LECAL & COURT LASE LlpDare

New York Court’s

Fair Value Award in
Shareholder Oppression
Case Deducts Present
Value of Built-In Gains Tax

By Peter A. Mahler®

Murphy v. U.S. Dredyging Corp., 2008 NY Slin
Op 31535 (May 19, 2008} (unpublished)

The Eleventh Circuit's reversal last year of
the tax court’s decision in Jelke v. Commissioner
(see the January 2008 BVU) represents a fipping
point in the evolution of case law—beginning with
the tax court's 1998 Estate of Davis decision—
toward 100% discounts for built-in capital gains
in valuing holding company asseis. Af least, that
appears to be the case for esiate and gift fax
purposes in the appraisal of a C corporation un-
der the fair market value (FMV) standard.

But what of shareholder oppression and dis-
senting shareholder cases involving application
of a statutory fair value (FV) standard?  Typi-
cally, the appraisal or buyout statute requires FV
appraisal of the company on a going-concern
basis as opposed to Jelke's “arbitrary assump-
tion” of liquidation on the date of death. Can the
radeeming company or purchasing shareholder
nonetheless seek a discount for built-in gains?

These questions were recently addressed in
a post-trial valuation decision by Justice War-
shawsky of the New York Supreme Court (the
state’s trial-level court} in Murphy v. U.S. Dredg-
ing Corp. The court’s decision—to deduct the
present value of buili-in gains tax assuming a
nineteen-vear holding period--rejects the as-
sumption of liquidation on the valuation date in
favor of a reasonably foreseeable liquidation date
based on evidence of the controlling sharehoid-

* Pater A, Mahler is a litigation partner with Farmrelt Fritz,
P.C. {New York City}, and maintains the New York Businsss
Divorce hlag twww.nybusinessdivorce com), which focuses
on the dissclution and valuation of closely hald business
entities,

ars’ actual intent. In so ruling, the court recon-
citas the FVY standard’s siated purpose, to protect
minority interests against majerity overreaching,
with aconomic market reality that would lead a
hvpothetical purchaser to demand-—and the hy-
pothetical seller o give—a tax discount based
on non-speculative liguidation plans.

The Facts in Murphy

U.S. Dredging Corp. (USD) was formed in
1834 and owned by the families of s three
founders. When USD ceased dredging opera-
tions in 1973, it owned valuable waterfront prop-
eries in Brookiyn, New York and Jersey City,
New Jersey. USD sold the Jersey City property
in 2001, In 2005, USD sold its Brooklyn property
to the IKEA chain for $31.25 million. The bulk of
the sale proceeds was invesfed in replacement
commercial properties in tax exempt §1031 ex-
changes {under §1031, the exchange of certain
types of “like-kind” property may defer the rec-
ognition of capital gains or iogses due upon sale,
and hence defer any capital gains faxes other-
wise due), which deferred $11.6 million in capi-
tal gains taxes on the two sales. Major retailers
under long-term iriple net leases operated the
replacement properties.

In 2008, 2 36.77% shareholder faction pe-
titioned for judicial dissolution of USD on the
grounds of oppression. alieging that the control-
ling sharehoiders withheld distributions while
enriching themselves and their children with ex-
cessive salary and pensions. USD elected to
purchase the petitioners’ shares. After the par-
ties failed fo agree on the buyout price, the mat-
ter went to frial to determine the fair value of the
shares as of February 13, 2006,

Same approaches, much ‘different values’

Both USD'’s expert, and the petitioners’ expert
used the adjusted book value (net asset) method
and the discounted future cash flow (DCF) ap-
proach fo value the shares. That's where the
similarity ended. as the court noted, “each ex-
part weighted the two approaches differently and
reached different values as fo each area.”
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The primary difference with respeact o the nat
asset approach was reatment of bulit-in gains.
LSD's expert deducted 100% of the $11.6 mil-
lion deferred capital gains tax on the 2001 and
2C05 sales fo arrive at a company value of ap-
proximately 315 millien, to which he appiled a
15% discount for lack of marketability (DLOM) to
arrive at a value of $12.8 mullion.

