


 

 

 

 
 

7700++  DDVVDD’’ss  FFOORR  SSAALLEE  &&  EEXXCCHHAANNGGEE  
  
 

wwwwww..ttrraaddeerrss--ssooffttwwaarree..ccoomm  
  

wwwwww..ffoorreexx--wwaarreezz..ccoomm  
  

wwwwww..ttrraaddiinngg--ssooffttwwaarree--ccoolllleeccttiioonn..ccoomm  
  

wwwwww..ttrraaddeessttaattiioonn--ddoowwnnllooaadd--ffrreeee..ccoomm  
  
  
 

CCoonnttaaccttss  
  

aannddrreeyybbbbrrvv@@ggmmaaiill..ccoomm  
aannddrreeyybbbbrrvv@@yyaannddeexx..rruu    

SSkkyyppee::  aannddrreeyybbbbrrvv 

http://www.traders-software.com/
http://www.forex-warez.com/
http://www.trading-software-collection.com/
http://www.tradestation-download-free.com/
mailto:andreybbrv@gmail.com
mailto:andreybbrv@yandex.ru


Standards of Value
Theory and Applications

Jay E. Fishman

Shannon P. Pratt

William J. Morrison

John Wiley & Sons, Inc.

ch00_4694.qxd  9/11/06  12:48 PM  Page i



This book is printed on acid-free paper. 

Copyright © 2007 by John Wiley & Sons, Inc. All rights reserved.

Published by John Wiley & Sons, Inc., Hoboken, New Jersey.

Published simultaneously in Canada.

No part of this publication may be reproduced, stored in a retrieval system, or transmitted in
any form or by any means, electronic, mechanical, photocopying, recording, scanning, or
otherwise, except as permitted under Section 107 or 108 of the 1976 United States
Copyright Act, without either the prior written permission of the Publisher, or authorization
through payment of the appropriate per-copy fee to the Copyright Clearance Center, Inc.,
222 Rosewood Drive, Danvers, MA 01923, 978-750-8400, fax 978-646-8600, or on the web
at www.copyright.com. Requests to the Publisher for permission should be addressed to the
Permissions Department, John Wiley & Sons, Inc., 111 River Street, Hoboken, NJ 07030,
201-748-6011, fax 201-748-6008, or online at http://www.wiley.com/go/permissions.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have used their
best efforts in preparing this book, they make no representations or warranties with respect
to the accuracy or completeness of the contents of this book and specifically disclaim any
implied warranties of merchantability or fitness for a particular purpose. No warranty may
be created or extended by sales representatives or written sales materials. The advice and
strategies contained herein may not be suitable for your situation. You should consult with a
professional where appropriate. Neither the publisher nor author shall be liable for any loss
of profit or any other commercial damages, including but not limited to special, incidental,
consequential, or other damages.

For general information on our other products and services, or technical support, please
contact our Customer Care Department within the United States at 800-762-2974, outside
the United States at 317-572-3993 or fax 317-572-4002.

Wiley also publishes its books in a variety of electronic formats. Some content that appears
in print may not be available in electronic books.

For more information about Wiley products, visit our Web site at http://www.wiley.com.

Library of Congress Cataloging-in-Publication Data:
Fishman, Jay E.

Standards of value : theory and applications / Jay E. Fishman, Shannon P. Pratt,
William J. Morrison.

p. cm.
Includes index.
ISBN-13: 978-0-471-69483-0 (cloth)
ISBN-10: 0-471-69483-5 (cloth)
1. Valuation. 2. Fair value—Accounting. I. Pratt, Shannon F. II. Morrison,

William J. III. Title.
HF5681.V3F57 2007
657′.73—dc22

2006017528

Printed in the United States of America

10 9 8 7 6 5 4 3 2 1

ch00_4694.qxd  9/11/06  12:48 PM  Page ii

www.wiley.com


Jay Fishman:

To Marjan
You made it all possible—altijd

Shannon Pratt:

To my wonderful associates at Shannon Pratt Valuations

Bill Morrison:

To my wife, Margaret, the love of my life,
To my children, Christina and William, my pride and joy.

ch00_4694.qxd  9/11/06  12:48 PM  Page iii



ch00_4694.qxd  9/11/06  12:48 PM  Page iv



About the Authors

Jay Fishman, FASA, CBA, is a managing director of Financial Research
Associates, a regional business valuation and forensic accounting firm with of-
fices in Bala Cynwyd, Pennsylvania, New York City, and Morristown, New
Jersey. He has been actively engaged in the appraisal profession since 1974 and
specializes in the valuations of business enterprises and their intangible assets
including patents, trademarks, customer lists, goodwill, and going concern. Mr.
Fishman has coauthored several books, including the highly acclaimed Guide
to Business Valuations (with Shannon Pratt), and written numerous articles on
business valuations as well as qualifying as an expert witness and providing tes-
timony in 12 states. He has taught courses on business valuation to the Internal
Revenue Service, the National Judicial College, and the American Institute of
Certified Public Accountants in the United States and internationally in the
People’s Republic of China and on behalf of the World Bank in St. Petersburg,
Russia.

He holds bachelor’s and master’s degrees from Temple University as well
as an MBA from LaSalle University. Mr. Fishman is a fellow of the American
Society of Appraisers, a former chairman of the Business Valuation Commit-
tee of the American Society of Appraisers, editor of the Business Valuation Re-
view, chair of ASA’s Government Relations Committee, an Accredited Senior
Member of the Institute of Business Appraisers, Inc., and a former trustee of the
Appraisal Foundation.

Shannon P. Pratt, FASA, is a well-known authority in the field of business
valuation and has written numerous books that articulate many of the con-
cepts used in modern business valuation around the world.

Dr. Pratt is chairman and CEO of Shannon Pratt Valuations, LLC, a busi-
ness valuation firm headquartered in Portland, Oregon. He is also a member
of the board of directors of Paulson Capital Corporation, an investment bank-
ing firm.

v

ch00_4694.qxd  9/11/06  12:48 PM  Page v



Over the last 35 years, Dr. Pratt has performed valuation engagements for
mergers and acquisitions, employee stock ownership plans, fairness opinions,
gift and estate taxes, incentive stock options, buy-sell agreements, corporate
and partnership dissolutions, dissenting stockholder actions, damages, marital
dissolutions, and many other business valuation purposes. He has testified in a
wide variety of federal and state courts across the country and frequently par-
ticipates in arbitration and mediation proceedings.

Dr. Pratt holds an undergraduate degree in business administration from
the University of Washington and a doctorate in business administration,
majoring in finance, from Indiana University. He is a fellow of the American
Society of Appraisers, a Master Certified Business Appraiser, a Chartered Fi-
nancial Analyst, a Master Certified Business Counselor, and is certified in
mergers and acquisitions.

Dr. Pratt’s professional recognitions include being designated a life mem-
ber of the Business Valuation Committee of the American Society of Apprais-
ers, a life member of the American Society of Appraisers, past chairman and
a life member of the ESOP Association Advisory Committee on Valuation, a
life member of the Institute of Business Appraisers, the Magna Cum Laude in
Business Appraisal award from the National Association of Certified Valua-
tion Analysts, and the distinguished service award of the Portland Society of
Financial Analysts. He recently completed two three-year terms as trustee-at-
large of the Appraisal Foundation.

Dr. Pratt is the author of The Market Approach to Valuing Businesses, 2nd
edition; Business Valuation Body of Knowledge, Cost of Capital: Estimation
and Application, 2nd edition; and Business Valuation Discounts and Premi-
ums; and coauthor with the Honorable David Laro of Business Valuation and
Taxes: Procedure, Law and Perspective, all published by John Wiley & Sons;
and The Lawyer’s Business Valuation Handbook, published by the American
Bar Association. He is coauthor of Valuing a Business: The Analysis and Ap-
praisal of Closely Held Companies, 4th edition, and Valuing Small Businesses
and Professional Practices, 3rd edition, both published by McGraw-Hill. He is
also coauthor of Guide to Business Valuations, 16th edition, published by Prac-
titioners Publishing Company.

He is publisher emeritus of a monthly newsletter, Shannon Pratt’s Busi-
ness Valuation Update (primarily for the professional appraisal community).

Dr. Pratt develops and teaches business valuation courses for the American
Society of Appraisers and the American Institute of Certified Public Accoun-
tants, and frequently speaks on business valuation at national legal, profes-
sional, and trade association meetings. He also developed and often teaches a
full-day seminar on business valuation for judges and lawyers.

vi | About the Authors

ch00_4694.qxd  9/11/06  12:48 PM  Page vi



William J. Morrison, CPA/ABV, is president of Morrison & Company, a
forensic accounting firm located in Paramus, New Jersey. He is a CPA licensed
in New Jersey and Florida with over 30 years of experience as an investiga-
tor, forensic accountant, and business valuator. He is accredited in Business
Valuation (ABV) by the American Institute Certified Public Accountants.
Mr. Morrison has been appointed as an expert for the federal and state courts
in New Jersey in over one thousand matters as a forensic accountant, valua-
tion expert, and mediator. He has provided expert witness services in complex
civil and criminal matters involving stockholder oppression, high net worth
divorces, and economic damage claims, among others.

Mr. Morrison has lectured frequently to organizations such as the New
Jersey Institute of Continuing Legal Education and the New Jersey State Soci-
ety of Certified Public Accountants. He has published numerous articles on
business valuation and forensic accounting in publications such as Valuing
Professional Practices and Licenses published by Aspen.

Prior to founding Morrison & Company, he served as a Special Agent for
the Federal Bureau of Investigation as an internal auditor and as a Certified
Public Accountant. He holds a bachelor’s degree in history from Boston Col-
lege and an MBA in accounting from Farleigh Dickinson University.

About the Authors | vii

ch00_4694.qxd  9/11/06  12:48 PM  Page vii



ch00_4694.qxd  9/11/06  12:48 PM  Page viii



Contents

Acknowledgments xiii
Foreword xvii
Preface xix
Introduction: Standards of Value 1

1 Common Standards and Premises of Value 17
Common Standards and Premises 17

Price, Value, and Cost 18
Defining a Standard of Value 19
Premises of Value 20

Common Standards of Value 21
Fair Market Value 21
Fair Value 23
Investment Value 24
Intrinsic Value 25
Book Value 28

Common Operational Premises Underlying the Standard of Value 28
Going Concern 28
Liquidation Value 29

Other Issues 30
Fair Value in Alternate Contexts 30
Fair Market Value in Alternate Contexts 31
Standards of Value in the International Context 32

Summary 33

2 Fair Market Value in Estate and Gift Tax 35
Introduction 35

Common Definitions of Fair Market Value 36

ix

ch00_4694.qxd  9/11/06  12:48 PM  Page ix



History of Fair Market Value 37
Elements of Fair Market Value 41

Price at Which a Property Would Change Hands 42
Willing Buyer 44
Willing Seller 53
No Compulsion to Buy or Sell 56
Reasonable Knowledge of Relevant Facts 61
Common Discounts 77

Summary 84

3 Fair Value in Shareholder Dissent and Oppression 87
Introduction 87
Fair Value 91

Early References to Fair Value 91
Fair Value as Defined by Various Authorities and Statutes 92

Dissenter’s Rights 95
Overview and History 95
Growth in Popularity of the Appraisal Remedy 98
Context of Modern Appraisal Rights 99

Oppression Remedy 100
Development of Oppression Remedy 100
Alternative Remedies 104
Context of Oppression Remedy 105
Freeze-Outs and Squeeze-Oouts 106
Recognizing Oppression 108
Reasonable Expectations 110
Breach of Fiduciary Duty 112
Heavy-Handed and Arbitrary or Overbearing Conduct 113

Standard of Value in the 50 States 115
Breaking Down the Components of Fair Value 120

Before the Effectuation of the Corporate Action to Which 
the Shareholder Objects 120

Excluding Any Appreciation or Depreciation in Anticipation 
of the Corporate Action Unless Exclusion Would Be 
Inequitable 122

Current and Customary Valuation Techniques 123
Discounts and Premiums 129

Level of Value 130
Other Shareholder Level Discounts 131

x | Contents

ch00_4694.qxd  9/11/06  12:48 PM  Page x



Entity-Level Discounts 134
Control Premiums 135
Extraordinary Circumstances 137

Equitable Adjustments 146
Delaware’s Entire Fairness 146
Consideration of Wrongdoing in Calculating Fair Value 149
Discounts Used as an “Equitable Adjustment” 154
Damage Claims 159

Fair Value and the Minority Shareholder 161
Summary 162

4 Standards of Value in Divorce 165
Introduction 165

Marital Property: General Background and History 168
Identification of Marital Property and Separate Property 170
Relationship between Valuation and Identification of 

Intangible Assets 173
Appreciation on Separate Property 174

Premises and Standards of Value in Divorce 177
Premises of Value 177
Standards of Value 179
Premises of Value Revealed through the Valuation of 

Insurance Agencies 183
Concepts of Value under the Two Premises 185

Standards of Value in Divorce among the 50 States 186
Lack of Statutory Insight 186
Revealing Standard of Value through Case Law 188
Toward a Standard of Value Classification System 192

Value in Exchange 201
Goodwill 201
Lack of Control and Marketability Discounts under Value 

in Exchange 216
Buy-Sell Agreements under Value in Exchange 221

Value to the Holder 226
Goodwill 226
Shareholder Level Discounts under the Value to the Holder 

Premise 238
Buy-Sell Agreements under Value to the Holder 239

Summary 242

Contents | xi

ch00_4694.qxd  9/11/06  12:48 PM  Page xi



5 Fair Value in Financial Reporting 245
Introduction 245

Fair Value in Financial Reporting: What Is It? 246
History of Fair Value in U.S. Accounting Literature 249

Application of the Fair Value Standard to Business Combinations 253
Application of the Fair Value Standard to Asset Impairment Tests 258
Interpretation of Fair Value Compared to Other Standards of Value 263

Fair Value in Financial Reporting versus Fair Value in 
Dissenters’ Rights Cases 263

Fair Value in Financial Reporting versus Investment Value 263
Fair Value in Financial Reporting versus Fair Market Value 263

Audit Issues 266
Summary 267
Sources of Information 269

Appendix A International Business Valuation Standards 271
Appendix B Fair Value in Dissent and Oppression Chart 281
Appendix C Standard of Value Divorce Chart 299

xii | Contents

ch00_4694.qxd  9/11/06  12:48 PM  Page xii



Acknowledgments

This book has been written by three active business valuation practitioners
who each have at least 25 years of experience in the business valuation pro-
fession. However, this book would not have been possible were it not for the
unstinting efforts of many others. First and foremost are Amanda Ulrich and
Tom Ambrey of Morrison & Company, who have done a significant amount
of work on this book.

We also would like to thank Noah Gordon, Alina Niculita, and Angelina
McKedy of Shannon Pratt Valuations and Melanie Walker of Business
Valuation Resources for their help in research and other tasks.

We thank Ellen Larson, Director—Valuation Services, James Wilson,
Managing Director, and Stephen C. Jones, Managing Director—Corporate
Finance, all of Navigant Capital Advisors, for Chapter 5, “Fair Value in
Financial Reporting.”

This book has benefited immensely from review by many individuals
with a high level of knowledge and experience in business valuation. The
following people reviewed most or all of the entire manuscript, and the book
reflects their tremendous efforts and legion of constructive suggestions:

James Hitchner
The Financial Valuation Group
Atlanta, Georgia

Ron Seigneur
Seigneur, Gustafson, Knight, LLP
Lakewood, Colorado

Gary Trugman
Trugman Valuation Associates
Plantation, Florida

xiii

ch00_4694.qxd  9/11/06  12:48 PM  Page xiii



 

 

 

 
 

7700++  DDVVDD’’ss  FFOORR  SSAALLEE  &&  EEXXCCHHAANNGGEE  
  
 

wwwwww..ttrraaddeerrss--ssooffttwwaarree..ccoomm  
  

wwwwww..ffoorreexx--wwaarreezz..ccoomm  
  

wwwwww..ttrraaddiinngg--ssooffttwwaarree--ccoolllleeccttiioonn..ccoomm  
  

wwwwww..ttrraaddeessttaattiioonn--ddoowwnnllooaadd--ffrreeee..ccoomm  
  
  
 

CCoonnttaaccttss  
  

aannddrreeyybbbbrrvv@@ggmmaaiill..ccoomm  
aannddrreeyybbbbrrvv@@yyaannddeexx..rruu    

SSkkyyppee::  aannddrreeyybbbbrrvv 

http://www.traders-software.com/
http://www.forex-warez.com/
http://www.trading-software-collection.com/
http://www.tradestation-download-free.com/
mailto:andreybbrv@gmail.com
mailto:andreybbrv@yandex.ru


Steven Bravo
Apogee Business Valuations, Inc.
Framingham, Massachusetts

In addition, this book covers a number of specific topics and covers areas
where business valuation and law intersect. The following people reviewed
certain chapters and provided significant constructive suggestions:

Chapter 2 Fair Market Value in Estate and Gift Tax

Roger Grabowski
Duff & Phelps, LLC
Chicago, Illinois

Nancy Fannon
Fannon Valuation Group
Portland, Maine

Chapter 3 Fair Value in Shareholder Dissent and Oppression

Roger Grabowski
Duff & Phelps, LLC
Chicago, Illinois

Alex Howard
Howard, Frazier, Barker, Elliot, Inc.
Houston, Texas

Gil Matthews
Sutter Securities, Inc.
San Francisco, California

David Politziner
Amper, Politziner & Mattia
Bridgewater, New Jersey

Gary Stein, Esq.
Former Justice, New Jersey Supreme Court
Pashman Stein, PC
Hackensack, New Jersey

xiv | Acknowledgments

ch00_4694.qxd  9/11/06  12:48 PM  Page xiv



Peter Verneiro, Esq.
Former Justice, New Jersey Supreme Court
Sills Cummis Epstein & Gross, PC
Newark, New Jersey

Chapter 4 Standards of Value in Divorce

Ronald L. Brown
New York University School of Law

Barry Croland, Esq.
Shapiro & Croland, Counselors at Law
Hackensack, New Jersey

Frank Donahue, Esq.
Donahue, Hagan, Klein, Newsome & O’Donnell, PC
Short Hills, New Jersey

John Johnson
BST Valuation and Litigation Advisors, LLC
Albany, New York

Frank Louis, Esq.
Frank Louis, PC
Toms River, New Jersey

David Politziner
Amper, Politziner & Matia
Bridgewater, New Jersey

Alan Zipp
Alan Zipp, CPA, PC
Rockville, Maryland

For permission to reprint material from their works, we thank Michael
Mard of the Financial Valuation Group for the information on subsequent
events and Practitioners Publishing Company for the use of the “Levels of
Value” chart from the Guide to Business Valuations.

We greatly appreciate the enthusiastic cooperation of the professionals
at John Wiley & Sons: John DeRemigis, executive editor, and Judy Howarth,
associate editor.

Acknowledgments | xv

ch00_4694.qxd  9/11/06  12:48 PM  Page xv



We also would like to thank our colleagues and families for the support
they gave us over the time this book was written.

Jay E. Fishman
Bala Cynwyd, Pennsylvania

Shannon Pratt
Portland, Oregon

William J. Morrison
Paramus, New Jersey

xvi | Acknowledgments

ch00_4694.qxd  9/11/06  12:48 PM  Page xvi



Foreword

The first time I ever testified in court, I listened to the opposing expert, when
cross examined, give the wrong standard of value as the basis for his opinion
of value. This was a long time ago, but I never forgot it. That episode made
me aware of how important the standard of value is within the context of any
valuation—whether, estate and gift tax, dissenting rights, financial reporting,
or marital dissolution.

The standard of value and the proper definition of the standard of value
set the criteria upon which valuation analysts rely. Among many factors, it
dictates whether you use a hypothetical buyer and seller, a market-participant
buyer and seller, value to a single person, or a willing or unwilling buyer and
seller. It also sets the stage for consideration of the various levels of value
(five here) and whether discounts and/or premiums apply. My first experi-
ence with this in a courtroom made me realize how different the value can be
if the analyst uses the wrong standard of value. It can also make your work
indefensible, which is what happened to the other expert in that courtroom so
long ago.

This book, with its well-known group of authors, helps clarify an area
that many analysts think is simple and straightforward. It is anything but that.
While I don’t agree with every view expressed, I do agree with all the topics
that make this book a very worthwhile read. This is a complex area with dif-
fering interpretations, particularly when dealing with multiple definitions
within each state. Even the universally defined standard of value—“fair mar-
ket value”—has some interpretation problems. Sure, it’s a willing buyer and
seller, a hypothetical buyer and seller, with no compulsion and both with rea-
sonable knowledge of the relevant facts. However, who are the hypothetical
buyer and seller? Is it the most likely buyer and seller? Some courts say no.
Is it the average buyer and seller? If so, how do you average people? Is it a
standalone value, a strategic buyer or a financial buyer? These are tough
questions concerning a standard of value that many analysts choose to
ignore. This book breaks down the walls of uncertainty and does much to
help answer many of these difficult questions.

xvii
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The authors connect the dots by introducing five standards of value: fair
market value, investment value, intrinsic value, fair value (state actions) and
fair value (financial reporting). They put these into service line applications for
valuations in tax, marital dissolution, dissenting rights and shareholder oppres-
sion, and financial reporting. The various standards of value are then connect-
ed to the service line applications through the premise of value concepts of
“value in exchange” and “value to the holder.” In Chapter four, “Standards of
Value in Divorce,” the authors present clear, concise charts titled “Continuum
of Value.” For example, one of these charts links the premise of value to the
standard of value, segments it into enterprise and personal goodwill, with ref-
erences to relevant case law and the important underlying assumptions.
Discounts and premiums and the effect of buy sell agreements are also pre-
sented and explained.

One of the best parts of the book is the obvious attention to detail con-
cerning the standards of value and their definition, by state, for marital dis-
solution and dissenters’ rights and shareholder oppression. There are charts
showing each state and the important cases that set the criteria for valuation
in these two areas. These charts will be extremely helpful to valuation ana-
lysts who practice in multiple states, as well as a good refresher for those
whose practices are more local or regional.

In Chapter three, Fair Value in Shareholder Dissent and Oppression, the
charts include the state, standard of value, definition of valuation term, prece-
dent cases for allowing discounts, most recent case, relevant dates, and disso-
lution and buy-out election as a remedy for oppression. In Chapter four on
divorce, the charts include the state, standard of value, definition of value,
treatment of goodwill, effect of buy-sell agreements, discounts and relevant
case law.

All of the chapters include the history and development of the standard
of value and concise summaries of relevant case law and applicable regula-
tions, statutes and standards. Again, readers may think this is a simple sub-
ject. However, as the authors have so eloquently presented here, it is quite
complex. These authors have done their homework and compiled the state-
by-state research to help valuation analysts better understand the many
nuances within each state. Shannon, Jay and Bill, thank you for putting the
time into this. It’s a welcome enhancement to our profession’s body of
knowledge.

James R. Hitchner, CPA/ABV, ASA
Managing Director, The Financial Valuation Group

President, The Financial Consulting Group
Editor in Chief, Financial Valuation and Litigation Expert
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Preface

We have all heard the expression “Value lies in the eyes of the beholder” (a
play on words from the expression “Beauty lies in the eyes of the beholder”).
We cannot imagine a sense in which this could be more true than in the value
of a business or an interest in a business. Value has no meaning until it is
defined. In the nomenclature of business valuation, these different definitions
of value are called standards of value.

In some contexts, the standard of value is mandated by statute or regula-
tions. For example, fair market value is the statutory standard of value for all
federal gift, estate, and income taxes. Fair value is the mandated standard of
value for financial reporting that is subject to regulation by the Securities and
Exchange Commission. The expression fair value is also used as the stan-
dard of value in almost every state’s statutes for dissenting and oppressed
stockholder actions, but the definitions are very different from the definition
of fair value for federally regulated financial reporting purposes and differ
somewhat from state to state.

Even when the standard of value is statutorily defined, it leaves much
room for interpretation in case law. Very few state statutes dealing with
property settlements for divorce address any definition of a standard of value.
Therefore, in the context of valuations for divorce, virtually all the guidance
as to the accepted standard of value is found in the case law, which varies
greatly from state to state and even in different jurisdictions within some
states.

It comes as a surprise to many people that the same identical shares of
stock can have different values in different contexts. For example, one of the
authors valued shares in a dissenting stockholder suit and was later retained
to value the same shares for the estate when a stockholder died. For the estate
tax valuation, the value was considerably less because of minority and mar-
ketability discounts, which were not mandated under the standard of value
applicable in the dissenting stockholder action.

xix
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Standards of value that apply in certain circumstances may also be man-
dated in company articles of incorporation, articles of partnership, buy-sell
agreements, arbitration agreements, and other documents. It is essential that
attorneys and others drafting these documents have a clear understanding of
the standards of value specified in the document and that they convey this
understanding to their clients. How many times have we been confronted
with language such as “the fair market value of the shares” and when the trig-
gering event occurred found the shareholder shocked to find that the language
did not mean a proportionate share of the total company value, but much less
after discounts for minority interest and lack of marketability?

When embarking on a business or intangible asset appraisal assignment,
the first thing one needs to know is the definition of value. Yet this is the first
full book to comprehensively address this important issue.

We address standards of value in several contexts:

■ Gift, estate, and income taxes
■ Dissenting and oppressed stockholder actions
■ Marital dissolution proceedings
■ Fair value for financial reporting

We also present information on international standards of value.
The book lists each of the major federal statutes and regulations and rel-

evant statutes of all states and territories so that the valuation report can cite
the specific authority, and the attorney or valuation analyst can go to the full
text of the relevant authority in case of a need to know more.

We have analyzed hundreds of court cases interpreting the various statutes
and regulations. From these we have extracted the points that we believe to be
most representative of the respective jurisdiction’s view on interpretation of
various issues and included selected quotations from the case opinions. These
range from a sentence to several paragraphs, and collectively include several
hundred court case citations. They reveal the many different nuances of inter-
pretation of the standards of value in different jurisdictions.

If there is a “case of first impression” on an issue (an issue that has not
been tried before in that jurisdiction), courts sometimes look to precedent
from other jurisdictions that have similar statutes. For this reason, and for
general reference, we have selected certain issues (e.g., minority discounts in
dissent cases, marketability discounts in dissent cases) and grouped the states
or jurisdictions that seem to accord the issue common treatment.

We do not express opinions (except for our perception of consensus
among the business appraisal community) on what the interpretations of the

xx | Preface
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appropriate standards of value should be. Instead, we merely report what the
interpretations are as we understand them. We try hard to point out common-
alities and differences of interpretation among jurisdictions and, sometimes,
within the same jurisdiction.

Business valuations are extremely case-specific. Frequently, what may
seem like a contradiction from one case to another can be explained by
different facts and circumstances. Therefore, it is dangerous to draw broad
generalizations from specific case opinions. A study of case precedents,
however, is important to provide the attorney or the analyst some conception
of the court’s thinking on certain issues.

Use of the research compiled in this book as a starting point for under-
standing the relevant standard of value for a certain type of case in a certain
jurisdiction will save attorneys and appraisers a great deal of time. We hope
that it will also provide insight into the perspectives of the various courts on
interpretation of various issues related to standards of value. Since the nature
of the subject material contained in this book is evolving, the authors will
attempt to monitor changes in theory, statute, and case law. The reader is invit-
ed to forward any questions, concerns, and comments to the authors as they
arise.

Jay Fishman
Financial Research Associates
Bala Cynwyd, Pennsylvania
jfishman@finresearch.com

Shannon Pratt
Shannon Pratt Valuations, LLC
Portland, Oregon
shannon@shannonpratt.com

Bill Morrison
Morrison & Co.
Paramus, New Jersey
w.morrison@morrisoncpa.com
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Introduction

PURPOSE

From a practical point of view, the appraisal process can be viewed as no more
than answering a question: “What is the value?” Before this question can be an-
swered, however, a definition of value is required. Defining the term value
begins with identifying the standard of value, that is, the type of value being
sought. Each standard of value contains numerous assumptions that represent
the underpinnings of the type of value being utilized in a specific engagement.
Even when a standard of value is specified, there is no guarantee that all would
agree on the underlying assumptions of that standard. As James C. Bonbright
wrote in his pioneering book, Valuation of Property:

When one reads the conventional value definitions critically, one finds, in
the first place, that they themselves contain serious ambiguities, and in the
second place, that they invoke concepts of value acceptable only for certain
purposes and quite unacceptable for other purposes.1

It has been our observation that Bonbright’s 1937 quote still applies today.
This book is an attempt to address some of the ambiguities inherent in the ap-
plication of common standards of value. It has been written by three valuation
practitioners who deal with these issues on a daily basis. Since we are not at-
torneys, the book is not written to provide legal advice but rather to discuss the
interaction between valuation theory and its judicial and regulatory application.

In this book, we address the standard of value as applied in four distinct
contexts: estate and gift taxation, shareholder dissent and oppression, divorce,
and financial reporting. We have written this book for judges, lawyers, and

1

1. James C. Bonbright, Valuation of Property (Charlottesville, VA: Michie Company, 1937),
at 11.
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appraisers, in the hopes of fostering a better understanding of the theory and
application of the standard of value in the judicial and regulatory areas in
which they are applied. We hope to provide a framework of appraisal theory as
to the standards of value and the underlying premises of value generally ap-
plied in these four contexts.2 With this analysis, we discuss the resulting
methodologies and applications that flow from these standards.

