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The SWS Group, Inc., Chancery Court 
Appraisal Decision—Fair Value Not Based 
on the Merger Price
Jeffrey A. Jensen and Kevin M. Zanni

Forensic Analysis Thought Leadership

In a matter that is similar to certain other recent fair value decisions, the Delaware 
Court of Chancery rejected a merger price indication in favor of its own discounted cash 
flow analysis. However, in the SWS Group, Inc., appraisal decision, instead of a decision 

supporting a higher fair value, the court ultimately found that the merger price was 
too high. This ruling highlights the risk of an arbitrage appraisal strategy and may give 

dissenting shareholders something to consider before invoking their appraisal rights. 
Also, this decision highlights how valuation analysts can sometimes arrive at significantly 
divergent opinions of value. The concern is that the court may view analysts as advocates 

for their clients—and not as advocates for their valuation opinion.

inTroducTion
In the matter of In re Appraisal of SWS Group, Inc. 
(“SWS”),1 an appraisal arbitrage strategy resulted 
in the Delaware Court of Chancery (“Chancery 
Court”) rejecting the merger price as a reliable fair 
value conclusion. The Chancery Court also rejected 
certain findings of the respondent analyst and peti-
tioner analyst.

The Chancery Court noted that the “public sales 
process that develops market value is often the best 
evidence of statutory fair value.”2

However, in the instant case, the respondent 
analyst, the petitioner analyst, and the Chancery 
Court agreed that the merger price was not a fair 
value indication. In SWS, the Chancery Court pre-
pared its own discounted cash flow analysis to arrive 
at fair value.3 As a result, the Court found the fair 
value of SWS Group, Inc., the company that is the 
subject of this litigation, to be lower than the merger 
price.

The Chancery Court, in the recent In re 
Appraisal of Dell (“Dell I”) matter, determined 
a greater fair value than the merger price in the 
appraisal rights proceeding.4

In the Dell I matter, the Chancery Court found 
that the merger price was also not a fair value indi-
cation.

In Dell I, the Chancery Court rejected—in cer-
tain parts, just like in SWS—the findings of the 
respondent analyst and petitioner analyst. The 
Chancery Court decided to prepare its own dis-
counted cash flow method analysis. The Dell I 
conclusion suggested a fair value price per share 
of the common stock of Dell at the time of its sale 
of a price 27 percent greater than the total merger 
consideration price per share.

In the even more recent matter, the Supreme 
Court of the State of Delaware (“Supreme Court”) 
remanded the Dell I decision back to the Chancery 
Court on appeal (“Dell II”).5

According to the Supreme Court, the Chancery 
Court erred in Dell I because “its reasons for giv-
ing [the merger price] no weight—and for relying 
instead exclusively on its own discounted cash flow 
. . . do[es] not follow from the court’s key factual 
findings and from relevant, accepted financial prin-
ciples.”6
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In Dell II, the Supreme Court found that the deal 
price should have been given weight. However, the 
Supreme Court did not mandate that the deal price 
should be the ultimate fair value conclusion. The 
Supreme Court stated, “despite the sound economic 
and policy reasons supporting the use of the deal 
price as the fair value on remand, we will not give in 
to the temptation to dictate that result.”7

What is most interesting in Dell I is the Chancery 
Court finding that the merger price was less than the 
fair value of Dell, Inc., stock. Now that a ruling has 
been made in Dell II, it is clear that but for sound 
reasoning, specifically involving the process by 
which deal negotiations proceed, that the Delaware 
courts are partial to merger pricing as a measure 
of fair value. This more recent decision follows the 
decision in In Re Appraisal of Petsmart, Inc.

As discussed further herein, the facts and cir-
cumstances involving the SWS Group, Inc., merger 
suggested that the fair value is most likely not 
the same as the merger price. If SWS is appealed, 
it would be somewhat surprising if the Supreme 
Court overturned and remanded the Chancery 
Court ruling that the discounted cash flow method 
provided a better indication of fair value than the 
merger price.

This discussion of the SWS decision highlights 
key dissenting shareholder decision making and 
possible ramifications.

First, an investor should consider the decision 
to invoke appraisal rights. Dissenting from a pro-
posed merger may result in a decrease in respective 
merger proceeds.

Second, an investor should consider that a merg-
er price may be considered fair value, as it appears 
that the Delaware courts are partial to merger price 
as an indication of fair value—depending on the 
facts and circumstances.

And, finally, an analyst should consider how a 
subject analysis may be viewed by the court. Does 
the analysis advocate a position that overwhelm-
ingly favors its client? Does the end result produce 
a value that is unreasonable?

Background of sws group, 
inc.8

The target company, SWS Group, Inc. (“SWS 
Group”), was a small bank holding company that was 
publicly traded on the New York Stock Exchange. 
SWS Group had two general business segments:

1. traditional banking (“Bank”) and

2. brokerage services (“Broker-Dealer”).

The Broker-Dealer operations had significantly 
more locations and resources than the Bank. In fact, 
the Bank had a deficient amount of retail deposits. 
Nearly 90 percent of SWS Group deposits came from 
overnight sweep accounts that were held by SWS 
Group Broker-Dealer clients.

