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Family Law Valuation Practices and Procedures Thought Leadership

inTroducTion
It has been said that, “In the simplest sense, the 
theory surrounding the value of an interest in a 
business depends on the future benefits that will 
accrue to its owner. The value of the business inter-
est, then, depends upon an estimate of the future 
benefits and the required rate of return at which 
those future benefits are discounted back to present 
value as of the valuation date.”1

This means, in valuing any business, the income 
approach, discounted cash flow (“DCF”) method, is 
fundamentally based on the calculation of a current 
(i.e., present) value of the company’s anticipated 
future economic benefits, or income.

The two components of the DCF method are as 
follows:

1. The projection of future income

2. The estimation of an appropriate risk-
adjusted required rate of return used to 
discount the projected future income back 
to present value

While many independent factors influence the 
estimation of both a subject company’s future 
income and appropriate risk-adjusted required 
rate of return (i.e., discount rate), an often under-
analyzed component in applying the income 
approach is the subject industry. Therefore, this 
discussion summarizes the consideration of the 
subject industry in applying the income approach 
valuation of a marital estate business ownership 
interest.

The Importance of the Subject Industry 
When Applying the Income Approach in a 
Family Law Valuation Context
Samuel Nicholls and Justin Nielsen

In a family law context, legal counsel (“counsel”) may retain a valuation analyst (“analyst”) 
to estimate the value of a closely held business ownership interest held within the marital 

estate. When estimating the value of this marital estate business interest, the analyst 
may apply the income approach, discounted cash flow (“DCF”) method. When applying 
the income approach, the consideration of the subject company industry is an important 
issue for the analyst. This is because the analyst should apply due diligence procedures 
when utilizing management-prepared financial projections in the analysis, including the 
comparison of the management-prepared financial projections to relevant industry data. 

Further, company management interviews may assist the analyst in performing appropriate 
diligence procedures with regard to the application of the income approach (including the 

application of management-prepared financial projections). This discussion summarizes the 
relationship between the income approach and the subject industry. And, this discussion 

provides practical guidance regarding the analyst’s role in (1) properly addressing the 
subject industry when applying the income approach and (2) conducting company 

management interviews in a family-law-related business valuation.
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While the Delaware Court of Chancery (the 
“Court”) often rules on matters related to dissent-
ing shareholder appraisal rights and shareholder 
oppression, Court decisions may provide the valu-
ation analyst (“analyst”) with guidance with regard 
to the application of the income approach within 
a family law context. With its significant influence 
on valuation-related matters, counsel and analysts 
frequently look to the Court for guidance regard-
ing the appropriate methodology to value business 
ownership interests.

This discussion describes the role of the subject 
industry within the income approach, and spe-
cifically the process of aligning the subject industry 
with (1) company management-prepared projec-
tions and (2) the estimated long-term growth rate 
applied in the calculation of the company’s terminal 
value.

This discussion includes several industry-related 
issues that have been addressed by the Court in 
recent years. And, this discussion proposes proce-
dures that an analyst can take to ensure the appro-
priate consideration of industry data when applying 
the income approach to value a closely held busi-
ness within a family law context.

The reLaTionship BeTween The 
dcF meThod and The suBJecT 
company indusTry

Within the income approach, there are a number of 
generally accepted valuation methods, each based 
on the principle that the value of an investment is a 
function of the income that will be generated by that 
investment over its expected life.

There are a number of methods that can be used 
to estimate value under this principle, most of which 
are based on the estimation of an investment’s 
future income stream, and the application of an 
appropriate risk-adjusted, present value discount/
capitalization rate.

The DCF method is an income approach meth-
od that may be used to value companies on a going-
concern basis for family law purposes. It has appeal 
because it incorporates the trade-off between risk 
and expected return, a critical component to the 
investment decision and value calculation process. 

The DCF method provides an indication of 
value by (1) projecting the future income of a 
business and (2) estimating an appropriate risk-
adjusted required rate of return used to discount 
the estimated future income back to present value 
(i.e., discount rate).

In applying the DCF method, the analyst often 
assumes that the estimated future income will even-
tually stabilize. This long-term stabilized benefits 
stream can then be capitalized into perpetuity and 
discounted back to the valuation date. The value of 
the long-term stabilized benefits stream is typically 
called the terminal value (“TV”).