This book is not designed to explain specific valuation techniques and
methodologies. For instance, we address the applicability of shareholder-level
discounts for lack of control and marketability, but we do not discuss how to
calculate them. Our hope is that this book will help practitioners understand
some of the intricacies of performing services in these venues so they will ask
appropriate questions and seek relevant guidance. We also hope that the book
will help appraisal users to understand why the practitioners are asking such
questions. Last, we hope this book will contribute to a continuing dialogue on
these issues.

Our chapter on fair value in financial reporting addresses the mechanical
aspects of valuation and auditing under the pronouncements of the Financial
Accounting Standards Board (FASB) and more recently, the Securities and
Exchange Commission and the Public Company Accounting Oversight Board
(PCAOB). Valuations for estate and gift tax, shareholder dissent and oppres-
sion, and divorce matters are presented within their respective judicial frame-
works, whether the federal courts for estate and gift tax cases or the state courts
for shareholder dissent and oppression cases and the family law probate courts
for the valuation and distribution of property upon divorce.

The breadth of our research deals with standards of value as they relate to
judicial and regulatory matters, and we have found that valuation literature,
legal scholarship, economics, and case law are all evolving. We have attempted
to look at the development of these concepts as they have emerged over time
as well as how they differ among the states.

Generally, the judicial decisions appear to endorse certain valuation
methodologies that are designed to address the specific fact pattern of a case.
It is our observation that in many cases, the courts seem to look at valuation
from the perspective of doing equity rather than adhering strictly to any one
specific standard of value and properly following valuation theory, especially
in the context of family law.

2 | Standards of Value

2. Premises of value represent the general concepts of property under which the standards of
value fall. As we will explain, the premises of value can be as important as the standard of
value. 
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In preparing this book, we have utilized a variety of resources in the fields
of appraisal and law. In order to find state-specific language and case law
applicable to our analysis, we have reviewed the annotated statutes of the 50
states and the District of Columbia in shareholder dissent and oppression and
in property distribution in divorce. We have also reviewed law journals to
seek legal perspective and identify the most important precedent-setting cases.
In addition, we have reviewed articles in various publications to identify the
major issues for the valuation professional. Finally, and most important, we
have reviewed the cases themselves for perspective on the reasoning behind
appraisal-related decisions.

As stated previously, we are not lawyers, and therefore in our review of
case law, statutes, and varying legal analysis, we are approaching the issues
from a valuation professional’s perspective. We look to present the language
used in the application of law and financial standards pertaining to business
valuations and the specific assumptions that most practitioners make when
that language is used.

We are not providing an opinion in any chapter as to the appropriate treat-
ment of the standard of value. Our analysis represents a survey of how the stan-
dard of value is being treated across the United States in varying contexts. For
instance, in divorce, we have attempted to discern how each state addresses (or
does not address) the standard of value as it applies to businesses and business
interests. We offer no opinion as to what is the correct standard. Instead, we
survey and report the standards of value we see being applied in different states.

Every Appraisal Is Unique

In preparing an appraisal on a judicial matter, whether for a valuation for a fed-
eral jurisdiction in an estate or gift tax matter or for a state court matter per-
taining to stockholders or divorcing spouses, the practitioner must be sensitive
to the facts and circumstances of the case at hand. The practitioner must real-
ize that the interpretation of the standard of value previously used in court
cases may not apply across all cases. The specific fact pattern of a reported
case might distinguish it from the case at hand.

The practitioner must also be aware that in prior case law, the terminology
used and the ultimate outcome of the valuation may not be in sync. Addition-
ally, jurisdictional differences may exist, and the way a certain standard of
value is used in one jurisdiction may differ from its use in other state and fed-
eral jurisdictions.3
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3. David Laro and Shannon P. Pratt, Business Valuation and Taxes (Hoboken, NJ: John
Wiley & Sons, 2005), at 5.
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Fair Value versus Fair Market Value

The two most widely used standards of value are fair market value and fair
value. Before we discuss the definitions of these terms in valuation and law,
we can look at their application on a purely linguistic level.

In plain language, fair value is a much broader concept than fair market
value. Webster’s thesaurus gives these synonyms for the word fair: just, forth-
right, impartial, plain, upright, candid, sincere, straightforward, honest, lawful,
clean, legitimate, honorable, temperate, reasonable, civil, uncorrupted, equi-
table, fair-minded.4 Without the “market” modifier, fair value can be seen as
a broad concept of a “value” that is “fair.” Accordingly, the term fair gives a
court wide latitude in reaching a judgment. The fair value of an asset could be
its market value, its intrinsic value, or an investment value. Similarly, it could
be a value in exchange, a value to the holder; it could represent a liquidation
value or a going concern value.

The term fair market value is more limiting, by its use of the word market.
Whether market applies to fair (as in fair market) or value (as in market value),
we are limited to finding the value an asset would have in exchange, that is,
on a market in the context of a real or hypothetical sale. Fair market value is
the cornerstone for all other judicial concepts of value. Following a brief
overview of common standards and premises of value in chapter one, we move
first to a discussion of fair market value, as it sets the benchmark from which
other standards of value are viewed.

Later, when we apply definitions set forth by the Internal Revenue Ser-
vice, or the American Bar Association, or the FASB, or any other professional
or regulatory body providing guidance, we arrive at a set of assumptions that
limit the scope of the valuation. As we will see, fair value is indeed subject to
wider interpretation from a judicial perspective than fair market value.

Fair market value is well defined and established in legal, tax, and ac-
counting settings, and fair value is defined in terms of financial reporting.
However, there is no universal definition of fair value in the context of dissent
and oppression cases. Perhaps the most relevant definition was laid out in the
landmark 1950 shareholder dissent case Tri-Continental Corp. v. Battye,5

where the court expressed the basic concept of fair value under the dissent

4 | Standards of Value

4. Webster’s New World Dictionary and Thesaurus (New York: Simon & Schuster Macmil-
lan, 1996), at 222.

5. 74 A.2d 71; 1950 Del. LEXIS 23; 31 Del. Ch. 523.

ch00(intro)_4694.qxd  9/11/06  12:49 PM  Page 4



statute as being “. . . . that the stockholder is entitled to be paid for that which
has been taken from him, viz., his proportionate interest in a going concern.”6

Interestingly, the definition of fair value in Black’s Law Dictionary says
“See fair market value.” Under the definition of fair market value, there is an
example of a bankruptcy case.7 In that case, the term fair value is used, as op-
posed to fair market value, as if the terms were interchangeable. This circu-
lar referencing makes the concepts of fair value and fair market value difficult
to separate in a broad legal context; however, as we show through a review of
case law, statutes, and commentary, the two concepts are regularly viewed as
different.

We will explain how fair value differs from fair market value in its appli-
cation in shareholder dissent and oppression. In divorce matters, we will look
at a continuum over which businesses are valued and see how, under certain
circumstances in certain jurisdictions, fair value is closely related to fair mar-
ket value and, under others, it is not.

Historical Perspective

Today, the term fair market value is used often in the statutory context. For
example, New Jersey’s statutes use the term in 125 different sections of the
code, from library material (§ 2A:43A-1) to farmland (§ 4:1C-31) to haz-
ardous substances (§ 58:10-23.11b). The term fair value is much less perva-
sive. Today, it is used mainly for financial reporting, shareholder oppression
and dissent, and sometimes divorce matters. The historical development of fair
market value, fair value, and the standard of value in divorce are briefly sum-
marized next.

1800 to 1850
In searching case law, we begin to see references to standards of value in the
early nineteenth century; however, the standards of value are not necessarily
defined as such. One of the earliest references to fair market value is in a tar-
iff case from 1832.8 The term was set forth without further definition.
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6. Id. at 3.

7. Bryan A. Garner, Black’s Law Dictionary, 8th ed. (St.Paul, MN: Thompson West, 2004),
at 1587.

8. United States v. Fourteen Packages of Pins, 1832 U.S. Dist. LEXIS 5; 25 F. Cas. 1182; 1
Gilp 235.
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1850 to 1900
In the late nineteenth century, the emergence of the railroads allowed an
expansion of commerce to a national scale and aided the development of
national, multishareholder corporations. As tax law developed and business
organizations progressed, there came a need for judicial and legislative in-
volvement in corporate law. Majority rule emerged in corporations when the
courts recognized the operational necessity of abandoning unanimous consent
for corporate decisions. The courts began to look for a manner by which to
value property for taxation and to find equitable solutions to the disagree-
ments of shareholders that naturally grew out of this evolution.

The earliest references to fair value were found in cases involving con-
tractual agreements between individuals regarding the ownership of stock,
property, or other assets.9 Like fair market value, the concept of fair value that
emerged from these events remained undefined.

1900 to 1950
At the beginning of the twentieth century, the courts, the states, and other
regulatory and advisory organizations began dealing more commonly with lit-
igation involving business valuations. In the 1920s, the Commissioners for
Uniform State Laws began developing a model code for businesses, but the
Model Business Corporation Act of the American Bar Association (ABA)
gained popularity and began to influence the state legislatures in the codifi-
cation of dissenters’ rights in their statutes. In 1933, the Illinois Business Cor-
poration Act became the model statute for shareholder oppression, and in the
early 1940s, California instituted a statutory buy-out provision where a corpo-
ration could elect to buy-out a shareholder who claimed to be oppressed, rather
than going through dissolution litigation. Later that decade, the landmark case
Tri-Continental Corp. v. Battye10 introduced the concept that fair value should
compensate a shareholder for that which had been taken.

In the 1920s, the definition of fair market value began to emerge through
various case decisions. The concepts of willing buyer, willing seller, known and
knowable, and the effect of compulsion on fair market value were discussed
and established as elements to consider in determining fair market value. The
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9. Montgomery v. Rose, Court of Virginia, Special Court of Appeals 1855 Va. LEXIS 65; 1
Patton & H. 5, January, 1855. The United States Rolling Stock Company v. The Atlantic
and Great Western Railroad Company—Court of Ohio, 34 Ohio St. 450; 1878 Ohio LEXIS
173, December 1878.

10. 74 A.2d 71, 72 (Del. 1950). 
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first discount was applied for lack of control of a corporation at the behest of
the IRS in Cravens v. Welch,11 a California Tax Court case. A shareholder was
looking to deduct taxable losses on the minority shares of a corporation, and
while the shareholder desired to set a higher initial value of his shares, the IRS
looked to lessen that value by applying a discount. Later the application of the
minority discount (though benefiting the IRS in this case) would be applied
commonly in estate and gift tax matters to the benefit of the shareholder.

1950 to 1975
Businesses began to change in the latter half of the twentieth century. The
most valuable assets of a business were often no longer tangible assets, such
as real property and equipment, but were intangible assets, such as patents,
trademarks, trade names, and goodwill. Because of this, valuation theory itself
had to evolve to cope with new sorts of assets, which required complex val-
uations. The need for judicial valuations grew because of the disputes that
arose over the value of intangible assets.

In family law, equitable distribution and the concept of community prop-
erty emerged in the 1970s and, along with the emergence of intangible value,
created a new need for business valuations in the judicial context of divorce.
In estate and gift tax matters, the definition of fair market value was codified
and explained in Treasury Regulations as well as by IRS Revenue Rulings.

In stockholder matters, the states more broadly adopted dissent and
oppression statutes. By the 1970s, the states widely implemented the fair
value buy-out provision in dissolution statutes. Previously, the resolution to
shareholder oppression was generally achieved by dissolving the existing
corporation. Because of the availability of the fair value buy-out, oppressed
shareholders were now better able to recover their investment upon filing
suit as oppressed shareholders.

1975 to the Present
Despite codification, from 1975 to the present, the Tax Court continues to deal
with fair market value issues including shareholder-level discounts, trapped in
capital gains, and subsequent events. The family courts have struggled with
the treatment of goodwill, the application of shareholder-level discounts and
the weight accorded buy-sell agreements.
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Some of the most significant developments have occurred in shareholder
oppression and dissent in the past 30 years. The courts had previously been
hesitant to dissolve a company unless extremely harsh conduct was recognized,
but with the institution of the fair value buy-out in many states, the courts in
those states became more inclined to allow the minority shareholder to be com-
pensated with a payment for the value of his or her stock. In the late 1970s, tests
for oppression emerged in the form of cases establishing that a shareholder
may be awarded his or her fair value if there is a breach of fiduciary duty,
unfair or unreasonably burdensome conduct by the majority, or a breach of
the minority shareholder’s reasonable expectations. In the early 1980s, the
Delaware decision Weinberger v. UOP, Inc.12 established the notion that cus-
tomary and current valuation techniques may be used in determining fair value
in shareholder dissent cases instead of the rigid guidelines previously applied.
Several iterations of the Revised Model Business Corporation Act published
by the ABA and the Principles of Corporate Governance set forth by the Amer-
ican Law Institute (ALI) set suggested guidelines for determining fair value in
these situations, and the states increasingly adopted these guidelines over this
time period.

CHAPTER PREVIEW

Chapter 1: Common Standards and Premises of Value

Chapter 1 gives a general overview of the concepts of value, cost, and price.
We introduce the standards of value generally, their application, and their basic
underlying assumptions. In addition, we introduce the premises of value that
underlie the assumptions of the standards of value.

Chapter 2: Fair Market Value in Estate and Gift Tax

Chapter 2 deals with fair market value in estate and gift tax valuations. In this
chapter, we discuss the history and development of fair market value as well
as its definition. We deconstruct the definition of fair market value in detail
and discuss the implications of the definition on valuation in federal estate and
gift tax matters.

In the federal tax arena, fair market value is an established standard with
a generally uniform interpretation. The most common definition of fair mar-

8 | Standards of Value

12. 457 A.2d 701, 713 (Del. 1983)
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ket value comes from the estate and gift tax definition in Treasury Regulation
20.2031-1:

The fair market value is the price at which the property would change hands
between a willing buyer and a willing seller, neither being under any com-
pulsion to buy or to sell and both having reasonable knowledge of relevant
facts. 13

By this definition, assets are valued under a premise of value in exchange
under the fair market value standard. While there are many issues that must
be decided in each case under the fair market value standard, practitioners can
generally rely on the assumption that the property to be valued is that which
the shareholder or the shareholder’s estate, holds, whether it is a minority or
a majority share of a given asset. We surveyed court cases dealing with fair
market value, focusing on those concerned with what constitutes a market-
place, shareholder-level discounts, and the effect of events subsequent to the
valuation date.

Through case law, IRS rulings, and valuation literature, there is an estab-
lished body of law and theory that frames the issues dealt with on an ongoing
basis by the federal Tax Court. We review a sample of the major federal tax
court cases to provide clarity on the legal framework applicable to business
appraisal. We also explain the elements of fair market value so that later we can
show the characteristics that distinguish other valuation standards, such as fair
value, from this well-known benchmark.

Chapter 3: Fair Value in Shareholder Dissent and Oppression

Chapter 3 discusses fair value in dissenting and oppressed shareholder matters.
Because modern corporations function under a system of majority rule, minor-
ity shareholders are vulnerable to exclusion or abuse by those with a controlling
interest. As a special protection, minority shareholders are granted limited
rights in dissent and oppression statutes as a check against majority rule. How-
ever, there remains ambiguity in the statutory language, which lends itself to
varying interpretations of exactly what the shareholder will receive as com-
pensation in those cases.

Shareholders are generally entitled to the fair value of their shares when
they dissent from particular actions defined by statute or petition for the disso-
lution of a corporation because of the alleged abuse at the hands of majority
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shareholders. In this chapter, we review the history and development of both
shareholder dissent and oppression as well as the development of fair value as
a standard of value in these matters. We look at the guidance provided by law
associations and landmark cases in each state in an attempt to classify them in
terms of their interpretation of various elements of fair value.

Although dissent and oppression are addressed under separate statutes,
cases in both areas reference each other in their common use of the term fair
value. Most states define the term only in their dissent statutes. The model cor-
porate business statutes set forth by the ABA’s Revised Model Business Cor-
poration Act (RMBCA) and the ALI’s Principles of Corporate Governance
also provide guidance as to procedural requirements of both oppression and
dissent, as well as in setting guidelines for the determination of fair value.

One major issue addressed in the determination of fair value in these mat-
ters is the application of shareholder-level discounts. The trend over the past
25 years, as guided by the ABA and the ALI and precedential case law, has
been, in the absence of special circumstances, generally to not apply these
discounts. Many courts (and much of the modern commentary and scholarship)
direct the minority shareholder’s value to be determined as a pro rata share of
the equity value of a corporation, without the application of shareholder-level
discounts for lack of control and lack of marketability.

Some have argued that the term fair value is used in statutes to distinguish
it from fair market value and the assumptions one would make when deter-
mining fair market value. In its application, fair value is a broader standard.
It may represent very different values depending on the facts and circumstances
of a case, and discounts may or may not be applied, based on whether the
shareholder was mistreated or excluded in a manner that dissent or oppression
remedy is the appropriate recourse.

The ABA and the ALI definitions of fair value have suggested clarification
with regard to the application of shareholder-level discounts. The 1984 fair
value definition from the RMBCA reads:

The value of the shares immediately before the effectuation of the corpo-
rate action to which the dissenter objects, excluding any appreciation or de-
preciation in anticipation of the corporate action unless exclusion would be
inequitable.

In 1992, the ALI’s Principles of Corporate Governance issued the follow-
ing definition, including guidance on the application of discounts:

. . . . the value of the eligible holder’s proportionate interest in the corpora-
tion, without any discount for minority status or, absent extraordinary cir-
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cumstances, lack of marketability. Fair Value should be determined using
the customary valuation concepts and techniques generally employed in the
relevant securities and financial markets for similar businesses in the context
of the transaction giving rise to appraisal.

In 1999, the ABA followed the ALI in recommending that discounts not
be applied. The RMBCA was revised so that the definition of fair value states:

The value of the shares immediately before the effectuation of the corporate
action to which the shareholder objects using customary and current valua-
tion concepts and techniques generally employed for similar businesses in
the context of the transaction requiring appraisal, and without discounting for
lack of marketability or minority status except, if appropriate, for amend-
ments to the certificate of incorporation pursuant to section 13.02(a)(5).

The state legislatures have the opportunity to establish their own defini-
tions, with or without reference to these suggested guidelines. We have seen
statutes and case law moving toward the 1992 ALI and 1999 ABA definitions
described above.

We have performed an extensive review of statutes, case law, and com-
mentary on appraisals performed pursuant to dissent and oppression cases to
achieve a better understanding of the rights of minority shareholders and the
valuation process that leads to the ultimate determination of what that share-
holder will receive. We have created a chart on the dissent and oppression
standards of value in the 50 states and the District of Columbia, which is in
Appendix B. In this chart, each state’s statutory standard of value is listed,
any definition of that term, the valuation date, the availability of oppression
as a trigger for dissolution, whether an election to buy out in lieu of dissolu-
tion is permitted by statute, and recent precedential case law governing the ap-
plication of discounts. Using this chart, we have grouped the states through an
evaluation of case law in order to establish common themes among states that
treat fair value similarly.

Chapter 4: Standards of Value in Divorce

Chapter 4 addresses the premises and standards of value used when valuing a
business in divorce. In this chapter, we review the history and development of
the concepts of marital and separate property as well as the manner in which the
concepts of equitable distribution and community property have developed.
We then clarify the standards of value that the states apply consciously or by
implication through the decisions of their courts.
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In matrimonial valuations, there is no one consistent business valuation
trend across the nation. States, and even different jurisdictions within the states,
treat various issues such as goodwill, shareholder-level discounts, and buy-sell
agreements very differently. In reviewing these issues, we have found that
there is a continuum over which the standards of value fall, ranging from the
most stringent interpretation of the value in exchange to the broadest view of
the value of property to its owner (holder). Based on their treatment of good-
will, shareholder level discounts, and the weight accorded buy-sell agreements,
we have attempted to classify states as to where they fall on that continuum.

Other than as a matter of public policy and legislative intent, we find no
consistent pattern as to why the states diverge in their application of standard
of value. The bodies of law in the 50 states and the District of Columbia have
developed independently, and these laws are continually evolving. Recently
some states have had cases of first impression dealing with the standards by
which businesses are valued, and in these cases the courts have performed an
analysis of nationwide case law to guide their decisions. There does not, how-
ever, appear to be an overwhelming demand in divorce to centralize the stan-
dards of value across the states as the ABA and the ALI have done in dissent
and oppression matters.

Through our survey of precedential case law, annotated statutes, as well
as legal and valuation publications, we have attempted to group states based
on their treatment of goodwill, shareholder-level discounts, and the weight
accorded buy-sell agreements in order to understand the standard of value
generally applied in each state. We have grouped states according to the
premise of value and the standards of value either stated in their statutes or
stated or implied in their case law. With this analysis, we hope to provide ap-
praisers and appraisal users with some insight as to the standard of value
used in a particular jurisdiction.

The basic elements of this continuum involve two general premises of
value:14 value in exchange and value to the holder; and three standards of
value: fair market value, fair value, and investment value. We use these two
premises and three standards of value to create a chart which groups the
precedential cases of each state as follows:

12 | Standards of Value
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value as a going concern. This will be discussed in further detail in Chapter 1.

Value in Exchange Value to the Holder

Fair Market Value Fair Value Investment Value
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Basically, we analyze each state’s position on this continuum through
their treatment of goodwill, shareholder-level discounts, and the weight af-
forded buy-sell agreements.

Chapter 5: Fair Value in Financial Reporting

Chapter 5 addresses fair value in financial accounting. In this chapter, we dis-
cuss the current and proposed standards for the reporting of assets and liabil-
ities for corporations as established by the Financial Accounting Standards
Board (FASB). Further, we discuss the history and development of the con-
cept of fair value in financial reporting and how changes in the nature of busi-
nesses led to the publication of FASB’s Statement of Financial Accounting
Standards (SFAS) 141 and 142.

As we looked at the ALI and ABA guidelines for fair value in oppression
and dissent, we look at the guidelines laid out by the pronouncements of the
FASB and regulations from the Securities and Exchange Commission to bet-
ter define and understand fair value in the financial reporting context.

Within this analysis, we address the hierarchy of fair value techniques
discussed by the recent Working Draft of the FASB and the preference for
using established market prices over present value measurements in deter-
mining fair value. We discuss the mechanisms in the SFAS guidelines gov-
erning the treatment of intangible assets, including goodwill. We also
compare fair value in financial reporting to fair value in shareholder dissent
and oppression, investment value, and fair market value. We arrive at the
emerging trends in financial accounting, including expansion of fair value
measurement guidelines, consistency in the application of valuation tech-
niques, and new practices in the auditing of fair value measurements.

HOW STANDARD OF VALUE CAN AFFECT THE
ULTIMATE CONCLUSION OF VALUE

The standard of value underlies the theoretical and practical applications of val-
uation and defines for the appraiser the type of value being sought.15 In some
circumstances, the applicable standard of value is fairly clear. In tax cases,
fair market value is applied in accordance with the definition set forth in the
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treasury regulations and the guidance of IRS Revenue Rulings and Tax Court
cases. There may still be controversies, such as the size of discounts allowed
or the inclusion of events subsequent to the valuation date, but essentially the
definition stands and provides relatively unambiguous guidance in a valuation
assignment.

In other applications, however, the standard of value is not necessarily as
clear. While the statutory application of fair value is nearly ubiquitous among
the 50 states and the District of Columbia in dissenters’ rights and oppression
cases, the term is rarely meaningfully defined by those statutes. Over the past
century, the courts, law associations, and state legislatures have weighed in
on the appropriate definition of fair value to clarify its application.

Even less clear, in divorce, the standard of value is rarely explicitly estab-
lished by case law and even less frequently by statute. For most states, we have
to sort through various elements of a business’s value and valuation issues such
as the application of discounts in order to determine how a given state’s courts
determine the applicable standard.

The value of a business is the present worth of the future benefits of own-
ership, at a given point in time.16 However, values can change for the same
asset as premises and standards of value change. As will be discussed in this
book, the application of a particular standard of value has a substantial effect
on the valuation conclusion.

To better illustrate this concept, we will demonstrate through a hypothet-
ical example how value could be viewed using different standards as applied to
different purposes. We will use, as an example, an accounting practice owned
in equal share by three accountants.

For the estate tax valuation upon the death of one of the owners, the
business interest in this closely held entity would be valued using fair market
value. Accordingly, the one-third interest would be valued in exchange. Since
the one-third interest lacks control, shareholder-level discounts would be
considered.

Alternatively, should two of the shareholders oppress the third; the
wronged party could allege oppression and the remaining shareholders could
choose to exercise their buy-out option, rather than risk an expensive and drawn
out court proceeding that could result in a judicially mandated dissolution and
possibly even the awarding of damages to the wronged shareholder. Under
the fair value buy-out remedy in his or her state’s dissolution statute, the share-
holder could be paid the fair value of his or her interest. In this case, the major-

14 | Standards of Value

16. Id. at 40.

ch00(intro)_4694.qxd  9/11/06  12:49 PM  Page 14



ity of states (as prescribed by the guidelines set by the ABA and the ALI)
would value the company as a whole—the enterprise—and take a pro rata share
of that value based on percentage ownership. Generally, no shareholder-level
discounts would be applied, as the courts attempt to compensate the share-
holder for that which had been taken from him.

Upon divorce, a whole range of values could arise based on the differing
premises and standards of value. Depending on the statutes and case law in a
given state, the value might be determined at fair market value, fair value, or
investment value. Accordingly, for divorce purposes, shareholder-level dis-
counts might be considered, considerable weight may be accorded buy-sell
agreements, or none of these considerations may apply.

As can be seen, each of these situations could result in significantly dif-
ferent dollar amounts for the same ownership interest. This example illustrates
the importance of understanding the premises and standards of value in a par-
ticular venue and for a particular purpose, and it is our hope that this book will
contribute to continuing professional dialogue surrounding these issues.
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1
Common Standards and

Premises of Value

COMMON STANDARDS AND PREMISES

In this chapter, we provide a brief introduction to the standards of value that we
discuss and analyze throughout this book. The premises and standards dis-
cussed in this chapter will be discussed in more detail in the upcoming chapters.

We begin by analyzing the meaning of value itself and why it is necessary
to understand the implications of each standard of value. We also introduce two
overarching premises of value: value in exchange and value to the holder. Then
we briefly address how these premises of value impact the standard of value
and the assumptions that underlie any given standard of value.

Oscar Wilde wrote:

What is a cynic? A man who knows the price of everything and the value of
nothing.1

Although Wilde commented on the metaphysical relationship between
price and value as social concepts, this quote illustrates quite plainly that the
words are not interchangeable.

17

1. Oscar Wilde, Lady Windermere’s Fan, Act 3 (1893).
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Price, Value, and Cost

In various reference works price, value, and cost are all defined with reference
to one another.

Price, for example, is defined by Webster’s New World Dictionary as
“the amount of money, etc. asked or paid for something; cost. 2. Value or
worth. 3. The cost, as in life, labor, etc. of obtaining some benefit.”2 Black’s
Law Dictionary defines price as “the amount of money or other consideration
asked for or given in exchange for something else. The cost at which something
is bought or sold.”3

Webster’s defines cost as “the amount of money, etc. asked or paid for a
thing; price”4; Black’s defines it as “expense; price. The sum or equivalent
expended, paid, or charged for something.”5

While price and cost are transactional outcomes, value is a less concrete
concept, not necessarily requiring the arrival at a set price between parties in
a transaction. Value exists in a sale, in an ongoing business, and in liquidation.
The main question (and the primary focus of this book) is: By what standard
should value be judged? Price certainly can sometimes represent value—one
arrived at in a transaction. Cost sometimes can as well, insofar as it is the
amount of money or compensation required to produce or purchase a product
or service. Value, however, can represent a more general concept of worth that
may not be easily represented by a transactional price or cost.

In his classic work, Valuation of Property, James C. Bonbright writes:

The contrast between “value” and “cost” as fundamental concepts is that the
former term refers to the advantage that is expected to result from the own-
ership of a given object of wealth (or to the market price that this advantage
will command), whereas the latter term refers to the sacrifice involved in ac-
quiring this object. This distinction is clear in our minds when we ask
whether anything or any desirable human achievement “is worth what it
costs” . . . Cost, then, is the price that must be paid for value.6
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2. Webster’s New World Dictionary of the American Language (New York: Macmillan,
1996), at 487.

3. Bryan A. Garner, Black’s Law Dictionary, 8th ed. (St. Paul, MN: Thompson West, 2004)
at 1266.

4. Webster’s New World Dictionary, at 136.

5. Garner, Black’s Law Dictionary, at 371.

6. James C. Bonbright, Valuation of Property (Charlottesville, VA: Michil Company, 1937).

ch01_4694.qxd  9/11/06  12:50 PM  Page 18



Cost can take the form of an outlay of resources or forgoing other oppor-
tunities, the so-called opportunity cost. While cost may be incurred in acquir-
ing value, value does not necessarily equate to cost.

