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Forethoughts
This Insights issue focuses on merger and acquisition 
(“M&A”) transaction-related services and other board 
advisory services. Specifically, this issue focuses on 
the issues that a company board of directors would 
likely encounter in making transaction-related deci-
sions. The board, in its duty to maximize shareholder 
value, should consider advice from legal counsel and 
financial advisers to both limit liability and mitigate 
shareholder grievances.

In this Insights issue, we are extremely pleased to 
include discussions authored by prominent experts in 
the financial advisory and transaction services pro-
fessions. These discussions should help our readers 
understand the complexities of the legal and valuation 
issues involved in transaction-related decisions.

This Insights issue discusses both best practices 
and company board considerations related to fair-
ness opinions, solvency opinions, transaction earnout 
provisions, post-closing purchase price adjustments, 
and pre-transaction due diligence procedures. This 
Insights issue also addresses the M&A considerations 
related to an ESOP sponsor company stock purchase 
transaction.

Willamette Management Associates analysts pro-
vide transaction-related valuation and financial opin-
ion services to boards of directors and to private 
company owners. In addition, Willamette Management 
Associates analysts provide forensic analysis and 
testifying expert services to legal counsel involved in 
transaction-related litigation.

About the Editors

Timothy J. Meinhart

Timothy J. Meinhart is a managing 
director in our Chicago office. In 
addition to his work on all types 
of valuation and forensic analysis 
engagements, Tim is also the leader of 
the firm’s shareholder litigation valu-
ation services practice.

Tim has spent the majority of his 
30-year career providing valuation 
consulting, economic analysis, and 
transaction advisory services. These 

services include performing the following types of valu-
ation and economic analyses: business and succession 
planning valuations, acquisition purchase price alloca-
tion valuations, asset impairment analyses, restricted 
stock valuations, blockage discount analyses, rea-
sonableness of compensation analyses, restructuring 
and reorganization analyses, transfer price analyses, 
merger and acquisition valuations, fairness opinions, 
economic damages analyses, income-producing prop-
erty valuations, and employee stock ownership plan 
(“ESOP”) sponsor company stock valuations.

Tim is an accredited senior appraiser of the 
American Society of Appraisers (“ASA”), accred-
ited in business valuation. He is past president of 
the ASA Chicago chapter. He was elected for two 
terms on the ASA Business Valuation Committee. He 
was appointed to the Business Valuation Committee 
Education Subcommittee and the Technical Topics 
Subcommittee, and he also served on the ASA Board 
of Examiners for the business valuation discipline. 
Tim is the past president and a current director of 
the Business Valuation Association of Chicago. Since 
2011, Tim has served on the valuation committee of 
the editorial advisory board for the Trusts & Estates 
professional journal.

Kevin M. Zanni

Kevin M. Zanni is a manag-
ing director in our Chicago 
office, and he has enjoyed 
working at Willamette for 
more than 13 years of his 
20-year valuation career. 
Kevin specializes in provid-
ing valuation and financial 
advisory opinions for both 
transaction-related matters 
and dispute resolution mat-

ters. His work involves the analysis of publicly traded 
businesses and private businesses—including close 
corporations, partnerships, limited liability companies, 
professional sports franchises, professional practices, 
and public utilities.

Kevin has prepared valuation and economic analy-
ses for the following purposes: tax planning and compli-
ance (ad valorem, income, gift, and estate), forensic 
analysis and dispute resolution, financial accounting 
and public reporting, transaction planning (acquisition, 
divestiture, liquidation, and reorganization), fiduciary 
compliance, and management information and strategic 
planning. Kevin’s practice also includes intangible asset 
damages analysis related to breach of contract claims 
and tort claims.

Kevin is an accredited senior appraiser of the ASA, a 
certified valuation analyst, a certified business appraiser, 
a certified fraud examiner, and is a certified in entity and 
intangibles valuation credential holder. He is a past presi-
dent of the Chicago chapter of the ASA, and a past presi-
dent of the Business Valuation Association of Chicago. 
Kevin recently served the American Institute of Certified 
Public Accountants (“AICPA”) as part of a taskforce to 
develop a bridging document between the AICPA valua-
tion standards and the IFRS valuation standards.
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Transaction Planning Thought Leadership

INTRODUCTION
It is not atypical for leveraged transactions to 
be attacked years after the fact when one of the 
parties to the transaction later files for bank-
ruptcy protection. In lawsuits brought by trustees, 
debtors-in-possession, and, in some cases, credi-
tors’ committees, a judicial determination that 
the transaction constituted a fraudulent transfer 
can result in buyouts being undone, spin-offs 
being unspun, and intercompany guaranties being 
avoided.

In these circumstances, a contemporaneously 
prepared, independent, third-party expert solven-
cy analysis can be a bulwark against a catastrophic 
financial loss.

To appreciate why, first, it is necessary to 
understand (1) what an avoidable fraudulent 

transfer is and (2) how certain transactions can 
give rise to such a transfer. Second, it is important 
to know what to look for in a solvency opinion and 
why such an opinion matters. This discussion cov-
ers each of these two topics.

FRAUDULENT TRANSFERS (AND 
OBLIGATIONS)

Fraudulent transfer lawsuits usually, though not 
always, arise in the context of a bankruptcy case.1 

The U.S. Bankruptcy Code specifically provides a 
mechanism for the avoidance of fraudulent trans-
fers, and it also allows for the pursuit of fraudulent 
transfer claims available to creditors under state 
law.

How Solvency Opinions May Reduce the 
Risk of Fraudulent Transfer Exposure in 
Leveraged Transactions
Michael F. Holbein, Esq.

A constructive fraudulent transfer occurs where the transferor receives less than 
“reasonably equivalent value” in exchange for the transfer and the transferor is either 
(1) insolvent on the date of such transfer; (2) engaged in a business or transaction for 

which any property remaining with the transferor has unreasonably small capital; or (3) 
intended to incur, or believed it would incur, debts that would be beyond its ability to 
repay as such debts matured. A constructive fraudulent transfer may be avoided under 

the U.S. Bankruptcy Code and applicable state law. Leveraged transactions, in particular, 
give rise to constructive fraudulent transfer risk. An independent, third-party solvency 

analysis—prepared at the time of the leveraged transaction—can be useful in defending 
against such a fraudulent transfer claim.

Thought Leadership Discussion
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THE BANKRUPTCY CODE 
FRAUDULENT TRANSFER STATUTE

Section 548 of the Bankruptcy Code provides for the 
avoidance of fraudulent transfers and obligations. At 
the outset, it is important to remember that, in addi-
tion to fraudulent transfers, fraudulently incurred 
obligations are also avoidable.

The conversations around these transactions 
are almost exclusively, if only superficially, limited 
to fraudulent “transfers.” Therefore, this discus-
sion employs the same convention—unless the 
transaction being discussed specifically involves the 
potentially fraudulent incurrence of an obligation. 
Nonetheless, the discussion regarding “transfers” 
applies to “obligations” as well. In this regard, it may 
be helpful to think of an obligation simply as the 
transfer of a promise to pay or to perform.

The Bankruptcy Code divides fraudulent trans-
fers into two categories, which are addressed in 
Sections 548(a)(1)(A) and (B), respectively. The 
former transfers are typically referred to as “actual” 
fraudulent transfers. And, the latter transfers are 
typically referred to as “constructive” fraudulent 
transfers. However, these two terms are not found 
anywhere in the Bankruptcy Code.

Actual fraudulent transfers are those transfers 
“made . . . with actual intent to hinder, delay, or 
defraud” a creditor.2

Intent is found in certain “badges of fraud,” 
derived from case law and borrowed from state stat-
utes. Solvency opinions do not usually play a large 
role in insulating parties from actual fraud—the best 
defense here is to avoid fraudulent, or apparently 
fraudulent, conduct. Therefore, this discussion does 
not discuss issues related to the avoidance of actual 
fraudulent transfers in any detail.

Constructive fraudulent transfers are transfers 
made where:

 the transferor/debtor-to-be voluntarily or 
involuntarily received less than “reasonably 
equivalent value” in exchange for the trans-
fer and

 one of three conditions existed. 

A transfer is fraudulent if there was no reason-
ably equivalent value and the transferor was insol-
vent on the date of such transfer.3

Here, an entity is deemed “insolvent” when the 
sum of all the entity’s debts is greater than the sum 
of all of the entity’s property.4 This analysis is typi-
cally called the “balance sheet test.”

Alternatively, a transfer is fraudulent if (1) there 
was no reasonably equivalent value and (2) the 

transferor was “engaged in a business or transac-
tion, or was about to be engaged in a business or 
transaction, for which any property remaining with 
the [transferor] was an unreasonably small capital” 
(i.e., the transferor was undercapitalized).5 This 
analysis is typically called the “unreasonably small 
capital test” or the “capital adequacy test.”

Finally, a transfer is fraudulent if (1) there was 
no reasonably equivalent value and (2) the transfer-
or “intended to incur, or believed [it] would incur, 
debts that would be beyond [its] ability to repay 
as such debts matured.”6 This analysis is typically 
called the “cash flow test.”

A trustee, debtor-in-possession, or, in certain 
circumstances, a creditors’ committee may sue to 
avoid any of the above-described transfers if made 
within two years prior to the bankruptcy filing.7

This two-year period is referred to as the “look 
back” or “reach back” period. Such suits have to 
be brought within two years from the date of the 
bankruptcy filing.

Once a transfer is avoided under Section 548, 
it is automatically preserved for the benefit of the 
estate under Section 551 of the Bankruptcy Code.8

In addition, what was transferred, or its value, 
may be recovered under Bankruptcy Code Section 
550. It can be recovered from any of the following:

 The initial transferee,

 Any entity for whose benefit the transfer 
was made

 Any mediate or intermediate transferee of 
the initial transferee9

STATE FRAUDULENT TRANSFER 
LAWS

In addition to the Bankruptcy Code, states have 
laws that allow for the avoidance of fraudulent 
transfers.10

The trustee, or trustee equivalent, can employ 
the “strong arm” powers provided in Section 544 
of the Bankruptcy Code to assert these state law 
causes of action.11

The most typical of these state laws, adopted 
by 43 states in some form or another, is the 
Uniform Fraudulent Transfer Act (“UFTA”). The 
UFTA was amended in 2014, and it was renamed 
the Uniform Voidable Transactions Act (“UVTA”). 
Like the Bankruptcy Code, the UVTA divides these 
transactions into two categories.

However, unlike the Bankruptcy Code, the dis-
tinction is not between constructive fraud and 
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actual fraud. Rather, the UVTA separates 
these two types of transactions into:

1. those transfers that can be avoided 
by creditors in existence at the 
time the transfers were made and 

2. those transfers that can be avoided 
by present and future creditors.12

Nonetheless, the terms actual fraud and 
constructive fraud are often still used in the 
context of the UVTA.13

The transactions voidable under the 
UVTA by creditors in existence at the time 
of the transaction include those transfers 
made for less than reasonably equivalent 
value while the debtor was insolvent (i.e., 
the first type of constructive fraudulent 
transfer discussed above).14

The UVTA defines insolvency the same 
as the Bankruptcy Code. That is, when the sum of 
the entity’s debts is greater than the sum of the enti-
ty’s assets at fair valuation. However, the UVTA adds 
a presumption of insolvency where the transferor is 
generally not paying debts as they become due.15

Transactions voidable by present and future 
creditors include actual fraudulent transfers16 as 
well as the other two types of “constructive” fraudu-
lent transfers described in the Bankruptcy Code.

Using nearly identical language as the Bankruptcy 
Code, the UVTA defines the latter two types of trans-
actions as transfers made for less than reasonably 
equivalent value while the transferor:

 “was engaged, or about to be engaged, in 
a business or transaction for which the 
remaining assets of the debtor were unrea-
sonably small in relation to the business or 
transaction”17 or

 “intended to incur, or believed or reason-
ably should have believed it would incur, 
debts beyond [its] ability to pay as they 
came due.”18

Just as with avoidance actions filed under 
Bankruptcy Code Section 548, the trustee, or the 
trustee equivalent, has two years from the date of 
the filing of the bankruptcy case to initiate suit. 
However, the lookback period under the UVTA is 
four years, twice as long as the lookback period 
under the Bankruptcy Code.

Once avoided under Section 544 and state law, 
the transfers are preserved and recoverable under 
Sections 551 and 550 of the Bankruptcy Code, 
respectively.

TRANSACTIONS GIVING RISE 
TO POTENTIAL FRAUDULENT 
TRANSFER

Whenever something is given—like the transfer of 
money or property, the grant of a security interest, 
or a promise to pay or perform—for less than ade-
quate consideration, the potential for a constructive 
fraudulent transfer exists. As such, any number of 
commercial transactions can give rise to fraudulent-
transfer risk.

Let’s consider the following three transactional 
examples: a leveraged buyout, a spin-off, and an 
enterprise loan.

 The leveraged buyout: In a typical leveraged 
buyout, a target company is acquired with 
borrowed money (the leverage), and the 
target company’s assets are used to secure 
the loan.

  In other words, the target company 
gives something of value (a security inter-
est in its assets) and gets nothing in return. 
This is because the money goes to the 
acquiring entity, not the target company, to 
fund the purchase price.

  If the pledge of security is accompanied 
by a guarantee from the target company, and 
it often is, the potential fraudulent transac-
tion is compounded. This is because the 
target company will have incurred an obli-
gation, the loan guarantee, for nothing in 
return. This presents fraudulent transfer risk.

 The spin-off: In certain restructuring trans-
actions, a parent company may wish to spin 
off a business unit.
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  First, the parent will usually transfer its 
assets into a subsidiary, often created for 
the sole purpose of the spin-off. The subsid-
iary usually finances this acquisition.

  Second, the parent will sell or distrib-
ute its shares in the subsidiary, completely 
divesting itself of ownership of the now 
spun-off company. There are a multitude of 
legitimate business reasons for a parent to 
spin off a subsidiary, all in service of maxi-
mizing shareholder value.

  But if financial distress follows and 
leads to bankruptcy for either the parent or 
the spun-off company, the transaction will 
likely come under scrutiny.

  Often, the transaction is lopsided. 
For example, the spun-off company may 
assume the parent’s debt or borrow too 
much to purchase the assets. Or, the par-
ent may receive inadequate consideration 
for the assets transferred. This occurrence 
presents fraudulent transfer risk.

 The enterprise loan: It is routine for corpo-
rate families to utilize large loan structures 
where funds are distributed by the lender, 
usually on a draw, either to the subsidiar-
ies directly or to the parent and then by 
the parent amongst the subsidiaries. The 
subsidiaries are co-obligors or guarantors 
under the loan agreement.

  Often, a lockbox and sweep arrange-
ment pulls cash from the subsidiaries daily.

  If certain subsidiaries are underper-
forming and their affiliates are co-obligating 
or guarantying, while subsequently repay-
ing their own debts without receiving any 
true upside, there is fraudulent transfer 
risk.

The typical characteristic of all of these transac-
tions is the potential disparity between what was 
given and what was received.

Put differently, a transfer may be made for less 
than reasonably equivalent value in exchange.

Ultimately, in the ensuing fraudulent transfer 
litigation, experts will be called on to answer the 
question: What were the thing given and the thing 
received actually worth?

But this is only half of a constructive fraudulent 
transfer claim. The other half—insolvency, under-
capitalization, or cash flow deficits—also requires 
expert testimony. In that regard, a solvency opinion 
can be thought of as expert testimony for use in case 
of future litigation.

THE SOLVENCY OPINION
To be most effective (i.e., to have the greatest evi-
dentiary weight), a solvency opinion is performed 
by an independent third-party analyst, typically one 
with experience in the particular industry. The sol-
vency opinion is based on independently obtained 
or verified information and should not be outcome-
driven.

The analyst should not be incentivized to opine 
in favor of solvency. This independence will lend the 
opinion credibility and provide a possible edge over 
an opinion prepared specifically for litigation.

Solvency opinions generally include analyses 
that mirror the “constructive” fraud provisions of 
the Bankruptcy Code and the UVTA—a balance 
sheet analysis, an adequacy-of-capital analysis, and 
a cash flow analysis.

Solvency opinions may also include an analysis 
of market capitalization (the number of shares out-
standing multiplied by the price per share). Internal 
information is often verified against publicly avail-
able information, and all analysis assumptions are 
subject to update and revision in order to account 
for market changes and manipulation.

Balance Sheet Test
A balance-sheet test in a solvency opinion is 
designed to answer in advance whether the debtor 
meets the Bankruptcy Code definition of insolvent. 
In other words, do its liabilities exceed the value of 
its assets at fair valuation? The question often is 
reframed in reverse as—Is the debtor solvent?

In valuing the debtor’s assets, valuation analysts 
generally rely on the going-concern premise of value 
rather than on the liquidation premise of value as 
the measure of highest and best use. Contingent 
and disputed debts are often weighted based on the 
likelihood of payment.19

CASH FLOW TEST
A cash flow test is designed to determine whether 
the debtor will be able to pay its debts, including 
any debts with the associated transaction, as they come 
due. Not coincidentally, it mirrors the fraudulent transfer 
analysis in the Bankruptcy Code and the UVTA.

It is important to note that cash flow can often 
be positively affected by restricting cash outflow 
with new debt and deferring payment on the trans-
action debt. Failure to account for this manipulation 
can signal an outcome-driven opinion. Inevitably, 
where cash flow is an issue, capitalization is as well.
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Capital Adequacy Test
A capital-adequacy test is designed to determine 
whether the debtor can endure future business fluc-
tuations. This analysis often includes stress testing 
against various scenarios likely to have an impact on 
the debtor’s business.

This stress test analysis is designed to satisfy the 
fraudulent transfer inquiry into potential undercapi-
talization.

SUMMARY AND CONCLUSION
The second prong of the fraudulent transfer analysis 
(whether it is the solvency analysis, the cash flow 
analysis, or the capitalization analysis) can often be 
overlooked by fraudulent transfer plaintiffs. This is 
often the case because plaintiffs are more focused 
on the nuance issues of value, which serve as the 
starting point (i.e., the first prong) for determining 
whether a claim exists.

Most often, the parties entering into transactions 
like those described above are financially sound 
at the time of the transaction. However, given the 
four-year state law look-back period, it is typical for 
litigation to ensue years after the transaction if the 
debtor experiences financial difficulties.

In some of these litigations, the plaintiff’s 
expert—with the benefit of hindsight—will opine 
that the debtor was in financial distress long before 
anyone could have reasonably known.

An independent, third-party solvency analysis—
an analysis that was prepared contemporaneously 
with the transaction—can provide an invaluable 
tool to counter such a claim.

Notes:
1. Creditors may assert state law fraudulent trans-

fer claims where no bankruptcy has been filed. 
However, once a bankruptcy case is filed, most 
courts view the claim as property of the bank-
ruptcy estate and prohibit suits by individual 
creditors.

2. 11 U.S.C. § 548(a)(1)(A).

3. 11 U.S.C. § 548(a)(1)(B)(ii)(I).

4. 11 U.S.C. § 101(32)(A).

5. 11 U.S.C. § 548(a)(1)(B)(ii)(II).

6. 11 U.S.C. § 548(a)(1)(B)(ii)(III).

7. 11 U.S.C. § 548(a)(1).

8. 11 U.S.C. § 551.

9. 11 U.S.C. § 550(a).

10. Alaska, Kentucky, Louisiana, Maryland, South 
Carolina, and Virginia have not adopted the 
UFTA or updated UVTA and instead have dif-
ferent statutes or a patchwork of common law 

providing for the avoidance of fraudulent trans-
fers. The differences between these laws, though 
interesting, is beyond the scope of this discus-
sion.

11. 11 U.S.C. § 544(b)(1).

12. UVTA, § 4, “Transfer or Obligation Avoidable as 
to Present or Future Creditor”; § 5 “Transfer or 
Obligation Avoidable as to Present Creditor.”

13. One of the reasons given for the renaming 
accomplished by the 2014 amendment (from 
“Fraudulent” to ”Voidable”)  was to address the 
inconsistent use of the term “fraudulent” with 
respect to constructive fraud, which doesn’t 
qualify as fraud under any other understanding 
of the concept. See UVTA, Prefatory Note. No 
substantive change was intended by the change 
in terminology. Id. This is not unlike the change 
in terminology that accompanied the 1984 adop-
tion of the UFTA in replacement of the Uniform 
Fraudulent Conveyance Act. There, the change 
was meant to recognize the applicability of the 
Act to transfers of realty and personal property. 
To the drafters, the term “conveyance” appar-
ently connoted a transfer restricted to personal 
property. See UFTA, Prefatory Note.

14. UVTA, § 5(a). This category also includes trans-
fers made to insiders in repayment of anteced-
ent debt while the transferor was insolvent and 
where the insider had reason to know about the 
transferor’s insolvency. UVTA, § 5(b). This is 
similar to insider preference avoidance found in 
Section 547 of the Bankruptcy Code; the differ-
ence being that the preference avoidance statute 
in the Code does not include a scienter (i.e., 
knowledge) requirement.

15. UVTA, § 2(a) and (b).

16. UVTA, § 4(a)(1). To show intent, the UVTA 
includes a nonexclusive list of “badges of fraud.” 
UVTA, § 4(b).

17. UVTA, § 4(a)(2)(i).

18. UVTA, § 4(a)(2)( ii).

19. Contingent debt describes financial liabilities 
that are not yet, and may never become, due. 
Instead, the debtor’s obligation to pay is predi-
cated on a triggering event (e.g., a guaranty). 
A disputed debt is usually fixed in amount, the 
debtor simply contests its obligation to pay. 
Caution should be taken when weighting contin-
gent and disputed debts. The bankruptcy court 
will also consider expert analysis rendered with 
the benefit of hindsight.

Michael F. Holbein is a partner at Arnall Golden 
Gregory LLP and a member of that firm’s 
Bankruptcy, Creditors’ Rights & Financial 
Restructuring practice. A bankruptcy litigator, 
Michael defends and prosecutes matters for trustees, 
financial institutions, and trade creditors at both 
the trial and appellate levels. Over the span of his 
career, he has defended and prosecuted numerous 
complex, multi-million-dollar fraudulent transfer 
lawsuits.
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INTRODUCTION
The sale of a company that sponsors an employee 
stock ownership plan (“ESOP”) typically requires 
additional due diligence—relative to a non-ESOP 
sponsor company transaction—in order to ensure 
that the transaction is fair to ESOP participants. 
The sale of an ESOP sponsor company requires spe-
cial procedures and expertise in order to navigate 
the ESOP trust shareholder requirements to effect a 
successful company sale.

The Employee Retirement Income Security Act 
of 1974 (“ERISA”) provides that ESOP trusts are 
managed by trustees who have fiduciary duties to:

1. the plan,

2. its participants, and

3. its beneficiaries.

In order for an ESOP sponsor company to be 
sold, the ESOP must receive no less than “adequate 

consideration” for its company stock. This require-
ment means that any sale transaction has to be 
considered prudent and financially fair:

1. to the plan,

2. to its participants, and

3. to its beneficiaries.

The ESOP trustee assesses the proposed sale 
transaction and determines if the terms of the 
proposed transaction are in the best interest of the 
ESOP. The trustee typically retains an independent 
financial adviser and legal counsel to assist it with 
the transaction.

The ESOP trustee typically employs these finan-
cial and legal advisers:

1. to determine the fairness of any proposed 
transaction,

2. to conduct financial and legal diligence with 
respect to the ESOP sponsor company, and

Financial Considerations for Boards and 
Trustees in ESOP Sponsor Company Sale 
Transactions
Steven G. Schaffer, Esq., Kyle J. Wishing, and John C. Kirkland

Merger and acquisition (“M&A”) transactions are often highly anticipated and sometimes 
highly controversial events for companies in both the public market and the private 

market. Companies commit significant time and resources to sourcing and structuring 
the appropriate deal. The presence of an employee stock ownership plan (“ESOP”) at the 
target company adds a layer of complexity to the M&A transaction. As a fiduciary under 
the Employee Retirement Income Security Act of 1974 (“ERISA”), the ESOP trustee has an 
important role to perform with respect to reviewing a proposed transaction. This discussion 
focuses on the roles of the sponsor company board and the ESOP trustee when a sponsor 
company sale is being considered. This discussion also focuses on the role of the trustees’ 

financial adviser in reviewing the financial aspects of the proposed M&A transaction.

Transaction Planning Thought Leadership
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3. to ensure that the transaction is consistent 
with all applicable laws.

In order to determine if a proposed sale trans-
action is fair to the ESOP from a financial point of 
view, the trustee and its financial advisers should 
perform financial due diligence of the sponsor com-
pany. The financial due diligence involves estimat-
ing the fair market value of the sponsor company 
overall and of the company shares held by the ESOP. 
The financial adviser fairness analysis compares (1) 
the proceeds that the ESOP will receive as part of 
the proposed transaction to (2) the fair market value 
of the ESOP ownership interest.

The advisers should then present their findings 
to the trustee. The trustee will make a final determi-
nation whether to:

1. accept the proposed offer,

2. reject the proposed offer, or

3. counteroffer with different terms and condi-
tions.

This discussion focuses on the following topics:

 Overview of the sale process for an ESOP 
sponsor company

 The role of the ESOP trustee in reviewing 
the proposed sponsor company sale trans-
action

 The role of the trustee’s financial adviser in 
reviewing the proposed sponsor company 
sale transaction

THE SPONSOR 
COMPANY SALE 
PROCESS

The sale process often begins 
with a potential acquirer sub-
mitting a letter of intent to the 
subject sponsor company’s board 
of directors. Even when an ESOP 
owns 100 percent of the out-
standing stock of the sponsor 
company, the board of directors 
is usually the first to receive and 
consider a proposed transaction.

In other cases, the board may 
hire a financial adviser to actively 
solicit bids to acquire the sponsor 
company. The reasons for sell-
ing a sponsor company can vary 
quite a bit. However, whether the 

proposal is an unsolicited tender offer or a solicited 
purchase offer, the first step in the sale process is 
typically a board-level function.

For a smoother transaction process, it is helpful 
for the board of directors to notify the ESOP trustee 
of the proposed sponsor company sale transaction 
at the earliest possible time. The sponsor company 
board should consider the ESOP trustee as its part-
ner. And, the sponsor company board should make 
certain that the trustee has all of the information 
it needs to perform a thorough analysis of the pro-
posed transaction.

The board has a responsibility to:

1. protect the assets of the company and

2. ensure that the shareholders receive the 
highest return on their investment.

In this capacity, the board should evaluate any 
and all bona fide sponsor company purchase offers. 
The board may hire a financial adviser to:

1. solicit bids for the sponsor company,

2. assist with negotiating and structuring the 
proposed transaction, and/or

3. provide a fairness opinion related to the 
proposed transaction.

In circumstances where the board relies on 
information from the trustee’s financial adviser, 
there is the potential for additional complexity. 
The trustee’s financial adviser must remain inde-
pendent and cannot work directly for the sponsor 
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company. However, it is possible for the board to be 
allowed to rely on the work of the trustee’s finan-
cial adviser.

When considering the work of the trustee’s finan-
cial adviser, the board should be mindful that the 
duties of the trustee’s financial adviser extend only 
to the trustee and the ESOP—and not to the board. 
Therefore, complexity may arise due to the fact that 
the ESOP trustee’s financial adviser solely acts as 
the adviser of the ESOP trustee.

To the extent that the board objectives and 
incentives are aligned with those of the ESOP, this 
adviser duty does not pose significant potential 
conflicts. However, if the two parties’ motivations 
become misaligned, then this arrangement could 
present a conflict of interest.

Potential conflicts may range from information 
sharing conflicts and inefficiencies in the negotia-
tion process to a failure of fiduciary responsibilities. 
In order to meet their respective fiduciary duties 
throughout the process, all parties should be aware 
of their responsibilities—and of whose interests 
they serve.

In most sponsor companies, should the board 
pursue an offer to sell, the company board typically 
negotiates the terms of the offer. However, the board 
and the ESOP trustee (and the trustee’s advisers) 
should communicate early and often during the 
negotiation process.

Misalignment between the goals and objec-
tives of the board and of the trustee should to 
be addressed early in the process. If this issue is 
ignored by the board, the potential offer may be 
jeopardized through internal squabbling which 
may appear to a potential buyer as indicating that 
a transaction is doubtful.

Even though the board may take the lead in the 
negotiations, the ESOP trustee has the final say in 
approving a transaction1 on behalf of the ESOP.

Once a bona fide purchase offer is received by the 
sponsor company board, the offer should promptly 
be submitted to the ESOP trustee for review.

ROLE OF THE ESOP TRUSTEE
The trustee has a fiduciary responsibility solely to 
the plan participants and the plan beneficiaries. 
Each ESOP trust is governed by a trust document 
that specifies the duties and responsibilities of the 
ESOP trustee.

The ESOP trustee will follow the terms of the 
plan documents to the extent that the plan terms 
are consistent with ERISA. In general, the ESOP 

trustee has exclusive authority and discretion over 
the management of plan assets.2

ERISA Sections 404(a)(1)(A) and 404(a)(1)(B) 
describe the exclusive benefit rule and the prudent 
man rule for fiduciaries of ERISA plans, respectively.

The ERISA exclusive benefit rule requires a 
fiduciary (the ESOP trustee) to act solely in the 
interest of the plan participants and beneficiaries 
for the exclusive purposes of providing benefits to 
participants and their beneficiaries and of defraying 
reasonable expenses of administering the plan.3

The exclusive benefit rule requires the fiduciary 
to have “an eye single to the interests of the partici-
pants and beneficiaries.”4

The ERISA prudent man rule requires a fidu-
ciary (the ESOP trustee) to approach its duties with 
respect to a plan “with the care, skill, prudence, and 
diligence under the circumstances then prevailing 
that a prudent man acting in a like capacity and 
familiar with such matters would use in the conduct 
of an enterprise of a like character and with like 
aims.”

The ERISA fiduciary is expected to act as a 
prudent expert would under similar circumstances, 
accounting for all relevant substantive factors as 
they appeared at the time without the benefit of 
hindsight. This standard “is not of a layperson, but 
rather of a prudent fiduciary with experience deal-
ing with a similar enterprise.”5

This ESOP trustee duty is more expansive than 
the general common law duty of trustees. This is 
because it imposes a duty greater than a reason-
ably prudent person—it requires that the trustee 
be experienced with such matters, leading many to 
refer to this standard as the “reasonably prudent 
expert standard.”

The U.S. Department of Labor (“DOL”) and cer-
tain courts have characterized the requisite level of 
fiduciary prudence under ERISA as both substantive 
prudence and procedural prudence. Substantive 
prudence refers to the merits of the decision made 
by the fiduciary, and procedural prudence addresses 
the process through which the fiduciary reaches its 
decision.

In the absence of a conflict of interest that 
would impair the fiduciary’s independent judgment, 
the fiduciary prudence requirement is satisfied by 
applying substantive prudence and procedural pru-
dence.6

In the context of a sponsor company sale trans-
action, once the board of directors recommends an 
offer to the shareholders, the ESOP trustee should 
evaluate the offer to determine whether:
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1. the offer maximizes the 
value of the plan assets,

2. it is prudent for the 
ESOP to enter into the 
transaction, and

3. the transaction is fair to 
the ESOP from a relative 
point of view.

In order to fulfill its procedur-
al prudence obligation, the trust-
ee typically retains legal coun-
sel and an independent financial 
adviser. These advisers assist the 
trustee in reviewing the legal and 
financial aspects of a proposed 
sponsor company stock purchase 
transaction.

The retention of advisers does 
not absolve the ESOP trustee of 
its liability in the subject trans-
action. The trustee is expected to exercise its own 
judgment, considering the advice of outside advis-
ers. With help from its advisers, the role of the 
trustee is to negotiate on behalf of the ESOP trust.

The trustee should consider all viable alterna-
tives to the proposed sale transaction in order to 
determine if the proposed sale transaction maxi-
mizes the value of plan assets. Such alternatives 
may include considering a public offering or simply 
rejecting the transaction. The trustee may decide 
that it is prudent to solicit proposals from other 
potential buyers.

Finally, the ESOP trustee will have to determine 
if the proposed transaction is prudent. In doing so, 
the ESOP trustee should determine if a prudent man 
with experience in such matters would sell the spon-
sor company under the proposed terms. 

Prudence is a matter of judgment, but the ESOP 
trustee has a responsibility to ensure that the trans-
action is fair:

1. to the trust,

2. to its participants, and

3. to its beneficiaries.

Special care should be taken to ensure the pro-
posed transaction meets this prudence standard, as 
the DOL may require that the trustee demonstrate 
the prudence of the transaction after the fact.

Government-imposed penalties for violation by 
a fiduciary of the prudence standard can be severe. 
Therefore, it is especially important for the ESOP 
trustee to use qualified advisers based on experi-

ence, knowledge, and qualifications rather than 
simply on the price they charge for their services.

In a sponsor company sale transaction, the ESOP 
trustee may be required to accept voting direction 
from the plan participants with respect to their 
allocated shares. In this case, the ESOP trustee may 
want to ensure that the sponsor company makes full 
disclosure to the participants of all the appropriate 
information concerning the offer. The ESOP trustee 
may also want to arrange for the confidential tally-
ing of the participant directions.

THE ESOP TRUSTEE’S FINANCIAL 
ADVISER

The ESOP trustee’s independent financial adviser 
is often asked to provide a fairness opinion to the 
ESOP trustee. The fairness opinion should state 
whether or not:

1. the ESOP trust is receiving adequate con-
sideration and

2. the transaction is fair to the ESOP from a 
financial point of view.

This fair market value determination should be 
arrived at through a good faith process whereby the 
ESOP trustees and fiduciaries review all relevant 
information, study all reports from their advisers, 
and make informed, well-thought-out decisions, giv-
ing themselves sufficient time for reflection.