SWS Group provided loans to borrowers in North 
Texas that became past due as a result of the finan-
cial crisis in 2008 and 2009. From 2007 to 2011, 
the Bank’s nonperforming assets increased from 2 
percent of total assets to 6.6 percent. As a result, in 
July 2010, the Bank entered into a Memorandum of 
Understanding with Federal regulators that restricted 
certain business and required higher capital ratios.

The next year, in February 2011, federal regula-
tors issued a cease and desist order to the Bank, 
which further restricted Banking activities.

SWS Group management searched for solutions 
to increase capital ratios of the banking business. 
First, the SWS Group management tried to increase 
bank-related capital by transferring capital from the 
Broker-Dealer to the Bank. This action resulted in a 
liquidation of Broker-Dealer assets.

Ultimately, this strategy only served to exac-
erbate the Bank’s problem. The transfer of assets 
caused the capital of the Broker-Dealer segment to 
decline below the threshold capital levels accept-
able to counterparties, creating the potential for an 
impairment of the Broker-Dealer business segment.

SWS Group tried to raise capital in December 
2010 through a public offering of convertible unse-
cured debt. The debt offering failed due to a lack of 
investor demand. Consequently, SWS Group man-
agement investigated opportunities in the private 
marketplace.

Discussions between SWS Group and Hilltop 
Holdings, Inc. (“Hilltop”),9 began in the early fall of 
2010. At that time, both parties entered into a non-
disclosure agreement allowing Hilltop to perform a 
due diligence review of SWS Group.

In March 2011, the terms of a Credit Agreement 
were finalized between SWS Group, Hilltop, and 
Oak Hill Capital Partners (“Oak Hill”).10

According to the Credit Agreement, Hilltop and 
Oak Hill provided a $100 million senior unsecured 
loan to SWS Group at an interest rate of 8 percent. 
Also pursuant to the Credit Agreement, SWS Group 
issued an equity warrant to purchase 8,695,652 
shares of SWS Group common stock to Hilltop and 
Oak Hill. The warrant had an exercise price of $5.75 
per share.

Upon exercise of the warrants, the subject debt 
provided by Oak Hill and Hilltop is eliminated. If the 
warrants were not exercised, the subject loan would 
mature in five years.
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At the same time that SWS Group entered 
into the Credit Agreement, it also entered into 
an Investor Rights Agreement (“IRA”) with 
Hilltop and Oak Hill. The IRA provided Hilltop 
and Oak Hill the right to appoint a board mem-
ber and a board observer to the SWS Group 
board of directors.

The Credit Agreement contained anti-take-
over clauses, which would place the loan in 
default if the board no longer consisted of 
a majority of continuing directors, or if any 
other stockholder acquired more than 24.9 
percent of SWS Group stock.

In addition, a clause in the Credit 
Agreement included a covenant prohibiting 
the SWS Group from undergoing a fundamen-
tal change, which was defined to include a sale 
of SWS Group (“Merger Covenant”).

After the Credit Agreement was finalized, 
SWS Group implemented a plan to improve the 
business. From 2011 through 2014, SWS Group 
management prepared annual budgets. In order to 
prepare the annual budget, management asked its 
business leaders for aspirational goals/projections.

The annual budget was then presented to the 
SWS Group board of directors for approval. Single 
year projections are extrapolated to produce three-
year strategic plans.

However, SWS Group never met its budget during 
the period from 2011 to 2014. Rather, SWS Group 
suffered declining revenue throughout the period 
and failed to earn a profit in every year except for 
2012. In 2012, SWS Group recorded a small profit.

SWS Group hired a new CEO in 2012, who 
implemented changes and improved capital levels at 
the Bank. The CEO’s efforts resulted in the termina-
tion of the cease and desist order in 2013.

However, the Bank still struggled to maintain 
profitability. Disappointing financial performance of 
SWS Group led management to write down approxi-
mately $30 million of the deferred tax asset.

The deferred tax asset was comprised of accumu-
lated net operating losses. SWS Group management 
did not believe that it would be able to generate 
sufficient income to realize the full benefit of the 
net operating losses within the requisite time frame.

In August 2013, the SWS Group board of direc-
tors directed the CEO to significantly reduce costs 
due to continued poor financial performance. The 
board of directors remained concerned about the 
ability to meet financial obligations under the Credit 
Agreement.

Before a sales process began, equity analysts 
speculated that SWS Group might be an acquisition 

target. SWS Group stock traded higher in public 
markets as a result of merger speculation. At the 
time, Hilltop was considering an acquisition of SWS 
Group. Hilltop management expected the acquisi-
tion to provide synergistic benefits to its business 
operations.

On January 9, 2014, Hilltop made an offer to 
acquire SWS Group for $7.00 per share, payable in 
50 percent cash and 50 percent Hilltop stock. This 
offer price reflected a premium relative to:

1. the closing price of $6.06 per share of SWS 
Group on January 9, 2014, and

2. the one-year average price per share of 
$5.92.

Two other interested parties approached SWS 
Group regarding an acquisition. The first interested 
party, Esposito, a small Dallas, Texas, broker-dealer 
business, never provided a formal offer. The second 
interested party, Stifel Financial Corp. (“Stifel”),11 
expressed interest at $8.15 per share.

