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Introduction 

• Overview: 

• An understanding of valuation theory, methodologies and nuances is vital for 

M&A counsel representing acquirers and targets. 

 

• Contents: 

• Purpose of Valuation 

• Lawyers Need to Understand Inputs and Analyses 

• Standards of Value 

• Valuation Approaches and Methods 

• Fairness Opinions 

• Disclosure 
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What Will Valuation Be Used For? 

• Selling a company  

• Buying a company 

• Appraisal claims 

• Activist investor 

• Defending against a hostile takeover or activist 

• Granting equity compensation 

• Contractual provisions (i.e., JV buy-out provisions) 

• Senior creditor in bankruptcy 

• Subordinated creditors/equity holders in bankruptcy  

• Litigation 

• Etc.… 
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What Will Valuation Be Used For? (cont'd) 

• Valuation is a subjective process and involves judgment calls 

• There is no single “right” valuation 

• All valuations are based on the same basic methodologies 

• How those methodologies are applied will affect the outcome 

• Choice of inputs (adjustments, projections, comparables, discount rate, 

synergies, etc.) 

• Choice and weighting of different methodologies 

• Valuation ranges 

• Every valuation can be challenged 

• Shareholder litigation is expected in all public company M&A deals 

• Disclosure claims involving investment banks and their fairness opinions  

• Fair price claims in transactions subject to entire fairness standard 

• Appraisal claims 

• Courts require experts performing valuations to back up / support their 

judgments 
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Importance of Understanding the Inputs and 

Analyses 
• By understanding the analyses, you can add value to a valuation even if 

you can’t do math: 

• Ensure the valuation is based on accurate information  

• Advise board relying on valuation 

• Draft disclosure that will likely be the subject of litigation 

• Avoid “GIGO” errors (garbage in → garbage out) 

• “Spreadsheet Mistake Costs Tibco Shareholders $100 Million” (Wall Street 
Journal, Oct 16, 2014) 

• Capitalization table double counted restricted stock 

• Corrected by Tibco counsel in merger agreement, but Tibco bankers not aware of 
correction and continued to use incorrect cap table in deal negotiations and fairness 
presentation 

• Negotiations based on aggregate equity value but final offer letter and merger 
agreement expressed value on a price per share basis 

• Court noted “troubling aspects of the record” but declined to enjoin transaction 
or order reformation of merger agreement 
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Importance of Understanding the Inputs and 

Analyses (cont’d)  
• Be able to explain the “why” questions: 

• Why was a particular discount rate/WACC chosen? 

• Why were these companies/transactions determined to be comparable or 
excluded? 

• Why was this set of projections used? 

• Why were these adjustments made? 

• Why was this methodology determined to be more important? 

• Be alert for red flags 

• Inconsistent use of numbers 

• Cherry picking 

• Comparable companies with different risk profiles 

• Comparable transactions from periods of different market conditions or 
different kind of deals 

• Outdated numbers 

• Adjustments that don’t make sense 

• Novel valuation methodologies 
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Standards of value 

• Fair market value 

• [T]he price, expressed in terms of cash equivalents, at which property would 

change hands between a hypothetical willing and able buyer and a 

hypothetical willing and able seller, acting at arm’s length in an open and 

unrestricted market, when neither is under compulsion to buy or sell and when 

both have reasonable knowledge of the relevant facts. 
• ASA Business Valuation Standards, Glossary (American Society of Appraisers, 2009) 

• Fair value 

• “[value] …exclusive of any element of value arising from the accomplishment 

or expectation of the merger or consolidation… [taking] into account all 

relevant factors…” 
• Delaware Code Annotated Section 262(h) 

• Investment (strategic) value 

• [T]he value to a particular investor based on individual investment 

requirements and expectations. 
• ASA Business Valuation Standards, Glossary (American Society of Appraisers, 2009) 
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Delaware’s View on Fair Value 

• Appraisal: Statutory remedy available to stockholders who are cashed 

out in a transaction 

• Entitled to judicial determination of “fair value” 

 

• “Fair value” does not mean “fair market value” 

• Provides the equivalent of what has been taken away from the stockholder: 

proportionate interest in the going concern as of the date of the merger 

• No premiums/discounts at stockholder level 

• Exclusive of elements of value arising from consummation of the transaction, 

such as synergies 
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Delaware’s View on Fair Value (cont’d) 

