New Jersey Law Jnurnal

VOL. CLXXXI - NO. 5 - INDEX 428

AUGUST 1, 2005

CORPORATE LAW

ESTABLISHED 1878

Valuing Stock in Oppressed
Shareholder Actions

Courts grapple with when to use a
marketability discount fo value
shares of close corporations

By Alan S. Pralgever

holders within a close corporation,
Balsamides v. Protameen Chemical
Companies, Inc., 160 N.J. 352 (1999),
the New Jersey Supreme Court awarded
a marketability discount in valuing the
stock. The Court said such a discount
was appropriate and necessary to pre-
vent the oppressor from benefiting from
his illegal conduct by creating an artifi-
cially inflated price for shares that could
not be readily sold on the open market.
In the wake of Balsamides, courts
are still attempting to refine and further
amplify the law created in that land-
mark case.

In a case involving oppressed share-

Marketability Discount

Balsamides involved two 50 per-
cent shareholders who owned a chemi-

Praigever is with WolfBlock Brach
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plaintiff in the Balsamides case discussed
herein.

cal supply company.  Plaintiff
Balsamides accused defendant Perle of
shareholder oppression even though
they each owned 50 percent of the com-
pany.

The Court found, for purposes of
the Oppressed Shareholders Statute,
each of the two 50 percent shareholders
was a “minority” shareholder since nei-
ther shareholder could direct the out-
come because each had less than 51 per-
cent ownership, and therefore did not
have “control” of the corporation.

The Court said “Fair Value” is not
synonymous with “Fair Market Value.”
The Court further found “fair value” of
a company is “factual” in nature, and
not a “legal” determination to be
reviewed by the Appellate Division.
Therefore, the trial court’s determina-
tion could not be overturned as a matter
of law.

The Court determined that the
“equities of the case” must be consid-
ered in ascertaining the “fair value” dur-
ing an appraisal of the oppressed share-
holder’s actions. The Court awarded a
marketability discount, a mechanism
which reflects the decreased value of
stock in a closely held corporation for
which there is no readily available mar-
ket.

The Court overruled a 3-0 vote of
the Appellate Division, which while
upholding virtually everything below

and awarding legal fees, nevertheless
remanded the matter for further price
evaluation because it opined that
Balsamides been awarded the company
too cheaply.

In a companion case to Balsamides,
Lawson Mardon Wheaton, Inc. v. Smith,
160 N.J. 383 (1999), however, the New
Jersey Supreme Court did not award a
marketability discount. At issue in .
Lawson was an appraisal to value stock
purchased by a corporation from a dis-
senting shareholder. The Court, liberal-
ly construing the applicable statute in
favor of dissenting shareholders, held
that in the absence of extraordinary cir-
cumstances, a marketability discount
should not be applied in valuing the
shares of the dissenting shareholders,
since that position would reward major-
ity shareholders while penalizing
minority shareholders. See id. at 402-
404. -

Since the Balsamides decision there
have been several cases which attempt
to interpret or refine its holdings. Not all
of these cases have been totally consis-
tent with the Supreme Court’s notion
that valuation is a “factual issue,” not a
legal one. However, many of these cases
have upheld and attempted to amplify
the basic equitable perspective of
Balsamides.

In Cap City Products Co., Inc. v.
Valentin Louriero, 332 N.J. Super. 499
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(App. Div. 2000), the court considered a
matter in which the defendant and
plaintiff were sole sharcholders in a
closc corperation. Following an attermpt
to have an arbitrator value the corpora-
ticn, the defendant claimed that the
arbitrator commitfed an egregicus error
of law by applying a marketability dis-
count, The arbitrator revised his deter-
mination as to value, but ultimately the
Chancery Division treated the matter as
one seeking enforcement cf an arbitra-
tion award. The Appellate Division con-
curred in this characterization citing the

standard ovtlined in Perini v Great Bay

Hotel and Casino, Inc., 125 N.I. 479
(1992). The Perini case hasically re-
established the rule that arbitration
awards can be vacated only for fraud,
corruption or similar wrongdoing on the
part of the arbitrator.

Thus, the court held, in a statutory
appraisal to value the shares of dissent-
ing shareholders, marketability dis-
count should be employed only if jusli-
fied by “extraurdinary circuinstances,”
which the court did oot find in the case
before it.

In sum, there is no simple answer to
the question of whether a marketability
discount should be employed in valuing
stock in a close corporation. The answer
depends in part upon the purpose for
which the stock is being appraised. Jt
also depends on the policy underlying
any applicable statute and the “equities”
of the case which may include the iden-
tification of one party as an oppressor
and another as an oppressed victim, or
_ one as a dissenting shareholder subject
to being “squeezed out” by a dominant
majority. See Cap City Products, 332
N.J. Super. at 507.

