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Minority shareholders who believe they
have been unfairly compensated as a result
of a merger transaction often have only
one available remedy: to dissent from the
merger and exercise their right to have a
court determine the so-called “fair value”
of their shares. In any such appraisal
action, the dissenting shareholders will
claim that the merger consideration was
not fair and that they should be paid more.
The acquirer, on the other hand, will claim
that the merger consideration was fair or
more than fair.

In the last several years, the number
of shareholders dissenting from corpo-
rate actions and asserting their statutory
appraisal rights has surged. Appraisal peti-
tions filed in Delaware, for example, have
tripled over the last three years. It appears
that this trend may be here to stay. In fact,
this increase has been attributed, in part, to
the rise of so-called “appraisal arbitrage” in
which an investor purchases shares in the
target of a merger solely for the purpose of
asserting appraisal rights.

Whether you are corporate counsel fac-
ing an appraisal action for the first time
or counsel to shareholders considering the
exercise of their appraisal rights, here are
the top six issues to be aware of as you con-
sider your client’s options.

1. Fair Value # Fair Market Value
In an appraisal proceeding, the court is
charged with determining the “fair value”
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of the petitioner’s shares of the subject com-
pany on a statutorily-defined appraisal
date.’ “This is done in a jurisprudentially
specific manner that is policy-based and
that is different from that which would be
undertaken to find the ‘fair market value’
of the petitioners’ shares.” *

Fair Market Value (FMV) is defined as
“the amount at which the property would
change hands between a willing buyer
and a willing seller when the former is not
under compulsion to buy and the latter is
not under any compulsion to sell, both par-
ties having reasonable knowledge of the
relevant facts.”” An FMV appraisal allows
for the application of certain discounts,
such as the minority discount, which adjusts
for the lack of control over the business
entity on the theory that non-controlling
shares of stock are not worth their propor-
tionate share of the firm’s value because
they lack voting power to control corpo-
rate actions,’ and the marketability discount,
which adjusts for a lack of liquidity in one’s
interest in an entity, on the theory that
there is a limited supply of potential buyers
for stock in a closely-held corporation.’

Generally speaking, and under
Delaware law, a fair value appraisal, unlike
other valuation contexts, may not include
the application of discounts for minority
positions and the lack of marketability.’
As discussed below in the next section, the
fundamental issue in an appraisal proceed-
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ing is a determination of a company’s intrinsic
value as a going concern, without consideration
of factors such as lack of marketability, a minor-
ity interest discount, or synergies that might
result from the transaction at issue.

2. Fair Value is the Dissenting Shareholder’s
Proportional Interest in a Going Concern Value

Courts require that a company be valued as
a “going concern”, employing an underlying
assumption in these matters that the dissent-
ing shareholder would be willing to continue
its investment in the company had the corpo-
rate action being dissented from not occurred.’
“Consequently, the corporation must be valued
as an operating entity, and the dissenting share-
holder’s shares valued as what is being taken
from the shareholder, that is, the shareholder’s
proportionate share in the corporation as a going
concern,’ ... rather than value that is determined
on a liquidated basis.” ’

Moreover, courts are required to exclude from
any determination of value any synergies (i.e.,
benefits) of the transaction at issue.

The exclusion of any synergies that would
result from a merger derives from the mandate
that the subject company be valued as a going
concern. “Logically, if this mandate is to be
faithfully followed, this court must endeavor to
exclude from any appraisal award the amount of
any value that the selling company’s sharehold-
ers would receive because a buyer intends to
operate the subject company, not as a stand-alone
going concern, but as a part of a larger enterprise,
from which synergistic gains can be extracted.”

Put another way: the court will determine the
value of the subject company from the perspec-
tive of a stockholder of that company on the
statutory appraisal date, not the company’s value
from the perspective of a potential acquirer."

3. Discounted Cash Flow is the Preeminent
Valuation Methodology

The next step is to move from the concept of
going concern value to the application of a valua-
tion methodology to determine that value. In the
landmark 1983 case of Weinberger v. UOP, Inc.,
the Delaware Supreme Court held that a proper
approach to valuation “must include proof of
value by any techniques or methods which are
generally considered acceptable in the financial
community and otherwise admissible in court.”