This determination of fair market value should 
comply with both Internal Revenue Service and 
DOL regulations.
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The financial adviser typically seeks to educate 
the ESOP trustee on all financial aspects of the trans-
action. This education process is accomplished pri-
marily, but not exclusively, by a fairness opinion and 
the fairness analysis. The ESOP trustee may ask the 
financial adviser to consider the return to the ESOP 
of alternatives to the proposed transaction, such as 
the long-term value to the ESOP if the transaction 
was rejected and business continued as usual.

The consideration of synergies is typically not 
required for a transaction to meet the adequate 
consideration threshold. However, it may be appro-
priate to consider potential synergies to assist the 
ESOP trustee in negotiating the best price possible. 
This is because the trustee’s role is to maximize the 
value of plan assets (in this case, to maximize the 
sponsor company sale transaction consideration to 
the ESOP).

The Transaction Fairness Opinion
A fairness opinion is the opinion of a financial 
adviser as to whether the prospective transaction 
is fair from a financial point of view. A fairness 
opinion is frequently provided for merger, acquisi-
tion, divestiture, recapitalization, or reorganization 
transactions. The fairness opinion solely reflects the 
fairness of the proposed transaction to a specific 
party or transaction participant.

A fairness opinion relates to the price and the 
structure of the proposed transaction from a finan-
cial perspective. That is, the fairness opinion does 
not opine on the process that was followed to estab-
lish the transaction terms and conditions or the 
legal aspects of the transaction.

The transactional fairness opinion in a proposed 
sale of the sponsor company provides the financial 
adviser’s opinion to the ESOP trustee with respect 
to the following:

 The financial fairness of the proposed trans-
action terms and conditions to the ESOP

 The fairness of the proposed deal structure 
to the ESOP

 The fairness of the proposed purchase price 
to the ESOP

The transactional fairness opinion is an impor-
tant procedural tool. It provides the ESOP trustee 
with important information regarding various finan-
cial and valuation aspects of the proposed sale trans-
action. With this information, the ESOP trustee may 
be able to negotiate more effectively on behalf of the 
ESOP participants.

The transactional fairness opinion is also an 
important legal tool. It provides evidence that the 
ESOP trustee used reasonable business judgment in 
the evaluation and assessment of the proposed sale 
transaction.

The primary deliverable by the independent 
financial adviser to the ESOP trustee is the fairness 
opinion letter. The financial adviser often provides 
a presentation to the trustee outlining the fairness 
analysis.

The ESOP trustee should read this presentation 
carefully and ask relevant questions of the adviser 
to better understand the assumptions and compari-
sons used in the analysis. The trustee should assure 
itself that it understands the analysis and that the 
assumptions applied by the adviser were reasonable 
under the circumstances.

Adequate Consideration
In the context of a fairness opinion performed for 
the sale of an ESOP sponsor company, fairness is 
defined as not receiving less than “adequate consid-
eration” under ERISA Section 3(18)(B).

Adequate consideration is defined in ERISA 
Section 3(18). The first clause of this section dis-
cusses adequate consideration for a “security for 
which there is a generally recognized market,” 
which is typically not applicable for private com-
pany transactions.

ERISA Section 3(18)(B) defines adequate con-
sideration for private company securities as “the 
fair market value of the asset as determined in good 
faith by the trustee or named fiduciary pursuant 
to the terms of the plan and in accordance with 
regulations promulgated by the [U.S. Secretary of 
Labor.]”7

On May 17, 1988, the DOL issued the “Proposed 
Regulation Relating to the Definition of Adequate 
Consideration” (the “DOL Proposed Regulation”) to 
further define the term “adequate consideration.”

Although the DOL Proposed Regulation was 
never made into law, trustees and independent 
financial advisers often consider the DOL Proposed 
Regulation when assessing ESOP sponsor company 
stock transactions.

The DOL Proposed Regulation defines fair mar-
ket value as “the price at which an asset would 
change hands between a willing buyer and a willing 
seller when the former is not under any compulsion 
to buy and the latter is not under any compulsion to 
sell, and both parties are able, as well as willing, to 
trade and are well-informed about the asset and the 
market for that asset.”8
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The “good faith” component of ERISA Section 
3(18)(B) requires two factors.

First, good faith requires a fiduciary to apply 
sound business principles of evaluation and to con-
duct a prudent investigation of the circumstances 
prevailing at the time of the valuation.

Second, the fiduciary performing the valuation 
should itself be independent to all parties to the 
transaction (other than the plan), or the fiduciary 
must rely on the report of an appraiser who is inde-
pendent to all parties to the transaction (other than 
the plan).9

If the financial adviser determines that the sale 
transaction proceeds represent adequate consider-
ation to the ESOP, then the transaction is consid-
ered to meet the “absolute” fairness threshold.

Relative Fairness
The trustee’s financial adviser may also be asked to 
determine the “relative” fairness of the transaction 
to ESOP participants. It is possible for a transaction 
to be fair in the aggregate (i.e., the total price is 
fair to all shareholders) but still be unfair to certain 
owners (i.e., the ESOP participants).

The financial adviser analyzes the transaction 
proceeds to all shareholders and any deal incen-
tives for the sponsor company board to determine 
whether the transaction is fair to the ESOP on a 
relative basis.

In instances where the ESOP is not the sole 
shareholder, different forms of consideration may 
be offered to the various parties to the sponsor 
company sale transaction. When different forms 
of consideration are offered, it may be appropri-
ate for the financial adviser to perform an internal 
rate of return (“IRR”) analysis for the transaction 
participants. The relative IRRs can affect whether 
the proposed transaction is fair to the ESOP from a 
financial point of view.

In a sale transaction, the ESOP trustee may pre-
fer to receive cash proceeds as of the transaction 
closing date to begin winding down the ESOP trust. 
The ESOP trustee may negotiate to receive cash 
consideration up front rather than participate in an 
earn-out or other form of contingent consideration.

Additional transaction considerations and incen-
tives that the financial adviser may review as part 
of the relative fairness analysis include, but are not 
limited to, rollover equity, management compensa-
tion plans, and transaction bonuses.

With regard to management compensation plans, 
the ESOP trustee should be assured that the terms 
of such programs:

1. are reasonable and

2. do not unduly affect the proceeds that 
would be received by the ESOP.

If the terms of the deal do not properly account 
for these differences, it is possible that the deal may 
be fair to some shareholders of the sponsor com-
pany but not to other shareholders of the selling 
sponsor company. Disclosing these differences is not 
the same thing as accounting for these differences.

It is not required that the ESOP receive exactly 
the same economic return as other parties in the 
transaction. However, it is prudent for the ESOP 
trustee to consider:

1. what is the ESOP’s return relative to the 
returns to all stakeholders and

2. whether the ESOP’s—and the other par-
ties’—returns are fair relative to the risks 
taken.

Transaction-Specific Analysis 
Considerations 

A fairness analysis for the sale of the sponsor com-
pany involves an opinion on the fair market value of 
the sponsor company equity. The financial adviser 
estimates the fair market value of the proceeds 
received by the ESOP if other than cash, especially 
in the case where the acquiring company’s stock will 
be exchanged for the sponsor company shares held 
in the ESOP.

The following factors may be considered by the 
financial adviser (1) as part of the fairness analysis 
and/or (2) to assist the trustee in assessing the pro-
posed transaction:10

 Is the sale transaction a strategic acquisi-
tion, financial acquisition, or management 
buy-out (which has its own special consid-
erations)? 

 What are the overall terms and structure of 
the sale transaction?

 What are the income tax implications of the 
transaction?

 Are there any earn-outs or synthetic equity 
plans?

 How much of the transaction sale pro-
ceeds will be held in escrow and for what 
purpose(s)?

 How will the transaction affect the board 
and any key employees; that is, are there 
any noncompete, nonsolicitation agree-
ments, employment agreements, or termi-
nation agreements?
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 Is there an “internal” loan (i.e., a loan 
between the ESOP and the sponsor com-
pany), and, if so, how will this affect the 
distribution of the transaction sale proceeds 
to ESOP participants?

 What are the ESOP participant voting and 
disclosure requirements?

 Are there any other transaction consider-
ations that may affect value or terms?

The financial adviser should provide the ESOP 
trustee with enough information to make an 
informed decision with respect to the financial 
aspects of the proposed transaction.

If the transaction requires a pass-through vote 
of the ESOP participants, then the financial adviser 
may be asked to share its analysis directly with the 
ESOP participants. The objective of this procedure 
is to educate the ESOP participants on the financial 
aspects of the proposed transaction.

SUMMARY AND CONCLUSION
In addition to the standard board level due diligence 
that is performed as part of any merger or acquisi-
tion transaction, the sale of an ESOP sponsor com-
pany includes certain requirements to ensure that 
the ESOP participants receive adequate consider-
ation in the proposed transaction.

If the appropriate procedures are undertaken, 
the presence of an ESOP trustee can be beneficial 
to completing a successful sale transaction. There 
are numerous considerations for the trustee and 
the trustee’s financial adviser when considering the 
financial benefits to ESOP participants of a pro-
posed sponsor company sale transaction.

There is typically much more involved in review-
ing the financial aspects of a sponsor company 
sale transaction than just assessing whether the 
proposed purchase price is greater than fair market 
value.

A thorough analysis of the transaction con-
sideration and terms performed by a financial 
adviser—and encompassed in a fairness opinion 
analysis—should give the ESOP trustee confidence 
in its decision to accept, reject, or further negotiate 
the proposed sponsor company sale transaction.

Notes:
1. The trustee typically has a fiduciary duty for 

approving a stock purchase transaction. An asset 
purchase transaction involves a pass-through 
vote to the ESOP participants.

2. See ERISA Section 403(a). There are two caveats 
to the ESOP trustee’s exclusive authority and 

discretion over the management of plan assets. 
First, the ESOP trustee may be “directed” by 
another named fiduciary according to the plan 
documents and not contrary to provisions of the 
ERISA. Second, the ESOP trustee may delegate 
the management of certain plan assets to an 
investment manager. The ESOP trustee typically 
has exclusive authority when assessing a proposed 
ESOP employer stock purchase transaction.

3. ERISA Section 404(a)(1)(A).
4. David Ackerman, Questions and Answers on 

the Duties of ESOP Fiduciaries (Oakland, CA: 
National Center for Employee Ownership, 2008), 
32.

5. Ibid., 46.
6. Ibid., 55.
7. ERISA Section 3(18)(B).
8. DOL Proposed Regulation Section 2510.3-18(B)

(2).
9. Ibid., Section 3(18)(B)(3)(ii).
10. See “Fairness from a Financial Point of View: Financial 

Advisory to the ESOP Trustee in a Sponsor Company 
Sale Transaction” by Terry G. Whitehead, CPA, fea-
tured in the Willamette Management Associates 
Spring 2020 Insights edition for a specific discussion 
of the financial adviser’s analysis with respect to a 
proposed transaction.
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INTRODUCTION
It would be an unusual day to open the Wall Street 
Journal (or more likely click the WSJ icon on your 
tablet or laptop)—or tune into your favorite busi-
ness talk show—and not read or hear a story about 
a dispute involving participants in a merger and 
acquisition (“M&A”) transaction.

Such disputes often lead to lengthy and costly 
litigation. Such disputes typically involve disagree-
ments over (1) the price paid (or the value received) 
for the M&A transaction, (2) various transaction 
price earnout provisions, or (3) some other small 
detail hidden in one of the hundreds of pages of the 
transaction purchase agreement.

The standard practices of confidential settle-
ments and nondisclosure agreements often preclude 
analysts from determining the actual cost of litiga-
tion in these transactions.1 However, a quick look at 
the largest law firms in the United States provides 
some perspective on the legal resources focused on 
M&A transactions.

Data from the Am Law 100 shows that it is not 
unusual for a larger law firm to have over 500 part-

ners and associates focused on M&A. In fact, several 
Am Law firms have more than 650 lawyers assigned 
to their M&A practice group.2

Legal representation is a necessary expense 
for the transacting parties, especially during the 
document drafting and the transaction negotiation 
phases. However, costly post-transaction litigation 
should be avoided.

While buyers and sellers often utilize insurance 
to offset a portion of the cost of disputes, disagree-
ments between the parties do occur. And, such dis-
agreement may lead to lengthy and disruptive arbi-
trations and litigation. This discussion highlights 
possible considerations for transactional parties 
with a focus on preventing future disputes.

An M&A transaction typically begins when the 
buyer approaches the seller—and, ideally, ends 
when the seller receives funds and the deal is closed. 
This period could take anywhere from a few months 
to several years.

It is important to draft, negotiate, and ultimately 
agree upon the specific terms of the transaction 
before close. If one party is unhappy after the trans-
action, it may lead to litigation—the terms may fall 

Disputes and Litigation in Merger and 
Acquisition Transactions
Stockton De Laria and F. Dean Driskell III, CPA

Merger and acquisition (“M&A”) transactions are often complex, and such transactions 
can result in a dispute between the buyer and the seller. Two of the more frequently 

disputed components of M&A transactions involve (1) transaction price earnout 
provisions and (2) post-closing purchase price adjustments. This discussion addresses 

(1) the advantages and disadvantages of various M&A transaction structures, (2) 
typical types of earnout provision and post-closing price adjustment disputes, and (3) 
transaction structuring and transaction procedures to minimize the likelihood of M&A 

transaction disputes and litigation.

Transaction Best Practices Thought Leadership

Best Practices Discussion
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under rigorous and expensive scrutiny. Transaction 
participants—and transaction advisers—should 
understand how companies end up in these predica-
ments. This discussion starts at the beginning with 
transaction structuring and negotiation.

This discussion considers the advantages and 
the disadvantages of three typical M&A transaction 
structures:

1. Asset purchase transactions

2. Stock purchase transactions

3. Mergers

Next, this discussion considers typical disputes 
in M&A transactions, more specifically, earnout 
provision and post-closing price adjustment provi-
sion disputes.

Earnout provisions provide contingency com-
pensation to the sellers of the target company after 
the close of the transaction. Post-closing price 
adjustment provisions address changes in the assets 
and liabilities of the target company between:

1. the initial agreement on price and

2. the close of the transaction.3

This discussion summarizes many of the typical 
earnout provision and post-closing price adjustment 
disputes. Additionally, this discussion describes dis-
putes over changes in account valuations, represen-
tations and warranties, material adverse changes, 
and issues of control.

Finally, this discussion recommends procedures 
that may be performed to minimize the risk of litiga-
tion in M&A transactions. These recommendations 
include mutually beneficial provisions and drafting 
considerations for accounting standards and for 
asset value calculations.

ASSET PURCHASE TRANSACTIONS
In an asset purchase transaction, the buyer pur-
chases working capital accounts, tangible property, 
intangible property, and intangible value in the 
nature of goodwill. In addition, the buyer assumes 
agreed-upon liabilities. The seller receives the trans-
action compensation and retains ownership of the 
existing legal entity.4

Tangible property may include assets such as 
machinery, equipment, and real estate. Intangible 
property may include intellectual property and 
human capital. Agreed-upon liabilities may include 
accounts payable and notes payable. Goodwill may 
be considered the amount paid by the buyer over 

and above the value of the working capital, tangible 
assets (net of liabilities), and identified intangible 
assets.

An asset purchase transaction may be advanta-
geous from the buyer’s perspective. However, both 
parties still have several advantages and disadvan-
tages to consider before entering into such a trans-
action.

Exhibit 1 provides a list of the primary advan-
tages and disadvantages of an asset purchase trans-
action structure.

Exhibit 2 provides a simplified diagram of a typi-
cal asset purchase transaction.

From the buyer’s perspective, one of the more 
apparent benefits of an asset purchase transaction is 
the selective assumption of liabilities. Generally, the 
buyer negotiates to assume a narrow list of liabilities 
within the ordinary course of business and broadly 
excludes any other obligations.5

For example, a buyer may assume the accounts 
payable and the liabilities associated with assignable 
contracts, but the buyer may exclude litigation-
related and unidentifiable liabilities. The ability to 
carve out liabilities may save the buyer time and 
money while conducting due diligence.

Asset purchase transactions also have favorable 
income tax implications for the buyer. Generally, 
both parties agree on a purchase price allocation 
into seven identified asset classes, as required by 
Internal Revenue Code Section 1060.6 This pur-
chase price allocation agreement typically estab-
lishes both the income taxes to be paid by the seller 
and the new asset tax basis for the buyer.

The buyer may step up the depreciable basis 
of the acquired tangible assets and may amortize 
the acquired goodwill on a straight-line basis 
over 15 years.7 The depreciation and amortiza-
tion increase future tax deductions and decrease 
future taxable income. The resulting income tax 
savings may allow the buyer to generate more 
cash flow from the assets post-acquisition. These 
depreciation and amortization deductions enable 
the buyer to recoup a large portion of the pur-
chase price from the government.

Further, an asset purchase transaction may 
allow the buyer to bypass the target’s noncontrolling 
shareholders—because the target entity remains 
intact. Finally, the buyer may elect to forego any 
unfavorable existing employment agreements and 
selectively retain employees.8

The primary disadvantage to the buyer is that the 
seller often demands a higher transaction purchase 
price. The buyer may have to renegotiate vendor, 
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Exhibit 2
Asset Sale Transaction Structure
Simplified Transaction Structure Diagram

ASSET PURCHASE TRANSACTION CONSIDERATIONS

BUYER SELLER

TRANSACTION 
STRUCTURE 

ADVANTAGES

• Income tax benefit: Step-up in the 
depreciable basis of acquired tangible assets

• Income tax benefit: Amortization of the 
acquired intangible assets

• Selective assumption of liabilities
• Due diligence may be less costly
• Noncontrolling shareholders have less price 

negotiating power
• Selective retention of company employees

• Stronger price negotiation position for 
a higher transaction sale price

TRANSACTION 
STRUCTURE 

DISADVANTAGES

• Weaker price negotiating position
• May need to renegotiate vendor, supplier, and 

employment contracts
• May need to retitle all of the transferred 

assets

• Income tax burden: Double taxation
• May need to liquidate any residual 

assets
• Retention of many recorded and all 

contingent liabilities
• Responsibility to terminate leases and 

other contracts

Exhibit 1
Asset Sale Transaction Structure
Transaction Structure Advantages and Disadvantages

SELLER

SELLER SHAREHOLDERS

BUYER Transfer of cash, stock, or
other consideration

Transfer of company assets

Distributions of cash, 
stock, or other 
consideration as part 
of—or after—the asset 
purchase
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supplier, and employment contracts as well as retitle 
the purchased assets. But all these issues may be 
worth the price premium paid by the buyer due to 
(1) the income tax benefit and (2) the avoidance of 
contingent and unknown liabilities.

From the seller’s perspective, the only substan-
tial advantage is a strong price negotiation position. 
The seller may leverage the multitude of benefits 
for the buyer (1) to secure a higher purchase price 
or (2) to negotiate a favorable carve out of liabilities 
and a favorable purchase price allocation.9

Upon completion of the transaction, the primary 
disadvantage to the seller is a higher income tax 
liability. The seller of a C corporation typically faces 
double taxation at the entity and owner level.10

The agreed-upon allocation of the sale price 
determines any gain recognized by the seller. The 
target company pays federal and state income tax  
on the gain; then, the shareholders pay taxes on the 
distribution of the sale proceeds to the individual 
shareholders. Tax pass-through entities—such as 
S corporations—may avoid double-taxation issues 
and may be more willing to enter an asset purchase 
transaction.11

Finally, if assets or obligations remain with the 
target company, the sellers may be unable to walk 
away until they wind down the company’s legal 
entity. Assets on the target company’s balance sheet 
may need to be managed or liquidated. Liabilities 
may need to be paid off—either from the proceeds 
of the sale or from income-generating assets. And 
existing leases, contracts, and employee agreements 
may need to be renegotiated or terminated.12

STOCK PURCHASE TRANSACTIONS
From an income tax perspective only, a stock 
purchase transaction is often structured as either 
a Section 368 tax-free exchange or a Section 338 
election (where the sale of stock is treated—for 
income tax purposes only—as a sale of assets). 
Both structures accomplish the same goal of trans-
ferring ownership of a corporate entity without 
changing the ownership of the underlying assets 
and liabilities. However, a Section 338 election 
treats the transaction as a sale of stock for legal 
purposes and as a sale of assets for federal income 
tax purposes.13 Both types of income tax structures 
have advantages and disadvantages for the buyer 
and the seller.

Exhibit 3 provides a list of the primary advan-
tages and disadvantages of an asset transaction.

Exhibit 4 provides a simplified diagram of a typi-
cal stock purchase transaction structure.

In a tax-free exchange stock 
transaction (e.g., the typical 
cash-for-stock or stock-for-stock 
exchange), the seller may benefit 
from a lower income tax liability 
and from the retention of fewer 
contingent and unknown liabili-
ties. The sale of the corporation 
stock does not create a taxable 
gain or loss at the target com-
pany level. Instead, both C and S 
corporation shareholders incur 
capital gains on the sale of their 
stock.14 Any disadvantage to the 
corporation stock seller is the 
likely discount to the transaction sales price for any 
potentially unknown liabilities.

In a stock purchase transaction (compared to an 
asset purchase transaction), the buyer will primarily 
benefit from simplicity. Since the buyer purchases 
the stock—and not the individual assets of the cor-
poration—the assets do not need to be revalued or 
retitled. Typically, any existing contracts with the 
corporation, such as nonassignable licenses and per-
mits, remain intact. In some jurisdictions, the buyer 
may avoid transfer taxes because the legal title of 
the asset remains with the corporation.

There are also several disadvantages to the buyer 
for structuring an M&A transaction as a stock pur-
chase. The buyer would not receive a step-up in 
the tax basis of the individual acquired assets. Such 
assets transfer at a carryover tax basis.15 Essentially, 
the buyer cannot benefit from the higher deprecia-
tion and amortization deductions that decrease the 
future tax expense in an asset purchase transaction.

The buyer generally assumes all liabilities unless 
the seller agrees to take back or pay off any existing 
liabilities. The buyer may inherit future unknown 
liabilities such as lawsuits, environmental concerns, 
employee issues, or other liabilities that carry over 
with the corporation—unless such liabilities are 
mitigated in the representations, warranties, and 
indemnifications agreements.16

The buyer may also have to deal with complicat-
ed securities laws associated with the acquisition of 
a corporation with many shareholders.17 The level 
of shareholder support required to pass the deal will 
depend on the transaction structure and the juris-
diction. Noncontrolling shareholders that do not 
want to sell may lengthen the process and increase 
the purchase price.18

Finally, the buyer is not able to claim amortiza-
tion tax deductions in a stock purchase structure.

In 1982, the United States Congress enacted 
Internal Revenue Code Section 338. A Section 338 

“In a stock pur-
chase transaction 
(compared to an 
asset purchase 
transaction), the 
buyer will primar-
ily benefit from 
simplicity.”
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STOCK PURCHASE TRANSACTION CONSIDERATIONS

TO THE BUYER TO THE SELLER

TRANSACTION 
STRUCTURE 

ADVANTAGES

• No need to revalue and retitle the 
transferred assets

• Assumption of all licenses and 
permits

• May avoid transfer taxes in some 
jurisdictions

• Simplified structure

• No entity-level taxable gain
• Fewer contingent and unknown 

liabilities

TRANSACTION 
STRUCTURE 

DISADVANTAGES

• No step-up in the depreciable tax 
basis of acquired tangible assets

• No tax amortization of acquired 
goodwill

• Assumes all liabilities unless the  
parties agree otherwise

• Potential for future lawsuits
• Requires compliance with state 

securities laws

• Pricing in the transferred liabilities 
may lower the corporation sale price

Exhibit 3
Stock Purchase Transaction Structure
Transaction Structure Advantages and Disadvantages

SHAREHOLDERS OF  
THE TARGET 

CORPORATION

TARGET CORPORATION

BUYER Transfer of cash, stock, or 
other consideration

Transfer of stock of target

1

2

Ownership of target 
corporation before 

the transaction close

Ownership of target corporation 
after the transaction close

Exhibit 4
Stock Sale Transaction Structure
Simplified Transaction Structure Diagram
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tax election allows the buyer to treat the stock pur-
chase as an asset purchase for federal income tax 
purposes.19 The main downside to a Section 338 
election is that it could increase the seller’s income 
tax burden. This is because both the corporation 
level and the shareholder level are taxed. The Section 
338 election only makes economic sense if the pres-
ent value of future income tax savings exceeds the 
immediate income tax cost of the election.20

Accordingly, for a C corporation seller, a Section 
338 election only makes sense in rare instances. 
Section 338 includes two separate elections: Section 
338(g) and Section 338(h)(10). The Section 338(g) 
election only applies to a C corporation and it is 
made unilaterally by the acquirer after the trans-
action. The Section 338(h)(10) election is made 
jointly by the buyer and the seller before the trans-
action.21

MERGER TRANSACTIONS
The third M&A transaction structure is the merger. 
A statutory merger consolidates two or more cor-
porations that are distinct legal entities into a 
single legal new or surviving entity that holds the 
combined assets and liabilities of the original com-
panies.22

Generally, the acquired company receives cash, 
stock in the surviving company, or a combination 
of the two for compensation. Statutory mergers fall 
under the state law that governs the parties in the 
transaction.23

The buyer may prefer a merger structure because 
it only requires the majority consent of target share-
holders. In other words, noncontrolling sharehold-
ers (1) may be forced into the merger and (2) may 
be required to sell their equity at fair value.24

Additionally, the buyer may be able to complete 
the merger without using any cash. Further, the 
buyer may avoid the costly and time-consuming 
revaluing and retitling that is involved in an asset 
purchase transaction.

Exhibit 5 provides a list of the primary advan-
tages and disadvantages of a merger transactions.

Exhibit 6 provides a simplified diagram of a typi-
cal merger transaction structure.

Exhibit 7 provides a simplified diagram of a 
triangular-type merger transaction.

In contrast to the merger transaction advantag-
es, merger transactions also present several disad-
vantages to the buyer. The buyer may need to create 
a new corporate structure or subsidiary, depending 
on the type of merger. The buyer also assumes all 
liabilities, known and unknown, which increases 
deal-related risk. Finally, the buyer may need an 
assortment of third-party consents to remedy anti-
assignment provisions.25

A seller may benefit from a merger transaction 
structure because the stock compensation allows 
the seller to reap the future benefit of a successful, 
merged entity. Noncontrolling shareholders usually 
do not have the power to block the merger. However, 
the target company shareholders have the benefit 

MERGER TRANSACTION CONSIDERATIONS

TO THE BUYER TO THE SELLER

TRANSACTION 
STRUCTURE 

ADVANTAGES

• Usually requires majority consent of the 
target company shareholders

• Possibility of a cashless transaction
• Avoidance of revaluing and retitling the 

transferred assets
• Tax treatment as a tax-free reorganization

• Equity compensation tied to the future 
success of the buyer

• Dissenting shareholder appraisal 
rights

• Potential income tax treatment

TRANSACTION 
STRUCTURE 

DISADVANTAGES

• May need to create a new corporate 
structure or subsidiary

• Assumption of all of the liabilities
• Third-party consents may be required
• Requirement for federal, state, and 

regulatory filings

• Noncontrolling shareholders usually 
lack the power to block the merger 

• Potential income tax treatment
• Requirement for federal, state, and 

regulatory filings

Exhibit 5
Merger Transaction Structure
Transaction Structure Advantages and Disadvantages
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SHAREHOLDERS 
OF THE BUYER

MergeBUYER TARGET

SHAREHOLDERS 
OF THE TARGET

SHAREHOLDERS 
OF THE BUYER

SURVIVING 
CORPORATION 

ENTITY

Forward = Buyer
Reverse = Target

SHAREHOLDERS 
OF THE TARGET

Exhibit 6
Merger Transaction Structure
Simplified Transaction Structure Diagram

SHAREHOLDERS 
OF THE BUYER

Merge

BUYER

TARGET

SHAREHOLDERS 
OF THE TARGET

BUYER 
SUBSIDIARY

SHAREHOLDERS OF 
THE BUYER

BUYER

SURVIVING 
CORPORATION ENTITY

Forward = Buyer subsidiary
Reverse = Target

Exhibit 7
Triangular Merger Transaction Structure
Simplified Transaction Structure Diagram
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of dissenting shareholder appraisal rights—that is, 
the right to receive the appraised fair value of their 
shares.

While this shareholder right provides a clear way 
out for noncontrolling shareholders who do not wish 
to sell, it also could lead to disputes regarding the 
“fair value” of the target corporation shares.26

Regarding the income tax treatment and the 
paperwork involved, there are both advantages and 
disadvantages to the buyer and the seller. Mergers 
could have an income tax treatment similar to an 
asset purchase, a stock purchase, or even a tax-free 
reorganization.27

Both transaction parties also have to fulfill the 
federal, state, and regulatory filing requirements, 
which may result in high legal costs.

TRANSACTION PROCESS AND 
TIMING

Much of the analysis related to the transaction 
structure discussed above occurs after a tentative 
“go/no-go” decision is made by the buyer and the 
seller. After considering all of the strategic, finan-
cial, regulatory, and risk issues, the parties deter-
mine whether or not to move forward.

If both parties are a “go,” the next procedures 
generally involve performing due diligence, nego-

tiating a definitive agreement, and executing the 
transaction.28

Exhibit 8 provides a simplified diagram of the 
four phases of a typical merger and acquisition 
transaction profile.

During the valuation process, the buyer deter-
mines a range of fair values for the transaction. 
These values may include scenarios that may or 
may not consider post-merger synergies.

Some merger synergies may consist of the elimi-
nation of duplicative functions (such as accounting 
or human resources). In contrast, other merger 
synergies include more speculative items, such as 
increased margins due to decreased competition.

The due diligence process often takes place con-
currently with the valuation analysis. The purpose 
of due diligence, from the buyer’s perspective, is 
to understand the details of the operational and 
financial aspects of the target corporation. Areas of 
inquiry during due diligence may be extensive and 
include the following considerations:

 Financial—Financial statements, audits, 
EBITDA (earnings before interest, taxes, 
depreciation, and amortization) calcula-
tions, GAAP considerations, risk of cash 
flow, unrecorded accounts, off-balance-
sheet assets and liabilities

Initial Phase Due Diligence Phase Negotiation Phase Execution Phase

Early preparation

Buyer or seller sourcing

Sign NDA and initial 
discussion

Secure financing

Discuss potential 
transaction structures

Information exchange

Due diligence

Financial reporting

Present the M&A 
transaction offer

Negotiations

Letter of intent or term 
sheet

Finalize the purchase 
and sale agreement

Complete the financing 
arrangements

Approvals

Closing

Post-closing purchase 
price adjustments

Exhibit 8
Four Phases of a Typical Merger and Acquisition Transaction
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 Intellectual property—Assessment of pat-
ents, trademarks, copyrights, trade secrets, 
customer lists

 Customers/contracts—Concentration and 
quality of customers, agreements, and con-
tracts

 Litigation—Pending litigation, contingent 
liabilities

 Tax issues—Litigation, disputes, aggressive 
positions

 Regulatory issues—Governmental disputes, 
compliance issues

 Insurance—Analysis of insurance agree-
ments

 Corporate—Legal, board issues, corporate 
structure

 Environmental—Unrecorded liabilities, 
contingent liabilities, area of concern

 Related-party issues—Family members, 
affiliated entities, controlling parties

The next procedures in the M&A process are 
the negotiation of the price and the detailed writ-
ten purchase agreement. In this process, both the 
buyer and the seller attempt to maximize their self-
interests and minimize risks. For the buyer, this 
means reducing the cash paid at closing. Generally, 
the seller wants to collect all of the sale proceeds 
up front.

To bridge the gap between the cash wants of the 
buyer and the seller, some type of earnout payment 
may be offered. An earnout payment is additional 
future compensation paid to the sellers of the target 
company after the transaction close date.

Generally, any earnout payment depends on the 
company meeting specific predetermined targets in 
the periods following the sale. Earnout agreements 
have become popular in middle market, private 
company M&A transactions. However, both buyers 
and sellers should beware that these agreements 
frequently end in disputes and litigation.29

Finally, once a purchase price is determined and 
the purchase agreement signed, there is typically a 
balance sheet of the acquired entity prepared by the 
seller as of the agreement date. Due to the passage of 
time between the agreement date and the transac-
tion close date, most M&A transaction agreements 
include a mechanism to adjust the purchase price 
after closing. The adjustment will account for the 
change in balance sheet accounts. Such adjustments 
are referred to as “post-closing adjustments.”

As with earnout agreements, post-closing price 
adjustments are often disputed, subject to opportu-
nistic behavior, and frequently litigated.

EARNOUT PROVISIONS
Earnout provisions are popular, especially with pri-
vate equity buyers who wish to retain the previous 

BigCo recently bought SmallCo using an earnout. Based on the historical
financials for SmallCo, the buyer was confident that SmallCo could achieve
$15,000,000 in sales the next year at a 10 percent EBITDA margin. However, the
seller strongly believed that SmallCo would be able to achieve $16,000,000 in
sales the next year at the same 10 percent EBITDA margin. Both parties agreed
that 6.0x EBITDA was a fair valuation multiple for SmallCo. The different sales
assumptions created a $600,000 difference in value of SmallCo. BigCo agreed that
the seller should have the opportunity to earn the additional value. Initially, the
seller wanted to earn the additional consideration in proportion to the sales
generated next year in excess of $15,000,000 up to $16,000,000. The buyer
disagreed with a sales milestone fearing that the seller would increase sales
without regard to profitability. The buyer suggested the earnout be tied
proportionally to the EBITDA for next year in excess of $1,500,000 up to
$1,600,000. The seller was concerned over the buyer’s ability to manage the
financials to minimize an earnout tied to EBITDA. The parties compromised by
tying the earnout to gross profit. The seller had the opportunity to earn a sliding
percentage of $600,000 proportional to the gross profits generated in excess of
$5,250,000 up to $5,600,000 for the next fiscal year.

