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What is Fair Value?

Business valuation experts are often asked to express their opinion of the fair value for
a company’s shares when a corporation is contemplating, or has recently undergone, a
significant transaction. Although mony valuation experts, attomeys, accountants,
analysts and other professionals routinely use fair value and fair market value inter-
changeably, fair value is clearly different from fair market value.

Fair value is a statutory standard of value which is granted to dissenting shareholders
in mosl states” business corporation act. Fair value is generally “defined” in the
statutes as the value of the dissenting shareholders’ interest immediately prior to the
transaction which gave rise to the dissenting rights without considering the impact the
sransaction might have on the corporation’s shares, Fair market value is also a legal
standard of value that is effectively incorporated into the U.S. Tax Code through the
Internal Revenue Service's Revenue Ruling 59-60. Fair market value assumes a
hypothetical arms’ length transaction between a willing buyer and a willing seller, each
of whom is reasonably informed of the relevant facis, and neither of whom is under
compulsion to conduct the transaction,

Shareholders are entitled to fair value when dissenting sharcholder rights are triggered
by such events as a merger, a poing privale transaction, a reverse stock split in which
certain shares are cashed out, and other significant corporate events, In some in-
stances, appraisers may be asked to prepare a fair value opinion if the board believes
that a contemplated transaction may trigger dissenters’ rights, or in an effort to provide
a “fair” price regardless of whether or not shareholders will have the right to dissent.

A fair value appraisal may result in a significantly different value for a block of stock
than would a fair market value appraisal. A number of Tactors should be considered
when a fair value appraisal is prepared, including:

*  Fair market value involves a willing buyer and willing seller, while fair value involves a
tranzaction in which the dissenter is forced to sell his interest for less than want he perceives
fair value 1o be.

»  Fair value is not explicitly defined in the state statutes; rather a general framework for
preparing an appraisal is given. Significant effort should be expended in researching how
courts in the state in which the subject business is incorporated imterpret fair value,

*  What is the level of value for the subject interest prios to the application of any discounts or
premiuvms? As shown in the chart on page 2, indications of value can generally be classified
as, control or enterprise, marketable minonty, or non-marketable minority depending upon
the method used to derive o value.

{Continued on Page 2)

The Importance of
Fairness Opinions

in Transactions

The final aspect of many merger/

sale transactions is the fairness
opinion, A fairness opinion is
provided by an independent
financial advisor to the board of
directors of selling companies in
many transactions today, especially
those with a significant number of
minority shareholders. In cases
where the transaction is considered
to be “material” for the acquiring
company, a fairness opinion from
another financial advisor is some-
times retained on its behalf.

A faimess opinion involves a total
review of a transaction from a
financial point of view. The financial
advisor must look at pricing, terms
and consideration received in the
context of the market for similar
companies, The advisor then opines
that the transaction is fair, from a

{Continued on Page 2)
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By definition, a dissenter is a minority
sharcholder. Case law varies by state,
and sometimes within a state, as to
whether or not the dissenters” interest
should be valued on a prorata basis in
the enterprise value, or subject to a
minority interest discount (if the initial
indication of value i1s rendered on an
enterprise basis). To our knowledge,
no state has routinely subjected a
dissenters’ interest to a marketability
discount. The courts may view a
marketability discount as “unfair”
since the dissenter was forced to sell
his interest even though there was no
readily established market,

All valuation opinions should be
prepared with care, but fair value
appraisals often trip up many experts
because they nssumed that there was
no real difference between the two
standards of value. In order to assure
that a fair value opinion is prepared in
a manner which is consistent with the
applicable state’s statute and case law,
the valuation expert should perform
certain tasks, including:

* Discuss with the company’s counsel
his interpretation of fair value and
how it should be applied to the
interest im uestion,

+  Review the appropriate dissenting
sharcholder statste(s).

+  Thoroughly analyee fair value case law
from the state in which the subject
business is incorporated, noting in
particular the existence or absence of
any premiums or discounts and what
valustion methods the court accepted.

Valuation experts must also be careful
in which valuation methods are

selected in determining fair value.
Most states with fair value case law
will have one or more cases in which
the court used the Delaware Block
method. The Defaware Block entails
deriving indications of value under the
market, eamnings (investment} and
asset methods and then considering all
indications of value in deriving a
conclusion, Experts who use valua-
tion metheds which are not consistent
with case law history do so at greal
risk and, at a minimum, should at least
consider case law valuation methods
and be prepared to defend why a
change in venue is appropriate.