• In determining fair value, the Court is required to take into account all 

relevant factors 

• Factors known or susceptible of proof and not product of speculation 

• Using “any techniques or methods which are generally considered acceptable 

in the financial community and otherwise admissible in court” 

 

• Often involve a “battle of the experts,” but the Court is not required to 

accept or credit the valuations presented by either of the parties 
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Delaware’s View on Fair Value (cont’d) 

• Prior to Weinberger v. UOP, Inc., 457 A.2d 701 (Del. 1983), Delaware 
courts relied on the “Delaware Block” method in appraisal cases 

• Weighted average of market value, net asset value and historical earnings 
value 

• Did not incorporate projections or cash flow based metrics 

• Weinberger: Reliance on Delaware Block method is outmoded because it 
“excludes other generally accepted techniques used in the financial 
community” 

• Post-Weinberger, DCF (alone or with other methodologies) has been the 
valuation methodology most frequently relied on by the Delaware courts 

• Public company fairness opinions are generally based on DCF, Comparable 
Public Companies and Comparable Transactions (and potentially other) 
methodologies  

• Permissible to not use DCF if omission is appropriate under the circumstances 

• In re Answers Corp. S’holders Litig., 2011 Del. Ch. LEXIS 57 (Del. Ch. April 11, 
2011): Justifiable to not include DCF where there was “an inability to forecast 
financial performance beyond the next fiscal year” 
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Valuation Approaches & Methods 

15 

Valuation 
Methodologies 

Market  

Approaches 

Comparable 
Public Company 

Method 

Comparable  
Transaction  

Method 

Income  

Approaches 

 
Discounted  
Cash Flow 

Method 
 

Capitalization  
of Income  

Method 

Asset-Based 
Approaches 

Net Asset 
Value Method 

Excess  
Earnings  
Method 

Going Concern Premise of Value Liquidation Premise 



Enterprise Value vs. Equity Value 

• Enterprise Value 

• Enterprise value is the value of the underlying business operations, or otherwise expressed as the 

total value of a business/enterprise to all providers of capital, not just providers of equity. 

• Enterprise Value = Market Value of Equity + Net Debt (debt – cash) + Preferred Stock Preference 

• Equity Value 

• Equity value is the market value of common stockholder’s equity. 

• Market Value of Equity = Shares Outstanding x Current Stock Price 

• “Debt free/cash free basis” 

• Valuation first determines an Enterprise Value for a company, and then derives an Equity 

Value based on debt/preference and cash 
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Enterprise Value 

Assets = 
Liabilities and 

Equity 

Common Equity 

Senior Debt 

Preferred Equity 

Junior Debt 



Purchase Price Adjustment 

• Used to bridge Enterprise Value and Equity Value 

• Designed to deal with changes in the balance sheet of the business 
between signing and closing (in private deals and asset deals) 

• Net Debt (debt – cash) 

• Working Capital (current assets (excluding cash) – current liabilities) 

• Price adjustments less common in public deals and UK/European deals 

• Closed system/lockbox to prevent leakage 

• Mechanism 

• Set target 

• Pre-closing estimate 

• Closing date balance sheet 

• Post-closing audit 

• Need to define items constituting adjustment with specificity 

• Dispute mechanism 

• Interaction with indemnity for financial reps 
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Key Valuation Principle #1 – Risk 

• From a valuation perspective, risk can be defined as, "The degree of uncertainty 

(or lack thereof) of achieving future expectations at the times and in the amounts 

expected." 

• Investors are risk averse; they require an increasing rate of return as the risk of a 

bad outcome increases, as evidenced by the observed relationship of risks and 

returns over time. 

18 
Source: Shannon P. Pratt and Roger J. Grabowski, Cost of Capital: Applications and Examples, 5th ed. (John Wiley & Sons, 2014). 

Types 

of Risk 

Maturity risk (aka interest rate risk) 

Market risk (aka systematic or diversifiable risk) 

Company-specific risk (aka non-systematic or unique risk) 

Liquidity and marketability risk 



Key Principle #2 – Time Value 

• Money has a "time value" in that a dollar in hand today is worth more than a dollar 

promised at a later date. 

