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March 2011 Valuation Cases

In this update, we have the following cases:

1. Golden Telecom, Inc. v. Global GT LP 2010 WL 5383%Bel. Supr.) (Dec. 29, 2010)
2010 — An important case concerning the standamdsre@quirements of transactional data in fairness
opinions.

2. Lipnk v. L.S.I., Inc., 2010 WL 5402970 (S.D.) (D&29, 2010) — A South Dakota shareholder buy-out
case concerning Fair Value versus Fair Market Vdhugrines and discounting.

3. Slater v. Slater, 2010 WL 5356556 (Or. App.) (D8¢.2010) — An Oregon family law case addressing
personal versus enterprise goodwill in relation@a-competition agreements.

Del. Supreme Court: Should Market Price Conclusivet Establish Fair Value?
Golden Telecom, Inc. v. Global GT LP 2010 WL 5383%Bel. Supr.) (Dec. 29, 2010)

In the first phase of this important decision, tbelaware Chancery Court decided several key asmdcts
calculating a discounted cash flow analysis indiautory fair value appraisal process.

Most notably, the court declined to adopt Ibbotsanistoric equity risk premium (ERP) in the favdrame
closer to supply-side ERP. The court also rejetitedtax rate used by the company (Golden Telecom)ita
financial advisors in the merger prospectus in faxoan adjusted rate that reflected the compattyse-year
historic average.

Ultimately, based on all the financial facts angh@x evidence in the case, the Court of Chancamdahat
Golden Telecom's $105 merger price fell short sfsitatutory fair value by more than $25 milliondahe
parties appealed three issues to the Delaware @ep@ourt (The complete digest Gfobal GT LP v. Golden
Telecom, Inc. appears in the July 2010 BVU.)



CORPORATE
VALUATION

SERVICES, INC.

Bright line rules would shift burden of proof.

First, the company claimed that in an efficient kedrtDelaware courts should defer exclusively tortierger
price in statutory fair value appraisals-or at trexy least the merger price should provide a rabist
“presumption” of fair value.

The Delaware business statues, however, requir€ohet of Chancery to make an independent detetroma
of fair value after accounting for "all relevantfars," the state Supreme Court explained. Theitstdheither
dictates nor even contemplates” considering theséetional market price of the underlying compdnyfact
Delaware precedent specifically defines “fair vdlas the value to a shareholder in the firm asiaggooncern
rather than its value in a merger or other transaat context. The current appraisal scheme maimiperfect,
the court “said, but it is also controlling, andves “little room for this court to graft commomigloss on the
statute.”

Accordingly, “there is no basis for a court, intatstory appraisal proceeding, to the statutory Value,” the
court held. Setting the merger price as conclusiveven presumptive evidence of fair value-evethénface of

a “pristine” merger process and “wildly divergergkpert opinions-would contravene the statute ared th
“reasoned holdings” of precedent, the court saidwduld also inappropriately shift the responsiiilof
determining fair value from the courts to the pegti

The court used much the same rationale to assessdls-appeal by Global GT, the dissenting shéteho
Specifically, Global argued that instead of usihg adjusted tax rate of 31 6% the Court of Chanskould
have deferred to the 30% tax rate that the compdimgncial advisors used in their fairness opirabthe time
of the merger. Permitting public companies to “walkay” from their own company-specific data prewigu
provided to stockholders during the merger procesdlicts with the important “duty of candor" in R&vare's
corporation laws Global claimed. It also detragtsnt the goal of accurately determining fair valmea
statutory appraisal proceeding.

The court rejected a "bright line" rule that wolllishd public companies to transactional data in l@seguent
appraisal proceeding, however It reemphasized léxabflity of the appraisal process, noting thegtsficant
discretion” given to the Court of Chancery to méke fair value determination, based on all thesfadtthe
case. Nowhere does the statute hold the partipsetdously prepared data, the court said. In tamdithe
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adoption of strict rules to govern the process wolikely increase the cost of "an already expensive
proceeding."

Finally, public companies distribute data to thetckholders to convince them that a transactidmacially

fair. In the context of a merger ‘fair price' anots for various transactional factors such asrgyeg between
the companies “Requiring public companies to stickransactional data in an appraisal proceedingldvpay

short shrift to the difference between valuationtla¢ tender offer stage-seeking 'fair price' unther

circumstances ... and valuation at the apprais@lestseeking 'fair value' as a going concern,"cthat said.
Finally, any concerns that companies might mantputiata from the transaction to the appraisal Edicg

can be addressed by shareholders in a breachuafdiy duties suit.