SIMPLE EARNOUT EXAMPLE:

EARNO UT DECISIO N$600,000     $5,250,000350,000

Seller Buyer

Revenue 16,000     15,000     

Gross Profit 5,600       5,250       
Gross Margin 35% 35%

EBITDA 1,600       1,500       
EBITDA Margin 10% 10%

EBITDA Multiple 6.0           6.0           

Target Value 9,600       9,000       

VALUATIO N PRO JECTIO NS

Exhibit 9
Hypothetical Example of a Transaction Earnout Provision
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management. For example, a buyer may propose 
annual earnout payments (1) for each year that 
key management personnel stay in place or (2) for 
meeting specific employee retention or customer 
retention goals.

There are other reasons why earnout provisions 
are used in M&A transactions. Earnouts may bridge 
valuation opinion or profitability projection differ-
ences between the buyer and the seller.

For instance, Exhibit 9 provides a simplified 
hypothetical example of an earnout provision.

While an earnout provision seems like a perfect 
compromise to bridge any valuation gap, the sell-
ers may want to consider (1) whether the buyer is 
offering the earnout as an opportunity to capitalize 
on future performance or (2) whether the buyer is 
trying to undercut the current fair value by leaving a 
portion of the total consideration to chance.

An earnout provision can be tied to nearly any 
target or metric that affects the likelihood of a pay-
out. The parties should take care before entering 
into an earnout agreement.

The Delaware Court of Chancery commented on 
the tendency of earnouts to lead to disputes saying:

disagreement over the value of the busi-
ness that is bridged when the seller trades 
the certainty of less cash at closing for the 
prospect of more cash over time. . . . But 
since value is frequently debatable, and the 
causes of underperformance equally so, an 
earnout often converts today’s disagree-
ment over price into tomorrow’s litigation 
over the outcome.30

There are several types of disputes that may 
result from earnout agreements. First, earnout met-
rics and targets are often disputed either informally 
or through arbitration or litigation. A partial list of 
such metrics includes gross revenue, gross profit 
margin, working capital, EBITDA, adjusted EBITDA, 
earnings before interest and taxes (“EBIT”), rev-
enue growth, employee retention percentage, profit 
per customer, regulatory approvals, units sold, and 
the like.31

Even financial metrics such as working capital 
and EBITDA may be interpreted and calculated dif-
ferently. For example, is cash on hand included in 
working capital? Are changes in revenue recogni-
tion policies consistent across periods?

Buyers and sellers should consider the following 
ways to minimize disputes over earnout metrics and 
the targets in an earnout agreement:

 Metrics should be clearly defined in the 
earnout agreement—along with specific 
examples of the earnout calculations.

 Earnout formulas are preferable to nar-
rative text. For example, the illustrative 
earnout formula (Q2 20xx EBITDA – $2.5 
million) × 5 percent is clear and concise.

 Define even the typical financial terms and 
include historical examples. For example, 
EBITDA is defined as earnings before inter-
est, taxes, depreciation, and amortization. 
It may be important to be specific about 
other noncash items, if applicable.

 Agree on how to account for restructuring 
and integration expenses. These expenses 
may be significant and may drive down 
EBITDA and other metrics in early post-
transaction periods.

Second, vague language in the earnout agree-
ment often leads to disputes. It is typical for the 
agreement to state that financial targets should be 
calculated “in accordance with generally accepted 
accounting principles (“GAAP”).” Alone and with-
out context, this language can present problems.

Generally, GAAP does not require one method 
but instead provides guidance to the accounting 
practitioner. Two completely different accounting 
methods may be consistent with GAAP—but may 
also generate significantly different calculations.32

Additionally, a savvy buyer may change the target 
company’s GAAP accounting post transaction to its 
benefit, creating inconsistent treatment. This can 
lead to additional questions, such as the following:

 Does the earnout agreement require consis-
tency?

 Would the buyer or the seller have enough 
information to know if the calculations 
were inconsistent?

Consistency with GAAP can be problematic. 
This is because alternative calculations can all be 
consistent with GAAP.

The following suggestions may clarify the lan-
guage in earnout agreements and help to avoid post-
transaction disputes:

 Define the relevant accounting policies 
used by the corporation at the time of 
the agreement. For example, define and 
show examples of revenue recognition and 
account valuation policies and procedures.

 Include in the agreement that the buyer will 
continue to use “consistent” GAAP through 
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the earnout period. Exceptions to this poli-
cy should be agreed to by both parties.

Third, the length of the earnout agreement may 
be problematic for either the buyer or the seller. 
Generally, earnouts range from 12 months to three 
years. However, it is not unusual to see longer or 
shorter earnout periods.33

Longer earnout periods tend to run into prob-
lems with the integration into the buyer’s other 
companies and changes in accounting methods and 
principles. For example, the buyer may integrate 
the target company into existing businesses or other 
acquisitions and eliminate separate financial state-
ments for the original entity.

In addition, both accounting guidance and GAAP 
change frequently. Such changes can lead to a 
change in the earnout calculation. Certain account-
ing and GAAP changes may have a material impact 
on the earnout calculations.

Shorter earnout periods have issues with “just 
missed” targets.34 For example, if the seller was due 
a significant earnout payment for reaching a $10 
million EBITDA milestone in the first quarter after 
the sale, but EBITDA totaled only $9.9 million, then 
the seller may argue that actions by the buyer pre-
cluded reaching the target.

Providing an extended earnout period to meet 
targets or including pro-rate payments for targets in 
the earnout agreement may minimize the likelihood 
of transaction disputes.

Finally, the purchase should be structured where 
the seller receives an up-front contribution for the 
value of the target company at the closing date. 
Any earnout provision should award future perfor-
mance.35

Deferring too much of the purchase price to 
future periods may leave the seller feeling cheated 
and may lead to disputes and expensive litigation.

The parties may also develop a dispute resolu-
tion plan and include the details of such a plan 

in the earnout agreement. One way to minimize 
dispute costs is to seek the assistance of a forensic 
accountant. The forensic accountant may assist in 
putting together the plan and be the first line of 
defense in any initial dispute.

POST-CLOSING PURCHASE PRICE 
ADJUSTMENTS

A majority of private-company M&A transactions 
include a mechanism to adjust the purchase price 
on a post-closing basis. Such adjustments are per-
formed through post-closing purchase price adjust-
ments. Such post-closing adjustments range from 
simple to complex.

Perhaps the most typical purchase price adjust-
ment relates to changes in net working capi-
tal (“NWC”). However, price adjustments due to 
income, expense, assets, liabilities, and net assets 
also occur in M&A transactions.

NWC is the difference between current assets 
and current liabilities and measures the short-term 
liquidity of the company.36 Generally, NWC disputes 
between buyers and sellers focus on whether (1) a 
particular account should be included or (2) a spe-
cific account is accurately measured. Such determi-
nations are typically based on GAAP.

The primary purpose of such purchase price 
adjustments is to protect the buyer from fluctua-
tions or changes in the target company’s financial 
condition from the time the purchase price is agreed 
upon to the time of closing. The NWC adjustment is 
often included in the purchase agreement to ensure 
that the transacting parties (1) arrive at an agreed 
upon purchase price and (2) are not negatively 
affected by changes in working capital.

Generally, the parties establish a targeted level 
of working capital in the purchase agreement. This 
target NWC is used as the basis for the adjustment at 
the close. As seen in the example below, the buyer 

Actual Net Working Capital at Close 1,200,000$              Actual Net Working Capital at Close 800,000$                 

Target Net Working Capital 1,000,000$              Target Net Working Capital 1,000,000$              

Excess Net Working Capital 200,000$                 Shortfall in Net Working Capital (200,000)$                

Buyer Pays to the Seller $200,000 Seller Pays to the Buyer $200,000

Exhibit 10
Transaction Purchase Price Adjustments
The Net Working Capital Adjustment
Illustrative Examples of Price Adjustments
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would generally pay the seller if NWC is greater than 
the target NWC. When actual NWC is lower than the 
target NWC, the seller generally pays the buyer.37

Exhibit 10 provides a simplified example of a net 
working capital purchase price adjustment.

Negotiating the terms and other aspects of any 
purchase price adjustments is important to avoid 
disputes. For the NWC example above, the determi-
nation of target NWC is important, and it may have 
a significant impact on the final purchase price.38

Whether the purchase price adjustments include 
provisions for NWC, net assets, or other metrics, 
the buyer and the seller should agree in principle 
on both the definition and the calculation of these 
items. Generally, it is helpful to include examples 
of the calculations and historical information in 
the purchase and sale agreement. This procedure 
mitigates some of the potential misunderstandings 
between the parties, and it provides more consistent 
treatment between periods.

The parties should agree on the manner of calcu-
lating NWC. The buyer will often prefer calculations 
in accordance with GAAP, whereas the seller will 
often prefer to maintain the target’s previous prac-
tices for calculating NWC.39

As with earnout agreements, accounting princi-
ples and estimates may significantly affect purchase 
price adjustments. The buyer and the seller should 
agree to exclude changes in accounting principles 
that may occur during the transaction period for 
post-closing adjustment purposes. This agreement 
may eliminate one party using changes in account-
ing rules to harm the other.

Accounting estimates can be important to post-
closing adjustment measurement. A list of potential 
accounting estimates affecting post-closing price 
adjustments includes the following:

 Inventory valuations

 Allowance for doubtful accounts

 Contingent liabilities

 Accruals

The accounting profession provides significant 
guidance on inventory valuation methods, but it 
leaves many of the decisions to the practitioner. 
FIFO (first-in, first-out), LIFO (last-in, first-out), 
and WAC (weighted average cost) are all inventory 
valuation methods acceptable under GAAP. Each 
inventory valuation method may produce different 
cost of sales for the target company.

In addition, the write-off of unusable or obsolete 
inventory may be used to manipulate the adjust-
ments. The buyer and the seller should agree to con-
sistent accounting treatment, and any changes to 

the accounting principles or asset write-offs should 
be agreed to by both the buyer and the seller.40

The allowance for doubtful accounts is the 
amount of the accounts receivable balance that 
is estimated to be uncollectible. Generally, this 
amount is based on a historical percentage of 
accounts receivable. As with inventory valuation, 
the buyer and the seller should agree to consistent 
treatment. Both parties should approve any varia-
tion to the historical calculation of net accounts 
receivable and any specific (material) write-offs.

The accounting treatment for contingent lia-
bilities is somewhat subjective. For example, an 
expense is accrued (1) if the liability is probable and 
(2) if the expense can be estimated. Warranties and 
litigation are types of contingent liabilities, and both 
are difficult to estimate. The buyer and the seller 
should reach a consensus on how to treat contingent 
liabilities before the transaction close.

Accruals typically contain some type of estimate, 
and estimates are subjective in nature. Disputed 
accruals may include estimates for bonus compen-
sation, pension obligations, legal fees, litigation 
costs, remediation, and tax expense.41 The buyer 
and the seller should agree in advance on all rel-
evant accruals. This procedure minimizes the likeli-
hood of disputes.

Other potential disputes involving post-closing 
adjustments include the following:42

 Cross border accounting—Transactions 
across borders with different account-
ing and tax regulations may complicate 
post-closing adjustments. The imple-
mentation of the International Financial 
Reporting Standards minimized differences 
in accounting for public companies, but 
accounting treatments may significantly 
differ across borders for private entities.

 Interim versus year-end reporting—Many 
companies make adjusting and valuation-
type entries to the books and records 
only at the end of fiscal quarters or years. 
Therefore, without adjustments or updates, 
balance sheet or NWC calculations at inter-
im dates may be incomplete or inaccurate.

 Subsequent events—Unanticipated events 
occurring after the agreement date and 
before the close date may have a significant 
impact on the closing balance sheet or NWC 
calculations. For example, a global pandem-
ic like COVID-19 may hinder a company’s 
ability to collect accounts receivable.

 Materiality—The buyer and the seller may 
argue that a post-closing adjustment dispute 
is immaterial to the transaction. Generally, 
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courts and arbitrators disregard the materi-
ality argument unless there are specific dol-
lar amounts or thresholds specified in the 
purchase agreement. The reasoning is that 
the proposed adjustment (usually) causes a 
dollar for dollar adjustment in the purchase 
price, and any additional dollars are mate-
rial to both the buyer and the seller.

Risk-averse buyers and sellers typically consider 
cross-border accounting, interim versus year-end 
financial reports, subsequent events, and material-
ity when drafting the purchase agreement. Specific 
language and examples contained in the agreement 
may minimize the risk of transactional disputes.

Finally, as with the earnout provisions, the buyer 
and the seller should avoid the boilerplate GAAP 
language. GAAP rarely requires specific accounting 
treatment and generally leaves the final decision on 
the application to the experience and judgment of 
the practitioner. The buyer and the seller should 
agree to consistent GAAP unless both parties agree 
to changes.

OTHER M&A DISPUTES
In addition to the earnout provisions and the post-
closing price adjustment disputes discussed above, 
representations and warranties and material adverse 
change disputes also occur in M&A transactions.

The purchase agreement often contains a lengthy 
list of promises made by the seller to the buyer. 
These are known as the representations and warran-
ties clauses. If breached by the seller, such clauses 
may allow the buyer to recover escrow funds or 
provide a basis for the buyer to sue for damages. 
Examples of potential representations and warran-
ties include the following:

 Accuracy of financial statements—Any 
error or omission in the financial state-
ments, regardless of materiality, may be a 
basis for representations and warranties 
claims.

 Undisclosed litigation—All potential litigation 
should be disclosed, including unfiled mat-
ters, and filed matters where management 
believes there is little chance of success.

 Undisclosed liabilities—Unpaid bills, litiga-
tion settlements, environmental claims, and 
so forth.

 Legality—Is the corporation properly 
formed? Are the articles of incorporation 
and other documents in good order? Is the 
corporation legally allowed to do business? 

Are the employees legally authorized to 
work? Are other documents in good order? 
Are there any tax or financial statement 
audit inquiries?

 Status of inventory—Is the inventory sal-
able, obsolete, legal? Are the cost compo-
nents correct? Are the inventory counts 
accurate and up to date?

 Employee benefits—Have employee tax 
withholding deposits been made? Are ben-
efits records accurate, including vacation, 
sick, and comp time accruals?

The intention of each representations and war-
ranties clause included in the purchase agreement is 
to protect—and provide potential remedies to—the 
buyer. The seller should carefully understand the 
representations and warranties and ensure that 
some immaterial amount or lack of disclosure does 
not lead to a dispute.

Material adverse change (“MAC”) provisions are 
often used in purchase agreements to allow buyers 
to terminate M&A transactions should a significant 
(and material) impact to the company occur.43 As 
with representations and warranties, MACs primarily 
protect the buyer and may be damaging to the seller.

Generally, MACs are used as negotiating tools 
by both the buyer and the seller. For example, in 
the Microsoft and LinkedIn acquisition in 2016, 
LinkedIn included the following exceptions to the 
MAC clause that would not qualify as a MAC:44

 Changes in general economic conditions

 Changes in conditions in the financial 
markets, credit markets or capital mar-
kets

 General changes in conditions in the 
industries in which the company and its 
subsidiaries conduct business, changes 
in regulatory, legislative or political 
conditions

 Any geopolitical conditions, the out-
break of hostilities, acts of war, sabo-
tage, terrorism or military actions

 Earthquakes, hurricanes, tsunamis, tor-
nados, floods, mudslides, wildfires or 
other natural disasters and weather 
conditions

 Changes in proposed changes in GAAP

 Changes in the price or trading volume 
of the company’s common stock

 Any failure, in and of itself, by the 
company and its subsidiaries to meet 
any public estimates or expectations of 



www.willamette.com INSIGHTS  •  AUTUMN 2020  31

the company’s revenue, earnings and 
other financial performance or results 
of operations for any period

 Any transaction litigation

Interestingly, there is no mention of a pandemic 
in the above list of exclusions.

RESOLVING DISPUTES
The best procedure to avoid disputes and costly 
litigation in an M&A transaction is to think through 
the potentially contentious issues while negotiating 
the transaction. Once the agreement is signed, the 
earnout period begins, and the parties make the 
post-closing adjustments, it is difficult to resolve 
issues without expensive third-party involvement.

Leaving the negotiation and drafting of the pur-
chase agreement to the lawyers is not always a best 
practice. The involvement of forensic accountants 
can provide the perspective of a party that under-
stands the company’s financial position.

If a dispute is unavoidable, there are several 
procedures to potentially resolve the dispute in a 
cost-effective manner.

First, consider a confidential conversation with 
the opposing party. Sometimes a resolution may be 
reached without moving to mediation, arbitration, 
or litigation.

Second, consider seeking a neutral forensic 
accountant to review the transaction and the related 
earnout and post-closing adjustment issues. Often 
a neutral third-party accountant can explain terms 
and expectations to one party that the other party 
cannot. By this point, if both sides of the dispute 
have “dug in” and find it difficult to move from their 
stated position, an unbiased accountant may be able 
to bridge the communication gap.

Third, attempt a mediation resolution. A day 
with a mediator is typically much less expensive 
and time-consuming than arbitration. Involving the 
finance people on both sides may be one strategy 
with mediation. Often the finance teams can work 
through issues that the company executives and 
lawyers cannot.

Finally, if arbitration is warranted and an 
accounting firm is engaged, it may be advantageous 
to limit the scope of the arbitrator to the items of 
dispute and specify the ranges of potential changes 
to the earnout or the purchase price. This process 
generally focuses the efforts of the arbitrator, mini-
mizes time and cost, and avoids opening up new 
areas of inquiry.

SUMMARY AND CONCLUSION
In today’s operating environment, post-transaction 
litigation occurs often. However, such litigation may 
be avoidable if the transacting parties take extra care 
before a transaction is closed. An understanding of 
the motivations behind specific deal structures—
such as asset transactions, stock transactions, and 
mergers—and an understanding of clauses that are 
particularly vulnerable to dispute—such as earnouts 
and purchase price adjustments—may positively 
influence the manner and magnitude to which the 
transacting parties address deal clauses in the nego-
tiation and drafting stages.

By having such a high-level understanding, the 
transacting parties may know where to focus legal 
resources and may ultimately lower the possibility 
of a future dispute.
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Transaction Best Practices Thought Leadership

INTRODUCTION
As illustrated by recent Delaware Chancery Court 
and Delaware Supreme Court decisions on share-
holder appraisal rights, merger and acquisition 
(“M&A”) disputes often include elements of breach 
of fiduciary duty by the target company’s board 
of directors or its special committee. Such alleged 
breaches often relate to the board’s oversight of the 
M&A deal process. These disputes may also involve 
allegations of proxy violations related to inadequate 
disclosure of material information that investors 
should have been provided in order to make an 
informed decision when casting their votes.

In litigation, the parties to the lawsuit each typi-
cally retain a valuation analyst to estimate the fair 
value of the target company stock and to provide 
expert testimony.

Investment bankers and valuation analysts may 
also be retained to provide a fairness opinion related 
to a pending M&A transaction. A fairness opinion is 
a determination of whether or not the transaction 
consideration paid to the target’s shareholders is fair 
from a financial point of view.

This discussion focuses on the following topics:

 The differences in the roles of the valuation 
analyst and the investment banker

 Events that can lead to M&A disputes and 
examples of when a court decided that the 
M&A deal process was flawed

 The typical fairness opinion process per-
formed by the investment banker

 The use of management-prepared finan-
cial projections and examples of when 
these financial projections were accepted or 
rejected by a court

 The role of the investment bank in M&A 
transactions

THE ROLES OF THE VALUATION 
ANALYST AND THE INVESTMENT 
BANKER

This discussion focuses on the roles of the indepen-
dent valuation analyst and the investment banker 
under two circumstances. The first is the role of 

The Roles of the Investment Banker and 
the Valuation Analyst in M&A Transactions 
and Litigation
Samuel S. Nicholls

Valuation analysts (“analysts”) are often retained to provide testifying expert services in 
disputes related to merger and acquisition (“M&A”) transactions. Such analysts may also 

provide transaction fairness opinions as part of the M&A deal process. This discussion 
focuses on the roles of the investment banker and the valuation analyst—both during the 

M&A transaction and after the M&A transaction. This discussion also considers flaws in the 
M&A process and, particularly, in the transaction fairness opinion that can lead to post-

transaction shareholder litigation. Lastly, this discussion considers how various courts have 
viewed the fairness of certain M&A transactions that suffered from a flawed process.
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each party in preparing a fairness opinion for an 
M&A transaction. The second is the role each party 
serves in preparing valuation opinions to used in 
post-transaction shareholder disputes.

Fairness Opinions for M&A Transactions
Valuation analysts are often retained to provide 
fairness opinions for private company M&A trans-
actions. Rather than retain an investment banker, 
many private companies either retain a business 
broker or conduct the transaction with in-house 
staff. Many private companies may also be owned by 
private equity firms that have M&A expertise.

In instances where the private company is expe-
rienced in negotiating M&A transactions, the com-
pany may be capable of handling the deal process, 
especially if it was already approached by a poten-
tial acquirer. In those circumstances, only a fairness 
opinion may be needed for a particular transaction. 
If that is the case, the transaction financial advisory 
fees may be much less than what an investment 
banker would charge to provide both investment 
banking services and a fairness opinion.

Valuation analysts are not advocates for either 
the potential acquirer or the target company. 
Consequently, analysts do not accept contingency 
or performance-based fees. Instead, fees are typically 
based on an agreed-upon budget or standard hourly 
rates. And, such fees are usually lower than the 
success-based fees charged by investment bankers.

Since valuation analysts are not advocates, the 
role of the analyst is usually confined to providing 
a professional opinion regarding the fairness of the 
proposed or agreed-upon transaction consideration. 
The fairness opinion typically consists of a written 
opinion that may be accompanied by a financial 
analysis that concludes a range of value. The busi-
ness valuation approaches (i.e., income approach, 
market approach, and asset-based approach) applied 
by the analyst are often the same approaches 
applied by the investment banker.

Unlike the investment banker, the develop-
ment and the reporting of the analyst’s valuation 
analysis typically complies with promulgated profes-
sional standards. These promulgated standards may 
include the Statement on Standards for Valuation 
Services or the International Valuation Standards.

In some cases, publicly traded companies, or 
private companies that are targets of a public com-
pany acquisition, may retain an investment banker 
to provide M&A advisory services. This retention 
may relate to a myriad of factors which may include 
mitigating litigation risk and the need for certain 
investment-banker-provided services. These servic-
es may include managing the deal process, soliciting 

bids, and negotiating the terms of the transaction.

Valuation analysts, on the other hand, generally 
do not provide such services, due in part to their 
inability to charge success fees which otherwise 
may undermine the analyst’s independence. An 
additional explanation of the role of the investment 
banker in M&A is presented later in this discussion.

Valuation Opinions for Disputed 
Transactions

When a valuation analyst is retained as a testifying 
expert in a disputed M&A transaction, the work 
product typically consists of a written valuation 
expert report with exhibits. The valuation expert 
report and exhibits may be more comprehensive 
than either (1) the investment banker’s work pre-
sented in the proxy materials or (2) the investment 
banker’s materials presented to the board of direc-
tors or the special committee.

Settlement discussions may occur in the litiga-
tion after the exchange of expert reports. If a settle-
ment is not reached after the exchange of expert 
reports, each expert may be asked to analyze the 
work of the opposing expert—and to prepare a 
rebuttal report. Rebuttal reports respond to the 
analyses, inputs, and opinions of the expert hired by 
the counterparty to the litigation.

Following the issuance of rebuttal reports, each 
expert may be allowed to respond to the rebuttals 
prepared by the other expert. If a settlement still 
has not been reached, then deposition testimony, 
and potentially trial testimony, will proceed.

There may be differences in the valuation inputs 
selected by valuation analysts serving as experts in 
litigation versus those selected by investment bank-
ers retained for M&A. Among these differences is the 
valuation date. The valuation date applied by the 
valuation analyst may be the date the subject trans-
action closed. The valuation date applied by the 
investment bankers may be the date the transaction 
was approved by the board of directors. Due to the 
passage of time between the two valuation dates, 
there may be differences in the valuation variables 
applied by the investment banker versus the valua-
tion variables applied by the valuation analyst.

Some of these differences, such as the present 
value discount rate, may be material. That may be 
the case if the target company’s market capitaliza-
tion from one date to the other leads to a material 
difference in the debt to equity ratio used for calcu-
lating the weighted average cost of capital.

Another difference is the quality of the analysis 
and the work product. The investment banker’s 
work product may be produced by bankers who do 
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not have technical training in valuation practices 
and standards. This lack of valuation training may 
lead to unsupported judgments.

As an example, an investment banker’s selected 
cost of debt (for the weighted average cost of capital 
calculation) may lack support. The banker may ask 
one of the bank’s fixed-income traders or credit ana-
lysts what rate they would charge to the target com-
pany. In contrast, the analyst may estimate a cost of 
debt based on an extensive analysis of market-based 
yields of guideline debt securities.

The valuation analyst may also estimate a 
weighted average market-based yield if the target 
company has diverse business units with different 
credit profiles and different costs of capital.

Investment banks are not typically retained to pre-
pare expert analyses and expert reports—or to provide 
expert testimony—in connection with shareholder 
disputes that arise from M&A litigation. However, the 
banker may be required to testify as a fact witness 
if the bank provided advisory work and/or a fairness 
opinion in the disputed M&A transaction.

EVENTS THAT MAY LEAD TO 
M&A DISPUTES

Some observers believe that a robust pre-signing 
market check may result in a higher final bid than 
otherwise. Some observers believe that a post-signing, 
go-shop period yields little transaction pricing benefit.

This is because any new bidder in a go-shop 
period has a ticking clock to submit a higher bid. 
That new bidder often lacks the necessary time to 
conduct the same level of due diligence that was 
conducted by earlier bidders.

Deal processes may be considered as flawed 
if there appears to be too much reliance on a go-
shop period—rather than the pre-signing period—to 
extract the highest price. This was one area of dispute 
in the In re Appraisal of Dell Inc. judicial decision.1

Legal counsel sometimes find it challenging to 
identify flaws in the deal process prior to the liti-
gation discovery procedure. This is because proxy 
statements do not always provide sufficient detail 
about the deal process.

To avert disputes, sometimes proxies provide a 
detailed time line of all discussions. The level of dis-
closure may be an area of contention between coun-
sel who represent entities involved in a transaction 
and counsel who represent shareholder plaintiffs.

The following discussion summarizes several 
judicial decisions where the court determined that 
the M&A deal process was flawed.

Blueblade Capital Opportunities LLC v. 
Norcraft Companies, Inc.2
 The deal price was previously rejected as 

too low by the target’s board of directors.

 The chief executive officer seemed more 
interested in obtaining post-merger employ-
ment and in receiving payment under a tax 
receivable agreement than in securing the 
highest price for the shareholders.

 There was no robust, pre-signing market 
check. No other pre-signing bidders were 
sought by the board of directors or by the 
board’s financial adviser.

 The stock was thinly traded, which made 
the efficient (or semi-efficient) market the-
ory less relevant.

 The go-shop period was fruitless due to 
the existence of a sizable break-up fee, an 
unlimited right to match any higher offer, 
and the right of the suitor to begin tender-
ing shares during the go-shop period.

City of Miami General Employees’ and 
Sanitation Employees’ Retirement Trust v. 
C&J Energy Services, Inc.3
 C&J Energy Services, Inc. (“C&J”), did not 

engage in any market check prior to agree-
ing to merge with Nabors Industries Ltd.

 The C&J board of directors delegated the 
primary responsibility for negotiations to 
its chief executive officer.

 No special committee was formed, and four 
members of the C&J board of directors were 
guaranteed five-year terms with the merged 
entity.

 The court enjoined the shareholder vote for 
another 30 days to further attempt to solicit 
interest from other bidders. This judicial 
order was premised on the lack of other 
bidders emerging during the five months 
following announcement of the deal. There 
was no judicial ruling on the fairness of the 
merger price.

Dunmire v. Farmers & Merchants Bancorp 
of Western Pennsylvania, Inc.4
 The merger was not the product of a 

robust sale process. The transaction 
was undertaken at the insistence of the 
Snyder family, which controlled both 
Farmers & Merchants Bancorp of Western 
Pennsylvania, Inc. (“F&M”), and NexTier 
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Bank N.A. (“NexTier”), and stood on both 
sides of the transaction.  No other bidders 
for F&M were considered.

 The transaction was not conditioned on 
obtaining the approval of a majority of the 
minority of F&M stockholders.

 Two of the three members of the spe-
cial committee had business ties with the 
Snyders.

 F&M engaged Ambassador Financial Group 
as its financial adviser, but only to “ren-
der an opinion as to the fairness of the 
exchange ratio that would be proposed by 
[FinPro] to the NexTier board.”

Flawed Deal Process and Investment 
Banker Fee Structure

Sometimes the terms of the investment banker com-
pensation can give rise to a flawed deal process. In 
an article published in the Harvard Law Review, 
Guhan Subramanian cites one example of a properly 
structured fee arrangement and one example of an 
improperly structured fee arrangement for a tar-
get company’s investment banker. The investment 
banker usually receives an incentive fee based on 
the final deal price.

In the properly structured fee arrangement 
example, Subramanian cites Merrill Lynch serving 
as financial adviser to the Sports Authority, Inc., 
during its leveraged buyout.5

The fee was the sum of 0.50 percent of the pur-
chase price up to a price of $36.00 per share and 
an additional 2 percent above $36.00 per share. 
The acquirer initially offered $34.00 per share, 
but Merrill Lynch then negotiated a higher price of 
$37.25 per share, thereby collecting 2 percent of the 
incremental $1.25 per share.

In the improperly structured fee arrangement 
example, Subramanian cites Evercore serving as 
financial adviser to Dell Inc. during its leveraged 
buyout.

Evercore received a monthly retainer fee of 
$400,000, a flat fee of $1.5 million for the fairness 
opinion, and a fee equal to 0.75 percent of the differ-
ence between the initial bid during the pre-signing 
phase and any subsequent higher bid Evercore 
could obtain during the go-shop period.

This structure gave Evercore the incentive, if it 
opted to do so, to minimize the negotiated price dur-
ing the pre-signing phase so as to widen the differ-
ence between the pre-signing price and any higher 
price during the go-shop period, upon which the 
0.75 percent contingency fee was based.

CONSIDERATIONS WITH REGARD TO 
THE FAIRNESS ANALYSES

In many transactions, the investment banker pre-
sentation to the special committee or to the entire 
board of directors—often referred to as the “banker 
book”—is not required to be disclosed to investors. 
However, in a merger dispute, the discovery process 
often reveals both the final banker book and any 
prior drafts. Differences between drafts and the final 
analysis may be justified, but these differences may 
also raise questions.

It is typical for the target company and its suitor 
to revise financial projections during the deal pro-
cess. In these situations, it is often the latest set of 
financial projections, prior to the signing of the deal, 
that are relied upon by both the financial adviser 
and—if the transaction is litigated—by the courts.

Occasionally, the valuation inputs used by the 
investment banker in the fairness opinion analysis 
may be challenged by the financial expert retained 
by a shareholder plaintiff.

The following list presents some of the potential 
disagreements with respect to the selected valuation 
inputs:

 Justification for the selected beta—If the 
target company was publicly traded, there 
may be a question as to why the investment 
banker selected a beta based on either com-
parable or guideline publicly traded compa-
nies—rather than the target company’s own 
beta. The time horizon for the selected beta 
(i.e., one-year, two-year, five-year) may also 
be a question. Statistical analysis is often 
conducted to support—or rebut—a selected 
beta.

 Target capital structure—The capital struc-
ture used by the investment banker may be 
questioned. For example, the investment 
banker may select the capital structure on 
the industry-based capital structure at the 
time the deal was approved. In contrast, 
another analyst may base the analysis on 
the target company’s actual capital struc-
ture as of the unaffected date.

 Long-term growth rate—Investment bank-
ers and valuation analysts may disagree 
about the expected long-term growth rate. 
Whether the expected long-term growth 
rate should reflect only inflationary growth 
or include real growth may be debated. 
International exposure can be a factor that 
influences the expected long-term growth 
rate. Another factor may be the target com-
pany’s recent and anticipated trends for 



38  INSIGHTS  •  AUTUMN 2020 www.willamette.com

market penetration and market share.

 Financial projections—If the M&A transac-
tion is disputed, the parties may question 
whether the investment banker—or the 
analyst—adjusted management’s financial 
projections and, if so, what was the basis for 
making such an adjustment.

 Selection of comparable or guideline com-
panies and transactions—The investment 
banker and the analyst may disagree on the 
companies that should be considered in a 
market approach analysis. In litigation, the 
court has the final say on which, if any, of 
the guideline companies are appropriate.

USE OF MANAGEMENT-PREPARED 
FINANCIAL PROJECTIONS

It is generally accepted that the target company’s 
management is in best position to prepare company 
financial projections. This is particularly true if the 
target company regularly prepares financial projec-
tions during its annual planning process. This con-
clusion is based on the belief that nobody knows the 
company better than its own management.

A special committee formed for the purpose of 
overseeing the deal process and negotiating deal 
terms with a potential acquirer may amend the 
financial projections. This may occur when (1) the 
special committee concludes that the financial pro-
jections are either optimistic or pessimistic or (2) 
multiple sets of financial projections are prepared 
that are contingent on various scenarios.

The target company’s board of direc-
tors is responsible to obtain the best 
possible price. There may be occasions 
when the company financial projec-
tions may be too optimistic—in order 
to achieve that goal. In these situations, 
financial projection revisions may be 
made by the special committee or by 
the investment banker at the direction 
of the special committee.

Alternatively, there may be occa-
sions when the target company’s finan-
cial projections are too downward-
biased. There may be parties who are 
more focused on choosing the deal at 
any price than on preparing credible 
financial projections.

Examples of when parties are driven 
to complete the deal may include (1) a 
chief executive officer who has negoti-
ated a higher pay package during the 
deal process to remain with the merged 

company or (2) an executive of the suitor who also 
has a board seat with the target company or a close 
relationship with some of the target’s executives.