Since the Weinberger decision, a body of juris-
prudence has developed on the acceptable meth-
odologies and their appropriate application in
the fair value appraisal context. The most preva-
lent approach is a type of the income approach
called the Discounted Cash Flow method (DCF),
which Delaware courts have described as “the
preeminent valuation methodology” " and “[i]
n many situations ... in theory the single best
technique to estimate the value of an economic
asset.” "

Put simply, a DCF analysis projects operating
cash flows for an extended period, determines
a terminal value upon sale at the end of that
period, and then discounts those values at a set
discount rate (i.e., cost of capital) to determine the
net present value of the company. DCF is based
generally upon three inputs: (1) the free cash
flow projections for a certain number of years
(the “discrete period”); (2) the terminal value
estimate at the end of the discrete period; and (3)
the discount rate.” The discount rate, which may
be the most important and most contested, input
of this analysis, represents the cost of equity, or,
put another way, the total expected rate of return
that an investor would require to invest in the
company at issue. "’

It should be noted that the DCF approach is
not appropriate in all contexts as either a stand-
alone methodology or utilized in conjunction
with other methodologies. Other “generally
acceptable” approaches include: the Comparable
Companies approach, the Comparable
Transactions approach, Net Asset Value (NAV),
and market value (prior transactions in the com-
pany’s securities or market price when listed on
an exchange). It is critical to consult the control-
ling (or, if none available, persuasive) case law
before relying on any one method. For example,
under Delaware law, courts may not afford any
weight to the market value (usually based on
previous transactions) unless the proponent has
established the existence of an established and
reliable market for the subject company’s secu-
rities.” But, even if such a market can be estab-
lished, the market value approach may not be
used as the sole method for valuing the busi-
ness.” Similarly, Delaware law precludes the use
of the NAV approach as a standalone method for
valuing a business."”

4. Battle of the Experts

At trial, litigants should expect fact testimony
by corporate insiders concerning such issues as:
the validity of financial projections, marketing and
sales success, financial health of the business, and
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business plans already in place on the appraisal
date. Ultimately, however, this type of litigation
may come down to a battle of the experts.

Under Delaware law, both sides have the bur-
den of proving their respective valuation posi-
tions by a preponderance of the evidence.” The
court “may not adopt at the outset an ‘either-
or’ approach, thereby accepting uncritically the
valuation of one party, as it is the Court’s duty
to determine the core issue of fair value on the
appraisal date.”” If neither party meets the pre-
ponderance standard on the ultimate question
of fair value, the Court will make its own deter-
mination.” If the record (practically speaking,
the expert testimony) is insufficient for the court
to make its own determination, the court may
appoint its own expert. The cost of this expert
will likely be shared equally by the parties.”

5. Relevance of a Liquidation Preference

Recent decisions in Delaware indicate that
courts must look at the contractual rights granted
to preferred shareholders (i.e., liquidation pref-
erences) when determining the fair value of a
company, regardless of whether the petitioner is
a preferred shareholder or common shareholder.

For example, in Shiftan v. Morgan Joseph
Holdings, Inc., the Chancery Court recognized
that it was “required to take into account all
non-speculative information bearing on the
value of the shares at issue,” which necessarily
included the fact that the preferred shareholders
were entitled to mandatory redemptions of $100
per share.” The court held that, in practice, this
means that a court must first determine the fair
value of a company as going concern as of the
merger date, and then apportion a percentage of
that value to the preferred shareholders based on
their contractual preference rights.” Although the
petitioners in Shiftan were preferred sharehold-
ers, this decision has implications for common
shareholders whose shares are inferior to pre-
ferred shares in the company’s capital structure:

This works no harm to the other [non-
preferred] equity holders, as that is what
you sign up for when you invest in a com-
pany with senior security holders entitled
to specific preferred rights with economic
value...”