The petitioners’ expert deducted approximate-
fv $3.4 million in gains tax representing present
value, assuming liquidation in the year 2024, to
arrive at a company value of $24.8 million. He
applied no DLOM.

The two experts’ DCF values were even fur-
ther apart, due primarily to their differing analy-
ses of UBD's working capital. The corporalion's
baiance sheet on January 31, 2008, showed
$16.2 million in current assets. The question for
the court became whether any of this was ex-
cess working capital, and therefore a non-cper-
ating assel.

The petitioners’ expert dstermined $14.1 mil-
lion of this was a non-operating asset and inciud-
ad only $2.1 million in working capital info his
calculations. He used the DCF Model to. deter-
mine the present value of the fulure cash flows
from 2006-2025 to be $6.0 million, to which he
added $14.1 million in non-operating assets, re-
sulting in a value for the corporation’s equity of
$20.1 million. In contrast, USD’s expert claimed
the $14.1 million to be working capital and defer-
mined the value of the corporation’s equity fo be
$11.4 million.

After making adjustments for 2 DLOM and a
Jatuary 2007 dividend payment, the petitioners’
expert's fair value was $16 million, and USD's
expert's fair value was $8.7 million.

The petitioners’ expert weighted his net as-
set value 45%, and his DCF value 55%. He
axplained that the iong-term nature of LUSD's
real estate and mortgage financing transactions
made giving more weight to its expected long-
term cash flow, rather than its highly encumbered
assets, more appropriate. USD’s expert gave
the two approaches equal weight: however he

also testified that he would assign 85% weight 1o
his DCF value if the court did not deduct 100%
of the built-in gairs fax in the net asset vaiuation.
Based on these weightings, the pelitioners’ ex-
pert and USD’s expert concluded that the value
of the pelitionars’ 38.77% stock interest was ap-
proximately $8.14 million and $3.76 million, re-
speciively,

Prior case law directs the court

The court began by noting that the New York
statutes providing for appraisal rights and for
elective purchase in dissolution proceedings use
the term “fair value” without offering a definition,
but that the case law has defined it generally
as what a wiling purchaser, in an arm’'s-length
transaction, would offer for the corporation as an
operating business. The court cbserved that,
while case law recommends consideration of
each of the three basic valuation approaches,
net asset value {cost} is generally the approach
most applicable In svaluating real estate and in-
vestment holding companies such as USD. Alse,
New York law generally suppaorts application of a
DLOM while prohibiting minarity discounts.

Turning fo the discount for buiit-in gains. the
court, gfter referencing Davis, stated:

Though we are notin Tax Count, and a Fair Value
calculation. . is not identical to the procedure of
Tax Cowrt.. it is clear from the evidence that no
liquidation was or is contemplated by [USD} inour
case and thus a ‘liquidation’ or semi-liguidation
scenario is not appropriate when dealing with the
fbuilt-in gains] tax.

The court agreed with the petitioners’ expert’s
assumption of a nineteen-year holding period
based, in part, on the following factors:

1. Historically, USD made long-term
property acquisitions, i.e., it held the
Jersay City and Brooklyn properties
for thirty-six and twenty years, respec-
tively, before selling;

The specific §1031 exchange proper-
ties acquired by USD were the “ype
Continued to next page...
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continued from previous page

of investiments” which reflected long-
term investiment goals;

3, The possibility of converting fo an &
corporation gave the majority “tfremen-
dous incentive” o hold the property
for at least len years in order o avoid
gams tax;

4. Awilling buyer would not expect o de-
duct the entire gains fax.

Since the deduction of the entire tax would
mean the payment of the tax at the time of saie,
the court asked, “Why would such {a] buyer buy
into this type of [REIC] if the corporation is going
io sell [its] assets as soon as you buy?”

The court's opinion cites what appears fo be
the only previous New York decision on gains tax
and fair value, in Matfer of LaSala (Feb. 8, 2003),
where that court rejected a deduction for built-in
gains taxes. The court states that while the court
“agraes with the logic” of L.aSala:

...under these circumstances with the {built-in
gains] representing such a large portion of cor-
porate assets it appears that a witling purchaser
would axpect to deduct the present value of the
built-in gains] tax aleng with a psrcentage for
tack of marketability.