While there are many issues the analyst may 
consider in estimating the future income of a closely 
held business within a marital estate (and estimat-
ing an appropriate discount rate for a closely held 
business within a marital estate), the valuation 
analysis should consider the subject industry.

Specifically, the subject industry may be consid-
ered in:

1. assessing the reasonableness of company-
management-prepared projections and

2. estimating the appropriate long-term growth 
rate used in the TV calculation.

A subject industry analysis can provide a useful 
portrait of how the company fits within an industry 
by considering (1) where the industry has been and 
(2) where the industry is likely to be going.

As presented in Financial Valuation Applications 
and Models, the following list presents some ques-
tions that can assist the analyst in developing a 
subject industry road map:

1. What are the prospects for growth?

2. What are the industry’s dominant economic 
traits?

3. What competitive forces are at work in the 
industry and how strong are they?

4. What are the drivers of change in the indus-
try and what effect will they have?

5. Which companies are in the strongest/
weakest competitive positions?

6. What key factors will determine competi-
tive success or failure?

7. How attractive is the industry in terms of its 
prospects for above-average profitability?

8. How large is the industry?

9. Is the industry dominated by a few large 
companies?

10. Are there many public companies in this 
industry?

11. How much merger and acquisition activity 
is occurring?

12. What are the barriers to entry?

13. Is it a regulated industry?

14. Who are the customers? Is that base grow-
ing?2
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One of the analyst 
responsibilities when 
applying the income 
approach in a fam-
ily law context is to 
align the appropriate 
income measure and 
risk-adjusted discount 
rate with the subject 
industry historical, 
current, and project-
ed economic perfor-
mance. This will, in 
effect, provide the 
court with a reason-
ableness test or “san-
ity check” with regard 
to the company-man-
a g e m e n t - p r e p a r e d 
financial projections 

that are used in the DCF analysis of a marital-
estate-owned closely held business.

The following section describes several resources 
that are available to the analyst to obtain industry 
data and information that can be used in an income 
approach analysis.

Sources of Industry Information 
There are many sources of industry information and 
data, including fee-based, trade association, and free 
data and information resources. While it is not prac-
tical to list all available sources of industry data in 
this discussion, some of the sources of industry data 
and information include the following:

1. Standard & Poor’s Industry Surveys

2. IBISWorld Industry Reports

3. First Research Industry Profiles

4. MarketResearch.com

5. Risk Management Association Annual 
Statement Studies

Some additional sources of industry data and 
information include the following:

1. Integra Information Benchmarking Data

2. Encyclopedia of Associations

3. National Trade and Professional Associations 
of the United States

4. Hoovers Company Database (Hoovers.com)

5. Factiva (factiva.com)

6. American Society of Association Executives

7. Various search engines such as Google 
(google.com), The Wall Street Journal 
MarketWatch (marketwatch.com), etc.

suBJecT indusTry 
consideraTions as proFFered 
By The courT

As a large number of business entities within the 
Unites States are organized in the State of Delaware, 
the Court has become an influential voice in provid-
ing guidance related to business valuation issues. 
While these issues are typically related to dissenting 
shareholder appraisal rights or shareholder oppres-
sion matters, Court guidance may be meaningful to 
the analyst tasked with valuing a closely held busi-
ness within a family law context.

One of those valuation issues is the appropriate 
use of, and reliance on, the subject industry when 
applying the income approach.

The Court has a consistent history of addressing 
subject-industry-related issues, and specifically the 
importance of analyzing the subject industry with 
regard to:

1. company-management-prepared projec-
tions and

2. the estimation of the long-term growth rate 
applied in a TV calculation.

The following two sections summarize several 
recent Court opinions that address subject-industry-
related issues.

Industry Consideration—
Management-Prepared Financial 
Projections

Based on historical and recent opinions, the Court 
expects the analyst to perform appropriate due dili-
gence with regard to the subject industry, including 
the reasonableness of management-prepared projec-
tions when applying the DCF method.

