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Valuation Case Update - April 2011

In this update we have four unique cases for yeview:

1. In re South Canaan Cellular Investments, 2011 WB5B2(E. D. Pa.)(Jan. 6, 2011): We thought this
case would interest many of you as it contemplttesunderlying assumptions in many Buy/Sells and
operating agreements where opposing parties salecappraiser and then have a third “neutral”
appraiser decide the deadlock.

2. Hollen v. Commissioner of Internal Revenue, T.Cnibe 2011-2, 2011 WL 13637 (U.S. Tax Ct.) (Jan.
4, 2011): A cased about a small ESOP and thesssweounding administering and appraising within a
small ESOP.

3. Estate of Adler v. Commissioner of Internal Revenu€. Memo. 2-11-28, 2011 WL 300144 (U.S. Tax
Court) (Jan. 31, 2010): Following thedwick case from 2010, more action on fractional inteiesies.

4. Wordtech Systems, Inc. v. Integrated Networks $mhst Inc., 609 F.3d 1308 (Fed. Cir. 2010):
Another case where a party to a substantial langrotded not to retain an accredited expert withess
and lost the court’s confidence for not doing so.

Should Neutral Appraiser Be Kept 'Blind' to Parties " Competing
Valuations?

In re South Canaan Cellular Investments, 2011 WL 52 558 (E. D. Pa.)(Jan. 6, 2011)

To fund their plan of reorganization, the debtagsead to sell their limited partnership interestaiwireless
communications provider by May 2011. If the debteeye unable to find an acceptable buyer, themptae
permitted the limited partners (LP) to compel tlebtdrs, as general partners, to purchase therestte

To determine the price of the put, the partnersigigement required both parties to determine agrdisclose
their respective value of the subject LP interdétthese valuations differed by more than 10%nthader the
agreement, the parties would jointly appoint anraiger to determine the fair market value of theihterests
using a going concern premise of value. If theipartouldn't agree on an appraiser, then each vapgddint its
own appraiser, and within 20 days, these two waggdoint a neutral third, who would make the ultienat
determination of value. After this third appraiseached an opinion of value, it would be compacethbse
that the debtors and LPs had initially exchang@&te"valuation proposed by the limited partner thatlosest
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to the value opined by [the neutral third apprdigben becomes the agreed upon value of the limited
partnership,” the bankruptcy court explained, deddurchase price would be calculated.

Parties couldn't agree on anything. The debtors were unable to find a suitable buyerthe limited
partnership and invoked the put provisions. Theiggmexchanged their valuations of the LP interesthich
differed by more than 10%. After each party choseeapert appraiser, it took another two months (and
threatened court intervention) to selection a radlird.

Even then, debtors requested an appraisal "prqQtoessentially asking the court to permit both jeartto
provide the appraiser with whatever informationytlbelieved to be relevant—except that neither peaoyld
disclose its prior, competing valuation. Furthélrcammunications with the independent appraiseuldide in
writing, with copies served to the other side, dnd appraiser could not interview the LP's key ngans
without all parties being present.

The court held a hearing on the proposal, at whieh debtors' appraiser acknowledged the profedsiona
standards by the various business valuation orgaais (including the AICPA and ASA). All of these
standards admonished valuation analysts to be tolgeéndependent, and impartial. They also reqlittee
analyst or appraiser to use "professional judgméhé court noted, and to "obtain all relevant fioal and
nonfinancial information." After this testimony,ehdebtors withdrew all but one request: that thertcstill
precludes the independent appraiser from learrbogtahe valuations exchanged by the parties.

In support, the debtors said that because the igppm@ovisions required the appraiser to makedirsmarket
determination of value before selecting the partysnber that was closest to that value, the agreeme
contemplated "an appraiser who is blind to the nensilput on the table by the parties.” Further, beedhe
LPs and their affiliates presented an opporturoty"significant appraisal and transactional workhe future,
given the numbers of wireless and wire line comgarin which they have invested,” the appraiser had
incentives for producing "as low a number as pdsgitto benefit the LPs and "strengthen" this fatur
opportunity. "Any disclosure that would allow th@paaiser to know which party 'wins' if he moves his
valuation one way or another by a few tens of thads of dollars seriously risks tainting the indegence of
the appraisal process," the debtors concluded.

