquisition. 49 The trading market value, also known as
the restructured market value, is calculated by selecting a date prior to

any speculation about the merger, and then adjusting the price of the
stock on that date to account for market developments that occurred
between that date and the date of the merger. 5 Typically, the stock
price on the starting date is adjusted to reflect trends in the overall market
and in the relevant industry during the time period in question, taking
into account the company's historical performance as compared
to the
51
industry.
its
within
companies
other
to
and
general,
in
market,

v. Munds, 172 A. 451, 455 (Del.Ch. 1934) (criticizing stock market quotations as indicators
of value). But see Gibbons,339 A.2d at 474 (disregarding Munds because it was a "depression
day ruling").
Earnings value usually receives the most weight. See, e.g., Felder, 159 A.2d at 285-86
(earnings value weighted 80%); Sporborg, 123 A.2d at 127 (earnings value weighted 60%).
CompareSwanton, 215 A.2d at 246 (60% weight given to asset value because corporation was
real-estate holding company with value dependent on value of unrealized appreciated assets)
with Adams, 158 A.2d at 803 (giving no weight to earnings value because corporation had
negative earnings).
Asset value is generally limited to 50% weight. Levin, 194 A.2d at 57. But see
Swanton, 215 A.2d at 246 (giving 60% weight to asset value); Robbins & Co., 1985 WL
149627, at *4, reprinted in 11 DEL. J. CoRP. L. at 973 (weighting asset value 100% by
stipulation); In re Creole Petroleum Corp., No. 4860, 1978 WL 977, at *4 (Del. Ch. Jan. 11,
1978), reprintedin 3 DEL. J. CORP. L. 606, 613 (1978) (giving 100% weight given to asset
value because corporation was being nationalized by a foreign government with asset
component based on estimated discounted future earnings).
.4 Calio, supra note 7, at 38.
349
Shell Oil, 1990 Del. Ch. LEXIS 199, at *40, affd, 607 A.2d 1213 (Del. 1992).
.5 See id.
3
SISee, e.g., Salomon Bros., 1992 Del. Ch. LEXIS 100, at *10, reprintedin 18 DEL.
J. CORP. L. at 762 (noting historical earnings analysis); Van de Walle v. Unimation, Inc., No.
7046, [1990-1991 Transfer Binder] Fed. Sec. L. Rep. (CCH) 95,834, at 99,038 (Del. Ch.
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For several reasons, the courts have been reluctant to adopt the
trading market valuation method in practice. First, "its results are highly
sensitive to and depend significantly upon the starting date being

'
Because the selection of any particular date upon which to
selected."352
base the valuation is necessarily arbitrary, many courts have rejected the
methodology as unsound. 53 Second, because it is highly speculative
whether a particular company's stock price would undergo the same

fluctuations as the market in general or as the stock prices of other

companies in the same industry, any adjustments made to the starting
price on the basis of these broader trends are necessarily speculative as
well.3 54 Lastly, the obvious problem with the trading approach is that

trading price does not necessarily equal true value on a going concern
basis.
E. Liquidation Value
Liquidation value is the theoretical value which stockholders would

be entitled to receive if the corporation were to sell all of its assets and
go out of business." Also known as net asset value, this value is
calculated by ascertaining the value of the assets on the company's

balance sheet as of the date of the merger (valued on a current cost as
opposed to book value basis) and subtracting out the value of its

liabilities on the same date.356 By its very nature, the calculation of

liquidation value is not an attempt to ascertain the company's value as a

Mar. 6, 1991), reprintedin 17 DEL. . CoRP. L. 390,423 (1992) (criticizing failure to consider
Unimation's stock price); Shell Oil, 1990 Del. Ch. LEXIS 199, at *40.
3"Van de Walle, No. 7046, [1990-1991 Transfer Binder] Fed. Sec. L Rep. (CCH)
95,834, at 99,038, reprintedin 17 DEL. J. CoRp. L. at 423.
'See, e.g., id (stating that the valuation methodology propounded by the plaintiffs
trial expert was unsound); Salomon Bros., 1992 Del. Ch. LEXIS 100, at *14-15, reprintedIn
L. at 764 (stating that "a market value adjustment to compensate for an
18 DEL. J. aCo.
implicit minority discount is a valuation method that [may not be] generally accepted in the
financial community").
5
" See, e.g., Van de Walle, Fed. Sec. L. Rep. (CCH) 95,834, at 99,038, reprintedin
17 DEL. J.CORP.L. at 424.
3"See Tri-Continental,74 A.2d at 72.
3"See generally id
[Miarket value, asset value, dividends, earnings prospects, the nature of the
enterprise and any other facts which were know or which could be
ascertained as of the date of the merger and which throw any light on future
prospects on the merged corporation... must be considered by the agency
fixing the value.
Tri-Continental, 74 A.2d at 72. See also Cooper, 1993 Del. Ch. LEXIS 91, at "15-16
(defining asset value).
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going concern. For this reason, although liquidation value is one relevant

factor to a determination of fair value, it cannot be used as the sole
method of valuation in an appraisal proceeding.

5

There are, however, certain types of companies for which
liquidation value has been given substantial weight in determining fair
value. In particular, liquidation value has proven useful in appraisals of

natural resource companies because the value of the natural resource
company is determined by the underlying assets. 5

III.