• In the same way that $1.00 invested today at a 10% interest rate becomes $1.10 in one 

year… 

• A promised $1.10 in one year is equivalent to $1.00 today, using a 10% discount rate. 

• The more perceived risk of an investment, the higher the interest rate. 

• The more perceived risk of promise, the higher the discount rate. 

• This "present value" concept allows for an apples-to-apples comparison of investments with 

promised cash flow streams of varying perceived riskiness and timing. 
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Today 

 

"Present Value" 

One Year from Today 

 

"Future Value" 

$1.00 $1.10 



Key Principle #3 – Capitalization 

• In a simple sense, any investment can be reduced to a stream of expected cash flows. 

• Going concern value implies a perpetual time frame. 

• Other business models or intangible assets may have discrete time frames. 

• Basic finance principles tell us that the value of a perpetuity is calculated as: 

 

 

 

• Capitalization rates can be calculated using market observations and models such as the 

Capital Asset Pricing Model. 

• Capitalization rates can also be observed from the valuation multiples of publicly traded 

securities. 
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Comparable Companies

Stock Price 

12/31/14

Market Value 

of Equity

Enterprise 

Value (EV)

Expected 2015 

Cash Flow

EV/EBITDA 

Multiple

Capitalization 

Rate

SEACOR Holdings Inc. $73.81 $1,368.7 $1,877.4 $276.7 6.8 x 14.7%

Kirby Corporation $80.74 $4,607.3 $5,310.5 $658.5 8.1 x 12.4%

Matson, Inc. $34.52 $1,505.1 $1,585.3 $218.4 7.3 x 13.8%

Tidewater Inc. $32.41 $1,519.6 $2,939.6 $486.3 6.0 x 16.5%

Rand Logistics, Inc. $3.95 $71.3 $255.9 $36.6 7.0 x 14.3%

Hornbeck Offshore $24.97 $900.8 $1,789.2 $294.4 6.1 x 16.5%

International Shipholding Corp. $14.90 $108.8 $331.1 $34.0 9.7 x 10.3%



Discounted Cash Flow Method (DCF) 

• Premise: The value of an investment asset can be estimated as the risk-adjusted present 

value of the expected future economic income associated with the asset over a period of 

time plus a residual or terminal value calculation at the end of that period. Accordingly, the 

value of a company is based on its ability to generate free cash flow in the future. 

Pros 

• Theoretically, the most sound valuation method 

• Forward-looking 

• Less influenced by market volatility 

• Can incorporate corporate transitions 

• Based on economic cash flow rather than accounting 
earnings 

Cons 

• Sensitivity to a few key assumptions (e.g. projections and 
discount rate) 

• Early stage company dynamics present unique challenges 
with regard to assumptions 

• Terminal value often represents a significant portion of total 
value 

Fiscal Year Ended

(figures in m illions) 2015 2016 2017 2018 2019 Sum

Net Free Cash Flows $140.0 $145.0 $155.0 $165.0 $170.0

Discount Factor @  15.0% 0.93 0.81 0.71 0.61 0.53

Present Value of Free Cash Flows $130.6 $117.6 $109.3 $101.2 $90.6 $549.2

2020 Free Cash Flow $175.1

Term inal Capitalization Rate 12.0%

Term inal Value at 12/31/2019 $1,459.17

Discount Factor @  15.0% 0.53

Present Value of Term inal Value $778.0

Indicated Enterprise Value of Subject Com pany $1,327.2
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Comparable Public Company Method 

• Premise: The value of an investment asset can be estimated by examining the prices that 

rational investors are currently paying for similar assets as a multiple of various financial 

ratios or metrics. Accordingly, companies with shares trading in the public markets may 

provide useful indications of value for a private company. 
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Pros 

• Reflects current investor sentiment towards the relevant 
industry 

• Insight available from research analysts 

• Based largely on reported/audited results – not highly 
dependent on assumptions and projections 