However, SWS Group management was doubt-
ful about the authenticity of Stifel’s interest. 
According to SWS Group management, Stifel had 
a reputation of pursuing acquisitions, backing out, 
and then poaching key employees from the acquisi-
tion target.

On or around March 20, 2014, SWS Group 
reached a handshake deal to consummate a merger 
with Hilltop. At this time, Stifel was still expressing 
interest in purchasing SWS Group at a purchase 
price above Hilltop’s offer price.

However, Hilltop made clear that it would not 
waive the merger covenant provided by the Credit 
Agreement. Stifel improved its offer to purchase the 
SWS Group, but Stifel was unable to complete its 
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due diligence to its satisfaction and no agreement 
ever materialized.

An SWS Group financial advisor provided a fair-
ness opinion that concluded that Hilltop’s proposal 
was fair to SWS Group shareholders. On March 31, 
2014, the SWS Group board of directors approved 
the merger with a Hilltop subsidiary.

A few months prior to the merger closing, 
Oak Hill exercised the majority of its warrants on 
September 26, 2014, consisting of 6.5 million SWS 
Group shares. On October 2, 2014, Hilltop exercised 
the remaining equity warrants. After the subsequent 
warrant exercise, Hilltop owned 8.7 million SWS 
Group shares.

Subsequent to the warrant exercise, $87.5 mil-
lion of SWS Group debt was eliminated. On January 
1, 2015, the merger closed with Hilltop paying SWS 
Group shareholders total merger consideration of 
$6.92 per share.

The petitioners, former stockholders of SWS 
Group, dissented from the transaction and exer-
cised their statutory right to a fair value appraisal. 
The petitioners were comprised of seven entities, 
which held, in aggregate, 7,438,453 shares of SWS 
common stock.

Certain stockholders of the petitioners started 
to accumulate shares shortly after the deal was 
announced. The apparent purpose of the share 
acquisition, after the transaction was announced, 
was to engage in an appraisal arbitrage strategy.

In SWS, several appraisal petitions were filed 
with the Chancery Court in January 2015. A four-
day trial was held in September 2016 followed by a 
post-trial briefing. As noted by the Chancery Court, 
“as is typical in these proceedings, the experts pres-
ent vastly divergent valuations.”

The petitioner expert arrived at $9.61 per share 
and the respondent expert arrived at $5.17 per 
share.

The chancery courT anaLysis
At trial, neither expert relied on the merger price. 
The petitioner expert justified the decision to 
ignore the merger price by highlighting the flaws in 
the sales process. Also, according to the petitioner 
expert, the merger price should be ignored due to 
the fact that Hilltop had a partial veto of any poten-
tial acquisition of SWS Group by another entity.

It appears that from the petitioner perspective, 
it is a reasonable assumption that the fair value 
was not equal to the merger price. The instant case 
involved different facts and circumstances than in 
the In Re Appraisal of Petsmart, Inc., matter where 

a rigorous sales process provided a reasonable indi-
cation of fair value.12

In the instant case, in addition to the partial veto 
issue, the Chancery Court found that SWS Group 
board of directors did not enter into a rigorous sales 
process.

The respondent expert argued that the merger 
price reflected the premium Hilltop paid for the 
shared synergies that it expected to realize from the 
transaction. The position of the respondent expert 
was that such a premium should not be considered 
in a fair value appraisal action.

The Chancery Court agreed with the petitioner 
expert that the merger price was an unreliable 
indicator of fair value. The Chancery Court found 
that price was unreliable because of the partial veto 
power Hilltop could exercise as part of its rights 
agreed to under the Credit Agreement.

As a result, the Chancery Court applied tradi-
tional valuation methodologies to arrive at a fair 
value conclusion.

Comparable Companies Analysis
Only the petitioner expert conducted a guideline 
comparable companies analysis for SWS Group, to 
which he gave a 20 percent weighting in his fair 
value conclusion.

The Chancery Court rejected the guideline 
comparable companies analysis. According to the 
Chancery Court, the selected companies do not 
have to be a perfect match, but the analysis 
must employ a good sample of actual comparable/
guideline companies.

The Chancery Court found that the guideline 
companies selected were not sufficiently compara-
ble given SWS Group’s unique structure, small size, 
and poor performance.

Guideline publicly traded companies should be 
similar to the subject company—it is not necessary 
that the guideline companies be exact copies.

Assuming there is a sufficient amount of similar-
ity between a subject company and potential guide-
line companies, the application of the guideline pub-
licly traded company method is generally beneficial 
to the valuation analysis.

The advantages of using the market approach 
include the following:13

1. It is fairly simple to understand.

2. It uses actual data and is not as dependent 
on long-term estimates.

3. It generally includes the value of all busi-
ness operating assets.
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4. It does not rely on explicit forecasts, and 
future growth is embedded in the pricing 
multiples.

The disadvantages of using the market approach 
include the following:

1. No good guideline companies exist—the 
analyst may not be able to find sufficiently 
similar guideline companies.

2. An insufficient number of data points or 
guideline companies exist, thus creating a 
problem with not enough information avail-
able to form an opinion.