ADJUSTmENTS TO VALUE

The methodologies discussed in Part II are generally used to value
a corporation as a whole. To determine the value of stock held by a

particular stockholder, however, most analysts (although not necessarily
the courts) agree that it may be necessary to make adjustments to the
stockholder's pro rata share of the corporation's aggregate value. The
most widely accepted adjustments include discounts that account for the

minority status of stockholders, discounts to reflect the illiquidity of
stock, and control premiums.
A. Discounts

1. Minority Discount
A minority discount is a downward adjustment to the value of
stock to represent a minority voting interest in a corporation.359

A

minority discount reflects a minority stockholder's inability to control the
affairs of a company on a day to day basis. For example, a minority
stockholder would be unable to compel liquidation and, thus, would be
unable to realize a pro rata portion of the corporation's net asset value. 6
37
"

See Shell Oil, 607 A.2d at 1221 (stating that liquidation value is not a substitute for

fair value); Kahn, 1988 Del. Ch. LEXIS 64, at *41, reprintedin 14 DEL. J. CORP. L. at 364
("It is settled law that asset value, being a liquidation value,. . . cannot be used as the sole
measure of fair value.").
'Shell Oil Co., 607 A.2d at 1218 (valuing the corporation as a specific entity, "not
merely as a collection of assets... or by the sum of the market price of each share of its stock
... , and as an ongoing enterprise, occupying a particular market position in the light of future
prospects") (citations omitted); Bell, 413 A.2d at 141 ("In determining what figure represents
this true or intrinsic value, the appraiser and the courts must take into consideration all factors
and elements which reasonably might enter into the fixing of value.").
3"Thomas D. Hall, Comment, Valuing Closely Held Stock: Control Premiums and
Minority Discounts, 31 EMoRY L.J. 139, 145 (1982).
36EstateofJung, 101 T.C. at 434. See also Alan L. Feld, The ImplicationsofMinority
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As noted by one court: "'There are 51 shares,' said he, 'that are worth
$250,000. There are 49 shares that are not worth a -

-. ""

Studies

have shown that minority interest 3discounts
have ranged from twenty62
seven percent to thirty-one percent.

InterestandStockRestrictionsIn Valuing Closely-HeldShares,122 U. PA. L. REv. 934, 935-36
(1974) (discussing rationale for minority discounts such as inability to compel payment of
dividends or distribution of assets redemption of shares); Jay E. Fishman et al.,
Premiumsand
Discounts in Business Valuation, 12 FAIRSHARE 14 (June 1992) (minority interest discount is
measured in terms of relative degree of control minority oamer has over operations and
important decisions of company). The value of a minority holder's shares may be different if
he or she is not an outsider as a result of being part of a group which has effective control over
the corporation's activities. See Feld, supra, at 937 (noting that to extent there are other
minority shareholders who are not part of control group, value of control group's shares is
enhanced and is more likely to approach proportionate interest in enterprise).
"'Humphrys v. Winous Co., 133 N.E. 2d 780,783 (Ohio 1956). "Such was the plight,
we are told, of the minority shareholder. Since the majority, through the board of directors,
ruled the company, no one would buy the minority's shares." Murdock, supranote 7, at 425.
"One study calculated minority interest discounts from 1984 to 1995 to be as follovs:
MINORITY INTEREST DISCOUNTS
Year of Buyout

Average Premium
Paid Over Market

Implied Minority
Interest Discount

1984

37.9%

27.5%

1985

37.1%

27.1%

1986

38.2%

27.6%

1987

38.3%

27.7%

1988

41.9%

29.5%

1989

41.0%

29.1%

1990

42.0%

29.6%

1991

35.1%

26.0%

1992

41.0%

29.1%

1993

38.7%

27.9%

1994

41.9%

29.50"

1995

44.7%

30.9%

MergerstatReview 1996 (Los Angeles, California: Houlihan Lokey Howard & Zukin 1996)
(discounts calculated by Hempstead & Co. Inc). Studies of discounts applied to initial public
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2. Illiquidity/Lack of Marketability/Restricted Stock Discounts
Marketability deals with the liquidity of an ownership interest (i.e.,
how quickly and easily it can be converted into cash). 63 Typically,

ownership interests in closely-held companies are not readily marketable

in comparison to comparable interests in public companies26
Consequently, a single share of stock in a privately held company is
generally worth less than a similar share in a public company. 65 Thus,
a discount for lack of marketability should be applied to stock that cannot
easily be sold in a timely manner. 66 Predictably, there is no consensus
as to the amount of such discounts.3 67
offerings have shown the following:
Initial Public Offerings
Inputed Discount
Study

Mean

Median

1992-1993

45%

44%

1990-1992

42%

40%

1989-1990

45%

40%

1987-1989

45%

45%

1985-1986

43%

43%

1980-1981

60%

66%

The Value of Marketability as Illustratedin Initial Public Offerings of Common Stock, Bus.
VALUATION
REV., Mar. 1994, at 3-7.
.63Fishman et al., supra note 360, at 14.
36Id.
36
SId "