The analyst may review management projections 
and confirm that the assumptions on which the pro-
jections are based are reasonable and appropriate 
given the historical, current, and future outlook of 
the subject industry.

As explained by the Court In re John Q. 
Hammons Hotels Inc. Shareholder Litigation:

In this case, it is undisputed that JQH 
operated in a very competitive industry 



www .willamette .com INSIGHTS  •  WINTER 2019  81

[emphasis added]—the hotel business. JQH 
had no competitive advantages, such as 
brand names or proprietary technology. 
Worse still, a large portion of its portfolio is 
located in secondary and tertiary markets, 
which have lower barriers to entry than 
primary markets. Hotels in secondary and 
tertiary markets face significant competi-
tion because of the lower barriers to entry. 
. . . And JQH’s hotels were even subject to 
competition from their own franchisors in 
many of the markets where JQH operated. 
Dr. Kursh’s expert report failed to take 
into account some of these factors affect-
ing JQH, and his report is significantly 
impaired as a result.3

The above decision highlights the fact that by 
neglecting to appropriately consider the subject 
industry, the analyst is at risk of having the Court 
dismiss the opinion of value entirely.

In explaining the decision to disallow the appli-
cation of the income approach, DCF method, in 
Doft & Co., et al., v. Travelocity.com, Inc. et al., 
the Court relied on, in part, the state of the sub-
ject industry as testified to by Anwar Zakkour, the 
Solomon Smith Barney managing director:

Q. Did Salomon Smith Barney prepare a 
discounted cash flow analysis of Travelocity 
in connection with this transaction?

A. Absolutely Not.

Q. Why was no discounted cash flow analy-
sis prepared in connection with this trans-
action?

A. Because this was an industry [emphasis 
added] that was in flux. And the manage-
ment team itself, which should have been 
the team that was most able to put together 
a set of projections, would have told you 
it was virtually impossible to predict the 
performance of this company into any sort 
of reasonable future term. And they in fact 
had very little confidence with even their 
2002 forecast numbers because of that.

 September 11th didn’t help the pace of 
migration from off-line to online. It didn’t 
help. The airlines being very focused on 
cutting their distribution costs didn’t help. 
These were all things that were happening 
real time. Travelocity going from being the 
number one player to being very unfavor-
ably compared to Expedia and certainly 
losing its number one position to them in 
a very short time didn’t help. These are all 
things that support that. And other than 

maybe God himself, I suspect nobody could 
really predict what this business is going to 
do in the next five years.4

The Court further explains in Doft & Co., et al., 
v. Travelocity.com, Inc. et al.:

For these reasons, the court reluctantly 
concludes that it cannot properly rely on 
either party’s DCF valuation. The goal of 
the DCF method of valuation is to value 
the future cash flows. Here, the record 
clearly shows that, in the absence of rea-
sonably reliable contemporaneous projec-
tions, the degree of speculation and uncer-
tainty characterizing the future prospects 
of Travelocity and the industry in which 
it operates [emphasis added] make a DCF 
analysis of marginal utility as a valuation 
technique in this case.5

Industry Consideration—Estimated 
Long-Term Growth Rate in TV 
Calculation

The Court has opined on the proper subject indus-
try consideration when estimating an appropriate 
long-term growth rate utilized in a TV calculation 
when applying the DCF method.

For example, the Court explains in Towerview, 
LLC, et al., v. Cox Radio, Inc.:

As noted, the rate of inflation generally is 
the “floor for a terminal value.” “Generally, 
once an industry [emphasis added] has 
matured, a company will grow at a steady 
rate that is roughly equal to the rate of nom-
inal GDP growth.” Some experts maintain 
that “the terminal growth rate should never 
be higher than the expected long-term 
nominal growth rate of the general econo-
my, which includes both inflation and real 
growth. Moreover, both experts in this case 
acknowledged that the expected long-term 
inflation rate in 2009 was 2%–2.5%. There 
also was some evidence that the expected 
rate of real GDP growth was between 2.5% 
and 2.7%, but this evidence was not particu-
larly reliable. I find that the radio industry 
[emphasis added] is a mature industry and 
that CXR was a solidly profitable company. 
Thus, a long-term growth rate at least equal 
to expected inflation is appropriate here.6

The Court decision implies that the analyst 
should address (1) the profitability of the subject 
company and (2) the maturity stage of the industry 
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(i.e., the current and projected profitability of the 
subject industry) in order to appropriately estimate 
the long-term growth rate to be used in the TV cal-
culation.