3. Certain assumptions may be hidden, as 
growth rate assumptions, subject equity 
risk assumptions, and margin assumptions 
are incorporated in pricing multiples but 
are embedded and not explicit.

The following sources can assist the valuation 
analyst in creating a potential list of guideline com-
panies:14

1. Company management—ask company man-
agement about publicly traded competitors

2. Standard Industrial Classification (“SIC”) 
or North American Industry Classification 
System (“NAICS”)—base a search off of an 
SIC code or NAICS code using an online 
database

3. Online databases—use databases to find 
and screen potential guideline companies

4. Industry research—reading trade journals 
and industry reports can be helpful to iden-
tify guideline companies

In general, a valuation analyst may choose to 
focus a guideline search based on business descrip-
tion matching. After a group of companies has been 
identified, a typical next procedure is to identify the 
group of guideline companies that provides the most 
meaningful pricing evidence.

More often than not, though not in all valuation 
assignments, there is usually enough size variation 
among publicly traded companies that this method 
should be at least considered as a means to estimate 
value.15

As a means of eliminating guideline companies, 
the issue of size-related comparability is an impor-
tant consideration in selecting guideline companies. 
One of the main reasons is that smaller companies 
typically have more business and financial risk than 
larger companies.16

Small company risk characteristics include the 
following:

1. Potential competition issues (it is easier to 
enter the market and compete with small 
companies while larger companies have 
resources to mitigate competitive chal-
lenges)

2. Economic issues and concern (larger com-
panies can better cope with economic 
downturn than small companies)

3. Limited access to capital (small compa-
nies can find it difficult to obtain funding 
while larger companies typically have more 
options for funding) 

4. Management depth concerns (large compa-
nies do not have key employee concerns in 
the same way that smaller companies do)

5. Customer concentration and product con-
centration risk (small companies are typi-
cally not as diversified in product offerings 
and are often beholden to a small group of 
customers)

6. Liquidity concerns and lack of market cov-
erage (small companies do not enjoy the 
same level of analyst coverage and small 
company stock is typically less liquid than 
larger companies)17

Assuming a guideline publicly traded company is 
sufficiently similar to a subject business, in terms of 
business operations based on its business descrip-
tion, there are methods by which publicly traded 
guideline company multiples can be adjusted for dif-
ferences in size and in growth. In general, adjusting 
guideline publicly traded company pricing multiples 
for size and growth is not commonly applied in valu-
ation analysis.

It is generally more common for an analyst to use 
professional judgment and consider the size-related 
differences in the selection and application of pricing 
multiples. However, it is important to recognize that 
there are methods for adjusting pricing multiples.

For example, to prepare a size-adjusted guideline 
publicly traded company pricing multiples analysis, 
the following equation may be used:18
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where:

Multiple = Guideline publicly traded company 
  pricing multiple

     ε = Percent of equity capital in guideline 
  company capital structure
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θ = Percent difference between (1) mean 
return for guideline company based on 
its Center for Research in Security Prices 
(“CRSP”) size classification and (2) mean 
return for subject company based on its 
CRSP size classification

The guideline publicly traded company pric-
ing multiple size-premium adjustment is similar in 
concept to the equity-related size-premium adjust-
ment. Based on arithmetic mean returns published 
in the Duff & Phelps publication 2017 Valuation 
Handbook – U.S. Guide to Cost of Capital, compa-
nies categorized as the largest decile, size decile 1, 
provided an average return of 11.05 percent.19

Companies categorized in the subdecile 10z, the 
smallest subcategory decile, provided an average 
return of 25.54 percent.20

Based on relative size, if a subject company is 
classified as a subdecile 10z security, the previously 
provided equation can be used to adjust pricing 
multiples derived from larger guideline companies.

Assuming a guideline public company has a mar-
ket capitalization of $1.98 billion, it is classified as a 
decile 6 security. The arithmetic average return for 
a decile 6 security is 14.81 percent.21

Therefore, the average return of a decile 6 secu-
rity is 10.73 percent lower than the average return 
for a subdecile 10z security. The percent of equity 
capital in the guideline company capital structure is 
86.9 percent.

Based on the previously provided formula, the 
adjustment to a market value of invested capital 
(“MVIC”) to earnings before interest, taxes, depre-
ciation and amortization (“EBITDA”) market pric-
ing multiple of 8.2 times is as follows: 

Adjusted MVIC to EBITDA Pricing Multiple:Adjusted EBITDA to MVIC Pricing Multiple:

4.6 = 
 %73.10%9.86

2.8
1

1









Therefore, based on this singular example, a 
guideline public company pricing multiple of 8.2 is 
adjusted to 4.6 percent to reflect a more reasonably 
appropriate pricing multiple to apply to a subject 
company.

However, it is up to the analyst to decide if this 
type of adjustment is appropriate given the specific 
facts and circumstances of the valuation engagement.

Discounted Cash Flow Analysis 
Both the petitioner expert and respondent expert 
prepared a discounted cash flow (“DCF”) analysis.

As discussed, the Chancery Court found that the 
experts presented significantly divergent valuation 
opinions. And, ruling out the guideline company 
method, the Chancery Court constructed its own 
DCF analysis.