'"Id. As noted by Professor Murdock:
The dilemma for the minority shareholder in the closely-held corporation was
that those in control could reap the benefits of ownership through
compensation and other withdrawals not available to the minority; the
minority would receive no return on his or her investment, nor could the
shares be sold because no prudent person would step into the shoes of the
minority.
Murdock, supra note 7, at 425.
67
' See Thomas W. Dant, Jr., Courts IncreasingAmount of Discount for a Minority
Interest in a Business, 43 J. OF TAX'N 104 (1975) (stating that courts have tended to overvalue
stock, not recognizing reality of marketplace reflected by illiquidity discount); J. Michael
Maher, Discountsfor Lack ofMarketabilityfor Closely HeldBusiness Interests,54 TAXEs 562,
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Closely related to illiquidity discounts are discounts reflecting
571 (1976) (noting that the size of illiquidity discount has increased over time and should be
in 35% range); Robert E. Moroney, Why 25% DiscountforNonmarketabilityin One Valuation,
100% in Another?, 55 TAXES 316, 317-20 (1977) (stating that courts in recent years have
upheld illiquidity discounts in 50% area and discussing relevant factors in assessing discounts
for particular stock); PRATr, supranote 294, ch. 10 (noting that an analysis of several studies
relating to discounts for lack of marketability recognizes that shares of closely held companies
suffer more from lack of marketability than restricted shares of publicly traded companies and
level of discounts for lack of marketability allowed by most courts seem wvell below what
empirical evidence indicates can result from arm's-length transaction in real-world market).
A study of limited partnerships secondary markets price-to-value discounts revealed
the following:
LIMITED PARTNERSHIPS SECONDARY MARKETS
PRICE-TO-VALUE DISCOUNTS
Category

# of Partnerships

Average Discount

Equity -

Distributing

87

41%

Equity -

Non-Distributing

32

64%

Equity/Mortgage Hybrid

24

42%

Triple-Net-Lease

26

20%

Mortgages -

Insured

14

19%

Mortgaged -

Uninsured

6

44%

Donna Weintraub, FamilyLimited Partnershipsand Limited Liability Companies: Valuation
Issues 10 (Apr. 26, 1996) (unpublished presentation compilation, on file with The Delaware
JournalofCorporateLaw (citing The PartnershipSpectrum, May/June 1995)). Another study
showed the following:
LIMITED PARTNERSHIPS SECONDARY MARKETS
PRICE-TO-VALUE DISCOUNTS
1993

1994

1995

Equity - Distributing

51%

490%

41%

Equity - Non-Distributing

51%

76%

64%

Equity/Mortgage Hybrid

60%

54%

42%

Triple-Net-Lease

20%

19%d

20%

Mortgages

Insured

13%

280%S

190%s

Uninsured

59%

5304S

44%

Type of Partnership

-

Mortgages -
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formal restrictions on the transfer of stock. Stockholders in a "closely
held corporation frequently impose restrictions on the transferability of

'
stock in the corporation."368
Such "restrictions may be imposed by a
charter restriction, bylaw provision, or separate agreement" and will vary

depending upon the objective to be obtained.369 Moreover, the federal
securities laws may also impose restrictions on the transferability of

stock, and the courts have taken such restrictions into account as one
factor (though not determinative) to be considered in a valuation?"0

Instead of being recognized as a separate discount, the restricted nature
of stock will sometimes be considered as an illiquidity discount. Studies
have shown that restricted stock
discounts have ranged from twenty-three
371
percent to forty-five percent.

Mortgages - Zero Coupon

78%

n/a

n/a

Weighted Average

46%

48%

41%

Id. at 11 (construing data compiled by Partnership Profiles, Inc.). With regard to the
correlation of price-to-value discounts with a degree of leverage, one study showed the
following:
LIMITED PARTNERSHIPS SECONDARY MARKETS
CORRELATION OF PRICE-TO-VALUE DISCOUNTS
WITH DEGREE OF LEVERAGE
Type of Property

All Cash or Low Debt

Moderate or High Debt

Commercial/Residential

36%

(4)

67%

(2)

Commercial/Residential/
Retail

36%

(12)

46%

(2)

Commercial/Retail

44%

(18)

53%

(5)

Hotels Only

26%

(2)

32%

(2)

Residential Only

38%

(6)

49%

(6)

Retail Only

36%

(6)

62%

(2)

Id. at 15 (citing The PartnershipSpectrum, May/June 1995).
36"Feld, supra note 360, at 946.
3691d
0
37
Id. at 947.
7

'See, e.g., INSTITUTIONAL INVESTOR STUDY REPORT OF THE SECURITIES AND

EXCHANGE COMMISSION, H.R. Doc. No. 64, 92d Cong., 1st Sess., at 2444-2456 (1971) (study
covering 1966-1969, average discount of 25.8 to 32.6%); Milton Gelman, An Economist-
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FinancialAnalyst's Approach to Valuing Stock ofa Closely Held Company, 36 J. TAX'N 353
(1972) (study covering 1968-1970, average discount of 33.0%); Robert E. Moroney, Most
Courts Overvalue Closely Held Stocks, 51 TAXEs 144 (1973) (study covering 1968-1972,
average discount of 35.6%); Maher, supra note 367, at 562-71 (study covering 1969-1973,
average discount of 35.4%); Robert R. Trout, Estimationof the DiscountAssociated with the
Transfer of RestrictedSecurities, 55 TAXEs 381 (1977) (study covering 1968-1972, average
discount of 33.5%). One summary of restricted stock studies showed the following:
SUEMARY OF RESTRICTED STOCK STUDIES
Years Covered
in Study

Average Discount
%

SEC, Overall Average

1966-1969

25.8

SEC, Nonreporting OTC
Companies

1966-1969

32.6

Gelman

1968-1970

33

Trout

1968-1970

33.5

Study

Moroney

35.6

Maher

1969-1973

35.4

Standard Research
Consultants

1978-1982

45

Willamette Management

1981-1984

31.2

1981-1988

33.8

1979-April 1992

23.0

Associates, Inc.
Silber
FMV Opinions, Inc.