• Widely recognized by investors and courts 

Cons 

• Highly influenced by market volatility 

• Limited relevance for unprofitable companies 

• Challenging to identify "comparable" companies 

• May require adjustment for marketability 

Enterprise Value/

Comparable Companies

LTM 

EBITDA

NFY 

EBITDA

NFY+1 

EBITDA

SEACOR Holdings Inc. 6.8 x 6.9 x 6.7 x

Kirby Corporation 8.1 x 8.5 x 8.1 x

Matson, Inc. 7.3 x 6.6 x 5.8 x

Tidewater Inc. 6.0 x 7.7 x 8.3 x

Rand Logistics, Inc. 7.0 x 6.8 x 6.2 x

Hornbeck Offshore 6.1 x 7.6 x 7.0 x

International Shipholding Corp. 9.7 x 5.0 x 4.5 x

Period

Subject 

Company 

Financial 

Data x

Selected 

Market 

Multiple =

Indicated 

Enterprise 

Value

LTM $159.4 7.50x $1,195.5

NFY $203.3 5.00x $1,016.5

NFY+1 $285.5 4.75x $1,356.1

Indicated Enterprise Value of Subject Company $1,189.4



Comparable Transaction Method 

• Premise: The value of an investment asset can be estimated based on the prices that 

acquirers have paid for similarly situated assets in change-of-control transactions as a 

multiple of various financial ratios or metrics. Accordingly, recent M&A transactions may 

provide useful indications of value for a private company. 
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Pros 

• Reflects investor sentiment towards the relevant industry at 
the time of the observed transaction 

• Based largely on reported/audited results – not highly 
dependent on assumptions and projections 

• Widely recognized by investors and courts 

Cons 

• May be difficult to identify sufficient recent and comparable 
transactions 

• Prices paid may include strategic price premium 

• Information may be limited and incomplete 

• May require adjustments for liquidity and control 

Target Company Acquirer

EV/LTM 

EBITDA

Horizon Lines, Inc. Matson Navigation, Inc. 6.4 x

Penn Maritime Inc. Kirby Corporation 7.9 x

U.S. United Ocean Services, LLC Int'l Shipholding Corp. 8.2 x

Lehnkering Holding Gmbh Imperial Mobility GmbH 8.6 x

OceanFreight, Inc. DryShips, Inc. 6.6 x

K-Sea Transportation, LP Kirby Corp. 10.6 x

American Commercial Lines, Inc. Platinum Equity LLC 7.7 x

Period

Subject 

Company 

Financial 

Data x

Selected 

Market 

Multiple =

Indicated 

Enterprise 

Value

LTM $159.4 8.00x $1,275.2

Indicated Enterprise Value of Subject Company $1,275.2



Discounts and Premiums 

• In many contexts, marketability is an important valuation concept. 

• The stock of closely held companies, being unregistered and illiquid, may be 

subject to a meaningful discount relative to the registered and liquid stock of a 

publicly traded company. 

• Marketability is typically irrelevant in a transactional context. 

• Investors may pay a premium in order to acquire control of a company or 

other investment. 

• Such premiums are readily observable in acquisitions of public companies 

• The degree to which such premiums represent “strategic value” is unclear 

• Courts routinely permit the application of a control premium to the 

comparable public company method, but not to a DCF method. 
• Berger, Rapid-American 

• Acquisition Premium Analysis  

• Analysis of premiums to the market price paid in acquisition of comparable 

companies 
 

24 



Other Valuation Methodologies 

• Accretion/Dilution Analysis  

• Analysis of the impact of the transaction on projected EPS of the 
acquirer 

• Breakup Analysis  

• Valuation of different business units on a theoretical stand-alone basis 

• a/k/a, “sum of the parts” 

• Liquidation Analysis  

• Valuation of assets of a business assuming that they will be liquidated 
piecemeal 
• Not customarily used in connection with the acquisition of a going concern 

• Synergies Analysis  

• Analysis of projected cost savings and revenue enhancements for the 
combined company and the impact of such synergies on the earnings 
per share of the constituent corporations  
• Often applied to a DCF valuation 
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Other Valuation Methodologies (cont'd) 

• Relative Contribution Analysis  

• Most frequently used in mergers of equals, not acquisitions 

• Analysis does not imply a range of fair prices 

• Analysis of various measures of financial contribution (e.g., revenues, EBIT, 

EBITDA) of each constituent corporation to the pro forma financial results of 

the combined company 

 

• Specialized Analysis (Industry Specific) 