As further opined by the Court in Merion 
Capital, L.P., et al., v. 3M Cogent, Inc.:

Relying on historical GDP and inflation 
data, economic analysts projections, and 
the growth prospects of the biometrics 
industry [emphasis added], Bailey select-
ed a perpetuity growth rate of 4.5%. The 
Gordian Experts, on the other hand, used 
a range of growth rates between 2% and 
5%, and implicitly selected the midpoint of 
3.5%. The Gordian Experts, however, pro-
vided no analysis or explanation in support 
of the number they chose for the terminal 
growth rate. Because Bailey was the only 
expert who sought to justify his conclu-
sions, and his conclusion is within the 
range of rates identified by Respondent’s 
expert and appears to be reasonable based 
on the evidence, I adopt Bailey’s estimate of 
a 4.5% perpetuity growth rate.7

As opined by the Court in the above decisions, 
when applying the income approach, the state of the 
subject industry may be considered:

1. in assessing the reasonableness of company-
management-prepared projections and

2. when estimating the appropriate long-term 
growth rate to be used in a TV calculation.

Further, neglecting to appropriately consider the 
subject industry may lead to the exclusion of the 
analyst’s report in its entirety. This judicial guid-
ance, while in an appraisal action context, may be 
relevant for analysts engaged in family law matters 
as well.

guidance From The VaLuaTion 
proFessionaL

It is intuitive that the value of a business is influ-
enced by the operational efficiencies, products, and 
competitive advantage of the individual company 
within the context of the historical, current, and 
projected state of the subject industry.

It is important that the analyst not be myopic in 
estimating the value of a business. Rather, the ana-
lyst should cross-reference a detailed analysis of the 
subject company with a broader view of the subject 
industry, specifically highlighting where the subject 
business may fall within the industry, and why.

As previously mentioned, the Court has opined 
that, in applying the income approach to a subject 
company, the analyst’s due diligence process should 
include consideration of the subject industry.

Additionally, the valuation profession also pro-
vides guidance with regard to the analysis of the 
subject industry. As presented in Understanding 
Business Valuation, several general factors that the 
analyst should consider in analyzing the subject 
industry may include the following:

1. Who makes up the industry? Are there 
many companies or are there very few com-
panies that control everything?

2. Is it a cyclical industry?

3. Is it a new industry with many new compa-
nies entering it, or is it a mature industry 
that has reached its saturation point?

4. What are the barriers to entry, if any, into 
the industry?

5. Is this a self-contained industry, or is it 
dependent on another industry?

6. Is the industry dependent on new technol-
ogy? If so, is the appraisal subject keeping 
up with the industry?

7. Is the industry expected to change? If so, 
how will that affect the appraisal subject?

8. What is the forecast for growth within the 
industry?8

As further presented in Understanding Business 
Valuation, Trugman reproduces a list from the 
American Society of Appraisers that presents 
industry factors that the analyst may consider 
in analyzing management projections within the 
context of the subject industry, such as the following:

1. Growth prospects for the subject company’s 
industry at the national and local level

2. Demand factors

3. Maturity of the industry

4. Structure of the industry and level of com-
petition

5. Technological or economic obsolescence 
factors

6. Barriers to competitor entry9

It is important that the analyst vet the assump-
tions used in the income approach to ensure they 
are reasonable as compared to the historical, cur-
rent, and projected economic state of the subject 
industry.

Further, to help ensure the industry data 
obtained is applicable to the subject company, the 
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analyst may classify the business 
activities of the company. Two 
methods used to classify busi-
nesses are:

1. the Standard Industrial 
Classification (“SIC”) 
system and

2. the North American 
Industrial Classification 
System (“NAICS”).

Upon determining the appro-
priate classification of the sub-
ject company, the analyst may 
utilize the aforementioned indus-
try resources to obtain data and 
information for companies or 
industries in the same classifica-
tion.