The LPs requested that the appraiser be permittese¢ the parties' prior valuations, because these w
carefully based on a "complex balancing of a numidfefactors,” including various appraisals and ealu
estimates based on several methodologies and ttertamties regarding the numbers that each sidgtmi
propose. Each side also knew the risks of the Hadskke arbitration provisions” of the agreed-appraisal
process and would have hedged against the riskn aindavorable result due to the "uncertainties'thod
appraiser retention process. Finally, the enticc@ss contained no provisions for a court-ordepedtcol,”
the LPs argued, but was silent on the type of médion the appraiser could obtain, thus recognitirgg
freedom to "exercise his business judgment to obéaid use any information he believes relevantiso h
engagement.”



CORPORATE
VALUATION

SERVICES, INC.

Neither party called the independent appraiseestfy regarding the information he might requesinake his
value determination. Nevertheless, the court asduimat after the protracted selection process cdralidate
from their own list, even the debtors believed ttieg third appraiser would be "competent, indepetde
objective, and fair in completing his valuation aggment.” To the extent the debtors were concetined
appraiser could be influenced by knowing the LR®&rpvaluation positions—that concern would haverbe
present during the parties' negotiation of theineament, "Had the partners intended to restriat treduation
provisions from being revealed, it would have bsenple to include such a restraint in the agreerhéné
court ruled, and denied the debtors' motion to kbepndependent appraiser "in the dark."

CVS Comment: Many buy/sells and operating agre¢srame structured with similar clauses. We thhnk t
Court was correct in looking back at the legalmtef their agreement.
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Important Tax Court Reminder re: Small Firm ESOP
Compliance

Hollen v. Commissioner of Internal Revenue, T.C. Me  mo. 2011-2, 2011 WL 13637 (U.S. Tax Ct.)
(Jan. 4, 2011)

A private dental practice began sponsoring an eyeglstock ownership plan (ESOP) in 1987. The pyma
dentist, the firm's principal shareholder and coapm® officer, served as ESOP administrator andeeusf its
related trust. Two years later, in 1989, the th@trowed nearly $420,000 to purchase roughly 131 $iares
of stock in the dental practice. That same yea fitlm distributed $200,000 to the trust to repayoation of
the loan. In connection with that repayment, thesttrallocated $200,000 of common stock to partitiga
accounts, including $150,000 to the owner/dentist.

Law requires independent appraisal.The ESOP was amended at the beginning of 200teaaithed a CPA to
appraise the trust's stock that year and also @2 20hd 2003. Although the ESOP requested a detatimin
from the IRS as to its qualified status, it withdréhat request in 2003. Five years later, the cosaioner
issued a final letter disqualifying the ESOP fdryalars since 1987.

The IRS also found the dentist was the primary figiaey of the $200,000 "dividend" distributed tioet trust.
Effectively, the dental practice received a deducfior the principal payment on the loan withouwtagnizing
any corresponding income. In turn, this increasedvialue of the stock held by the ESOP trust, milyneo the
owner's individual benefit. As a result, the IRScharacterized the $150,000 in "earnings “as aruann
addition to the plan, and the dental practice ajgpoea

In its final letter, the IRS determined the ESOHM &s trust failed to comply with Sec. 401 (a) IRGd related
provisions. The Tax Court, in an opinion by Judgard, confirmed the four asserted grounds for
disqualification:

1. Ineffective amendment. The dental practice failed to amend the ESOP witheé effective dates provided by
statute and applicable to certain small businesses.

