
















































































332 CHAPTER 1é

determining the target rate of return, such as pending litigation . . . and the com.
petitive environment in which Continental operated.”*

On balance, the reluctance of the courts to accept company-specific premi-
ums in a CAPM determination means that the expert who includes this pre-
mium in his calculation of WACC may expect a strong challenge on the stand.
However, as discussed previously and in the following section, the company-
specific risk premium is acceptable in the build-up method.

Build-Up Method

Most expert testimony in Delaware has used CAPM for calculating cost of capi-
tal, but the court has sometimes utilized the build-up method instead. The Dela-
ware Court of Chancery explicitly rejected the build-up method in a 1998 deci-
sion, stating that “[t]he CAPM would seem to be more useful than the ‘build up’
method because it offers more complete information.”'” It has, however, been
accepted in later decisions,’® and in Delaware Open MRI in 2006, the court not
only explicitly accepted the build-up method, but also provided the rationale for
doing s0 and also for accepting a company-specific risk premium in that case.
Observing that the build-up method could reluctantly be accepted as a substi-
tute for CAPM, then-Vice Chancellor Strine wrote:

[N]ot all public companies have a sufficient public float for trading in
their shares to provide a reliable beta for use in calculating their cost of
capital, forcing a resort to the use of data from the industry or so-called
comparable companies. . . .

The experts in this case have used the proxy [for CAPM] that has
found the most favor among professional appraisers: the so-called
“build-up model” The build-up model begins with the core factors con-
sidered by CAPM, a risk-free rate and an equity premium rate. From
there, however, the build-up model begins to diverge from CAPM.
Under the build-up method, beta is not considered. A size premium,
used consistently with the practice of most current users of CAPM in
the appraisal and valuation context, is de rigueur under the build-up
model Much more heretical to CAPM, however, the build-up method typi-
cally incorporates heavy dollops of what is called "company-specific risk,” the
very sort of unsystematic risk that the CAPM believes is not rewarded by the
capital markels and should not be considered in calculating a cost of capital ™

126. Id. at *21.

127. Hintmann v. Fred Weber, 1998 Del. Ch. LEXIS 26, at *16.

128. Gholl v. eMachines, 2004 Del. Ch, LEXIS 171, at *47, *49; Henke v. Trilithic, 2005
Del. Ch. LEXIS 170, at *40; Reis v. Hazelett Strip-Casting Corp., 28 A.3d at 475; Laidler v.
Hesco Bastion, 2014 Del. Ch. LEXIS 75, at *816, *48.

129. Del. Open MRI, 898 A2d at 338-39 (Del. Ch. 2006) (emphasis added).
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In a later case, Chancellor Strine rejected two calculations using the build-up
method and chose to use CAPM:

The build-up model is a method larded with subjectivity, and it incor-
porates elements that are not accepted by the mainstream of corporate
finance scholars. . . .

Rather than . . . use methods that involve great subjectivity and
lack firm grounding in corporate finance theory, . . . I choose to deter-
mine the discount rate using only the CAPM method.'™®

The build-up method has seldom been discussed in other jurisdictions.
However, in a Missouri appraisal case in federal court, the decision discussed
both experts’ use of the build-up method and applied it A Vermont decision
accepted a discount rate calculated using the build-up method; it criticized the
respondent’s expert’s CAPM calculation, pointing out that the inputs were incon-
sistent with his CAPM inputs as dissenters’ expert in another Vermont case.’®

Additional Points

The Delaware courts have decided two additional and unrelated points that
ghould be noted by valuation experts: (1) the midyear convention (discussed
in Chapter 4) is acceptable, and (2) DCF valuations using CAPM should not be
adjusted for a minority discount.

The midyear convention has been explicitly used in DCF calculations in
every Delaware case where the court stated that a testifying expert had used
it.® Several other jurisdictions have also accepted the midyear convention.!*

The Delaware courts recognize that DCF analyses based on discount rates
derived using either CAPM (using SBBI data, for example), the F-F three-factor
model, or the build-up method should not be adjusted for an implied minor-
ity discount. The Court of Chancery first rejected this adjustment in 1991'® and,
except for one anomaly,” it has continued to reject adding a control premium to

130, Orchard Enterprises, 2012 Del. Ch. LEXIS 165, at *8.