Ever since Weinberger v. UOP, e,
(457 A.2d 711, 1983), Delaware
courts have generally become more
liberal in allowing valuation experts (o
use discounted cash flow and other
valuation methods which are not
included inthe Delaware Block
method, but which are widely accepted
in the financial community. A prudent
step for any appraiser in preparing a fair
value opinion may be to include
reviewing recent Delaware case law to
determine any differences in how
Delaware courts interpret fair value
relative 1o the subject’s state case law,

Ultimuately, fair value is an opinion
based upon informed professional
Judgment, after considering all relevant
facts, statwtes and case law, €

Fairness Opinions
(Continwed from Page 1}

financial point of view and from the
perspective of minerity shareholders.

Why is a fairmess opinion important?
While there are no specific guidelines as
to when to obtain a faimess opinion, it is
important to recognize that the board of
directors is endeavoring to demonsirate
that it is acting in the best interest of all
the sharcholders by seeking outside
assurance that its actions are prudent.

The facts of any particular transaction
can lead reasonable {or unreasonable)

people to conclude that perhaps a
number of preferable alternatives are
present. A fairmess opinion from a
qualified financial advisor can
minimize the risks of disagreement
among sharcholders and misunder-
standings about a deal, as well as
litigation that can kill transactions.

Although the following is not a com-
plete list, consideration should be given
to obtaining a faimess opinion if one or
more of these situations are present:

+  Competing bids have been received
that are differcnt in price or structure,
thereby leading to an interpretation as
to the exact terms being offered, and
which offer is "best.”

+  Insiders or other affiliated parties are
involved in the transaction,

*  The company has experienced a recent
history of poor financial performance,

*  The offer is bostile or unsolicited.

*  There is lack of agreement among the
directors as to the adequacy of the offer,

*  There is concern that the shareholders
fully understand that considerable
efforts were expended to assure
fairness to all parties,

*  The board desires additional informa-
tion about the investment characiens-
ties of the acquiring company.

*  Varying offers are made to different
classes of shareholders,

+  There is only one bid for the company,
and competing bids have not been
solicited,

+  There is a significant transaction
between a sigruficant msider and the
company.

Directors have a fiduciary responsibil-
ity to the shareholders known as the
business judgment rule. In general,
directors and management are given
broad discretion in directing the
affairs of a business. Directors are
expected to act in good faith based
upan the care that an ordinary person
would take in supervising the affairs
of the business. Inherent in this rule is
the requirement that the board of
directors be informed about the basis
for major decisions prior to reaching a
conclusion. In essence, there is an
expectation that reasonable decisions
will be made in a proper way,
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In the landmark case Smith v. Van
CGorkom, (Trans Union), (488 AL 2d
Del. 1985), the Delaware Supreme
Court expanded the concept of the
business judgment rule to encompass
a requirement for informed decisions,
The process by which a board goes
about reaching a decision can be just
as important as the decision itself.
While the Delaware court decision is
applicable only to Delaware, the wide
influence of Delaware law on busi-
ness law in general makes the case
very important. There have, of course,
been other cases relating o fairness
opimions since Sraith v, Van Gorkom,
but a case review is beyond our scope
in this short article,

The fairness opinion is a short
document, typically a letter. The
supporting work behind the fairmess
opinion letter is substantial, however,
A well-developed faimess opinion
will be based on at least the following
five considerations:

*  Financial performance and factors
ITPActing earmings.

*  Invidend-paying history and capacity.

+  Prcing of sumalar transactions,

= Areview of the investment chamclens-
ties of the consideration to be received,

= Areview of the merger agreement and
its [erms.

Due diligence work is crucial to the
development of the fairness opinion,
The financial advisor must take steps to
develop an opinion of the value of the
selling company and the investment
prospects of the buyer (when selling for
stock ). Many believe that it is prudent
to visit the selling company, conduct
extensive reviews of documentation,
and interview management,

A similar process should be performed
with respect to the buying company,
especially if the consideration is its
stock, If the purchaser is a public
company, it is imperative that all recent
public financial disclosure documents
be reviewed. It is also helpful o alk
with financial analysts who routinely
follow the purchasing company in the
public markets.