The investment bank serving as financial adviser 
to a target company’s board of directors may assist 
in making or revising financial projections. This 
may occur when the target company is not well 
versed in making projections. The target compa-
ny management may provide financial projections 
based on generally accepted accounting principles 
(“GAAP”). The banker may convert the GAAP-based 
net income projections to cash flow projections in 
order to develop a discounted cash flow valuation.

When provided with multiple financial projec-
tions, the analyst rendering the fairness opinion 
may apply judgment in determining the reliability 
of each financial projection.

The following discussion summarizes several 
judicial decisions where financial projections were 
an issue in the dispute.

Judicial Rejection of Management 
Financial Projections
 In re Appraisal of PetSmart Inc.—Vice 

Chancellor Slights of the Delaware Chancery 
Court noted that financial projections in 
prior cases were found to be unreliable 
when “the company’s use of such projec-
tions was unprecedented, where the projec-
tions were created in anticipation of litiga-
tion, where the projections were created for 
the purpose of obtaining benefits outside 
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the company’s ordinary course business, 
where the projections were inconsistent 
with a corporation’s recent performance, or 
where the company had a poor history of 
meetings its projections.”6

  The Chancery Court also observed that 
the company management had no history of 
creating financial projections beyond short-
term earnings guidance.

Judicial Acceptance of Management 
Financial Projections
 Cede & Co. v. Technicolor, Inc.—Chancellor 

Chandler of the Chancery Court accept-
ed the company financial projections and 
rejected the petitioner expert’s alteration 
of those projections, writing that, “When 
management projections are made in the 
ordinary course of business, they are gener-
ally deemed reliable.”7

  The judicial opinion also noted that the 
subject company management had a very 
good track record of meeting earnings guid-
ance (i.e., financial projections).

Judicial Rejection of Third-Party Financial 
Projections
 In re Radiology Assocs., Inc.—The Chancery 

Court rejected the petitioners’ valuation 
analysis because the prospective financial 
inputs were too speculative. The Chancery 
Court reached this conclusion due to the 
fact that the company management neither 
created the financial projections nor gave 
any guidance to the third party that created 
the projections.8

Judicial Acceptance of Second Set of 
Projections
 Delaware Open MRI Radiology v. Kessler—

Vice Chancellor Strine of the Chancery 
Court opined about the fairness opinion’s 
exclusion of financial projections that were 
based on the company’s expansion plans: 
“In essence, when the court determines 
that the company’s business plan as of the 
merger included specific expansion plans 
or changes in strategy, those are corporate 
opportunities that must be considered part 
of the firm’s value”9 as a going concern (also 
citing Cede & Co. v. Technicolor, 684 A.2d 
289 at 298-99, and Montgomery Cellular 
Holding Co., Inc. v. Dobler, 880 A.2d 206 
at 222 (Del. 2005)).

 In re United States Cellular Operating 
Company—Vice Chancellor Parsons of 
the Chancery Court concluded that finan-
cial projections should include reasonably 
anticipated capital expenditures, stating 
that “This is not a situation where project-
ing capital expenditures to account for 
conversion to 2.5G and 3G is speculative. 
Industry reports included such expendi-
tures and the Companies themselves ‘antic-
ipated’ it. Therefore, Harris should have 
incorporated the effects of this expected 
capital improvement in his projections.”10

  The judicial decision also noted that, 
under other circumstances, the court 
“should avoid, however, speculative costs 
that are not part of the company’s opera-
tive reality” (citing Paskill Corp. v. Alcoma 
Corp., 747 A.2d 549, 552 (Del. 2000)).

  This decision notes that the company 
management had no prior experience with 
preparing long-term financial projections. 
The fairness opinion was rendered by a 
firm that worked alongside management 
developing a set of projections. The finan-
cial projections were based on such factors 
as anticipated subscriber growth driven by 
population growth and market penetration 
and customer churn.

  Consequently, the two testifying experts 
in this dispute had no financial projections 
prepared solely by company management. 
Instead, the testifying experts had financial 
projections that were created by the invest-
ment bank with the assistance of com-
pany management. Both testifying experts 
applied these financial projections as a 
starting point and made their own adjust-
ments to the financial projections.

Judicial Rejection of Second Set of 
Projections
 In re PLX Technology Inc. Shareholders 

Litigation—Vice Chancellor Laster of the 
Chancery Court rejected the use of a sec-
ond set of financial projections that were 
based on growth initiatives. The Chancery 
Court reached this decision despite the 
financial projections having been prepared 
in the ordinary course of business.

  In reaching its decision, the Chancery 
Court reasoned that, “to achieve even high-
er growth rates, particularly in 2017 and 
2018, the December 2013 Projections con-
templated a third layer of future revenue. 
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It depended on PLX introducing a new line 
of ‘outside the box’ products that would use 
the ExpressFabric technology to connect 
components located in different comput-
ers, such as the multiple servers in a server 
rack. To succeed with this line of business, 
PLX would have to enter the hardware mar-
ket and compete with incumbent players 
like Cisco.”11

 In re Micromet, Inc. Shareholders 
Litigation —The Chancery Court addressed 
the claim that the board had breached 
its fiduciary duty of disclosure by failing 
to disclose certain financial projections 
that were ultimately not relied upon for 
the fairness opinion. The Chancery Court 
stated, “Similarly, I find that Micromet 
was not required to disclose the ‘Upside 
Case’ projections that Micromet’s 
management provided to Goldman. Again, 
these projections were not relied upon by 
Goldman in its fairness opinion and at least 
some of the directors found the projections 
to be unreliable and overly optimistic.”12

THE ROLE OF THE INVESTMENT 
BANK IN M&A

The investment bank’s role in M&A transactions 
may vary based on many factors. The following dis-
cussion summarizes some of these factors.

 Were the wheels already set in motion when 
the investment bank was hired, and was an 
acquirer nearly decided upon?

  If so, the investment banker’s role may 
be confined to managing the rest of the 
deal process and providing a fairness opin-
ion. Sometimes, when the overture is from 
a strategic acquirer, the target company 
already knows the suitor company well.

  In this case, the investment banker will 
be used more as a sounding board and as a 
reality check:

1. to provide confirmatory analysis and

2. to evaluate the risk and reward of com-
peting offers.

  When the investment bankers are more 
involved than this, they may make intro-
ductions to other potential suitors. These 
introductions are not always with the intent 
of a merger at the outset, but may lead to 
merger discussions later.

 Was the target company desirous of 
being acquired, and has it already been 

approached by a suitor company?

  If the client intends to be sold and no 
suitors have been identified, or they have 
but discussions have not commenced, then 
the investment banker’s role will be far 
more extensive.

  Investment bankers will evaluate bids. 
This is referred to as buyer qualification. 
Buyer qualification may involve determin-
ing whether the bidders are:

1. experienced with making acquisitions, 
which can affect the speed of the deal 
process;

2. a good strategic fit, which may lead to a 
higher bid; and

3. including contingencies in their offer.

  During the due diligence process, the 
target company’s investment banker may 
weed out bidders who may be “phishing.” 
This is a term used for companies that have 
no intention of making the acquisition, but 
rather just want access to competitive infor-
mation.

  One procedure for rooting out this type 
of potential suitor is monitoring the data 
room for how long they spend on particular 
documents, such as the customer lists, and 
how little time they spend on other docu-
ments that an acquirer would ordinarily 
want to inspect.

 Is there a need to accelerate the completion 
of the transaction?

  This factor can be a consideration when 
deciding whether to conduct an auction or 
more of a targeted, high-level solicitation. 
The more entities poking around in the 
virtual data room, the longer it takes to 
complete a transaction.

  From the perspective of the acquirer, 
information technology infrastructure is 
usually a big part of post-merger integra-
tion. Achieving synergies depends on the 
success of post-merger integration.

 Is the best strategic fit with one or two com-
panies, or is a more competitive bidding 
process best?

  It is said that the auction process often 
produces the highest price. However, there 
are other important considerations, such as 
the length of the deal process, which may 
be longer for an auction.

  During that time, unforeseen economic 
events could lead to a lower stock price and 
a lower resulting takeout price.
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  The more bidders that are involved, the 
higher the risk that the negotiations will be 
leaked to the public. This could lead to a 
higher stock price of the target company (if 
publicly traded) and spook suitors.

  A longer sales process can lead to 
employees resigning out of fear of los-
ing their jobs. This could also kill a deal, 
because part of the value of any company is 
its employees.

  Another risk is that leaks can stoke 
fear in a company’s suppliers and custom-
ers that their treatment under the merged 
entity will not be the same.

 Is the target company or the suitor com-
pany experienced with M&A?

  If management is inexperienced, the 
investment bank will need to spend much 
more time coaching management, being 
more involved with negotiations, and assist-
ing with making financial projections.

 Is the investment banker hired to explore 
multiple strategic options other than just 
being acquired?

  One example of alternative strategic 
options is a company with significant real 
estate that could conduct sale/leasebacks 
to extract untapped value. This may be a 
viable strategy if the value of those assets is 
underappreciated by the financial markets.

  An investment bank may explore the 
value of joint ventures or other arrange-
ments, as an alternative to a sale of the 
company, if it was hired to evaluate mul-
tiple strategic options.

 Are private equity funds potential acquirers?

  Every private equity fund has a target 
internal rate of return (“IRR”). Knowing 
that IRR, the banker can model five to six 
years of cash flow projections (a typical 
investment holding period for a private 
equity company M&A transaction), make 
an assumption about an appropriate exit 
multiple, and backsolve for the acquisition 
price and implied pricing multiple that 
would allow the fund to achieve its targeted 
IRR.

  Such an analysis would help the target 
company:

1. to estimate the price that the private 
equity fund may be willing to pay and

2. to compare that price to offers made by 
strategic buyers.

 Are one or more of the final bidders insist-

ing on a stock-for-stock transaction?

  If so, the investment bank will evaluate 
both the target company and the acquirer 
company. Such an analysis requires anoth-
er set of financial projections.

  The range of value of both the target 
company and the acquirer company will 
be used to determine the exchange ratio, 
or if an exchange ratio has already been 
agreed upon in principle, to determine if 
the exchange ratio is fair.

  Because the acquirer’s stock is its cur-
rency with which it will pay the merger con-
sideration, the banker will assess whether 
the acquirer—and the resulting merged 
company—is a solid long-term investment.

  Consideration of projected post-merger 
synergies may also be important. This is 
because the target company’s shareholders 
will hopefully benefit from these synergies. 

 How is the cultural fit, and how difficult will 
post-acquisition integration be?

  Investment bankers retained by the 
acquirer company rather than the target 
company may also assist with identify-
ing pitfalls to post-acquisition integration. 
Examples include the cultural fit, which is 
a human resources matter.

  Some companies have a “coat and tie” 
culture while others are more informal. 
Some have a policy of extending employee 
bonuses while others do not.

  Organizational charts and employees 
reporting to one versus several higher level 
executives can differ as well. For example, 
the target company may have a simple 
structure where each employee reports to 
only one superior.

  In contrast, the acquirer may have its 
employees report to multiple higher level 
executives. Ignoring the cultural fit can lead 
to employee defections after the merger.

 How much of the synergies are included in 
the acquisition price premium offered by 
the preferred bidder?

  The highest bid is not always the best 
bid. The acquirer company will usually pay 
a price premium that is less than projected 
synergies (which is a reasonable posture 
because otherwise there is no value to the 
deal for the acquirer).

  The principle that fair value equals the 
deal price less some portion of synergies 
was addressed in Verition v. Aruba.13 There 
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was no auction process, controlled sale, 
or targeted high-level solicitation. Instead, 
there was a closed negotiation (i.e., one bid-
der).

  While the Delaware Supreme Court 
ruled that this was not an issue, it addressed 
and rejected the Court of Chancery’s ruling 
that fair value was equal to the unaffected 
market price of the target stock. Instead, it 
ruled that fair value (for arm’s-length trans-
actions disputed in appraisal rights cases) 
was equal to the deal price less a portion of 
synergies.

  In reaching this conclusion, the 
Delaware Supreme Court pointed to a study 
that found sellers typically collected an 
average of 31 percent of expected syner-
gies. However, this percentage varied widely 
due to transaction value being a matter of 
negotiations and the number of bidders and 
their aggressiveness.

  The Delaware Supreme Court  ruled 
that fair value was 22 percent below the 
deal price and 12 percent above the unaf-
fected market price.

  Notably, the Delaware Supreme Court 
did address the issues of synergies some-
times not being achieved and that acquirers 
usually negotiate a deal price premium that 
does not include all anticipated synergies.

SUMMARY AND CONCLUSION
Investment bankers are often retained to provide 
a variety of M&A services—in addition to issuing a 
fairness opinion. Some of these M&A services may 
include managing the deal process, soliciting bids, 
making introductions, evaluating bids and then best 
offers, and assisting with deal negotiations.

Valuation analysts are also qualified to render 
fairness opinions. Furthermore, analysts are able to 
retain their independence because their services are 
not provided on a contingent fee basis.

M&A transactions may have a flawed deal pro-
cess that eventually leads to costly shareholder 
inappropriate litigation. Some of these flaws may 
result from the fee structure for the investment 
bank. Retaining a valuation analyst is one way to 
evaluate the fairness of a particular transaction and 
potentially avoid future shareholder litigation.
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INTRODUCTION
In nearly every transaction involving a publicly 
traded company, the company board of directors 
requests that its financial adviser prepare a fairness 
opinion. The objective of requesting such an opinion 
is to ensure that the pending transaction is fair to the 
company shareholders from a financial point of view.

Fairness opinions may also be sought by the 
boards of private companies when the shareholders 
of the private company include a broad group of 
individuals (or entities) who do not necessarily have 
direct representation on the board of directors. In 
both cases, the board of directors relies on its finan-
cial adviser to provide independent, unbiased, and 
objective advice on the fairness of the price—and 
the terms—of the pending transaction.

At the heart of any fairness opinion is (1) the 
target company historical financial information—or 
HFI—and (2) the target company prospective finan-
cial information—or PFI. In preparing its fairness 
opinion, the financial adviser typically conducts 
substantial due diligence on the target company 

from both a historical perspective and a forward-
looking prospective.

In conducting this due diligence, the financial 
adviser may find it necessary to adjust the target 
company HFI in order to provide a more meaning-
ful presentation of the company historical financial 
performance.

As part of its work, the financial adviser also typ-
ically conducts due diligence on the company PFI 
that is incorporated in the fairness opinion analysis.

This discussion focuses on the typical due dili-
gence procedures related to a target company’s HFI 
and PFI. Also, this discussion provides insight into 
typical normalization adjustments that a financial 
adviser may make to the HFI when preparing a fair-
ness opinion.

UNDERSTANDING THE BASIS OF A 
FAIRNESS OPINION ANALYSIS

Most fairness opinion analyses include various 
methods and procedures to analyze the following:

Financial Adviser Due Diligence Related 
to Financial Information Used in a Fairness 
Opinion Analysis
Timothy J. Meinhart

Financial advisers prepare fairness opinions related to a variety of different transactions. An 
often overlooked component of the fairness opinion analysis is the due diligence process that 
financial advisers conduct with respect to the target company historical financial information 

(“HFI”) and prospective financial information (“PFI”). It is only after performing sufficient 
due diligence that the financial adviser can apply the appropriate methods and procedures 
to opine on the fairness of a particular transaction. This discussion summarizes the typical 
due diligence that a financial adviser conducts on the target company’s HFI and PFI when 

the adviser renders a fairness opinion.
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1. The target company stock or the target 
company assets that are the subject of the 
proposed transaction

2. The consideration that will be paid in the 
proposed transaction

3. The structure and the terms of the proposed 
transaction

Furthermore, most fairness opinion analyses 
include one or more valuation methods. The appli-
cation of these valuation methods results in a range 
of value for the subject company stock or the sub-
ject company assets. While the fairness opinion 
analysis is not a valuation of the target business or 
its shareholder equity per se, the analysis often mir-
rors that of a typical business valuation engagement.

For example, in a typical business valuation 
engagement, a profitable, going-concern operating 
company is often valued by applying a combination 
of market approach valuation methods and income 
approach valuation methods.

The market approach valuation methods that 
are typically applied include (1) the guideline pub-
licly traded company method and (2) the guideline 
merged and acquired company method.1

The income approach valuation methods that 
are typically applied include (1) the discounted 
cash flow method and (2) the direct capitalization 
method.

However, unlike a typical business valuation 
engagement, where the valuation analyst’s objec-
tive may be to arrive at a pinpoint estimate of the 
subject company stock value or the subject com-
pany asset value, a fairness opinion analysis usually 
results in a relevant range of value for the subject 
stock or the subject assets.

Regardless of the valuation procedures and meth-
ods applied, the reliability of the fairness opinion 
analysis often is a function of the reliability of the 
subject company historical and prospective financial 
data that were used in the fairness opinion analysis.

For example, the value indications derived from 
the application of the guideline merged and acquired 
company method are typically based on the applica-
tion of market pricing multiples of recently acquired 
guideline companies to the normalized HFI of the 
target company.

The value indications derived from the applica-
tion of either the discounted cash flow method or 
the direct capitalization method are based on the 
application of required rates of return to the PFI of 
the target company.

And, the value indications derived from the 
guideline publicly traded company method are 

typically based on the application of publicly traded 
company market pricing multiples to both the nor-
malized HFI and the PFI of the subject company.

In each of these instances, the financial adviser 
needs to use credible financial data for the subject 
company to arrive at a credible range of values. In 
other words, the fairness opinion analysis is only as 
reliable as the subject company financial data upon 
which the analysis was based.

HFI DUE DILIGENCE PROCEDURES
The initial phase of most fairness opinion analyses 
involves a thorough analysis of the target company 
historical financial performance. In the course of 
this work, the financial adviser typically analyzes 
the target company’s performance over several his-
torical periods.

The following question is often raised by users of 
fairness opinions: Why does the adviser need to con-
duct an analysis of the target company’s HFI when 
the company’s current value is simply the present 
value of its expected financial performance?

The short answer to this question is that a 
proper analysis of the target company historical 
performance can provide insight on:

1. how the company has performed over peri-
ods of changing business conditions and

2. the company income-producing and cash-
flow-producing capacity.

Often, the end goal of the historical analysis is 
to arrive at a reliable annual “run rate” of the com-
pany revenue; net income; earnings before interest, 
taxes, depreciation, and amortization (“EBITDA”); 
or some other measure of cash flow.

In some instances, HFI, when credibly  measured 
and normalized, may be a superior measure of a 
company’s financial performance and capacity than 
its PFI. This conclusion is especially true if there is 
a fair degree of uncertainly embedded in the PFI.

A thorough review of the company HFI is also 
often necessary to bridge any gap that may exist 
between a target company’s historical financial per-
formance and its prospective financial performance.

In the course of rendering a fairness opinion, 
it is not uncommon for the opinion provider to 
observe growth and profitability trends in a target 
company’s HFI that are substantially different than 
the trends observed in the same company’s PFI. In 
other words, the company historical growth rates, 
profit margins, and the rates of return may be quite 
different than the company projected growth rates, 
profit margins, and rates of return.
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In these cases, an analysis and normalization of 
the target company HFI—along with a review of the 
company PFI, as presented later in this discussion—
is helpful in providing a link between a company’s 
past financial performance and its prospective 
financial performance.

An analysis and normalization of the target com-
pany HFI may also be helpful in explaining certain 
trends that appear in the PFI. Nonetheless, there 
are instances where a company’s HFI—even after 
adjustment and normalization—may not provide 
an explanation for the observed trends in the com-
pany’s future financial performance.

There are many reasons why this result may be 
the case.

One reason why a company’s HFI may not 
explain the projected trends in its PFI is that a com-
pany’s financial performance will usually change as 
it enters a different stage of its lifecycle. Most busi-
ness entities move through different lifecycle stages. 
In broad terms, these stages include a start-up stage, 
a growth stage, a mature stage, and a decline stage.

In the start-up stage and the growth stage, a busi-
ness typically has significant capital investment, 
high revenue growth, and increasing profitability. In 
the mature stage, the same business typically has a 
predictable and stable level of capital investment, 
relatively low revenue growth, and stable profit mar-
gins. In the decline stage, the same business typi-
cally has low capital investment, declining revenue, 
and stable to declining margins.

To the extent a target company is in the process 
of gradually moving from one business life cycle 
stage to another, the financial adviser should expect 
to see a noticeable difference between its historical 
financial performance and its projected financial 
performance. In this instance, the financial adviser 
should not expect historical financial performance 
to necessarily be representative of future financial 
performance.

Another reason why a company’s HFI many not 
explain trends in its PFI is that a company’s finan-
cial performance will usually change throughout 
the economic cycle. The U.S. economy—and the 
economies of other developed nations—are cyclical 
in nature. In other words, economic booms do not 
last indefinitely nor do economic recessions.

While the length of economic cycles have varied 
over time, many of the more recent economic cycles 
have been, on average, five to six years. If a target 
company is highly sensitive to changes in economic 
conditions, the financial adviser should expect that 
sensitivity to be revealed in the company reported 
financial performance over time.

Furthermore, certain companies’ business pros-
pects may be more sensitive to changes in economic 
activity than others.

For example, companies that operate as retailers 
of grocery products generally report stable financial 
performance during both good and bad economic 
periods. On the other hand, companies that are 
in the business of the exploration and production 
(“E&P”) of crude oil and natural gas are highly sen-
sitive to changes in economic conditions.

When analyzing the HFI of the grocery retailer, 
the financial adviser would generally expect to see 
relatively stable financial performance over the long 
term.

Barring any plans the target company may have 
for expansion or contraction, this stable historical 
financial performance may provide a reasonable 
basis for:

1. estimating the company value based on its 
current financial fundamentals and

2. analyzing the reasonableness of the com-
pany’s PFI.

Analyzing the HFI of the E&P company would 
typically be much more difficult. Changes in com-
modity prices, availability of drilling infrastructure, 
and availability of labor are just three factors that 
could severely affect an E&P company’s financial 
performance.

Even after normalizing the HFI, the financial 
adviser may conclude that, given the cyclicality of 
the business, basing an analysis on the company’s 
most current financial performance would either 
grossly overvalue or grossly undervalue the com-
pany assets.

As a target company moves throughout the eco-
nomic cycle, it is important for the financial adviser 
to understand how changes in economic activity 
have affected the company’s historical financial per-
formance. Furthermore, these changes in economic 
activity may provide a reasonable explanation of 
why a company’s HFI may not be indicative of the 
same company’s PFI.

Industry-specific changes may be another rea-
son why a company’s HFI may not explain trends 
in its PFI. Generally, more rapid industry-specific 
changes yield greater variation in historical finan-
cial performance results. Industry-specific changes 
may encompass factors such as the competitive 
landscape, market penetration, new product devel-
opment, and technological obsolescence.

The mobile phone market is a current example 
where each of these factors come into play. And, an 
analysis of the leading mobile phone manufactur-
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ers would reveal historical financial performance 
that may not necessarily be representative of future 
financial performance expectations.

In situations such as this, the financial adviser 
needs to evaluate whether an analysis based on 
historical financial performance would result in a 
meaningful value conclusion—given the speed of 
change in a company’s particular industry.

One of the primary reasons for analyzing a tar-
get company’s HFI is to develop a reliable level of 
revenue, earnings, or cash flow that can be used by 
the financial adviser in its fairness opinion analysis. 
In the case of a mature company that operates in 
a mature industry that is not susceptible to large 
industry-specific changes, the HFI may provide a 
reasonable basis for estimating a company’s value 
and evaluating its PFI.

Alternatively, if a target company is in a stage of 
growth or decline and operates in an industry that is 
subject to constant and rapid change, the company 
HFI, while informative, may not be particularly use-
ful in estimating the company value or understand-
ing its PFI.

HFI Normalization Adjustments
While conducting its due diligence, a financial 
adviser often applies normalization adjustments to 
the subject company HFI. Most users of fairness 
opinions who are familiar with these types of adjust-
ments focus solely on adjustments to historical 
company expenses.

However, normalization adjustments are not lim-
ited to necessary changes in the company expenses. 
The financial adviser may determine that it is also 
appropriate to adjust a company’s historical income 
and, in some cases, its revenue.

The normalization adjustments to revenue, 
income, and expenses are intended to produce a 
normalized level of revenue, earnings, and cash flow 
that could be used by the financial adviser in its fair-
ness opinion analysis.

Whether analyzing a company’s historical income 
or historical expenses, normalization adjustments 
are generally characterized as either nonrecurring 
items or extraordinary items. However, in many 
cases, there is an element of overlap between the 
two descriptions. As a result, these terms are used 
interchangeably throughout this discussion.

In terms of a historical revenue and income 
analysis, a company may report nonrecurring/
extraordinary revenue or income from a variety of 
difference sources.

For example, a company may report gains on 
the sale of assets or business divisions, and, in some 

instances, these gains may be substantial. To the 
extent these gains are not expected to recur, the 
financial adviser may reduce the company income 
in each applicable year for the amount of the gains 
to arrive at a more realistic picture of the company’s 
income-producing capacity.

Other more typical examples of nonrecurring/
extraordinary revenue or income that may require 
a normalization adjustment include the following:

 Revenue or income associated with non-
recurring or extraordinary litigation judg-
ments or settlements

 Revenue or income associated with one-
time insurance settlements

 Extraordinary customer revenue associated 
with one-time contracts or orders

 Interest and dividend income associated 
with cash and investments that are not 
directly used in the company operations

When evaluating potential normalization adjust-
ments to company revenue or income, the financial 
adviser also considers that certain nonrecurring 
or extraordinary revenue/income for one company 
may not be considered nonrecurring or extraordi-
nary for another company.

For example, gains that are realized through the 
sale of company assets may be viewed as nonre-
curring for a company such as a manufacturer or 
distributor that rarely sells any of it fixed assets. 
However, gains realized by a commercial bank 
through the routine sale its loan and investment 
assets would not necessarily be treated as nonrecur-
ring income, especially in instances where the bank 
is conducting sale transactions on an annual basis.

In terms of historical expense analysis, a finan-
cial adviser may identify during his or her due 
diligence that various historical expenses are either 
nonrecurring or extraordinary in nature.

Some of the more typical examples of nonrecur-
ring or extraordinary expenses that may require a 
normalization adjustment include the following:

 Expenses associated with nonrecurring or 
extraordinary litigation

 Losses on the sale of assets or business divi-
sions

 Nonrecurring restructuring charges

 Asset impairment charges

 Severance-related expenses

As is the case with an analysis of revenue 
and income, the financial adviser should use care 
when evaluating whether a historical expense is 
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nonrecurring or extraordinary. In situations where 
the financial adviser determines such an adjustment 
should be made, the subject expense is added to 
company income to restate the company profitability 
on a normalized basis.

One fault in many fairness opinion analyses is to 
treat recurring expenses as nonrecurring expenses. 
In doing so, the adviser runs the risk of overstating 
normalized earnings and potentially jeopardizing 
the reliability of its fairness opinion analysis.

Also, the financial adviser should decide whether 
its objective is to normalize the company’s generally 
accepted accounting principles (”GAAP”) earnings 
or some other measure of non-GAAP earnings.

In the typical case, where the financial adviser’s 
objective is to estimate a normalized level of non-
GAAP earnings, such as EBITDA, it may be neces-
sary to make normalizing adjustments for most, if 
not all, noncash expenses reported on the income 
statement.

While these expenses may be neither nonrecur-
ring nor extraordinary, normalizing adjustments 
may still be needed to arrive at the desired measure-
ment of normalized earnings.

Another area of potential controversy when 
reviewing and normalizing HFI may be the financial 
adviser’s treatment of expenses such as stock-based 
compensation (“SBC”) expense. Some financial 
advisers have a tendency to adjust earnings for the 
entire amount of SBC expense.

The typical rationale for doing so is that a nor-
malization adjustment should be made for SBC 
expense because it is a noncash expense. However, 
other financial advisers may consider other impor-
tant factors in addition to whether the expense is a 
cash expense or a noncash expense.

In the case of SBC expense, the financial adviser 
may also consider the dilutive effect of awarding 
SBC to employees and whether the target company 
intends to continue the practice of awarding SBC 
compensation in the future. SBC expense is just one 
of many examples of expenses that may be treated 
differently by different financial advisers.

When deciding whether to make normalization 
adjustments to the HFI of the target company, the 
financial adviser may also consider the nature of 
the transaction that is the subject of the fairness 
opinion.

If the target company is private and the subject 
of a management buyout, it may be appropriate to 
evaluate the company’s historical financial perfor-
mance under the current stewardship. This may be 
particularly true if the buyout group is not anticipat-
ing major changes in how the company will operate 
post transaction.

However, in the case of a transaction involving 
a strategic buyer, the financial adviser may con-
sider various assumptions regarding how the target 
company revenue may increase and/or the target 
company expenses may decrease as a result of being 
acquired by a larger industry participant.

These assumptions may guide the financial 
adviser in determining which normalization adjust-
ments may (or may not) be appropriate for the 
subject analysis.

The financial adviser has a fair degree of discre-
tion in deciding what revenue, income, and expens-
es are nonrecurring or extraordinary in nature. The 
general rule of thumb is that any income or expense 
that is reported by the company on an annual basis, 
in the normal course of business, is usually consid-
ered to be a recurring item.

As previously discussed, various valuation meth-
ods that a financial adviser may apply in the fairness 
opinion analysis may be based on the historical 
financial fundamentals of the target company. It is 
only after conducting sufficient due diligence on the 
target company HFI that the adviser can use the HFI 
within valuation methods and arrive at a reliable 
range of values for the target company.

DUE DILIGENCE RELATED TO PFI
While it is often debated how much due diligence 
needs to be conducted on a target company’s HFI 
when preparing a fairness opinion analysis, there 
tends to be less debate about how much due diligence 
should be conducted on the target company’s PFI.

Most financial advisers agree that there should 
be an adequate level of due diligence performed on 
the target company PFI that would give the financial 
adviser comfort in relying on the prospective infor-
mation. This is especially true if the information 
is an important component of the fairness opinion 
analysis, which is often the case when a discounted 
cash flow analysis is applied by the financial adviser.

In spite of the agreed-upon need for adequate 
due diligence, financial advisers typically include 
standard language in their fairness opinions that 
disclaims responsibility for the accuracy of the PFI.

While the language may vary from adviser to 
adviser, the disclaimer language will usually include 
statements such as the following:

 The financial adviser relied on, and assumed 
the accuracy and completeness of, all infor-
mation that was provided to the adviser, 
including any PFI.

 The financial adviser has not independently 
verified any information provided by the 
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client, or its accuracy or completeness, and 
has no obligation to undertake any such 
independent verification.

 The financial adviser relied on financial 
analyses and forecasts provided to it by 
the client, and in doing so, has assumed 
that the analysis and forecasts have been 
reasonably prepared, based on assumptions 
reflecting the best currently available esti-
mates and judgments by management as 
to the expected future results of operations 
and financial condition of the company.

 The financial adviser expresses no views or 
opinions regarding the financial analyses 
and forecasts provided to it by the client or 
the assumptions on which the analyses and 
forecasts were based.

While the tone of the above-described language 
would suggest the financial adviser intends to per-
form little, if any, due diligence on the PFI, the 
opposite tends to be true in most cases. The primary 
objectives of the financial adviser in analyzing the 
PFI is to understand the following:

1. How the PFI was prepared

2. The assumptions upon which the PFI is 
based

3. The overall reliability of the PFI

There are several questions that financial advis-
ers raise when conducting due diligence on PFI that 
will be used within a fairness opinion analysis. The 
following discussion summarizes some of the typical 
financial adviser questions.

 Does the company routinely prepare PFI?

  Some companies routinely prepare PFI 
as part of their annual budgeting process. 
However, many companies do not. In gen-
eral, a financial adviser has a higher degree 
of confidence in PFI that was prepared by a 
management team that routinely prepares 
such information than in PFI prepared by 
company management that is not experi-
enced in preparing such information.

  Likewise, a financial adviser will gener-
ally conduct more due diligence on PFI that 
was prepared by a company that is new to 
the budgeting process than on PFI that was 
prepared by a company with a long track 
record of providing reliable prospective 
data.

 Under what circumstances was the PFI pre-
pared?

  In asking this question, the financial 
adviser is attempting to learn whether the 
PFI was created in the normal course of 
business or whether the PFI was created 
for a specific event or transaction. PFI pre-
pared in the normal course of business usu-
ally includes information that is prepared 
in conjunction with the company recurring 
budgeting and forecasting process.

  In contrast, PFI prepared for a specific 
event or transaction may be a “one off” set 
of projections or other prospective financial 
data that is influenced by the specific event 
or transaction for which the information 
was prepared.

  In many cases, PFI that was prepared in 
the normal course of business is viewed by 
the financial adviser as having the highest 
degree of objectivity.

 Was the PFI prepared by and approved by 
people who have the necessary knowledge 
and experience?

  This question tends to go hand-in-hand 
with whether the company routinely pre-
pares PFI. In situations where the company 
routinely prepares PFI, there is usually a 
formal budgeting process in place where 
people with the requisite knowledge and 
experience prepare such information.

  The PFI is then reviewed and modi-
fied by senior management and eventu-
ally approved by the company board of 
directors. However, in situations where the 
budgeting process is less formal, or less 
frequent, the financial adviser will typically 
want to know who prepared the PFI and the 
level of oversight that was provided during 
the process.

  An evaluation of the preparer’s qualifi-
cations usually provides the financial advis-
er with some insight as to how thorough the 
PFI may be.

  Also, whether the PFI was subject to 
review and approval by senior management 
or the board of directors often provides 
insight into the confidence company man-
agement has in the data.

 Was the PFI prepared on a bottom-up basis 
or a top-down basis?

  Most PFI is prepared one of two ways. 
With the bottom-up procedure, prospec-
tive data that is prepared by management 
of the company operating divisions is 
rolled up, or consolidated, to arrive at a top 
level projection.
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  With the top-down procedure, the PFI is 
prepared at the highest level of the organi-
zation and each operating division becomes 
responsible for their allocated portion of the 
total prospective financial performance.