"We expect many companies will advocate the saomepany-specific data in appraisal proceeding thay t
have previously advocated in proxy materials,” ¢bart said. "Delaware law does not require therddcso,
however." In this case, the Vice Chancellor hadtamnal basis for accepting the company's adjuttrdate
even though it differed from the rate the compasgduin its proxy statement, and the court confirrtez
same.

An established expertiseAs a last matter Golden claimed that the Vice @€k#or abused his discretion in
determining the company's fair value at $125 pearesh The standard for reviewing his valuation is
"formidable," the court observed. It could overtaine Vice Chancellor's factual findings only if yheave no
support in the record or his valuation is "cleavipng."

More importantly, the members of the Court of Clagichave developed substantial expertise in statuto
appraisal cases, including an ability to criticallgsess one expert's model methodology, and ctdmda
against another's So long as their conclusiondased on sufficient evidence, the Delaware Suprémat
will ratify them, "even if we might independentlgach a different conclusion." Against this backdod
substantial deference it found that in this case,\tice Chancellor addressed each factual findimd) expert
methodology, and followed "an orderly and logicalddctive process in arriving at his conclusions'tiit
discussing its specific aspects, the court confirthe final S125 per-share valuation.
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CVS Comment: In our view the Delaware Chancery Court contintcedeal with some of the most in-depth
issues and discussions concerning valuations antk$s opinions. We believe the Court got it rightno
requiring transaction data to be the seminal vadadactor in fairness opinions.

Statutory Fair Value Must Account for Company-Specfic Risk
Link v. L.S.1., Inc., 2010 WL 5402970 (S.D.) (D&9, 2010)

Two brothers owned a Wisconsin company that prodiuneat and cheese snacks for only one customer—a
corporation owned by their father. After years afmfly conflict, one son agreed to leave the praduact
company, but the parties were unable to negotiaatiafactory buyout price for his 50% interest.téal for
judicial dissolution and statutory fair value appah the parties agreed that the son would seleetappraiser,

the company another, and then they would seldutdneutral appraiser.

The three appraisers independently determined thatHair market value and the fair value of the atépg
son's shares. The appraisers then exchanged ttedéimipary reports and met to discuss their conohs
Although the neutral appraiser originally deterndiribe son's 50% interest had a fair value worth idifion,

the company's appraiser convinced him to reduseatmount to $16.5 million, based on the compamjiance
on a sole customer (owned by the father). Afteot@ vthe three appraisers concluded that $16.5omivas the
"undiscounted" fair value of the son's intereste Tair market value of the shares was $11.2 milltbey said.
The trial court adopted the $16.5 million fair valior the son's shares, and he appealed.

Son says the appraisers incorrectly applied discount. The appellate court first reviewed the dissenting
shareholders statute, which expressly requiresam Value" appraisal "without any discounting faick of
marketability or minority status.” In addition, theurt reviewed a 2001 cagérst Western Bank Wall v. Olsen,
621N.W.2d 611 (S.D. 2001), which applied the statot the valuation of a dissenting minority shatééos
stock. However, neither the statute @sen controlled the current case, the court said, bezduconcerned
the buyout of a 50% owner's shares. Such ownersnare akin to "willing sellers" (rather than disseg
shareholders) when they petition the court foraligson of the company, the court said. Neverthglesme of
the same still apply. In particular, a judiciallydered buyout does not involve a third-party buyestead, by
transferring the minority shareholders' interestshie company (and the remaining shareholder&)citases
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their ownership and control. "This makes applicatod a 'fair market value' determination inapprafe]" the
court found, "because the economic reality is thatshares are not being bought on the marketthé&wyrin
Olsen, the court specifically declined to equate "faatue" under the dissenting shareholders' statute "fair
market value." A statutory fair value appraisal mtise court added, "focus on the stock only asptesents a
proportionate part of the enterprise as a whole."

In this context, the court considered the son'siment that a "non-marketability discount inapprafaiy
tainted the valuation process." Specifically, haimlked that the neutral appraiser agreed to redisccanial
value from $21 million to $16.5 million becausehgothetical willing buyer would pay less for [tbempany]
because of the significant risk associated withhsubigh customer concentration."