Considering the data and 
information previously present-
ed, valuation profession best 
practices require the analyst to appropriately con-
sider the subject industry.

Therefore, the analyst may ensure the company 
management-prepared projections and estimated 
long-term growth rate applied in a TV calculation 
are:

1. consistent with the industry’s growth pros-
pects;

2. reasonable as compared to the industry’s 
historical financial results; and

3. achievable based on the industry’s geog-
raphy and expected future outlook of the 
regional, domestic, and international (if 
applicable) economy within the industry’s 
geographic outline.

As presented in item three above, the analyst 
may also consider the geographic economic influ-
ences on the subject industry historical, current, 
and projected economic performance. Namely, the 
regional, national, and international (if applicable) 
economy may have a direct impact on the subject 
industry economic performance. The analyst may 
consider and incorporate, as appropriate, geograph-
ic economic influences when analyzing the subject 
industry.

Company Management Interviews
In applying the income approach to value a closely 
held business within a marital estate (and based on 
guidance from the Court), the analyst may consider:

1. the subject industry with regard to manage-
ment-prepared financial projections and

2. the subject industry with regard to the esti-
mated long-term growth rate used in the TV 
calculation, as previously mentioned.

However, the analyst may also be aware of the 
facts and circumstances surrounding the family 
law assignment. Namely, the closely held business 
owner spouse may purposely provide inaccu-
rate data, information, and management-prepared 
financial projections due to that spouse wanting 
to reduce the value of the closely held business 
ownership interest (thereby reducing any equal-
ization payments required by the family law court 
in the equitable distribution of the marital estate 
assets).

Further, the closely held business owner spouse 
may purposely provide conflicting data with regard 
to the subject industry in order to paint a negative 
portrait of the future operations of the company.

The analyst may juxtapose any data and infor-
mation provided by company management to:

1. industry data,

2. historical company data, and

3. data received from other interviews with 
company senior management.

In order to perform proper due diligence with 
regard to management-prepared financial projec-
tions that are utilized in a family law context, the 
analyst may interview relevant company leadership.
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Incorporating the data and information previ-
ously presented, in general, valuation profession 
best practices suggest that the analyst assess the 
reasonableness of management-prepared projec-
tions by ensuring the projections are:

1. consistent with the company’s growth pros-
pects;

2. reasonable as compared to the company’s 
historical financial results;

3. achievable based on the company’s operat-
ing capacity and expected future capital 
expenditures;

4. reasonable as compared to the compa-
ny’s client and supplier projected financial 
results;

5. reasonable based on the industry’s histori-
cal and projected financial results;

6. reasonable based on the expected future 
outlook of the regional, domestic, and inter-
national (if applicable) economy;

7. consistent with other company leadership 
interview results with regard to the com-
pany’s historical, current, and projected 
financial results; and

8. extensively documented and justified if the 
projections have been amended by the ana-
lyst.

The analyst may vet the assumptions on which 
management projections are based. The analyst 
may document and justify any changes made to 
management-prepared projections due to the com-
parison between the data provided in management 
interviews, the data provided in the company man-
agement-prepared financial projections, and the 
data analyzed with regard to the subject industry.

summary and concLusion
In a family law context, counsel may retain the 
analyst to estimate the value of a private company 
ownership interest held within the marital estate. 
When estimating the value of this marital-estate-
owned private company, the analyst may apply the 
income approach.

When applying the income approach to value a 
private company ownership interest (within a family 
law context), the analyst should ensure that appro-
priate consideration is given to the subject industry.

This is because, as proffered by the Court, when 
applying the income approach, the subject industry 
should generally be considered:

1. in assessing the reasonableness of company 
management-prepared projections and

2. when estimating the appropriate long-term 
growth rate to be utilized in a terminal 
value calculation.

While the Court typically rules on appraisal 
actions, the guidance from the Court may be 
meaningful to the analyst assisting with a family 
law matter. This is because the subject industry 
is a consideration in an income approach analysis 
conducted on a private company ownership interest 
held within the marital estate.

Further, the analyst may also consider valuation 
profession best practices, and—if possible—conduct 
due diligence company management interviews, in 
order to apply the income approach to the valuation 
of a private company ownership interest within the 
marital estate.
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