Selecting a Valuation Date

‘I'he selection of a valuation date is
a“critical concern in oppressed share-
bolder actions. In Musto v Vidas, 333
NI Super. 32, 57 (App. Div. 20000), the
Appellare Dxivision clarified issues such
as what constitutes a “fair and equi-
table” valuation daie; revisited various
factors which were considered valuing
a closed corporation: and discussed
interest that may be awarded by the
court, the application of legal fees, and
the consideration of “bad faith™ in the

context of awarding legal fees. In
Musto, the Court permitted a twist by
giving the oppressing shareholder the
right to buy out the oppressed share-
holder, rather than the more common

scenario of the oppressed shareholder

purchasing oppressing party’s shares.
As a consequence, the court determined
that a “marketability discount” should
not be applied since that would have
benefited the oppressing shareholder.
However, the Musto court made some
preliminary determinations as to the
appropriate selection of the valuation
date in accordance with N.JL.S.A.
14A:12-7 et. seq. and stated that the val-
uation date for ascertaining fair value in

There is no simple answer to
the question of whether a
marketahility discount should
he employed in valuiny stock

i a close corporation.

oppressed shareholder actions should
be the date of an action’s commence-
ment, or such earlier or later date that
the court “deemed equitable,” plus or
minus axy equitable adjustments.

Clearly, the valuation date is a date
which resides within the sound discre-
tion of the trial court and it clearly
impacts the nature of valvation. The
selection of such a date is critical to val-
uation and also factors into the egui-
table presumption of valuation dates.
For example, it may he wise to choose a
valuation date as the date when business
geared up or fafled off. Thus it may not
be the filing date that is the best or most
equitable date to pick as the valuation
date.

The Musto case further established
that 4 trial judge is not required to find
that a defendant acted in “bad faith” w
award counsel fees pursuant o N.I.S.A.

14A:12-7 et. seq. The court ruled that
the section only requires that sharehold-
er oppression occurred and forced the
sale. Musto further set forth various fac-
tors which should be considered funda-
mental in valuing a close corporation,
including: (1) the nature of the busi-
ness; (2) its history; (3} the economic
outlook: and (4) the condition and out-
look of the specific industry in particu-
lar. The court finther opined that “gen-
erally, in valuation proceedings the cor-
poration must he valued as a going con-
cern, which necessitates not only exam-
ination of the corporation’s earnings but
afso consideration of the corporation’s
funure prospects.” Citing Universal City
Studios, Inc. v Francis I DuFomt &
Co., 334 A.2d 216, 218 (Del. 1975).

Finally, the Musto court also dis-
cussed the awarding of interest. and
suggested that interest is defined as
“compensation [xed by agreement or
allowed by law for the use or detention
of money, or the loss of money by one
who is entitled to its use,” and as “the
arnount to the lender in return for the
use of meney.” Black’s Law Dictionary
p. 816, 7th Ldition, 1999. The term has
been defined as “an exaction for past
due obligations, and in csscnce, is in the
nature of a penalty” and is compensa-
tion for delay in payment. The court
then suggested that it was appropriate to
award the oppressed shareholder an
equitable interest rate in these circum-
stances. Thus, Musto contributed some-
thing substantial to the understanding of
the Balsamides format.

Minority Shareholders

The Balsamides decision and sub-
sequent case law have had a substan-
tial impact on minority shareholders.
In Casey v. Brennarn, 344 N.J. Super.
83 (App. Div. 2001), a corporation
decided to reorganize and sent a pro-
posed plan and proxy to shareholders
providing for the cashing out of
mincrity shareholders. The Appellate
Division held that the proposed plan
was materially deficient because these
shareholders were essentially unin-
lorined as Lo the consequences of the
plan. The courl ruled that in 4 corpo-
rale comtext, the concept of fairness
has two basic characteristics, “fair



181 NJ.LJ. 428

NEW JERSEY LAW JOURNAL, AUGUST 1, 2005

dealing” and “fair price” Accordingly,
where a shareholder’s claim of unfair-
ness involves a corporate transaction
where directors or majorities stand to
realize a personal benefit by buying
out the minority sharcholders through
payment of an unfairly low price, the
corporate directors have a fiduciary
duty toward the shareholder and the
burden of proving that the transaction
was fair and equitable to the minority
shareholders.