Webster’s has 13 definitions for value, ranging from “a fair or proper
equivalent in money commodities, etc. for something sold or exchanged; fair
price” to “that which is desirable or worthy of a scheme for its own sake; a
thing or quality having intrinsic worth.”7 Black’s contains two pages of defi-
nitions for term value, beginning with its primary general definition: “(1) the
significance, desirability, or utility of something.” The second definition is “(2)
the monetary worth or price of something; the amount of goods, services, or
money that something will command in an exchange.”8

The interrelationship between the terms price, cost, and value and the am-
biguities associated with them mandates clear, internally consistent, definitions
of these terms.

Defining a Standard of Value

In 1989, the College of Fellows of the American Society of Appraisers pub-
lished an opinion on defining standards of value. In that opinion, the College
recognized the importance of defining the standard of value:

. . . . the necessity to identify and define the applicable standard of value as
a critical part of any appraisal report or appraisal engagement. It also rec-
ognizes that there legitimately can be different definitions of the same ap-
praisal term and different contexts based either on widely accepted usage or
legal definitions through statutes, regulations, case law and/or legally binding
documents.9

With regard to business valuation, the College of Fellows asserts that:
“every appraisal report or engagement should identify the applicable standard
of value.”10 In addition, the Uniform Standards of Professional Appraisal Prac-
tice mandate identification of the standard of value in every appraisal.11

Common Standards and Premises of Value | 19

7. Webster’s New World Dictionary, at 1609.

8. Interestingly, these two ideas represent the two premises of value that will be discussed
later in this chapter, the first representing a value to the holder premise, the second repre-
senting a value in exchange premise. 

9. Valuation, Vol. 34, No. 2 (June 1989) “Defining Standards of Value”. Opinion of the col-
lege of Fellows.

10. Id. at 4.

11. Uniform Standards of Professional Appraisal Practice, 2006, Standards Rule 2-2 a(v)
“state the type and definition of value and cite the source of the definition.”
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While stating a standard of value in an appraisal engagement seems like
a straightforward concept, different standards may have different meanings in
different contexts. Therefore, defining value and adhering to the assumptions
inherent in a particular standard of value, especially in connection with a val-
uation for tax, judicial, or regulatory purposes, often is no easy task.

Bonbright perhaps sets the issue up best when he writes:

At first thought one might suppose the problem with the finding value is a
fairly simple one—or at all events, that it might be settled once and for all
by consensus of those experts who were called upon to pass judgment on
property values.12

He continues:

When one reads the conventional value definitions critically, one finds, in
the first place, that they themselves contain serious ambiguities, and in the
second place, that they invoke concepts of value acceptable only for certain
purposes and quite unacceptable for other purposes.13

Bonbright further suggests:

[T]he problem of defining value, for the many practical purposes for which
the term is used, is an exceedingly difficult one, deserving quite as much at-
tention as does the technique in proof.14

The standard of value is a definition of the type of value being sought.
The premise of value is an assumption as to the actual or hypothetical set of
circumstances applicable to the subject valuation. Later in this chapter, we in-
troduce the standards and premises of value that are critical to understanding
valuation in the judicial and regulatory context.

Premises of Value

Throughout this book, we discuss two overarching premises of value: value
in exchange and value to the holder. These premises affect the applicable stan-
dard of value. The premise chosen establishes the “value to whom?”

20 | Standards of Value

12. Bonbright, Valuation of Property, at 11.

13. Id. at 11.

14. Id. at 11–12.
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■ Value in exchange. Value in exchange is the value of the business or
business interest changing hands, in a real or a hypothetical sale. Ac-
cordingly, discounts, including those for lack of control and lack of
marketability, are considered in order to estimate the value of the prop-
erty in exchange. The fair market value standard and, to some extent,
the fair value standard fall under the value in exchange premise.

■ Value to the holder. The value to the holder premise represents the value
of a property that is not being sold but instead is being maintained in
its present form by its present owner. The property does not necessar-
ily have to be marketable in order to be valuable. We discuss later, how-
ever, that the value to the holder may be more or less than the value in
exchange. The standard of investment value falls under the premise of
value to the holder, as does, in certain cases, fair value.

These two premises represent the theoretical underpinnings of each stan-
dard of value. In other words, they represent the framework under which all
other assumptions follow.

COMMON STANDARDS OF VALUE

In many situations, the choice of the appropriate standard of value is often
dictated by circumstance, objective, contract, operation of law or other fac-
tors. In many instances, the choice of the standard of value may be clear, but
the meaning of that standard of value is less clear. To the valuation profes-
sional, the application of a specific standard of value has significant implica-
tions regarding the assumptions, methodologies, and techniques that should
be used in a valuation. For instance, What is being valued? Does the property
change hands? Who are the buyer and seller?

In a judicial context, the standard of value is generally set by regulations
(as in estate or gift tax), by statute (as in dissent and oppression), by case law
(as either stated or implied by divorce cases in most states), or some combina-
tion of the above. In financial reporting, the standard is set by the Statements of
Financial Accounting Standards. Next we introduce some common standards
of value.

Fair Market Value

Fair market value is perhaps the most well known standard of value and is com-
monly applied in judicial and regulatory matters. Fair market value applies to
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virtually all federal and state tax matters, including estate, gift, inheritance, in-
come, and ad valorem taxes, as well as many other valuation situations.15

The Treasury Regulations give the most common valuation definition of
fair market value:

The fair market value is the price at which the property would change hands
between a willing buyer and a willing seller, neither being under any com-
pulsion to buy or to sell and both having reasonable knowledge of relevant
facts.16

Black’s Law Dictionary defines fair market value as “the price that a seller
is willing to accept and a buyer is willing to pay on the open market and in an
arm’s length transaction; the point at which supply and demand intersect.”17

The willing buyer and willing seller are presumed to deal at arm’s length;
they are independent third parties, not specific individuals, and therefore the
price arrived at will not be influenced by any special motivations or synergies
of a specific buyer. Fair market value implies a market on which the buyer and
seller transact and assumes current economic conditions as of the date of the
valuation.18

Under fair market value, discounts may be applied to shares of a closely
held company if they lack control over the corporation or lack marketability.
Additionally, the property is being valued assuming a sale, regardless of
whether the property actually will actually be sold.

Estate and gift tax cases applying fair market value provide the most fre-
quent interpretation of the definition and application of its principles. Using
these principles, fair market value has been applied in other areas. In this book,
when used in other contexts, the terms of fair market value are discussed only
when they depart from the interpretation in estate and gift tax matters.

Fair market value is the espoused standard of value used in a number of
states for valuations in connection with divorce. Generally, only assets that can
be sold are considered under a fair market value standard. In these cases, only
the elements of a company’s assets, including certain types of goodwill that are
salable, will be included in the valuation. In addition, discounts for lack of con-
trol or lack of marketability are usually considered.
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15. Shannon P. Pratt, Robert Reilly, and Robert Schweihs, Valuing a Business, 4th ed. (New
York: McGraw-Hill, 2000), at 28.

16. Treasury Regulation § 20.2031-1.

17. Garner, Black’s Law Dictionary, at 1587.

18. Pratt, Reilly, and Schweihs, Valuing a Business, at 29.
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Fair market value also acts as a default standard in shareholder dissent and
oppression matters in states that follow the Revised Model Business Corpora-
tion Act. If one dissents or oppression is proven, absent special circumstances,
fair value without discounts is generally applied.

Fair Value

Fair value may be the applicable standard of value in a number of different sit-
uations, including financial reporting, valuation of a company going private,
shareholder dissent and oppression matters, corporate dissolution, and divorce.

The definition of fair value depends on its context. For financial reporting,
fair value is defined in relevant accounting literature and is closely akin but
not the same as fair market value. The definition of fair value from the Finan-
cial Accounting Standards Board for financial reporting purposes is:

The amount at which an asset (or liability) could be bought (or incurred) or
sold (or settled) in a current transaction between willing parties, that is, other
than in a forced or liquidation sale.19

This definition is similar to the one used in estate and gift tax regulations,
but it does not require that buyers and sellers be as well informed as in fair
market value for estate and gift tax. While the parties are required to be un-
compelled under the Treasury Regulations, fair value for financial reporting
purposes prohibits only a forced or liquidation sale.20

In judicial appraisals, fair value is a legally mandated standard that applies
to specific transactions and is commonly used in matters involving dissenter’s
rights and shareholder oppression. Until recently, there was no clear consen-
sus on the definition of fair value in judicial valuations, but prevailing prece-
dents have suggested that use of the term fair value distinguishes it from fair
market value and the assumptions that underlie its application. While not
clearly defined until the last 20 years or so, the most recent applications of fair
value have established it, absent special circumstances, as the value of the
shares on a pro rata enterprise basis.
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19. SFAS No. 141, Business Combinations, Glossary, and FASB Concepts Statement No. 7,
Using Cash Flow Information and Present Value in Accounting Measurement, Glossary of
Terms.

20. David Laro and Shannon P. Pratt, Business Valuation and Taxes (Hoboken, NJ: John
Wiley & Sons, 2005), at 285.
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Investment Value

Investment value, in the nomenclature of business valuation, means the value
of an asset or business to a specific or prospective owner. Accordingly, this type
of value considers the owner’s (or prospective owner’s) knowledge, abilities,
expectation of risks and earning potential, and other factors.21 Investment value
often considers synergies available to a specific purchaser.

For example, for some companies, investment value may reflect the added
value to that company of vertical or horizontal integration. For a manufacturer,
it may reflect the added value of a distributor in order to control the channel of
distribution of the manufacturer’s particular products. For other companies, it
may reflect the added value to acquire a competitor in order to achieve the cost
savings of combined operations and possibly eliminate some price competition.

For an individual, investment value considers value to the owner and typi-
cally includes a person’s reputation, unique skills, and other attributes.

For these reasons, reflecting the added value of the combination of the
company’s or individual’s unique attributes with the subject property, invest-
ment value may result in a higher value than fair market value, which reflects
the value to a hypothetical investor and may not reflect the added value to an
owner or unique purchaser.

Investment value crops up primarily in the context of marital dissolutions,
whether the court calls it by that name or not. It is not uncommon to have a
family law court’s opinion refer to a standard of value by name, but upon read-
ing the text of the opinion, one may find that the court considered some aspects
of what the business appraisal community would view as a different standard
of value, often investment value. In this context, investment value usually
considers the value of property not to a hypothetical buyer or seller, but to its
current owner. From a business valuation perspective, when a divorce court
uses investment value in this manner, the particular buyer is the current owner,
and the application of value to that particular buyer translates to an investment
value. Hence, investment value is often used synonymously with value to the
holder.

Fair market value is impersonal, but investment value reflects the unique
situation of a particular person or company. For example, whereas Revenue
Ruling 93-12 did away with family attribution in fair market value, a minority
holder who is part of a family control group may not be accorded a minority
discount under the standard of investment value.
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21. Id. at 201–209.
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Investment value can be measured, for example, as the discounted net cash
flow that a particular investor would expect a company to earn, in the way
that particular investor would operate it. For a potential corporate acquirer,
for example, investment value could be measured as the stand-alone value of
the subject company plus any revenue increases or cost savings that the buyer
would expect to achieve as a result of the synergies between the companies.

Investment value considers value from these perspectives of the potential
sellers and buyers:22

■ Respective economic needs and abilities of the parties to the transaction
■ Risk aversion or tolerance
■ Motivation of the parties
■ Business strategies and business plans
■ Synergies and relationships
■ Strengths and weaknesses of the target business
■ Form of organization of target business

Intrinsic Value

Intrinsic value is the value considered to be inherent in the property itself. In-
trinsic value is defined by Webster’s Dictionary as “being desirable or desired
for its own sake without regard to anything else”;23 and by Black’s Law Dic-
tionary as “the inherent value of a thing, without any special features that might
alter its market value. The intrinsic value of a silver coin, for instance, is the
value of the silver within it.”24

Intrinsic value is not the legal standard of value in any federal or state
statute. Nevertheless, the phrase intrinsic value is found in many judicial opin-
ions regarding business valuation, particularly in family law cases and dis-
senting stockholder or oppressed stockholder cases. Because it connotes the
inherent value of a thing, the term intrinsic value has often been used synony-
mously with the term investment value.

The concept of intrinsic value arises out of the literature and practice of se-
curity analysis. In fact, the most widely sold book ever on security analysis,
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22. Laro and Pratt, Business Valuation and Taxes, at 285.

23. Webster’s Third New International Dictionary (Springfield, MA: G & C Merriam Com-
pany, 1966).

24. Garner, Black’s Law Dictionary, at 1587.
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Graham and Dodd’s Security Analysis, has an entire chapter on intrinsic value.25

Graham and Dodd define intrinsic value as “the value which is justified by as-
sets, earnings, dividends, definite prospects, and the factor of management” (em-
phasis original).26

According to Graham and Dodd, these four factors are the major compo-
nents of intrinsic value of a going concern:

1. Level of normal earning power and profitability in the employment of
assets as distinguished from the reported earnings, which may be, and
frequently are, distorted by transient influences

2. Dividends actually paid or the capacity to pay such dividends currently
and in the future

3. A realistic expectation about the trend line growth of earning power
4. Stability and predictability of these quantitative and qualitative projec-

tions of the future economic value of the enterprise

In general, investment practitioners now concede the existence of an intrin-
sic value that differs from price. Otherwise, the merit of substantial expen-
ditures by both Wall Street and investment management organizations for
the development of value estimates on broad lists of common stocks would
be highly questionable.27

In other words, when a security analyst says something like “XYZ stock
is selling at $30 per share, but on the basis of its fundamentals, it is worth $40
per share,” the $40 value is that analyst’s estimate of the stock’s intrinsic value,
but the trading price on that date is $30 per share. If the analyst is right, the
stock price may make it to $40 per share, in which case the intrinsic value
would equal the fair market value.

Graham and Dodd say that “perhaps a more descriptive title for this esti-
mated value is central value . . . intrinsic value is in essence the central ten-
dency in price.”28

However, as mentioned, the term intrinsic value has not been restricted to
securities analysis. It has been used in connection with valuations for other
purposes.
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25. Sidney Cottle, Roger Murray, and Frank Block, Graham and Dodd’s Security Analysis,
5th ed. (New York: McGraw-Hill, 1988).

26. Id. at 41.

27. Id. at 43.

28. Id.
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Here is a representative example from a divorce case:

The value of an item of marital property is its intrinsic worth to the parties;
the worth to the husband and wife, the value to the marital partnership that
the court is dissolving. (Howell v. Howell, 31 Va. App. 332, 523 S.E.2d 514
(2000))

Intrinsic value and investment value may seem like similar concepts, but
they differ in that intrinsic value represents a judgment of value based on the
perceived characteristics adhering to an investment itself, while investment
value is more reliant on characteristics adhering to a particular purchaser or
owner.29

While using the language of “intrinsic worth,” the court applied a standard
of value more closely associated with fair value, as treated in dissenting and
oppressed stockholder matters.

Below is another representative example from a dissenting stockholder
case:

In Robbins v. Beatty, 246 Iowa 80, 91, 67 N.W.2d 12, 18, we define “real
value” as the “intrinsic value, determined from a consideration of every rel-
evant factor bearing on the question of value,” including “the rate of dividends
paid, the security afforded that dividends will be regularly paid, possibility
that dividends will be increased or diminished, the size of the accumulated
surplus applicable to payment of dividends, record of the corporation, its
prospects for the future, selling price of stocks of like character, value of its
assets, book values, market conditions, and reputation of the corporation. It
is unwise to attempt to state every factor that may bear on value of stock in
a particular case.” Woodward v. Quigley, 257 Iowa 1077; 133 N.W.2d 38;
1965 Iowa Sup. LEXIS 599

As can be seen, courts may use the term intrinsic value rather liberally.
Because of this, if practitioners are requested to determine the intrinsic value
of a company or a fractional interest in a company, they should seek further de-
finition or clarification of what type of value is being sought.30

Common Standards and Premises of Value | 27

29. Pratt, Reilly, and Schweihs, Valuing a Business, at 31.

30. Jay E. Fishman, Shannon P. Pratt, and J. Clifford Griffith, “PPC’s Guide to Business Val-
uation,” (Fort Worth, TX: Thompson PPC 2004), at 201.10. 
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Book Value

We do not go into depth about book value, as it is not viewed as a standard of
value in the way standards of value are discussed in this book. Book value is
an accounting term and refers to an asset’s historical cost reduced by any al-
lowances for unrealized losses or depreciation, impairment, and amortization.
Essentially, for a company, book value is the value of owner’s equity on a
balance sheet, that is, assets less liabilities.31

COMMON OPERATIONAL PREMISES UNDERLYING
THE STANDARD OF VALUE

While value in exchange and value to the holder are general premises under
which the standards of value fall, other operational premises further refine
the assumptions that should be made under a given standard of value. For in-
stance, in finding fair market value (a standard falling under a value in ex-
change premise), typically the valuation professional is looking to establish a
value of a company either as a going concern or, when appropriate, upon liqui-
dation. This operational premise of value may have a substantial effect on the
value of property.

These operational premises impact the amount that will be paid upon the
exchange of a business. For example, most businesses are valued under the
premise that they will continue operating as going concerns. However, when
valuing a controlling interest, there are times when the amount realized upon
the liquidation of the assets and extinguishment of all liabilities is more appro-
priate. Either could be higher, depending on the nature of a business and the
composition of its balance sheet. An accounting practice might have a high
going concern value but a low liquidation value. A golf driving range, how-
ever, might be worth more if the land could be zoned for property development
and sold in liquidation.

Going Concern

Most judicial valuations look to determine the value of a company as a going
concern. Black’s Law Dictionary defines going concern value as: “the value of
a commercial enterprise’s assets or of the enterprise itself as an active business
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31. Pratt, Reilly, and Schweihs, Valuing a Business, at 308.

ch01_4694.qxd  9/11/06  12:50 PM  Page 28



with future earning power as opposed to the liquidation value of the business
or of the assets.”32

In judicial valuations, it is often assumed that a company will continue
functioning as it had been during and after the valuation. The circumstances
of a business may be different because of the event necessitating or trigger-
ing the valuation, such as the death of a shareholder or key person, or the de-
parture of a dissenting or oppressed shareholder. In other cases, the business
may continue as usual, as in the case of a valuation upon divorce.

Liquidation Value

Black’s Law Dictionary defines liquidation value as “the value of a business
or of an asset when it is sold in liquidation, as opposed to being sold in the or-
dinary course of business.”33 This definition broadly encompasses the idea of
liquidation value, that is, that assets and liabilities are valued individually.
However, there may be additional refinements to the assumptions under liq-
uidation value, mostly dealing with the time and circumstances surrounding
the disposal of the assets and extinguishment of liabilities. Methodologically,
liquidation value considers not only the proceeds from selling the assets of a
business but also takes into consideration any associated expenses.34

The liquidation value of a business is most relevant in the case of an unre-
stricted 100% control interest.35 There are different levels of liquidation. In the
valuation of machinery and equipment, these levels are fairly well developed;
there is orderly liquidation, liquidation value in place, and liquidation in a
forced sale. As discussed, each level deals with the time and circumstances sur-
rounding the disposition of the machinery and equipment. Pratt, Reilly, and
Schweihs have attempted to apply these definitions to valuing a business:36

■ Value as an orderly disposition is a value in exchange on a piecemeal
basis. A value in exchange that contemplates the price at which the as-
sets of a business will be sold with normal exposure to their appropri-
ate secondary markets.
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32. Garner, Black’s Law Dictionary, at 1587.

33. Id.

34. Fishman, Pratt, and Griffith, “PPC’s Guide to Business Valuation,” at 201.12.

35. Michael Bolotsky, “Valuation of Common Equity Securities When Asset Liquidation is an
Alternative,” in Financial Valuation: Businesses and Business Interests, ed. James Warren
Zukin. New York: Warren Gorham & Lamont, 1990 with annual supplements), at 10-3. 

36. Pratt, Reilly, and Schweihs, Valuing a Business, at 33.
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■ Value as a forced liquidation. A value in exchange that contemplates
the price at which assets will be sold on a piecemeal basis, but instead
of normal exposure to the market, these assets will have less than nor-
mal exposure.

■ Value as an assemblage of assets. A value in exchange, consisting of
the value of the assets in place, but not in their current use in the pro-
duction of income and not as a going concern business enterprise.

OTHER ISSUES

Fair Value in Alternate Contexts

In this book, we discuss fair value in the context of judicial valuations in op-
pression, dissent, and divorce and in the regulatory context of financial report-
ing. Although we do not go into further detail in this book, other contexts for
fair value deserve mention.

Fair value is a central element in fairness opinions. A fairness opinion is
generally prepared by a qualified financial advisor in the form of a letter, to
state whether the financial terms of a proposed transaction are fair from a fi-
nancial point of view. Fairness opinions are advisable in a variety of situations,
including acquisitions, share buybacks, sales of assets, and related transactions.
Typically, this standard applies regardless of whether the transaction falls under
the state’s statutory guidelines for shareholders who avail themselves of the
appraisal remedy.37

The term fair value is also frequently used in the securities and futures mar-
kets. While it is not generally defined in this context, there are some specific
definitions. Capital Markets Risk Advisors explains fair value as referring to:
“ . . . the price at which a single unit of an instrument would trade between
disinterested parties in an arm’s length transaction. Fair value does not gen-
erally take into account control premiums or discounts for large or illiquid
positions.”38

Standard and Poor’s Advisor Insight gives this explanation for its use of
what it calls “fair value” (this description is closer to the definition of intrinsic
value, as we discussed earlier): “helps determine if the stock is a good buy
based on S&P’s proprietary quantitative model and our analysis of what the
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37. Robert Reilly and Robert Schweihs The Handbook of Advanced Business Valuation (New
York: McGraw-Hill, 2000), 311–313.

38. Capital Market Risk Advisors, www.cmra.com/html/body_glossary.html.
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stock is currently worth.”39 These assessments, however, are all outside the scope
of our studies for the purposes of this book, as we are primarily concerned with
the tax, judicial, and regulatory treatment of standards of value, rather than
their use in the financial markets.

Fair Market Value in Alternate Contexts

In this book, we are looking at fair market value solely in the context of a
business valuation. One of the most common applications of fair market value
is in the valuation of real property. However, in the valuation of real property,
it is referred to as market value. The 2006 Uniform Standards of Professional
Appraisal Practice defines market value as:

A type of value, stated as an opinion, that presumes the transfer of a prop-
erty (i.e., a right of ownership or a bundle of such rights), as of a certain
date, under specific conditions set forth in the definition of the term identi-
fied by the appraiser as applicable in an appraisal.40

Fair market value in real estate is generally expressed in terms of the high-
est and best use for the property, as established by the Tax Court in the early
twentieth century as may be seen in the Tax Court case Kaplan v. United
States.41 In this case, the owners of a parcel of property in Arizona were as-
sessed a tax deficiency based on their acquisition of that property as payment
for services rendered. While the taxpayers’ assessor valued the property at
$54,000, the Tax commissioner valued the property at $120,000 based on what
he considered to be comparable sales in the area. The court acknowledged
that the land should be assessed at its highest and most profitable use, given
sufficient exposure to the market and the various other requirements of fair
market value. In this case, however, the majority of the property was unim-
proved desert land located in the flood plain of a nearby river. Only a small
proportion of the property had the potential for development, and therefore
the land could not be valued as comparable to land with the potential for
development.
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39. S&P Advisor Insight Glossary, www.advisorinsight.com/pub/cust_serv/glossary.html.

40. http://commerce.appraisalfoundation.org/html/2006%20USPAP/DEFINITIONS.htm

41. 279 F. Supp. 709; 1967 U.S. Dist. LEXIS 10787; 68-1 U.S. Tax Cas. (CCH) P9113; 21
A.F.T.R.2d (RIA) 331.
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It should be noted that in prior versions of this definition, the phrases the
most probable price and the highest price for property have been used.42 In-
terestingly, the term highest price used by real property appraisers in the
United States is also used in Canadian business and property valuations.43 In
the United States, the concept of highest and best use may stretch into business
valuations when determining whether to apply a value to the holder or value
in exchange concept, or in determining whether to consider strategic pur-
chasers. However, as mentioned, there are hundreds of different statutes that
use fair market value, and most of them are beyond the scope of our analysis.

Standards of Value in the International Context

Just as the nature of business has changed within the United States in the past
150 years, the need for valuation guidelines has transcended national borders.
Just as each state treats the standard of value differently across different areas
of valuation, each country involved in business internationally may have its
own independent standards and definitions of value.

In an attempt to resolve differences in definition, the International Valu-
ation Standards Board (IVSB), a nongovernmental organization of the United
Nations, has established guideline definitions. For example, market value is
defined as:

The estimated amount for which property should exchange on the date of
valuation between a willing buyer and a willing seller in an arm’s-length
transaction after proper marketing wherein the parties had each acted
knowledgeably, prudently, and without compulsion.44
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42. Pratt, Reilly, and Schweihs, Valuing a Business at 30.

43. “Market Value—The highest price in terms of money, which the property will bring to a
willing seller if exposed for sale on the open market allowing a reasonable time to find a
willing purchaser, buying with the knowledge of all the uses to which it is adapted and
for which it is legally capable of being used, and with neither party acting under neces-
sity, compulsion or peculiar and special circumstances.” www.coldwellbanker.ca/
genglossary.html.

44. International Valuation Standards, 7th ed. (London, England: International Valuation
Standards Committee, 2005), at 38.
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It defines investment value, or worth, as:

The value of property to a particular investor, or a class of investors, for
identified investment objectives. This subjective concept relates specific
property to a specific investor, group of investors, or entity with identifiable
investment objectives and/or criteria. The investment value, or worth, of a
property asset may be higher or lower than the Market Value of the property
asset. The term investment value, or worth, should not be confused with the
Market Value of an investment property.45

Similarly, the recent Toronto Valuation Accord has attempted to bring
nations together in terms of accounting policy and definitions, and the Royal
Institute of Chartered Surveyors, a group out of the United Kingdom, has at-
tempted to resolve the differences in the U.K.’s standards and the International
Valuation Standards established by the IVSB.

A broader discussion of International Valuation Standards is available in
Appendix A, where we have compiled further information and definitions re-
garding international standards of value.

SUMMARY

This chapter provides a brief introduction to the premises and standards that
we will address throughout the book. In the chapters to come, we address the
origins of the standards of value in varying contexts and the judicial and reg-
ulatory decisions that provide insight into the underlying assumptions inher-
ent in them. We will further discuss the standards in each context and issues
surrounding their application.
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2
Fair Market Value in
Estate and Gift Tax

INTRODUCTION

In this chapter, we review the history and development of fair market value and
address the elements comprising this standard of value, which is cited more
frequently than any other standard of value. In fact, one court remarked:

Disputes over valuation fill our dockets, and for good reason. We approxi-
mate that 243 sections of the Code require fair market value estimates in
order to assess tax liability, and that 15 million tax returns are filed each year
on which taxpayers report an event involving a valuation-related issue.1

Fair market value is a theoretical construct commonly used in judicial
valuations. It is the most widely utilized standard of value, as it applies to all
federal and many state tax matters including estate taxes, gift taxes, income
taxes, and ad valorem taxes, as well as in certain states for marital dissolution
cases and in a few states for shareholder oppression and dissent. In this chap-
ter, our focus is on fair market value as it applies in federal estate, income,
and gift tax matters because of the well-developed body of rulings, regula-
tions, expert opinion, and case law regarding each element of this standard of
value for those purposes. More specifically, we look at various court rulings
that have addressed the theoretical underpinnings of fair market value.

35

1. Auker v. Commissioner, T.C. Memo. 1998-185.
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In later chapters of this book, we discuss other standards of value that
arise in judicial valuations. These standards, particularly fair value, may best
be understood by comparison to the definition of fair market value and the as-
sumptions that follow. Many of the assumptions in those standards are derived
from an understanding of fair market value.

Hundreds of sources define fair market value in various ways and provide
guidelines for its application.2 Although the term is almost ubiquitous in val-
uation, there is often little consistency in the underlying assumptions and its
application. Recently one commentator noted:

Critics of the term “fair market value” correctly point out that its application
is highly uncertain, sometimes with little connection with objective reality.3

These sentiments are not particularly new. In the 1930s, Bonbright
commented:

On the whole . . . the courts have preferred to keep the statutory language,
fair market value, while not taking its implication too seriously.4

Later in this chapter, we discuss the hypothetical nature of fair market
value and its similarities and differences with actual real-world transactions.

Common Definitions of Fair Market Value

Fair market value is probably the most pervasive standard of value that exists.
Its popularity stems from its longevity and the considerable amount of atten-
tion paid to its theoretical underpinnings.

Although Congress has never defined fair market value,5 the Estate Tax
Regulation Section 20.2031-1 defines the term in this way:

The fair market value is the price at which the property would change hands
between a willing buyer and a willing seller, neither being under any com-
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2. ASA College of Fellows Opinions, “The Opinion of the College on Defining Standards
of Value,” Valuation 347, no. 2 (June 1989) at 6.