2. Improper vesting schedules. The ESOP, as operated, also failed to vest acuprihi its own schedule.
"Petitioner offers no explanation . . . why thetirgg schedules on the ESOP's books did not propefligct the
provisions of the plan document's vesting schedtihes court observed. "Moreover, petitioner dedirjthe
IRS's] offer to participate in a closing agreemamatgram . . . which would allow for retroactive cpllance."
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3. Unsigned appraisal. Sec. 401(a) (28) (c) requires an "independentaapgr” to value all employer securities
that are not readily tradable on an establisheketatindependent appraiser” in this context megusilified
appraiser,” the court explained, referencing SEcZA(A)-13(c) (5) (1) of the Income Tax Regulations

The petitioner claimed that its CPA was a permissifualified appraiser of the ESOP's stock heldhigytrust.
But the ESOP failed to comply with at least twouiegments of the regulations, the court pointed Bust, the
appraisal letters covering the 2001 through 20@8 gkars state that "The undersigned holds hirosglfo be
an appraiser," but all the letters were left unsdn

Second, the regulations provide that signing appraimust list their background, experience, edutaand

membership, if any, in professional appraisal oizgtions. None of the appraisals submitted wereezigand

the appraisal summary does not list the requirédrnmation. Apparently, the petitioner did not offany

explanation for these omissions or assert subataotimpliance, and the court concluded that thet'tu
holdings were not valued by a "qualified appralser.

4. Excess annual additions. Finally, the court confirmed that the IRS propasycharacterized the $150,000 of
the $200,000 dividend as annual addition to theestsraccount, in excess of the limitations of 3d4&(c) IRC.
"Because the ESOP never took any action to cotiecfailure,” the court held, "the ESOP was naldied in
plan years after that date [1989]."

Once again, it noted that the ESOP had an opptyttmamend its failure through the closing actmogram,
but chose not to do so. The court also upheld ®@MEs disqualification in 1987 and 1988, findingptan on
record.

CVS Comment: ESOPs are very technical financibloles. Proper administration and valuation protes
warranted to avoid IRS and third party liabilitieSmaller ESOPs with lessor resources seem sulleefi
these issues.
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Fractional Interest in Estate Tax Turns on Type, Ti  ming of Gift

Estate of Adler v. Commissioner of Internal Revenue , T.C. Memo. 2-11-28, 2011 WL 300144
(U.S. Tax Court) (Jan. 31, 2010)

A father owned a California ranch on more than @,80res. In 1965, he gifted undivided one-fiftrenetsts to
his five children as tenants-in-common, reservirggdwn "full use and control" of the property thghout his
life. After the transfer, the father used the raaol paid all its taxes, expenses, and costs aovement—but
not any rent to his children. None of the childliged on the ranch or interfered with the fathess.

Estate applies 48% combined discountWhen the father died nearly 30 years later, ttupgrty had a fair
market value of $6.39 million. To reflect the dexsed value caused by the children's fractionalestethe
estate applied a 32% discount for lack of markétgtand a 16% discount for lack of control at tivee of

death. During the father's life, the estate app#ie2R% marketability discount and 16% minority disat to

each of the undivided interests.

The IRS stipulated to the $6.39 million fair marketlue of the property, but disallowed the disceuand
assessed a deficiency. The estate appealed to.gheTdx Court, which began by reviewing the appliea
statutes. If a decedent owns a life estate—i.granat of property for the duration of his life—thanthe time of
death it has no value under Sec. 2033 IRC, thet @xqnlained. "But if the decedent gratuitously sfemred a
remainder interest in property and retained adgtate,” then the full, fair market value of thegerty would
be included in the gross estate pursuant to S&&.20

Specifically, Sec. 2036(a)(1) includes the valuetraihsferred property if: 1) the decedent transfierthe
interest during life; 2) the transfer was not asaind 3) the decedent retained possession orreajayof the
property for life (citing Estate of Bongard v. Comnssioner 124 T.C. 95 (2005)).

