




















































Cort of Capiral in A#Jpraisal and Fmnra Cases 

The Orchard EnttrprisffB decision m 2012 stated: 

A rompany-specific risk premium is not an addition to the CAPM that 
is accepted by cmporate finance scholars, but is L!lometimes added to 
the discoW\t rate by practitianers valuing a company to reflect that the 
company has risk factors that they believe have not already been· cap
tured by the equity risk premium as modified by beta and (if appli
cable) the small company me premium.m 

The court rejected the company-specific discount and found that the expert 
had used it to double-count a risk he had included in his weighting of alterna
tive projecdons.m 

It should be noied,. however, that the arurt accepted a a:Dnpany-spedfic risk 
premium in a 1999 decision in which Chancellm Chandler reviewed the prior 
11tatus of thiB adjustment in Delaware. He .found "the party seeking to add 
the premium," who bore ,_the burden of showing that the premium [was] appro
priirte," had 1'only partly met that bw-den.''121 Noting that no beta had been cal
culated by the experts, he explained. w1 IUD willing to accept that the addition of 
a company-specific premium is appropiiate in the of 'btta."m He reviewed 
the 6ix factors that the respondent's expert listed in support of the and 
concluded that since the expert's valuation "does not state how much impact 
an the company specific premium each of these factors bu, I will estimate that 
they are approximately equal; therefore, because I hllVt! eliminared haJf of them, 
I reduce [the defendants' 3.4%] company specific risk premium by an equal 
amount, to 1.7"o."123 

The 2014 Htsco decision adopted a 3 percent compmy-epecif:ic risk premium 
that had been used by both parties' experts. The Vice Clwu:ellor obaerved "'that 
the Company was about to loee the benefit of a license and patent covering its 
&Ole product; and that the sales of that product, in part, are drlven by natural 
disllStel'B, the frequency of which are of dubious predktability."1• 

Indeed, a 1994 Delaware decision in a t.imess case had aiticized the plain
tiff's expert far not usmg a company-spedfi.c prem:ium.129 The comt rejected certain 
factors that defendant's expert considered :in support of a 5 percent company
apec:i.fic accepted other factors, llild ruled that Han apptopriate premium 
is 3 percent based an the other factors considered by {the defendant's expert] in 

119. Orc:hard Enterprises, 2012 Del Ch. LBXIS 165, at "13. 
120. 
121. ON'11 v. lntegnt Bank. 751 A2d 904. 920. 
122.. Id. (empham added). The c:haru::ellor noted that in Gflbtlt u MPM E.nttrprisa., 

1998 Del. Ch. LBX1S 60, that "Vice Olana:1lol Stieele applled •.. a beta ... with the beta 
Perhaps acting as a surrogate company spec:ific risk premium." Id. 

123. ltl. 
12A. Lamm v. Hesco Bastion. 2014 Del. Ch. LBXJS 75, at "1-.2. 
125. Wacht v. Cont'l HD618, 199' Del. Ch. LIDC1S 171, at •13. 
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d.etemrlning the target ra1:e of return. such as pending litigation ... and the corn~ 
petiti.ve envhmunent: in which Continental operated. 111

• 

On balance, the reluctance of the courtB to accept company-spedfic p:ren:U.
ums in a CAPM determination means that the expert who includes thia pre
mium in his qtlcu],ation of WACC may expect a strong challenge on the stand. 
However, as discussed previously md in the following section, the company
spedfic risk premium is acceptable in the build-up method. 

Build·Up Method 
Most expert testimony in Delaware bmi Wied CAPM fur 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 8eeJll to be more useful than the 'build up' 
method because it offers more oomplete information. "'m It has, however, been 
accepted in later decisions,1211 and in Delaware Opm MRI in 2006, the court not 
only explicitly accepted the build-up metho~ but alao provided the rationale for 
doing so and also for aa.-epting a roinpany-spedBc rls.k premium in that case. 
Observing that the build-up method could reluctantly be accepted a.s a substi
tute for CAPM, then-Vice Chancellor Strine wrote: 

[N]Dt all public companies have a sufficient public float for tmding in 
their sharea to provide a reliable peta for use in calculating their cost of 
capila], fmcing a resort to the use of data from the industry or eo-called 
comparable oompanies ...• 

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 begin& with the core factors con
sidered by CAPM, a risk-free rate and an equity premium rate. From 
there, hown'er, the build-up model begins to diverge from CAPM. 
Under the build-up method. beta is not amsidered. A size premi~ 
used consistently with the practice of most current users of CAPM in 
the appramal and valuation context, is de rigueur uruier the build-up 
model Mllch more heretictil to CAPM,. however, the build-up mdhod typi
ailly incorpcm1fts mwy dollops of what is called "companY'"fPedfic rillc,.. the 
very sort ofunsystmuitic risk thrit the CAPM believtS is not~ by the 
Cllpitql 1l'JllTktls ll1Ul Bhuultl not ~ amsilklld in mkulating ll COit aJ capital. m 

126. Itl. at 't21. 
127. Hintmann v. Fred Weber, 1998 Del. Ch. LHXIS 26, at iti6. 
128. GholJ v. eMachi.aes, 2004 Del. Ct. I.JOOS 171, at tt47, •49; Hl!nlce v. Uilithic, 2005 

DeL Ch LHXIS 170, at •oM); Reis v. Haz.elett Strip-Cuting Cmp .• 28 A.3d at 475; Laidler v. 
Hesro Bastion, 2014 DeL Cl\, LEXIS ?S, at "816, •4e. 