  Each procedure has its own strengths 
and weaknesses. In general, the bottom-up 
approach will lead to a more comprehensive 
set of PFI, which potentially may lead to 
data with a higher degree of reliability.

 What key assumptions are incorporated in 
the PFI?

  In most cases, the PFI includes a pro-
jection of items such as revenue, expenses, 
income, working capital, and capital spend-
ing. The financial adviser typically reviews 
each line item and its underlying assump-
tions to evaluate the reasonableness of the 
PFI.

  For example, due diligence regarding 
projected revenue may begin by compar-
ing the company projected revenue growth 
rate with its historical revenue growth rate. 
However, little can be concluded about the 
PFI based on this comparison alone.

  As a result, the financial adviser also 
evaluates the assumptions behind the pro-
jected revenue growth rate, such as the 
assumptions related to projected product 
sales volume and projected product pric-
ing. In terms of expenses and income, the 
financial adviser typically reviews projected 
expense margins, income margins, and the 
breakdown of fixed expenses and variable 
expenses.

  In terms of projected working capital 
and capital spending, the financial adviser 
typically researches whether the company 
is projecting an appropriate level of working 
capital and fixed assets that would allow the 
company to achieve the level of growth and 
profitability included in the PFI.

 Is the PFI a benchmark for actual perfor-
mance or a motivational tool for company 
employees?

  Some companies prepare PFI that is 
a realistic projection of expected finan-
cial performance. Other companies create 
overly optimistic PFI that is used as a tool 
for motivating employees to exceed certain 
benchmarks.

  In the course of its work, the financial 
adviser inquires as to whether the PFI 
represents management’s best estimate of 
expected performance or whether it repre-

sents a “stretch” goal that exceeds expected 
performance.

  Furthermore, the financial adviser eval-
uates how expected performance is mea-
sured. In that regard, expected performance 
is often best measured by a probability-
weighting of various possible outcomes.

  For example, a company may pre-
pare three projection scenarios—an upside 
case, a base case, and a downside case. In 
this regard, an “expected” case projection 
results from a probability weighting of the 
three possible outcomes.

  If presented with multiple sets of PFI, 
all else being equal, a financial adviser 
would tend to use the data that represent 
company management’s best estimate of 
expected future performance.

 Is the PFI stated on a GAAP basis or an 
income tax basis?

  Many companies prepare their histori-
cal financial statements in accordance with 
GAAP. And, many companies may prepare 
their PFI on the same basis.

  Preparing both historical and project-
ed performance under the same basis of 
accounting allows for an apples-to-apples 
comparison of past financial performance to 
future financial performance.

  However, there are instances where the 
financial adviser may be interested in an 
alternative presentation of the PFI.

  For example, if using the discounted 
cash flow method in its fairness opinion 
analysis, the financial adviser may want to 
estimate after-tax cash flow to the company 
capital providers. In doing so, the financial 
adviser may be interested in a projection of 
depreciation, amortization, and income on 
an income tax basis rather than on a GAAP 
basis.

  Quite often the financial adviser deter-
mines that the PFI needs to be adjusted to 
arrive at financial fundamentals that are 
suitable for the fairness opinion analysis.

 Does the PFI reflect the company on a 
stand-alone basis or on a merged basis?

  Most PFI that is prepared in the normal 
course of business presents the company 
on a stand-alone basis. However, company 
management may also evaluate the com-
pany in the context of a potential transac-
tion and its effect on the company revenue 
or cost structure.
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 When conducting due 
diligence, the financial advis-
er should be aware of wheth-
er the projections reflect the 
target company on a stand-
alone basis or whether the 
projections include expect-
ed post-acquisition expense 
reductions and synergies. 
The type of transaction may 
also have an influence on 
the PFI.

 In a cash-based acqui-
sition of the target com-
pany, it may be appropriate 
for the financial adviser to 
review the PFI of the target 
company on a standalone 
basis.

  However, in a transaction where the 
merger consideration is the stock of the 
newly merged company, the financial advis-
er may also focus on the PFI of the newly 
merged company to evaluate the fairness of 
the merger consideration.

 How has the company performed in the past 
relative to its prior PFI?

  As part of the due diligence process, 
a financial adviser may request company 
management-prepared PFI from prior peri-
ods. This request is made in order to evalu-
ate how the company performed in the past 
relative to its financial projections.

  If a company has a history of either con-
sistently underperforming or overperforming 
its financial projections, the financial adviser 
usually considers that fact in reaching a con-
clusion about the quality of the PFI.

 Does the PFI make sense given overall eco-
nomic activity, the condition of the indus-
try in which the company participates, and 
the lifecycle stage of the company?

  Some of the most important due dili-
gence that a financial adviser conducts on 
the PFI is to evaluate the overall reasonable-
ness of the information. This procedure is 
performed by evaluating whether the com-
pany’s projected performance makes sense 
relative to projected economic growth and 
projected growth in the company’s industry.

  For example, a financial adviser would 
be skeptical of a general contractor’s PFI 
if it showed uninterrupted growth during 
an economic recession and a downturn in 
construction activity.

  Likewise, the PFI may not make sense if 
the company is in the mature stage of its life-
cycle, but the PFI includes growth rates that 
exceed the rate of growth of the industry as 
a whole. The PFI should make sense relative 
to external economic and industry factors.

Financial advisers who include a discounted 
cash flow analysis in their fairness opinion analysis 
typically spend a fair amount of time evaluating 
the quality of the PFI provided by target company 
management. As is the case with HFI, it is only after 
conducting sufficient due diligence on the subject 
company PFI that the adviser can use the PFI within 
a valuation method and arrive at a reliable range of 
value for the target company.

SUMMARY AND CONCLUSION
The methods and procedures applied in a fair-
ness opinion analysis often mirror those that are 
applied in a valuation of the target company equity. 
However, the fairness opinion analysis—much like 
a valuation analysis—should not be a mechanical 
process where valuation methodologies are based on 
untested HFI and PFI.

Instead, the financial adviser should conduct 
proper due diligence on the company-provided 
financial information to ensure the analysis is based 
on a solid foundation of information.

Small changes in the HFI or the PFI of the target 
company can determine whether or not a transac-
tion is fair from a financial point of view. As a result, 
a component of a robust fairness opinion analysis 
typically includes a thorough review of both the 
target company HFI and PFI.

The naive acceptance of the company-provided 
financial information by not conducting sufficient 
due diligence may lead the financial adviser to issue 
a compromised fairness opinion. 

Notes:

1. In the context of a fairness opinion analy-
sis, the guideline publicly traded company 
method may be referred to as the compara-
ble public company method and the guide-
line merged and acquired company method 
may be referred to as 
the precedent transac-
tion method.

Tim Meinhart is a managing director 
in our Chicago practice office. Tim 
can be reached at (773) 399-4331 or 
at tjmeinhart@willamette.com.

“[T]he financial 
adviser should 
conduct proper 
due diligence on 
the company-
provided financial 
information to 
ensure the analy-
sis is based on a 
solid foundation 
of information.”
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Willamette Management Associates consulting experts and testifying experts have achieved 
an impressive track record in a wide range of litigation matters. As independent analysts, 
we work for both plaintiffs and defendants and for both taxpayers and the taxing authori-
ties. Our analysts have provided thought leadership in breach of contract, tort, bankruptcy, 
taxation, family law, shareholder rights, antitrust, fraud and misrepresentation, and other 
disputes. Our valuation, damages, and transfer price analysts are recognized for their rigor-
ous expert analyses, comprehensive expert reports, and convincing expert testimony. This 
brochure provides descriptions of recent judicial decisions in which our analysts provided 
expert testimony on behalf of the prevailing party.
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Transaction Litigation Thought Leadership

INTRODUCTION
Investment banks, financial advisers, and other 
valuation professionals are often called upon to 
provide fairness opinions to the boards of directors 
of companies involved in a merger or acquisition 
(“M&A”) transaction.

Frequently, both the buying company and the 
selling company ( the “target company”) retain 
separate investment banks, advisers, or valuation 
analysts:

1. to review the terms of the potential transac-
tion and

2. to evaluate whether the terms of the pro-
posed transaction are fair, from a financial 
point of view, to the parties’ shareholders.

While both the buyer company and the target 
company frequently obtain their own fairness opin-
ions, litigation involving fairness opinions often 
centers on the fairness opinions offered to the target 
company’s boards of directors.

In part, that is due to the fact that the provision 
of a fairness opinion to the directors of the target 
company is often disclosed by the target company 
to its shareholders as part of the proxy solicitation. 
This solicitation seeks shareholder approval of the 
proposed M&A transaction.

The buying company, by contrast, may not be 
required to seek shareholder approval of the M&A 
transaction.

The target company’s board is not required to 
obtain a fairness opinion (to the best of our knowl-
edge) under the laws of any jurisdiction. However, 
obtaining a fairness opinion from an independent 
third-party adviser frequently gives the board, and 
the company shareholders, comfort that the terms 
of the proposed M&A transaction are fair and, thus, 
the proposed M&A transaction is in the best inter-
ests of the shareholders.

Over the years, disclosures related to fairness 
opinions have become ripe for shareholder claims 
against the target company, and the target com-
pany board, in connection with a proposed M&A 
transaction.

Among other things, shareholders have brought 
claims alleging that the target company failed to 
adequately disclose:

1. the underlying financial data provided to, 
and reviewed by, the party performing the 
fairness review;

2. certain conflicts of interest that may have 
influenced the party performing the fair-
ness review; or

A Survey of Recent Judicial Decisions 
Involving Fairness Opinions
Sean L. McGrane, Esq., and Brandon L. McFarland

Over the years, disclosures related to fairness opinions have become a focus of shareholder 
claims against the target company, and the target company board, in connection with 
a proposed merger or acquisition transaction. This discussion summarizes the regime 

governing disclosures related to fairness opinions. In addition, this discussion identifies and 
summarizes recent judicial decisions that address fairness opinion issues.
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3. certain assumptions or scenarios either 
considered or not considered by the party 
performing the fairness review.

Although there appears to have been a downtick 
in M&A litigation since the Delaware Chancery 
Court’s landmark decision in 2016 in the In re 
Trulia, Inc. Stockholder Litigation1 (“Trulia”)—in 
which Chancellor Bouchard declined to approve a 
“disclosure only settlement” and pledged to apply 
greater scrutiny to such settlements going for-
ward2—there has nevertheless been a steady stream 
of such litigations both in Delaware and in other 
forums.

This discussion (1) summarizes the regime gov-
erning disclosures related to fairness opinions and 
(2) also identifies and summarizes recent judicial 
decisions addressing fairness opinions.

This discussion not only summarizes the current 
legal landscape with respect to fairness opinions, 
but it is intended to make practitioners, valuation 
analysts, financial advisers, and other interested 
parties aware of the potential pitfalls that may arise 
in the next engagement.

THE APPLICABLE DISCLOSURE 
REGIME

Judicial opinions discussing fairness opinions typi-
cally arise in the context of claims brought by stock-
holders. Such claims allege that the target company 
issued a proxy statement that was materially false 
or misleading. The claims allege that the statement  
failed to disclose material facts, or omitted material 
facts.

The claims are usually lodged against certain 
directors and officers of the target company and the 
target company itself.

Usually, the shareholder will seek to enjoin the 
pending transaction through a preliminary injunc-
tion motion. However, disclosure claims can also be 
litigated even after an M&A transaction closes.

Historically, these types of disclosure claims 
were frequently brought as state law breach of 
fiduciary duty claims under the law of the state 
in which the target company is incorporated. The 
stockholder would typically allege that the directors 
of the target company breached their duties of care, 
loyalty, and/or candor (if such a duty exists) by issu-
ing a materially false or misleading proxy statement.

Frequently, these claims were either brought in 
the Delaware Chancery Court and/or governed by 
Delaware law (as the state of incorporation).

More recently, and particularly in light of the 
Delaware Chancery Court’s opinion in Trulia, share-
holders appear to be more frequently bringing 
claims in federal courts around the country. These 
claims allege that the proxy statements violated pro-
visions of the federal securities laws.

Specifically, Section 14(a) of the Securities 
Exchange Act of 1934 (the “Exchange Act”) 
grants the Securities and Exchange Commission 
(the “SEC”) the authority to promulgate rules 
and regulations for soliciting proxies on any reg-
istered security and makes it unlawful to solicit 
any proxy in violation of whatever rules the SEC 
promulgates.

The SEC promulgated Rule 14a-9 pursuant to 
this provision of the Exchange Act. Rule 14a-9 
prohibits soliciting a proxy through materially false 
or misleading statements or omissions—including 
solicitations for shareholder approval of an M&A 
transaction.3

In order to state a claim under Section 14(a) of 
the Exchange Act and SEC Rule 14a-9, the plaintiff 
has to show that:

1. a proxy statement contained a material 
misrepresentation or omission, which

2. caused plaintiff’s injury, and

3. the proxy solicitation itself, rather than the 
particular defect in the solicitation materi-
als, was an essential link in the accomplish-
ment of the transaction.4

There is some conflicting authority about wheth-
er the defendants’ state of mind in making the 
alleged misrepresentation or omission need only 
be negligent. A showing of recklessness or actual 
knowledge is not required.5

In any event, claims brought under Section 
14(a) of the Exchange Act and SEC Rule 14a-9 
are subject to the heightened pleading standards 
of the Private Securities Litigation Reform Act of 
1995 (the “PSLRA”), which requires particularized 
factual allegations in order to survive a motion to 
dismiss.

The PSLRA does not apply in state court dis-
closure actions arising under state law. Therefore, 
stockholders in federal court disclosure actions face 
an additional hurdle in pleading their claims.

In addition to hearing claims under Section 
14(a) and Rule 14a-9, federal courts may exercise 
their supplemental jurisdiction to hear disclosure-
based breach of fiduciary duty claims arising under 
state law as well.
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RECENT NOTABLE 
DECISIONS

In Re Almost Family Inc. 
Securities Litigation6

In In re Almost Family Inc. 
Securities Litigation (“Almost 
Family”), the plaintiff share-
holder brought claims in the 
United States District Court for 
the Western District of Kentucky, 
Louisville Division (the “District 
Court of Kentucky”) under 
Section 14(a) of the Exchange 
Act, and SEC Rule 14a-9. The 
plaintiff alleged that defendant 
Almost Family’s proxy statement 
was materially false or mislead-
ing in certain respects. Almost 
Family provides home health 
care services.

The shareholder also brought state law fiduciary 
duty claims.

Notably, this case was adjudicated on a motion to 
dismiss, after a motion to enjoin the M&A transac-
tion had previously been denied, and the merger had 
closed. This appears to be one emerging trend after 
Trulia—since disclosure-only settlements appear 
to be trending downward, more M&A litigations are 
being litigated after the proposed transaction has 
already been approved and consummated.

In Almost Family, the proxy referenced and 
included two fairness opinions—one prepared by an 
investment bank retained by the acquirer’s board 
and one prepared by an investment bank retained 
by the target company’s board.

The litigation focused on the fairness opinion 
issued for the target company’s board, which the 
shareholder plaintiff alleged “omitted necessary 
financial information that would allow stockhold-
ers to understand the financial figures and fairness 
opinion included within the proxy.”

In connection with the fairness opinion, the 
target company’s investment bank was provided 
“unaudited prospective financial information” by 
the target company’s management. The financial 
information was not “prepared with a view toward 
compliance with GAAP.” These facts were disclosed 
by the target company in the proxy.

While the full 14-page fairness opinion prepared 
by the investment bank for the target company 
was included within the proxy, and some of the 
unaudited financial opinion was included in the 

proxy, not “all the financial data and figures which 
[the investment bank] relied on in preparing the 
fairness opinion” were included in or attached to 
the proxy.

The plaintiff shareholder attacked the fairness 
opinion and related disclosures on two grounds.

First, the plaintiff alleged that the financial 
projections in the proxy, and relied upon by the 
target company’s investment bank, were mislead-
ing because “they were not prepared in accordance 
with GAAP.” Specifically, the plaintiff alleged that 
SEC Regulation G required the target company to 
include GAAP-equivalent figures along with the non-
GAAP figures prepared by management.

Regulation G states that “whenever a registrant 
. . . publicly discloses material information that 
includes a non-GAAP financial measure, the reg-
istrant must accompany the non-GAAP financial 
measure with” either comparable GAAP figures or a 
reconciliation.7

Regulation G, however, includes numerous 
exceptions, including one cited by the defendants 
in Almost Family which exempts from compliance 
“a non-GAAP financial measure included in a dis-
closure relating to a proposed business combina-
tion . . . if the disclosure is contained in a commu-
nication that is subject to” Item 1015. Item 1015, 
in turn, requires companies that receive fairness 
opinions to disclose summaries of those opinions, 
including “the bases for and methods of arriving at 
such findings and recommendations.”8

The District Court of Kentucky agreed with the 
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defendant target company that:

1. the exception to Regulation G applied, and

2. the target company was not required to 
disclose GAAP-reconciled versions of the 
financials relied upon by the investment 
banker in preparing its fairness opinion.

The District Court of Kentucky agreed that the 
target company disclosed the unaudited financials 
relied upon by the investment bank in order to com-
ply with Item 1015, and thus there was no require-
ment to disclose GAAP-reconciled figures.

The court noted approvingly that the target com-
pany had disclosed that the unaudited financials 
“were not prepared with a view toward public disclo-
sure . . . nor were they prepared with a view towards 
compliance with GAAP,” but were included in the 
proxy “solely to give stockholders access to infor-
mation that was made available to Almost Family’s 
board of directors and financial adviser.”

Therefore, the portion of the plaintiff stock-
holder’s disclosure claim aimed at the unaudited 
financial statements was dismissed.

Second, plaintiff alleged that the omission of 
certain financial data and figures relied upon by 
the target company’s investment bank in preparing 
its fairness opinion deprived shareholders of the 
ability to fully understand the basis for the fairness 
opinion.

Specifically, plaintiff alleged that “the omission 
of [unlevered free cash flow] projections and the 
line items used to calculate the [unlevered free cash 
flow] projections” rendered the investment bank’s 
“discounted cash flow analysis incomplete and mis-
leading.”

The plaintiff further alleged that omission of this 
material deprived the target company’s stockholders 
of the ability to “assess the merit” and “determine 
the weight” of the conclusions reached in the fair-
ness opinion.

The District Court of Kentucky disagreed, not-
ing at the outset that “the law does not require 
disclosure of every financial input used by a finan-
cial adviser so that the shareholders can replicate 
the advisers’ analysis.” Rather, “all that is required 
regarding a fairness opinion is an adequate and fair 
summary of the work resulting in the opinion. . . . 
The proxy need not disclose financial inputs suf-
ficient to allow the shareholders to reconstruct the 
analysis.”

The District Court of Kentucky concluded that 
the omission of the unlevered free cash flow projec-
tions was not material because the proxy—which 

included a full copy of the fairness opinion itself—
otherwise fairly summarized the work performed by 
the investment bank.

Often legal counsel and valuation analysts are 
provided with unaudited non-GAAP compliant 
financial projections and other financial data (i.e., 
internal historical financial statements) as data 
to rely on. Practitioners should be aware of the 
Regulation G and Item 1015 requirements when 
rendering a fairness opinion.

While the decision in the instant case points 
out that there are no legal requirements to dis-
close enough information to replicate the valuation 
analysts work, it is important that the analyst is 
cognizant to disclose enough information to provide 
shareholders a fair summary of the analyst’s work.

Baum v. Harman International Industries, 
Inc.9

One area in which companies and their financial 
advisers should be cognizant when making disclo-
sures is conflicts of interest that may exist for the 
adviser providing the fairness opinion. In sharehold-
er litigation, plaintiffs frequently question the suffi-
ciency of the disclosure of such conflicts-of-interest 
(real or potential).

Baum v. Harman International Industries, Inc. 
(“Baum”) is a case in which such conflicts-of-
interest claims survived a motion to dismiss and 
proceeded to discovery.

In Baum, a shareholder of the target company 
brought suit in the United States District Court for 
the District of Connecticut (the “District Court of 
Connecticut”) alleging violations of Sections 14(a) 
and 20(a) (control person liability) of the Exchange 
Act and SEC Rule 14a-9.

The target company obtained fairness opinions 
from two separate financial advisers—each of which 
recommended that the target company accept the 
offer from the buyer (Samsung) to purchase its 
shares for $112 in cash. In its proxy statement, the 
target company disclosed that one of its advisers 
had provided certain services to Samsung in the 
“preceding two years,” and identified certain of the 
services that had been provided.

The target company, however, only disclosed ser-
vices provided to Samsung that had been concluded 
in the prior two years; it did not disclose ongoing 
services, including that one of its advisers’ affiliates 
was still providing investment management services 
for one of the Samsung affiliates.

The plaintiff alleged that this potential conflict 
of interest should have been disclosed by the target 
company. Among other things, the plaintiff noted 
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that the target company’s financial adviser had 
counseled the target company to reject a competing 
offer in favor of the Samsung offer.

The plaintiff alleged that the financial adviser, in 
counseling the target company to reject the compet-
ing offer, and in providing a fairness opinion in favor 
of the Samsung offer, could have been conflicted by 
virtue of its affiliate’s relationship with Samsung’s 
affiliate.

The District Court of Connecticut agreed, noting 
the following:

The complaint explains that a potential 
conflict of interest by [the financial adviser] 
would be material because the [financial 
adviser] conducted the unsuccessful 
acquisition with Company A and prepared 
a fairness opinion recommending that 
the acquisition by Samsung be approved. 
The failure to disclose even potential 
conflicts of interest may be actionable 
under federal securities laws. The relevant 
inquiry is not whether an actual conflict 
of interest existed, but rather whether 
full disclosure of potential conflicts of 
interest has been made . . . [B]y only 
listing engagements that ended before 
[the financial adviser] issued its fairness 
opinion in November 2016, the proxy 
could have led shareholders to incorrectly 
believe that [the financial adviser] had 
no ongoing business relationship with 
Samsung apart from the acquisition. 
. . . Harman shareholders should have 
been given the opportunity to assess for 
themselves whether [the financial adviser’s] 
ongoing relationship with Samsung was 
material.

The District Court of Connecticut then denied 
the motion to dismiss and reserved the question 
of whether the omission was material for summary 
judgment following discovery.

One important takeaway from Baum is that valu-
ation analysts and advisers should review any and 
all relationships that may be considered a conflict-of 
interest and err on the side of disclosure. In Baum, 
there were competing bids from multiple potential 
buyers and the adviser failed to disclose an ongoing 
engagement with Samsung, one of the competing 
buyers.

Whether this affiliate relationship influenced the 
adviser’s decision making or not, it was enough to 
cause the District Court of Connecticut to question 
the materiality of the omission.

Salladay v. Lev10

Salladay v. Lev (“Salladay”) involves something 
of a “musical chairs” among financial advisers 
and investment banks advising a target company. 
Salladay addresses the sufficiency of the target 
company’s disclosures related to the rotating cast 
of advisers.

This case was brought before the Court of 
Chancery of Delaware (the “Delaware Chancery 
Court”).

For years, the target company had been explor-
ing potential sources of financing and strategic 
transactions, and retained an investment bank 
(“Firm 1”) to advise it throughout the process. Firm 
1 did so, and eventually, a potential acquirer sub-
mitted a bid to acquire the target company.

The target company created a special committee 
to review the acquisition proposal. However, instead 
of using Firm 1, the special committee hired a differ-
ent investment bank (Firm 2) to serve as its adviser 
in connection with an acquisition offer.

As alleged in the complaint, “just days” after 
Firm 2 was retained, it “abruptly terminated” its 
relationship with the special committee. Thereafter, 
the special committee hired a new firm (Firm 3) 
to serve as its adviser. Within eight days, Firm 3 
reviewed the proposed transaction and issued a fair-
ness opinion stating that the proposed consideration 
was fair, from a financial point of view, to the target 
company’s shareholders.

The plaintiff was a shareholder in the target 
company and brought a number of state-law-based 
disclosure claims in connection with the proxy 
statement issued by the target company in connec-
tion with the proposed M&A transaction.

Among other things, the shareholder alleged that 
the proxy was materially misleading because it did 
not “disclose the reason why [Firm 2] terminated its 
engagement” several days after being retained.

The Delaware Chancery Court agreed with the 
plaintiff shareholder and denied the defendant’s 
motion to dismiss on this issue, finding it “reason-
ably conceivable that missing information regarding 
the exit of [Firm 2] would have been material to a 
reasonable stockholder.”

The Delaware Chancery Court explained as fol-
lows:

The compressed timing of this transaction 
and the fairness opinion associated with 
it create a context in which information 
regarding a hired financial adviser that 
walks away becomes plausibly material . . . 
Presumably, [Firm 2] reviewed the transac-
tion in preparation to provide an opinion. It 
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then walked away. An innocent inference is 
that it declined to participate due to unfore-
seen conflicts or other logistics that made it 
impossible to turn a fairness opinion around 
in a compressed timeframe. The plaintiff’s 
inference is that the financial adviser found 
it could not approve the transaction as it 
stood and so it walked away, and the com-
pany chose not to disclose its disapproval. 
Either way, in evaluating the transaction, 
the board and [Firm 3] would themselves 
want to know why a well-known financial 
adviser voluntarily terminated an engage-
ment and walked away from a fully formed 
transaction. It follows that so would a rea-
sonable stockholder. The fairness opinion is 
perhaps the most material factor in a ‘sell/
don’t sell’ binary decision, and the reasons 
for going to a second—arguably a third—
financial adviser here, in the context of a 
near-completed deal and a tight schedule, 
are not trivial. . . . I find it reasonably con-
ceivable that such disclosures, not made 
here, are material.

It is important for valuation analysts and advisers 
preparing a fairness opinion to understand the his-
tory of the transaction and to be aware of any other 
analyses or engagements with other advisers or con-
sultants. A rigorous due diligence process typically 
yields the facts and circumstances of any previous 
engagements related to a particular transaction.

Valuation analysts and financial advisers can 
then independently determine whether these facts 
and circumstances are relevant to the current 
assignment.

Diekman v. Regency GP LP11

Like Salladay, Diekman v. Regency GP LP does 
not involve claims under the federal securities laws. 
This case was also tried in the Delaware Chancery 
Court and involves claims for breach of a Delaware 
partnership agreement arising, in part, out of the 
general partner’s reliance on a fairness opinion 
obtained in connection with a merger.

The plaintiff was a unit holder of the defendant 
and target company Regency Energy Partners, LP 
(“Regency”), a Delaware limited partnership that 
traded publicly prior to the merger in question.

Regency entered into a merger agreement with 
another Delaware partnership, Energy Transfer 
Equity (“ETE”). Indirectly, both Regency and ETE 
were controlled by the same entity, meaning that 
the merger was a “conflicted transaction.”

As such, prior to approving the merger, Regency 

established a “Conflicts Committee” to evaluate 
the merits of the merger and to make a recom-
mendation as to whether it should be approved by 
Regency’s unit holders.

In connection with its work, the Conflicts 
Committee retained a financial adviser to evaluate 
the terms of the transaction and render a fairness 
opinion. The case raises two interesting questions 
for practitioners and experts:

1. What constitutes “reliance” upon a fairness 
opinion?

2. Whether a new a fairness opinion should 
be provided after the terms of a merger 
change.

Reliance
On January 22, 2015—three days before it received 
the fairness opinion—the Conflicts Committee met 
and determined that the merger was fair to the unit 
holders. Three days later, after the proposed consid-
eration to be received by the target’s unit holders 
was increased, the financial adviser rendered an oral 
fairness opinion to the Conflicts Committee, opining 
that the proposed transaction (and the improved 
terms) was fair from a financial point of view.

The question before the Delaware Chancery 
Court was whether under these circumstances—
where the Conflicts Committee determined that the 
less favorable terms were fair prior to even receiv-
ing the adviser’s fairness opinion—the Conflicts 
Committee had actually relied upon the fairness 
opinion in deciding to recommend the proposed 
transaction to the target entity’s unit holders.

The question of reliance was important because, 
under the target’s partnership agreement, reliance 
on “investment bankers and other advisers” created 
a conclusive presumption that the general partner 
(or entities acting at its direction, like the Conflicts 
Committee) acted “in good faith.”

On summary judgment, the Delaware Chancery 
Court determined that there was a material question 
of fact for trial about whether the Conflicts Committee 
had actually relied on the fairness opinion received 
on January 25, 2015—“given the evidence that the 
Conflicts Committee already had determined that the 
inferior January 22 terms were fair.”

Changed Consideration
Additionally, after the financial adviser provided its 
fairness opinion on January 25, 2015, the compen-
sation to be paid to the target company subsequent-
ly changed again. Specifically, in mid-February, the 
cash component of the consideration was replaced 
with additional units in the acquiring company. The 
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financial adviser did not update its fairness opinion 
to reflect or address this change.

The plaintiff argued that this, too, showed that 
the Conflicts Committee had not actually relied 
on the fairness opinion, since the fairness opinion 
did not actually evaluate the revised terms of the 
merger agreement.

The Delaware Chancery Court again agreed with 
the plaintiff and held that the question of whether 
the change in consideration was material—and thus 
the fairness opinion should have been updated—
was “a fact question appropriate for trial, especially 
given that the value of the proposal could fluctuate 
since the exchange ratio did not have a collar.”

M&A transactions can be a moving target for valu-
ation analysts and financial advisers. When rendering 
a fairness opinion, valuation analysts and financial 
advisers need to be made aware of ongoing changes to 
the structure of the transaction and incorporate them 
into the analysis as appropriate.

In addition, during the course of their work, 
financial advisers and valuation analysts typically 
perform a thorough review of the target company’s 
articles of incorporation or partnership agreement.

SUMMARY AND CONCLUSION
Often, litigation involving fairness opinions is relat-
ed to the fairness opinions prepared for the tar-
get company’s boards of directors. The judicial 
precedent summarized in this discussion provides 
practitioners with a survey of recent judicial deci-
sions related to a target company’s fairness opinion 
decided in both state and federal courts.

As summarized in this discussion, disclosures 
related to fairness opinions have become the focus 
of stockholders’ claims against target companies, 
and those companies’ boards of directors. The issues 
brought before either state court or federal court, or 
both, often relate to adequate disclosure.

An understanding of the judicial decisions in this 
discussion can assist practitioners to appropriately 
disclose:

1. the underlying financial data provided,

2. certain conflicts of interest, and

3. certain assumptions or scenarios either 
considered or not considered.

Notes:
1. 129 A.3d 884 (Del. Ch. 2015).

2. A “disclosure only settlement” is a settlement 
reached between the stockholder challenging 
the proposed transaction (purportedly acting on 
behalf of all stockholders) and the target com-

pany (or, in some cases, 
the buyer), in which the 
target company agrees to 
make certain additional dis-
closures relating to the pro-
posed transaction in order 
to cure the purported defi-
ciencies in the proxy state-
ment issued by the target 
company seeking approval 
of the transaction. In addi-
tion to issuing supplemen-
tal disclosures, the target 
company usually also agrees to make a payment 
of attorneys’ fees to counsel representing the 
plaintiff stockholder. The target company is usu-
ally incentivized to reach these settlements given 
the typical procedural posture of these cases, in 
which the stockholder brings (or threatens to 
bring) a preliminary injunction motion to enjoin 
the pending transaction. In Trulia, Chancellor 
Bouchard questioned the utility of “disclosure 
only settlements” and indicated such settle-
ments (which require court approval) would be 
subject to greater scrutiny in Delaware.

3. 17 C.F.R. § 240.14a-9.

4. Baum v. Harman Int’l Indus., 408 F. Supp. 3d 70 
(D. Conn. 2019).

5. See, e.g., In re Almost Family Secs. Litig., 2020 
U.S. Dist. LEXIS 23456 (W.D. Ky. Feb. 11, 2020). 

6. 2020 U.S. Dist. LEXIS 23456 (W.D. Ky. Feb. 10, 
2020).

7. 17 C.F.R. § 244.100.

8. 17 C.F.R. § 229.1015.

9. 408 F. Supp. 3d 70 (D. Conn. 2019).

10. C.A. No. 2019-0048-SG, 2020 Del. Ch. LEXIS 78 
(Del. Ch. Feb. 27, 2020).

11. 2019 Del. Ch. LEXIS 1334 (Del. Ch. July 19, 
2019).
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Transaction Litigation Thought Leadership

INTRODUCTION
For many years, Delaware has been a popular state 
of incorporation for American companies. Given 
the preponderance of corporations incorporated 
in Delaware, the state’s corporate case matter legal 
decisions are often closely followed and studied by 
academics and professionals alike.

While there have been countless trials that have 
made their way through the Delaware Court of 
Chancery (“the Delaware Chancery Court”), recent-
ly some of the most widely followed cases have 
involved dissenting shareholder appraisal rights 
cases (also sometimes referred to as dissenters’ 
rights cases).

In Delaware, Title 8, Section 262 provides share-
holders certain protections. For example, Title 8, 
Section 262 of the Delaware Code (“Section 262”) 
states that “any stockholder of a corporation of this 
State who holds shares of stock on the making of a 
demand . . . with respect to such shares, who con-

tinuously holds such shares through the effective 
date of the merger or consolidation . . . and who has 
neither voted in favor of the merger or consolidation 
nor consented thereto in writing . . . shall be entitled 
to an appraisal by the Court of Chancery of the fair 
value of the stockholder’s shares. . . .”1

It is not uncommon for noncontrolling share-
holders to effectively be forced to sell their shares of 
a company at a determined price upon the closing of 
a merger, sale, or other company change of control 
transaction. Section 262 is designed to protect those 
noncontrolling shareholders who, while forced to 
sell their shares, are not content with the financial 
consideration that is being paid to them in exchange 
for those shares.

In effect, Section 262 offers noncontrolling 
shareholders that are unhappy with the financial 
terms of a merger or a sale of a company to petition 
the Delaware Chancery Court in an effort to receive 
what they perceive to be the actual fair value of 

Recent Trends in Delaware Chancery 
Court Appraisal Rights Cases
Nathan P. Novak
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their shares. These lawsuits are often referred to as 
appraisal rights cases.