In order to develop its own DCF, the Chancery 
Court made decisions regarding DCF valuation vari-
ables and inputs. The Chancery Court specifically 
decided DCF inputs including cash flow projections, 
terminal value growth rate, equity risk premium, 
beta, and equity size premium.

Cash Flow Projections
The respondent expert used management projec-
tions to prepare its DCF analysis and fair value con-
clusion. That is, the respondent expert used three-
year financial projections prepared by management 
without any changes.

The petitioner expert made several adjustments 
to the three-year management projections of cash 
flow for SWS Group.

For the first adjustment, the petitioner expert 
used the management-prepared three-year projec-
tions and increased them by two years. At trial, the 
petitioner expert argued that SWS Group would not 
reach a steady state by the end of the three-year 
management projections.22

As a result, the expert added two years to the 
management projection in order to arrive at normal-
ized financial performance. The petitioner expert’s 
argued that at the end of three years, SWS Group 
profit margins were projected to be much lower than 
projected peer company margins.

According to the expert, the SWS Group finan-
cial projections were not indicative of a steady state 
of financial performance for the business where 
profit margins were in line with guideline company 
profit margins.

The Chancery Court rejected the petitioner 
expert’s assumptions for two reasons:23

1. The Chancery Court rejected the claim that 
the peer companies were comparable to 
SWS Group.

2. The Chancery Court rejected the premise 
that SWS Group would have been able to 
realize consistent straight-line growth for 
an additional two years, after which SWS 
Group would have reached a profit margin 
much higher than management projections.

The Chancery Court decided to use manage-
ment’s three-year projections as the basis for its 
own DCF analysis—essentially agreeing with the 
approach of the respondent expert.
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According to the SWS decision, the Chancery 
Court has long expressed its strong preference for 
management projections; projections prepared in 
advance of the merger are favored over litigation-
facing expert derived projections.24

For the second adjustment, the petitioner expert 
made cash flow adjustments for the following items:

1. The Oak Hill and Hilltop warrant exercise

2. The distribution of excess regulatory capital 
provided for in the DCF analysis

The petitioner expert argued that the exercise 
of the warrants was part of the operative reality of 
SWS Group. The expert reasoned that the warrant 
exercise should be considered because it occurred 
prior to the merger.

The expert also argued that $117.5 million of 
excess regulatory capital should be added to fair 
value. In order to account for the excess regula-
tory capital, the expert added $87.5 million in 
year one and $30 million in year three to the DCF 
cash flow.

The respondent expert argued that the warrant 
exercise should be ignored and that the subsequent 
changes to the SWS Group capital structure should 
not be considered. As a result, the respondent 
expert claimed that the fair value of SWS Group 
should include $0 as the amount of distributable 
excess regulatory capital.

The Court decided that the warrant exercise was 
a part of the operative reality for SWS Group as of 
the date of the merger. It essentially agreed with the 
petitioner expert, that because the warrants had 
been exercised three months prior to the close of 
the merger, the warrant exercise was not contingent 
on the merger itself.

In SWS, the Chancery Court found that Hilltop 
and Oak Hill acted in their own self-interest by exer-
cising the warrants.

The petitioner expert argued that excess regula-
tory capital must be treated similarly to excess cash 
that is not redeployed into the business; namely 
that the amount of excess capital should be added 
to the value of the DCF analysis.

The respondent expert argued that it is improper 
to add back the excess regulatory capital. That 
is because making a provision for a distribution 
assumes that SWS Group can distribute $117.5 
million to shareholders with no adverse impact on 
business performance. And, that distributing $117.5 
million would not impair the ability of SWS Group 
to meet management projections.

The Chancery Court noted that the warrant 
exercise did not inject any money into SWS Group, 

since that money had already been received upon 
execution of the Credit Agreement in 2011.

The Chancery Court acknowledged that the 
exercise of the warrants significantly changed the 
capital structure of SWS Group, cancelling $87.5 
million in debt in exchange for more shares issued. 
The exercise of the warrants did not create excess 
capital in the sense of excess cash that was beyond 
what was needed for business operations.

Consequently, the Chancery Court rejected the 
petitioner expert’s argument that $117.5 million of 
excess regulatory capital would be distributable.

For the third and final adjustment, the peti-
tioner expert reduced management projected inter-
est expense from the management projections. 
The Chancery Court agreed with this assessment 
and decreased interest expense in its DCF analysis 
accordingly.

The Terminal Value Growth Rate
The petitioner expert used a 3 percent terminal 
growth rate for his DCF analysis. The respondent 
expert used a 3.35 percent terminal growth rate. 
According to the respondent expert, the 3.35 per-
cent terminal growth rate was based on the mid-
point between the long-term expected inflation rate 
of 2.3 percent and the long-term expected growth 
rate of the economy of 4.4 percent.

In rebuttal, the petitioner expert adopted the 
3.35 percent terminal growth rate. The Court also 
adopted 3.35 percent as the terminal growth rate for 
its DCF analysis.