• Technology acquisition – cost per engineer 

• Oil & Gas – oil and gas reserves 

• Banking – dividend discount analysis  
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Sample Summary of Valuation Analysis 

LTM Trading 

Range 

Discounted 

Research Price 

Target Range 

Selected Companies Analysis Discounted 

Cash Flow 

Analysis –

Management 

Selected Transactions Analysis 

CY‘15E EBITDA CY‘15E EPS NTM Revenue NTM P/E Tech Spot 

Premiums 

$29.60 - $48.20 

Selected 

Range:  

$45.00 - $56.00 

Selected 

Range: 

6.0x – 7.5x 

Selected 

Range:  

11.0x - 15.0x 

EBITDA Exit 

Multiple:  

6.0x - 7.5x  

Selected 

Range: 

2.50x - 4.00x 

Selected 

Range: 

19.0x - 26.0x 

Selected 

Premium 

Range: 

20.0% - 50.0% 

Discount Rate: 

10.5% 

Statistic: 

$492.1 

Statistic: 

$2.88 

Discount Rate: 

9.5% - 12.0% 

Statistic: 

$1,279.6 

Statistic: 

$2.74 

Statistic: 

$41.57 

Offer 

Price 

$64.00 

Current 

$41.57 
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What is a Fairness Opinion? 

• Letter from an investment bank that presents an opinion about whether 

the consideration in a proposed transaction is “fair” to stockholders from 

a financial point of view  

• As important as the “fairness” conclusion are the assumptions made, 

procedures followed, factual considerations, and limitations on the review 

undertaken, in connection therewith 

• Typically, addressed to the board of directors or a special committee of 

the board 

• Published in the applicable disclosure document (e.g., proxy statement, 

Schedule 14D-9, etc.) in accordance with securities laws (i.e., Item 1015 

and 1016 of Reg. M-A) 

• Note: Fairness opinions are not as common in the private company context or 

on the buy-side 
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Why are Fairness Opinions obtained? 

• A company obtains a fairness opinion from an investment bank in an 

M&A transaction to, among other things, assist its directors in 

discharging their fiduciary obligations and availing themselves of the 

legal protections available to them 

• Directors owe fiduciary duties to the corporation and its stockholders 

• If such duties are properly discharged, directors will generally be protected 

from liability by the business judgment rule 

• State statutes (i.e., DGCL §141(e)) protect directors from liability when they 

rely, in good faith, on information, opinions and reports provided by third party 

“experts” as to matters that the directors reasonably believe are within such 

third party’s professional or expert competence and such third party has been 

selected with reasonable care by or on behalf of the corporation 

• Note: Investment banks nevertheless disclaim expertise for SEC purposes 

• Smith v. Van Gorkom, 488 A.2d 858 (Del. 1985): Court emphasized the 

importance of a board obtaining the opinion of an independent financial 

advisor to support its decisions 
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Fairness Opinions – General 

• Scope: Fairness opinions address only the fairness, from a financial point 

of view, of the consideration to be paid or received and do not address 

the non-financial terms of a transaction 

• Language is explicit 

• Generally opinion is not about the fairness of a transaction, but the fairness of 

the consideration paid in such transaction 

• Investment banker is not an expert, and should not opine, as to non-financial matters  

• Fairness opinion is not an opinion as to non-financial portion of the merger 

agreement (such as antitrust risk, deal protection, closing conditions, etc.) 

• Indemnification obligations, tax matters, regulatory review and other similar matters 

may also affect fairness, but are typically dealt with by assumptions 

• Generally does not address allocation of consideration amongst different classes of 

equity holders 
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Fairness Opinions – General (cont'd) 

• What is “fair”? 