The Casey court further opined that
bacause the concept of “fair dealing”
implies open candor and truthfulness, it
follows that directors do not properly
discharge their obligations when a
proxy statement is false, misleading and
inaccurate. The court also ruled that the
fiduciary duaties of loyalty, good faith
and due care obligate directors to com-
municate all material information fully,
fairly and candidly to stockholders. Asa
consequence, the Appellate Division
ruled that the fair value of the corporate
stock had 1o be determined as of the day
prior to the shareholder vote while
excluding any appreciation or deprecia-
tion resulting from the proposed action.
The court further ruled that excluding
“control premiums” as an element of
“fair value” was not appropriate. It
ordered the trial court on remand to
consider valuations that “determine the
acquisition value of the corporation as a
going concern,” or that, in effect, deter-
mine a sale price for the corporation as
a going concern. On remand, the court
further directed the trial court not to
antomatically reject valuation method-
ologies that involve “control premi-
ums.” However, the court warned that
there must be an adjustment to exclude
from control premiums anticipated syn-
ergies or other future effects of the
merger. Finally, the judge must consid-
er any method of valuation that is gen-
erally acceptable in international com-
munities, and is otherwise admissible in
court.” Casey, 344 N.J. Super. 103.

In reaching its conclusion, the court
seemed to be instructing the trial court
on factual martters which apply to the
reasonable course of valuation. Tn this
sense, the court in Casey seams to con-
travene the Balsamides principle which
would give the courts discretion to
detarmine the factual issues included in

the valuation process. In Balsamides,
the Appellate Court remanded because
it felt the value was lou low, but (he
Supreme Court very clearly felt that the
valuation was not too low and it was a
factual issue within the purview of the
trial court. That concept seems to have
been slightly croded or amended in
Casey v. Brennan.

Valuing in the Divorce

The Balsamides case has been
often applied in the context of divorce
actions. In Brown 1 Brown, 348 N.J.
Super. 466 (App. Div. 2002), the hus-
band appealed from a divorce judgment,
Prior to the divorce, he had worked 11 a
Tamily florist business and over time he
developed a large minority inferest in
the business. During the [itigation, he
had steadfastly arpued that this minori-
ty interest was a “gift.” while his wife
claimed that it was not. The Appellate
Division refused to apply a “marketahil-
ity” or “minority” discount to the valu-
ation of the husband’s shares in the cor-
poration for purposes of equitable dis-
iribution. The court predicated its posi-
tion on the fact that there was no trans-
fer of shares in the equitable distribu-
ton, and that the discount would unfair-
ly minimize the marital estate to Lthe
wife’s detriment, a concept expressed as
being inconsistent with equitable distri-
bution.

The court cited Dalsamides for the
proposition that valuing the shares of a
close corporation is not an exact sci-
ence, and also accentuated the differ-
ence between a “marketability dis-
count” and a “minority discount” A
“marketability discount” adjusts for
lack of liquidity of one’s interests in an
entity on the theory that there is a limit-
ed supply of potential buyers for stock
in a closely held corporation. A “mincr-
ity discount™ adjusts for lack of control
over the business entity on the theory
that noncontrolling shares of stock are
not worth their proportionate share of
the firm’s value because they lack vot-
ing power to ccntrol corporate actions.
Tust as in Casey, the court determined
that such discounts should not be
applied ahsent “extracrdinary circum-
stances.”

It appears that the Brown court

incorrectly mixed apples with oranges.
The problem with the Brown court’s
decision is that it confuses principles of
“equitable distribulion™ with the con-
cept of “valuation of close corpora-
tions.” Rather than incorporate princi-
ples of equitable distribution into the
valuation process, which appears to be
the case in Brown, the court should have
objectively assessed the “fair value” of
the husband’s business and then allocat-
ed value to the husband and wife on the
basis of equitable distribution princi-
ples. Once the court objectively arrived
at the value of the business indepen-
dently, only then should the court apply
whatever equitable distributior princi-
ples it deems appropriate. However, the
valuation process should remain sepa-
rate and sacrosanct. Unfortunately, it
appears that the Brown court has, to
some extent, intertwined those two
issues, and in the course of doing so, it
has muddled the law. The value of a
business is subject to equitable distribu-
ticn just as any other marital asset, 1.2,
a house, a car, jewelry, eic.

Certainly, it may be harder and
more complicated to value a business,
but once valued it is essentially like any
cther asset. Unfortunately, the Brown
court seems to view business valuation
in the matrimonial context differently
than il would be perceived in an oppres-
sion case. It should be clear (hat while
valuation of a niinority share in a busi-
ness is one thing, the business of appor-
tioning that value in the comtext of
“equitable distribution” is quite another.
Tragically, it appears the Brown court
mixad up these two issues substantially,
It appears that the Appellate Division in
some instances has substitnted its own
judgment for that which constitutes fac-
tual issues and is recasting factual
issues as substantive legal issues. That
is inapposite to what the Supreme Court
ruled in the above Balsamides and
Lawson cases.

In-sumy-Balsamides has cleared-up
certain areas of dispute, and has also fil-
tered into the divorce context on valua-
tion matters involving close corpora-
tions. It has cast a definite shadow on
valuation decisions, and it appears it
may well have an impact on even
minority valuations of even publicly
traded shares. B