A common procedure to estimate long-term 
(sustainable or perpetual) growth rates includes (1) 
establishing an expectation of inflation and (2) add-
ing a selected real growth rate for the subject com-
pany. This methodology is discussed in the valua-
tion reference Ibbotson SBBI Valuation Yearbook.25
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When applying this approach, it is recommended 
that a valuation analyst use prospective information 
to estimate the long-term growth rate. For example, 
if a long-term projection for inflation is 3.0 percent 
(just for reference purposes, U.S. inflation has aver-
aged 3.0 percent per year as measured from 1926 
to 2016 according to the 2017 Valuation Handbook 
—U.S. Guide to Cost of Capital), and real gross 
domestic product (“GDP”) is projected to increase 
by 2.5 percent on average in the next 20 years.

The nominal long-term GDP growth rate can 
be estimated by adding 3.0 percent to 2.5 percent, 
which equals 5.5 percent.

Based on this example, the 5.5 percent rate is 
generally considered a perpetual growth rate ceil-
ing. In theory, a company cannot exceed the long-
term growth rate of its respective economy into 
perpetuity.

The Discount Rate
The petitioner expert and the respondent expert 
both used the capital asset pricing model to cal-
culate cost of equity. Both parties agreed that the 
risk-free rate of return was 2.47 percent, but they 
disagreed regarding the equity risk premium, the 
equity beta, and the size premium.

Equity Risk Premium
The petitioner expert and the respondent expert 
disagreed about whether the historical equity risk 
premium (“ERP”) or supply-side ERP should be 
used. The respondent expert used the historical ERP 
of 7 percent. The petitioner expert used the supply-
side ERP of 6.21 percent.

The Chancery Court ruled that the supply-side 
ERP was the proper metric. This ruling appears to 
be consistent with what the Chancery Court has 
recently recognized as the default ERP valuation 
variable in similar actions.

Valuation analysts generally consider the supply-
side ERP to be theoretically superior to the histori-
cal ERP. The reasoning behind the supply-side ERP 
selection can be traced back to a research paper 
written by Roger Ibbotson and Peng Chen.26

Ibbotson and Chen studied the components of 
historical equity returns from 1926 to 2000 using 
supply-side factors. The supply-side factors includ-
ed inflation, earnings, dividends, price-to-earnings 
(“P/E”) ratio, dividend payout ratio, book value, 
return on equity, and GDP per capita.

Ibbotson and Chen found that the supply-side 
ERP was lower than the realized ERP during the 
period from 1926 to 2000. The reasoning behind the 
lower supply-side ERP is understood to be due to 

underlying and contributory factors, some of which 
cannot continue into perpetuity.

Ibbotson and Chen concluded, “Although GDP 
per capita outgrew earnings and dividends, the 
overall stock market price grew faster than GDP 
per capita. The primary reason is that the market 
P/E increased 2.54 times during the same time 
period.”27

Thus, the historical ERP contains an implicit 
assumption of an increasing P/E ratio. The implica-
tions of such an assumption are (1) the equity mar-
ket will grow faster than the underlying economy 
into perpetuity and (2) investors will continue to 
pay a higher price relative to realized earnings. “In 
theory, eventually the supply-side ERP and the his-
torical ERP should converge.”28

As a result of the Ibbotson and Chen findings, the 
valuation reference book, Duff & Phelps Valuation 
Handbook series, calculates a supply-side ERP and 
a historical ERP.29

It is generally understood that this supply-side 
ERP calculation is theoretically superior to the his-
torical ERP.

Beta
The petitioner expert used a beta of 1.10, whereas 
the respondent expert used a beta of 1.18. One 
of the primary issues was the consideration of an 
appropriate lookback period.

The respondent expert used a two-year lookback 
period of SWS Group weekly stock returns ending 
on January 3, 2014. This lookback period included 
the date preceding the announcement of Hilltop’s 
initial offer.

The petitioner expert derived his beta, in part, 
by reference to peer companies. Although the Court 
found the peer group of guideline companies to be 
unreliable with regard to the market approach, the 
Chancery Court agreed with the petitioner expert’s 
beta conclusion.

The Chancery Court rejected the respondent 
expert’s beta estimate due to concerns over the 
behavior of SWS Group stock during the lookback 
measurement period. The Chancery Court cited the 
noise amongst analysts about a possible acquisition 
prior to January 3, 2014, and the increased volatil-
ity of SWS Group’s stock price as evidence that the 
respondent expert’s beta was unreliable.

The Chancery Court also noted that a five-year 
monthly lookback resulted in a beta of 0.81 and 
that a five-year weekly lookback resulted in a beta 
of 1.09.

As a best practice, it is often important to exam-
ine multiple lookback periods and frequencies when 
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determining a beta estimate. This is what 
the Court did when it examined the five-year 
monthly and five-year weekly beta estimates 
of SWS Group.

Ultimately, the goal of the valuation analyst 
should be to estimate a beta that fairly repre-
sents the systematic risk and stock price vari-
ability of the subject company as compared to 
the broad equity market, over a relevant time 
period. The analyst should keep in mind that 
the beta estimate is the mean of a statistical 
distribution that results from a regression 
analysis.

Factors that a valuation analyst can con-
sider when examining multiple beta estimates 
include the following:

1. The mean of each distribution

2. The relationship between the means 
of each distribution

3. The dispersion about the mean for each 
distribution

4. The relationship between the dispersions 
about the means of each distribution

In the instant case, the Chancery Court consid-
ered the respondent expert’s beta estimate unreli-
able primarily because merger discussions were 
known and knowable during the lookback period. 
The Court found that the merger discussions had an 
impact on the behavior of SWS Group stock price.