Over the years, the Delaware Chancery Court 
has opined on numerous appraisal rights cases. In 
fact, the Delaware Chancery Court often sees sev-
eral appraisal rights cases come to trial in any given 
year (which does not even consider that many more 
cases have likely settled or otherwise never reached 
trial).

In recent years, given that many appraisal 
rights cases have been tried in Delaware, certain 
trends have emerged regarding how the Delaware 
Chancery Court views certain recurring issues 
involved in those types of cases.

In particular, five noticeable trends have emerged 
in Delaware appraisal rights cases during the past 
several years:

1. The Delaware Chancery Court has recog-
nized synergies that may be present—and 
need to be subtracted from fair value—in 
deal prices.

2. In determining fair value, the Delaware 
Chancery Court tends to give the most con-
sideration to the deal price (assuming the 
selling process is fair and robust). Absent 
a fair and robust process, the Delaware 
Chancery Court has also considered the 
discounted cash flow valuation method.

3. The Delaware Chancery Court may be get-
ting a little weary of appraisal arbitrage 
strategies involving investors effectively 
“buying into” litigation just before a trans-
action.

4. The Delaware Chancery Court has conclud-
ed on fair value compensation that is less 
than the deal price. Shareholders perfecting 
their appraisal rights should be aware that 
they may end up with less than other share-
holders that accepted the deal price.

5. The Delaware Chancery Court is comfort-
able mixing and matching valuation analy-
ses in order to come up with fair value. That 
is, typically the Delaware Chancery Court 
does not pick a single methodology, or a sin-
gle expert, to agree with. And, the Delaware 
Chancery Court often reaches a decision 
based on multiple valuation-related analy-
ses conclusions to arrive at fair value.

FAIR VALUE AND DEAL PRICE 
SYNERGIES

Section 262 states that if petitioners (i.e., noncon-
trolling shareholders subject to a merger or con-

solidation) are able to perfect their appraisal rights, 
then they are entitled to receive the fair value of 
their shares. Of course, the fair value (for statutory 
shareholder rights) standard of value is a standard 
that is often evolving and is generally influenced by 
past judicial decisions.

Recent Delaware Chancery Court decisions may 
provide relevant information regarding the determi-
nation of fair value, particularly in the context of an 
appraisal rights dispute.

The 2016 case styled In re Appraisal of Dell 
Inc. (“Dell”) was a closely followed case involv-
ing appraisal rights. That case received attention 
throughout the valuation profession. The opinion, 
issued by Vice Chancellor Laster, drew upon case 
law precedent involving issues of fair value and 
contemplated what the fair value standard of value 
means to the Delaware Chancery Court.2

Vice Chancellor Laster decided that the final 
merger consideration is a relevant factor, but stated 
that “it is not the best evidence of the Company’s 
fair value.”3

Similarly, Vice Chancellor Laster concluded 
that, while it was a factor, “market price data is 
neither conclusively determinative of nor presump-
tively equivalent to fair value.”4

A particular issue with using the deal price as 
evidence of fair value is the “recognized problem that 
an arms’ length deal price often includes synergies.”5

The 2017 reversal of the DFC Global Corporation 
(“DFC”) case similarly discussed the importance 
of considering acquisition synergies that may be 
included in deal prices.6

While the opinion by Chief Justice Strine was 
favorable regarding the robust marketing process 
involved in the sale of DFC, it similarly discussed 
the difficulties in determining what portion of the 
deal price represents the fair value of the company 
as a stand-alone, going-concern entity, and what 
portion may represent post-merger synergies.

The value associated with post-merger syner-
gies would not otherwise exist in the premerger 
company as a going concern on a stand-alone basis. 
Accordingly, it is understood that, because merger 
transactions may incorporate synergies into the 
deal price, that deal price may not represent the 
company’s fair value as it is often interpreted by the 
Delaware Chancery Court.

More recently, the 2018 case styled Verition 
Partners Master Fund Ltd. v. Aruba Networks, Inc. 
(“Verition”), referenced that “The Dell and DFC 
decisions recognize that a deal price may include 
synergies, and they endorse deriving an indication 
of fair value by deducting synergies from the deal 
price.”7



www.willamette.com INSIGHTS  •  AUTUMN 2020  65

The Verition decision ultimately excluded dis-
counted cash flow estimates of fair value and con-
sidered both “Aruba’s unaffected market price of 
$17.13 per share and my deal-price-less-synergies 
figure of approximately $18.20 per share.”8

However, the only indication of fair value relied 
on in the original Verition decision ended up being 
the unaffected market price of the company. Vice 
Chancellor Laster recognized that “my deal-price-
less-synergies figure is likely tainted by human 
error. Estimating synergies requires exercises of 
human judgement. . . .”9

Accordingly, while the original Verition decision 
similarly recognizes the importance of excluding 
synergies in estimating fair value, it also recognizes 
the difficulty in doing so. Importantly, the origi-
nal Verition decision was ultimately reversed and 
remanded on appeal. In its opinion, the Supreme 
Court of Delaware determined that the Delaware 
Chancery Court should have relied on deal-price-
less-synergies, rather than the unaffected market 
price. The Supreme Court of Delaware ultimately 
determined that the fair value of the subject shares 
was $19.10 per share, which was determined based 
on a deal-price-less-synergies methodology.10

The takeaway from those recent cases regarding 
deal price considerations is that, even if the trans-
action involved a robust and fair marketing and 
bidding process, that final deal price still may not 
be a true representation of the target company’s 
fair value.

That is largely due to the presence of synergistic 
value or synergistic premiums that may be included 
as a portion of the deal price consideration. Because 
synergies would not be available to a company on 
a premerger stand-alone basis, courts often under-
stand that those synergies should not be included in 
determining the target company’s fair value.

However, as discussed in the next section, 
despite the Delaware Chancery Court’s relatively 
consistent acknowledgement that deal prices may 
contain synergies, that has not stopped many court 
opinions from relying on an unadjusted deal price as 
evidence of fair value.

DISCOUNTED CASH FLOW 
METHOD, DEAL PRICE, AND 
OTHER VALUATION METHODS

As discussed in the section above, the Delaware 
Chancery Court often does not take a one-size-fits-
all approach in determining the most appropriate 
methodology to apply in estimating a target com-
pany’s fair value in appraisal rights cases.

For instance, despite ultimately determining that 
a discounted cash flow method was the best estimate 
of fair value, the original Dell opinion states that “in 
at least five decisions, the Court of Chancery has 
found the deal price to be the most reliable indicator 
of the company’s fair value, particularly when other 
evidence of fair value was weak.”11

Exhibit 1 presents a list of several recent apprais-
al-rights-related Delaware Chancery Court opinions 
and the valuation methods applied by the court to 
determine fair value.

While Exhibit 1 is not an all-inclusive list of 
appraisal rights cases to go through the Delaware 
Chancery Court in recent years, it provides a good 
sample indicating certain trends regarding the 
valuation methods relied on by the court in those 
cases.

As evidenced in Exhibit 1, the two valuation 
methods that seem to get the most consideration in 
the Delaware Chancery Court are:

1. the discounted cash flow method and

2. the so-called “deal price” method (or other-
wise, the deal price less post-merger syner-
gies).

The discounted cash flow method is a generally 
accepted business valuation method that is applied 
in many valuation analyses. It is based on the 
fundamental financial principle that the value of a 
business is equal to the present value of its future 
cash flow.

While the discounted cash flow method relies 
on many inputs and assumptions, it has appeal to 
the Delaware Chancery Court. This may be because 
of its theoretical soundness and the ability for the 
court to determine what it believes to be the most 
reliable inputs to incorporate into a discounted cash 
flow analysis.

The so-called “deal price” method is gener-
ally considered to be the price the selling company 
shareholders received as a result of the merger or 
acquisition is representative of the target company’s 
fair value.

As discussed above, the Delaware Chancery 
Court often relies on the deal price, but then sub-
tract the value of certain perceived post-merger 
synergies that may be included in the unadjusted 
deal price.

Either way, the Delaware Chancery Court has 
demonstrated that, as long as the company’s sale 
process was fair, thorough, and robust, it will often 
rely on the deal price as the indication of fair value.

However, in situations where the Delaware 
Chancery Court finds that the sale process was not 
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robust, for one reason or another, the court tends 
to rely on a discounted cash flow method analysis 
conclusion.

Of particular note, as indicated in Exhibit 1, it 
appears that the Delaware Chancery Court’s prefer-
ence is generally for deal price fair value indications, 
however, the discounted cash flow method has been 
considered in many judicial decisions. For a time in 
2016 and 2017, it was more typical for the Delaware 
Chancery Court to discard the deal price and rely 
solely on discounted cash flow method analysis.

However, that “trend” may simply be a coinci-
dence as those particular cases likely involved cer-
tain issues that the Delaware Chancery Court found 
within the target company’s sale process.

TRENDS IN APPRAISAL ARBITRAGE
Section 262 of the Delaware Code offers appraisal 
rights to all shareholders who hold the stock (1) 
on the date of a making of demand through (2) the 
effective date of the merger or consolidation. That 
is, a shareholder need not be a long-term owner of 
company shares to be able to petition for appraisal 
rights.

A shareholder could theoretically purchase 
shares shortly before a merger and, as long as the 
shareholder owns those shares through the close 

of the transaction, it is possible to attempt to claim 
appraisal rights. That concept has given rise to an 
entire class of investor strategy, often referred to as 
“appraisal arbitrage.”

Appraisal arbitrage is a strategy in which 
investors purchase shares of a company that are 
soon expected to be part of a merger transaction. 
Following the close of that transaction, those new 
investors will attempt to perfect their appraisal 
rights in order to make a profit on their investment. 
The idea being that, investors (typically as part of a 
hedge fund strategy) will be able to make a quick, 
court-ordered profit if they are able to prove that 
the fair value of the acquired company is more than 
what was actually paid as part of the final deal con-
sideration.

In general, appraisal arbitrage is an intuitive 
strategy—there is seemingly little downside risk (an 
uninformed investor may think that, at worst, they 
will largely break even because they will be entitled 
to receive their share of the deal proceeds regardless 
of the appraisal action) and a seemingly plentiful 
upside gain opportunity (if the investor is able to 
show through, for example, a discounted cash flow 
method analysis that the fair value of the company 
far exceeds the deal price).

However, in practice, there are some issues to be 
aware of in the context of appraisal arbitrage. The 
primary issues include the following:

Year Case/Opinion Methods Relied on by the Court
2015 In Re Appraisal of Ancestry.com, Inc. Deal Price, DCF
2015 Longpath Capital, LLC v. Ramtron International Corporation Deal Price (less synergies)
2015 Merion Capital L.P. v. BMC Software, Inc. Deal Price
2016 John Douglas Dunmire v. Farmers & Merchants Bancorp of Western Pennsylvania, Inc. DCF
2016 In Re Appraisal of Dell Inc. DCF
2016 In Re Appraisal of DFC Global Corp. DCF, Comparable Companies, Deal Price
2016 Merion Capital L.P. v. Lender Processing Services, Inc. Deal Price
2016 In Re ISN Software Corp. DCF
2017 ACP Master, Ltd. v. Sprint Corporation v. Clearwire Corporation DCF
2017 In Re Appraisal of Petsmart, Inc. Deal Price
2018 In Re Appraisal of AOL Inc. DCF
2018 Veriton Partners Master Fund Ltd v. Aruba Networks Inc. Unaffected Market Price
2018 In Re Appraisal of Solera Holdings, Inc. Deal Price (less synergies)
2019 In Re Appraisal of Stillwater Mining Company Deal Price
2019 In Re Appraisal of Columbia Pipeline Group, Inc. Deal Price
2019 Kendall Hoyd v. Trussway Holdings, LLC DCF
2019 In Re Appraisal of Jarden Corporation DCF, Deal Price (less synergies)
2020 In Re Appraisal of Panera Bread Company Deal Price (less synergies)
2020 Manichaean Capital, LLC v. SourceHOV Holdings DCF

DCF = Discounted cash flow
Sources: Opinions published in the above-referenced Delaware Court of Chancery cases.

Exhibit 1
Delaware Court of Chancery Appraisal Rights Decisions
Methods Used by the Court to Determine Fair Value
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1. The Delaware Chancery Court may be 
growing somewhat weary of the practice of 
“gaming” the Delaware Code to the benefit 
of opportunistic investors, rather than for 
the protection of the general public.

2. There is significantly more downside risk 
than may be identified at first glance.

This section focuses on the first issue; the follow-
ing section discusses the second issue.

In general, corporate law is often designed to 
protect those who are not in control. That is why 
there are shareholder oppression statutes, corporate 
fraud statutes, and many others that are designed 
to protect shareholders in the event that those in 
control of a company manipulate their power to the 
detriment of noncontrolling shareholders.

Similarly, it could be argued that is why Section 
262 of the Delaware Code exists—to protect non-
controlling shareholders who are forced to partici-
pate in a change of control transaction and sell their 
shares, despite having little say in the process or the 
ultimately negotiated deal price.

However, as is often the case, the underlying 
purpose of a corporate law statute may be muddled 
over time, as investors seek ways to use the law to 
their advantage. Appraisal arbitrage is, effectively, a 
statute-driven investment strategy.

Despite relatively sound theory behind employ-
ing the strategy, there are some observable trends 
in recent Delaware Chancery Court decisions that 
indicate it may be getting more difficult to effec-
tively employ the arbitrage strategy.

There have been some recent decisions in which 
the Delaware Chancery Court opinion has appeared 
to indicate a certain appraisal arbitrage weariness 
from the court.

For instance, Vice Chancellor Glasscock wrote 
in 2015 regarding the Merion Capital LP v. BMC 
Software, Inc., opinion, “This case presents what 
has become a common scenario in this Court: a 
robust marketing effort for a corporate entity results 
in an arm’s length sale where the stockholders 
are cashed out, which sale is recommended by an 
independent board of directors and adopted by a 
substantial majority of the stockholders themselves. 
On the heels of the sale, dissenters (here, actually, 
arbitrageurs who bought, not into an ongoing con-
cern, but instead into this lawsuit) seek statutory 
appraisal of their shares.”12

The fact that Vice Chancellor Glasscock identi-
fies the plaintiffs as “arbitrageurs” who “bought 
into the lawsuit” in the first sentence of the opinion 

seems to imply a certain skepticism with regard to 
the circumstances of the investors in that case. Not 
surprisingly, the opinion then proceeds to largely 
disregard the petitioners’ methodologies and to state 
that the deal price was the best indication of fair 
value in that case.

It appears that the Delaware Chancery Court 
has been careful to refrain from advocating for, 
or against, appraisal arbitrageurs and to instead 
interpret the relevant law as written. For instance, 
the case styled In Re Ancestry.com, Inc., similarly 
involved a transaction in which arbitrageurs pur-
chased shares of Ancestry.com, Inc., shortly prior to 
its acquisition by a private equity firm.

In the opinion, Vice Chancellor Glasscock wrote, 
“If the General Assembly wishes to address the 
‘problems’ caused by appraisal arbitrage, either sub-
stantive or with respect to the operation of Section 
262, presumably it will do so, but the fact that, in 
Ancestry’s reading, the statutory language is an 
imperfect representation of legislative intent does 
not give a judge license to rewrite clear statutory 
language; nothing Ancestry has pointed out makes 
operation of the statute impossible or leads to a 
result that is absurd.”13

So while in certain cases it may be possible to 
read between the lines in order to get a sense for a 
court’s proclivity with regard to appraisal arbitrage 
strategy, it largely remains an issue that is depen-
dent on the facts and circumstances of each case.

WHEN FAIR VALUE IS LESS THAN 
THE DEAL PRICE

Perhaps more concerning to appraisal arbitrageurs 
is the growing incidence of cases in which the court 
determines that the fair value of a target company’s 
shares is actually less than the per-share price 
implied by the final transaction consideration.

That is, it is not unheard of and, in fact, some-
what typical, for petitioners in an appraisal rights 
case to end up with a court order that grants them 
less for their shares than they otherwise would have 
received had they foregone their appraisal rights 
and participated in the transaction with the other 
selling shareholders.

That phenomenon is able to occur because 
Section 262 clearly states that the standard of value 
in appraisal rights cases is fair value, and it gives 
the Delaware Chancery Court exclusive authority to 
determine that fair value.

Accordingly, if the court determines that the 
deal price does not provide a reliable indication of 
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fair value for one reason or another, that effectively 
opens the gates to allow for any other methodology 
that the court finds to be more reliable. In that 
case, the fair value concluded by the court could 
be either more than or less than the actual transac-
tion value.

For example, as previously discussed, the 
Delaware Chancery Court has often indicated that 
a deal price may include synergistic value. At the 
same time, the Delaware Chancery Court has often 
indicated that fair value should represent a stand-
alone value—and should exclude post-merger syn-
ergies.

Accordingly, based on that logic, it stands to 
reason that an argument could be made for many 
transactions that a deal price overstates the actual 
fair value of the target company.

Not surprisingly, in all of the cases listed in 
Exhibit 1 in which the method relied upon was the 
deal price less synergies, the Delaware Chancery 
Court ultimately concluded a fair value that was less 
than the deal price consideration received by the 
selling shareholders.

In more extreme cases, the Delaware Chancery 
Court may find that fair value is not simply deal 
price less synergies, but rather something substan-
tially less than the deal price.

For instance, in the original Verition decision, 
the Delaware Chancery Court ignored the deal price 
entirely and found that the unaffected market price 
before the announcement of the transaction was the 
best estimate of the company’s fair value.

In that case, the fair value of $17.13 initially pro-
vided to the petitioners was significantly less than 
the $24.67 per share implied by the deal terms (and 
received by the other selling shareholders).14

When neither the deal price nor unaffected mar-
ket price are determined to be reliable, the Delaware 
Chancery Court has often used a discounted cash 
flow method analysis to determine the fair value of 
the subject shares. Similarly, the discounted cash 
flow method may result in a value that is more than 
or less than the agreed upon deal price.

In another matter styled ACP Master Ltd. v. 
Sprint Corporation v. Clearwire Corporation,15 the 
Delaware Chancery Court found that a discounted 
cash flow methodology that resulted in $2.13 per 
share for Clearwire stock was the best indication of 
fair value. In contrast, the agreed upon deal price in 
the subject acquisition was $5.00 per Clearwire share.

The court-ordered fair value to be paid as con-
sideration to the petitioners in that case was less 
than half of what would have been received had they 
foregone their appraisal rights and participated in 
the transaction with the other selling shareholders.

Although this section focuses on some of the 
more interesting cases in which fair value was deter-
mined to be less than the deal price, there have 
similarly been many cases in which the Delaware 
Chancery Court determined the opposite.

In other words, in certain cases the Delaware 
Chancery Court decided that the deal price was 
significantly less than the fair value of the target 
company. Those are typically cases in which the 
court determines there were certain insufficiencies 
in the deal process.

For example, there may have been conflicts of 
interest that affected board members’ judgement, 
or there may not have been ample market time to 
get the best possible bid for the company. In those 
instances, it is not uncommon for the Delaware 
Chancery Court to conclude a fair value for the 
company’s shares that is greater than the indicated 
deal price.

But, it is clear that appraisal arbitrageurs cannot 
simply assume that their investment strategy is low 
risk or that a deal price represents the floor of the 
consideration they are entitled to.

If the Delaware Chancery Court determines 
that the deal process was sufficient and robust, it is 
often an uphill battle to convince a court that the 
fair value of the company is something substantially 
greater than what was paid as transaction consid-
eration.

COURT DECISIONS AND CERTAIN 
ANALYSES

There appears to be a trend in terms of the general 
procedures or steps the Delaware Chancery Court 
takes with regard to valuation issues in appraisal 
rights cases. In many cases the court will scrutinize 
the deal process and determine whether it was suf-
ficient to provide a good indication of the fair value 
of the company.

If that is the case, the Delaware Chancery Court 
may rely heavily on the deal price (either adjusted 
or unadjusted) in determining fair value. However, 
if the deal price is determined to be unreliable, the 
court has then typically turned to discounted cash 
flow methods in recent appraisal rights cases.

In those instances, it is typical for financial 
experts on both sides to present competing dis-
counted cash flow analyses. It is often up to the 
court to reconcile significant differences between 
multiple discounted cash flow analyses in order to 
arrive at fair value.

In many instances, the court scrutinizes the 
various discounted cash flow method analyses and 
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places weights on the indicated values (e.g., 50 
percent weight on petitioners expert’s discounted 
cash flow method indication of value and 50 percent 
weight on respondents expert’s discounted cash flow 
method indication of value).

This was the case, for example, in the original 
Dell decision, in which Vice Chancellor Laster 
selected the two most reliable discounted cash flow 
models and placed equal weight on their indicated 
values to arrive at fair value.16

In other instances, when the court appears to be 
most comfortable relying on a discounted cash flow 
method analysis, it may pick and choose certain 
assumptions or pieces of a discounted cash flow 
method analysis from various experts and make 
adjustments.

For example, in the case styled Manichaean 
Capital, LLC v. SourceHOV Holdings, Inc., the 
Delaware Chancery Court almost entirely accepted 
the petitioners’ discounted cash flow indication of 
value.17

The Delaware Chancery Court only made one 
adjustment to the size premium that was applied in 
the petitioners’ discounted cash flow model.

Because Section 262 gives the Delaware Chancery 
Court broad authority to determine fair value in 
appraisal rights cases, it is sometimes difficult to 
predict how a court will apply various methods to 
reach a conclusion.

As discussed above, there are cases in which a 
court may adopt various experts’ discounted cash 
flow models and simply weight the value conclu-
sions. In other cases, the Delaware Chancery Court 
may adopt certain aspects of an expert’s discounted 
cash flow model but change certain assumptions as 
it sees fit.

SUMMARY AND CONCLUSION
Given the prevalence of corporations incorporated 
in Delaware, the Delaware Chancery Court sees sev-
eral high-profile corporate-law-related cases each 
year. Appraisal rights cases often lead to some of 
the most controversial decisions. These Delaware 
Chancery Court judicial decisions often involve 
complex valuation issues.

Due to the many appraisal rights cases tried in 
the Delaware Chancery Court each year, it is pos-
sible to identify certain trends regarding how the 
Delaware Chancery Court may view certain recur-
ring issues.

However, the ever-evolving nature of case law 
means that, despite some of the previously discussed 
trends and issues regarding Delaware appraisal 

rights cases, it is often difficult to precisely predict 
how a trial will evolve or how a court will rule on 
certain issues.

Perhaps the only certainty with regard to apprais-
al rights cases that reach the Delaware Chancery 
Court is that there will no doubt be interesting legal 
and valuation issues involved.
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Transaction Litigation Thought Leadership

INTRODUCTION
During the past 20 years, this author has prepared 
numerous valuation analyses for a wide variety of 
client matters. Many of the cases I work on, and 
have worked on over the years, involve business 
valuation disputes and damages measurement dis-
putes.

These disputes have been tried in state court, 
the U.S. District Court, and U.S. Tax Court jurisdic-
tions.

At Willamette Management Associates 
(“Willamette”), that is what we do. In many respects, 
that is what we are known for—valuation analyses 
that provide thought leadership for many purpos-
es—including dispute resolution.

Recently, Willamette Management Associates 
worked on a minority shareholder oppression mat-
ter that resulted in the largest valuation-related 
judicial ruling in Nebraska state court history.

In Ryan, the District Court of Sarpy County, 
Nebraska (the “Court”) found in favor of the Wayne 
L. Ryan Revocable Trust, Steven Ryan, and First 
Nebraska Trust, plaintiffs (collectively, the “WLRT”).

The Ryan decision resulted in a total award of 
$722 million for the WLRT.

The Ryan matter was essentially a dispute 
between family members that involved the fair value 
valuation of Streck, Inc. (“Streck”), a multinational 
life sciences company.

Plaintiff, Dr. Wayne L. Ryan (“Dr. Ryan”) found-
ed Streck in 1971.

Unfortunately, Dr. Ryan passed away in November 
2017, before the Ryan matter went to trial in 2018. 
After his death, his son Steven Ryan became the 
co-trustee for his revocable trust along with First 
Nebraska Trust.

Defendant Connie Ryan, Dr. Ryan’s eldest daugh-
ter, is currently the Streck CEO and its president. 

Litigation Insights from Ryan, a Shareholder 
Oppression Decision
Kevin M. Zanni

This discussion presents an insider perspective on the largest valuation-related judicial 
decision in Nebraska state court history.1 This judicial decision is also considered to be 

the second-largest forced buyout in U.S. history.2 This matter involved substantial value 
opinion differences that pitted two well-known valuation firms against each other. In 

Ryan, the two valuation firms basically applied the same methodology but had differences 
of opinion related to (1) financial projections, (2) expected long-term growth rate 

assumptions, (3) selection of a modified capital asset pricing model equity size-premium, 
(4) selection of an unsystematic company risk premium, (5) the relevance of a failed 
merger and acquisition sales process, (6) application and selection of guideline public 
company pricing multiples, and (7) application of a tax pass-through entity valuation 

adjustment. In the end, the court accepted one value conclusion in full, and rejected the 
other value conclusion because it was found to be unreliable.
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Connie has voting control of Streck by way of her 
ownership of Streck voting common stock.

STRECK, INC.
Defendant Streck is a private company. The com-
pany was founded in 1971, and it is based in Omaha, 
Nebraska.

Streck is a worldwide leader in developing and 
manufacturing quality control and diagnostic prod-
ucts in hematology, immunology, and molecular 
diagnostics for clinical and research laboratories. 
Streck research efforts have led to the development 
of several patented products for use in hematology, 
flow cytometry, and chemistry.

Streck has enjoyed significant financial and 
operational success since it began operations. Streck 
has increased sales every year since its inception in 
the 1970s.3

As of 2014, Streck controlled approximately 60 
to 75 percent of the hematology controls market in 
the United States. Hematology controls accounted 
for approximately 34 percent (approximately $34 
million) of the Streck sales in 2014.

By the time that Dr. Ryan left Streck in 
2014, Streck’s sales had reached $100 million, it 
employed 330 employees, and it operated out of a 
200,000-square-foot facility in La Vista, Nebraska.4

RYAN LAWSUIT
Prior to the filing of the complaint, there were two 
notable developments that led to the Ryan family 
discord.5

First, Connie Ryan gained voting control of 
Streck and was promoted to Streck CEO and its 
Chairman of the Board of Directors. Second, Connie 
and Dr. Ryan were not able to work together and Dr. 
Ryan’s influence at Streck was increasingly dimin-
ished after Connie gained voting control.

As an example of the strained family relation-
ship, as Streck engaged in a transaction process, Dr. 
Ryan, its largest shareholder and founder, was not 
allowed to participate in the process of selecting a 
potential buyer.

In March 2013, Eileen Ryan—Dr. Ryan’s wife—
passed away, and upon her death, Eileen’s Streck 
voting stock transferred to her daughter Connie. 
This stock transfer gave Connie voting control of 
Streck, including the ability to appoint a majority of 
the Streck directors.6

Once Connie retained voting control of Streck, 
she assumed, based on her own recommendation 
to the Board, the position of CEO and Chairman of 

the Board of Directors, replacing her father in these 
roles.7

In 2014, just prior to the filing of the lawsuit 
complaint, Streck engaged in a failed sales transac-
tion process as a way to buy out Dr. Ryan’s interest. 
Duff & Phelps was hired in March 2014 to provide 
transaction advice for a proposed transaction pro-
cess referred to as “Project Blizzard.”

During Project Blizzard, Dr. Ryan and the trustee of 
Dr. Ryan’s trust—daughter Carol Ryan—were exclud-
ed from the sales process. In August 2014, Project 
Blizzard ended without a completed transaction.

During the Ryan trial, the relative importance—
and prescriptive pricing guidance—of Project 
Blizzard to the fair value determination of Streck 
were argued and decided.

The Ryan lawsuit was filed by Dr. Ryan, Dr. 
Ryan’s Trust, and Carol Ryan, as the then-Trustee 
of Dr. Ryan’s Trust in October 2014. The Complaint 
asserted two causes of action against Connie Ryan:

1. Her actions constituted acts of oppression.

2. As a shareholder, director, and president of 
Streck, she breached her fiduciary duties to 
Dr. Ryan and his Trust.8

Among the relief sought by plaintiffs was a 
request that Streck be sold to a third party.

Other Case-Related Facts
Between 2014 and the 2018 trial, there were several 
case-related actions. The following list summarizes 
many of these actions:9

 In December 2014, Streck appointed a 
special litigation committee, made up of 
members of its board of directors, allegedly 
to make a recommendation of whether to 
purchase Dr. Ryan’s shares.

 The special litigation committee hired a val-
uation firm, Empire Valuation Consultants 
(“Empire”), to estimate the value of 
Streck.10

 On January 9, 2015, plaintiffs served the 
First Set of Requests for Production of 
Documents to Streck.

 Empire issued a report on or about January 
16, 2015. The Empire report provided its 
opinion on the value of Streck as of October 
29, 2014. To value Streck, Empire was 
instructed to follow certain procedures used 
by defendant’s valuation adviser.

 On January 19, 2015, Streck filed an 
election to purchase Dr. Ryan’s shares. 
Since that date, Streck has withheld paying 
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dividends to Dr. Ryan in order to finance 
the purchase of Dr. Ryan’s shares. 

 Pursuant to Nebraska Revenue St.§ 21-20, 
166(3), the filing of this election to purchase 
commenced a 60-day period for negotiation 
of the fair value of Dr. Ryan’s shares.

 On January 29, 2015, plaintiffs’ counsel at 
Holland & Knight wrote to Streck’s counsel 
at Kutak Rock and requested certain infor-
mation for the purposes of determining the 
fair value of Streck.11

 On February 20, 2015, Streck, through 
its counsel, made an offer to purchase 
Dr. Ryan’s shares for $219 million, which 
included $34 million in cash.

 The February 2015 offer included approxi-
mately $80 million in discounts for lack of 
marketability and lack of control, discounts 
that the Court later ruled were inapplicable 
to the determination of fair value in this 
case.

 In July 2016, just prior to the original trial 
date in 2016, Stacey Ryan—another daugh-
ter of Dr. Ryan—filed a lawsuit that resulted 
in a two-year delay in the Ryan matter.

 The trial took place in District Court of 
Sarpy County, Nebraska, on September 
24, 2018, through October 4, 2018. Sarpy 
County is located just outside of Omaha, 
Nebraska.

FINANCIAL ADVISER EXPERTS
There were four primary financial advisers/experts 
that provided trial testimony. On the plaintiffs’ side, 
Willamette and Brown Gibbons Lang & Company 
(“BGLC”) provided testimony—each providing its 
own opinion of value.

However, Willamette was the plaintiff’s primary 
financial valuation expert and BGLC assisted by 
providing expert testimony specifically related to 
the failed Project Blizzard transaction process.

On the defendants’ side, there was one primary 
financial adviser from a self-described “global advi-
sory firm” (“GAF”).12

The defendants countered BGLC with an 
investment banker from Capstone Headwaters 
(“Capstone”).

Just prior to the date of the Complaint on 
October 29, 2014, Connie Ryan engaged in estate 
planning, relying on a valuation prepared by GAF 
with a valuation date as of July 31, 2014. This GAF 
fair market value valuation, therefore, preceded the 
GAF fair value valuation used in the Ryan matter.

For purposes of this discussion, we refer to the 
fair market value valuation report as GAF Report #1 
and the fair value valuation report as GAF Report 
#2.

The defense also engaged Loop Capital (“Loop”) 
to provide expert valuation testimony, however, at 
trial, Loop did not testify.

THE VALUATION DISPUTE
In Ryan, the valuation firms—Willamette and 
GAF—basically applied the same valuation method-
ology but had differences of opinion related to the 
following:

1. The financial projections

2. The expected long-term growth rate

3. The selection of a modified capital asset 
pricing model (“MCAPM”) equity size pre-
mium

4. The unsystematic company equity risk 
premium

5. The relevance of a failed merger and acqui-
sition sales process

6. The application and selection of guideline 
company pricing multiples

7. The application of a pass-through entity 
valuation adjustment

RELATIVITY AND DOCUMENT 
PRODUCTION

The Willamette work on this matter required the 
review of thousands of documents, financial state-
ments, spreadsheets, memorandums, and other due 
diligence materials. For Project Blizzard, Streck 
provided a document room for potential buyers that 
hosted thousands of documents and due diligence 
materials. We were supplied with many of the same 
Project Blizzard documents.

To assist us, Holland & Knight allowed us access 
to Relativity, an e-discovery document review plat-
form used in Ryan. At the date of our report, there 
were approximately 6,024 documents on Relativity.

The Willamette initial document review objec-
tives were to determine:

1. evidence of company-prepared financial 
projections from prior years and

2. the most current financial projection as of 
the valuation date.

Based on our document search using Relativity, 
we identified company-prepared Microsoft-Excel-
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based projections that were dated at 
various dates in 2011, 2012, 2013, 
and 2014.

We applied company financial 
projections prepared in 2011, 2012, 
and 2013 in order to analyze:

1. if Streck overperformed or 
underperformed its long-
term company-prepared 
projected financial per-
formance as compared to 
its actual financial perfor-
mance and

2. how (if at all) the company 
changed its long-term finan-
cial projections over time.

In other words, we analyzed 
whether the company met or exceed-
ed expectations and how financial 
performance manifested itself in 
subsequent iterations of financial projections.

Based on our analysis, we found that Streck reg-
ularly exceeded one-year management projections 
by more than 10 percent based on revenue and by 
approximately 15 percent based on pretax income. 
The amount by which Streck exceeded management 
projections increased the further out the projection 
period.

For example, the financial projections prepared 
for fiscal year 2012—a projection that was prepared 
in 2011—were exceeded by more than 2 percent 
based on revenue and more than 15 percent based 
on pretax income in the one year ended July 2012.

Using the same financial projection, fiscal year 
2014 revenue for the period ended in July 2014 
exceeded its projection by 21 percent and projected 
pretax income was exceeded by 65 percent.