The court deducted the $3.4 million present
value of the gains tax liability and applied a 15%
DLOM to arrive at a net asset valuation of the
company of approximately $18 million: the peti-
tioners’ inferest came to 8.7 millicn. Regarding
the amount of working capital, the court found
the petitioners’ expert's working capital assump-
tion to be “incorrect,” and determined that a logi-
cal amount of working capital to be $6.45 million.
Accordingly, the court directed both parties to
recalculate their incorme approach calculations,
and promised a final decision “giving appropriate
weight to the two different methedologies” (i.e.
reconcitiation).

A new course for built-in gains deductions?

Murphy may well be the first decision permit-
ting a deduction for built-in gains under a FV

standard. While its precedential value mav be
limited by its unusual facts and circumstances,
Murphy merits close study by appraisers and
lawyers cailed upon to value C corporations with
buiit-in gains, as it couid be a harbinger of a new
trend by the courts, particularly as the FV stan-
dard becomes more prevalent.

P

LEcal & COUrRT Case Lirpate

Insolvency of Hedge
Funds Turns on Book
Value versus ‘Fair
Valuation’ of Debts

Waller v. Pidgeon, 2008 WL 2338217 (U.S. Dist.)
(June 5, 2008)

Must debts be valued at book value, or can
they be treated similarly to assets, and adjusted
tc a “fair valuation” for purposes of determining
inscivency? These are the guestions the U.S.
District Court (N.D. Texas) considered in ihis
opinion, which may well impact both state and
federal solvency cases.

Ciosely related entity holds debt

The plaintiff in this case was the receiver (a
person appointed to take possession of an insol-
vent company’s accounts and property by order
of the court) for four closely related entities: two
hedge funds, and the two pariner organizations
that served as investment advisors to the funds.
The defendant had invested $4 miflion in one of
the funds {Dobbins Partners) over the course of
four years. Over the same time period, he re-
celved significant redemption payments. totaling
nearly §5 million. A final payment of $650,000
was made to the defendant on December 27,
2002.

The entities declared bankruptcy on December
31, 2002, and the plaintiff subsequently sued to
recover the $650.000 payment as a fraudulent
transfer. Under the Texas fraudulent transfer

Continued fo next page...
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insolvency of Hedge Funds
.continued

statite, the fund would be entiled 10 recover the
payment if the fund was inscivent on the date of
the transfer or became insolvent as a result. The
plaintiff believed that, due to 2 fraudulent over-
statement of the fund's value, Dokbing Pariners
was insolvent ag early as September 30th, 2002,

The parties actually stipulated to most of the
facts at trial ihe falr value of the assets of the
fund was approximately $4.95 million as of De-
cember 31, 2002, and the book value of its lia-
pilities was roughly $8.9 million. However, more
than $6.8 million of that liability amocunt was owed
to the other Dobbins hedge fund. The plaintiff ar-
gued that because the book value of the fund's
liabilities exceeded the fair value of its assets,
the fund was ingolvent, and the $650.000 frans-
fer to the defendant must be recovered. The
defendant, in confrast, helisvad that “the court
should adjust liabilities to a fair valuation by de-
ducting related-party fransactions” between the
two funds. In essence, the defendant argued to
reduce Dobbins Pariners’ $6.8 million in debis
owed (o $2.08 miilion. With this adjustment, the
fund’s assets would have exceeded its debis,
and the transfer would stand.

Analyzing the parties’ arguments under the
Texas statute, the court narrowed its discussion
to the “simple” issue of whether it was required
to value a debtor's Hiabilities at book value, a3 the
plaintiff contended.

Does the law ‘compel’ book value of debis?

To suppoert his poesition, the plaintiff pointed
to the fanguage of the stafule itself, and its def-
inition of “insolvency,” as well as the "similarly
worded” text of the Bankrupicy Code. He ailso
argued that applying the fair vaiuation standard
ic debt was “inconsistent with the broad defini-
tion of 'debt,” as interpreted by several courts.”