129. Del. Open MRI, 698 A.2d at 338-39 (Del. Ch 2006) (emphuis added). 



Jn 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 £inn grounding m corporate finance theory, ... I choose to deter-
mine the discount rate using only the CAPM method.1311 

The build-up method has seldom been diBcussed in other jw:isdictions. 
However, in a Mi580Uri appraisal case in federal court, the decision discussed 
both experts' use of the build-up method and applied it.m A Vermont decision 
accepted a discount rate calcul11.ted using the build-up method; it aitici7.ed the 
respondent's expert's CAPM calculation, pointing out that the inputs were lncon.
sistent with his CAPM inputs as dissentem' expett in another Vermont case. m 

Additional Points 
The Delaware courts have decided two adclitiomil and unrelated points that 
should be noted by valuation experts: (1) the midyear convention (discussed 
in Chapter 4) i.8 acceptable, and (2) DCF valuations using CAPM should not be 
adjusted. for a minority diBa:nmt. 

The midyeu convention has been explicitly used in DCF calculation& in 
every Delawme case where the court stated that a testifying expert had used 
it. w Several other jurisdictions have aJso accepted the midyear convention. 11" 

The Delaware courts recognize that 1X'.F 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 Otanc:ery first rejected this adjustment in 1991135 and, 
except for one anomaly,* it has continued to reject adding a control premium to 

l30. Orchllrd EnttrpriSf!B, 2012 Del. Ch UOOB 16.5, at "8. 
131. Swope v. Siegel~Robert, Inc., 74 F. Supp. 2d at 893-98 and 905. 
132. M.dden, 2005 Vt. Super. LEXIS 112, at "'33. 
133. See, e.g., Hmbnann v. Fred Weber, 1998 Del. Ch LBXIS 26, at "16; PNB Holding. 

2006 Del Ch. LEXIS 158, at -ia;. 
134. See, e.g., Steiner v. Benninghoff, 5F. Supp.2dat1136 (0. Nev. 1998); U.S. Inspect, 

Inc. v. McGreevy, 57 Va. Or. 511, 524, 2000 Va. Clr. U00S .524, at "28 (Nov. 7, 2000); Mwphy 
v. U.S. Dredging Corp., 2008 N.Y. Misc. LEXIS 9900, at ot52 (N.Y. Sup. Ct., Nassau Cnty., May 
19, 2008); nff'd in pnrt and rev'd in pnl'I on. other gi-01mds, 74 A.3d 815 (N.Y. App. 2010). 

135. Radiology Assocs., 611 A.2d 485, 494 ("Tiie discowited cash flow method purports 
t~ represent the present value of Radiology's cash flow .... The discounted cash flow analy
sis, as employed in this case, fully reflects this vaJue without need for an adjuatment."). 

136. The court added a 20 percent control premium (based on ,.control p.rem:ia pllld for 
publicly-held companie9"') to a DCF v aluation in Hintmann v. Fred "Weber, 1998 Del Ch. 
UOOs 26, at 1131. in contrast, the court has frequmtly added a premium to guideHne com-
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OCF valuations. A 2001 decision cited Shannon Pratt's reasoning fo:r not permit· 
ting the discount 

$ome ~ysts beJie!e ~t the inc~ approach always produceJ a 
publicly traded minority basis of value because the Capital Asset Prk:
ing Model (CAPM) and the build-up model develop cliscount llild capi
talization rates fmm minority transaction data in the pub1ic market& 
This is a very common and highly flawed conclusion. There is little or 
no differmce in the nte uf rrtum thllt most invtSloTs rtquire for in'Desting in 
" pu'blic, freely tTll~ minority intmst DmUs a controlling intemst. l.97 

Role of the Expert 
Testifying experts need to be familiar both with pertinent valuaiion literature 
and relevant case law regarding cost of capital and related issues. This hue of 
knowledge not only will help experts assist the judgt but will also protect them 
in Crose-examination. 

Even when experts are well-qualified, the oourts often express skepticism as 
to teatimony 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' 1ec:hniques for ooming up with their discount rates are closely 
im.aly2ed, the court finds itself m an intellectual position more religious 
than empi:cical in nature, insofar as the court's deciBion to prefer one 
position over the other is more a matter of faith than reason. 