• Fair price is the price a willing buyer would pay to a willing seller in an  

arm’s-length transaction where neither party is compelled to enter into the 

transaction 

• Consideration is fair from a financial point of view if it is within the range of fair 

value determined by the bankers using standard valuation methodologies 

(which vary depending on the type of transaction), reasonable in relation to 

other bids and not unreasonably low in relation to such other bids 

• Fair consideration is not necessarily the highest consideration 

• Two different offers may both be fair, even though one is higher than the other, 

if both offers are “within the range of fairness” 
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Board Presentations 

• Presentation summarizing a financial advisor’s valuation analysis  

• Generally made to the client’s board of directors (or special committee) at 

the meeting at which a fairness opinion is delivered 

• Purpose of the presentation is to describe basis of opinion 

• Materials typically include: 

• Description of material terms of the transaction 

• Background information on target and acquirer 

• Summary of valuation analyses (“football field”) 

• Description of each valuation methodology utilized and range of values 

determined under each methodology 

• Data used in each methodology: 

• Projections/forecasts 

• Annex: Includes other informational analyses (e.g., often includes historical 

financials, detailed projections, cost of capital calculations, acquisition premia, 

accretion/dilution analyses, etc.) 
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Board Presentations (cont.) 

• Presentations should always be prepared with a view to public disclosure 

• Rule 13e-3 going-private transaction: Presentations must be filed with the SEC 

and described in the disclosure document sent to stockholders  

• Form S-4 or proxy statement: Presentations must be submitted to the SEC on 

a confidential and supplemental basis upon request and described in the 

disclosure document  

• All presentations are discoverable in litigation 

• Changes from earlier board presentations should be understood and 

highlighted to the Board 

• Presentations to private companies and by buyers who do not require 

stockholder approval are not generally disclosed, but still discoverable in 

litigation 
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Disclosure 

• Ensure all material analyses from board book are included in disclosure 

• Disclosure of basis for selection of particular multiples and discount rates 
used in analysis 

• Explanation of comparability of comparable companies and/or 
comparable transactions 

• Should reflect work actually done (see Maric Capital Master Fund Ltd. v. 
Plato Learning, Inc., 11 A.3d 1175 (Del. Ch. 2010) (holding that proxy 
disclosure was misleading even though it accurately reflected the 
banker’s fairness opinion as presented to the board because the banker 
failed to base its presentation on the results of the actual analysis it 
performed)) 

• Banker calculated WACC of 22.6%-22.5% in its DCF analysis 

• Based opinion on an adjusted WACC of 23%-27% but said opinion was based 
on its DCF analysis and did not disclose the adjustments 

• Rather than requiring that disclosure be amended to refer to the adjusted 
WACC used for its opinion, court required disclosure of the higher valuation 
that would have resulted had the opinion been based on the calculated WACC 
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Projections 

• Projections are the primary input for a DCF valuation 

• Courts prefer fairness analysis to be based on contemporaneous 
management projections prepared in the ordinary course of business 
(particularly if provided to lenders/regulators) over projections prepared for 
deal 

• Need to be able to justify adjustments to ordinary course management projections 
(outdated projections, history of missing projections, etc.) 

• Disclosure of projections: 

• SEC generally requires disclosure of projections if provided to, and relied upon by, 
the acquirer 

• Rationale: Relevant to how price was determined 

• Delaware: Focus of case law is on projections provided to target’s financial advisor 

• Rationale: Relevant to board recommendation, which is based on fairness opinion 

• Stockholder lawsuits: Projections claims generally assert omission of material 
information, not false disclosure 

• Use and disclosure of projections are the subject of several Delaware court 
decisions 
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Why Buyers Might Overpay 

• Purchase price > value of business = overpayment 

• High premium ≠ overpayment if business generates excess ROI 

• Low or negative premium may still = overpayment if ROI is negative 

• Valuation factors: 

• Inadequate due diligence of target company projections 

• Use of incorrect discount rate (cost of capital) 

• Insufficient adjustment for size, risk, growth 

• Overoptimistic expectations of synergies that may not materialize 

• Non-financial factors: 

• “Shiny new toy” syndrome 

• Auction dynamics/desire to win 

• Overpay for “strategic value” (scarcity, keep asset away from competitor, etc.) 

• Properly priced but poor execution/integration 
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Questions  

 

 

??? 
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Important Disclosures 

• The Presenters gather their data from sources they consider reliable; however, they do not guarantee the 

accuracy or completeness of the information provided within this presentation. The material presented 

reflects information known to the Presenters at the time this presentation was written, and this 

information is subject to change. The Presenters make no representations or warranties, expressed or 

implied, regarding the accuracy of this material. The views expressed in this material accurately reflect 

the personal views of the authors and do not necessarily coincide with those of their employers. 

• The information and material presented herein is provided for educational and informational purposes 
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