However, both the neutral appraiser and the conipappraiser testified that the $16.5 million repréed the
value of the son's 50% interest without discout&reover, the trial court expressly rejected thpligation of
discounts in this case as "unjust and inequitabfd.the same time, it rejected the higher valuaty the son's
expert, finding some of his assumptions, includpiging projections, were flawed. The son's ex@dsb
incorrectly valued the company in relation to théhér's other holdings rather than as a standaotexprise.
Finally, the trial court declined to adopt the L iillion fair market value by all the appraisemcause it
included discounts. As a result, the neutral agpra reduction from $21 million to $16.5 milliowds not a
discount,” the court found, but an appropriate meration of one among "many factors of the busnbat
had to be considered." Accordingly, it confirmee tatutory buyout of the son's shares at the $h@lon
statutory fair value.

CVS Comment: Most state shareholder statutes are governetidlyadir Value doctrine as opposed teair
Market Value doctrine.

May a Divorce Court Presume Noncompete in Valuing &rof. Practice?
Slater v. Slater, 2010 WL 5356556 (Or. App.) (D8¢2010)

(A similar caseMcReath v. McReath, the recent decision by the Wisconsin Court of @gdp, which held that all
salable professional goodwill, as evidenced by mecmmpete agreement, is a divisible marital as$é&is new
decision by the Oregon Court of Appeals gives somdiation whether family courts in other jurisddacts will
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follow McReath when determining whether to premise the value pfadessional practice on the assumption
that the owner-spouse would be bound by a non-ctampe

Successful chiropractic practice.ln this case, the husband purchased a solo chirtprmpractice in 1996 for
$157,500, which included $37,000 for goodwill ahd prior owner's patients list, plus $75,000 far priomise
not to compete. Over the next ten years, the masbaosted annual practice revenues from approgisnat
$450,000 to $635,000, an amount substantially abiow@ational average. By this time, the practicgwloyed

a staff of four, including an associate chiropraetho executed a non-compete when he joined. Ass@oner,
the husband did not work under an employment contrath his firm and had no plans to sell or retire
Moreover, if he had to sell, he insisted that heiamever sign a non-competition agreement.

At trial the wife's expert valued the practice unbeth the capitalization of earnings and the edigition of
excess earnings approach. He averaged the reswhings to conclude the practice was worth $610,000
without any specific apportionment to goodwill. Idel testify, however, that subtracting the valdenet
tangible assets (approximately $160,000) from thal tvalue yielded nearly $450,000 in goodwill \exall of
which was attributable to the business, he said, rmane to the husband. In other words the wifefserx
claimed that all of the goodwill value of the piaetwas enterprise goodwill, subject to division.

By contrast, the husband's expert valued the téngibsets of the practice under the adjusted babkev
approach at just over $200,000. He then appliedrthrket approach (comparable transactions) anithi¢bhene
approach (capitalization of excess earnings andataation of earnings) to reach a fair marketueafor the
practice of $504,000. In his opinion, the portidngoodwill value was approximately $304,000 ($500,6
$200,000), of which 10% was attributable to revengenerated by the husband's associate chiropractor
(roughly $30,000) The balance of goodwill, $273,008@s directly attributable to the husband's ongeifiorts

and personal skills, the expert said—in partictlgr status as a preferred provider for an insuraocepany

that covered local government employees. Accofgjnge calculated the total divisible asset valliehe
practice at just over $230 000 ($504,000 - $273,000

Both experts agreed that were the husband to sebusiness, any buyer would insist on a non-coitiget
agreement. At the same time the wife's expert bedighat, because a sale would require a non-canjist
value should be included in the practice's ovdeallmarket value. He did not assign a specificealo a non-
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compete, but he testified that if the practice swithout one, the business would be worth less thameported
$610,000, because the new owner would risk logiegévenue stream protected by a covenant nonpete.