From our observations of single-year financial 
performance projections and multiyear financial 
performance projections, we concluded that Streck 
consistently exceeded its financial projections. In 
our opinion, Streck exhibited a very low risk of not 
meeting its financial projections.

For the valuation date financial projection, we 
identified numerous versions of financial projec-
tions prepared in 2014. We reviewed all the 2014 
financial projections, and we selected a version 
dated August 2, 2014. This financial projection was 
the closest financial projection prior to the October 
29, 2014, valuation date.

The financial projection we used agreed with the 
financial projection used by Loop. However, this 

financial projection was not used by GAF. GAF used 
a few company source documents to create its own 
projection. The GAF projection provided a notice-
ably lower financial projection than the company-
prepared financial projection.

FINANCIAL PROJECTIONS
As noted, we observed that Streck consistently out-
performed its projected performance. At trial, Mike 
Morgan, the Streck CFO in 2014, acknowledged that 
Streck “planned too conservatively and that is why 
actual [results] beats plan every year.”13

Streck had a stated goal of achieving $200 
million in sales by 2020.14 However, according to 
Morgan, his management-prepared projections were 
much more conservative than that.

CEO Connie Ryan expressed confidence that the 
Streck 2014-2019 management-prepared financial 
projections would be achieved and indicated they 
were “deliberately conservative.”15

These deliberately conservative projections were 
provided to potential buyers in Project Blizzard. The 
projections were also used for the dispute analysis. 
Two factors that intentionally made the financial 
projections knowingly conservative included:

1. the exclusion of a potential new Streck 
business opportunity and

2. an understated product profit margin that 
was expected to improve.16

With respect to how the Streck growth prospects 
compared to the overall market, BGLC investment 
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banking executive John Riddle explained that Streck 
had a very attractive profile for revenue growth and 
earnings growth and a dominant position in certain 
product markets.17

Riddle specializes in providing investment bank-
ing services to companies in the health care indus-
try. His experience includes companies in the diag-
nostic health care space, like Streck.18

According to Riddle, “there is no other company 
like Streck in America certainly, and perhaps in the 
world” and Streck has “niche market dominance.”19

That dominance, as Riddle explained, led to mar-
ket power that was independent of patent protection 
or some process knowledge or other specific intel-
lectual property.

Assessing the Streck projections as compared 
to typical business practices, Riddle identified that 
Streck had huge growth opportunities, high actual 
growth, dominant product franchises, and addition-
al areas of technological advancement.

Based on that, in addition to statements made by 
the Streck management team, Riddle explained that 
management projections were too conservative, and 
the company’s growth was described too conserva-
tively to prospective buyers.20

In contrast to Riddle, Capstone investment 
banker James Calandra, despite seeing communica-
tion from Streck management in which manage-
ment described their own projections as conserva-
tive, refused to accept that Streck’s projections were 
conservative.21

GAF essentially agreed with Calandra and did 
not provide an explanation for ignoring the conser-
vative nature of the management-prepared financial 
projections. By creating and using a lower set of 
financial projections, the impact to value was a $10 
million decrease—holding all other valuation vari-
ables constant.

In addition to creating a lower five-year discrete 
projection (fiscal year 2015 through fiscal year 

2019), GAF ignored the relative high rate of projected 
growth for fiscal year 2019 and immediately dropped 
projections to a 3 percent long-term growth rate.

Streck had a long history of significant growth, 
and that growth was expected to continue for the 
foreseeable future. Based on our analysis, and the 
opinions of others including Loop and Empire, there 
was no reason to think that Streck growth would 
immediately fall off a cliff.

To support its 2020-2024 projected revenue 
growth rates, Willamette used equity securities ana-
lyst reports for publicly traded companies that were 
included in its guideline publicly traded company 
(“GPTC”) method.

Exhibit 1 presents a comparison of 2020 to 2024 
projected revenue growth rates between (1) Willamette 
and Empire and (2) Willamette and GAF.22

In Ryan, the Court decided that the Streck finan-
cial trends were more in line with Willamette pro-
jections than GAF projections. For example, at trial, 
the Court noted that “it’s been established through 
the evidence that the projections that this company 
has made historically up to the valuation date were 
extremely conservative.”23

Regarding its growth prospects, the Court found 
that Streck’s historical growth rates would likely con-
tinue during 2014 through 2019, and Streck was well 
positioned to maintain its market share in hematol-
ogy and its growth in molecular diagnostics.24

EXPECTED LONG-TERM GROWTH 
RATE PROJECTION

In addition to differences in the discrete period 
growth rates over the period of 2015 through 2024, 
there were difference of opinion with regard to the 
expected long-term growth rate assumptions. For the 
years 2025 forward, otherwise known as the “termi-
nal growth period,” Willamette selected a long-term 
growth rate based on the following factors:

Empire Valuation Consultants, LLC - Streck Revenue Performance Comparison 2020 2021 2022 2023 2024
Empire Report Revenue Growth Rate Projection - Streck 000411 8.0% 8.0% 7.0% 5.0% 3.5%
Willamette-Streck Revenue Annual Growth Rate Projection 8.0% 8.0% 7.0% 6.5% 4.5%
Difference between Empire Growth Rate Projection and Willamette Growth Rate Projection 0.0% 0.0% 0.0% -1.5% -1.0%

Global Advisory Firm - Projection of Streck Revenue Performance 2020 2021 2022 2023 2024
GAF Report #2 Revenue Growth Rate Projection - Streck 000527 3.0% 3.0% 3.0% 3.0% 3.0%
Willamette-Streck Revenue Annual Growth Rate Projection 8.0% 8.0% 7.0% 6.5% 4.5%
Difference between GAF Report #2 Growth Rate Projection and Willamette Growth Rate Projection -5.0% -5.0% -4.0% -3.5% -1.5%

 Projections (Based on Streck 000411)

 Projections (Based on Streck 000527)

Exhibit 1
Comparison of Projected Revenue Growth Rates
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1. Streck’s historical financial fundamental 
growth rates

2. The anticipated life sciences industry 
growth rate

3. Equity analysts’ long-term growth rates for 
guideline companies

4. Long-term gross domestic product growth 
rates plus inflation rate expectations as 
estimated by economists surveyed in the 
Livingston Report, an economic report 
published by the Federal Reserve Bank of 
Philadelphia.25

Based on those factors, Willamette estimated 
that Streck’s terminal growth rate was 4.5 percent. 
At trial, Willamette analyst Robert Reilly explained 
that the 4.5 percent terminal growth rate assumes 
that Streck is going to revert back from growing at a 
super normal growth rate to growing no faster than 
inflation plus real growth in the economy.26

As Reilly stated:

Streck then goes from sprinting to jogging 
on a treadmill. They just stay in place. 
They’re not getting any bigger than their 
competitors. They’re not getting any bigger 
than the industry. They’re not getting any 
bigger than the economy. They just start 
jogging in place on a treadmill, they’re going 
to grow at about 4½ to 5 percent per year.

The 4.5 percent terminal growth rate was a 
“downward biased assumption” because Streck had 
been reporting consistently increasing profit mar-
gins and the projected long-term growth rate was 
half of the industry’s historical growth rates.27

The Court found that the Willamette long-term 
growth rate assumption was similar to conclusions 
reached in Ferolito v. Arizona Beverages USA LLC  
(“Ferolito”), No. 004058-12, 2014 WL 5834862 (N.Y. 
Sup.) (N.Y. Oct. 14, 2014).28

In Ferolito, the court found that the plain-
tiff expert’s use of a 4.5 percent terminal growth 
rate was appropriate and even overly conservative 
because it assumes the company will grow based on 
the expected inflation rate plus real growth in gross 
domestic product.

 In contrast, the GAF analyst predicted growth 
from 2020 forward would immediately fall off to 3 
percent and remain at 3 percent in perpetuity. Had 
GAF used a 4.5 percent growth rate rather than 
a 3 percent growth rate, its valuation under the 
discounted cash flow (“DCF”) method would have 
increased by $65 million.29

At trial, the GAF analyst attributed this decrease 
in the Streck growth rate to 3 percent based on the 
following factors:30

So, I started with, you know, I did consider 
the macroeconomic factors, and I won’t 
rehash that. But in addition to that, also 
looked at the company specific factors. So 
those would normally include things like, 
okay, well, how can the company actually 
grow in the future. One way might be to 
increase market share. Well, that’s not very 
likely because the company already has, you 
know, it’s the market giant . . . Another way 
to potentially-you know, another aspect of 
company growth I looked at was, okay—and 
we’re talking about growth from starting in 
2020 and going forward. Well, at the end 
of 2019, 30% of their business is tied to 
patents in the hematology control business 
that expire. . . . 
 And then, last, we have the issue, and 
it’s come up before, with respect to BCT, 
you know, that line of business. It has 95% 
margins and it’s not protected by patents.

At trial, it was noted that the GAF analyst listed 
nearly the same factors he considered in select-
ing his company-specific risk factor applied in the 
MCAPM. In effect, the GAF analyst admitted to dou-
ble-counting risk in the selection of the long-term 
growth rate and the company-specific risk factor.

The GAF analyst had previously testified in 
Charron v. Sallyport Global Holdings, Inc.,31 that 
using the same risk factors to lower projections and 
justify company-specific risk is “double-counting.”32

SELECTION OF EQUITY SIZE 
PREMIUM

It is generally accepted that, based on empirical 
observation, small companies are a greater invest-
ment risk than larger companies and, therefore, 
smaller companies have a greater cost of capital 
than larger companies.33 In other words, there is 
a significant (negative) relationship between size 
and historical equity returns. The Duff & Phelps 
Valuation Handbook—now the Cost of Capital 
Navigator database website—is a common reference 
source for the size premium risk adjustment.

The Valuation Handbook provides empirical 
evidence of the size premium phenomena. The 
Valuation Handbook defines the size premium 
as the difference between actual historical excess 
returns and the excess return predicted by beta 
(referred to as the “CRSP size premium”).
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Both GAF and Willamette used the Duff & 
Phelps CRSP size premium study to select an equity 
size premium to apply in its respective MCAPM 
equity cost of capital model. The difference in the 
equity size premium selection between GAF and 
Willamette was approximately 150 basis points.

On one side, the selection of the micro-cap pre-
mium of approximately 3.9 percent was used. On 
the other side, the selection of the eighth decile size 
premium of approximately 2.4 percent was used.

Willamette applied the CRSP size premium data 
associated with companies valued between $636 
million and $1.055 billion.34

In order to avoid the circular issue of select-
ing a size premium based on the resulting income 
approach method conclusion, Willamette based 
its CRSP size premium selection on its market 
approach, GPTC method, conclusion of value.

GAF applied a CRSP size premium associated 
with companies valued between $2.4 million and 
$632.8 million. The “micro-cap” category encom-
passes the 9th and 10th deciles of the Size Premia 
Study.35

To rebut this selection, at trial, Reilly testified 
that the 10th decile includes “noise” in the form of 
small, nonprofitable companies.

CRSP 10th decile companies exhibiting the 
most noise comprise the Duff & Phelps 10th decile 
subclassification 10z—the lower quarter of the 10th 
decile.

According to James Hitchner in Financial 
Valuation and Litigation Expert, “It’s important to 
note that 80 percent of the companies in decile cat-
egory 10b are from 10z. As such, let’s focus on 10z. 
At the 50th percentile of 10z the operating margin 
is –1.11 percent. Yes, on average, these companies 

are losing money. At the 25th percentile the oper-
ating margin is –21.27 percent. Furthermore, 62 
percent of the companies in 10z are from only three 
industry sectors: financial services, technology, and 
healthcare.”36

The distressed company issue can be seen 
through analysis of the 10th decile subcategories of 
10y and 10z.37

In Ryan, the Court found that all offers received 
for Streck through the Project Blizzard process would 
have placed the company in the 9th decile, not the 
10th. In fact, if the GAF analyst had used his guide-
line merged and acquired company method valua-
tion based on Project Blizzard pricing indications, he 
would have concluded Streck fell into the 9th decile.

According to the Court, the inclusion of the 10th 
decile by the GAF analyst was intended to lower his 
valuation for Streck.38

At trial, the GAF analyst claimed that he also 
used another methodology to determine Streck’s size 
premium. However, this other methodology did not 
appear in any GAF expert report prepared in Ryan.39

This other methodology was based on the appli-
cation of the Duff & Phelps Risk Premium Report. 
The Duff & Phelps Risk Premium Report can be 
used to develop a size-related risk premium based 
on a regression model.

Upon redirect examination at trial, Willamette 
demonstrated how the additional methodology, in the 
instant case, was not reliable. For example, using the 
selected “guideline companies” for comparison pur-
poses, Willamette demonstrated how GPTC compa-
nies with market value of equity greater than $1 billion 
could yield an equity size premium estimate in the 
CRSP 10th decile range using the GAF methodology.

The difference, using publicly traded company 
Abaxis, Inc. (“Abaxis”), as an 
example, is observable by treat-
ing a CRSP 7th decile company as 
a 10th decile company based on 
the Duff & Phelps Risk Premium 
Report methodology.40

According to CRSP 7th decile 
statistics, Abaxis had an equity 
size risk premium of 1.94 per-
cent based on the 2014 Valuation 
Handbook.

In contrast, the Duff & Phelps 
Risk Premium Report methodol-
ogy regression model provided a 
size premium estimate for Abaxis 
of approximately 5.80 percent.

Exhibit 2 provides the analysis 
of Abaxis as of October 29, 2014.
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The Court concluded that the GAF analyst’s 
“explanation” of how he utilized this other method-
ology was convoluted and not credible.41

Had GAF applied the size premium for the 9th 
decile, and held all other factors equal, its valuation 
under the DCF method would have increased by $59 
million.42

Because of the rounding convention used for 
the MCAPM cost of equity model presented in the 
Willamette report, the use of the ninth decile or the 
eight decile did not change its MCAPM cost of equity 
model conclusion.

UNSYSTEMATIC RISK PREMIUM
The unsystematic equity risk premium component 
is sometimes applied by analysts. The decision to 
apply the unsystematic equity risk premium should 
be well supported by the facts and circumstances of 
the subject analysis.43

This component is used to incorporate risk that is 
specific to the subject investment—for example, lack 
of management talent, potential labor issues specific 
to the subject company, potential of losing a key cli-
ent or key personnel, and/or potential cost/risk not 
identified in financial projections, and so forth.

One argument against applying the unsystematic 
equity risk premium is that capital market theory 
suggests that unsystematic equity risk can be diver-
sified away if an investor holds a well-diversified and 
large portfolio of common stocks.

In general terms, the higher the identified com-
pany-specific risks, the higher the percentage pre-
mium applied. At trial, Willamette explained that 

determining the risk premium involves the judg-
ment of the valuation expert. Willamette applied a 
0.5 percent company-specific risk premium based 
on its analysis of Streck, including its level of cus-
tomer concentration.44

What might be considered a weakness of Streck 
could, in turn, be considered a strength of Streck’s 
business due to its long-term contractual relation-
ships.

As of October 2014, Streck had long-term con-
tracts in place with its most important customers.45 

For example, Sysmex, Streck’s largest customer, had 
a six-year contract that ran through July 2020 and 
could only be terminated after July 27, 2020.46

Sysmex, which purchased Streck’s hematology 
controls and accounted for approximately 30 per-
cent of Streck’s revenue, was totally “dependent” 
on Streck.47

Another mitigating factor to consider is that, as 
previously discussed, Streck management admit-
ted—and the Court found—that it prepares deliber-
ately conservative financial projections. The history 
of, and managements admission of, preparing delib-
erately conservative financial projections suggested 
that Streck, as of the valuation date, presented a 
relatively low risk of achieving its own financial 
projections.

In contrast, the GAF analyst applied a 1 percent 
company-specific—unsystematic—risk factor to his 
discount rate estimate. The GAF analyst testified 
that a 1 percent company-specific risk factor was 
appropriate for the following reasons:48

And now we get down to the point where 
there is some level of judgment involved, 

Abaxis, Inc.,
Financial Equity Risk

Fundamental Premium 
Financial Fundamental $MM Constant Coefficient over CAPM
Latest 12 Months Book Value of Equity 197 9.22% -1.79% 5.11%
Latest 12 Months Total Asset Value 227 10.57% -1.94% 6.01%
5-Year Average EBITDA 27 8.95% -1.92% 6.20%
Latest 12 Months Revenue 176 9.41% -1.57% 5.89%

Mean Indication 5.80%

Abaxis, Inc., Market Value of Equity as of October 29, 2014 1,119

Duff & Phlelps, 2014 Valuation Handbook , CRSP 7th Decile Indication 1.94%
CAPM = Capital asset pricing model
Sources: As indicated and S&P Capital IQ database.

Regression Equation
Variables

Exhibit 2
Size Risk Premium Attributed to Abaxis, Inc.
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for sure, and that’s the company-specific 
risk premium. And this is—this is a risk 
factor that you consider with respect to 
understanding, well, is-are there risks that 
are unique to Streck that I haven’t account-
ed for yet. In the case at hand, based on 
some of the factors I’ve already talked 
about today, but customer concentration, 
the patents expiring, the fact that there’s 
no patents on the BCT line of business, et 
cetera, I’ve already talked about a lot of 
those, I concluded a company-specific risk 
premium of 1 percent.

Although certain Streck patents were due to expire, 
Streck had a relatively full pipeline of patent applica-
tions in process. As of May 2014, Streck had 28 issued 
patents and 35 pending patent applications.49

Furthermore, at trial, Willamette argued that just 
because a patent is due to expire does not mean prod-
uct revenue disappears overnight, or perhaps at all.

As previously discussed, the Court found that the 
risk factors the GAF analyst considered in selecting 
a company-specific risk premium were essentially 
the same risk factors the GAF analyst used to justify 
his lower projections.50

FAILED MERGER AND ACQUISITION 
SALE PROCESS

In March 2014, Streck engaged Duff & Phelps 
Securities, LLC, to help Streck find a company 
buyer through the Project Blizzard sales process. 
Just prior to the start of Project Blizzard, Streck had 
several indications of interest from potential buyers 
including Warren Buffet.51

As an anecdotal point of reference, in January 
2014, Dr. Ryan reached out to Carson Wealth Advisers 
and requested that it provide a business enterprise 
value estimate. According to Carson Wealth Advisers, 
using a 17 times earnings before interest, taxes, 
depreciation, and amortization (“EBITDA”) pricing 
multiple, Streck was valued at $850 million.52

Once Duff & Phelps was hired, it worked to 
identify potential buyers, it provided the buyers 
with certain financial information, and it set up 
meetings between Streck and the buyers. At some 
point, Connie Ryan eventually concluded, however, 
that Duff & Phelps did not have adequate experience 
in Streck’s product markets and lost confidence in 
working with Duff & Phelps.

Project Blizzard ran over the course of three 
rounds. In the first round, 10 potential buyers sub-
mitted bids that ranged from $387 million on the 
low end to $625 million on the high end.53

None of the bids included the Streck cash and 
securities. As of October 2014, Streck had $76.5 
million in cash and securities. The highest bidder 
in round one was the private equity firm GTCR. 
However, GTCR was not selected to move to Project 
Blizzard round two.

At trial, Riddle testified that it was highly unusu-
al that GTCR was not permitted to advance to the 
second round.

In Project Blizzard round two, four firms 
advanced including Waterstreet, Carlyle, Capricorn, 
and Warburg Pincus. However, it appeared that 
Streck did not intend for Capricorn to be a serious 
buyer.54

Instead of including the round one highest bid-
der, Streck decided to exclude GTCR in favor of 
Capricorn.

In July 2014, at a Streck board of directors 
meeting, Dr. Ryan made his frustrations of Project 
Blizzard known by way of the following statement:55

And in addition to that, all the money and 
everything that was put into it, I put right 
back into it. So, that’s why we’re here. And 
I own now 92% of the stock. Connie owns 
eight. And the Board has zero. You have 
nothing to lose. I have everything to lose 
in this decision you’re making. And I want 
you to know that, and I think it’s right that 
you should know it. . . . I have requested 
that my Trustee, Carol, and the Trustee of 
the Eileen Ryan Revocable Trust, which 
is the First National Bank of Omaha, be 
made part of this process. I think it’s unfair 
when they have that much money at stake, 
and everything else, for them to not be 
included. If you don’t want them included, 
ok, then I will have to change whatever 
plans I’ve got for going forward. . . . The 
decisions about the bidding process and the 
bidders are being made without input from 
approximately 92% of the total votes. . . . So 
you go, but I tell you, I think this is. And 
I talked to Jim yesterday, and I told him 
some of the same thing. I think there’s some 
things wrong, and I think, I don’t know how 
to correct them without going way beyond 
what this meeting is really intended for. So 
I thought, well, I’ll just tell you very briefly 
where I am and what I think.

For Project Blizzard round three, three of the 
private equity firms submitted letters of intent—
Carlyle, Waterstreet, and Warburg Pincus. Carlyle 
offered $590 million and proposed using leverage 
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of 5 times EBITDA with a reverse break-up fee of 5 
percent of the purchase price.56

It also agreed to exclude Sysmex, Beckman 
Coulter, Abbott, Siemens, and any other specif-
ic hematology instrument manufacturers, to the 
extent Streck had any concerns, as potential buyers 
at such time as Streck was resold.

Waterstreet provided similar terms to Carlyle 
but offered $530 million.57

In addition, Waterstreet agreed to exclude any 
hematology instrument manufacturer that held a 10 
percent or greater share of the worldwide market 
for hematology instruments. Warburg Pincus offered 
only $500 million in the form of $450 million in 
cash and $50 million in an earnout.58

BGLC investment banker Riddle testified that, 
based on his knowledge of Streck, he expected to 
see offers for Streck during the Project Blizzard 
process that were “several hundred million” dollars 
higher than the actual letters of intent received.59 
Riddle testified that there were three aspects to 
Project Blizzard process that limited the price 
offered, including:

1. the insistence on a reverse breakup fee,

2. the limitation on leverage implied by Streck 
during the process, and

3. the elimination of bidders, notably the 
highest and most qualified, GTCR.

The breakup fee was rather unorthodox, the 
leverage restriction had chilling effect on bidders, 
and the elimination of GTCR was highly unusual.

With regard to Project Blizzard and its pricing 
indications, only GAF found the Project Blizzard 
pricing to be prescriptive to value. In its Streck valu-
ation, GAF based its entire merger and acquisition 
approach value conclusion on the Waterstreet pric-
ing multiple from the failed sales process.

GAF was the only valuation analyst to give any 
weight to the failed sales process. In other words, 
Loop, Empire, and Willamette did not rely on the 
failed sales process as a direct valuation indication.

The use of a failed sales process as value indica-
tion is rather unusual. One reason the process failed 
was because the proceeds offered by the prospective 
buyers were not enough to compel the collective 92 
percent owners to sell the business. While you had 
a willing buyer, you did not have a consensus will-
ing seller at the Project Blizzard pricing indications.

Because the Streck fiscal year 2015 financial 
performance was better than its fiscal year 2015 
projected performance, as of October 2014, an 
adjustment to the implied Project Blizzard EBITDA 

multiples was considered—a so-called “October 
Effect.”

Based on this October Effect, the Carlyle offer 
could be adjusted to $606 million from $590 million 
and the Waterstreet offer could be adjusted to $544 
million from $530 million.60

Subsequent to Project Blizzard, GTCR made 
a September 2014 offer to purchase Streck for 
approximately $675 million on a cash-free basis.61

At trial, the Court ruled that the GTCR offer was 
a legitimate offer and was an indication of a “floor” 
value as of October 2014.62

To that end, the Court ruled that the flawed and 
failed Project Blizzard yielded a minimum fair value 
estimate of Streck stock as of the valuation date.

MARKET APPROACH AND SELECTED 
PRICING MULTIPLES

GAF and Willamette both selected guideline public 
companies and applied guideline company pricing 
multiple to arrive at GPTC value indications.

As presented in Exhibit 3, Willamette analyzed 
Streck as compared to selected guideline compa-
nies.63

Streck was smaller than the GPTCs, but generally 
Streck was much more profitable than the GPTCs.

To select pricing multiples, Willamette consid-
ered the following factors:

1. Streck is a private company and, in gen-
eral, private companies may sell at lower 
multiples than comparable publicly traded 
companies.

2. Streck is more profitable than the GPTCs.

3. Streck has consistently exceeded its pro-
jected performance and, therefore, the 
Streck Projected Year 1 and Projected Year 
2 financial fundamentals may be under-
stated.

4. In terms of size, based on earnings before 
interest and taxes (“EBIT”) and EBITDA 
financial fundamentals, Streck is compara-
ble to the median of the GPTC indications.

5. Noted company-specific risk factors.

One of the noted company-specific risk factors 
involved the Streck portfolio of intellectual prop-
erty and patents that were due to expire in the next 
several years. However, Willamette testified that 
the risk associated with the Streck patent portfolio 
was akin to that of the guideline public companies 
it selected.64



80  INSIGHTS  •  AUTUMN 2020 www.willamette.com

In other words, all of the guideline companies 
have some intellectual property risk as patent 
owners and life science product manufacturers. 
Guideline companies enjoy patent protection, but, 
obviously, that protection does not last forever. 
Typically, life sciences companies patent new prod-
ucts and often use patent protection to defend 
products from intellectual property infringement. 
In Streck’s management-prepared strategic plan, 
Streck described both “defensive” and “offensive” 
strategies to protect its intellectual property port-
folio.65

At trial, GAF argued that Streck was in relative 
peril due to expiring intellectual property rights that 
served as the underpinning for the following:

1. Decreased financial projection expectations

2. Higher costs of capital

3. Selection of low GPTC pricing multiples

As presented in Exhibit 4, Willamette selected 
multiples slightly above the low end of the range of 
multiples for the guideline public companies.66

In selecting the relevant multiples, Willamette 
generally applied downward-biased pricing mul-
tiples in order not to overvalue Streck.

GAF claimed to apply the GPTC method to value 
Streck. However, at trial, the GAF expert ultimately 
concluded that none of the companies he selected 
compared to Streck.

With some exceptions, the guideline public 
companies selected by GAF were the same as (1) 
Willamette, (2) Empire, and (3) Loop.

Because all other valuation advisers used essen-
tially the same GPTCs, it was somewhat unusual 
that GAF sought to discredit the use of the GPTC 
method to value Streck.

In addition to trying to discredit the GPTC meth-
od, GAF changed its application of its GPTC method 
between GAF Report #1 and GAF Report #2.

The change in application provided a signifi-
cantly lower GAF Report #2 value conclusion than 
if GAF had consistently applied the GPTC method.

In GAF Report #1, GAF applied guideline 
EBITDA pricing multiples at the lower quartile 

Size Growth Rate
(LTM revenue, $000) (LTM total assets, $000) (projected yr. 2 revenue growth rate)

Bio-Rad Laboratories, Inc. 2,153,877        Bio-Rad Laboratories, Inc. 3,467,751       Abaxis, Inc. 12.6%
Sysmex Corporation 1,773,484        Sysmex Corporation 1,886,427       Sysmex Corporation 10.3%
Bio-Techne Corporation 357,263           Bio-Techne Corporation 862,491          Luminex Corporation 8.3%
Affymetrix Inc. 341,393           Affymetrix Inc. 478,227          Streck Inc. 9.0%
Luminex Corporation 224,033           Luminex Corporation 330,512          Bio-Techne Corporation 7.5%
Abaxis, Inc. 176,178           Abaxis, Inc. 226,611          Bio-Rad Laboratories, Inc. 4.1%
Streck Inc. 104,490          Streck Inc. 118,560         Affymetrix Inc. 4.9%

LTM Profitability
(EBITDA to revenue)

Streck Inc. 48.6% Bio-Techne Corporation 51.6% Bio-Techne Corporation 17.8          
Bio-Techne Corporation 47.4% Streck Inc. 51.2% Abaxis, Inc. 9.8            
Sysmex Corporation 19.1% Sysmex Corporation 25.3% Streck Inc. 5.1           
Abaxis, Inc. 13.2% Luminex Corporation 18.7% Luminex Corporation 5.1            
Luminex Corporation 11.9% Abaxis, Inc. 17.6% Bio-Rad Laboratories, Inc. 3.6            
Bio-Rad Laboratories, Inc. 6.0% Bio-Rad Laboratories, Inc. 13.0% Sysmex Corporation 2.3            
Affymetrix Inc. -1.5% Affymetrix Inc. 8.7% Affymetrix Inc. 2.3            

Activity Leverage
(working capital turnover) (equity to total capital)

Sysmex Corporation 448,200           Streck Inc. 5.2                 Luminex Corporation 100%
Bio-Rad Laboratories, Inc. 281,067           Affymetrix Inc. 3.4                  Sysmex Corporation 100%
Bio-Techne Corporation 184,324           Sysmex Corporation 2.6                  Abaxis, Inc. 101%
Streck Inc. 53,542            Luminex Corporation 2.0                  Bio-Techne Corporation 100%
Luminex Corporation 41,855             Bio-Rad Laboratories, Inc. 1.6                  Streck Inc. 95%
Abaxis, Inc. 30,969             Abaxis, Inc. 1.2                  Bio-Rad Laboratories, Inc. 86%
Affymetrix Inc. 29,827             Bio-Techne Corporation 0.9                  Affymetrix Inc. 81%

(LTM EBITDA, $000)

Size

LTM Profitability Liquidity 
(EBIT to revenue) (current ratio)

Size

Exhibit 3
Streck Financial Fundamentals and Selected Ratio Compared to Guideline Publicly Traded Companies
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indication. In GAF Report #2, a valuation that 
was as of three months later than GAF Report #1, 
GAF applied GPTC pricing multiples that were at 
the lowest GPTC pricing indication. In the three 
months from July to October, GPTC pricing mul-
tiples had increased and Streck financial perfor-
mance also increased.

The change in application methodology resulted 
in a value decrease of approximately $172 million, 
holding all else equal.67

With respect to the guideline merged and 
acquired company (“GMAC”) method, Willamette 
prepared an analysis by selecting guideline transac-
tions. GAF prepared an analysis that relied on the 
Project Blizzard pricing only. The GAF analysis did 
not include the GTCR offer in September, just after 
Project Blizzard ended.

The Court found that the GAF GMAC method 
appeared to reflect the report’s downward bias.

TAX PASS-THROUGH PREMIUM 
CONSIDERATION

There are several benefits of tax pass-through entity 
ownership. According to Business Valuation and 
Federal Taxes: Procedure, Law and Perspective, 
a few of the major benefits of owning a tax pass-
through ownership interest include the following:

Income is subject to only one level of 
taxation at the individual shareholder level, 
with no double taxation. C corporations can 
accumulate earnings, paying income tax 
only at the corporate level, and undistribut-
ed earnings are not subject to shareholder-
level taxation.
 Owners of the pass-through entity 
receive an increase in the basis of the 
shares to the extent that taxable income 
exceeds distributions to shareholders. In 
other words, income retained by the S 
corporation adds to the tax basis of the 

Market
Value of Equal

Guideline Publicly Traded Company Selected Invested Value Weighted
Pricing Multiples Pricing Capital Measure Value

Value Measure $000 Low High Median Multiple [b] $000 Weight [a] $000

MVIC/ EBIT:
    Projected Year 2 60,640      13.0         26.5         18.7         14.0       848,960  0.14286 121,280    
    Projected Year 1 54,860      14.1         31.5         21.2         15.0       822,898  0.14286 117,557    
    Latest 12 Months 50,808      18.0         27.1         23.9         19.0       965,352  

MVIC/EBITDA:
    Projected Year 2 62,782      7.8           14.8         13.8         11.0       690,598  0.14286 98,657      
    Projected Year 1 56,940      8.8           17.2         14.7         12.0       683,284  0.14286 97,612      
    Latest 12 Months 53,542      10.8         22.6         17.3         13.0       696,050  0.14286 99,436      

MVIC/Revenue:
    Projected Year 2 120,712    1.3           5.9           2.8           5.5         663,918  
    Projected Year 1 110,729    1.3           6.4           3.0           6.0         664,374  0.14286 94,911      
    Latest 12 Months 104,490    1.4           8.5           3.2           7.0         731,429  0.14286 104,490    

1.00000

Indicated Fair Value of Invested Capital (noncontrolling level of value basis) 733,942    

Indicated Fair Value of Invested Capital (rounded) [b] 771,000    

MVIC = Market value of invested capital
[a] We excluded the high and low indication of value.

 Streck Inc. 

[b] Guideline company multiples are calculated on a noncontrolling level of value basis. Because we are estimating a fair value, and 
fair value is on a controlling level of value basis, we added a 5 percent owership control price premium to the noncontrolling level of 
value indication.

Exhibit 4
Willamette-Prepared Guideline Publicly Traded Company Method Summary and Conclusion



82  INSIGHTS  •  AUTUMN 2020 www.willamette.com

shareholder stock, reducing the share-
holder’s capital gain upon sale. This 
requires some analysis of the investment 
horizon of buyers.
 A buyer may pay more for the increased 
tax savings available to S corporations, if he 
can receive a step-up in basis. For example, 
the sale of the entire business may be treat-
ed as an asset sale under [Internal Revenue 
Code] section 338, which increases the 
buyer’s basis.
 The buyer of C corporation stock gen-
erally realizes future depreciation and 
amortization based on the tax basis of the 
underlying assets. However, all else being 
equal, the buyer will be willing to pay more 
for an S corporation business in which 
assets receive a step-up in basis, because 
the buyer’s effective future income taxes 
will be reduced.
 Further, pass-through entity owners 
receive proceeds upon sale that are taxed 
only once. Gains on sale of assets by a C 
corporation are taxed at the corporate level, 
and then distributions are taxed again at 
the shareholder level. Likely exit strategies 
therefore become an important consider-
ation for valuation.68

Because the subject interest represented an 
interest in a tax pass-through corporation, and one 
of the primary economic benefits is the elimination 
of double taxation, the Streck distribution history 
was relevant. To that end, Streck had a history of 
paying distributions in excess of its tax pass-through 
shareholder tax obligations.