FFaimess opinions anre often memorialized
in the form of faimess memoranda, A
faimess memorandum examines the
major factors of the falmess opinion in
some detail, and summarize the consider-
atiens of each factor for discussion by
the board of directors. [n many cases,
the financial advisor will participate in
these discussions and answer questions
addressed by the board, 4

Barge v. Commissioner
T.C. Memo 1997-188

At issue in Barge v. Commissioner is
the value of a 25% undivided interest
in timberland in Mississippi. Bonnie
Barge pifted a 25% interest in this
timberland in 1987, The parties
stipulated that the fair market value of
the timberland at the valuation date
was 340 million, Table 1 indicates the
various values attributed to the gifts,

Table 1
Petitioner Respondent Court
4,750,000 $8.413,0580 $T.AD 547

Background. The timberland was
owned by C.A, Barge Lumber Co,
{“the Parinership™}), a general partner-
ship formed in 1941 for the purpose of
carrying on a lumber business. The
Partnership purchased 60,000 acres of
timberland in Mississippl with each
peneral partner, Bonnie Barge and her
husband C.A. Barge, owning an
undivided one-half interest as tenanis
N COMMon.

The Pantnership operated using o
philosophy known as “saw timber
management.” Saw timber manage-
ment allows trees o grow 1o maturity
tas long as 50 years) with the intent
for the timber to be used as lumber
and pales. Because of the long
growing period, saw timber manage-
ment does not maximize current
income and profit from the timberland
unlike the opposing philosophy,
“pulpwood management.” Pulpwood
management allows for younger trees
to be harvested for use by paper
companies as pulpwood, thereby

T
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imcreasing cash flow from different
stands of timber.

Valoation-Internal Revenue
Service. The Internal Revenue Service
presented a report and testimony from
its expert witness, Earl Flowers
("Flowers”). Flowers relied solely on
market comparisons to amive at his
valuation, However, Respondent’s brief
argued that the appropriate method of
valuation was the present value of the
benefit to be received on partition,

Valoation-Estate of Bonnie Barge.
The Estate presented a report and
testimony from its expert witnesses,
Thomas Ebner (“Ebner™) and Richard
Pinkowski ("*Pinkowski™). Both experts
utilized income capitalization methods
for valuation. However, Pinkowski
considered other methods as well.

Pinkowski capitalized income
projected from the Partnership’s 1987
income, Ebner capitalized projected
income based on the Partnership's
cash flows from 1983 through 1986.
He determined cash flows available io
the 25% interest al 1ssue were $341
thousand per year. Hecause pariners
received distributions totaling 86% of
that total, $293 thousand would be
avaitlable to a buyer of the 25%
undivided interest. He indicated that a
private investor (who would be the
most likely buyer, not a forest products
company or institutional investor)
would capitalize that cash flow at 109,
Ebner’s calculation of a maximum offer
for the 25% undivided interest was
£3,340,000, after adding an unrealized
gain for the buildup of inventory due o
the saw timber management philoso-
phy. Interestingly, the opinion never
explains the origin of Petitioner's value
of 54,750,000,

Y¥aluation-Court. The Court did not
accept any of the experis’ opinions.
Respondent’s expert’s valuation was
never addressed because of the
change of argument on brief. The
Court ruled out Pinkowski's opinion
based on his use of a single year’s
income (o project earnings,

{Continned on Page 4)



approximately $1.15t0 $1.5

Tabla 2 ke
million. The Court deter-
Partifion  Partition Presenl | mijned a partition action in
¥ Income Caost Paymant Tolal Valua 2
: : this case would take four
1 200000  $16562% 0 #1127 ars s TEs years at a cost of §1.125
2 $290000 $165825 0 $127.075 8105268 million. The Court deter-
1 $203,000 $185625 0 §$127.075 565,833 mined that the nppmpriate
4 3200000 165365 $10250.000 SI0VTWS STORTEET | i e e oo 105 after it
Total $7a404648 | rejected Petitioner’s argu-

The year on which his calculations
were based was abnormally high,
due to harvesting to increase
carnings to pay taxes., While the
Court did not specifically reject
Ebner's valuation, it was not
satisfied with his income capitaliza-
tion because it did not consider the
option of partition.

The Court’s valuation was based on
the assumption that a potential
purchaser of the interest would force
pantition of the real property because of
disagreement with the timber manage-
ment philosophy. Thus, valuation
should be based on a present value of
the cash flow expected under Partner-
ship management for the period until
partition (less partition costs) plus the
value of the interest on partition.