This citation illustrates wl;ty m expert fails to serve the judge and the client 
by acting as a partisan in court Testifying experlB me most valuable when they 
can inform and educate the judge to ~ and then hopefully adopt., the 
rea11oning wuletlying the expert's report, testimony, and methodologies.131 

Sometimn the court merely needs help in understanding technical issues. 
For example, one Vice Chancellor appears to have misunderstood the definition 
of the SBBI Valuation Yearbook size premium data for the me dec.iles: 

pany valuations to offset a llUppOlled "implicit minarlty cliacounl" This adjumnent hll8, 
however,. been qul!8tioned. by some legal and valuation a>mmentators. Stt, e.g., Lawrence 
A. Hamer.mesh & Michael L. Wadr.ter, The Slmrt rm4 P~fa!I Life of the "Implicit Minarlly 
lJilcountN in IJe1ta.vm Appraisal Ulw, 156 U. P.&. L R:lv. 1 (2007J; Gilbert B. Matthews, MlsMse 
cf Omtrol Pmrriwns in lklflrvrm: Appnrisals, '1:l Bua. VALUATION RBV., at 107, 118 (2008). 

137. Lane v. Cancer 'l\'eatment Ctra., ~ Del. Ch LEXIS 108, at -t.18, quoting SHAN
NON P. Purr, BUBINll88 VALOA.'110N Dmcomm1 A.ND PDMroMll 30 (2001). 

138. Del. Opm MRI, 898 A2d at 338. 



Cost af "1pltlll in Apprajsal and Fatness c:mes 

[The defendant] B!lSeI'ts [in its brief] that "the Ibbotson yearbook 
clearly states that the capitalization cut-off between deciles lOa and 
10b is $48,345,<XXJ. That is, all companies with market capitali7.ations of 
$48,345,000 or less fall within decile lOb, while companies with maliet 
capitalizations greater than $48,345,000 but no greater than $84,521,000 
fall within decile lOa." This is not what the Ibbotson Associates year
book says. Rather, it maely provides 'that the largest company within 
decile lOb has a JIU1Iket capitalization of $48,345,000 and the company 
with the largest capitalization witmn decile lOa has a market capital
ization of $84.52.1,000. There is no indication of whether a company 
with a market capitalization of less than ~.345,000 may nonetheless 
fall wi1:hin dec:iJe 10a or even decile 9 given certain character.istics.1111 

335 

The court's misunderstanding of deciles demonstrates the importance of 
articula~ h!stimany 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 mll8t be even clearer in their testimony when testify.ing in other 
jurlsdictians where judges are usually less familiar with valuation methods and 
literature. 

A more serious i65Ue is the oourt's COl)certl, articulated by Vice Oumcellor 
Strine in Ddtrwtm MRL that the judge must operate "more [from] a matter of 
faith than reason. "MD The court's apprehension ariBeti from what Strine calls the 
"status of principlefl of corporate finance, nui that is, the valuation profession's 
continuing but incomplete development of the academic and intellectual pin
ciples that underlie valuation methodologies. Jn these situations, the court does 
not expect the expert to cure the 1hearetical inadequacies. What it requests .is 
that experts aid the judge by, in Strine's words, "trying to come up wiih a proxy 
that tabs into account cancems addressed by CAPM. "1'2 AB Strine elucidated: 

Even as to public companies, there is much dispute about how ID 
calculate the discount rate to use in valuing their future cuh flDwB, 
even when one tries to stick as closely H posSlble to the principles 
undergirding the C.apital Asaet Pricing Model and the semi-strong 
form of the efficient capital markets hypothesis. Witness the serious 
academic debate about whether the so-called size premium received 
by investor& in amaller public companies is a durable irulicia of their 
greater risk, or whether there are attributes of etoclcs with a low 

139. 'Ikylor v.. Am. Speda1ty Retailing Group, Jnc., 2003 Del. Ch. LBXlS 75, at ~7 n.18 
O'uly 25, 2003). 

1.(0, Del. Opeia MRI, 898 A2d at 338. 
141. Id. 
142. Lf. 
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book-to-market ratio that require the consideration of that factor in 
estimating a discount ra:te.149 

In addition,, he points out that a reliable beta cannot be c.alcula1ed directly 
for thinly traded public companies, S<> that valuators are forced to employ the 
less desirable allemative 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 leas ronfidenre, 
when experta are required to calculate a cost of capital for a very small, 
non-public company, for which neither of the aper.ts 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 take& into account concems addreased by CAPM and 
ECMH [Efficient Capital Madcet Hypothesis].1M 

Summary 
The Dela~ Court of Chancery is the leading court on valuation issues in 
corporat2 dispua. That court has declared its prefetence for the DCF method 
of valuation, including all elements of the modified CAPM (see CUlpter 5) to 
determine the cost of capital. It haB, however, rejected the company-.speclfic 
adjustment in the calculation of WACC unless there are unusual c:ircmnstances 
to validate it. Th.e rourt will reject DCF if it believes the projections are unreli
able, and, in any event, it prefere 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 to further refinements reflecting the evolving views of the academic and 
valuation communities. 

143. Id. 
144. Id. 