All Willamette-prepared Streck value conclu-
sions—based on the DCF method, GPTC method, 
and the GMAC method—provided a C corporation 
equivalent value. Because Streck is not a C corpora-
tion, but has elected to be taxed as an S corporation, 
it was necessary to adjust the values determined by 
these three valuation methods by what is referred to 
as an “S corporation premium.”69

Both Willamette and GAF applied an S corpora-
tion premium to determine the Streck value.70

To support its S corporation premium selection, 
Willamette calculated the S corporation premium 
using four different methodologies:

1. The S corporation economic adjustment 
multiple (“SEAM”) analysis

2. Empirical research as provided by the 
Erickson and Wang Study

3. The S corporation methodology as used in 
Delaware Open MRI Radiology Associates 
v. Howard B. Kessler (“Kessler”)71

4. The methodology presented in the Fannon 
and Sellers book, Taxes and Value, The 
Ongoing Research and Analysis Relating to 
the S Corporation Valuation Puzzle72

These four methodologies provided a range of S 
corporation premiums of 12 percent to 17 percent. 
Based on these methodologies, Willamette conclud-
ed that a 14 percent premium reflects the economic 
benefits attributable to Streck’s elected income 
taxation status as an S corporation.

The 14 percent price premium was supported by 
the S corporation premium conclusions based on 
the application of the Kessler decision methodology 
and the SEAM analysis methodology.

Applying the S corporation premium to the indi-
cated value of Streck resulted in an $817 million 
valuation conclusion.73 This value conclusion was 
prior to adding cash and marketable securities of 
$76.5 million.74

GAF applied an S corporation premium to only 
the values derived from the DCF method and the 
GPTC method. Because GAF selected an average 
price indication from the failed Project Blizzard as 
a value indication for Streck, it did not apply an S 
corporation premium to its GMAC method value 
estimate.75

To estimate an S corporation premium to apply 
to the DCF method value estimate and GPTC 
method value estimate, GAF relied exclusively on 
its SEAM method calculation—the only method 
presented by GAF.

GAF calculated the same S corporation premium 
as Willamette.76 However, instead of applying the 
14 percent premium, GAF cut the premium in half 
and applied a 7 percent S corporation premium. 
According to its report, GAF cut the premium in half 
based on the following factors:

1. The S corporation election was at risk.

2. There were limited potential buyers of an S 
corporation.

3. Tax laws might change.

4. Streck might not be profitable.

At trial, the GAF analyst discussed these fac-
tors.77 The GAF analyst testified that there was a 
risk during 2014 that the Obama Administration 
would change the tax code.

At trial, the GAF analyst testified to the following:78

Q. All right. Do you recall any discus-
sions occurring at that time that went into 
your analysis at least that would suggest if 
the Republican house was interested in tax 
increase in October of 2014?
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A. I believe they—I believe-
and who knows; right? If 
this is a risk, it’s not a for 
sure. I believe there was a lot 
of articles that I have read 
where there might have been 
a tradeoff that said, hey, if 
we can get these corporate 
tax rates down to where they 
think they need to be, we’ll 
maybe give a little bit on 
the high end for individuals, 
which is a double whammy 
as it relates to—you know, 
both of those are going the 
opposite directions, which it 
actually lowers or eliminates 
the SEAM adjustment alto-
gether.

Q. So it’s your opinion, who 
knows; right?

A. It’s a risk. It’s a risk that a 
C Corporation doesn’t have.

The GAF analyst then testified that there had 
been “discussions” at Streck about converting to a 
C corporation.79 But there was no evidence of such 
discussions presented at trial.

Willamette also rebutted the methodology, or the 
lack thereof, employed by GAF for reducing the S 
corporation premium in half.80

Reilly testified that “[t]here’s simply no quanti-
tative variable for making a probability adjustment. 
It’s just not in any of these models.”

An article mentioned by GAF at trial indicated 
that the SEAM model assumed certain factors, and 
could be adjusted if those factors were not present. 
However, the article did not describe a quantitative 
means for making the adjustment, and it certainly 
did not describe a means of arbitrarily chopping the 
premium in half based on an unsupported potential 
change in the U.S. Tax Code.

The GAF reduction in the S corporation pre-
mium, all other things being equal, reduced its 
valuation by $32 million.81 The arbitrarily halving 
of the S corporation premium reflects GAFs down-
ward bias.

PRICING EVIDENCE AND 
VALUATION CONCLUSION

At trial, GAF accused Willamette of concluding on a 
value that was “off the charts.” However, pricing for 
Streck, based on Project Blizzard, and value indica-

tions based on generally accepted valuation method-
ology provided a rather wide range chart.

Project Blizzard and the subsequent GTCR offer 
provided EBITDA pricing multiples of just above 8 
on the low end and nearly 13 on the high end. The 
GPTC business enterprise to EBITDA pricing mul-
tiples, provided by pricing multiples presented in 
the GAF Report #2 analysis, provided a range from 
9.3 times EBITDA to 28.4 times EBITDA.

Figure 1 provides an illustration of how the 
GPTC business enterprise to EBITDA pricing mul-
tiples aligned with the (1) implied GAF business 
enterprise to EBITDA pricing multiple and (2) 
implied Willamette business enterprise to EBITDA 
pricing multiple.

As can be observed in Figure 1, the only analysis 
that did not fit within the GPTC pricing multiple 
range was the implied GAF Report #2 analysis. The 
lowest GPTC business enterprise to EBITDA pric-
ing multiple was 9.3, and the GAF implied business 
enterprise to EBITDA pricing multiple was 9.06.

Court Findings in the Ryan Order
GAF valued Streck at $505 million, on a cash-free 
basis.82

That value was less than the Project Blizzard 
value indications after accounting for the improved 
Streck financial performance as of October 2014. 
The GAF value conclusion was approximately $145 
million lower than the midpoint of the September 
2014 GTCR price range offer to buy Streck.

In Ryan, the Court ruled that the defendant had 
failed to meet its burden of establishing a fair value 
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of its stock. According to the Court, the GAF analyst 
valuation work reflected a downward bias in the fol-
lowing ways.83

 He disregarded already conservative man-
agement financial projections without 
explanation.

 He applied a size premium that was out of 
line with the Project Blizzard bids and inap-
propriately included companies in the 10th 
decile.

 He “double counted” by applying the same 
risk factors to lower projections and to jus-
tify a company-specific risk premium. This 
practice has been specifically identified by 
the Kessler litigation (“To judges, the com-
pany specific risk premium often seems like 
the device experts employ to bring their 
final results into line with their clients’ 
objectives, when other valuation inputs fail 
to do the trick.”).

 He assigned pricing multiples to Streck that 
were well below those of the companies he 
selected as being comparable for purposes 
of his publicly traded company analysis.

 He assigned pricing multiples to Streck that 
where well below those assigned by his own 
colleague who prepared the GAF Report #1, 
in spite of the fact that the valuation date 
for GAF Report #2 was only three months 
after the valuation date of GAF Report #1.

 He arbitrarily reduced the S corporation 
premium by half and cited “evidence” (e.g., 
the risk of an Obama Administration tax 
increase) which did not exist to support this 
reduction.

Because of the noted issues, the Court concluded 
that GAF applied variables designed to lower its 
valuation of the fair value of Streck and Dr. Ryan’s 
shares.84

Therefore, the Court rejected the GAF conclu-
sion. By rejecting the GAF conclusion, the Court 
accepted the Willamette conclusion in full—a con-
clusion that was $312 million higher than the GAF 
conclusion prior to prejudgment interest.

SUMMARY AND CONCLUSION
This discussion presented an insider perspective 
on the largest valuation-related judicial decision in 
Nebraska state court history. This judicial decision 
is also considered to be second largest forced buyout 
in U.S. history.

The Ryan matter was essentially a dispute 
between family members that involved the fair value 
valuation of Streck, a multinational life sciences 
business. The Ryan decision is a valuation heavy—
that is, many dispute-related valuation disagree-
ments between experts—shareholder oppression 
matter. Because the experts were more than $300 

Figure 1
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million apart in the business enterprise value con-
clusion of Streck, something had to give.

In Ryan, two well-known valuation firms provid-
ed expert testimony. The firms generally applied the 
same methodology, but had differences of opinion 
related to the following:

1. Financial projections

2. Expected long-term growth rate

3. Selection of an MCAPM equity size-premi-
um

4. Selection of an unsystematic company risk 
premium

5. Relevance of a failed merger and acquisition 
sales process

6. Application and selection of guideline com-
pany pricing multiples

7. Application of a tax pass-through entity 
valuation adjustment

In the end, the Court accepted one valuation 
conclusion, in full, and rejected the other valuation 
conclusion because it was found to be unreliable.

The Court concluded the defendants’ valuation 
expert provided a biased work product. The follow-
ing discussion presents a summary of the dollar-
impact of the bias, as summarized by the Court:85

 Had the defendants’ analyst used manage-
ment projections instead of creating his 
own projection, the DCF valuation would 
have increased by $10 million. The down-
ward biased projection also affected the 
GPTC method. However, that impact was 
not quantified for the Court.

 Had the defendants’ analyst used the 9th 
size decile instead of the micro-cap size 
category, the DCF valuation would have 
increased by $59 million.

 Had the defendants’ analyst used a 4.5 
percent terminal growth rate rather than a 
3.0 percent terminal growth rate, the DCF 
value would have increased by $65 million. 

 Had the defendants’ analyst not arbitrarily 
cut the S corporation premium in half, his 
valuation would have increased by $32 mil-
lion.

 Had the defendants’ analyst used consistent 
methodology between the first Streck valu-
ation report and the second Streck valua-
tion report, the GPTC method would have 
increased by $172 million.

All of the Court findings related to the dollar 
impact of analyst bias were calculated in isolation. 
In other words, certain of the Court findings, when 
taken together, have a more significant impact on 
value than in isolation.

Having worked on Ryan, and having worked on 
dispute-related matters like Ryan, it is typically an 
advantage to the valuation analyst when the legal 
team provides:

1. unfettered access to case documents in a 
document management software platform,

2. enough time so that court deadlines do not 
impair the quality of the analysts’ work, and

3. an engaging process whereby in-person 
meetings and phone calls are held on a 
regular basis.

If all three advantages are present, the valuation 
analyst and the legal team should be able to find 
common ground and present their best case to the 
trier of fact.
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The Use of the Credit Shelter Trust in the 
Time of Portability
Andrew Brajcich, CPA

Estate Tax Planning Thought Leadership

INTRODUCTION
Historically, any unified transfer tax credits not 
used on the estate tax return were lost and could 
not be used by another taxpayer. In 2010, the U.S. 
Congress amended Internal Revenue Code Section 
2010 to provide to the surviving spouse a unified 
credit equal to the tax on his or her basic exclusion 
amount as well as any unused exclusion amount of 
a deceased spouse.

Referred to as “portability,” this provision seem-
ingly nullified the utility of the credit shelter trust, 
a tool of tax planners to make use of any remaining 
wealth transfer tax credits on the decedent’s estate 
tax return.

This discussion explores the continued utility of 
the credit shelter trust and illustrates circumstances 
where large estates can pay less in estate tax by 
using the credit shelter trust than they would pay 
by making the portability election.

BACKGROUND OF THE MARITAL 
DEDUCTION

Section 2056 provides a deduction from the gross 
estate for property that passes to the surviving 
spouse of the decedent. Known as the unlim-
ited marital deduction, this provision provides for 

a deferral of wealth transfer tax on the property left 
to the surviving spouse until his or her death, at 
which time any remaining property is presumably 
included in the surviving spouse’s gross estate.

Depending on how long the surviving spouse 
lives after the decedent’s passing, the benefits of the 
deferral can be quite significant for larger estates.

The following example illustrates the economic 
benefit associated with the marital deduction.

Joan dies with a gross estate of $25 million, 
leaving it all to her spouse Tracy. Joan’s estate pays 
no estate tax by taking a marital deduction, which 
reduces her taxable estate to zero.

If Tracy were to live another 20 years, she would 
enjoy the use of the entire $25 million left to her by 
Joan for that period. If there were no marital deduc-
tion, Tracy would receive less than the full $25 mil-
lion at Joan’s death because tax would be due from 
Joan’s estate.

Assuming a 40 percent flat unified rate, no 
remaining unified credit, and no marital deduction, 
our simple example would yield Tracy only $15 mil-
lion in a net bequest from Joan after the $10 million 
($25 million estate × 40 percent tax rate) in estate 
tax is paid.

Therefore, the marital deduction provides the 
surviving spouse Tracy with the use of the $10 

The credit shelter trust has been a widely used tax savings tool for estates that exceed the 
exclusion amount. However, the use of credit shelter trusts has grown out of favor ever 

since the U.S. Congress amended the Internal Revenue Code to allow for the portability of 
a spouse’s unused exclusion amount. This discussion analyzes the continued use of a credit 
shelter trust in conjunction with the unlimited marital deduction in order to achieve estate 

tax savings for estates that hold appreciating assets.
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million in tax that would otherwise be payable to 
Treasury upon Joan’s passing.

In this example, Tracy will ultimately pay tax on 
the property Joan left her; however, it will be at a 
later date. Therefore, the marital deduction is not 
an exclusion—but rather a deferral of tax on the 
property passed to a surviving spouse.

Through this deferral, the surviving spouse gets 
use of the wealth transfer taxes over her lifetime in 
what has often been described as an interest-free 
loan from the government.

Perhaps the term “unlimited” marital deduction 
is a misnomer. While a decedent may leave as much 
property outright to his or her spouse free of wealth 
transfer tax, limitations generally do apply when the 
property is of a terminable interest.

TERMINABLE INTEREST PROPERTY
An exception to the marital deduction is the termi-
nable interest rule found at Internal Revenue Code 
Section 2056(b). Under this rule, a marital deduc-
tion is denied for property in the form of a termi-
nable interest left to a surviving spouse.

A terminable interest is defined as an interest in 
property that will cease upon the passage of time or 
on the occurrence or an event.1

Terminable interests include a life estate or a 
term of years.2 Under the general rules defining the 
gross estate,3 a terminable interest originating with 
the decedent would generally not be included in the 
surviving spouse’s gross estate, unless the surviving 
spouse had a general power of appointment over the 
property.4

An exception for the terminable interest rule is 
found at Section 2056(b)(7) for “qualified termi-
nable interest property” (“QTIP”).

By election, the decedent’s estate may take a 
marital deduction for certain terminable interests 
that pass to the surviving spouse in exchange for the 
inclusion of the entire value of the property in the 
surviving spouse’s gross estate.5

Additionally, should the surviving spouse give 
away the qualifying interest during life, Section 
2519 will treat the disposition as a constructive 
transfer by the surviving spouse of all the interest in 
the property other than the income interest, and gift 
tax implications will follow accordingly.

The QTIP must be a qualifying income interest 
for life. Specifically, the surviving spouse must be 
entitled to all of the income from the transferred 
property for life and such income must be payable 
at least annually.

In addition, no person may hold the power to 
appoint any portion of the property to anyone but 
the surviving spouse.

Placing property in trust and making a QTIP 
election:

1. permits the decedent some measure of con-
trol over the property after death and

2. provides a deferral of estate tax through a 
marital deduction.

That is, it provides the decedent the ability to 
take care of his or her surviving spouse while dictat-
ing the ultimate disposition of the property.

For example, let’s now assume that Tracy is 
Joan’s second spouse and that Joan had children 
from her first marriage. By giving property outright 
to Tracy in her will, Joan cannot ensure that her 
children will be taken care of after Tracy’s passing.

This is because Tracy can do whatever she 
wants with the property bequeathed to her outright. 
Realizing this may not be the best result, Joan can 
place her property in a QTIP trust to Tracy for life 
and the remainder to her children upon Tracy’s 
death.

By virtue of the election, Joan’s estate takes a 
marital deduction and defers tax on the transfer of 
wealth. In addition, Joan gets to take care of her 
spouse and children.

THE CREDIT SHELTER TRUST
As its name implies, the credit shelter trust is 
designed to utilize the remaining unified credit of 
a decedent through the use of a trust. A decedent 
establishes a trust and designates an amount of 
property equal to the remaining applicable exemp-
tion be passed to the trust.

If the decedent wishes for his or her surviving 
spouse to have access to the property in trust, the 
trust can be established with terms that do not 
qualify for a QTIP election.

By doing so, the decedent’s estate cannot take 
a marital deduction for the property passing to the 
credit shelter trust and thus, the property is subject 
to estate tax. That estate tax will be reduced by the 
decedent’s remaining unified credit.

Let’s now assume Joan in our example has an 
estate of $25 million and has enough unified credit 
to cover the estate tax on $5 million of property 
transferred. In her will, Joan sets up a credit shelter 
trust and directs her administrator to transfer $5 
million to it.

The credit shelter trust provides the trustee 
with the power to use the property for the benefit 
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of Tracy in certain circumstances. The residuary 
of Joan’s estate then passes to Tracy under the will 
through a QTIP trust.

As a result of the credit shelter trust, Joan’s 
taxable estate of $5 million after her $20 million 
marital deduction pays no estate tax due to her 
remaining unified credit.

Tracy gets access to all of Joan’s property if 
needed, Joan’s estate pays no estate tax, and Joan 
uses all of her available unified credit.

PORTABILITY
Every estate is entitled to a unified credit against 
estate tax.6 For 2020, this credit equals the estate 
tax due on a taxable estate of $11.58 million.

This figure, technically termed the basic exclu-
sion amount, is varyingly referred to as the appli-
cable exemption or the applicable exclusion. It is 
indexed for inflation from 2010 on an initial amount 
of $10 million.7

For deaths in 2010 and after, a surviving spouse 
may use any unused exclusion of his or her deceased 
spouse, technically termed the deceased spousal 
unused exclusion amount (“DSUE”), provided the 
surviving spouse has not remarried.8

Returning to the original facts in our example, 
had Joan left her entire estate outright to Tracy and 
used none of her unified credit, Tracy would be able 
to use a credit equal to the tax on her basic exclu-
sion amount—as well as Joan’s unused basic exclu-
sion amount.

It is worth noting that while Tracy’s basic exclu-
sion continues to increase annually with the infla-
tion adjustments provided under Section 2010, the 
value of Joan’s unused exclusion is locked at the 
amount applicable in her year of death.

The portability of the unused exemption of 
a decedent to his or her surviving spouse would 
appear to eliminate the utility of the credit shelter 
trust. However, as the following example illustrates, 
for estates above the exclusion amount with appre-
ciating property, that may not be the case.

Joan has a gross estate of $25 million. Neither 
she nor Tracy make any lifetime gifts. To simplify 
the calculations, let’s assume the following:

1. The basic exclusion amount is $10 mil-
lion in Joan’s year of death and increases 
$500,000 per year.

2. The estate tax is a flat 40 percent.

Let’s also assume that Tracy owns no other prop-
erty and the value of QTIP property remains at $25 
million during her life.

In the current year, Joan passes away and leaves 
her entire estate in a QTIP trust to her spouse Tracy 
with the remainder to be paid to Joan’s children 
from her first marriage upon Tracy’s death. As a 
result, Joan’s estate will pay no estate tax.

Upon Tracy’s death 20 years later, she will 
include in her gross estate the property in the 
QTIP trust. However, Tracy will have Joan’s unused 
exemption of $10 million in addition to her own 
exemption of $20 million at the time of her death. 
Joan and Tracy collectively pay no estate tax.

Without a Credit Shelter Trust
A Constant Estate Value Example

Joan’s Form 706

Gross Estate $  25,000,000
Marital Deduction (25,000,000)
Taxable Estate 0
Tax (40%) 0
Section 2010 Credit (4,000,000)
Tax Due $                0

Without a Credit Shelter Trust
A Constant Estate Value Example

Tracy’s Form 706

Gross Estate $  25,000,000
Marital Deduction                 0
Taxable Estate 25,000,000
Tax (40%) 10,000,000
Section 2010 Credit (12,000,000)
Tax Due $                0

Now let’s assume that Joan’s property appreci-
ates to $40 million over the 20 years in which Tracy 
survives her.

If Joan simply leaves all of her property to Tracy 
in a QTIP without the use of a credit shelter trust, 
the two collectively will pay $4 million in tax under 
our simple example.

Without a Credit Shelter Trust
An Increasing Estate Value Example

Joan’s Form 706

Gross Estate $  25,000,000
Marital Deduction (25,000,000)
Taxable Estate 0
Tax (40%) 0
Section 2010 Credit (4,000,000)
Tax Due $                0
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Without a Credit Shelter Trust
An Increasing Estate Value Example

Tracy’s Form 706

Gross Estate $ 40,000,000
Marital Deduction                 0
Taxable Estate 40,000,000
Tax (40%) 16,000,000
Section 2010 Credit (12,000,000)
Tax Due $  4,000,0000

Now let’s assume that Joan uses a credit shelter 
trust and transfers to it $10 million, the amount of 
her available exclusion. Tracy will not include this 
property in her gross estate upon death. Also, let’s 
assume that all of Joan’s property increases to $40 
million while Tracy survives her.

Therefore, the $10 million in the credit shelter 
trust increases to $16 million and the $15 million in 
the QTIP trust increases to $24 million.

Under these circumstances, the $1.6 million total 
estate tax paid between the two is significantly less 
than the $4 million total tax in the above example.

With a Credit Shelter Trust
An Increasing Estate Value Example

Joan’s Form 706

Gross Estate $  25,000,000
Marital Deduction (15,000,000)
Taxable Estate 10,000,000
Tax (40%) 4,000,000
Section 2010 Credit (4,000,000)
Tax Due $                 0

With a Credit Shelter Trust
An Increasing Estate Value Example

Tracy’s Form 706

Gross Estate $  24,000,000
Marital Deduction                 0
Taxable Estate 24,000,000
Tax (40%) 9,600,000
Section 2010 Credit (8,000,000)
Tax Due $    1,600,000

The DSUE amount is not indexed for inflation. 
Therefore, there exists a planning opportunity to 
place the decedent spouse’s assets that are expected 
to appreciate during the life of the surviving spouse 
into a credit shelter trust. This allows the decedent 
to pay his or her incident of wealth transfer tax 
when the property is lower in value—as compared 
to the property value when the surviving spouse 
passes years later.

The examples provided above are simplified and 
illustrate the savings for large estates. Nonetheless, 
this estate freeze opportunity should be considered 
by financial and estate planners, particularly when 
their clients have children from a prior marriage.

SUMMARY AND CONCLUSION
Often overlooked as an estate planning opportunity 
since the introduction of portability, the credit shel-
ter trust remains a viable tax savings tool for estates 
above the exclusion amount.

By placing property that is expected to appreci-
ate into a credit shelter trust, a decedent can trans-
fer the property before its value increases by utiliz-
ing any remaining exclusion amount. This exclusion 
amount is not indexed for inflation once portability 
to the surviving spouse occurs.

For estates that are large enough to be subject to 
the federal estate tax, the overall tax savings associ-
ated with the use of the credit shelter trust can be 
substantial.

Notes:
1. 26 CFR § 20.2056(b)-1(b).

2. Id.

3. See §§2031 through 2046,

4. §2041. A surviving spouse has a general power 
of appointment if 1) the surviving spouse is 
entitled to all of the income from the transferred 
property for life, 2) such income is payable at 
least annually, or 3) the surviving spouse holds 
a power of appointment over the property that 
is exercisable in favor of the surviving spouse or 
the surviving spouse’s estate.

5. §2044.

6. §2010.

7. The $10 million is effective for deaths after 
December 31, 2017, and before January 1, 2026. 
Prior to the 2017 Tax Cuts and Jobs Act, the 
basic exclusion was indexed from 2010 on $5 
million. Without further action from Congress, in 
2026 the basic exclusion amount will return to a 
number indexed from $5 million from the year 
2010.

8. §2010(c).

Andrew Brajcich is an Associate Professor 
of Accounting and the Director of Graduate 
Accounting at Gonzaga University. He also 
serves as Secretary of the Board of Directors 
for the Washington Society of CPAs. He may 
be reached at (509) 313-7053 or at brajcich@
gonzaga.edu.



We are pleased to announce the Revised Edition of . . .

Guide to
Intangible Asset Valuation
by Robert F. Reilly and Robert P. Schweihs

This 745-page book, originally published in 2013 by the 
American Institute of  Certifi ed Public Accountants, has been 
improved! The book, now in hardback, explores the disciplines 
of  intangible asset valuation, economic damages, and transfer 
price analysis. Guide to Intangible Asset Valuation examines the 
economic attributes and the economic infl uences that create, 
monetize, and transfer the value of  intangible assets.
 Robert Reilly and Bob Schweihs, Willamette Management 
Associates managing directors, discuss such topics as:
■ Identifying intangible assets and intellectual property
■ Structuring the intangible asset valuation, damages, or 

transfer price assignment
■ Generally accepted valuation approaches, methods, and 

procedures
■ Economic damages due diligence procedures and 

measurement methods
■ Allowable intercompany transfer price analysis methods
■ Intangible asset fair value accounting valuation issues
■ Valuation of  specifi c types of  intangible assets (e.g., 

intellectual property, contract-related intangible assets, 
and goodwill)

 Illustrative examples are provided throughout the book, 
and detailed examples are presented for each generally 
accepted (cost, market, and income) valuation approach.

Who Would Benefit from This Book

Willamette
Management
Associates

■ Litigation counsel involved 
in tort or breach of contract 
matters

■ Intellectual property counsel
■ International tax practitioners
■ Property tax practitioners

■ Auditors and accountants

■ Valuation analysts

■ Licensing executives

■ Multinational corporation 
executives

■ Commercial bankers and 
investment bankers

■ Merger & acquisition profes-
sionals 

■ Bankruptcy professionals
■ Judges and arbitrators

Join the Thought Leaders!
Willamette Management Associates is actively 
recruiting analysts for our offi ces in Chicago, 
Atlanta, and Portland. We are seeking qualifi ed 
candidates at the managing director, manager, 
and associate levels. For more information, please 
visit our website at www.willamette.com.
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Recent Artic les and
Presentations
Robert Reilly, a managing director of our 
firm, authored an article that was published 
in the August/September 2020 issue of 
Financial Valuation and Litigation Expert. 
The title of Robert’s article is “Valuation 
Analyst Considerations Regarding Closely 
Held Company Buy/Sell Agreements.”

Ownership succession and estate planning are 
two common concerns of private company owners. 
Such private company owners sometimes utilize 
buy/sell agreements to help address both of these 
concerns. Robert’s article focuses primarily on buy/
sell agreements related to closely held tax pass-
through entities. He summarizes the two primary 
types of company buy/sell agreements: (1) cross-
purchase agreements, and (2) redemption agree-
ments. Robert describes several ways in which 
these two types of buy/sell agreements fund the 
redemption of the company owner’s equity inter-
ests. He explains many of the reasons why the com-
pany owner or the company itself would implement 
a buy/sell agreement. In particular, he focuses on 
the taxation planning, compliance, and controversy 
considerations with regard to closely held company 
buy/sell agreements. Robert explores the business 
valuation provisions of the buy/sell agreement. In 
particular, he considers the rules and the limita-
tions related to the company owner’s reliance on a 
buy/sell agreement valuation formula for estate tax 
planning and estate tax compliance purposes.

Kevin Zanni, a managing director in our 
Chicago office, along with Mark Rodriguez of 
MR Valuation Consulting, presented a webinar. 
The webinar was sponsored by California Water 
Association, the Public Utilities Commission of 
the State of California and the California State 
Water Resources Control Board. The webinar 
was conducted on August 19, 2020. The title of 
Kevin and Mark’s webinar was “Water System 
Valuation: RCNLD Analysis.”

Kevin and Mark review the valuation engage-
ment process and discuss general valuation prin-
ciples and practices. They present an overview of 
relevant California statutes and guidance for water 
system valuation. Kevin and Mark explore both 
reproduction cost new and replacement cost new 
and discuss the differences. Finally, they discuss 
various forms of obsolescence that may apply in 
water system valuations, including economic obso-
lescence and functional obsolescence.

Robert Reilly authored an article that 
was published in the June 10, 2020, issue of 
QuickRead. QuickRead is published by the 
National Association of Certified Valuators and 
Analysts® (NACVA®). The title of Robert’s 
article is “Valuation Treatment of the ESOP 
Repurchase Obligation Liability.”

There are certain valuation aspects that are 
unique to ESOP sponsor company valuations. The 
ESOP repurchase obligation is one of those aspects. 
Robert’s article provides a hypothetical ESOP spon-
sor company valuation to illustrate the alternative 
valuation treatments for the repurchase obligation 
on the sponsor company share price conclusion. 
This article is intended to clarify and enhance 
the ongoing discussion among valuation analysts 
regarding the treatment and presentation of the 
repurchase obligation in valuations performed for 
ESOP administration and regulatory compliance 
purposes.

Fady Bebawy, a vice president in our 
Chicago office, authored an article that was 
published in the  April 8, 2020, issue of Wealth 
Management, www.wealthmanagement.com. 
The title of Fady’s article is “Fifth Circuit 
Disallows Discount for Lack of Control.”

Fady discusses the recent Fifth Circuit Court 
of Appeals decision in Estate of Strightoff v. 
Commissioner. In that decision, the court ruled 
that the estate wasn’t entitled to a discount for 
lack of control for a substituted limited partnership 
interest with control rights.
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IN PRINT
Robert Reilly, firm managing director, and Connor 
Thurman, Portland office associate, authored an arti-
cle that appeared in the July 2020 issue of Journal 
of Multistate Taxation and Incentives. The title 
of Robert’s and Connor’s article is “Best Practices 
in the Measurement of Functional or Economic 
Obsolescence in the Valuation of Industrial or 
Commercial Property.”

Robert Reilly also authored an article that 
appeared in the July/August 2020 issue of 
Construction Accounting and Taxation. The title of 
Robert’s article was “Performing the Construction 
Company Functional Analysis.”

Robert Reilly also authored an article that 
appeared in the August/September 2020 issue of 
Financial Valuation and Litigation Expert. The 
title of Robert’s article was “Valuation Analyst 
Considerations Regarding Closely Held Company 
Buy/Sell Agreements.”

Robert Reilly served as the co-editor of the 
American Bankruptcy Institute book published in 
2020 and titled Developing the Evidence Using 
Prospective Financial Information in Bankruptcy 
and Other Litigation for Business Valuation, 
Damages, and Other Applications.

Fady Bebawy, Chicago office vice president, 
authored an article that appeared in the online 
publication of the Trusts & Estates journal at www.
wealthmanagement.com. The article appeared on 
April 8, 2020, and was titled “Fifth Circuit Disallows 
Discount for Lack of Control.”

Kyle Wishing, Atlanta office manager, authored 
an article that was published in the National 
Association of Certified Valuators and Analysts 
(“NACVA”) online publication at quickreadbuzz.
com on June 10, 2020. The title of Kyle’s article 
was “Valuation Treatment of the ESOP: Repurchase 
Obligation Liability.”

Kyle Wishing also authored an article that was 
published in the Summer 2020 issue of Journal of 
Employee Ownership. The title of that article was 

“Valuation Treatment of the Repurchase Obligation 
Liability.”

Ben Duffy, Atlanta office manager, also authored 
an article that was published in the NACVA online 
publication at quickreadbuzz.com on June 3, 2020. 
The title of Ben’s article was “ESOP Implementation 
Considerations: A Leverage ESOP versus a Non-
Leverage ESOP.”

IN PERSON
Curtis Kimball, Atlanta office managing director, 
participated in a webinar panel discussion spon-
sored by the National Trust Closely Held Business 
Association. The webinar was presented on July 
23, 2020, and the topic was “Valuing Closely Held 
Assets in Today’s World.”

Kyle Wishing, Atlanta office manager, delivered 
a webinar sponsored by the ESOP Association on 
August 11, 2020, The title of Kyle’s presentation 
was “ESOP Valuation Reports: What’s a Fiduciary 
to Do?”

Kyle Wishing will also deliver a presentation at 
the Tennessee Society of CPA’s 2020 Forensic and 
Valuation Service Conference on October 20, 2020. 
The topic of Kyle’s presentation will be “Estimating 
Long-Term Growth Rates in Times of Economic 
Uncertainty.”

ENCOMIUM
We are pleased to recognize the contribution of 
Chicago office vice president Nathan Novak to the 
American Institute of Certified Public Accountants 
(“AICPA”). Nate was the principal author of the 2020 
revisions to the AICPA professional guidance enti-
tled “Best Practices in Intangible Asset Valuation—
Cost Approach Methods and Procedures.” This 
valuation-related professional guidance is available 
through the forensic and valuation services section 
of the AICPA website.

Communiqué
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Willamette Management Associates provides thought leadership in business valuation, forensic analysis, and 
financial opinion services. Our professional services include: business and intangible asset valuation, intellec-

tual property valuation and royalty rate analysis, intercompany transfer price analysis, forensic analysis and expert 
testimony, transaction fairness opinions and solvency opinions, reasonableness of compensation analysis, lost profits 
and economic damages analysis, economic event analysis, M&A financial adviser and due diligence services, and ESOP 
financial adviser and adequate consideration opinions.

We provide thought leadership in valuation, forensic analysis, and financial opinion services for purposes of 
merger/acquisition transaction pricing and structuring, taxation planning and compliance, transaction financing, 
forensic analysis and expert testimony, bankruptcy and reorganization, management information and strategic plan-
ning, corporate governance and regulatory compliance, and ESOP transactions and ERISA compliance.

Our industrial and commercial clients range from substantial family-owned companies to Fortune 500 multina-
tional corporations. We also serve financial institutions and financial intermediaries, governmental and regulatory 
agencies, fiduciaries and financial advisers, accountants and auditors, and the legal profession.

For 50 years, Willamette Management Associates analysts have applied their experience, creativity, and respon-
siveness to each client engagement. And, our analysts are continue to provide thought leadership—by delivering the 
highest level of professional service in every client engagement.
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