131. Swope v. Siegel-Robert, Inc., 74 E. Supp. 2d at 893-98 and 905.

132. Madden, 2005 Vt. Super. LEXIS 112, at *33.

133. See, eg., Hintmann v. Fred Weber, 1998 Del. Ch. LEXIS 26, at *16; PNB Holding,
2006 Del. Ch. LEXIS 158, at *105.

134. See, e.g., Steiner v. Benninghoff, 5 F. Supp, 2d at 1136 (D. Nev. 1998); U.S. Inspect,
Inc. v. McGreevy, 57 Va. Cir. 511, 524, 2000 Va. Clr. LEXIS 524, at *28 (Nov. 7, 2000);

v. US. Dredging Corp., 2008 N.Y. Misc. LEXIS 9900, at *52 (N.Y. Sup. Ct,, Nassau Cnty., May
19, 2008); aff'd in part and rev'd in part on other grounds, 74 A.3d 815 (N.Y. App. 2010).

135. Radiology Assocs., 611 A.2d 485,494 (“The discounted cash flow method purports
to represent the present value of Radiology’s cash flow. . . . The discounted cash flow analy-
§is, as employed in this case, fully reflects this value without need for an adjustment.”).

136, The court added a 20 percent control premium (based on “control premia paid for
Publicly-held companies”) to @ DCF valuation in Hintmann v. Fred Weber, 1998 Del. Ch.

LEXTS 26, at *31. In contrast, the court has frequently added a premium to guideline com-
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DCF valuations. A 2001 decision cited Shannon Pratt’s reasoning for not permis.
ting the discount: '

Some analysts believe that the income approach always produces a
publicly traded minority basis of value because the Capital Asset Pric-
ing Model (CAPM) and the build-up model develop discount and capi-
talization rates from minority transaction data in the public markets.
This is a very common and highly flawed conclusion. There is litfle or
no difference in the rate of return that most invesiors require for investing in
a public, freely tradable minority interest versus a conirolling interest.*>

Role of the Expert

Testifying experts need to be familiar both with pertinent valuation literature
and relevant case law regarding cost of capital and related issues. This base of
knowledge not only will help experts assist the judgé but will also protect them
in cross-examination.

Even when experts are well-qualified, the courts often express skepticism as
to testimony regarding discount rates. Vice Chancellor Strine writes:

Testimonial feuds about discount rates often have the quality of a
debate about the relative merits of competing alchemists. Once the
experts’ techniques for coming up with their discount rates are closely
analyzed, the court finds itself in an intellectual position more religious
than empirical in nature, insofar as the court’s decision to prefer one
position over the other is more a matter of faith than reason,

This citation illustrates why an expert fails to serve the judge and the client
by acting as a partisan in court. Testifying experts are most valuable when they
can inform and educate the judge to understand, and then hopefully adopt, the
reasoning underlying the expert’s report, testimony, and methodologies.'*

Sometimes the court merely needs help in understanding technical issues.
For example, ane Vice Chancellor appears to have misunderstood the definition
of the SBBI Valuation Yearbook size premium data for the size deciles:

y valuations to offset a supposed “Implicit minority discount.” This adjustment has,
mever, been questioned by some legal and valuation commentators. See, e.g., Lawrence
A. Hamermesh & Michael L. Wachter, The Short end Puzzling Life of the “Implictt Minority
Discount” in Delaware Appraisal Law, 156 U. Pa. L. Rev. 1 ; Gllbert E. Matthews, Misuse
of Control Premiums in Delaware Appraisals, 27 Bus. VALUATION Rav., at 107, 118 (2008).