PRATr ET AL., supra notea 293, at 343.
Sometimes it is necessary to establish the fair market value of stock that has not been
registered for public trading when the issuing company has stock of the same class that is
actively traded in a security market. See, e.g., Rev. Rul. 77-287, 1977-2 C.B. 319 (providing
information to taxpayers about the "valuation, for Federal tax purposes, ofsecurities that cannot
be immediately resold because they are restricted from resale pursuant to Federal securities
law"); see also William L. Silber, Discountson RestrictedStock: The Impact of Illiquidityon
Stock Prices,FIN. ANALYSTS J. 60 (July/Aug. 1991) (noting that companies issuing restricted
stock and registered securities trading in open market usually offer discount on restricted
securities to compensate for illiquidity, that price penalty is more sensitive to block size than
revenues (larger block lower price), and concluding that marketing large blocks of illiquid
securities requires significant price concessions because liquidity has significant impact on cost
of equity capital). In this situation, the following methods have been used by investment
companies in the valuation of restricted securities to determine the difference in fair market
value between the registered and the unregistered shares:
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3. Treatment of Discounts by the Courts
As previously discussed, the number of shares owned by the

stockholder is not considered when ascertaining the value of that
stockholder's proportionate interest in the company in an appraisal
proceeding under Delaware law.372 In an appraisal proceeding, the
objective is to "value the corporation itself as distinguished from a

specific fraction of its shares as they may exist in the hands of a
' Application of a discount provision would be
particular stockholder."373
contrary to the requirement that the corporation be viewed as a going
374
concern. In its opinion on the appeal of CavalierOil Corp. v. Harnett,
the Delaware Supreme Court explained why a minority discount should

Current market price of the unrestricted stock less a constant percentage
discount based on purchase discount;
•
Current market price of unrestricted stock less a constant percentage discount
different from purchase discount;
*
Current market price of the unrestricted stock less a discount amortized over
a fixed period;
*
Current market price of the unrestricted stock; and
*
Cost of the restricted stock until it is registered.
The Institutional Investors Study, published in 1971, focused on the valuation of restricted
stock. The amount of discount for restricted securities from the trading price of the
unrestricted securities was found to be related to four factors: (1) earnings, (2) sales, (3)
trading market, and (4) resale agreement provisions. However, all relevant facts that bear upon
the worth of the restricted stock should considered when determining fair value. For example,
particular provisions in agreements between buyers and sellers ofrestricted securities may affect
the size of any discount. Examples of such provisions include provisions giving the buyer an
option to require registration at the seller's expense, provisions giving the buyer rights to
receive continuous disclosure from the seller, and provisions giving the buyer the right to select
one or more directors of the issuer. In addition, other factors such as the strengths of the buyer
and seller and the market experience of freely tradable securities of the same class may affect
the valuation.
372
See Rapid-American Corp., 603 A.2d at 805 (holding that "a court cannot adjust its
valuation to reflect a shareholder's individual interest in the enterprise"); see also Salomon
Bros., No. 10,054, 1992 Del. Ch. LEXIS 100, at *14-15, reprintedin 18 DEL. J. CORP. L. at
764 (declining to recognize an "implicit minority discount adjustment" in a proceeding to
determine fair value). Not surprisingly, both the parties and their valuation experts are often
far apart when it comes to compensating minority stockholders. For example, in Taines v.
Gene Barry One Hour Photo Process, Inc., 474 N.Y.S.2d 362 (N.Y. Sup. Ct. 1983), affd sub
nom. In re Taines 486 N.Y.S.2d 699 (N.Y. App. Div. 1985), the majority's expert valued the
business at $71,000 while the minority's experts valued the business at $20.7 million. Id. at
365. The court characterized the experts' opinions as absurd and held the value of the business
to be $1.356 million. Id. at 368.
"3 CavalierOil, 1988 Del. Ch. LEXIS 28, at *27, affd,564 A.2d 1137 (Del. 1989).
'"4564 A.2d 1137 (Del. 1989).
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not be a factor in the valuation at the stockholder level: "Fail[ure] to
accord to a minority shareholder the full proportionate value of his share
imposes a penalty for lack of control, and unfairly enriches the majority
shareholders who may reap a windfall from the appraisal process by
cashing out a dissenting shareholder, a clearly undesirable result."3"
Likewise, the value of shares may not be discounted to account for their

"nonmarketability" or illiquidity. 76

However, there are some

exceptions?'