While the majority of the court’s opinion fo-
cuses strictly on legal issues involving siatu-
tory construction and interpretation. the court
rejected the plaintiff's arguments. Neither the
legislative intent behind enactment of the stat-
ute, nor subsequent judicial interpretations sup-
ported a finding that ‘compellled] the conclusion

that debts can onfy be valued at book value” and
could never be adjusied,

...akthough the [Texas statute] definifions of insol-
veney at issue here would permit debts be valued
at book value, they do not command that they be
vatusd at book value (emphasis in ariginal).

Accordingly, the court dismissed the plaintiff's
claims. The court declined to make any findings
specific to the valuation of the fund's liabilities,
but it was clearly concerned with the close rela-
tionship between the funds, with one holding the
debt for the other. it remains to be seen whather
courts interpreting the U.S. Bankruptey Code will
similarly find a “fair valuation” of debts fo be per-
mitted.

Lecal & CourT Case Urpate

Goodwill, Appraiser
Preparedness Take Center
Stage in Valuation of
insurance Agency

Siatham v. Statham, 2008 WL 2357353 {Loui-
sianai{June 11, 2008}

While the debate and jurisdictional divide of
whether personal goodwili, enterprise goodwill—
or both-—should be subject o division in divorce
cases, |ouisiana places itself firmly in one camp
with this fatest decision to focus on the distine-
tion.

Experts differ ‘'substantially’ on goodwill

After thirty-five years of marriage, the Siathams
filed for divorce. The main issue in dispuie was
the value of the husband’s business, an es-
tablished insurance brokerage company. Both
parties presented expert valuation testimony at
trial.

The husband's axpert assigned a lotal fair
market value to the company of about $220,000,
from which he subtracted just under $13,000 for

Continued {0 next page...
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Goodwill, Appraiser Preparedness
oontinued from previous page

business assets (such as accounts receivable,
furniture, and fixturas). The expert ciassified the
remaining value—$207 000-—as goodwill, 90%
of which was personal. The expert determined
the percentage of personal versus enterprise
goodwill based on the husband’'s “personality.”
the relationship with, and loyalty of, his custom-
ers, and the percentage of his business he re-
ceived from referrals.  His opinion was further
holstered by testimony from a former partner of
the husband, who described the husband’s “per-
sonal relationship” with his clients.  With only
10% classified as divisible enterprise goodwill,
the expert's total value for the company was
$34,000, 513,000 for tangible assets and about
$21,000 for enterprise goodwill.

The wife’'s expert, in contrast, calculated the
comparny's fair market value using 2005 data,
which was nearly two years old at the time of tri-
al. Mis final valuation was $310,766 (the court's
opinion does not go into further details regard-
ing the expert’s valuation). The wife's expert had
“failed to assess” a value for goodwill; rather, he
testified that the husband’s expert’s “assignment
of 90 percent to personal goodwill was unrea-
sonable,” and he characterized any methed
used to calculate personal goodwill as “at best,
subiective.”

The trial court accepted the husband’s expert’s
valuation calculations, and the wife appeaied.

Court finds guidance in state statute

On appeal, the wife argued that the trial court
erred in finding her expert’s valuation less credi-
ble simply because of the less-recent data which
he used. She pointed to the company’s consis-
tently steady cash flow from 2005 through the
date of trial.

In Louisiana divorce cases, the distinction
between personal and enterprise goodwill—
and whether it should be included in a marital
estate-—has been codified (currently, the only
state to have done so0). The statute permits (but
does not require) the court to include value of
any goodwill attributable to a business, so long
as it is not “afiributable to any personal quality

of the spouse.” The appeliate court again noted
that the husband’s expert used the statute in his
determination and division of goodwill, while the
wifa's did not.

The court deferred fo the trial courl's accep-
tance that the husband’s expert’s analysis was
more theroughly prepared, timely, and credible.
Finding no error, the higher court upheld the de-
cision.