Based on expert opinion, the Coun
considered that a contested partition
would take two to five years and cosl

ment that the rate was 14%,
Petitioner supported this
argument with the statement that *a
minimum rate of return for this type of
investment was 10%, exclusive of
investment risks. The evidence in this
case clearly indicates that there are
many risks inherent with the ownership
of this type of property. Therefore it is
reasonable ... to 14%." The
Court indicated that Petitioner has not
sufficiently proven a discount rate
greater than 106 was appropriate.

The Court calculated the value of the
land at partition to be 541 million. This
total was the stipulated value of 340
million in 1987 plus the appreciation in
value of the imberland of approxi-
mately 51 million over the period of
partition. Thus, a 25% undivided
interest would be worth $10,250,000,

The courts determination of fair
market value is set out in Table 2,

Comments. This case highlights
several items of interest. First, the

court required more analysis by the
experts, rather than accepting vague
defenses for their positions. For
instance, the cour rejected the choice
of income projections used by
Petitioner's expert. This rejection
emphasizes the fact that appraisers
using income projections, and
valuation methodologies incorporating
such projections, must carefully
analyze them before use in valuations.
The appraiser must consider the
spurce of the projections as well as the
reasonability of the projections in
light of historical performance and
industry trends. In addition, the court
required significantly more support
for a higher discount rate before
accepting it. Simply arguing that there
were inherent risks in Barge's lumber
business was insufficient analysis of
the particular factors in this case.

Second, the court validates the notion
that discounts are appropriate for
fractional interests in real estate. Real
estale appraisers are not always
willing to opine to approprate
discounts for fractional interests,
This case outlines a methodology
for valuing a fractional interest that
does yield a discount of approxi-
mately 20% from the value of the
property as a whole. 4
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Table 2 approximately $1.15to0 $1.5
millicn. The Court deter-
i e N mﬁ: o onent | mined a partition action in
this case would take four
1 $283.000 3165425 0 $127.3975 115,705 years at a cost of $1.125
2 5290000 $165625 4] §127.075 8105268 million, The Court deter-
3 293000 $165625 0 127,375 595,609 mined that the nppmpti:llc
4 $290000 $165265 $10250000 $10I7TIT5 STOUTEET | oo coe weno 105 after it
Total 37404648 [ rejected Petitioner’s argu-

The year on which his calculations
were based was abnormally high,
due to harvesting to increase
carnings to pay taxes. While the
Court did not specifically reject
Ebner’s valuation, it was not
satisfied with his income capitaliza-
tion because it did not consider the
option of partition.

The Court’s valuation was based on
the assumption that a potential
purchaser of the interest would force
pantition of the real property because of
disagreement with the timber manage-
ment philosophy. Thus, valuation
should be based on a present value of
the cash flow expected under Partner-
ship management for the period until
partition (less partition costs) plus the
value of the interest on partition.

Based on expert opinion, the Coun
considered that a contested partition
would take two to five years and cost

ment that the rate was 14%,
Petitioner supported this
argument with the statement that “a
minimum rate of return for this type of
investment was 10%, exclusive of
investment risks. The evidence in this
case clearly indicales that there are
many risks inherent with the ownership
of this type of property. Therefore it is
reasonable ... to accept 14%." The
Court indicated that Petitioner has not
sufficiently proven a discount rate

greater than 106 was appropriate.

The Court calculated the value of the
land at partition 1o be $41 million, This
total was the stipulated value of $40
million in 1987 plus the appreciation in
value of the imberland of approxi-
mately $1 million over the period of
partition. Thus, a 25% undivided
interest would be worth $10,250,000,

The courts determination of fair
market value is set out in Table 2,

Commenls. This case highlights
several items of interest. First, the

court required more analysis by the
experts, rather than accepting vague
defenses for their positions. For
instance, the court rejected the choice
of income projections used by
Petitioner’s expert. This rejection
emphasizes the fact that appraisers
using income projections, and
valuation methodologies incorporating
such projections, must carefully
analyze them before use in valuations.
The appraiser must consider the
source of the projections as well as the
reasonability of the projections in
light of historical performance and
industry trends, In addition, the court
required significantly more support
for a higher discount rate before
accepting it. Simply arguing that there
were inherent risks in Barge's lumber
business was insufficient analysis of
the particular factors in this case.

Second, the court validates the notion
that discounts are appropriate for
fractional interests in real estate. Real
estale appraisers are not always
willing to opine to appropriate
discounts for fractional interests,
This case outlines a methodology
for valuing a fractional interest that
does yield a discount of approxi-
mately 20% from the value of the
property as a whole. 4
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