In valuing stock for federal tax purposes, by contrast, "the rights,
restrictions, and limitations of the various classes of stock must be
considered.""37 Accordingly, minority discounts and other discounts are
a factor.379 If the rights and powers of the preferred stock are sufficient

to significantly limit the ability of the common stock to control the
company and its assets, then the value of the common stock will be

3751d at 1145. The application of discounts by the courts can be devastating to a
minority stockholder. In CavalierOil, the valuation determined by the respondent's appraiser
included a 28% minority interest discount and a 40% nonmarketability discount. Had the court
accepted the valuation of the respondent's appraiser, the impact would have been as follows:
The net effect of the two discounts was to devalue the minority shares by
fifty-seven percent. The value of the shares determined by the court was
$302,000. Had the minority and liquidity discounts been applied, the plaintiff
would have received only $130,000. The court, however, found that neither
a minority nor illiquidity discount was proper and awarded the plaintiff
$302,000.
Murdock, supra note 7, at 472 (footnote omitted).
.7 See CavalierOil, 1988 Del. Ch. LEXIS 28, at *69 (approving a valuation based on
discounted cash flow analysis with no additional "minority discount"); Robbins & Co., 1985
WL 149627, at *11, reprintedin 11 DE. J. CoRP. L. at 982 (rejecting application of lack of
marketability discount on the grounds that "where there was no free and active market for the
stock in question, market value has been eliminated totally as an element of appraised value").
""See, e.g., Hodas, 1992 Del. Ch. LEXIS 252, at *13, reprintedin 18 DEL. J. CoRP.
L. at 1024 (finding "key man" discount to be appropriate where skills and abilities ofexecutive
were important to corporation).
3"Estate of Newhouse, 94 T.C. at 218 (citation omitted).
31'Adjustments in valuing close corporations need to be made to reflect operation
realities:
Courts are becoming increasingly aware of what has been obvious to
outside observers for a long time - that the shareholder in a close corporation
"looks to his salary for the principal return on his capital investment, because
earnings of a close corporation, as is well known, are distributed in major part
in salaries, bonuses and retirement benefits." In view of this, when valuing
a company to determine the fair value of an oppressed shareholder's shares,
"to truly reflect the companies' earning power, the net income is adjusted by
eliminating from the corporate expenses a portion of the officer-shareholders'
salaries that is considered excess compensation."
Murdock, supra note 7, at 477 (citations omitted) (footnotes omitted).
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significantly less than if the common [stockholders] enjoyed full and
unrestricted control over corporate affairs."3'0 Cases involving the

valuation of minority holdings in close corporations ordinarily consider
a discount or discounts because the stock is a minority holding and is not
publicly traded.3"' In both Estate of Newhouse v. Commissioner8 2 and
Estate of Jung v. Commissioner,"3 the courts accepted a determination
that a thirty-five percent discount should be applied to the price of the
stock for lack of control and lack of marketability." 4
3

U°Estate of Newhouse, 94 T.C. at 218.
'"See, e.g., Estateof Jung, 101 T.C. at 434 (considering both the "minority discount,"
which reflects the shareholder's lack ofcontrol, and the "marketability discount," which reflects
the lack of a ready market, as factors "likely to depress the price that a hypothetical buyer is
likely to be willing to pay for the stock").
3294 T.C. 193 (1990). In Estate of Newhouse, the court accepted as reasonable the
evaluation of petitioner's expert (The Goldman Sachs Valuation) in which the following four
benchmarks for valuation were considered:
(1)
The public trading market value of the company, i.e. the value if [the
closely held company stock] had been actively traded on the stock
market;
(2)
the initial public offering value, or the net value realizable by the
shareholders who first introduce [the closely held company's] stock
on the public stock market;
(3)
the possible merger market value, or the amount realized by the
shareholders if they sold all their stock to one party in a private sale;
and
(4)
the arithmetic sum value, or the sum of the values of each of the
assets if sold in independent transactions.
Id. at 238. The expert, Goldman Sachs, also contemplated four types of investors in its
analysis: (1) the passive investor, (2) the active investor, (3) the control investor, and (4) the
public. Id. at 240.
383101 T.C. 412 (1993). An expert in Estate of Jung recommended the 35% figure
after reviewing six studies of transactions involving restricted stock and indicating a discount
range from 25.8% to 45%. Id. at 435.
'8 Estate ofJung, 101 T.C. at 438; Estate of Newhouse, 94 T.C. at 252. Similarly, in
Ward v. Commissioner, 87 T.C. 78 (1986), Mr. and Mrs. Ward made gifts of minority stock
interests in J-Seven Ranch, Inc. to each of their sons. Id. at 88. The issue involved was the
value of the shares. Id. at 79. The stock of J-Seven had "never been publicly traded," and
there had "never been any sales of the stock." Id. at 101. The court held that "in the absence
of arm's length sales, the value of the stock is to be determined by taking into consideration
the company's net worth, prospective earning power and dividend-paying capacity, and other
relevant factors." Id. (citing Treas. Reg., 26 C.F.R. § 25.2512-2(f); Estate ofAndrews, 79 T.C.
at 940). Other relevant factors include:
the good will of the business; the economic outlook in the particular industry;
the company's position in the industry and its management; the degree of the
control of the business represented by the block of stock to be valued; and the
values of securities of corporations engaged in the same or similar lines of
business which are listed on a stock exchange.
Id. (citing 26 C.F.R. § 25.2512-2(f)). The court found the net asset value per share by adding
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A discount may also be appropriate with respect to stock that is
subject to resale restrictions pursuant to the federal securities laws. In
Trust Services of America Inc. v. United States,3 8 s the decedent owned
General Health Services, Inc. common stock representing approximately
thirty-five percent of the outstanding shares?86 The subject securities
were assumed to be unregistered and therefore subject to the resale
restrictions embodied in SEC Rule 144 which limited their sale in the
public marketplace to a lengthy time period and, thus, justified a
discount.387 The court stated that empirical evidence indicated that, in
general, blocks of restricted stock are sold in private placements at a
discount from the marketable minority interest value. 88 The court also
held that "because stock burdened with securities law restrictions is not
freely transferable on the open market as a block, the courts and the IRS
38
have recognized that a discount in valuing such stock is appropriate.""
B. ControlPremium
1. Basis for Premium
A control premium is an upward adjustment to the value of stock
when the block of stock being valued enables the holder to control the