137. Lane v. Cancer Treatment Ctrs., 2004 Del. Ch. LEXIS 108, at *118, quoting SHAN-
NoN P. PratT, Busingss VALUATION DiscouNTs ano PREMIUMS 30 {2001).
138. Del. Open MRI, 898 A.2d at 338.
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[The defendant] asserts [in its brief] that “the Ibbotson yearbook
clearly states that the capitalization cut-off between deciles 10a and
10b is $48,345,000. That is, all companies with market capitalizations of
$48,345,000 or less fall within decile 10b, while companies with market
capitalizations greater than $48,345,000 but no greater than $84,521,000
fall within decile 10a.” This is not what the Ibbotson Associates year-
book says. Rather, it merely provides that the largest company within
decile 10b has a market capitalization of $48,345,000 and the company
with the largest capitalization within decile 10a has a market capital-
ization of $84,521,000. There is no indication of whether a company
with a market capitalization of less than $48,345,000 may nonetheless
fall within decile 10a or even decile 9 given certain characteristics.'®

The court'’s misunderstanding of deciles demonsirates the importance of
articulate testimony by an expert witness to explain concepts to a judge, If an
experienced Delaware Vice Chancellor can be confused by a basic statistical con-
cept, experts must be even clearer in their testimony when testifying in other
jurisdictions where judges are usually less familiar with valuation methods and
literature.

A more serious issue is the court’s concem, articulated by Vice Chancellor
Strine in Delsware MRI, that the judge must operate “more [from] a matter of
faith than reason.”™" The court’s apprehension arises from what Strine calls the
“status of principles of corporate finance,”* that js, the valuation profession’s
continuing but incomplete development of the academic and intellectual prin-
ciples that underlie valuation methodologies. In these situations, the court does
not expect the expert to cure the theoretical inadequacies. What it requests is
that experts aid the judge by, in Strine’s words, “trying to come up with a proxy
that takes into account concerns addressed by CAPM."% As Strine elucidated:

Even as to public companies, there is much dispute about how to
calculate the discount rate to use in valuing their future cash flows,
even when one tries to stick as closely as possible to the principles

irding the Capital Asset Pricing Model and the semi-strong
form of the efficient capital marzkets hypothesis. Witness the serious
academic debate about whether the so-called size premium received
by investors in smaller public companies is a durable indicia of their
greater risk, or whether there are atiributes of stocks with a low

(My]gsg Taylor v. Am. Specialty Retailing Group, Inc.,, 2003 Del. Ch. LEXIS 75, at *17 n.18
140, De!.OpenkIR! 898 A2d at 338.
141, Id,
142, 14,
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book-to-market ratio that require the consideration of that factor in
estimating a discount rate.'®

In addition, he points out that a reliable beta cannot be calculated
for thinly traded public companies, so that valuators are forced to employ the
less desirable alternative of using guideline companies or industry data, as dis-
cussed previously in relation to the build-up model. He continues:

Situations like [Delaware Open MRI] inspire even less confidence,
when experts are required to calculate a cost of capital for a very small,
non-public company, for which neither of the experts has identified
reliable public comparables. In this context, the ability of the experts
or the court to hew literally to the teaching of the high church of aca-
demic corporate finance is essentially non-existent. At best, the experts
and the court can express their reverence by trying to come up with
a proxy that takes into account concerns addressed by CAFM and

ECMH [Efficient Capital Market Hypothesis].1#

Summary

The Delaware Court of Chancery is the leading court on valuation issues in
corporate disputes. That court has declared its preference for the DCF method
of valuation, including all elements of the modified CAFM (see Chapter 5) to
determine the cost of capital. It has, however, rejected the company-specific
adjustment in the calculation of WACC unless there are mmusual circumstances
to validate it. The court will reject DCF if it believes the projections are unreli-
able, and, in any event, it prefers that other valuation methods be presented as a
check on the reasonableness of a DCF valuation.

Members of the Court of Chancery have made it clear that they look for-
ward fo further refinements reflecting the evolving views of the academic and
valuation communities.

143. Id.
144. Id.