At the same time, "the owner of a fractional instri@ property often lacks the ability to contrbétproperty or
to sell the interest freely," the court noted,ngtEstate of Amlie, T.C. Memo. 2006-76. Furthelngw a person
dies holding a fractional interest in property,cdisnts are often appropriate to reflect the lackanitrol and
marketability. Whether the property is valued awlele or discounted "depends on when the interass
separated,” the court held. If the ownership i# sloiring the person's lifetime, the decedent'sridt is valued
separately. "If the split occurs only at death,ghaperty is valued as a whole—without a discount.”

The court gave the following examples. Supposevameo of land gives a one-half interest to a chilthen the
parent dies holding the one-half interest, it wohtd valued separately from the child's half-inter@n the
other hand, suppose that a landowner continue@toproperty until death, at which time each of winldren
took an interest. Because ownership continued wleidth, no discount would apply to the accounttifier
fractional ownership acquired by the children atte
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Control is key. In support of its falling closer to the former axale, the estate cited Estate of Mellinger, 112
T.C. 26 (1999), in which a husband and wife ownétbak of stock. At the husband's death, he ledtuiife his
interest in trust, for her lifetime benefit. Whdretwife died, she still owned her 50% interest, thetIRS also
included the value of the other 50% interest haldrust. The Tax Court disagreed, however, findimat the
interests should be valued separately, becaus® @ine did the wife possess, control, or have @mwer over
the interest held in trust.”

Unlike the wife in that case, however, the fathethis case controlled the ranch property fromttaasfer of

the remainder interests in 1965 until his deatB004, the court found. Under these facts, the bptecedent
was Estate of Fontana v. Commissioner, 118 T.C.(3082). There, the decedent owned two blockdamks

one outright and one by a testamentary trust paeappointment. Because the decedent controlled the
disposition of stock in trust, its value was aggited with the stock he held outright.

For these reasons, the court considered that theersWip of the ranch was split up after the fashdeath.
"Thus it was as if [the father] had retained théreninterest in the land during his life and trimeed the
property to his children at death," the court hétdfinding that no discounts were appropriatetie $6.39
million fair market value of the land.

CVS Comment: In terms of valuation issues, ther@athing hotter right now for the IRS than frac@bn
interests. The fall-out from the IRS litigatingethudwick case (Ludwick v. Commissioner, T.C. Mer010-
104, 2010 WL 1850223 (U.S.Tax Ct.) (May 10, 201&)htinues. Large discounts and reports withoutsol
foundation will be scrutinized.
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Plaintiff Provides Actual Licenses for Patents, but No
Damages Expert

Wordtech Systems, Inc. v. Integrated Networks Solut  ions, Inc., 609 F.3d 1308 (Fed. Cir. 2010)

Just four months after decidifesQnet’, the U.S. Court of Appeals for the Federal Cireyiplied its tougher
evidentiary standard to the plaintiff's reliance b8 actual licensing agreements to calculate aoredude
royalty rate.

Plaintiff failed to enlist an expert. In this case, the jury found the defendant lidbleinfringing the plaintiffs
CD duplicating technology. To decide damages, titg heard not from an expert but from the plaitgiff
president, who introduced 13 prior licensing agreets involving rights to some or all of its patemsuit. He
also submitted roughly 40 invoices showing the degémt's sales of 56 products that included thenddi
invention. The jury awarded $250,000 in lump-summédges, and the defendant appealed.

The Federal Circuit noted several problems withaWard. First, at trial, the plaintiff sought ordyhypothetical
negotiated royalty, and the jury received damageas$ructions for this theory alone. The plaintiffogled
invoices from the defendant amounting to at le&8&0$000, and asked for 12% of this amount, or 0L,
"However, the $250,000 verdict equates to a 26.89alty on the ... total alleged sales," the cowihfed out.
The plaintiff failed to explain why this higher aomt would be "reasonable.” Further, the allegedsstdiled to
account for the defendant's costs.