This principle was reinforced in In re Trados
Incorporated S’holder Litig., where the merger at
issue constituted a liquidation event that entitled
the company’s preferred shareholders to a liqui-
dation preference.” As a result of the payment

of the preference obligation, the common share-
holders received nothing and certain of those
shareholders exercised their appraisal rights. The
court ultimately held that the fair value of the
common shares was zero because “the common
stock had no economic value before the Merger,
making it fair for its holders to receive in the
Merger the substantial equivalent of what they
had before.””

6. Limited Scope # Limited Discovery

Despite the limited scope of an appraisal pro-
ceeding, discovery may not be limited to financial
and business information. A dissenting share-
holder may inquire into those facts necessary to
“assess[] the credibility of the respondent cor-
porations’ valuation contentions.” * Moreover,
despite the mandate that courts must exclude
the synergies of a transaction, discovery may
not necessarily be restricted to a time period pre-
dating the appraisal date. Delaware courts have
held that a corporation cannot “hide behind the
bar of the date of the merger to prevent” discov-
ery of “admissible evidence ascertainable at the
time of the merger which could throw light on
the future prospects of the merged corporation as
of that time.”” More specifically, Delaware law
“permit[s] consideration of post-merger evidence
that could have been discerned at the time of the
merger, but not to permit consideration of post-
merger evidence that was not capable of being
known on the date of the merger.””

Conclusion

Whether you are representing the company or
the dissenting shareholders, fair value appraisal
actions involve many different issues. This article
highlights some of the most prominent ones.

Footnotes:

I This statutory date can vary. For example, under
Delaware law, the appraisal date is the merger date,
but, under New Jersey law, the appraisal date is the day
before the vote (by shareholders or the board of direc-
tors, depending on the circumstances) approving the
merger.

2 Union lllinois 1995 Inv. Ltd. P’ship v. Union Fin. Grp., Ltd.,
847 A.2d 340, 355-56 (Del. Ch. 2004).

3 Rev. Rul. 59-60, 1959-1 C.B. 237 (1959)

4 See Lawson Mardon Wheaton v. Smith, 160 N.J. 383, 398-
399 (N.J. 1999).

5 See Lawson Mardon Wheaton v. Smith, 160 N.J. 383, 402
(NJ. 1999).

6 In re: Appraisal of The Orchard Enterprises, Inc., 2012 Del.
Ch. LEXIS 165 (Del. Ch. July 18, 2012).

7 Holiday Medical Center, Inc. v. Weisman, 2008 WL
2677504 (N.).Super.A.D. July 10, 2008) (quoting Stuart
L. Pachman, Title |4A—Corporations, commentary to
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[4A:11-11 at 508 (2008)).

Id.

Id. (quoting Cede & Co. v. Technicolor, Inc., 684 A.2d 289,
298 (Del. 1996)) (emphasis in original).

Union lllinois 1995 Inv. Ltd. P’ship v. Union Fin. Grp., Ltd.,
847 A.2d 340, 356 (Del. Ch. 2004).

See Golden Telecom, Inc. v. Global GT LP, |1 A.3d 214,217
(Del. 2010).

Weinberger v. UOP, Inc., 457 A.2d 701, 712-713 (Del.
1983) (emphasis added).

Neal v. Ala. By-Prods. Corp., 1990 Del. Ch. LEXIS 127,
*20 (Del Ch. Aug. I, 1990) (citing S. Pratt, Valuing
A. Business: The Analysis and Appraisal of Closely Held
Companies (2d ed. 1989)).

Cede & Co. v. Technicolor, Inc., 1990 Del. Ch. LEXIS
259 (Del. Ch. Oct. 19, 1990). Courts, however, have
found DCF to be inappropriate in certain cases, such
as where the inputs to the method, including cash flow
projections and terminal value estimates, are unreliable.
For example, in a recent decision, Huff Fund Investment
P’ship v. CKx, Inc., the Chancellor held that manage-
ment’s projections were unreliable, relying on prior
decisions where Delaware courts have “disregarded
management projections where the company’s use
of such projections was unprecedented, where the
projections were created in anticipation of litigation or
where the projections were created for the purpose
of obtaining benefits outside the company’s ordinary
course of business.” 2013 Del. Ch. LEXIS 269, *30-31
(Del. Ch. Nov. 1, 2013); see also Laidler v. Hesco Bastion
Environmental, Inc., 2014 WL 1877536 (Del. Ch. May
12, 2014) (same Chancellor rejects merger price as fair
value because company’s “ninety-percent controlling
stockholder itself determined the price it would pay for
the Company’s sole minority stockholder’s shares.”).
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See Cede & Co. v. Technicolor, Inc., 1990 Del. Ch. LEXIS
259 at *4.