3. John A. Bogdanski, Federal Tax Valuation (New York: Warren, Gorham & Lamont,
2002), at 1–25.

4. James C. Bonbright, Valuation of Property (Charlottesville, VA: Michie Company, 1937),
at 983.

5. Bank One v. Commissioner, 120 T.C. 174; 2003 U.S. Tax Ct. LEXIS 13; 120 T.C. No. 11.
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pulsion to buy or to sell and both having reasonable knowledge of relevant
facts.6

These regulations go on to explain that fair market value should not be
determined by virtue of a forced sale, nor should it be determined in a market
other than that where it is most commonly transacted. This definition clearly
places fair market value under a value in exchange premise. Therefore, the
price in question is the asset’s value in a real or hypothetical exchange rather
than its value in its current state to the current owner.

The American Institute of Certified Public Accountants defines fair mar-
ket value similarly, going into slightly more detail:

The price, expressed in terms of cash equivalents, at which property would
change hands between a hypothetical willing and able buyer and a hypothet-
ical willing and able seller, acting at arms 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.7

Although this definition is somewhat different from that of the one in Es-
tate Tax Regulations, it expresses many of the same underlying assumptions.
Willing buyers and sellers are assumed to be able, and transactions are assumed
to take place at arm’s length.

Interestingly, later in this chapter we will see that British and Canadian
courts include the term highest price in their definition of fair market value for
business and real property valuation. Thus, in Britain and Canada, unlike in the
United States, potential synergies can be reflected in fair market value. In the
U.S, there continues to be an ongoing debate between analysts as to whether
potential synergies should be included in a valuation.

History of Fair Market Value

While most practitioners are familiar with the definition of fair market value
as it appears in the Internal Revenue Service’s Revenue Ruling 59-60, the term
fair market value has its roots in the early 19th century. One of the earliest
mentions of fair market value is from a case involving a false invoice on 14
packages of pins shipped from England to the United States, discussed next.
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6. IRS Treasury Regulations, Estate Tax Regulation § 20.2031-1. IRS Treasury Regula-
tions, Gift Tax Regulations 25.2512-1, define the term similarly.

7. http://bvfls.aicpa.org/Resources/Business+Valuation/Tools+and+Aids/Definitions+
and+Terms/International+Glossary+of+Business+Valuation+Terms.htm.
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United States v. Fourteen Packages of Pins

In the 1832 case of the United States v. Fourteen Packages of Pins,8 a case
dealing with tariffs, the court questioned a discrepancy in invoices prepared
on two different dates in two different cities prior to the shipment. The ear-
lier invoice, printed as a regular bill of sale between the buyers and sellers
in London, showed a higher price than the later invoice printed in Liverpool,
the city from which the pins were shipped.

Because of the discrepancy, the United States looked to prove that the
second invoice was created only for the purpose of defrauding the ad val-
orem tax on the shipment. The judge instructed the jury in this way:

All the evidence which has been given of prices, or market value, or fair
market value, or current value, or true value, or actual value, is to bring you
to the same conclusion, to a satisfactory answer to the question you are try-
ing, to wit, is the valuation of these goods in this invoice a “false valuation,”
which is the offence described in the act of congress of 1830, on which this
information is founded? Were these goods really worth more in the London
market? Were the buying and selling prices higher in that market than those
charged in this invoice, at the time when this invoice was made up? How-
ever the phrases may vary in the different acts of congress, current value,
actual value, or market value, the inquiry with you always is the same; does
this invoice contain a true valuation of these pins, or a false one? The
phraseology of the laws is important on this issue, only as it may assist you
in answering and deciding the question whether these pins, or similar pins,
were bought and sold in the London market, in June, 1830, at these prices?
Or is the valuation false and untrue, and the prices not those at which such
pins were bought and sold at that time and place? You are not to take a sale
under particular circumstances which may have depressed or raised the
price, but the fair and just price of buying and selling in the market.9 [Em-
phasis added.]

The jury found in favor of the United States.

Although United States v. Fourteen Packages of Pins introduced the term
and the principle of an uncompelled fair and just price, other elements of fair
market value evolved along with tax law in the United States. To put this evo-
lution into context, we provide a short background on the institution of federal
taxes from the late eighteenth to the early twentieth century and look at the de-
velopment and purpose of various taxes that were instituted (and in some cases
repealed) during this period.
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9. Id.
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In the late eighteenth and early nineteenth century, the states experimented
with various taxes to raise revenue including tariffs, property taxes, and pro-
gressive income taxes. By the Civil War, most states had instituted a property
tax that not only covered real estate and fixtures, but also intangible personal
property, such as cash, credits, notes, stocks, bonds, and mortgages. The gov-
ernment also relied considerably on tariffs to raise revenues. During the Civil
War, the need to bring in revenue to fund wartime expenditures led the Re-
publican Congress to increase tariffs and excise taxes. This led to the creation
of the Office of the Commissioner of Internal Revenue.10

In a further attempt to raise money to fund Civil War expenditures, in 1862
the federal government instituted an income tax. The first income tax imposed
a basic rate of 3% on incomes above a personal exemption of $800. Subse-
quently, the tax was modified to impose a 5% tax on incomes between $600
and $5,000 and 10% on incomes over that level. In 1865, the income tax pro-
duced 21% of federal tax revenues. After the war, however, more affluent cit-
izens lobbied Congress to discontinue the tax. In 1872, the tax was allowed to
expire, but high tariffs and certain taxes on alcohol, tobacco, and luxury items
remained in place from the Civil War tax system.11

When the Democrats took control of Congress in the 1890s, they attempted
to again raise an income tax affecting mainly the wealthiest families. How-
ever, because of the direct nature of the tax and the fact that the federal gov-
ernment had failed to allocate the tax across states according to population, the
tax was ruled unconstitutional in the 1895 Supreme Court decision Pollock v.
Farmers’ Loan and Trust Co.12

In 1888, the idea of taxing an estate for an intergenerational wealth trans-
fer was raised by economist Richard T. Ely, who believed that each person
should start equally in the race of life. The nation’s wealthiest citizens viewed
the tax as less threatening than an income tax, and some supported the ideal-
ism embodied by the tax. This led the Republican leadership to institute the
tax in 1898, when funds were needed for intervention in the Boxer Rebellion
among other conflicts. The tax was repealed in 1902.13
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10. W. Elliot Brownlee, Federal Taxation in America—A Short History, 2nd ed. (Washing-
ton, DC: Woodrow Wilson Center Press, 2004), Chapter 1.

11. Id.

12. 157 U.S. 429; 15 S. Ct. 673; 39 L. Ed. 759; 1895 U.S. LEXIS 2215; 3 A.F.T.R. (P-H)
2557.

13. Brownlee, Federal Taxation in America.
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Over the following years, support for taxation grew. In 1913, the Under-
wood-Simmons Tariff Act reestablished the income tax and established a “nor-
mal” rate of 1% on nearly all personal and corporate income with a personal
exemption of $3,000. After several years of income tax, about 2% of Ameri-
can households paid taxes.14

In Bank One Corporation v. Commissioner,15 Judge David Laro traces
the modern history of fair market value and the establishment of the Internal
Revenue Service. A summary based on the material presented in Judge Laro’s
decision follows.

Fair market value’s modern history begins with the implementation of the
modern income tax with the Revenue Act of 1918.16 This act provides that,
for purposes of determining gain or loss on the exchange of property, the
value of any property received equals the cash value of its fair market value.

Over time, various judicial tribunals defined the term by articulating cer-
tain elements that should be addressed in a determination of fair market value.
The Revenue Act of 1918 created an Advisory Tax Board, whose function was
to advise on the interpretation or administration of income, war profits, or ex-
cess profits tax.17 While this board was only in existence for a short time, in
1919, it recommended that fair market value should be the “fair value that both
a buyer and a seller, who are acting freely and not under compulsion and
who are reasonably knowledgeable about all material facts, would agree to
in a market of potential buyers at a fair and reasonable price.”18

Soon after, the Board of Tax Appeals, the predecessor of the current Tax
Court, was formed by the Revenue Act of 1924.19 In a 1925 decision, this board
described the buyer and seller as “willing” in a fair market value context.20 In
the same decision, the board advised on subsequent events, stating that the fair
market value must be determined without regard to any event that occurs after
the date of valuation.

Two years later, the Board of Tax Appeals adopted the Advisory Tax
Board’s opinion on the willingness of the buyer and seller under no compul-
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14. Id.

15. 120 T.C. No. 11.

16. Chapter 18, 40 Stat.1057. Section 202(b), 40 Stat. 1060.

17. Williamsport Wire Rope Co. v. United States, 277 U.S. 551 (1928), Footnote 7.

18. T.B.R. 57, 1 C.B. 40 (1919).

19. Williamsport Wire Rope Co. v. United States.

20. Hewes v. Commissioner, 2 B.T.A. 1279, 1282 (1925)
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sion.21 The Board of Tax Appeals soon after adopted the concept that the buyer
or seller in question was not a particular person, but a hypothetical person
mindful of all the relevant facts.22

In the 1930s, the concept of the “highest and best use” for the subject of
the valuation was recognized as a requirement for fair market value of real
property, when the court held that two adjacent pieces of land should be val-
ued at the same per square foot, regardless of the fact that one was being used
in its highest and best use while the other was not.23 While the term highest
and best use is generally used in real property valuations, it is not explicitly
used in U.S. business valuations but rather covered under the assumption that
the business should be operated to maximize its shareholders’ wealth. As will
be discussed, Canada and Britain utilize the concept of highest and best use
in business valuations.

The next section decomposes the definition of fair market value and dis-
cusses some of the issues that have arisen in interpreting it. Further, we high-
light several important cases and IRS Revenue Rulings that have enhanced
our understanding of fair market value. Further, we discuss the implications
of each element of the definition and their effects on the appraisal process.
Throughout the chapter, we look at these elements through the prism provided
by various tax cases that have addressed this issue.

ELEMENTS OF FAIR MARKET VALUE

We begin by looking at the premise of value applicable in fair market value,
the basic assumptions that the premises provide, and one court’s view of how
premises of value affects the ultimate valuation. We then decompose the de-
finition and define its constituent parts:

■ Price at which a property would change hands
■ The willing buyer
■ The willing seller
■ Neither being under any compulsion
■ Both having reasonable knowledge of the relevant facts
■ Valuation date and use of subsequent events
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21. Hudson River Woolen Mills v. Commissioner, 9 B.T.A. 862, 868 (1927).

22. Natl. Water Main Cleaning Co. v. Commissioner, 16 B.T.A. 223 (1929).

23. St. Joseph Stock Yards Co. v. United States, 298 U.S. 38, 60 (1936).
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Price at Which a Property Would Change Hands

Premise of Value
Determining fair market value requires the establishment of the premise of
value to understand exactly how the business should be valued. The general
premise driving the theoretical underpinnings of fair market value is that
fair market value is a value in exchange. This value in exchange is estimated
whether the property is actually up for sale or not; it is presumed to be for sale
in a hypothetical transaction at a point where there is a meeting of the minds
between a willing buyer and willing seller. As such, fair market value is
premised on the value of the property in exchange for cash in a hypothetical
sale consummated between a willing buyer and willing seller. Simply stated,
when the property is sold, the seller gets cash and the buyer gets the property.

How will the property be sold? The valuation of an ongoing business is
usually conducted under the premise that the business will continue as a going
concern. The going concern premise provides the framework that drives the
other assumptions in the appraisal process. In other situations, a business may
be valued under a liquidation premise. It may be liquidated and broken up for
the value of its underlying assets.

The value in exchange presumption is different from the premise of value
concerning the operational characteristics of the enterprise i.e. going concern
or liquidation. As it applies to the enterprise, the premise of value is the value
of the enterprise in a hypothetical sale either operating as a going concern or,
when appropriate, in liquidation. Those are two different concepts: value in ex-
change deals with the base from which the property is valued; while consider-
ation of the enterprise as a going concern or in liquidation deals with
operational characteristics of the business rather than the ideological frame-
work of the valuation.

Thus, under the value in exchange premise, a business can be viewed as
a going concern or upon liquidation, a determination that can depend on a
number of factors including the nature and condition of the company. A com-
pany may be worth more in liquidation than as a going concern. In making
such an assessment, the practitioner may consider the likelihood of liquida-
tion (and the rights of the shareholder to liquidate). Such was the issue in Es-
tate of Watts v. Commissioner.24
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24. 823 F.2d 483; 1987 U.S. App. LEXIS 10281; 87-2 U.S. Tax Cas. (CCH) P13,726; 60
A.F.T.R.2d (RIA) 6117.
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Estate of Watts v. Commissioner

Martha Watts owned a 15% interest in a lumber company, subject to a share-
holders’ agreement that provided guidelines for death of a partner, dissolu-
tion, and disposition of the partnership interests. Upon her death, her interest
in the lumber company was valued by the estate’s expert at $2,550,000. Upon
audit, the commissioner valued her partnership interest at $20,006,000, based
on the fair market value of the corporation’s underlying assets upon liquida-
tion rather than the value of the company as a going concern.

In the Tax Court case, the estate argued that the interest should be val-
ued as a going concern. The commissioner looked to value the partnership
interest in liquidation. The Tax Court sided with the estate on the grounds
that there was no intention of the remaining partners to liquidate the corpo-
ration, and valued the shares at $2,550,000.

The commissioner appealed the Tax Court’s decision based on the in-
tention of the partners. The Court of Appeals agreed that the Tax Court erred
in its judgment when it based the valuation on the intention of the partners,
but did not reverse the decision to value the partnership as a going concern.

The Court of Appeals noted that as a minority shareholder, the estate’s
shares did not come with the rights to liquidate the company. Therefore, re-
gardless of the intentions of the other partners, the estate’s shares should
be valued on a going concern basis.

This case has been distinguished from cases where partnership agreements
have differing requirements upon the death or departure of a partner, includ-
ing less clear guidance on the continuation of the corporate form at the share-
holder’s death.25 As we have discussed, the particular facts and circumstances
of a given case may have substantial effect on the final outcome.

Price versus Value: Cash or Cash Equivalent
The definition of fair market value begins with finding the price at which a
property would change hands in a transaction. Black’s Law Dictionary defines
price as “The amount of money or other consideration asked for or given in ex-
change for something else; the cost at which something is bought or sold”;26

value is defined as “1: the significance, desirability, or utility of something to
the general public. 2: The monetary worth or price of something; the amount of
goods, services, or money that something will command in an exchange.”27
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25. Estate of McFarland v. Commissioner, T.C. Memo 1996-424.

26. Bryan A. Garner, Black’s Law Dictionary, 8th ed. (St. Paul, MN: Thompson West., 2004),
at 1226.

27. Id. at 1587.
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Although these definitions use the terms price and value interchangeably,
they are not always viewed to mean the same things. As was discussed in Chap-
ter 1, there can be a significant difference between price and value. The im-
portant issue is that the first element of the definition of fair market value
establishes that the premise of value is a value in exchange. Value is determined
in a hypothetical transaction regardless of whether the asset is expected to be
sold. Moreover, the term price requires a single-point estimate, not a range of
value. As will be discussed, value is determined at the single point where the
expectations of the buyer and the expectations of the seller meet. The point
estimate is viewed in terms of cash or cash equivalent. The concept of cash
and cash equivalency is a critical component of this standard of value. The
fact that the definition of fair market value refers to price generally indicates
that value should be expressed in terms of money or money’s equivalent, that
is, cash today or the present value of future consideration.

This is an important distinction in that many real-world transactions take
place in stock for stock deals that may be either more or less valuable than a
cash transaction.28 By receiving stock, the seller is subject to more risk because
of the lack of liquidity of the stock. Therefore, while there may be, over time,
an upside to this form of payment should the stock appreciate, there is also the
possibility that the stock will decline in value. This risk does not occur in an all-
cash transaction; nor are the potential gains available with stock available with
cash. The fair market value construct does not allow the kind of flexibility seen
in real-world transactions, as all of these considerations are impounded in a
single-point estimate.

Willing Buyer

Marketplace

The value at any particular time is the result of supply and demand; and is
always that which is necessary to create a market for the existing supply.29

By definition, fair market value will be the price a hypothetical willing buyer
and a hypothetical willing seller will arrive at after successfully negotiating a
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28. Black and Kraakman, “Delaware’s Takeover Law: The Uncertain Search for Hidden
Value,” 96 Northwestern University Law Review (Winter 2002), at 521.

29. John Stewart Mill, Principles of Political Economy, 7th ed., ed. William J. Ashley (Lon-
don: Longmans, Green and Co., 1909), Book III, Chapter III.
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sale of the property or asset in question.30 This theoretical meeting of the
minds needs to occur in some kind of marketplace. As stated by a 1923 case
in the Third Circuit, Walter v. Duffy,31 the existence of a market suggests the
existence of both supply and demand for a property. Offers to sell without
buyers to buy are not evidence of fair market value, and neither are offers to
buy without anyone willing to sell.

A marketplace should not be made up of only sellers, nor can it be made
up only of buyers. While the buyer is viewed as willing, this buyer will only
buy for a rational economic amount. Similarly, sellers will only sell for a ra-
tional economic amount. A market will only be created when the rational eco-
nomic analysis of value intersects between buyers and sellers.

The most probable market for a business may not be easily identifiable.
Minority shares in closely held corporations are usually not readily mar-
ketable. In the case of various closely held businesses or business interests,
there may be no readily apparent market or probable buyers or sellers. The
courts typically look for evidence of what a willing buyer and seller would
agree on if they indeed existed. The court in Alvary v. United States,32 for ex-
ample, suggested that there is a difference between value and liquidity, and a
lack of readily accessible buyers does not mean that they do not exist. The
risks of a private corporation may be higher due to the lack of liquidity, but in
turn there may be a higher potential for reward. A willing buyer of a private
corporation will look to analyze the same information that a willing buyer of
a public corporation would, comparing its risks and returns to other potential
uses for that investment.

Individual Buyer or Pool of Buyers
On the surface, in a strict fair market value interpretation, a marketplace of
hypothetical buyers and sellers will bid and eventually reach an agreeable
price. The marketplace, however, may be made up of a variety of different
types of buyers.33 There might be entrepreneurs looking to continue the busi-
ness on their own. There might be financial buyers who see the business as a
good investment. There may also be synergistic buyers who see a conjunctive
value with other acquisitions or owned assets.
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31. 287 F. 41, 45 (3d Cir. 1923).

32. 302 F2d 790, 794 (2nd Cir. 1962).

33. Roger J. Grabowski, “Identifying Pool of Willing Buyers May Introduce Synergy to Fair
Market Value,” Shannon Pratt’s Business Valuation Update, Business Valuation Re-
sources, 7, No 4 (April 2001).
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As discussed earlier, the Estate Tax Regulations require that the value of
the property be measured in the market where it would most likely be sold.
When assessing the price that a hypothetical willing buyer would pay, the
practitioner seeks to identify that marketplace. By definition, buyers will have
reasonable and relevant knowledge of the facts. This reasonable knowledge
will include an understanding of prior transactions and identification of other
shareholders. There may be an instance in which only a specific pool of buy-
ers make up the usual marketplace for a certain block of stock. The practi-
tioner should carefully analyze the marketplace so as to identify who would
constitute the most likely pool or pools of potential buyers.

The issue of marketplace was addressed in the Estate of Newhouse v. Com-
missioner,34 where the valuation involved a block of common stock in a large
media conglomerate.

Estate of Newhouse v. Commissioner

In this case, the decedent had owned all of the class A voting stock and
class B nonvoting stock in a giant media corporation involving numerous di-
visions and locations involved in the publication of over 50 magazines and
newspapers in 22 markets. Other family members held the preferred shares
in the company.

The estate had the shares appraised by Chemical Bank and arrived at a
total value of $247,076,000. The commissioner valued the shares at
$1,323,400,000. The commissioner determined that the estate valuation per-
formed by Chemical Bank was deficient by $609,519,855 in taxes.

The taxpayers argued that the only potential buyers for the stock would
be other large media businesses. These potential buyers could not engage
in the transaction, however, because they would violate antitrust laws. In
addition, no other buyers would purchase the business without eliminating
the preferred stock, which would be an expensive and prohibitively difficult
process that would lower the value of the company to an outside purchaser.

The court sided with the taxpayer in considering that the market would
be made up of a specific potential pool of buyers rather than nonspecific hy-
pothetical buyers.

Later, in Estate of Mueller v. Commissioner,35 the court identified a char-
acteristic of the market by stating: “We assume that the potential buyers of the
shares would bid up the price of the shares until the person who values the
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shares most highly . . . wins the bidding.” However, the court also stated that
it need not identify a particular potential buyer or class of buyers, as the con-
cern in determining fair market value should be the hypothetical buyer: This
suggests that regardless of who the bidders are, the highest price a bidder is
willing to pay may be higher than what the market would bring. Indeed, many
valuation practitioners believe that fair market value would be best expressed
by the amount the second highest bidder would pay.

Alternatively, according to Estate of Winkler v. Commissioner,36 the will-
ing buyer does not and, indeed, should not necessarily belong to a particular
group of individuals. This case addressed the situation when the block of stock
in question is 10% of the voting shares of a corporation, where one family
held 50% of the company and another family held 40%. These shares could
be considered a swing vote, and the court decided that the willing buyer should
not be identified as a member of either family, but, instead, the stock should be
viewed as an independent unit and valued as if an independent third party were
the potential buyer.

Even in a hypothetical transaction, the court may be sensitive to the real
owners and the particular facts and circumstances of a given case. This may
influence the final determination of value more than the requirements of any
stated standard. The court’s view of who constitutes a willing buyer appears to
be greatly influenced by the facts and circumstances of each individual case.

Synergistic Buyers
When a controlling block of shares is the subject of valuation, a willing buyer
with reasonable and relevant knowledge of the marketplace will understand
that there may be synergistic buyers bidding for the business. These syner-
gistic buyers may give up a portion of the synergistic value to the sellers in
order to outbid other buyers.37 Some believe that there is an interrelationship
between the synergistic value to a seller and the highest and best use to a buyer.

The 1936 case of St. Joseph Stock Yards Co. v. United States38 introduced
the concept of the highest and best use in real estate valuations. Interestingly,
while the highest and best use concept is not explicitly applied to business
valuations in the United States, the term highest price is used as part of fair
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market value in Canadian business valuations. The Canadian definition of fair
market value is:

The highest 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.39

British and Canadian courts view fair market value as the highest price
that could be achieved upon sale, as there may be consideration of a purchaser
willing to include the value of synergies in their offer. Courts in the United
States generally look to consider synergistic buyers in the context of invest-
ment value.40 However, many courts have looked to determine the highest bid
price that could be achieved by willing buyers. Both U.S. and Canadian prac-
titioners acknowledge that if, in addition to ordinary purchasers, several
special-interest purchasers are involved in the bidding, the market itself will
eventually exclude the ordinary purchasers as the new equilibrium price would
reflect the synergistic value.41

In Canada, if a willing and able strategic buyer can be identified, a strate-
gic purpose premium may be added to the stand-alone fair market value to re-
flect the additional amount a strategic purchaser would pay, although that
premium would be difficult to quantify. However, cases in both Canada and
Great Britain do not allow a hypothetical strategic purchaser.42 Instead, in order
to apply a strategic premium, there must be evidence that an actual purchaser
exists, has made an offer, is able to pay that price, and that these facts were
known publicly.43

Although Canada has the “highest price” requirement, a premium is not
necessarily required to reflect the highest price. A single strategic purchaser
will not have to pay far above the fair market value to outbid regular market
purchasers. If there were others willing to compete with the strategic purchaser
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at the higher price, a new market would be created where the equilibrium
price will reflect any strategic premiums.44

In Mueller v. Commissioner,45 the court looked to an expert analysis to
determine the fair market value of a family corporation that was in the midst
of a sale at the time of the decedent’s death. The court received three separate
valuations, one of which represented a range of values over which the fair mar-
ket value could fall. All these valuations considered a discount from the exe-
cuted purchase price (due to uncertainty of sale and illiquidity) a few months
after the decedent’s death. One expert asserted that the willing buyer would
be looking to obtain the low-end price and the willing seller would be looking
to obtain the high-end price, and then averaged the two to find the fair mar-
ket value. The court did not accept the midpoint in the range, but instead con-
sidered an auction-based environment, where the willing buyers will outbid
each other until a maximum bid price is reached. The court ultimately accepted
the high-end value.

The case of BTR Dunlop Holdings, Inc. v. Commissioner 46 addressed the
issue of whether synergistic buyers should be considered as a factor in deter-
mining fair market value.

BTR Dunlop Holdings, Inc. v. Commissioner

In this case, BTR Dunlap, a wholly owned U.S. subsidiary of an international
corporation, purchased Schlegel Corporation, a European company with var-
ious subsidiaries involved in the production of automobile and building prod-
ucts. The main issue in this case was the value of Schlegel UK, a British
subsidiary of Schlegel with plants throughout England. While the petitioner’s
(BTR Dunlap) experts attempted to value the entity on a stand-alone basis,
the respondent (Commissioner) looked to value it as a synergistic acquisition.

Several experts were retained to value Schlegel UK and Schlegel GMBH
at the date of purchase for tax purposes. While the petitioner (BTR Dunlap
Holdings, the holding company for the now-merged shares of BTR Dunlap
and Schlegel Corporation) asserted values of $21,846,000 and $9,400,000 for
Schlegel UK and Schlegel GMBH respectively, the IRS came up with values
of $49,069,000 and $13,246,000 respectively. The experts retained in the case
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came up with a range of values, using both market and income approaches,
and allowed the impact of synergies to varying degrees.

The respondent’s expert used a capital asset pricing model (CAPM) for-
mula with a beta of .84 for Schlegel UK. He viewed the company as part of a
strategic purchase to come to the $49,069,000 figure. The other valuation ex-
perts came to lower values, excluding the impact of synergies, or claiming
that these synergies were minimal. The court’s decision reflected that prop-
erty should be valued at its highest and best use and the fact that synergis-
tic purchasers available at the time of the company’s sale provided sufficient
evidence that synergy should be reflected in the valuation.

One of the petitioner’s experts who excluded synergies from his calcu-
lation was asked whether he would sell the business for his figure. He replied
that the business would be worth more to him and therefore he would not
sell it at that figure. The court rejected the notion that the stand-alone price
would be that which a willing buyer and a willing seller would agree on.

While not agreeing with the respondent expert’s specific price, the
court did agree that synergies must be accounted for in the ultimate valua-
tion. To find the appropriate capitalization rate, the court adjusted the beta
from the respondent’s valuation upward to 1.18 and excluded the small-
company risk premium and company-specific risk premium one of the peti-
tioner’s experts had applied. In the final determination, the court adjusted
the valuations to arrive at a 20% capitalization rate, which included consid-
eration of potential synergistic purchasers.

In the real world, we do not know whether the buyer with the highest syn-
ergistic value will prevail. Typically, no buyer is going to offer more than the
market clearing price, and there may be several buyers willing to pay that
price.47 In a fair market value context, by assuming reasonable knowledge and
ability to negotiate at arm’s length, it is likely that if synergistic buyers are
available, they will bid to reach the highest price available for a business. Un-
fortunately, there is no conclusive guidance on whether potential synergies are
applicable in every determination of fair market value. Whether synergies are
a relevant consideration may depend on the facts and circumstances of the case.

Valuation of Different Classes of Stock
An interesting issue arises when valuing different types of stock held by one
person. Nonvoting shares are generally less valuable than those with voting
power and are generally valued at a discount when valued as stand-alone
shares. However, when held in conjunction with control voting shares of a
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corporation, are they any less valuable to a potential willing buyer? The ques-
tion is, would the buyer purchase one block of stock (both voting and non-
voting) at one price, or would the stock be considered as two blocks because
of the two types of shares within? The Estate of Curry v. United States48 ad-
dressed this issue.

Estate of Curry v. United States

In this case, the estate held both voting and nonvoting shares of a privately
held corporation. Initially, the jury accepted the estate’s valuation, as it val-
ued the two types of shares separately, with a nonvoting share discount for
one block and a control premium for the other. The court had not informed
the jury of the government’s instructions, that the value of the nonvoting
stock should be determined at the same level as the voting stock.

Upon review, the Court of Appeals concluded that the trial court had
erred in rejecting the government’s instruction that the stock should be
viewed as a whole, as that is how it exists in the estate; as a block of shares
having voting control over the corporation. The court suggested that the trial
court arbitrarily disaggregated the shares under one possible subsequent
transaction scenario.

The court quoted a previous Ninth Circuit decision that said “ . . . There
is nothing in the statutes or in the case law that suggests that valuation of
the gross estate should take into account that the assets will come to rest in
several hands rather than one.”49

In addition, if fair market value assumes that a willing buyer will seek to
maximize his advantage, he would purchase the whole block, rather than a
portion thereof; otherwise the non-voting shares would be at a significant
disadvantage. Conversely, a willing seller would seek to sell the whole block
in order to maximize the value of his shares.50

Estate of Simplot v. Commissioner 51 is another example of a case dealing
with the valuation of different classes of stock.
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Estate of Simplot v. Commissioner

In Estate of Simplot v. Commissioner, Class A voting shares and Class B non-
voting shares were initially valued differently in an estate valuation. The
decedent, Richard Simplot, held 23.55% of the class A voting shares and 2.79%
of class B nonvoting shares.

The estate obtained a valuation by Morgan Stanley that valued both
class A and B shares at $2,650 per share. The commissioner of Internal Rev-
enue valued Class A shares with a premium as control shares and came to
a value of $801,994 per share, and valued Class B shares at $3,585 per share.
A deficiency of $17,662,886 was assessed with penalties of $7,057,554.