Froan & U OURT Cas UpmaTe

Plaintiff Sues Law Firm
After Questionable Advice,
Seeking Lost Future Profits

Cal-City Construction, Inc. v. Wilson, Elser, et
al, 2008 WL 2181141 (California)(May 28, 2008)
{unpublished)

While the “reasonable certainty” standard of
determining lost profits is generally accepted by
the courts, what evidence may be sufficient to
astablish that cartainty is often fact—and case—
specific. This unpublished case from the Cali-
fornia Court of Appeals sheds light on when an
argument for future lost profits may be an uphill
battle.

When it rains, it pours

The plaintifi-—a California-based construction
company—was the successful bidder on sepa-
rate, but closely-connected projects fo build two
schools (Beimont 2 and Belmont 3) for the Los
Angeles School District (District), for which the
plaintiff was to be paid approximately $6.52 mil-
lion combined.

Delays on Belmont 2, both man-made and
natural, quickly made the project's completion
tenuous: engineering problems, a nearly three-
month rainy season, and the discovery of "black,
sticky soil” at the site (which the plaintiffs wanted
to test for contamination, but were not allowed
by the District) all ted to the plaintiffs eventually

Continued to next page...
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FPlaintiff Sues Law Firm
ORI

baeing "thrown off” of the job by the District. On
Belmont 3, the situation wasn't much batter. Re-
cause of new, stricter regulations implemented
by the District, the plaintiff was unable o have
its forms requesting praliminary payments ap-
proved, despite submitting them three times.
Further, excavation progress was hindered by
the presence of several dozen concrete blocks,
for which neither the District nor the plaintif
wanied {6 pay fo have removed.

The plaintiff retained the dafendant law firm to
advise and advocate on its behalf with the Dis-
trict. The plaintiff's goal was to retumn to the Bel-
mont 2 project, and fo receive its payments on
the Belmont 3 project. The attorney, however,
advised the plaintiff to “walk off’ the Relmont 3
job, which it did. Despite repeated demands
by the District fo return, the attormey advised
the plaintiff to “stay the course.” Eventually the
plaintiff sued the District for breach of contract,
and the District sought to recover the cost of
comptetion, on both projects.

Immediately before trial, the attorney began to
have second thoughts about the case, and ad-
vised the plaintiff that the claims arising out of
the Belmont 3 “walk-off’ were unwinnable. Al
though he still believed in the Belmont 2 case,
the attorney stated bluntly that he was “riot going
to fry [the] case.” This led to the plaintiff agree-
ing to "settie on unfavorable terms” with the Dis-
trict, which included a payment of $520.000, and
an agreement to not bid on any District projects
for five vears.

Because of the termination from Belrmont 2,
the walk-off from Belmont 3, and the settlement,
the plaintiff was in a “terrible position,” and had
an extremely difficult time “getiing bonded” for
future projects. Eventually, the plaintiff brought a
legal malpractice suit against the defendant, and
sought to recover more than $13 million in dam-
ages arising from the settlement and lost future
profits. A jury awarded the plaintiff $941.000 in
damages (related in part to the “adverse setfle-
ment” with the District). and another $1.72 mil-
lion in lost profits, and the defendant appeated
both parts of the award.

Lost profits award ‘speculative and uncer-
fain?’

While the appellate court sasily found grounds
to uphotd the $241,000 in damages, the lost prof-
its award was more troubling to the court.

The plaintiff's expert was a forensic accountant
who testified regarding the general damages, as
well as the lost profits on “future projects.” He first
calculated lost profits which were a dirsat result
of the plaintiff's five-year ban on District projects.
By analyzing the number of District projects the
plaintiff had been awarded over the previous two-
and-a-half years (an average of 2.7 projects per
year), and the average worth of those projects ($2
million each), he was able to determine an “aver-
age annual value” to the plainiiff of $5.4 million.
Lost profits as a result of the five-year ban came
to approximately $3 24 million, based on the aver-
age profit margin, per project.

Regarding non-District projects—or “projects
of interest’—the expert found that the plaintiff
was the successful bidder on roughly 11.33%
of the jobs on which it had bid. He then calcu-
lated an average gross margin of 12.18% for the
periods during which the plaintiff was unable to
secure adequate bonding, and therefore could
not bid on potential projects. Multiplying the total
vaiue of the "project of interest” contracis by the
rate of successful bidding, and then by the aver-
age gross margin, the expert arrived at an ad-
ditional iost profits figure of approximataly $7.47
mitlion. (In a footnote, however, the court noted
a miscalculation on the part of the expert, where
he had failed to include the 11.33% successful
bid rate. Accounting for this, the court found the
correct calculation to instead be approximately
$2.38 miflion.)