See SHANNON PRATT, COST OF CAPITAL |1 (4th
ed. 2010).

See Cede & Co. v. Technicolor, Inc., 1990 Del. Ch. LEXIS
259, %60 n.39 (Del. Ch. Oct. 19, 1990); see also Seagraves
v. Urstadt Property Co., Inc., 1996 Del. Ch. LEXIS 36 (Del.
Ch. April 1, 1996).

See Cede & Co. v. Technicolor, Inc., 1990 Del. Ch. LEXIS
259, *60 n.39 (Del. Ch. Oct. 19, 1990). Similarly, under
New Jersey law, market value cannot be determinative
of fair value, but courts will consider it to be “a valuable
corroboration tool.” Lawson Mardon Wheaton Inc. v.
Smith, 315 N.J.Super. 32, 49-50 (App. Div. 1998).

Cede & Co. v. Technicolor, Inc., 1990 Del. Ch. LEXIS 259
(Del. Ch. Oct. 19, 1990).

See M.G. Bancorporation, Inc. v. Le Beau, 737 A.2d 513,
520 (Del. 1999); In re: Appraisal of Metromedia Int’l Group,
Inc., 971 A.2d 893, 899 (Del. Ch. 2009).

In re: Appraisal of Metromedia Int’l Group, Inc., 971 A.2d
at 899-900.

See id. (“[Alfter having considered the parties’ legal
arguments and the respective experts’ reports and
testimony supporting their valuation conclusions, the
Court has broad discretion either to select one of the
parties’ valuation models or to fashion its own.”)

See In re Shell Oil Co., 607 A.2d 1213, 1222 (Del. 1992).
57 A.3d 928, 941 (Del. Ch. 2012) (emphasis added).

Id. at 941-942.

Id. at 942.

2013 Del. Ch. LEXIS 207 (Del. Ch. Aug. 16, 2013).
Trados, 2013 Del. Ch. LEXIS 207 at *3 and *183 (Del.
Ch. Aug. 16, 2013).

Neal v. Ala. By-Prods. Corp., 1990 Del. Ch. LEXIS 127, *15
(Del Ch. Aug. 1, 1990).

Cede & Co v. Technicolor, Inc., 1984 WL 8247 (Del. Ch.
Oct. 22, 1984).

Cinerama, Inc. v. Technicolor, Inc, 999 WL 135242 (Del.
Ch. Feb. 25, 1999) (emphasis in original).

CoryYRIGHT Poricy: The Copyright Act of
1976 prohibits the reproduction by photocopy
machine, or any other means, of any portion of
this issue except with permission of The M&A
Journal. This prohibition applies to copies made
for internal distribution, general distribution,
or advertising or promotional purposes.
WEBSITE: www.themandajournal.com
E-MAIL: info@themandajournal.com
Eprroriar OFrFICE: 215-238-0506

ORDERs & SuBscrIPTIONS: For individual
subscriptions, discounted multi-copy institu-
tional subscription rates, or additional copies,
please call 215-238-0506 or Fax 215-238-0506.

Editor/Publisher
Design and Production
Senior Writers
Writing/Research
Circulation

Printing

Web Production

THE M&A JOURNAL

the independent report on deals and dealmakers

John Close

John Boudreau

Gay Jervey, R. L. Weiner

Frank Coffee, Jeff Gurner, Terry Lefton
Dan Matisa

AlphaGraphics, Greenwich, CT

John Boudreau

The M&A Journal, 614 South 4th Street, Suite 319 , Philadelphia, PA 19147

Reprinted with permission