Upon petition, the Tax Court reasoned that the voting shares were sub-
stantially more valuable because a hypothetical buyer would be able to play
a role in the company as an owner of voting shares. Additionally, the shares
held by the decedent represented the largest single block of shares.

The court valued Class A shares at $331,595.70, subject to a 35% lack of
marketability discount, arriving at a value of $215,539 per share, and valued
Class B shares at $3,417 per share. The Tax Court determined a deficiency of
$2,162,052 and removed the penalties.

The Ninth Circuit Court of Appeals reversed the Tax Court’s judgment,
citing that the Tax Court had valued all Class A shares as a whole and took
a pro rata value rather than valuing the minority share held by the estate. In
addition, upon liquidation, the Class A shareholders would be no better off
than Class B shareholders, and the dividends paid were the same. There-
fore, there would be no economic advantage of holding a minority share of
voting stock leading to the application of a premium. The judgment of the Tax
Court was reversed and remanded for judgment in favor of the estate.

This holding should not be confused with the treatment of discounts ad-
dressed in Revenue Ruling 93-12 (family attribution). This Revenue Ruling
addresses the situation where the holder owns a noncontrolling share of stock,
but the family as a whole owns a control share (either before or after the dece-
dent’s shares are acquired). This ruling instructs that the gifted or bequeathed
shares should not be valued as a family unit, but should be valued in their form
as held by the estate. Revenue Ruling 93-12 also specifically refers to a cor-
poration with a single class of stock, and therefore is not in conflict with either
case just described.52 The ruling refers to the particular buyer or seller, while the
“one-block” concept may be applied to any willing seller owning both classes
of stock.
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Willing Seller

Like the willing buyer, the willing seller considers certain information before
deciding to engage in a transaction, including liquidity, alternate uses for the in-
vestment, future cash flows, and risk.53 A willing seller is one who can be con-
vinced to sell for the right price, for a variety of purposes, including gaining
liquidity or desiring the ability to invest in a higher-yielding investment. The
hypothetical buyer evaluates the same economic and financial conditions as
the seller. Therefore, when hypothetical seller chooses not to sell, theoretically,
he or she willingly buys the asset by retaining the interest with the asset’s ex-
isting opportunity costs and associated liquidity (or illiquidity). The owner
prefers owning the property to the alternative of selling it.

The Tax Court has been critical of those who view fair market value from
only the perspective of the buyer. Both the buyers’ and the sellers’ perspectives
should be considered. In the case of Mandelbaum v. Commissioner,54 the court
addressed one expert’s over-reliance on a willing buyer while ignoring the need
for a willing seller.

Mandelbaum v. Commissioner

In a family-owned retail conglomerate, Big M, Inc., the court sought to de-
vise a fair market value for the purposes of a gift tax over a period of five
years. The respondent’s (IRS’s) expert asserted a 30% marketability discount
was appropriate, relying on three “restricted stock” studies, the notion that
the shareholders’ agreements do not seriously affect marketability, and the
fact that the risk associated with holding Big M stock is neutralized by the
size of the company and the stable gross profits.

The petitioner’s (taxpayer’s) expert, however, contended that a 75%
marketability discount applies to the value for the first four years in question
while a 70% discount applies for the last. This expert concluded that Big M’s
stock was virtually illiquid and assumed that an investor would have to wait
10 to 20 years for the investment to become liquid. The expert relied on the
fact that members of the Mandelbaum family have always owned Big M, the
family had no plans to seek outside investors, Big M’s senior management
was far from retirement, and the gifts at issue did not affect management.

The court rejected both experts’ valuations and looked to determine the
marketability discount independently. In its view, the respondent’s expert did
not put enough weight on the fact that there was a shareholder agreement
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in place that would restrict value. The petitioner’s expert placed too much
weight on the willing buyer’s expectations in terms of rate of return and the
restrictive nature of the shareholder agreement, and misidentified the will-
ing buyers by interviewing the types of investors who would require a higher
rate of return. In providing an above-average marketability discount, the pe-
titioner’s expert ignored the perspective of a hypothetical willing seller.

In the court’s own review, it used the petitioner’s expert’s determination
of the average marketability discount and reviewed the factors in Exhibit 2.1
to come to its conclusion on the size of the applicable marketability discount
(which coincidentally equaled the respondent’s conclusion):

Reviewing these factors and the conclusions that followed, the court
found that because of the facts and circumstances of the case, a below-
average discount was required. It applied a 30% discount.

This case points out that consideration of a willing buyer is not enough.
A willing buyer seeking stock in Big M would likely demand a large discount
on its value based on the family nature of the company and the agreements in
place. However, if shareholders of Big M were willing to sell, that might lead
to a substantially different value.

Earlier we briefly discussed the family attribution principle in Revenue
Ruling 93-12. This issue is best understood from the point of view of the will-
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Exhibit 2.1 Factors and Adjusted Benchmark Percentages in Mandelbaum

FACTOR CONCLUSION

Studies of private versus public sales of the Benchmark for the marketability discounts 
stock should be set between 35% and 45%
Financial statement analysis Below-average discount
Company’s dividend policy Below-average discount
Nature of the company, its history, its position Below-average discount
in the industry, and its economic outlook
Company’s management Below-average discount
Amount of control in transferred shares Average discount
Restrictions on transferability of stock Above-average discount
Holding period for stock Neutral
Company’s redemption policy Below-average discount
Costs associated with making a public Above-average discount
offering
Court’s Final Conclusion: 30% Marketability Discount
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ing seller. In the case of Bright v. United States,55 the government attempted
to add a control premium to noncontrolling shares of the decedent’s wife be-
cause the husband owned the balance of the shares that would add up to a con-
trolling value when combined with the wife’s shares. The government claimed
that the husband would not be willing to sell his 27.5% of the shares unless it
was part of the 55% control block combined with the decedent’s shares. The
court cited several cases where this type of family attribution was rejected, ul-
timately rejecting the government’s argument and affirming the district court’s
ruling that the interest to be valued was only the 27.5% common stock inter-
est. This brings us back to the fact that a seller is a hypothetical willing seller,
selling in a hypothetical market, rather than a specific individual selling in a
specific market. The question was not the value the estate would accept if it
held 27.5% of shares that could potentially be sold as part of a 55% control
block, as the government contended, but instead the value that a willing seller
would accept for 27.5% of a property’s shares.

A similar issue was discussed in the case of Propstra v. United States.56 In
this case, the Court of Appeals addressed issues of the willing seller and con-
trol as well as of the effect of subsequent events on claims against property.

Propstra v. United States

At the death of Arthur Price, his estate was comprised mainly of property
shared by him and his wife, the executrix of the estate. John Propstra was
the estate’s personal representative. Upon Price’s death and the valuation of
his estate for tax purposes, his wife made two adjustments: One was a 15%
lack of marketability discount for an undivided one-half interest in parcels of
real estate and another adjustment for liens against the property for penal-
ties and assessments by the Salt River Valley Water Users’ Association that
remained unsettled.

On the first issue of the discount for partial ownership, the government
argued that the estate must prove that the property was likely to be sold as
a partial interest in a parcel of real estate rather than as an undivided inter-
est by the estate. The court found that there was no reason to see a hypo-
thetical seller as necessarily belonging to the estate and that indeed the
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property to be valued at fair market value and by its definition was the one-
half interest. The court found this situation analogous to that in Bright v.
United States.57

On the second issue of the lien, at the time of the initial tax payment,
Mrs. Price was looking to settle the claims with the Salt River Valley Water
Users’ Association. At that time, however, the association’s bylaws did not
allow the settlement claims for less than the full amount due, and the tax de-
duction was based on this understanding. After the decedent’s death and
the payment of the estate taxes, the association amended its bylaws and
settled the claims against the property owned by the Prices for less than the
full amount owed. The government looked to recoup the taxes that the estate
had deducted because the full lien on the property at the time of death.

The Court of Appeals found that at the time of death, there was no an-
ticipation that the association would settle the claim due to its bylaws at the
time, regardless of Mrs. Price’s hope that the claim would be settled. It ruled
that as a matter of law, “when claims are for sums certain and are legally
enforceable as of the date of death, post-death events are not relevant in
computing the permissible deduction.”

No Compulsion to Buy or Sell

In the real world, the parties involved in a transaction may be compelled to
buy or sell based on involvement in bankruptcy or insolvency, a need for im-
mediate liquidity, the need of an immediate sale for charitable purposes, or
a variety of factors.58 This is another reason that a sale price in and of itself
is not necessarily evidence of fair market value. In a fair market value trans-
action, the buyer and seller have equal negotiating power. The buyer is look-
ing for the lowest price at which to buy, and a seller is looking for the highest
price to sell.59 There will be competition in the marketplace from other bidders
willing to offer a higher price or from other sellers willing to sell for less.
The fact that there is no compulsion to sell also suggests that the company be
valued with ample exposure to an appropriate market, rather than in a forced
liquidation.60
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In the 1923 Tax Court case Walter v. Duffy,61 the court addressed the value
of stock in what was judged to be a forced liquidation.

Walter v. Duffy

Emeline C. Blanchard owned 1,890 shares of Prudential Life Insurance stock.
The government looked to assess and tax the increase in value of the stock
based on the value of a sale in 1915, where 1,881.41 shares were transferred
for $455 per share.

Unaware of the cost of Blanchard’s initial purchase, the IRS based the
incremental increase on the difference between $455 per share and a sale
at $262.50 per share that had occurred two years prior to this transfer.

However, the individual who had sold the shares for the $262.50 price
testified that he had sold the shares solely to achieve necessary liquidity to
satisfy several loan debts. This was evidence that the seller was compelled
to seek a quick sale to satisfy creditors. Had he not been so compelled, the
stock would have had greater exposure to the market, and he likely could
have held out for a higher figure.

The court held that the $262.50 value could not have been a fair market
price and a reassessment was ordered by virtue of a new trial.

There may be many sorts of compulsion. Financial pressure might cause
a buyer or seller to act more quickly, thereby causing insufficient exposure to
the marketplace. In the case of Troxel Manufacturing Co. v. Commissioner,62

the sale of the property was seen to be made in haste, as the seller was in ur-
gent need of cash and had to sacrifice a particular property at a price less than
its supposed real value. The court in that case decided that the sale was not an
arm’s-length transaction and that the price reached was not representative of
fair market value. However, the desire for cash in lieu of property may be
viewed by some as a preference rather than compulsion, as represented by the
dissenting opinion in McGuire v. Commissioner,63 where a dissenting judge
states that a seller is not necessarily unwilling if the decision to sell is a matter
of wanting cash over property.
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Importance of Restrictive Agreements
Transactions in a hypothetical market may not be subject to the restrictions
that may exist on an open market. That does not mean, however, that these re-
strictions cannot or should not be considered in a fair market value transaction.
Instead, buyers are often assumed to account for these restrictions in assessing
the value of the business interest because they themselves will be subject to
these restrictions after purchase.64

The Internal Revenue Code (IRC) section 2703(b)65 sets forth four general
considerations in determining the applicability of a buy-sell agreement to fair
market value.

1. The agreement must be a bona fide business arrangement.
2. It must not be a device to transfer property to family member for less

than full and adequate consideration.
3. The agreement must be entered into pursuant to an arm’s-length

transaction.
4. It must also be binding both before and after the holder’s death.66

The courts generally have respected restrictions on transfers in determining
fair market value, often applying discounts for lack of marketability. In some
divorce cases, great weight is afforded restrictive agreements in determining
value as long as that agreement is kept current and is used regularly in the
course of business; other cases have found these agreements to have no true
influence on value as they have never been used. The Tax Court was con-
fronted with the issue of a restrictive agreement in the Estate of Lauder v.
Commissioner.67

Estate of Lauder v. Commissioner

The Estate of Lauder v. Commissioner addressed the valuation of shares in
the decedent’s estate based on the applicability of a restrictive agreement
that afforded the corporation the right of first refusal in the purchase of a de-
parted shareholder’s shares at book value.
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The terms of the agreement were executed upon Lauder’s death. The
initial tax court’s review (Estate of Lauder v. Commissioner, T.C. Memo.
1992-736) decided that the agreement was not determinative of fair market
value, but instead a device by which shareholders could transfer their shares
to their family for less than adequate consideration (thereby violating the re-
quirement of IRC section 2703(b)). The court held that the shareholders’
agreement was not controlling for the valuation of the decedent’s stock at his
death because it did not reflect fair market value at the time it was exe-
cuted.

In the subsequent case to value the shares, (Estate of Lauder v. Com-
missioner, T.C. Memo. 1994-527) the court reviewed the valuations provided
by various experts, and ultimately adopted a valuation method proposed by
Lehman Brothers, because their analysis emphasized “the price/earnings
ratios of comparable companies within the industry, provides the most ob-
jective and reliable basis for determining the fair market value of the stock in
question.”

The court valued the company using a 12.2 multiple of price to earnings
and applied a 40% discount due to illiquidity to arrive at the fair market value
of the stock.

Another significant case, Estate of Joyce Hall v. Commissioner,68 may be
distinguished from Lauder in its consideration that the fair market value of a
corporation is affected by certain restrictions in the shareholder agreements.
In this case, the agreements were not found to be in place simply for the pur-
pose of an intergenerational wealth transfer.

Estate of Joyce Hall v. Commissioner

In this case, the company in question, Hallmark, was intentionally kept pri-
vate by the decedent and his family. There were three classes of stock, class
A preferred stock, class B common voting stock, and class C common non-
voting stock. The estate included shares of both B and C common stock. All
classes of stock were subject to restrictions.

Subject to a 1963 indenture, these shares were required to be offered to
a “permitted transferee,” that is, Hallmark, members of the Hall family or
their estates, and trusts set up for their benefits. Only after this exercise
could the stock be sold to an outsider. Additionally, the indenture provided
that class B shares could be purchased at their adjusted book value, with
the possibility of a payment plan for cash and installments. Should the shares
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be purchased by an outside holder, the interest would still be subject to the
same restrictions on any subsequent transfer. The same sale restrictions
were in place for the class C common shares.

In 1981, Hall entered into an option agreement with Hallmark to pur-
chase his shares not subject to other buy-sell provisions. Upon Hall’s death,
Hallmark’s directors voted to exercise that option and purchase those
shares at the adjusted book value as of December 31, 1981.

The adjusted book value was computed annually by virtue of a formula
provided by the 1963 indenture. At the valuation date, Hallmark computed
the adjusted book value at $1.98157 per class B common share and $1.87835
per class C common share.

The commissioner argued that the adjusted book value could not be the
fair market value because of the possibility of “permitted transferees” buy-
ing the stock at a higher price. The court did not allow this contention be-
cause, unlike Lauder, there was no evidence that even a permitted buyer
would pay more than the adjusted book value, and in addition, this con-
tention suggested the relevant buyer for the purposes of valuation was a
specific class of buyer, a concept that ignored the requirement of a hypo-
thetical willing buyer.

The court decided: “Agreements and restrictions not invalid on their
face cannot be disregarded on such tenuous evidence of coincidence. . . .
After weighing the respective opinions of the parties’ experts, we cannot
conclude that the fair market value is more than the adjusted book value of
the stock.”

Alternatively, the value set by a restrictive agreement was ignored in Estate
of Obering v. Commissioner.69 In this matter, the agreement gave the first op-
tion to the corporation and the other shareholders to purchase the stock at a set
price, but allowed sale to the public should the corporation or the shareholders
not elect to make the purchase. Because the agreement did not completely ex-
clude a third party from purchasing the stock, the court precluded its represen-
tation of fair market value.

In addition to the requirements set forth by IRC section 2703(b),70 buy-sell
agreements are scrutinized for their reasonableness, whether they are period-
ically reviewed, and whether the price arrived at is representative of an arm’s-
length transaction. This is especially important when the shares of a company
are held by family members, where often buy-sell agreements are viewed as
testamentary devices that transfer shares at artificially low values. The courts
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will likely also look at the events and circumstances surrounding the execution
of the agreement in determining whether it is a valid agreement. These events
might include relationship of the parties, the purpose of the agreement, and the
source of the agreement price.71

Reasonable Knowledge of Relevant Facts

Known and Knowable
Fair market value requires that both the willing buyer and the willing seller be
reasonably informed of the relevant facts affecting the property in question.
This information is generally referred to as that which is “known or know-
able” at the valuation date. As discussed earlier, in determining fair market
value, a reasonable degree of knowledge is assumed. A valuation at fair mar-
ket value should include information that is known by any party to the trans-
action as well as any information that may not be apparent at the valuation
date but would have been knowable at that time by the parties involved.72

The Fifth Circuit Court of Appeals case United States v. Simmons73 demon-
strates that value may exist, even if it is unknown at the valuation date. In this
case, after the decedent’s death, the estate hired an accountant to investigate
the decedent’s tax filings. After discovering evidence of a deficiency payment
made in error, the estate filed a claim for a refund. In the meantime, when the
estate filed its estate tax returns, it assessed the claim at no value because
there was no certainty that it would ever have any value. Eventually, the claim
did settle for $41,187. In a trial to determine whether the $41,187 should be
included in the estate, the jury found that the claim had no value at the dece-
dent’s death. The Court of Appeals did not agree. The court reasoned that even
if the fact that the claim had value was unknown, the estate suspected that
value existed because it retained professionals to investigate the decedent’s
tax records. Consequently, the Court of Appeals ruled that, although the estate
may not have known that value existed, value (even if not in the full amount of
the settlement) did indeed exist at the time of death.

Reasonable knowledge (as intended by the definition of fair market value)
does not require that a buyer have all information and be totally informed, as
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some previous revenue procedures have suggested.74 Additionally, Revenue
Ruling 78-367 suggests that sellers will overemphasize the favorable facts and
buyers will attempt to elicit all the negative information pertaining to a sale.
These are two extreme views. In the real world, the requirement of perfect
knowledge is likely to be unachievable. In determining fair market value, only
reasonable knowledge of the relevant facts should be assumed. Therefore, cases
addressing this point have insisted only on reasonable knowledge of the rele-
vant facts.75 As one commentator noted:

Reasonable knowledge is a level of awareness that usually falls somewhere
between perfect knowledge and complete ignorance—even if the actual
owner of the property is at one extreme or the other.76

Estate of Tully v. United States77 held that knowable information that
may not be known by the owner can affect the determination of value. In this
case, the decedent was not aware that company officials had been illegally
rigging bids for contracts with the company’s biggest customer. This infor-
mation came to light four years after the valuation date. The court viewed
the bid rigging as a knowable event (although unknown) that could affect
value at the valuation date. The court reasoned that information was available
at the valuation date that could have led to the discovery of this wrongdoing,
particularly, that the gross profits of the business were so high compared to in-
dustry standards that careful inspection of the records could have led to the dis-
covery of this impropriety. Therefore, in determining the company’s value, the
court discounted the value by 30% due to the information that could have been
discovered on the valuation date with proper investigation.78

Postvaluation-Date Information and Subsequent Events
Since valuation is as of a particular point in time, practitioners are required to
reach their conclusions based on information that is known or knowable (or
reasonably foreseeable) at the valuation date. Typically, in a retrospective val-
uation, postvaluation-date information may be available. Subsequent events
that were foreseeable at the valuation date may be considered in a valuation.
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However, if an event was completely unforeseen at the date of valuation, it is
generally not considered. Although the practitioner might want this data to
have been available at the valuation date, the possibility of occurrence is not
the same as a recognizable probability, and it is important for the practitioner
to use judgment in determining that information was truly knowable as of that
time. A court may go to great lengths to determine what was known or know-
able at the valuation date regarding information or factors affecting value.

The Tax Court’s decision in the case Couzens v. Commissioner79 de-
scribed the ability to include subsequent events if indeed they were reason-
ably foreseeable at the date of valuation. The court stated:

Serious objection was urged by [the government] to the admission in evi-
dence of data as to events which occurred after [the valuation period]. It was
urged that such facts were necessarily unknown on that date and hence
could not be considered. . . . [I]t is true that value . . . is not to be judged by
subsequent events. There is, however, substantial importance of the reason-
able expectations entertained on that date. Subsequent events may serve to
establish that the expectations were entertained and also that such expecta-
tions were reasonable and intelligent. Our consideration of them has been
confined to this purpose. [Emphasis added.]

Other cases in the Tax Court have dealt with unexpected windfalls after
the valuation date. In the case of Ridgely v. U.S., the decedent owned a 368-
acre farm valued at $372 per acre.80 Around the time of death, the family tried
to sell 40 acres of the farm to a local school board for $3,000 per acre. The fam-
ily reduced the sale price to $2,000 and finally to $1,000. The school board
declined to purchase the land because the location was not desirable. The dece-
dent died in January 1962. In February of that year, General Foods began a
search for land for a new Jell-O plant. In May 1962, General Foods purchased
112 acres of land for $2,700 per acre. While the IRS claimed that the entire
tract was worth $2,700 per acre, the court did not consider the General Foods
transaction as an indicator of value, as no one could have foreseen the purchase
at the time of death.

As mentioned previously, in the Estate of Tully, the court allowed the use
of postvaluation-date information some four years after the valuation date to
determine what was knowable at the valuation date.81 The courts have generally
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acknowledged that evidence of value at the valuation date may be considered,
while events affecting value after the valuation date, that were not reasonably
foreseeable, may not be considered. An example of this is the case of Estate
of Jung v. Commissioner, where the price of a postvaluation-date sale was used
to value the company.82

Estate of Jung v. Commissioner

In the case of Estate of Jung v. Commissioner, a postvaluation-date sale was
used to demonstrate that the business was undervalued in the initial estate
valuation. The case involved 20.74% of shares outstanding in Jung Corp., an
integrated manufacturer and distributor of elastics.

The court looked to determine the fair market value of the decedent’s
interest at the date of death. The business was valued at the date of death
in 1984 at $33 million, and a 35% discount for lack of marketability was be ap-
plied to the decedent’s pro-rata share. Two years later, in 1986, a majority of
shares were sold to an outside company and the remainder was liquidated.
The ultimate value of the company’s equity appeared to have been over $60
million.

The court’s opinion made clear that the sale of the company was not
foreseeable at the valuation date; however, the court was persuaded by the
IRS argument that the sale soon after the valuation was evidence that the
value was understated at the valuation date, rather than an event that af-
fected value.

Similarly, in Estate of Scanlan v. Commissioner,83 prior to the decedent’s
death, shares were gifted to six family members and appraised at $34.84 per
share. The date-of-death value was $35.20. Both figures included a 35% mar-
ketability discount derived by comparison with publicly traded companies.
After the decedent’s death, the company received an offer of $75.15 per share,
and family members exercised their right to have the company buy out any
other shareholders at that price. The IRS considered this information and val-
ued the stock at $72.15 per share and applied a 4% minority discount. The fam-
ily argued that the offers were for the entire company, not the estate’s minority
share. As it was so near the valuation date, the court allowed the offer to be
considered, but then applied a 30% combined minority and marketability dis-
count and arrived at a value of $50.21 per share.
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The same issue was addressed in Estate of Cidulka v. Commissioner,84

where a sale of a commercial billboard corporation four years after the date of
death was utilized to establish fair market value. The court acknowledged that
four years may be considered too remote to have bearing on the valuation of
the stock at the earlier date, but the multiplier for the later sale was similar to
that of the sales of comparable companies around the valuation date, and there-
fore the evidence of the later sale was applicable to the valuation at the valu-
ation date. As will be seen in the next chapter, in some venues this principle
has been extended to the determination of fair value in dissenting shareholder
actions.

Generally, the courts are careful to note whether later events have changed
the value of the property. The distinction between a subsequent event affecting
value as contrasted with the event providing evidence of value may be best il-
lustrated by an example set forth in case of First National Bank v. United
States.85 The court stated:

For instance, if the proposition advanced is that a farm had a Fair Market
Value of $800,000 on March 13, the fact that oil was unexpectedly discov-
ered on June 13 (causing the Fair Market Value of the property to skyrocket)
makes the proposition advanced no more or less likely. However, the fact
that someone under no compulsion to buy and with knowledge of the rele-
vant facts bought the property on June 13 for $1,000,000 is relevant, for it
makes the proposition advanced (i.e., that the Fair Market Value on March
13 was $800,000) less likely.86

As can be seen, the use of postvaluation-date information dealing both
with events that affect value (known or knowable) and those that provide ev-
idence of value (subsequent transactions) depends on the facts and circum-
stances of each particular case. Indeed, a plethora of cases have addressed this
issue. Exhibit 2.2 presents a compendium of cases compiled by Michael Mard
of the Financial Valuation Group dealing with subsequent events in estate and
gift tax cases. The cases on this list span from 1929 to 2005, and the chart ref-
erences the key considerations of each decision.

The cases listed in the exhibit provide evidence that courts do consider
events occurring after the valuation date. Actual factors considered by the court
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range from later sales of the asset in question to later sales of comparable
companies.

In any case where a transaction occurred after the valuation date and was
substantially different from the estimate of value at the valuation date, the an-
alyst would be well advised to attempt to reconcile the two values. This recon-
ciliation could include changes in market conditions, control versus minority
status, or a variety of other factors.

Notional Market
As previously noted, judicial valuations make up only a small percentage of
price determinations. In the market, every day, supply and demand dictate price
in the thousands of transactions that take place, and these transactions largely
influence the judicial valuations that follow.87 Judicial valuations do not, how-
ever, take place in a vacuum, and the court generally uses wide discretion, re-
gardless of the stated standard of value to achieve what it perceives as an
equitable result.88

In the case of Andrews v. Commissioner,89 the court acknowledged that in
reality, there was a likelihood in the closely held corporation at hand that the
stock would be sold to identifiable parties. However, cases like Bright v.
United States90 have clarified that while not completely independent of real-
world factors, fair market value must be determined with respect to that which
a hypothetical willing buyer and seller (who are assumed to exist) would pay
for the property rather than that which an actual or specific buyer would pay.

As we have discussed, fair market value transactions do not necessarily take
place on the open market. The “notional market” is a concept that is used mainly
in Britain and Canada to distinguish a hypothetical market for the determination
of fair market value from a real one where transactions are actually consum-
mated. The requirements of fair market value may not always reflect what would
happen in the open market, nor is it usually possible for a completely hypothet-
ical sale to stand on its own without any real-world forces.

72 | Standards of Value

87. James C. Bonbright, “The Problem of Judicial Valuations” 27 Columbia Law Review
(May 1927) at 497.

88. Id. at 503.

89. 79 T.C. 938; 1982 U.S. Tax Ct. LEXIS 12; 79 T.C. No. 58.

90. 658 F.2d 999; 1981 U.S. App. LEXIS 17205; 81-2 U.S. Tax Cas. (CCH) P13,436; 48
A.F.T.R.2d (RIA) 6159; 48 A.F.T.R.2d (RIA) 6292.
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The notional market looks to identify a sale price without an actual sale.91

This may occur in the context of an estate or gift tax filing, divorce, the ap-
praisal remedy, commercial litigation, or a variety of other valuations that do
not involve actual sales of property.92 Although a British and Canadian con-
cept, the notional market represents many of the underlying assumptions of
fair market value in the United States.93

In an open market transaction, the buyers and sellers are identifiable and
negotiations between them eventually will lead to an agreed-upon price. In a
notional market, the buyer and the seller are not any one person or entity in
particular, therefore the pool of potential buyers is larger. In the notional mar-
ket, buyers and sellers are assumed to be at arm’s length and willing, even
though in reality they may not be.94

In addition, while on the open market the buyer and seller may pursue the
information necessary to make an informed sale, on a notional market there
is an assumption that both buyer and seller have reasonable knowledge of rel-
evant information. In United Kingdom and Canadian fair market value cases,
full knowledge is assumed. In the United States, only reasonable knowledge
is required.95 In the open market, due to earnouts, contingency payments, and
similar deal structures, there are occasions when the final price is not known
at the date of sale. In the notional market, these types of payments must be es-
timated at the valuation date.

Exhibit 2.3, prepared by Jay E. Fishman and Bonnie O’Rourke, compares
the elements of a notional market with those of an open market.

The notional market assumes: an arm’s-length transaction; economic
rather than sentimental value; equally informed and uncompelled parties;
equal financial strength and bargaining ability; a consistent market; and a free,
open, and unrestricted market environment.96 The real world does not always
work in these terms, and that is often why often there are discrepancies be-
tween fair market value and open market price, due to a lack of information,
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92. Campbell, Canada Valuation Service, at 4-20.

93. Fishman and O’Rourke “Value,” at 321.

94. Campbell, Canada Valuation Service, at 4-20.

95. Id.

96. Fishman and O’Rourke, “Value.”

97. TC Memo. No. 1962-153 at 919,21 TCM 845, aff’d 332 F2d 725 (3d Cir. 1963).
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compulsion, or other factors. An example of this is the 1962 Tax Court deci-
sion, Dees v. Commissioner.97

Dees v. Commissioner

In this case, W.W. Dees acquired shares of an insurance company that he
and two other colleagues had set up in the 1950s. They had also established
an underwriting company, which owned the majority of the insurance com-
pany’s common stock. To raise money to fund this venture; however, the
holding company sold its shares to the public The tax commissioner deter-
mined that Dees’s tax payments on his personal income tax return for 1953
and 1954 were deficient; the primary valuation issue was determining the fair
market value of certain shares.