The husband's expert countered that it was notepriapinclude a putative non-compete in the pracualue,
because the husband had no plans to sell or retireaddition, the value of non-compete amountedht®
husband's post-divorce income, which was sepanatemarital property, the expert said. Finally, aajue of
a non-compete corresponded directly to the huskarelsonal (non-divisible) goodwill; i.e., $273,00M0

The trial court ultimately valued the husband'sctice at $500,000, which included its net tangémdsets and
goodwill, and also assumed the execution of a mmpete. Although there was no evidence the husband
intended to sell the business, the trial court "haddoubt" that if he did, $500,000 would be a faking
price." Further, goodwill is more than the valueao€ovenant not to compete,” the court said. Ih tbgard,
some of the goodwill value was attributable to hlnsband's active promotion of the practice madsiples in

part, by the wife's efforts. Thus, after awardihg practice to the husband the trial court awasdetbffsetting
judgment to the wife of $78,524. (Note: The pubdidhcourt opinion does not indicate how the trialirto
calculated this offset.)

A concept of 'chameleon capability’'on appeal, the husband asserted that the triat cwarrectly premised
its valuation on the existence of a non-competes Wife essentially resubmitted her expert's evideand
arguments, i.e., that anything above the net asde¢ of the practice constituted divisible enteggoodwill.

At the outset, the appellate court noted the ooimyg difficulty among courts and other legal auities in
defining and determining goodwill, “a concept ofaateleon capability,” it said "The semantic and il
confusions especially marked... when it comes sessng the goodwill of a professional practica atosely
held business.” Nevertheless, the precedent iowts and other states generally held that “cogn&alor
divisible) goodwill refers to the value of a busseover and above the value of its assets the emplained,
"irrespective of the owner's or personal serviceeputation.”

Against this backdrop, the court examined the issubis case-one of first impression in the stéXet the trial
court correctly premise the value of the husbapddessional practice on the assumption that heldvba
bound by a non-compete? Although there was no @regee on point, courts in other jurisdictions bathe
down on both sides of the question. In the migoriew (represented most recently ll¢Reath), courts find
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that a non-compete represents a divisible, maatakt. The majority however, conclude that-to tkterg a
non-compete corresponds to the business's futurengacapacity attributable to the individual pracher's
skills, qualities, reputation, or continued preserdts value is not "cognizable" in a marital prdgetivision.

"We agree with the majority approach,” the Oregani€of Appeals held. When executed as part oEtie of
a business, a non-compete ensures that the forwrerawill not take away customers or patients (Hrer
related revenue stream). Its value is intrinsicaiyg to the practitioner’s continuing presenced anus its
exclusion from the value of the practice is supgathy the same rationale that excludes enhancadtgarand
personal goodwill. "Each is a function of the indwal's earning capacity,” the court said, with va&ie of the
noncompetition covenant corresponding to the ptesdne of the foregone stream of future earnings.”

In this case, the wife's expert claimed the ergimbanced value of the practice belonged to theyertt the
same time, he claimed that if the husband sold biheiness, he would be bound by a non-compete-an
acknowledgment that the court found was irrecobt@lavith his position that the husbands personalices

and presence were immaterial to the business'sneatlaearnings. The husband's expert, on the btoe,
correctly concluded that any enterprise goodwilswi@nimal. As sole shareholder, the husband geseti@ater

half the practice revenues from his preferred mlevistatus-which was not transferable. Moreoverernwhe
bought the practice in 1996, the husband paid aobatly more for the former owner's noncompetition
agreement than he did for business goodwill. Acogilgt, the appellate court found the values cal@ddy the
husband’s expert, including the $273,000 attributegpersonal goodwill, were reasonable, and it sstbis
$230,000 ultimate conclusion of value.

CVS Comment: This Oregon family law case involves personal gotdwrsus enterprise goodwill in relation
to non-competition agreements. Most states hatl nlon-competition agreements are personal in @and
therefore the amounts paid for them are an oftsenterprise goodwill. There are several casdiinois that
deal with personal goodwill versus enterprise gatidimcluding In re Marriage of Head, 210 Illl. Dec 70, 273
111 App. 3d 404, 652 N.E.2d 1246 (1St Dist. 1995), In Re Marriage of Zells, 143 IIl. 2d 251, 572 N.E. 2d 944
(1991), In re Marriage of Talty, 166 Ill. 2d 232, 652 N.E. 2d 330 (1995), In re Marriage of Schneider, 214 Ill. 2d
152, 824 N.E. 2d 177 (2005) and In re Marriage of Alexander, 368 Ill. App. 3d 192, 195, 857 N.E. 2d 766 (Sth
District 2006).