Apart from the invoices, the court considered thangiffs 13 licensing agreements in light bficent® and
ResQnet. Like the jury in this case, tHeaucent jury awarded a lump-sum amount based on eighthtibenses.
On appeal, the court rejected four of the licensgsen though they were based on a lump-sum awaoéuse
they were too different from the patents in suitejected the remaining four licenses because tbeyained
running royalties, and the plaintiff provided naslsafor comparing these rates to a lump sum.

Similarly, in ResQnet, the court overturned a running royalty rate basedeven licenses, "five of which had
no relation to the claimed invention, and the otiagr of which arise from litigation," the court damed. "We
stressed that comparisons of past patent licemsésetinfringement must account for the technolalgand
economic differences between them."

! ResQnet.com, Inc. V. Lansa, Inc., No. 01-CV-3578
2 Lucent Techs, Inc. V. Gateway 580 F. 3d 1301, 1327-28 (Fed. Circ., 2009).
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In this case, the plaintiff's licenses sufferedfrthe same flaws. The jury awarded a lump-sum egrdut only
two of the plaintiff's licenses were lump-sum agneats. The first paid $175,000 for non-exclusights to
two of the patents at issue. The second paid $88ddr non-exclusive rights to three of the patemtssimilar
terms. The plaintiff claimed the jury verdict wasasonable because its $250,000 award fell rougkthyden
these two lump-sum fees—even though the plaingited for only $114,000, or less than half the \ardi

"This averaging theory is flawed because the twoptsum licenses provide no basis for comparisoh {tite
defendant’s] infringing sales,” the Federal Cirdwetd. "Neither license describes how the partesutated
each lump sum, the licensees' intended productepwr many products each licensee expected to peotuc
Indeed, when asked during oral argument whethetridlerecord supplied any evidence of actual ajguted
sales volume, the plaintiff's attorney told theefied panel, "none." Invoices showed the defendalat 56 units
involving the patented products, but without knogvimhether prior licensors agreed to pay $350,00GHe
right to produce 100 units or 1,000 it was impolestb derive a rate from proof of sales alone.

In sum, without additional data, the plaintiff'srip-sum licenses offered the jury "little more ttzarecitation of
royalty numbers," the court held, citihgicent. Of the remaining 11 actual licenses, one listedupé fees of
$100 to $195 instead of a running royalty. By casity the $250,000 verdict reflects a per-unit fet €xceeds
$4,400 ($250,000 divided by 56 units). The otherié@nses stated royalty rates ranging from 3% %o &
sales, far less than the jury's effective award68%. Evidence also showed that the plaintiff s@yseveral of
these lump-sum licenses after initiating or thresug litigation, and "litigation itself can skewehesults of the
hypothetical negotiation," the court said, citiResQnet.

More reason to retain an expert on remandEven if the plaintiff's licenses supported a higlyaity rate
under Georgia-Pacific factor 1 (present or paginges involving the patents in suit), its use efdbfendant's
invoices raises doubts about the sales volume tohwvthe jury could have reasonably applied a hightr. The
plaintiff's president, "who did not qualify as angiages expert," the court noted, calculated the $@80gross
sales figure by using "the second highest valughfthe invoices "as phantomvalue" (court's emphasis).

Moreover, the invoice dates also suggested theipogrrectly apportioned damages among the thresnfsaat
issue, and incorrectly inferred a substantial partof sales that pre-dated the issuance of thenizat&he
plaintiff's arguments amounted "to a pattern ofsgwerk," the court concluded. Its evidence failecgshow
how the actual "licensing environment" would infiee the hypothetical royalty payments, and the tcour
remanded the case for a new trial on damages.

CVS Comment: Corporate damages claims are oftencmmplex and tough for triers of fact to undensta
Having an accredited expert witness not only irggrbfessionalism into the testimony of damagerdaut as
experts are usually better at organizing and cangeyamage claims in a more sound and logical nranne