The Tax Court decided that the difference between Dees’s cost ($1.25
for 5,000 shares, $1.00 for 5,000 shares, and 3,800 shares free as a bonus) and
the fair market value of the stock should be taxable as compensation. The
court then intended to determine the fair market value of those shares at the
applicable dates.

Upon the first sales to the public, the stock sold at $16.00 (or $20.00 per
share in subscription contract sales payable over three years), with $12.80
per share remittance to the insurance company. The tax commissioner
looked to collect a deficiency on the taxable portion of the shares purchased
at a price far less than the public sales price. According to the commis-
sioner, for two separate blocks of shares purchased on different dates, Dees
should pay tax on the difference between the purchase price he paid and
the value the stock at which it was sold to the public.
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Exhibit 2.3 Notional versus Open Market Transactions

NOTIONAL MARKET OPEN MARKET

Arm’s length Some transactions include non–arm’s-length parties
Economic value May include sentimental value
Equally informed One party may not be as informed as the other
Equally uncompelled One party may be more “compelled” to transact than

the other
Consistent market Marketplace could include booms and panics
Free, open, unrestricted Restrictions a possibility
Equal financial strength One party may be financially stronger
Equal bargaining ability One party may be in a better bargaining position

Jay E. Fishman and Bonnie O’Rourke, “Value: More Than a Superficial Understanding is
Required,” Journal of the American Academy of Matrimonial Lawyers 15 (1998) at 322.

ch02_4694.qxd  9/11/06  12:50 PM  Page 74



The insurance company had been using salespeople to aggressively
market their stock. A salesperson might solicit potential buyers up to 15 times
to purchase shares of the corporation. Nearly all the shares owned by indi-
viduals outside the company were owned in 25-, 50-, or 100-share blocks.

In determining the fair market value of the shares, the court decided
that although the public was paying $16.00 and $20.00 per share around the
valuation dates, the shares should be valued at $5.00 and $5.50 respectively.

At the time of the original purchase, during the formative stage of the
company, the book value of the shares was approximately $3.00. At the sub-
sequent purchase, the shares were worth little more.

Individuals purchasing the stock from the salespeople were not pro-
vided with relevant financial information about the company, and therefore
the court viewed the purchasers as uninformed, with the price paid being
representative of their ignorance and gullibility as well as the company’s ag-
gressive (but not illegal) sales techniques rather than reasonable knowl-
edge of the relevant facts about the corporation’s operation.

This case not only relates directly to the known and knowable informa-
tion required in establishing fair market value, but it also shows the difference
between open market prices and the assumptions necessary to arrive at fair mar-
ket value. As was discussed in Chapter 1, there are times when the intrinsic
value of a stock is different from its trading price. This is the essence of secu-
rity analysis in the public market. However, in this case it is apparent that the
higher price paid by the public was the result of sales tactics and not a differ-
ence due to the intrinsic value of the stock.

While attempting to adhere to the strict guidelines of the willing seller and
the willing buyer construct, it may be impossible to ignore the circumstances
of real individuals acting out of varying motivations. As one commentator
noted:

Though black-letter law may hold that the willing buyer and seller are hypo-
thetical parties, rather than real ones, the circumstances of actual buyers, sell-
ers, and owners are often important in the determining fair market value. Case
law on assemblage values, corporate liquidation arguments, charitable donee
conduct, and other valuation issues reveal that real parties’ individual needs
and desires sometimes play a significant role in the valuation analysis.98

Ideally, the desired market for a determination of fair market value may
be akin to the notional market as discussed earlier, but real-world issues are
likely to affect any valuation. The notional concept does not preclude the prac-
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titioner from investigating all available market information but may place con-
straints on its use—for example, in transactions involving those synergies not
available to all buyers.

The incorporation of actual market data into a valuation can be a good in-
dicator of how a company will fair on the market, whether in the open market
or in determining fair market value. This can be seen in the Tax Court’s will-
ingness to place weight on the guideline public company method despite seem-
ingly broad criteria for what constitutes meaningful comparison.

Earlier we discussed Estate of Joyce Hall v. Commissioner99 in terms of
restrictive agreements, but the court also comments on the use of guideline
public companies. The decedent owned shares in Hallmark, the greeting card
company. American Greetings was acknowledged as the other leading firm in
the greeting cards industry, and the only publicly traded greeting card com-
pany that compared to Hallmark. The commissioner’s expert based his valu-
ation of the decedent’s shares on a comparison with American Greetings. He
claimed that American Greetings was the only public company with a similar
capital structure and product mix. Alternatively, the taxpayer’s expert, not
wanting to rely on one guideline public company as the sole basis for com-
parison, chose a variety of publicly traded companies, such as AT Cross, Coca-
Cola, and Lenox, Inc., which he considered comparable to Hallmark based on
certain similarities but not in the same industry. The expert believed that
these public companies had business and financial characteristics similar to
Hallmark, in that they were leaders in their industries producing brand name
consumer goods. The court ultimately applied the taxpayer’s expert’s logic,
finding one company too narrow a comparison for the determination of fair
market value under the notion that “the good fortune of one company in an in-
dustry may be at the expense of its direct competitors.”100 In this case, the court
allowed broad criteria in choosing guideline public companies for comparison
purposes with Hallmark.

However, such broad criteria (shared economic influences) are not always
accepted. In some circumstances, the court may consider the subject company
unique. For example, in the case of Righter v. U.S.,101 which involved the val-
uation of a game company, the court decided that diversified publicly traded
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99. 92 T.C. 312; 1989 U.S. Tax Ct. LEXIS 24; 92 T.C. No. 19

100. 92 T.C. 312; 1989 U.S. Tax Ct. LEXIS 24; 92 T.C. No. 19 at 340

101. 439 F.2d 1244 (1971).
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toy and game companies were not sufficiently useful as guideline companies
when compared to a company producing only two types of games appealing
to specific age groups.

This is contrasted with the court’s decision in the Estate of Joyce Hall v.
Commissioner. Similarly, in the Estate of Gallo v. Commissioner,102 in valuing
a wine company, the court accepted the estate’s expert’s use of guideline pub-
lic companies representing a variety of brewing, distilling, and food processing
companies subject to similar market forces.

Righter is an older case that demonstrates a restrictive view of what con-
stitutes a guideline public company. As has been seen in more recent cases, the
court has used the broader concept of shared economic influences as a criterion
of what constitutes a usable guideline public company.

Finally, after selecting the appropriate comparable companies, care must
also be used in determining the comparable level of value, i.e. marketable
shares should not be compared directly with nonmarketable shares and minority
shares cannot be directly compared with majority or control shares without
proper adjustments.

Common Discounts

Discounts for Lack of Control
All else being equal, shares with decision-making power in a corporation are
usually considered more valuable than shares that lack these prerogatives.
However, majority ownership is not necessarily a guarantee of increased value.
The statutes of each state have some influence over the degree of control a par-
ticular block of stock possesses. Some states require supermajority votes to
authorize actions such as mergers, sales, or liquidations. The articles of incor-
poration or bylaws of a company may require similar supermajority approval.
Any ownership position of a corporation that is less than 100% comes with dis-
advantages. The business decisions made by a shareholder without 100% own-
ership may be the subject of contention with minority shareholders through
dissent or oppression statutes. In a state with supermajority requirements, con-
trol shares are often worth more if the block of shares are at or exceed the su-
permajority threshold. Conversely, if ownership of a minority share prevents
the controlling shareholder from achieving the supermajority threshold, it may
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not be discounted as heavily as a smaller block of shares as it has the ability to
block a corporate action.

There are inherent risks in making an investment that does not come with
control. These include the chance that:

■ Poor decisions by the majority could lead to losses for the company.
■ A change in direction will take place that the minority shareholder does

not support.
■ The majority shareholders could victimize the minority shareholders

in any number of ways, including cancellation of dividends, freeze-
outs, squeeze-outs, or other actions that are unfair to the minority
shareholders.

These risks will be discussed further in Chapter 3 of this book, but the bottom
line is that, minority shares are typically worth less than controlling shares.
However, it is worth noting that in some circumstances, the aggregate mi-
nority could exceed the value of the enterprise.

The first case we have found in which a minority discount was judicially
recognized was the 1935 tax case Cravens v. Welch.103 In this case, the tax-
payer was looking to deduct the losses from the value of his minority interest
shares in a close corporation from his income. The shareholder determined
that the value of the stock at the applicable date was $2.25 per share, which
was the pro-rata share of the enterprise value. The IRS, however, claimed that
the value was $1.21 per share because a minority interest was being valued.
The court held in favor of the IRS and the minority discount, in all likelihood
to support the conclusion of the government witness.104 While in this instance
the minority discount was beneficial to the IRS, the concept of the minority
discount has remained, and has since become a mechanism by which a share-
holder can reduce the taxable value of his or her minority shares.

In the case of Sol Koffler v. Commissioner,105 the court discussed the lack
of control discount when comparing a minority shares of a private company
to their publicly traded equivalent. The court stated:
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103. 10 F. Supp. 94 (D.C. Cal. 1935).
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1997).
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Almost any available block of publicly-traded stock sold in day-to-day trans-
actions, whether over the counter or on one of the exchanges, is a minority
interest which could not determine dividend or other company policy. But
the important consideration is that there is a day-to-day market for such
stock, and in the absence of some unusual circumstance a purchaser can
convert his investment to cash at any time. He would have no such assur-
ance with respect to the minority block of ALW stock.

Another court described the adjustment as reflecting “the minority share-
holder’s inability to compel liquidation and thereby realize a pro rata share of
the corporation’s net asset value.”106 That distinction leads to the necessity of
discounting minority shares for their lack of control and similarly, if more
cash flow can be extracted from the company, adding a premium to control
shares when compared with the shares of guideline public companies.

Discounts for Lack of Marketability
The fair market value of a private business or business interest may suffer due
to a lack of marketability. While a minority discount adjusts for lack of con-
trol over an entity, a marketability discount compensates for the inability to
convert the interest immediately into cash.107

The International Glossary of Business Valuation Terms defines mar-
ketability as “the ability to quickly convert property to cash at minimal cost.”108

The owner of a publicly traded security may execute a trade and liquidate the
asset within three business days. The sale of minority shares in a privately
held company may take time and expense in identifying likely and able buy-
ers and negotiating a transaction. In this notional market, the inability to liq-
uidate one’s position immediately requires consideration of a discount for lack
of marketability.

However, the issue of applying a discount for lack of marketability for a
controlling interest is unsettled. Some Tax Court decisions reference such a
discount, and others argue no such discount is required as enterprises are not
typically sold through the public exchanges. The authors believe that discounts
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for lack of marketability for controlling interests are applicable in some cir-
cumstances. Those circumstances are fact sensitive.

After addressing the marketability of the company as a whole, applicable
shareholder-level discounts may need to be applied. Because public minority
stock can be sold relatively quickly and easily (many times on a public ex-
change, such as the New York Stock Exchange, where there are potentially
thousands of buyers), minority shares of a private company suffer by com-
parison. The universe of buyers for private minority stock is typically much
smaller. Restricted stock studies have revealed the significant differential in
value between freely tradable shares and those that are restricted from trading
on an open market for a certain time period.109

Investors prefer liquidity to illiquidity. A liquid asset may be sold quickly
for a variety of reasons: lack of confidence in management, a belief that value
will decrease, or the possibility of a need for cash. With an illiquid asset, it may
be difficult or expensive to obtain cash, so investors may be forced to hold the
asset even if value is declining or management policies are poor.110

As discussed earlier, the court in Mandelbaum v. Commissioner111 ad-
dressed the applicability of the marketability discount on minority shares of
private company stock gifted over the course of several years. In quantifying
the discount, the court reviewed the factors shown previously in Exhibit 2.1
and adjusted benchmark percentages for lack of marketability based on the
results.

Blockage Discounts
A blockage discount may be appropriate when a block of public stock is so
large in relation to its total trading volume that it could not be offered for sale
without depressing the market. Essentially, a discount is needed because the
market would be flooded by the sale and supply would outweigh demand.112

The discount may be calculated based on the estimated amount of time it
would take to sell the entire quantity in smaller lots. This may be applicable
to large blocks of public shares113 or holdings other types of assets like an art
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collection, that if sold en masse, could have a depressing effect on the mar-
ketplace.114 In the public marketplace there is a debate as to whether a specific
block of stock should be discounted for blockage or, when appropriate, af-
forded a premium for control.

Estate of O’Keeffe v. Commissioner115 was a case valuing artwork rather
than stock, but for demonstration purposes, it clearly illustrates why a discount
for blockage may be appropriate. The court looked at the individual market
values of each piece of a large art collection and concluded that, if all the art-
work entered the market at the same time, it would depress the marketplace.
Therefore, the value of the collection as a whole was less than the aggregate
total of each individual piece of art. The court divided the collection into two
groups and allowed the application of a 25% discount for the more salable
group and a 75% discount for the less salable group.

Key Person Discounts
While the hypothetical nature of buyers and sellers are generally relied upon
in a determination of fair market value, in certain circumstances it is impor-
tant to consider the actual position of a particular individual, sometimes the
position that a decedent held within a company and the effect of his or her
death.

Key person discounts reflect the reliance of a company on a particular in-
dividual. This could be for a variety of reasons, including thin management,
a wealth of personal relationships that benefit a business, knowledge and ex-
perience in the marketplace, or any other factors that, absent key person life
insurance, might make any individual very difficult to replace. It has been
suggested that the magnitude of this discount may be quantified by identify-
ing the cash flows with and without the continued presence of the key person.
Several identifiable factors may influence the application of a key person
discount, including:116

■ Services rendered by the key person
■ Extent of the corporation’s dependence on that person
■ If the key person is still active, the likelihood of his or her loss
■ Depth and quality of other management personnel
■ Availability of adequate replacement
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115. Id.

116. Steven Bolten and Yan Wang “Key Person Discounts,” Business Valuation: Discounts
and Premiums (Hoboken, NJ: John Wiley & Sons, 2003), at 3.
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■ Key person’s compensation and probable compensation for a
replacement

■ Value of irreplaceable factors and skills lost
■ Risks associated with operation under new management personnel
■ Lost debt capacity

There are also potential offsets to the loss of a key person. These are:

■ Life or disability insurance proceeds payable to the company that are
not specifically designated for other purposes, such as repurchase of a
decedent’s stock

■ Amount of compensation saved if the replacement’s probable com-
pensation is lower than that of the key person

■ Covenants not to compete
■ Depth in middle management

The Tax Court case Estate of Feldmar v. Commissioner117 addressed the
implications of a key man on the value of a company’s stock. A company
selling nontraditional insurance products had been founded by the decedent
and relied on his unique marketing skills. The court recognized that the value
of the corporation would be less without that individual than it would be with
the continued presence of that individual, and a reasonable investor would re-
quire a discount to make up for the loss of the key person in buying the com-
pany. The respondent claimed that the life insurance policy made up for the
loss of the key person. The court, however, viewed the policy as a nonoper-
ating asset. The respondent also claimed that management could be replaced
by the salary that was now available due to the decedent’s death, but the
court found the current management of the company incapable of carrying on
without the key individual. Ultimately, the court discounted the value of the
corporation by 25% to account for the loss of the key person.

Other cases have addressed this issue as well, including the previously
mentioned Sol Koffler v. Commissioner, in which the court applied a 15% thin
management discount.

Trapped-in Capital Gains Discounts
In a case where a company holds assets that have appreciated substantially
over time, there may be capital gain that will eventually trigger a capital gains
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117. Estate of Feldmar v. Commissioner, T.C. Memo 1988-429, 56 T.C.M. (CCH) 118
(1988).
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tax upon sale. Recently the courts have allowed for discounts that adjust for
the need to pay eventual taxes. The main argument against the trapped-in cap-
ital gains discount is that the asset is not necessarily going to be sold. However,
the repeal of the General Utilities Doctrine (the general rule was that a cor-
poration recognized no gain or loss on the distribution of appreciated property
to its shareholders118) brought renewed attention to this issue. One of the more
recent cases on the subject is Eisenberg v. Commissioner.119

Eisenberg v. Commissioner

The case of Eisenberg v. Commissioner illustrates the necessity of consid-
ering trapped-in capital gains. In gifting her shares of stock to her son and
two grandchildren over the course of three years, the appellant reduced the
value of the shares for gift tax purposes to account for the trapped-in capi-
tal gains tax she would have incurred had the corporation been liquidated or
sold. She later received notice of a tax deficiency, solely on the grounds of
the reduction of value to account for the trapped-in capital gains.

The Tax Court decided that precedent dictated that no discount for
trapped-in capital gains was permitted when there was no evidence to sug-
gest that liquidation or sale was likely to occur. Additionally, the court found
that no hypothetical willing buyer would purchase the corporation with a
view toward liquidation or sale, and, therefore, the trapped-in capital gains
would be a nonissue.

On appeal, the appellant (Mrs. Eisenberg) argued that no willing buyer
would purchase the stock without taking the trapped-in capital gains into
account. The Second Circuit Court of Appeals found the appellant’s argu-
ment more compelling, stating: “The issue is not what a hypothetical willing
buyer plans to do with the property, but what considerations affect the fair
market value of the property he considers buying.”120

Therefore, the court concluded that the valuation should take those po-
tential taxes into account when determining value.

In its decision, the court also looked to a recent decision addressing similar
issues, Davis v. Commissioner,121 which examined whether the corporation’s
built-in capital gains tax should be accounted for in the valuation of stock.
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118. Pillsbury Winthrop Shaw and Pittman, LLP “Tax Page” http://pmstax.com/acqbasic/
genUtil.shtml

119. 155 F.3d 50 (2d Cir. 1998).

120. Id. at 25.

121. 1998 U.S. Tax Ct. LEXIS 35, Daily Tax Report (BNA) No. 126, at K-17 (T.C. June 30,
1998).
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Both experts in that case recommended that the built-in capital gains tax be
taken into account, regardless of whether liquidation or sale of the corporation
or its assets was contemplated.

SUMMARY

This chapter has addressed the history and development of fair market value
and its well-established definition. Fair market value is a legal construct re-
lated to tax, regulatory, and judicial issues, especially federal estate and gift
taxes. Its use and associated assumptions grew as federal taxation became
more widespread. We have analyzed court cases that have shaped the definition
of fair market value and seen that largely, although certain overarching guide-
lines apply, the facts and circumstances of each case has often influenced the
outcome of a fair market value assessment.

To better guide the application of fair market value, the IRS has estab-
lished regulations and revenue rulings (the best-known of which is Revenue
Ruling 59-60) with which valuations should comply. The Estate and Gift Tax
Regulations establish the general requirements of fair market value, all of
which are applied as hypothetical constructs:

■ The price at which a property would change hands
■ A willing buyer
■ A willing seller
■ Neither being under any compulsion
■ Both having reasonable knowledge of the relevant facts
■ Specific value as of a specific valuation date
■ Applicability of subsequent events

Within these general hypothetical considerations, specific issues develop,
including the nature of the buyer and seller and the marketplace created:

■ Synergistic buyers
■ Valuing individual classes of stock together or separately
■ Applicability of restrictive agreements
■ Subsequent events and postvaluation-date information
■ Applicability of entity- and shareholder-level discounts
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In determining fair market value, the courts consistently value the stock
that is in the hands of the shareholder, whether for purposes of estate, gift, or
income tax. The ultimate value represents a value in exchange and lack of con-
trol and lack of marketability discounts are commonly applied, as are control
premiums (if appropriate and depending on the cash flow used). However, the
courts have not been fully consistent across jurisdictions in their treatment of
the issues discussed. Circumstances and practical considerations may make
each case unique, and therefore each judge or jury decides on a specific fact
pattern.

The fair market value standard forms the basis of understanding the fair
value standard in dissent and oppression. Furthermore, the concepts applied
in fair market value are used in many states for value in divorce. Therefore,
Chapter 3, “Fair Value in Shareholder Dissent and Oppression” and Chapter
4, “Standards of Value in Divorce,” build on the concepts discussed in this
chapter.
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3
Fair Value in

Shareholder Dissent
and Oppression

INTRODUCTION

In this chapter, we address theory and application of fair value in judicial mat-
ters regarding shareholders who dissent from a corporate action and those who
avail themselves of the buy-out provision in dissolution statutes under situa-
tions of deadlock and oppression. The term fair value used here is not the same
as that referred to in accounting literature. Fair value in the context of financial
reporting is discussed in another chapter. In dissenter’s rights and oppression
cases, fair value is a legislatively and judicially mandated concept. Moreover,
as dissenters’ and oppressed shareholder’s rights evolved in the courts, those
who chose to use this term did so to distinguish the concept from fair market
value.

Because dissent and oppression matters deal with corporate actions, they
are governed by statutes on a state-by-state basis. Fair value in this context is
a legal term used in the vast majority of dissenter’s rights and oppressed share-
holders statutes, but only broadly defined. Accordingly, the term has been left
to judicial interpretation.

There can be as many interpretations of fair value as there are states. In
fact, in some instances, there are differing interpretations within a state. Be-
cause the interpretation of this standard of value is left to the courts, it is help-
ful to consider the different contexts in which the term is used.

87
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Our analysis includes the development of dissenting shareholders’ rights
(sometimes called appraisal rights). We also address the development of a mi-
nority shareholder’s right to petition for dissolution of a company, specifically
in situations where oppression has occurred, and receive the fair value of his
or her shares through a buy-out or a judicially directed dissolution of the cor-
poration. We then examine the evolution of the standard and definition of fair
value. To understand fair value as a standard of value in the context of dis-
senter’s rights and oppression cases, we examine how various courts address
current valuation concepts and techniques, especially the application of share-
holder level discounts for lack of control and lack of marketability and the ap-
plication of control premiums.

A minority shareholder is any owner of shares who lacks a sufficient num-
ber of shares of a corporation to control its policies. Generally, in a fair market
value context, minority shares are not worth as much as their pro rata share of
the value of the enterprise. One primary factor in valuing a minority interest is
the degree to which minority shares lack the prerogatives of control. The pre-
rogatives of control can be valuable benefits accruing to a majority shareholder
and not necessarily shared by a corresponding minority shareholder.1 Control-
ling shareholders may also engage in activities that are harmful to the interests
of the minority shareholders. They may:

■ Terminate the minority shareholder as an employee, director, or offi-
cer of the corporation

■ Change his or her salary
■ Completely freeze out the minority shareholder
■ Otherwise abuse the minoity shareholder

These particular actions may result in a dissenter’s rights or shareholder
oppression action.

Dissenter’s rights proceedings generally involve a minority shareholder
who disagrees with the direction the board of directors is taking the company.
A disagreement will generally involve a merger, sale of assets, or other major
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1. The prerogatives of control involve the benefits of ownership control, which are basically
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change to the nature of the investment, such that the shareholder is no longer
involved in the company.

Oppression cases often include more egregious actions than do dissent
cases. Oppressed shareholders are those who have been treated unfairly or prej-
udicially by the majority shareholders or the board of directors. Those cases
often involve shareholder employees. Oppression cases can involve termina-
tion of dividends, compensation, or employment, or a siphoning of corporate
assets for the benefit of the majority at the expense of the minority. In some
states, shareholders may petition to dissolve the corporation in order to regain
what was taken from them. The corporation may elect to buy their shares at
fair value, or the courts may order the buy-out, if provided for by the individ-
ual state’s statute.

Because of the relative lack of control and the lack of liquidity faced by
many minority shareholders, in a valuation to determine fair market value,
appraisers often apply discounts for lack of control and a lack of marketabil-
ity to the pro rata share of the value of the enterprise. In proceedings that seek
to determine fair value, however, the controversy over the past decades has
been whether the application of one or both discounts is appropriate to op-
pressed or dissenting shareholders in a judicial proceeding.

Fair value is the standard of value used to determine the cash price dis-
senting and oppressed shareholders will receive in exchange for their shares of
stock. Currently, this much-debated standard of value is widely understood to
mean the proportionate value of the company as a whole. Today, this under-
standing is essentially correct in many jurisdictions, as the courts increasingly
have interpreted fair value to be a pro rata share of the entity-level value rather
than the value of the individual minority shares themselves. While the general
trend in many states is not to allow or to limit the use of minority and mar-
ketability discounts by statute or case law, some states still allow the discounts
either by precedent, a court’s discretion, or special circumstances.

In 1950, the Delaware Supreme Court defined fair value in Tri-
Continental Corp. v. Battye2 as the value which had been taken from the share-
holder. To the present, the debate continues as to the nature of what has been
taken and whether the value should relate to subject interest of the shareholder
or a percentage of the company as a whole.
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Two influential legal associations, the American Bar Association (ABA)3

and the American Law Institute (ALI),4 have each created their own definitions
of fair value. By considering relevant case law from past decades, these or-
ganizations have influenced legislative and judicial understanding of fair value
by publishing definitions in the Model Business Corporation Act (MBCA,
from the ABA) and the Principles of Corporate Governance (from the ALI).
The individual states’ statutes have largely drawn from these institutions to
establish their definitions of fair value, whose meanings are later reinterpreted
by the courts in subsequent decisions. The nature of this process has led the
states to interpret fair value in light of decisions in other jurisdictions as well
as changes in valuation theory. Determining the purpose for which the statutes
were enacted helps us better understand how fair value should be applied in
these cases. In doing so, we must address the development of the modern defi-
nitions of fair value and how they have been interpreted by the courts.

The fair value standard has been loosely defined in dissenter’s rights
statutes, which have been widely affected by the standards recommended by
the MBCA.5 However, the courts’ decisions in dissent and oppression cases
have had the most profound effect on defining fair value. The related case law,
legal institutions, and statutes have all contributed to the development of the
concept of fair value.
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3. “The ABA provides law school accreditation, continuing legal education, information
about the law, programs to assist lawyers and judges in their work, and initiatives to im-
prove the legal system for the public.” From the ABA’s Web site at www.abanet.org. The
MBCA is a model statute designed for use by state legislatures in revising and updating
their corporation statutes, reflecting current views about business corporations. Robert
W. Hamilton, “The Revised Model Business Corporation Act: Comment and Observa-
tion: Reflections of a Reporter,” 63 Texas Law Review,1455 (May 1985) at 1456.

4. “The American Law Institute works to promote the clarification and simplification of the
law and its better adaptation to social needs, to secure the better administration of justice,
and to encourage and carry on scholarly and work.” The institute drafts for consideration by
its council and its membership and then publishes various restatements of the law, model
codes, and other proposals for law reform. From the ALI’s Web site at www.ALI.org. The
basic purpose of the Principles of Corporate Governance was to “clarify the duties and
obligations of corporate directors and officers and to provide guidelines for discharging
those responsibilities in an efficient manner, with minimum risks of personal liability.”
American Law Institute, Principles of Corporate Governance (St. Paul, MN: American
Law Institute Publishers, 1992), at President’s Foreward, XXI.

5. Fair value generally is undefined in dissolution statutes.
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FAIR VALUE

Early References to Fair Value

Although nearly ubiquitous in dissent and oppression statutes, fair value is
never specifically defined. Over the course of the nineteenth century, fair value
was used to reference a variety of commodities: an interest in a sailing vessel
while a group was heading to California for the gold rush,6 an interest in the
ownership of slaves,7 the value of rolling stock, and so on.8

Why is the concept so indefinite? The use of the term fair value, rather
than fair market value, suggests that the willing buyer–willing seller test in-
herent in fair market value may not apply. Many cases explicitly recognize that
fair value and fair market value do not mean the same thing.9 The most im-
portant differentiating factor is that in dissent and oppression cases, one of the
parties is not considered willing. Either the corporation is being forced to buy,
or the shareholder is being forced to sell or compelled to remain. Also, unlike
common applications of fair market value, the use of a less-well-defined term
allows the court to interpret value based on circumstances of each individual
case.

For instance, in Tri-Continental Corp. v. Battye,10 the court established a
concept of fair value that would be widely referenced in future cases in analy-
sis of the subject. The court stated:

The basic concept of value under the appraisal statute is that the stockholder
is entitled to be paid for that which has been taken from him, viz., his pro-
portionate interest in a going concern. By value of the stockholder’s propor-
tionate interest in the corporate enterprise is meant the true or intrinsic value
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6. Lorenzo D. Davis & Others v. Daniel B. Allen, 75 Mass. 322; 1857 Mass. LEXIS 336,
1857.

7. Montgomery v. Rose, Court of Virginia, Special Court of Appeals 1855 Va. LEXIS 65; 1
Patton & H. 5, January 1855.

8. The United States Rolling Stock Company v. The Atlantic and Great Western Railroad
Company—Court of Ohio, 34 Ohio St. 450; 1878 Ohio LEXIS 173, December 1878.

9. Lawson Mardon Wheaton, Inc. v. Smith, 160 N.J. 383, 734 A.2d 738, 748 (N.J. 1999)
(hereafter Lawson). “Fair Value is not the same as, or short-hand for, ‘Fair Market
Value,’ Fair Value carries with it the statutory purposes that shareholders be fairly com-
pensated, which may or may not equate with the market’s judgment about the stock’s
value. This is particularly appropriate in the close corporation setting where there is no
ready market for the shares and consequently no Fair Market Value”

10. 74 A.2d 71, 72 (Del. 1950).
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of his stock which has been taken by the merger. In determining what fig-
ure represents this true or intrinsic value, the appraiser and the courts must
take into consideration all factors and elements which reasonably might
enter into fixing the value.