The defendant’s expert, by contrast, had used
a 6% profit margin to determine lost profits, by
simply "subtracting expenses from revenues” on
a historical basis, an approach which the plain-
tiff’s expert found inappropriate. Part of his criti-
cism was based on the terms of the Belmont 2
contract itself, which called for a "set profit.”

Continued to next pags...
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Plaintiff Sues Law Firm
continued from previods page

On review. the higher court articulated that
a plaintiff must establish future lost orofits “with
reasonavle certainty as to both their cecurrence
and exient,” and specific fo this construction
context, “the likely net profit fthe company) would
have reaiized on lost business.”

Working its way through a long line of some-
fimes contradiciory cases involving construction
and confracting companies similar to the plaintiff,
the court determined that lost profits could not
be recovered due to the plaintiff's loss of bond-
ing. as a matter of law, due to their “speculative
and uncertain” nature. Although it upheld the
£$941,000 damages award. the court reversed
the jury's award of lost profits in its entirety.

LECAL & COURT CasE UlppaTe

Are Damages Opinions
Based ‘Almost Exclusively’
on Management Opinions
too Unreliable?

4.5, Balt, Inc. v. Brofen Arrow, inc., 2068 WL
2277602 (U.8. Dist.}{May 30, 2008}

A basic principle of the valuation profession is
that valuation conclusions must be supported by
sound data, and independent analysis, and that
claims of lost profits cannot be overly speculalive.
This opinion from the U.S. District Court (Minne-
sota) illustrates how unieceptive the courts may
be when g damages claim fails in each of these
areas.

Damages claim relies on management pro-
iections

The p!aintiﬁbﬁ-a producer of a preduct called
“salar sait—brought a breach of contract claim
against the defendant for an alieged violation of
an agreement o ship salt. The liability of the
defendant was quickly decided by the court in
a pretrial summary judgment proceeding. The
court then scheduied a special hearing on dam-
ages, for which both parties submitted “volumi-

nous frial materials.” The plaintiff, in particudar,
relied heavily upon its valualion expert to estab-
lish its tost profifs for “solar salt” which the plain-
tiff suffered as a result of the defendant’s breach.
The defendant challenged the admission of the
axpert’'s testimeny under Dauberf and the appro-
priate Federal Rules of Evidence.

The plaintiff's expert’s Initial lost profits calcu-
lationts were $1.8 million; however, he later re-
vised his damages amount in a subsequent re-
port downward to a range of $600,000 to $1.06
million (the court’'s opinion offers no details re-
garding the expert's valuation, or what caused
him to revise his numbers). The court noted that
the expert “relied almost exclusively on the as-
sumptions and estimates provided” by the owner
of the plaintiff company.

Articulating the applicabie legal standard, the
court stated;

Aithough the law does not require mathemati-
cal certainty in the proof and calculation of lost
profits, it raquires evidence of defipite profits
grounded upon a reasonable factual hasis. {em-
phasis in original)

‘Unsupported assumptions’ isad to sxpert's
exclusion?

‘The court had little trouble finding that the ax-
pert’'s reports contained “very little analysis and
were riddled with unsupporied assumptions.” In
fact. when asked in a prior deposition whether
he had done “anything to verify” whether the in-
formation and projections relied upon were ac-
curate, the expert answered quite frankly: "Not
that comes to mind.”

Without an independent, objective opinicn on
the part of the expert, the court found that the
management’s estimates were “nothing more
than optimistic projections.”

And [the expert’'s] wholesaie acceptance of [man-
agement’s proiections without any verification of
these estimates or any independent market analy-
sis is simply too speculative to submit to a jury.

Accordingly, the court excluded the plain-
tiff's expert's lost profits damages testimony,
and without any damages evidence to pres-
ent, the court dismissed the plaintiff's claims.
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