corporation. 39' For example, a controlling stockholder can elect directors,
appoint management, declare and pay dividends, determine corporate
policy, etc. A control premium is the selling stockholder's compensation

together the fair market value of the following assets: (1) land, (2) cash, (3) depreciable assets
owned by J-Seven, and (4) fair market value of the cattle owned by J-Seven. Id at 104. The
court took into consideration discounts for the following: (1) low earnings power of the
corporation, (2) restrictions imposed on the stock by the stock purchase agreement, and (3) the
limited marketability of the stock; the court then determined that a 33 1/3% discount was
appropriate
in valuing the stock. Id at 109.
3
sNo. CV 85-675-FW, 1988 U.S. Dist. LEXIS 19388 (C.D. Cal. Mar. 31, 1988), aff'd
in part,rev'd in part on other grounds, 885 F.2d 561 (9th Cir. 1989).
31,d at *2.
37Id at *20 (citing 17 C.F.RL § 230.144(e)(1)).
38SIi at *21-23.
389
Trust Servs. ofAm., 1988 U.S. Dist. LEXIS 19388, at 021 (citing Estate of Gilford
v. Commissioner, 88 T.C. 38 (1987) (allowing 33% discount for 23% block); Brownell v.
Commissioner, 44 T.C.M. (CCH) 1550 (1982) (allowing 33% discount for 5.15% block);
Kessler v. Commissioner, 37 T.C.M. (CCH) 1851-11 (1978) (allowing 48% discount for 5.7%
block); Roth v. Commissioner, 36 T.C.M. (CCH) 1742 (1977) (allowing 60% discount for
9.8% block); Bolles v. Commissioner, 69 T.C. 342 (1977) (allowing 45% discount for 13%
block); Husted v. Commissioner, 47 T.C. 664 (1967) (allowing 36% discount for block
representing "a significant portion of the outstanding stock)).
3aHal, supra note 359, at 144.
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" '
Studies have shown that control
for surrendering voting control.39
premiums have ranged from thirty-five percent to forty-five percent.39 2

91

See Wayne H. Mikkelson & Hailu Regassa, PremiumsPaidin Block Transactions,
12 MANAGERiAL & DECISIOo ECON. 511 (1991) (noting that investors pay premium for control
or voting rights, regardless of whether trade transfers majority voting control). See also Halm
Levy, EconomicEvaluation of Voting Powerof Common Stock, 38 J. OF FIN. 79, 81-88 (1982)
(hypothesizing that "[i]f control of the firm has economic value, the voting rights premium will
depend on the voting rights differential of the two classes of stock and the proportion of each
class of stock in the firm's equity," and noting that, for 25 firms listed on the Tel Aviv Stock
Exchange with two classes of stock identical in all respects (i.e., dividends, liquidation rights,
etc.) "pay off to the controlling group is on the whole higher"); Ronald C. Lease, The Market
Value of Controlin Publicly-Traded Corporations,11 J. OF FIN. ECON. 439 (1983) (study of
30 firms over 38 year period which concluded that for 26 firms that had two classes of stock
outstanding, but had no voting preferred stock outstanding, class of common stock with
superior voting rights generally traded at premium relative to other class of stock).
" 2 One study showed the following control premiums:
3

MINORITY INTEREST DISCOUNTS
Year of Buyout

Average Premium
Paid Over Market

1984

37.9%

1985

37.1%

1986

38.2%

1987

38.3%

1988

41.9%

1989

41.0%

1990

42.0%

1991

35.1%

1992

41.0%

1993

38.7%

1994

41.9%

1995

44.7%

MergerstatReview 1996,supra note 362 (Discounts calculated by Hempstead & Co. Inc.). The
Mergerstat Review study covered 142 transactions for 1992 with the median premium
calculated to be 34.7/, 173 transactions for 1993 with the median premium calculated to be
33/o and 260 transactions for 1994 with the median premium calculated to be 35%.
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2. Application by the Courts
The courts recognize the propriety of a control premium in at least

two contexts. First, a court may address, in a proceeding challenging the
fairness of a transaction's terms, the issue of whether a minority
stockholder is entitled to a control premium above the trading price of the

stock when there is a change in control of the corporation. Second, a
court in a tax proceeding may address the issue of whether a controlling
stockholder must add a control premium to the value of stock when
placing a value on the controlling block of shares.
As with a discount, a "control premium" is generally not
considered at the stockholder level in appraisal actions.393 A control
premium may, however, be a valid consideration at the corporate level
when valuing interests in wholly-owned subsidiaries." For example, in
Kleinwort Benson Ltd. v. Silgan Corp.,39s the court stated that the
valuation experts "should have adjusted market value to compensate for
an inherent minority discount" in a publicly traded company's price.2
Applying a premium was necessary to "remove a minority discount
market price" and to reflect "the enterprise value of a
imbedded in3 the
97
corporation."