Fair Value as Defined by Various Authorities and Statutes

In order to address this standard of value for the purposes of minority share-
holder cases, let us address definitions offered by the American Bar Associ-
ation’s Model Business Corporation Act. Statutes vary, but most draw
inspiration from the MBCA or the later published Revised Model Business
Corporation Act (RMBCA).

The 1969 Model Business Corporation Act, the first in which the ABA
explicitly defined fair value, contains the following definition:

such corporation shall pay to such shareholder, upon surrender of the cer-
tificate or certificates representing such shares, the fair value thereof as of
the day prior to the date on which the vote was taken approving the proposed
corporate action, excluding any appreciation or depreciation in anticipation
of such corporate action.

In 1984, the ABA issued the Revised Model Business Corporation Act,
which added the phrase: “unless exclusion would be inequitable.” Accord-
ingly, many states use the definition established by the 1984 RMBCA. The de-
finition of fair value in this treatise reads:

The value of the shares immediately before the effectuation of the corporate
action to which the dissenter objects, excluding any appreciation or depre-
ciation in anticipation of the corporate action unless exclusion would be
inequitable.

The 1984 definition provides a guideline, however nonspecific, by which
fair value should be determined. The company should be valued on the day
before the corporate action occurs, and without any of the effects of the action
unless their exclusion would be unfair. The passage does not give instructions
on what method or valuation technique should be utilized to determine the fair
value, nor does it define “inequitable.” Twenty-one states11 currently use this

92 | Standards of Value

11. Alabama, Arizona, Arkansas, Colorado, Hawaii, Illinois, Indiana, Kentucky, Massachu-
setts, Michigan, Missouri, Montana, Nebraska, Nevada, New Hampshire, North Car-
olina, Oregon, South Carolina, Vermont, Washington, Wyoming.
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exact definition of fair value. In our view, the intentional ambiguity in this de-
finition allows for wide interpretation of the assumptions that underlie this
standard of value. Comments published by the ABA explain that this definition
leaves the matter to the courts to determine “the details by which fair value is
to be determined within the broad outlines of the definition.”12

While insuring that the courts have wide discretion, the ambiguity can cre-
ate confusion on the part of appraisers and appraisal users. Valuation profes-
sionals are well advised to discuss this with their attorney so as to come to an
understanding of the specific interpretation relevant to the jurisdiction.

Although state statutes more often use the RMBCA’s definition of fair
value, six states have utilized the American Law Institute’s concept of fair
value in case law.13 In the Principles of Corporate Governance, published in
1992, the ALI defined fair value as:

. . . the value of the eligible holder’s proportionate interest in the corpora-
tion, without any discount for minority status or, absent extraordinary cir-
cumstances, lack of marketability. Fair value should be determined using
the customary valuation concepts and techniques generally employed in the
relevant securities and financial markets for similar businesses in the context
of the transaction giving rise to appraisal.14

In 1999, following the development of substantial case law on dissent and
oppression, as well as the publication of the Principles of Corporate Gover-
nance, the RMBCA was revised so that the definition of fair value reads:

The value of the shares immediately before the effectuation of the corporate
action to which the shareholder objects using customary and current valua-
tion concepts and techniques generally employed for similar businesses in
the context of the transaction requiring appraisal, and without discounting
for lack of marketability or minority status except, if appropriate, for amend-
ments to the certificate of incorporation pursuant to section 13.02(a)(5).

Although still not outlining a specific method of calculating value, the 1999
RMBCA definition mirrors the ALI’s Principles of Corporate Governance, in
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12. American Bar Association, A Report of the Committee of Corporate Laws, “Changes in
the Revised Model Business Corporation Act—Amendments Pertaining to Close Corpo-
rations,” The Business Lawyer 54 No. 209 (November 1998).

13. Colorado, Minnesota, New Jersey, Arizona, Connecticut, Utah.

14. American Law Institute, Principles of Corporate Governance (St. Paul, MN: American
Law Institute Publishers, 1992), at § 7.22.
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that it adds two important concepts to the framework: the use of customary
and current valuation techniques, and the rejection of the use of marketability
and minority discounts except, “if appropriate, for amendments to the certifi-
cate of incorporation pursuant to section 13.02(a)(5).” The dissenters’ rights
statutes of nine states15 currently follow this definition.16

Other states have developed their own definitions of fair value or have
used different standards of value in their statutes. For example, New Jersey
has used fair value as its statutory standard since 1968.17 In the dissolution
statute, the explanation of fair value makes allowances for “equitable adjust-
ments” in conjunction with oppression proceedings.

Ohio and Louisiana use fair cash value in their statutes. Ohio uses the
willing buyer/willing seller definition in its statute along with the term fair
cash value. Decisions in Ohio involving closely held businesses have largely
utilized significant discounts in valuing minority shares. Additionally, when
the stock of a company is publicly traded, the Ohio court usually relies on that
value as opposed to a hypothetical sale price for the entire corporation as in-
dicated in Armstrong v. Marathon Oil.18

California uses a fair market value in dissent and the term fair value in
liquidation in oppression. Its dissolution (oppression) statute states:

The fair value shall be determined on the basis of the liquidation value as of
the valuation date but taking into account the possibility, if any, of sale of the
entire business as a going concern in a liquidation. [emphasis added]

California’s dissent statute states:

The fair market value shall be determined as of the day before the first an-
nouncement of the terms of the proposed reorganization or short-form
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15. Connecticut, Florida, Idaho, Iowa, Maine, Mississippi, South Dakota, Virginia, West
Virginia.

16. According to the American Bar Association, Committee on Corporate Laws, “Revised
Model Business Corporation Act” (1999), Section 13.02(a)(5) of the RMBCA states that
“any other amendment to the articles of incorporation, merger, share exchange or dispo-
sition of assets to the extent provided by the articles of incorporation, bylaws or a reso-
lution of the board of directors.” [emphasis added] The official comment to the 1999
RMBCA states that if the corporation grants appraisal rights voluntarily for certain trans-
actions that do not affect the entire corporation, the court can use its discretion in apply-
ing discounts.

17. Balsamides v. Protameen Chemicals, Inc., 160 N.J. 352, 734 A.2d 721, 736 (N.J. 1999).

18. 513 NE2d 776 Ohio 1987.
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merger, excluding any appreciation or depreciation in consequence of the
proposed action, but adjusted for any stock split, reverse stock split, or share
dividend which becomes effective thereafter.

The term fair value in liquidation as used in California’s oppression statute
is unique. Most states look to determine fair value in these circumstances under
the assumption that the business will continue to operate as a going concern.

DISSENTERS’ RIGHTS

Overview and History

In the early nineteenth century, common law19 held that corporate decisions
were to be made by consensus, meaning 100% shareholder approval was
required. The prevailing perspective on business was that the investment made
by the minority shareholder contractually connected the corporation to the
shareholder, and the shareholder should not be required to comply with funda-
mental changes that he did not support. Therefore, any single shareholder could
utilize his common law veto in order to prevent corporate action.20

This perspective could have a paralyzing effect on the decision-making
process in a corporation. A minority shareholder could impulsively or arbi-
trarily threaten to reject a corporate action solely to collect a premium on an
initial investment.21 With the increasing need for flexibility caused by the in-
dustrial revolution, the country’s growing infrastructure, and the birth and
growth of the transcontinental railroads, corporations came to realize that con-
sensus was not efficient for forward movement and growth.22

In 1892, the Illinois Supreme Court affirmed majority rule and the role of
the minority shareholder in its decision in Wheeler v. Pullman Iron & Steel
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19. Common law is a system of laws that had originated and developed in England based on
court decisions and the doctrines implicit in those decisions, and on customs and uses
rather than written law. http://www.answers.com/topic/common-law

20. Michael Aiken, “A Minority Shareholder’s Rights in Dissension—How Does Delaware
Do It and What Can Louisiana Learn?” 50 Loyola Law Review, 231 (Spring 2004), at 235.

21. John D. Emory, “The Role of Discounts in Determining Fair Value Under Wisconsin’s
Dissenter’s Rights Statutes: The Case for Discounts,” 1155 Wisconsin Law Review (Uni-
versity of Wisconsin) (1995), at 1163.

22. Mary Siegel, “Back to the Future: Appraisal Rights in the Twenty-First Century,” 32
Harvard Journal of Legislation, 79 (Winter 1995), at 87.
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Co.23 The court decided that the fundamental law of corporations should be
that the majority should control policy. It revised the concept of the minority
shareholder’s investment, such that by investing in the corporation, the minor-
ity shareholder agrees to abide by the decisions sanctioned by the majority or
the board of directors elected by the majority.24

Following the decision in Wheeler, the courts, recognizing the paralyzing
effect of unanimity, became more sympathetic towards majority rule. Initially
majority rule was in place only in cases of insolvency, but later it was consid-
ered controlling in mergers, asset sales, and so on, as long as the majority’s
decision was in the best interest of the corporation.25 As a result, minority
shareholders were left without the power to challenge such corporate decisions
or the ability to exit the corporation if they disagreed with the actions of the
majority. This in turn, led to the emergence of appraisal rights.

An 1875 Ohio case was early evidence of the emergence of fair value ap-
praisal rights. In its decision, the Ohio Supreme Court stated:

. . . our legislature has seen proper to provide that stockholders in a railroad
corporation shall not be carried into a new or consolidated company against
their consent. From this provision it is plain that a stockholder not only can
not be compelled to become a member of the consolidated corporation, but
the consolidation can not proceed until he is paid the fair value of his stock.
It is impossible to force upon him the liabilities and responsibilities attach-
ing to the new corporation; it is impossible to change the character of the en-
terprise in which he agreed to embark his money, until he has been paid the
fair value of his investment.26

Before the appearance of appraisal statutes, shareholders would sue for
injunctive relief and to receive the value of their shares in cash. They would
petition the courts to stop the corporation from pursuing a course of action
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23. Wheeler v. Pullman Iron & Steel Co., 143 Ill. 197, 207–08, 32 N.E. 420, 423 (1892):
“Every one purchasing or subscribing for stock in a corporation impliedly agrees that he
will be bound by the acts and proceedings done or sanctioned by a majority of the share-
holders, or by the agents of the corporation [directors] duly chosen by such majority,
within the scope of the powers conferred by the charter.”

24. Charles W. Murdock, “The Evolution of Effective Remedies for Minority Shareholders
and Its Impact upon Valuation of Minority Shares,” 65 Notre Dame Law Review, No. 425
(1990), at 429.

25. Siegel, “Back to the Future.”

26. The Mansfield, Coldwater and Lake Michigan Railroad Company v. Joseph A. Stout, 26
Ohio St. 241; 1875 Ohio LEXIS 397.
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until their desire to exit was satisfied. The courts would award a fair value in
cash to shareholders, enabling them to escape the choice of either forced mem-
bership in a new corporation or pro rata share in cash of the transaction’s pro-
ceeds.27 In order to protect the interest of minority shareholders, legislatures
began to enact statutes with appraisal rights to allow the minority to dissent
from a corporate transaction and receive a judicial determination of the fair
value of their shares in the original corporation in cash.28 The statutes also were
enacted to prevent expensive and drawn-out injunction procedures and to allow
corporations, during the dispute, to continue conducting business as usual.29

The U.S. Supreme Court clarified the purpose of dissenter’s rights statutes
in the 1941 case Voeller v. Neilston Warehouse Co.30 In this case, Justice Black
noted a Securities and Exchange Commission report describing the history and
necessity of establishing majority rule and a remedy for minority shareholders:

At common law, unanimous shareholder consent was a prerequisite to fun-
damental changes in the corporation. This made it possible for an arbitrary
minority to establish a nuisance value for its shares by refusing to cooperate.
To address this situation, legislatures authorized corporations to make
changes by a majority vote. This, however, opened the door to victimization
of the minority. To solve the dilemma, statutes permitting a dissenting mi-
nority to recover the appraised value of its shares were widely adopted.31

In 1927, the Uniform Business Corporation Act was introduced by the
Commissioners for Uniform State Laws,32 but it was adopted only by
Louisiana, Washington, and Kentucky, likely because most states were not
comfortable with the implied inflexibility of uniform laws and wanted to re-
serve their own legislative rights.33 The ABA’s Model Business Corporation
Act (MBCA) gained much wider appeal and went on to provide a framework
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27. Siegel, “Back to the Future,” at 89.

28. Wertheimer, “Shareholders’ Appraisal Remedy,” at 619.

29. Siegel, “Back to the Future,” at 87.

30. 311 U.S. 531, 535, 61 S. Ct. 376, 377, 85 L. Ed. 322, 326.

31. SEC Report on the Work of Protective and Reorganization Committees, Part VII, pp.
557, 590 Washington DC: U.S. Government Print Office (1938).

32. The National Conference of Commissioners on Uniform state laws was formed in 1892 for
the purpose of providing states with non-partisan, well-conceived, and well-drafted legis-
lation that brings clarity and stability to critical areas of the law. http://www.nccusl.org/
Update/

33. Aiken, “A Minority Shareholder’s Rights in Dissension,” at 237.
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for state corporation statutes across the country.34 Over the course of the first
half of the twentieth century, nearly all states adopted an appraisal statute.35

Growth in Popularity of the Appraisal Remedy

As a result of the wide-spread adoption of appraisal statutes, a considerable
body of case law emerged in the twentieth century, suggesting numerous
methodologies to arrive at fair value. One such well known methodology is the
so-called Delaware block method. Midway through the twentieth century, the
so-called Delaware block method was often used for determining value in
the context of appraisal rights,36 and was relied on almost exclusively by the
Delaware courts until 1983. This method was also adopted in several other
states due to their tendencies to rely on Delaware cases related to fair value.

The Delaware block method weights investment value (based on earnings
and dividends), market value (usually based on its public trading price, guide-
line public company information, or guideline transaction information), and
asset value (usually the net asset value based on current value of the under-
lying assets). These individual values are then assigned a selected weight to
compute the fair value.37 Many viewed the Delaware block method as some-
what mechanistic and not reflective of the techniques regularly employed by
those in the financial community.

In 1984, the case of Weinberger v. UOP, Inc.38 ended the total reliance on
the Delaware block method by allowing the use of a broader range of valuation
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34. Robert W. Hamilton, “The Revised Model Business Corporation Act: Comment and Ob-
servation: Reflections of a Reporter,” 63 Texas Law Review,1455 (May 1985) at 1457.

35. Robert B. Thompson, “Exit, Liquidity, and Majority Rule: Appraisal’s Role in Corporate
Law,” 84 Georgetown Law Review, 1 (November 1995), Appendix Table 2: New York
1890; Maine 1891; Kentucky 1893; New Jersey 1896; Delaware 1899; Connecticut and
Pennsylvania 1901; Alabama, Massachusetts, Nevada, and Virginia 1903; Montana and
New Mexico 1905; Ohio 1906; Tennessee 1907; Maryland 1908; Vermont 1915; Illinois
and New Hampshire 1919; Rhode Island 1920; Arkansas, Florida, North Carolina, and
South Carolina 1925; Minnesota and Oregon 1927; Louisiana 1928; Idaho and Indiana
1929; California, District of Columbia, and Michigan 1931; Washington 1933; Hawaii
1937; Georgia 1938; Arizona and Kansas 1939; Colorado and Nebraska 1941; Missouri
1943; Iowa, Oklahoma, Wisconsin, and Wyoming 1947; Mississippi 1954; South Dakota
and Texas 1955; Alaska and North Dakota 1957; Utah 1961; West Virginia 1974.

36. In re General Realty & Utilities Corp., Del. Ch., 29 Del.Ch. 480, 52 A.2d 6, 11 (1947).

37. Jay E. Fishman, Shannon P. Pratt, and J. Clifford Griffith, “PPC’s Guide to Business
Valuation,” Thompson PPC 2004, at 1502.21–23.

38. 457 A.2d 701, 713 (Del. 1983).
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techniques. We discuss this case later in the chapter when we look at current
and customary valuation techniques as part of the definition of fair value. The
Delaware block was viewed as a rigid method and the ability to utilize tech-
niques commonly used by the financial community led many minority share-
holders to avail themselves of the appraisal remedy. As evidence, between
1972 and 1981, there were 19 reported appraisal decisions in the United
States; between 1984 and 1994, there were 103 appraisal decisions involving
84 transactions. In addition, the MBCA changed its procedural requirements
in 1978, providing that dissenting shareholders should be given notice of
events that they could dissent from, and instituted guidelines on how to dis-
sent.39 Even with the easing of procedural requirements, there are strict guide-
lines that dissenters must follow to perfect their rights.

Context of Modern Appraisal Rights

Currently, the ABA and the ALI recognize various events that can trigger dis-
senter’s rights. Each state has adopted different triggering events in its statutes,
and these may have developed differently from those of the RMBCA and
Principles of Corporate Governance because of the nature of the events that
occurred in each state. Some common triggers are contained in the RMBCA,
and include:

■ Merger
■ Share exchange
■ Disposition of assets
■ Amendment to the articles of incorporation that creates fractional shares
■ Any other amendment to the articles from which shareholders may

dissent
■ Domestication from a foreign entity into a domestic entity
■ Conversion of status to nonprofit
■ Conversion to unincorporated entity

In most states, the process to dissent is as follows: a company’s board of
directors is required to give notice of an event from which dissenters may claim
their rights. Before the vote, the dissenters give their notice to the board and
demand payment of their shares. In doing so, the shareholders relinquish all
rights, except to obtain payment of the fair value of their shares. The process
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and timetable of these events vary from state to state, but in most cases are
strictly enforced. The process is referred to in most states as “perfecting dis-
senter’s rights.”

Certain states have statutory provisions whereby nonvoting stock is not
eligible for appraisal rights. Twenty-five states follow the RMBCA and do not
allow nonvoting stock to dissent. Three states explicitly allow nonvoting stock
to dissent—Massachusetts, Kansas, and Utah. Delaware limits triggering
events, but allows both voting and nonvoting stockholders to dissent.40

OPPRESSION REMEDY

Development of Oppression Remedy

The oppression remedy emerged for similar reasons as did dissenter’s rights.
As the courts moved to majority rule, which based decisions on the best in-
terests of the corporation rather than the shareholders, minority shareholders
could be harmed or excluded without the intervention of the courts. Share-
holders would have to bring suit for an injunction or to dissolve the corpora-
tion in order to recover their interest.

As with dissent, certain events trigger the right to call for judicial dissolu-
tion of a corporation.41 Generally they fall under the categories of mismanage-
ment, waste, fraud, or illegal acts by management and the board of directors.
However, majority behavior does not necessarily have to be illegal or fraud-
ulent to be unfair to a minority shareholder. Illinois was the first state to codify
oppression as a trigger for dissolution in the 1933 Illinois Business Corporation
Act. The ABA later modeled the MBCA’s dissolution statute after Illinois’s
example.42 The 1953 MBCA stated that a shareholder could call for dissolution
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40. Id. at n10, n241–242.

41. The case law and concepts we address in this chapter deal exclusively with oppression in
corporations and focus mainly on close corporations. Partnerships are not subject to the
same remedies because of the withdrawal rights available by statute in most states. For
LLCs, case law is in its infancy because of the relative newness of the corporate form. For
more information on the remedies to minority mistreatment in all three corporate forms,
see Moll, Douglas. “Minority Oppression and the Limited Liability Company: Learning
(or not) from Close Corporation History” University of Houston Public Law and Legal
Theory Series 2006-A-01.

42. Murdock, “Evolution of Effective Remedies for Minority Shareholders,” at 440.
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if the acts of the directors or those in control of management are illegal, op-
pressive, or fraudulent.43

Currently several states have oppression as grounds for dissolution; oth-
ers do not. Exhibit 3.1 outlines how the 50 states and the District of Colum-
bia handle oppression as grounds for dissolution in their statutes.

Shareholder oppression occurs when the majority shareholders or the
board of directors act in a manner that is detrimental to minority shareholders.
Although oppression was once thought to encompass only illegal or fraudu-
lent acts, the term has come to include conduct by the majority that breaches
fiduciary duty, denies the minority shareholder his or her reasonable expecta-
tions in acquiring shares and entering into a shareholder agreement, or is bur-
densome, harsh, and wrongful to minority shareholder interests. Oppressive
acts by the majority can be very damaging to a minority shareholder; for ex-
ample, a majority decision may eliminate a minority shareholder’s ability to
receive dividends or other types of benefits from a corporation.

The shareholder oppression statutes are part of corporate dissolution
statutes, which are the laws in place to provide guidelines for dissolving cor-
porations. Many, if not most, states allow shareholder oppression as a trigger-
ing event for dissolution or a buy-out of the claimant’s shares.44 Dissolution
statutes vary much more widely than dissenter’s rights statutes.

Events triggering dissenter’s rights are fairly universal and deal with a de-
cision by the majority to which a dissenting shareholder objects (merger,
share exchange, amendment to the articles of incorporation, etc). Dissolution
statutes exist to provide procedures by which businesses may wrap up their
business affairs and end their existence. Although most states use a combina-
tion of similar triggering events, the statutes are generally unique to each state.

The RMBCA provides three categories by which a corporation may
dissolve: voluntary dissolution, administrative dissolution, and judicial dis-
solution. In voluntary dissolution, shareholders or the board of directors
may vote and decide to dissolve a corporation. In administrative dissolu-
tion, the secretary of state may intervene to dissolve a corporation without the
approval of the board members or majority of shareholders if they fail to pay

Fair Value in Shareholder Dissent and Oppression | 101

43. Duke Law Review, “Oppression as a Statutory Ground for Corporate Dissolution,” 128
Duke Law Journal (1965), at n2.

44. The only exception is Michigan, where an action citing oppression can be brought by the
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be the remedy.
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the appropriate taxes or deliver annual reports, or if their incorporation ex-
pires. In judicial dissolution, the court may dissolve a corporation if:

■ The attorney general establishes fraud or abuse of authority
■ Shareholders establish deadlock, illegal, oppressive, or fraudulent be-

havior, or waste of assets
■ Creditors establish outstanding claims
■ The corporation requests court supervision in its voluntary dissolution

Fair value comes into play only when a shareholder files for dissolution,
rather than a creditor or the attorney general. If the company is dissolved ad-
ministratively for fraud or abuse of authority, unless any fines are incurred, the
shareholders will get a pro rata portion of the company’s assets in dissolution.
When creditors are the catalyst for dissolution, the shareholders will get a pro
rata share after the creditor is paid. However, when a shareholder files for dis-
solution, there is the possibility that either the corporation will elect to buy out
the minority’s shares at fair value or the court may direct that buy-out.

The RMBCA sanctions a buy-out of stock in lieu of dissolution as an al-
ternative remedy under the dissolution statutes when a shareholder files for
judicial dissolution. The buy-out option largely developed in the late 1970s to
compensate minority shareholders for oppressive acts taken against them.
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Exhibit 3.1 Oppression as Grounds for Dissolution

STATES OPPRESSION AS GROUNDS FOR DISSOLUTION?

Alabama, Arizona, Arkansas, Colorado, Yes
Connecticut, Hawaii, Idaho, Illinois, 
Iowa, Maine, Maryland, Michigan, 
Mississippi, Missouri, Montana, 
Nebraska, New Mexico, New Jersey, 
New York, Oregon, Pennsylvania, 
Rhode Island, South Carolina, 
South Dakota, Tennessee, Utah, 
Vermont, Virginia, Washington, 
West Virginia, Wisconsin, Wyoming.
Alaska, California, Florida, Georgia, Do not mention oppression specifically, but do 
Kentucky, Minnesota, New Hampshire, allow for dissolution on the basis of majority 
North Carolina, North Dakota behavior that is illegal, unfair, or fraudulent in

some way
Delaware, District of Columbia, Indiana, No
Kansas, Louisiana, Massachusetts, 
Nevada, Ohio, Oklahoma, Texas
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Most states allow for the minority shareholder to file for judicial dissolu-
tion; some do not, and leave the action to other channels.45 Delaware, for in-
stance, does not cite shareholder oppression in the dissolution statute. Instead,
it leaves the decision of wrongdoing to the consideration of fairness under an
appraisal proceeding.

The dissolution statutes vary based on the events that trigger dissolution in
each state. Almost all states had adopted a statute for involuntary dissolution
by 1965, and 12 states had oppression as grounds for dissolution.46 Twenty-
four states have provided oppression as a basis for dissolution since then.47

Others do not specifically allow minority shareholders to file for dissolution
citing oppression, but do provide shareholders the ability to dissolve the com-
pany citing acts that basically constitute oppression.48 Many of the states that
allow shareholder dissolution also have a buy-out provision written into their
statutes. In other states, although no statutory buy-out option exists, case law
recognizes the use of a buy-out at fair value as an equitable remedy. Several
states also have a minimum-percentage share ownership requirement to file a
judicial dissolution action.49
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45. Delaware and Indiana allow shareholder dissolution only in the case of deadlock. Kansas
and Louisiana allow shareholder dissolution in the case of deadlock, but only if irrepara-
ble damage is being done to the corporation or shareholders. Massachusetts requires that
no less than 40% outstanding shareholders can file for dissolution, but only in cases of
shareholder or management deadlock. Michigan allows shareholders to file if they can-
not agree on management and corporation is not able to function properly. Nevada and
Ohio allow shareholder dissolution only if petitioned by a majority. Oklahoma, Texas,
and the District of Columbia do not allow shareholders to petition for dissolution.

46. Alabama 1961; Alaska 1962; Illinois 1953; Iowa 1962; Missouri 1952; North Dakota 1960;
Oregon 1961; Pennsylvania 1958; Texas 1956; Utah 1963; Virginia 1956; Wyoming 1963.
From 128 Duke Law Review, “Oppression as a Statutory Ground for Corporate Dissolu-
tion,” at 134.

47. Arizona, Arkansas, Colorado, Connecticut, Hawaii, Idaho, Maine, Maryland, Michigan,
Mississippi, Montana, Nebraska, New Hampshire, New Jersey, New Mexico, New York,
Rhode Island, South Carolina, South Dakota, Tennessee, Vermont, Washington, West
Virginia, Wisconsin.

48. California, Alaska, Florida, Georgia, Kentucky, Minnesota, North Carolina, North
Dakota.

49. This information can be found in each state’s statutes. As of the publication of this book,
Alaska and California require 33 1/3% share ownership to file a dissolution action. New
York and Georgia require a 20% share ownership.
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Alternative Remedies

As long as dissolution was the primary remedy for oppressed minority share-
holders, the courts were hesitant to find in favor of the minority shareholder.50

Oppressive conduct had to be egregious—a waste of assets, or gross fraud or
illegality. Dissolution was viewed as drastic.

An example of a court’s failure to dissolve a corporation in a clearly op-
pressive situation is the case of Kruger v. Gerth,51 a 1965 New York decision.
In that case, a corporation was formed by investors to benefit shareholders by
way of employment and salary. When one partner died, his wife maintained
her husband’s share of the corporation but was no longer permitted to bene-
fit from the salary. The corporation refused to buy her out, and the court refused
to dissolve the corporation.

Dissolution remained the statutory remedy until the states began to insti-
tute buy-out provisions for the shares of oppressed shareholders.52 In 1941,
California was the first to institute a buy-out provision; its statute53 provided
an option for a corporation to offer petitioning minority shareholders the fair
cash value for their shares in lieu of dissolution.54

In the 1970s, the courts that had adopted oppression as a trigger for dis-
solution began to explore alternative remedies to dissolution. Several judicial
remedies for the oppressed shareholder emerged. The court could decide to:

■ Require the company to liquidate and the proceeds be equitably
distributed

■ Find no oppression and keep status quo
■ Order a purchase of the shares and let the company continue

A 1991 revision to the RMBCA introduced the statutory buy-out for
shareholders filing for dissolution. The fair value buy-out as an alternative
remedy was already in use in some states. It emerged in the late 1970s in cases
like New York’s Topper v. Park Sheraton Pharmacy, a case that is discussed
further in the context of oppression remedy. Exhibit 3.2 provides a list of the
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50. 128 Duke Law Review, “Oppression as a Statutory Ground for Corporate Dissolution,”
at n2.

51. 16 N.Y.2d at 804, 210 N.E.2d at 356, 263 N.Y.S.2d at 2.

52. Murdock, “Evolution of Effective Remedies for Minority Shareholders,” at 461.

53. 1941 Cal. Stat. 2058-59 (codified as amended at CAL. CORP. CODE § 2000 (West
1977 & Supp. 1989).

54. Murdock, “Evolution of Effective Remedies for Minority Shareholders.”
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states that have a statutory buy-out option, those that have it only in their close
corporation statutes, and those that do not use the buy-out as a statutory remedy.

Context of Oppression Remedy

Although dissent and oppression cases are often grouped together, their nature
is very different. Oppression is generally more personal. It often involves the
loss of employment, exclusion from a close corporation that the stockholder
may have helped build, or a family fallout that results in the breaking up of a
corporation. Dissent is generally less personal. Dissenter’s rights proceedings
usually involve shareholders with small interests in a corporation. They may
not even include individuals who regularly participate in the business.