Size Premium
The petitioner expert applied a size premium of 2.69 
percent to its cost of equity model. This alpha factor 
was based on the decile that corresponded with the 
expert’s preliminary DCF valuation of $464 million.

The respondent expert selected a size premium 
of 4.22 percent. This was based on the market 
capitalization of SWS Group prior to Hilltop’s offer, 
which was approximately $198.5 million.

The respondent expert criticized the petitioner 
expert’s size premium selection, saying that the 
method used is circular. According to the expert, 
such a method is only used for private companies 
when market capitalization is not easily determined 
or unreliable.

In reply to the respondent position, the peti-
tioner expert acknowledged that using the market 
capitalization to estimate a size premium is appro-
priate for public companies. However, the petitioner 
expert argued that the warrant exercise substan-
tially altered the SWS Group market capitalization. 
This altered market capitalization resulted in a 

flawed and inappropriate metric to use for determin-
ing the proper size premium.

The Chancery Court admitted that both par-
ties presented persuasive arguments. Ultimately, 
the Court decided to take the midpoint of the two 
approaches. The Chancery Court selected a size 
premium of 3.46 percent in its DCF analysis.

As previously mentioned, it is generally 
accepted that, based on empirical observation, 
small companies are a greater investment risk 
than larger companies and, therefore, smaller 
companies have greater cost of capital than larger 
companies. In other words, there is a significant 
(inverse) relationship between size and historical 
equity returns.

However, there are many observations of the 
size-related phenomena theory, and of the CRSP 
size premium data, used by a majority of analysts.

Observations regarding these data include the 
following:

1. The small capitalization premium has dis-
appeared in recent years (the empirical 
evidence supports varying size-related pre-
mium at different points in time, therefore, 
in certain time periods it would not be 
surprising for small capitalization stocks 
to provide lower investment returns than 
larger capitalization stocks).

2. The premium, at the smallest level, is 
unduly influenced by stocks of less than $5 
million in market capitalization and stocks 
that trade at prices less than $2 per share—
the most statistical noise in the CRSP size 
premium data is in the 10th decile classifi-
cation and its smaller subcategory classifi-
cations, this factor may not be as relevant if 
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the subject matter company is a very small 
business that is similar to the companies 
that populate the 10th subcategories of 10y 
and 10z.

3. Other factors, specifically liquidity or lack 
thereof, provide important detail that ana-
lysts should consider in the decision to use, 
or not use, the CRSP size premium data.

In certain matters, the Chancery Court has 
heard criticisms related to the application of size-
related premiums. On one such matter, the Merion 
Capital L.P. and Merion Capital II L.P., v. Lender 
Processing Services, Inc. (“Merion Capital”), one of 
the experts did not apply a size premium.

In Merion Capital, the petitioner’s expert applied 
a 0.92 percent size premium.30 The respondent 
expert did not add an equity size premium. The 
respondent expert reasoned that there “is no con-
sensus in the academic literature as to whether such 
a premium still exists.”31

Because the respondent expert did not add an 
equity size premium, and the exclusion of the size 
premium favored the petitioner, the Chancery Court 
accepted the respondent expert decision not to add 
an equity size premium.

In another matter, the Just Care decision, the 
Chancery Court recognized criticisms, but was not 
persuaded by the argument.32

According to the petitioner expert, because “the 
illiquidity premium reflected in the [CRSP] size pre-
mium data for small cap stocks is akin to a liquidity 
discount” such a discount “must be eliminated in 
a fair value determination—much like a discount 
for lack of marketability or minority interest.”33 
Because of this embedded liquidity issue in the 
CRSP size premium data, the petitioner argued that 
the size premium should be adjusted to account for 
the embedded liquidity discount.

In Just Care, the Chancery Court found that the 
petitioner expert was correct that a general liquid-
ity discount cannot be applied in an appraisal rights 
proceeding. Such a discount generally relates to the 
marketability of the company’s shares and is, there-
fore, prohibited.

In Just Care, the Chancery Court ruled against 
the petitioner theory that the embedded liquidity 
premium in the Ibbotson’s size-related data should 
be adjusted in order to develop a cost of capital 
estimate.

The Chancery Court found that the liquidity 
effect at issue relates to the company’s ability to 
obtain capital at a certain cost and not a shareholder 
level liquidity discount issue. This finding suggests 

that the liquidity effect is related to a company’s 
intrinsic value as a going concern, and it should be 
included when calculating its cost of capital.

Although the Chancery Court ruled against 
the petitioner argument in Just Care, it did not 
completely dismiss the idea of a challenge. The 
Chancery Court ruled that it may adjust a com-
pany’s size premium where sufficient evidence is 
presented to show that the company’s individual 
characteristics make it less risky than would oth-
erwise be implied under its corresponding decile 
classification based on size alone.

The petitioner expert did not argue that Just 
Care was less risky than other companies in decile 
10b. The petitioners devoted only one sentence in 
the opening brief to attempt to justify the treatment 
of Just Care as a decile 10a company.34

The Chancery Court concluded that because 
petitioners did not provide compelling evidence for 
treating Just Care as a decile 10a company, it ruled 
that the decile 10b was appropriate based on the 
company size.

summary and concLusion
In a matter that bears similarity to certain other 
recent fair value decisions, in SWS the Delaware 
Court of Chancery rejected a merger price indica-
tion in favor of its own DCF analysis. When the 
Chancery Court develops its own valuation analysis, 
such as it did in SWS, it is a clear indication that it 
did not trust the integrity of the respective experts’ 
valuation findings.

In the instant case, the valuation analysts arrived 
at fair value opinions that were approximately 86 
percent apart.

Several of the petitioning shareholders had 
acquired shares in the subject company with the 
hope of perfecting an appraisal arbitrage strategy. 
The Chancery Court concluded on a $6.38 per share 
fair value, approximately 7.8 percent less than the 
merger price of $6.92.

While arbitragers could certainly be encouraged 
by the Dell I decision, the appeal and reversion back 
to the Chancery Court in Dell II and the SWS deci-
sion serve as discouragement for arbitrage strategy 
purveyors.

In SWS, all parties involved, including the Court, 
rejected the merger price at issue as an indication 
of fair value. In Dell II, the Supreme Court encour-
aged the use of the merger price as an indication of 
fair value.

One of the primary differences between Dell II 
and SWS, aside from the Hilltops partial veto power, 
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was the argument that the 
SWS Group did not engage 
in a vigorous sales process. 
Perhaps if the sales process 
were a bit more fulsome, the 
Chancery Court would have 
considered the merger price 
to be more persuasive.

By performing its own 
analysis, the Chancery 
Court arrived at several con-
clusions related to valuation 
variables. There are sev-
eral interesting conclusions 
provided by the Chancery 
Court in SWS.

First, the Chancery Court 
did not agree with the use of 
a comparable guideline com-
pany analysis. The reasoning 
for exclusion of the market 
approach included that the 
comparable companies were 
divergent from SWS Group 
in terms of size, business 
lines, and performance.

Assuming the guideline companies were compa-
rable in terms of business lines, there are methods 
by which pricing multiples can be adjusted. One 
such adjustment is based on size differential.

As referenced above, using the pricing multiple 
adjustment equation, an 8.2 times EBITDA pric-
ing multiple is adjusted to 4.6 times EBITDA by 
accounting for the impact of size on the publicly 
traded pricing multiple. It is not clear if size adjust-
ing pricing multiples would have persuaded the 
Chancery Court, but is it a procedure that an ana-
lyst may consider.

Second, the Chancery Court was more per-
suaded by management projections prepared prior 
to litigation than it was by adjusted projections pre-
pared after the fact—that is, prepared for litigation 
purposes.

On one side, the expert used unadjusted man-
agement projections. On the other side, the expert 
made several adjustments. In certain cases there are 
no available management projections, and it may 
be reasonable for a valuation analyst to prepare de 
novo financial projections.

However, in the instant case, the fact that SWS 
Group was underperforming financial projections 
was too much of a hurdle to substantiate an optimis-
tic projection prepared for litigation.

Third, the decision to add back an excess of cash 
must agree with operative reality that there is cash 

to distribute. The Chancery Court ruled against 
adjustments to provide for a distribution of excess of 
regulatory capital to shareholders related to a war-
rant exercise. The warrant exercise occurred a few 
months prior to the merger, but it did not provide 
excess cash to distribute.

By exercising the warrants, Hilltop and Oak Hill 
relieved debt obligations of SWS Group and received 
equity in return. No new cash position was created, 
and, therefore, it is puzzling as to why the petition-
ers argued for a cash distribution. 

Fourth, the ERP selection should be a rather 
noncontroversial variable selection. That is, if the 
decision regarding the selection is between histori-
cal ERP and supply-side ERP, practitioners will typi-
cally select the supply-side ERP indication.

There are other opinions related to an appropri-
ate ERP selection, but it would be surprising if a valu-
ation analyst would be able to support the historical 
ERP in a Delaware Court of Chancery proceeding.

Fifth, there are alternative analyses a valuation 
analyst could consider in order to estimate the SWS 
Group beta. The analyst could consider a lookback 
period longer than two years, which would allow the 
analyst to capture data prior to any public discus-
sions regarding a potential merger.

The analyst could consider a lookback period 
prior to public knowledge of merger discussions, 
which might permit the analyst to estimate a beta 
based on a period during which merger discussions 
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would not have potentially affected the behavior of 
the SWS Group stock price.

By examining the stock price behavior before 
and after merger discussions became public knowl-
edge would allow the analyst to determine whether 
there was, in fact, a meaningful change in the behav-
ior of the SWS Group stock price.

And, finally, while not a primary issue in SWS, in 
other matters the Chancery Court has heard argu-
ments as to why a size premium may not be relevant 
to a fair value matter. Or, even if it is relevant, the 
size premium may need to be adjusted to account 
for observed embedded liquidity concerns.

In SWS, both experts applied a size premium 
to develop cost of equity estimates. The Chancery 
Court found that both parties made persuasive argu-
ments and, therefore, selected a midpoint between 
the parties estimates.
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