As previously discussed, despite the general lack of applicability
of control premiums in appraisals, the courts have recognized that
stockholders are entitled to a control premium if a decision by its board

of directors, such as a merger or other business combination, results in a

transfer of control.398 Consequently, the courts have also suggested that

39'See Rapid-American Corp., 603 A.2d at 805 (observing that a stockholder
is
typically only entitled to a "proportionate interest in a going concern" without regard to any
particular shareholder's interest); Cede & Co., No. 7129, 1990 Del. Ch. LEXIS 259, at *71
(noting that "Delaware law traditionally and today accords to a dissenting shareholder 'his
proportionate interest in a going concern").

"Rapid-American Corp., 603 A.2d at 806-07.

3"No. 11,107, 1995 Del. Ch. LEXIS 75 (Del. Ch. June 15,1995), reprintedin 20 DEL.
J. CORP.L. 1079 (1995).
39Id at *8, reprintedin 20 DEL. J. CORP.L. at 1085.

3171d at *7, reprintedin 20 DEL. J.CORP. L. at 1084. An expert should be careful not
to apply a premium which includes value from the expectation of the merger. "This portion
of a control premium cannot be included in the appraisal value of a corporation because it
reflects value arising from the accomplishment or expectation of the merger." ld at *10,
reprinted in 20 DEL. J.CORP. L. at 1085 (citation omitted).

39Commentators have recognized that "[t]he acquiring firm in a corporate takeover
almost invariably pays an enormous premium over market price for the stock of the target
company." Stout, supra note 47, at 1235 (citing Bernard S. Black, Bidder Overpaynent in
Takeovers, 41 STAN. L. REV. 597, 601 (1989) (takeover premiums averaged 50% over market
in 1980s); Reinier Kraakman, Taking DiscountsSeriously: The Implications of"Discounted'
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control premiums may be appropriate considerations when calculating

damages in breach of fiduciary duty cases, if, as a result of a breach of
duty, a board surrenders control without obtaining the best value
reasonably available for the surrender. 9 9 Accordingly, where there is

evidence that a premium was obtainable in the market, a plaintiff
stockholder may be awarded damages taking that premium into
account.40 0

In contrast, a controlling stockholder will want minimal value
attached to the control for tax liability purposes. However, consistent
with its valuation approaches, the IRS attaches a premium to transfers of
control because control adds to the appraised value of stock.4"' The IRS
will presume that control premiums should be assessed whenever the
block of stock being valued represents more than two thirds of a

corporation's voting power.402 For estate and gift tax valuation purposes,
the IRS will not assume that all voting power held by family members
will be aggregated for purposes of determining whether the transferred
shares should be valued as part of a controlling interest.40 3 In other

Share Prices as an Acquisition Motive, 88 COLUM. L. REv. 891, 892 (1988) (takeover
premiums average 50%)). These premiums tend to be large ones and as noted by Professor
Stout, "[t]his behavior is so inconsistent with the [Capital Asset Pricing Model] that some
commentators argue that takeover premiums are evidence that the market irrationally
undervalues firms." Id. at 1260 n.128 (citations omitted). These premiums are also
controversial: "Many argue that average premiums of fifty per cent [sic] must be evidence that
acquiring firms expect to substantially improve their targets' earnings and that takeovers
promote economic efficiency. Others conclude that acquiring firms must be harming their own
shareholders by paying too much for target firms." Id. at 1235-36 (citations omitted) (footnotes
omitted).
""See, e.g., Cinerama,663 A.2d at 1150 (holding that plaintiff's appraisal estimates
were unrealistic "even considering the addition of a control premium"); Paramount,637 A.2d
at 49 (holding that directors' defensive measures were unreasonable especially when "coupled
with the sale of control").
4
"Although a control premium would be most clearly applicable to a stockholder who
holds a majority of a corporation's outstanding stock, the courts have recognized that holdings
of less than 50% mayconstitute "controlling interests" if accompanied by the actual exercise
of control. See United States v. Union Pac. R.R., 226 U.S. 61, 95-96 (1912) (finding 46% to
constitute control); Cheffv. Mathes, 199 A.2d 548,555 (Del. 1964) (applying control premium
to purchase of 20%); Moran v. Household Int'l, Inc., 490 A.2d 1059, 1080 (Del. Ch. 1985)
(recognizing 20% ownership as threshold for measuring control), afid,500 A.2d 1346 (Del.
1985); cf Citron v. Steego Corp., No. 10,171, 1988 Del. Ch. LEXIS 119, at *16 (Del. Ch.
Sept. 9, 1988), reprintedin 14 DEL. J. CoRp. L. 634, 644 (1989) (finding ownership of less
than 50% not deemed to constitute controlling block absent facts showing actual exercise of
control). 40
lHall, supra note 359, at 144.
"2 d. at 144-45 (citing Priv. Ltr. Rul. 7734001 (May 11, 1977)).
403
Rev. Rui. 93-12, 1993-1 C.B. 202. Prior to Rev. Rul. 93-12, the IRS followed Rev.
Rul. 81-253 (1981), which stated that, ordinarily, no minority discount was allowed with
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words, if several family members hold minority interests in the business,
the IRS will not assume that the shares will be aggregated to form a
control block.4"'

respect to transfers of shares of stock between family members if the family member's shares,
taken together, constituted a controlling interest in the corporation. In 1993, the IRS
reconsidered its position on this issue and revoked Rev. Rul. 81-253, attributing its decision
in part to several cases in which the court refused to aggregate the voting power of family
members for purposes of valuation. Rev. Rul. 93-12 (1993) (citing Propstra v. United States,
680 F.2d 1248, 1253 (9th Cir. 1982); Bright v. United States, 658 F.2d 999, 1001 (5th Cir.
1981); Estate of Andrews v. Commissioner, 79 T.C. 938, 956 (1982); Estate of Lee v.
Commissioner, 69 T.C. 860, 873 (1978)).
"Rev. Rul. 93-12, 1993-1 C.B. 202. In assessing the applicability of a control
premium or minority discount, it may be necessary to focus not only on the stockholders equity
stake, but the voting rights which attach to his or her shares. As many commentators have
discussed, corporations in recent years have increasingly recapitalized to provide for dual
classes of common stock with disparate voting rights. See, e.g., Harry DeAngelo & Linda
DeAngelo, ManagerialOwnershipof Voting Rights, A Study ofPubllc Corporationswith Dual
Classesof Common Stock, 14 J. FIN. ECoN. 33 (1985) (empirical study ofmanagerial common
stock holdings in 45 publicly held firms with dual classes of common stock which carry
identical cash flow, but different per share voting rights and noting that dual class firms may
best be viewed as intermediate organizational form which fits somewhere between polar cases
of dispersed-ownership public corporation and closely-held firm); Gregg A. Jarrell & Annette
B. Poulsen, Dual-ClassRecapitalizationsas Antitakeover Mechanisms, 20 J. FIN. Econ. 129
(1988) (empirical study on shareholder wealth effects of 94 firms between 1976 and 1987
recapitalizing with dual classes of common stock with disparate voting rights and noting
significant negative price effects on common stock of firms involved (0.82% were found for
narrow windows centered on public announcement of plans to recapitalize and firms
recapitalizing in 1986-87 experienced about 2% negative abnormal returns at announcement of
recapitalization)); M. Megan Partch, The Creationofa Class OfLimited Voting Common Stock
andShareholder Wealth, 18 J. FIN. EcON. 313 (1987) (report of empirical study of 44 publicly
traded firms which between 1962 and 1984 created a second class of common stock with
limited voting rights and concluded that stockholder wealth does not appear to be affected by
creation of class of limited voting common stock but recognized that soon after the creation
of second class there is change in managerial ownership); Richard S. Ruback, CoerciveDualClassExchange Offers, 20 J. FN. EcON. 153, 153 (1988) (noting that because "managers and
inside stockholders do not participate in [exchange offers] it results in the concentration of
voting power" by insiders which "effectively blocks all hostile takeover attempts" by giving
"insiders who do not own majority of stock veto power over hostile bids"); Howard D.
Sherman & M. Wayne Marr, InstitutionalInvestor Response to CorporateRestructuring, 4
INSIGHTS 11 (Dec. 1990) (discussing relevant questions for proper valuation of dual class
exchange offers); Update - The Effects of Dual Class Recapitalizations on Shareholder
Wealth: Including Evidence From 1986 and 1987, Office of the ChiefEconomist Securities
and Exchange Commission (1987) (SEC examined 89 fums that recapitalized by issuing second
class of equity with disparate or limited voting rights and concluded there were significant
negative wealth effects and abnormal stock returns at announcement of recapitalization).
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CONCLUSION

There are two extremely important conclusions to be drawn from.
this overview. First, valuation disputes can be very complex, with the
precise issues and objectives varying considerably based upon the nature
of the proceeding. Second, litigation involving valuation issues should
be handled only by practitioners knowledgeable in the particular area of
the law, with the assistance of experienced financial analysts. However,
noteworthy is the fact that in Van de Walle v. Unimation, Inc,,4 the
court reviewed many valuation approaches and concluded that "fairness"
in the context of the best possible transaction is best provided by an
auction market and/or bargaining process:
The most persuasive evidence of the fairness of the
... price is that it was the result of arm's-length
negotiations between two independent parties, where the
seller... was motivated to seek the highest available price,
and a diligent and extensive canvass of the market had
confirmed that no better price was available.
The fact that a transaction price was forged in the
crucible of objective market reality (as distinguished from
the unavoidably subjective thought process of a valuation
expert) is viewed as strong evidence that the price is fair.40 6

4
OSNo.

7046, [1990-1991 Transfer Binder] Fed. Sec. L. Rep. (CCH)

(Del. Ch. Mar. 6, 1991), reprinted in 17 DEL. J. CoRP. L. 390 (1992).
4Id. at 99,035, reprinted in 17 DEL. J. CORP. L. at 417.

95,834, at 99,035