There are also similarities between dissent and oppression cases. The pri-
mary similarity is that they both use the fair value standard. Many courts un-
derstand the fair value definitions as expressed by the dissenter’s rights statutes
to carry over to the dissolution statutes. The ALI asserts that fair value can be
viewed differently for oppression and dissent, but many courts view it other-
wise. For example, in New Jersey’s oppression case Balsamides v. Protameen
Chemicals,55 the Supreme Court of New Jersey agreed with Washington’s
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Exhibit 3.2 Availability of the Statutory Buy-Out Remedy in Judicial
Dissolution by State

STATES ELECTION TO BUY-OUT

Alabama, Alaska, Arizona, California, Connecticut, Yes
Florida, Hawaii, Idaho, Illinois, Iowa, Maine, Michigan,a
Minnesota, Mississippi, Nebraska, New Hampshire, 
New Jersey, New York, North Carolina,b Rhode Island, 
South Dakota, Virginia, West Virginia, Wyoming
Georgia, Maryland, Missouri, Oregon, South Carolina, Yes, but in close corporation 
Utah, Vermont, Wisconsin provision only
Arkansas, Colorado, Kentucky, Montana, Nevada, No
New Mexico, North Dakota, Pennsylvania, Tennessee, 
Washington,
Delaware, District of Columbia, Indiana, Kansas, No oppression as grounds for
Louisiana, Massachusetts, Ohio, Oklahoma, Texas dissolution statute
aAs Michigan has oppression independent of the dissolution statute, the court may order
dissolution, purchase at fair value, or other remedy provided for in the statutes.
bNorth Carolina allows the company to avoid dissolution by a buy-out after the court decides
that the situation merits dissolution.

55. Balsamides v. Protameen Chemicals, Inc., 160 N.J. 352, 734 A.2d 721, 736 (N.J. 1999).

ch03_4694.qxd  9/11/06  12:51 PM  Page 105



Supreme Court in Robblee v. Robblee56 that there is no reason to believe that
fair value means something different in reference to dissenting shareholders
than it does in the context of oppressed shareholders. In addition, many op-
pression and dissent cases cite each other for guidelines on how to deal with
various elements of valuation.

Both oppression and dissent were developed to protect minority share-
holders from being excluded or abused by the majority. In states where the op-
pression remedy is unavailable, oppressed shareholders may claim dissenter’s
rights. Reverse stock splits are generally used to cash out minority sharehold-
ers by reducing the number of shares in a corporation such that, for example,
certain members hold less than one share and are forced to sell it back to the
corporation. The Northern District of Illinois Court decided in Connector Ser-
vice Corporation v. Jeffrey Briggs57 that the Delaware language governing re-
verse split cash-outs was similar to the language governing cash-out mergers
and ordered the fair value of the stock to be determined using the same criteria
as in a cash-out merger. This conclusion is consistent with the Delaware de-
cision in Metropolitan Life Insurance Co. v. Aramark Corp., which granted a
quasi-appraisal remedy in a reverse split.58

Freeze-Outs and Squeeze-Outs

Freeze-outs often fall under the category of oppression. One characteristic of
a close corporation is that often, its shareholders are also its employees. As a
result, close corporations attract shareholders for a variety of reasons, but fre-
quently, one will invest with the expectation of receiving a salary from em-
ployment and participation in the corporation. When an employee is frozen out
of a corporation, it means that although he or she remains a shareholder, man-
agement eliminates the shareholder’s job. Additionally, when applicable, the
majority may elect to eliminate the payment of dividends. Although the own-
ership interest remains intact, the shareholder no longer receives the benefits
he or she has received historically. In addition, there is no necessity for the
company to buy out the shareholder, as it costs the company nothing to keep
the shareholder locked in.59 The case of Topper v. Park Sheraton Pharmacy
(discussed in the next section) is an example of a freeze-out.
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56. 68 Wash. App. 69, 841 P.2d 1289, 1294 (Wash. Ct. App. 1992).

57. No. 97 C 7088 U.S. Dist. Ct., 1998 Lexis 18864 (N.D. Ill. Oct. 30, 1998).

58. 1998 Lexis 70 (Del. Ch. 1998)

59. Murdock, “Evolution of Effective Remedies for Minority Shareholders,” at 441.
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Squeeze-out mergers, which are generally designed to exclude minority
shareholders from the future profits of a corporation, can trigger dissenter’s
rights as well. At the exclusion of the minority, a new company will be formed
by the controlling shareholders. The minority shareholders will be cashed out
in the transaction, without the ability to participate in any future profits. The
only options the minority shareholders have are to exchange their shares for the
cash price offered or exercise their dissenter’s rights.60 Offenbecher v. Baron
Services61 from Alabama is an example of a situation where a corporation ef-
fected a merger to exclude one minority shareholder.

James Offenbecher v. Baron Services, Inc.

In 1990, Baron Services was incorporated for the purpose of selling weather-
radar systems and related software. James Offenbecher had designed some
of the software, and Baron gave him 130 shares of Baron Services stock.
Baron Services made no profit for several years, selling only 10 radar systems.
In 1997, however, it sold 23 systems and profits increased to $735,261.

In early 1998, the board of directors of Baron Services decided to merge
Baron Services into a separate Delaware corporation. The board planned a
cash-out provision providing for a cash payment to any shareholder owning
fewer than 150 shares of Baron Services and denying any such shareholder
any ownership stake in the corporation after the merger. Offenbecher de-
manded his fair value.

Offenbecher argued that the trial court erred in determining how many
shares were outstanding, but the court determined that Offenbecher did not
have substantial proof. Offenbecher also argued that the trial court erred in
accepting a 50% marketability discount in the valuation of his shares. This
was based on the testimony of Baron Services’ valuation expert, who indi-
cated that since the company was closely held and not publicly traded, he
was reducing the value of the shares to $547.77 per share.

Offenbecher’s valuation expert valued each share at $1,653.85. One sub-
stantial difference between the two experts was the use of the marketabil-
ity discount.

The court found that after the board’s decision, the postmerger corpo-
ration generated almost $5 million in profit in the first five months. In the first
18 months, Offenbecher would have received over $1 million in distributions
as a shareholder. After reviewing various commentators and cases on the

Fair Value in Shareholder Dissent and Oppression | 107

60. Shannon P. Pratt, Valuing a Business: The Analysis and Appraisal of Closely Held Com-
panies, 2nd ed. (Homewood, IL: Dow Jones-Irwin, 1989), at 389.

61. 874 So. 2d 532; 2002 Ala. Civ. App. LEXIS 365.
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nature of a squeeze-out and the use of discounts, the Alabama Court of Ap-
peals concluded that the squeeze-out of Offenbecher was made economi-
cally possible by the application of the marketability discount.

The Court of Appeals stated that in recognizing the discount, the trial
court failed to recognize the role of modern appraisal remedy, and made it
possible for the exact sort of squeeze-out that the appraisal remedy was de-
signed to prevent. The court remanded the case for recalculation of the
stock’s value without the application of a marketability discount.

Recognizing Oppression

As oppression became more widely recognized over the course of the twenti-
eth century, the courts eventually had to find ways in which to identify whether
oppression had actually occurred. Some viewed oppression as akin to fraud-
ulent or illegal acts. The Illinois court’s decision in Central Standard Life In-
surance v. Davis62 in 1957 applied the term oppression more broadly than
fraudulent or illegal activity despite finding in favor of the corporation.

Central Standard Life Insurance v. Davis

Central Standard Life Insurance owned 4,098 of 7,250 shares of 7.5% cumu-
lative preferred stock in the Abraham Lincoln Hotel Company (Hotel Company)
with par value of $100 per share. The preferred stock was issued alongside
8,000 shares of common stock issued at $5 per share. The hotel was oper-
ated by the Abraham Lincoln Hotel Operating Company (Operating Company)
under leases from the Hotel Company. C. Hayden Davis owned 7,990 shares
of the common stock in the hotel company, with two others owning 5 shares
each. Davis also owned a majority of the common shares of the operating
company.

Dividends were paid on the preferred stock in the first 7 years of the op-
eration of the company, but for the subsequent 21 years, no dividends were
paid. At the time of filing, cumulative dividends amounted to $1,051,800, and
the par value of the outstanding preferred stock was $701,200, which would
have to be paid to the preferred shareholders before anything could be paid
to the holders of the common stock upon liquidation.

The complaint alleged that the operating history of the company revealed
that it would never profit sufficiently to satisfy the outstanding dividends to
the preferred stockholders. The plaintiffs, Central Standard Life Insurance,
also alleged that the assets of the company were substantially less than the
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62. Ill.2d 566, 576, 1441 N.E.2d 45, 51 (1957).
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$1,753,000 owed to the preferred stockholders, and these assets were de-
preciating steadily.

The plaintiffs believed that the only way they would ever receive any
benefits from the company would be for the company to dissolve. They
brought suit that, under the current circumstances, refusal to dissolve the
company was oppressive conduct to the minority shareholders. The com-
pany refused to dissolve, alleging that the assets of the company were worth
more than $2 million and that the plaintiffs had no right to pursue the action.

There was conflicting evidence concerning the Hotel Company’s as-
sets. The plaintiffs’ expert testified that the value of the Hotel Company was
$700,000, excluding the furnishings that were owned by the Operating Com-
pany. The Hotel Company introduced an appraisal obtained for insurance
purposes that asserted the reproduction value plus the value of the property,
less depreciation, was $2,369,007.26.

In addition, the plaintiffs identified a contract that Davis entered into
two years after the proceeding began, selling all his stock interest in both
the Hotel Company and the Operating Company for $1,500,000.

The initial master in the case held the value of the companies irrelevant,
in that as the plaintiff previously did not dissent in a stockholders’ or board
of directors’ meeting, the actions of the defendants could not be illegal, op-
pressive, or fraudulent and that the case should be dismissed for want of
equity.

The Appellate Court affirmed,63 indicating that the definition of oppres-
sion was “unreasonably burdensome, unjustly severe, tyrannical, overpow-
ering to spirit or senses.” The court recognized that oppression must be
separate from illegal and fraudulent, and the evidence did not establish op-
pression because there was no mismanagement or misapplication of assets.

The Illinois Supreme Court overturned the lower court’s decision, stat-
ing that the plaintiff did not contend that there was any illegal or fraudulent
conduct and admits that the hotel was run as efficiently as could be ex-
pected. The complaint was based only on the fact that the individual defen-
dants refused to liquidate the company and the corporation had shown no
indication that it would sufficiently profit in the future to supply the preferred
shareholders their value before the expiration of the charter, over 60 years
in the future.

The court concluded that the word oppressive does not carry the con-
notation of imminent disaster for the company, as some other cases had in-
dicated, and agreed with the plaintiff’s claim that the word oppressive does
not necessarily indicate fraud or mismanagement, but can be more liberally
applied. Despite this decision, no remedy was granted.
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As for the valuation, the court decided that although the plaintiff’s ex-
pert was well experienced in the market for similar hotels, his rule-of-thumb
valuation was not necessarily a good indication of value. The court also did
not feel that the brick-and-mortar insurance valuation was acceptable as a
valuation, nor was the sale-of-stock contract.

The court acknowledged that the Hotel Company had paid down its
mortgage and increased its gross income from $400,000 in 1942 to over
$1,000,000 in 1951. This case also admonished that dissolution was a drastic
remedy, which should not be invoked lightly by the courts. In light of the fact
that there might be the prospect of gain for this corporation, and the pre-
ferred shareholders could potentially begin seeing some value in the near
future, the corporation was allowed to continue on undisturbed.

Reasonable Expectations

A breach of reasonable expectations was established as a fundamental deter-
mination of oppression based on the 1980 New York case Topper v. Park
Sheraton Pharmacy.64 In this case, the court found that the plaintiff’s reason-
able expectations were violated by an intentional freeze-out and ordered the
buy-out of his shares.

Topper v. Park Sheraton Pharmacy

Three individuals, Topper, Goldstein, and Reingold, operated two pharma-
cies in prominent Manhattan hotels, the New York Sheraton and the New
York Hilton. The shareholder agreements were executed in early 1979. The
agreements provided no method for transfer or purchase of shares, nor did
they specify terms of employment.

Topper associated himself with the other two individuals in the two cor-
porations (Center City Enterprise, Inc. and Park Sheraton Pharmacy, Inc.)
with the expectation of being an active participant in the operations of the
corporations. In order to participate, Topper ended a 25-year employee re-
lationship with Continental Drug Corporation, and he and his family left their
home in North Miami, Florida to move to New York to engage in the two cor-
porations. Topper invested his life savings in the venture and executed per-
sonal guarantees of a lease extension and promissory notes for the purchase
price of his stock interest.

The majority stockholders affirm that in February 1980, they discharged
Topper as an employee, terminated his salary (after his salary had been raised
from $30,000 to $75,000 in the first year), removed him as an officer and as a
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cosignatory on the corporate bank accounts, and changed the locks on the
corporate offices to exclude him from entrance. The controlling sharehold-
ers claimed that the petitioner had suffered no harm, as his one-third inter-
est remained intact. In addition, the corporation had not paid dividends.

The court deemed that the actions of the majority constituted a freeze-out
and were oppressive, as they violated Topper’s reasonable expectations in
joining the partnership. The court recognized that in a close corporation, the
bargain of the participants is not necessarily reflected in the corporation’s
charter, by-laws, or other written agreement. In many small corporations, mi-
nority shareholders expect to participate in management and operations, and
these expectations constitute the bargain of the parties by which subsequent
conduct must be appraised.

The court also stated that the business corporation law determines that
oppression of the “rights and interests” of minority shareholders in a close
corporation is an abuse of corporate power. These rights are derived from
the expectations of the parties underlying the formation of the corporation.
The court awarded Topper the right to the fair market value65 of his shares as
of the day prior to the date of petition, as empowered by the business cor-
poration law.

The shareholders’ agreement can provide a basis by which the courts can
determine the reasonable expectations of a shareholder.66 An ABA report sug-
gests that courts observe the provisions of a shareholder agreement unless the
circumstances of the case suggest otherwise. The shareholder agreement may
indicate a previously agreed upon value or method for determining fair value
that can be used in the case of dissenter’s rights or oppression cases.67

In the unreported Connecticut case of Stone v. Health,68 the plaintiff
sought to dissolve the corporation as tensions became high among the doctors
in the corporation. The plaintiff claimed she was entitled to a fair value of
$338,000 as her share, but the shareholders’ agreement stated that she was en-
titled to the net book value of the assets she had contributed to the corporation,
a little over $13,000. No oppression was found by the court, and the court found
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it was not inequitable or unfair under the circumstances to look to the stock-
holders’ agreement for a determination of value.

This would seem to indicate that maintenance of and adherence to a share-
holders’ agreement provides a certain amount of clarity as to shareholder ex-
pectations, as long as a particularly egregious breach of the agreement has not
occurred.69

Breach of Fiduciary Duty

As one of the landmark cases offering relief to oppressed shareholders, the
Massachusetts case of Donahue V. Rodd Electrotype of New England70 es-
tablished that a breach of fiduciary duty (the obligation owed to minority
shareholders by the majority), may determine whether shareholder oppres-
sion has occurred.

Donohue v. Rodd Electrotype of New England

In 1935, Harry C. Rodd, began working for the Royal Electrotype Company of
New England, Inc. Rodd advanced quickly in the company, being elected as
a director in 1936, and succeeding to the position of general manager and
treasurer in 1946. Joseph Donahue was hired in 1936 as a “finisher” of elec-
trotype plates. He ultimately achieved the positions of plant superintendent
in 1946 and corporate vice president in 1955, although he never actually par-
ticipated in the management of the business.

Rodd and Donahue acquired shares of the Royal Electrotype Company,
Rodd acquiring 200 shares at $20 per share and Donahue acquiring 50 shares
at $20 per share. Another individual owned 25 shares, while the parent com-
pany (Royal Electrotype of PA) retained 725 shares.

In June 1955, Royal Electrotype of New England purchased all 725
shares from the parent company at a total price of $135,000. The 25 shares
owned by the other individual were also purchased. The stock purchases
left Harry Rodd in control of the corporation. By 1955, he had already assumed
the presidency and was the 80% majority shareholder. Donahue was the
only minority shareholder. The company subsequently was named Rodd
Electrotype of New England.

Harry Rodd’s sons assumed control of the company between 1959 and
1967. Harry Rodd also pursued a gift program by which he distributed his
shares among his two sons and his daughter, each child receiving 39 shares,
with 2 shares being returned to the corporate treasury. In 1970, Harry Rodd
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was 77 years old. He wished to retire but insisted that some financial
arrangements be made regarding his remaining 81 shares of stock. The di-
rectors of the company decided that they would purchase 45 shares for $800
a share ($36,000). Following this, each child was gifted additional shares such
that each held 51 shares, while the Donahues owned 50. (Ownership was
transferred to Donahue’s wife, Euphemia [45 shares], and son, Robert [5
shares] after Joseph Donahue died in 1968.)

In 1971, the Donahues learned that the corporation had purchased
Harry Rodd’s shares. The minutes of the meeting show that the stockholders
unanimously voted to ratify all acts of the company president, including the
stock purchase agreement. Later, however, the trial judge found that the
Donahues did not vote affirmatively.

After the meeting, Euphemia Donahue offered her shares to the corpo-
ration on the same terms given to Harry Rodd. The corporation refused to
purchase the shares as it was not in a financial position to do so.

The plaintiff, Euphemia Donahue, characterized the purchase of Harry
Rodd’s shares as an unlawful distribution of corporate assets to controlling
shareholders constituting a breach of fiduciary duty. The defendants claimed
that the purchase was within the powers of the corporation and met the re-
quirements of good faith and inherent fairness, and asserted that there is no
right to equal opportunity in corporate stock purchases for the corporate
treasury.

The court characterized the transaction as a preferential distribution of
assets, as the controlling group distributed corporate assets to the stock-
holder whose shares were purchased but did not offer the same distribution
to the minority shareholder. The controlling stockholder received an advan-
tage over his fellow stockholders, which is inconsistent with the strict
standard of fiduciary duty required in close corporations. In essence, the con-
trolling shareholder turned corporate funds to personal use. The court granted
relief to the minority shareholder on the grounds of equal opportunity.

The judgment required either that Harry Rodd remit the $36,000 with
interest or that the plaintiff’s 45 shares be purchased for $36,000 without
interest.

Heavy-Handed and Arbitrary or Overbearing Conduct

Heavy-handed and arbitrary or overbearing conduct is the standard that Illinois
uses to determine whether oppression has occurred. This definition seems to
leave the most discretion to the court’s judgment on oppressive conduct. This
standard was established by the 1972 case Compton v. Paul K. Harding Realty
Co.71
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Compton v. Paul K. Harding Realty Co.

Martha L. Compton was an officer and a shareholder of the Paul Harding Re-
alty Corporation, along with the defendant, Paul Harding. When they formed
the business together in 1962, Harding led the discussions and planning on
the formation of the corporation due to his more extensive experience in real
estate.

Once the corporation was formed, Compton and Harding continued dis-
cussions in regard to an agreement between the shareholders. Compton
testified that an agreement was drafted on yellow paper and later typed up
by Harding. The provision that she had required was that the corporation was
not to have any additional shareholders, other than Compton, Harding, and
her brother, Forrest Leoty.

Compton asked Harding to sign it, but he claimed that the memo would
have no force and effect as a contract, as it was simply a memorandum out-
lining how the corporation was to be operated. The document was undated,
but typed on letterhead and signed by Compton, Harding, and Leoty. The
memo stated:

President as operating head shall have authority to set salaries and to do
those things which normally are the responsibility of the operating head of
the company.

Manager—Salary of operating manager is to be set at $100 a week,
basic. When business is showing a profit salary is to be increased to $175
a week. This salary is to be determined on the previous 90 days profit
experience.

Management shall consist of Paul K. Harding as president and man-
ager, Martha L. Compton as executive vice president and treasurer.

The record of the case states that from the beginning, the corporation
was loosely managed and the shares of the corporation were not distributed
in accordance with the memorandum. Although the agreement stipulated
that Harding’s salary would be $100 per week, at the onset of business he re-
ceived $175, soon raising it to $200. In the fall of 1964, the salary was raised
to $250 per week. He also received commissions.

Compton contended that Harding was guilty of self-dealing and corpo-
rate mismanagement, raising his salary without notice to the shareholders
and contrary to the terms of the agreement. If indeed the company had shown
the necessary profit to support the $175 salary, he would have been paid
$36,225 over the course of the year. Instead, he was paid $52,133.06.

The court found that between incorporation and the trial, Harding had
taken $29,457 in excess of his contractual salary, which was to be paid back
to the corporation before liquidation. It did not find that fraud had occurred.
Harding claimed that the agreement he signed should have no effect, but the
court stated that many close corporations have similar agreements and
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these have previously been recognized by the courts. Harding also contended
that the salary considered to be in excess was not calculated properly. The
court agreed, and after a review of the profits and losses of the corporation
over the time period in question, the court reduced the repayment to $15,925.

Last, and most significant with respect to the precedent set by this
case, Harding claimed that there was no statutory basis by which the court
could order liquidation, as he had committed no fraud. The court looked to
the statute indicating the availability of dissolution if the acts of the directors
are illegal, oppressive, or fraudulent. The court referred to the case of Cen-
tral Standard Life Insurance v. Davis, where the court held that oppression
is not necessarily synonymous with illegal and fraudulent. The court went on
to say the following, thereby establishing the doctrine of heavy-handed, ar-
bitrary, and overbearing conduct as a test for oppression:

We think there is ample evidence in the record showing an arbitrary, over-
bearing and heavy-handed course of conduct of the defendant Harding to
justify the finding of oppression and the order of dissolution. Specific in-
stances of such evidence include testimony regarding the failure of de-
fendant Harding to call meetings of the board of directors or to consult with
plaintiff Compton regarding management of corporate affairs, his imperi-
ous attitude when questioned about his salary and his dilatory reaction to
the plaintiffs’ requests.72

After a final accounting, Harding was ordered to pay $15,925 back to the
corporation; costs of the receivership and liquidation would be enforced
against the corporation itself, rather than Harding, as his actions were not
necessarily illegal or fraudulent.

Next we turn to the use of the fair value standard in the context of dis-
senters’ rights and shareholder oppression suits.

STANDARD OF VALUE IN THE 50 STATES

Exhibit 3.3 lays out the language used by each of the 50 states and the District
of Columbia to define the standard of value in dissent and oppression statutes.
The chart includes:

■ The standard of value utilized
■ The basis for the definition as written in the statute
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■ The statutory definition, whether drawn from the RMBCA or created
independently by the state legislature

The majority of states use all or part of the RMBCA’s definition of fair
value. This definition involves several components, and in order to understand
the requirements of the definition, it is important to break it down and under-
stand each component separately.

BREAKING DOWN THE COMPONENTS OF FAIR VALUE

Before the Effectuation of the Corporate Action to Which the 
Shareholder Objects

This portion of the definition suggests a time frame for the valuation. It in-
structs the court to set a valuation date immediately prior to the corporate ac-
tion from which the shareholder dissents. Most states say that valuation should
reflect the value on the day before the corporate action (occurred or was voted
on) to which the shareholder dissents. This indicates that the shareholder should
not suffer or benefit from the proceeds or effects of the transaction he or she
dissented from, including benefits from synergies arising from the prospec-
tive transaction.

For example, in the case of Pittsburgh Terminal Corporation v. the Bal-
timore and Ohio Railroad,73 minority shareholders in PTC objected to a merger
that would effectively cash out their interest in the corporation. They argued
that the consideration they received was considerably less than an outsider
would bid for a controlling interest in the corporation. Upon review, the court
found that the controlling parties had effective control even before the merger,
and therefore it would not be appropriate to place a premium on the share price
in consideration of the merger.

In many cases the trial takes place long after the events occurred, and new
information is available at the time of the trial. Events that are known and
knowable as of the valuation date are generally to be considered in the ap-
praisal. In the case of Tri-Continental Corp. v. Battye,74 the court stated that
in determining value, the appraiser and the courts must consider any facts that
are known or that could be ascertained as of the date of the merger, as these
are essential in determining value.

120 | Standards of Value

73. 875 F.2d 549; 1989 U.S. App. LEXIS 6910. Applying Maryland Law.

74. 74 A.2d (Del. 1950).
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For example, in Smith v. North Carolina Motor Speedway,75 while the
dissenters focused on the growth and success of NASCAR in the three years
after the acquisition, the defense claimed that subsequent success should not be
relevant if not fully foreseeable at the date of the event. Apparently acknowl-
edging that those subsequent events should not be considered, the jury awarded
a price much closer to the defendant’s value.76

In certain cases, future events are used to validate the calculation of value
as of the valuation date, and are used as a sanity test for the valuation. For ex-
ample, in Lane v. Cancer Treatment Ctrs. of America, Inc.,77 the court allowed
postvaluation date discovery for a year after the action to test the value ascer-
tained in a premerger discounted cash flow calculation.

In New Jersey’s Lawson Mardon Wheaton v. Smith,78 the lower court re-
fused to consider a postevent acquisition price. After recognizing that Delaware
has allowed the use of postmerger information in appraisal in order to better
determine value at the time of merger,79 the New Jersey Supreme Court al-
lowed the consideration of postevent information. The dissenter’s assertion
was that the share price that had been determined to be $41.50 per share in
1991 was questionable because in 1996, an acquisition price of $63 per share
was offered. The court reasoned that the value of $41.50 per share in 1991
(when the company was doing well) should be questioned in light of an ac-
tual sale in 1996 at $63 per share (when the company was doing poorly).

The ALI recommends that in determining what a buyer would pay, the
court may include a share of any gain reasonably expected to result from the
combination, unless special circumstances exist that would make it unrea-
sonable. The ALI goes on to comment that the implications of the statutes that
say “immediately before the effectuation of the corporate action” could result
in unfairness. For instance, in a case where the majority intends to freeze out
the minority party in order to collect a price of $80 per share for a stock that
had previously traded no higher than $50, the ALI recommends that $80 should
be determined as the fair value.80
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75. No. 98-CVS-3766(NC Sup. Ct 2000).

76. Fishman, Pratt, and Griffith, “PPC’s Guide to Business Valuation,” at 1505.46.

77. No. CIV.A.12207, 1994 Del. Ch. LEXIS 67, at *10–11 (May 25, 1994).

78. 160 N.J. 383; 734 A.2d 738; 1999 N.J. LEXIS 835.

79. Cede v. Technicolor, Inc., No. CIV.A.7129, 1990 Del. Ch. LEXIS 259 (Oct. 19, 1990),
rev’d, 684 A.2d 289 (Del. 1996).

80. Id., at 315–322.
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Valuation Date in Oppression Cases
If a corporation or its controlling shareholders are permitted by statute to elect
to purchase the share of a minority shareholder who seeks involuntary dissolu-
tion on grounds of oppression, several valuation dates may apply. New York81

uses the day before the date the petition was filed. Rhode Island82 uses the date
of filing. California83 and New Jersey84 suggest the date of filing, but leave the
door open for the court to designate an alternative date if more equitable. For
example, a court may use the date of the actual oppression if it believes that the
minority will be adversely affected by changes in the company’s value after the
minority shareholder’s role in management has unjustifiably ended.

Excluding Any Appreciation or Depreciation in Anticipation of the
Corporate Action Unless Exclusion Would Be Inequitable

This portion of the definition requires valuing the company as if the corporate
action did not take place, so as not to unfairly benefit either of the parties from
the result of the action. However, this definition also suggests that postmerger
information could be considered to the extent that it reflects appreciation un-
related to the merger.85 Primarily, appreciation in value due to the normal
course of business can be included, but the exclusion provision suggests that
if the action was unfair or self-dealing by the majority, having enriched them-
selves at the expense of the dissenter, those acts may be considered in the de-
termination of fair value. For example, if minority shareholders are excluded
from a transaction, perhaps in a squeeze-out merger, and dissent from their
exclusion, the courts may find that equitable relief would be to include the
synergy from the transaction to provide compensation for the minority to ac-
count for actions of the majority. In addition, an often overlooked issue in val-
uation is that not all synergies should be disregarded. Only those synergies
not available to a particular buyer may be indicative of investment value.

The ABA removed “excluding any appreciation or depreciation in antic-
ipation of the corporate action unless exclusion would be inequitable” from
the fair value definition in the 1999 RMBCA. The ABA’s commentary on the
removal indicates that the provisions have not been susceptible to significant
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85. Wertheimer, “Shareholders’ Appraisal Remedy,” at n432–437.
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judicial interpretation and that their exclusion would allow for the broadening
of the concept of fair value. Instead of using these lines, the ABA follows the
ALI in recommending the use of customary and current techniques to keep up
with evolving economic concepts.86

Customary and Current Valuation Techniques

The ALI’s Principles of Corporate Governance state that “[f]air value should
be determined using the customary valuation concepts and techniques gener-
ally employed in the relevant securities and financial markets for similar busi-
nesses in the context of the transaction giving rights to the appraisal.”87

In the notes to this section, the ALI discusses why using customary valu-
ation methods are necessary. It acknowledges that the main problem with val-
uation is definition and measurement. With respect to measurement, as
corporations have different underlying assets, no universal technique of mea-
surement can cover all industries. