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2 ® State Appraisal Statutes: An Underutilized Shareholder Remedy

here are many occasions upon which

the shareholders of a corporation are
deprived of their ownership interest in
that corporation, against their will, either
through merger, recapitalization or as the
result of some other corporate transaction.
Even when shareholders do not believe
that the transaction involves any illegal or
improper actions on the part of management
or the controlling shareholder, they may
still be entitled to a premium over the
deal price. Such a premium may be
available through the use of a statutory
appraisal proceeding.

Indeed, empirical evidence from
appraisal cases over the last twenty years
shows awards of over 400 percent above
the deal price are common and that the
median premium exceeds 80 percent. These
cases also indicate that average interest
awards exceed 9 percent.

Right To Appraisal and
Applicable Procedures

ection 262 of the Delaware General

Corporate Law (“DGCL”) governs
the appraisal remedy for Delaware
companies and provides an appraisal right
in a transaction where the shareholders
receive cash in return for their shares,
but not where a shareholder received
shares of another corporation.? The right
to pursue an appraisal is available to any
stockholder of a Delaware corporation
who (1) holds shares of stock on the date
of the making of a demand for appraisal;
and (2) continuously holds such shares
through the effective date of the merger
or consolidation; (3) has neither voted in
favor of the merger or consolidation nor
consented thereto in writing; and (4) files a
demand for appraisal with the corporation
prior to the shareholder meeting where the
transaction is to be voted upon.®> Where the
above requirements under Section 262 are
satisfied, the “dissenting stockholder has
an absolute right to an appraisal.”*

In order to begin an appraisal proceeding,
a shareholder who has properly made a
demand may submit a petition seeking
appraisal. Upon receipt of the Petition,

litigation commences. There is no right to
payment of any amount to the shareholder
or into escrow prior to a final judgment in
the appraisal action.

Once an appraisal action is commenced,
there is no motion to dismiss. The filing
of the Petition and compliance with the
requirements of Section 262 establish
the existence of a claim.® Because of the
narrowly focused nature of the appraisal
remedy, appraisal litigation is usually less
time-consuming, expensive and onerous
than litigation where the primary goal is
to determine whether a defendant did, or
did not, commit an illegal or improper act.
Thus, it is often possible for an appraisal
case to be tried within 12 to 24 months
after the petition for appraisal is filed, as
opposed to 3 to 5 years in other types of
complex litigation.

“Fair Value”

he Delaware Code requires that a

shareholder be paid “fair value” for
the shares subject to appraisal.® Fair value
requires that the corporation be valued as
it is operating at the time of the transaction.
The shareholder then receives his, her or its
interest in the going concern as represented
by its percentage shareholding (if it owns
10 percent of shares it gets 10 percent of
the value).”

Fair value is not the market value of the
shares — i.e., what they would fetch on the
open market. Further, the determination
of fair value does not include any value
that may be created as the result of the
transaction that caused the appraisal, such
as new management’s plans, for example.
The appraisal is of the company exactly as
it was being run.?

In valuing a company, there are a
number of different methods that can be
used. The method often used by Delaware
courts is the discounted cash flow (“DCF”)
methodology. The DCF analysis is premised
on the assumption that the value of all of a
corporation’s assets is equal to the current
value of the expected cash flow from those
assets into the future. This methodology
involves determining how much cash a

company can generate in the future and
then determining (using a “discount” rate)
the current value of that future cash.

Other methodologies are the “comparable
companies” and “comparable transactions”
valuation methodologies. The comparable
company approach entails the review of
publicly traded competitors in the same
industry, looking at particular indicators
of economic performance such as profits
or revenues, determining similar indicators
for public companies where the value of the
company is known, determining how such
indicators of performance compare to the
price of the stock of the company (such as
the ratio of the price of its stock to revenues),
and finally the application of those ratios to
the subject company to arrive at a value.” A
comparable transactions approach is similar
to a comparable companies analysis, except
that, rather than using ratios derived from
on-going businesses, it uses multiples of
valuation metrics (earnings, revenue, etc.)
calculated as the ratio of the transaction
price to these metrics.!® Although the DCF
methodology is often used by Delaware
Courts," no one methodology is required
and the goal is to use the methodology that
best captures the going concern value of the
entity being appraised.

It is important to note what an appraisal
proceeding does not involve. It does not
require allegations of wrongdoing on the
part of the corporation or its executives
or any claim that they breached a duty
or somehow acted improperly. The only
issue is the value of the shareholder’s stake
in the corporation.

Recent Appraisal
Experience

he published appraisal decisions over

the past twenty years show awards of
over 400 percent above the deal price and
median premiums of over 80 percent, as
well as average interest awards in excess
of 9 percent. Just over the last five years, as
set forth in the chart attached hereto, many
premiums have been in the 200% to 300%
range, not including interest (although in a
few cases the appraisal award was less than
the deal price).
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The best results in appraisal actions occur
where there is a substantial shareholder,
director or officer on both sides of the

transaction. For example, in Dobler wv.
Montgomery Cellular Holding Co., Inc.,* a
company that owned 95% of a cellular
company squeezed out the 5% minority in
a short form merger. The merger price was
$8,102 per share and, after trial, the court
appraised each share at $19,622 per share, a
premium of over 150%. The court awarded
interest at 8.25%. Similarly, in Borruso v.
Communications Telesystems Intern.,”® the
95 percent owner of a telecommunications
company squeezed-out the minority at
a price of $.02 per share. As a result of an
appraisal action, the court awarded $.6253
per share, or a premium of 3,000%. These
results make sense since, presumably,
insiders are not buying out the public unless
those insiders have information suggesting
they can make a profit by doing so.

A majority buy-outis not always essential
to a good result as demonstrated by the
recent case of Cede & Co., Inc. v. MedPointe
Healthcare, Inc.* In that case, there was
evidence that the controlling shareholder
of Carter-Wallace, Inc. wanted to sell the
company because he was about to retire
and forced a sale at an inopportune time
and pursuant to a structure that caused a
tax liability of more than $3.50 per share.
Even though the sale was to two unrelated
parties, pursuant to a bidding process,
the Delaware Court of Chancery
nonetheless awarded the shareholders who
sought appraisal a value that, after interest,
was approximately 47 percent above the
deal price.

Conclusion

Investors should be fully aware of the
possibility of an appraisal action in
determining whether to vote for and
ultimately accept the proceeds of any
transaction in which they are being cashed-
out of their investment. In those cases
where there is an allegation of self-interest
in the transaction (by forcing the deal or
in the negotiation process), there is a good
prospect for a recovery that is in excess of
the deal price. Moreover, such a recovery
can be obtained more expeditiously and
efficiently than other forms of litigation and
without any accusation or determination
of fault by the defendant company, its
management or its controlling shareholders,
in order for a successful plaintiff to obtain a
substantial judgment. Thus, full awareness
of the requirements and potential value of
appraisal litigation should be part of very
investor’s process of evaluating potential
cash-out transactions.
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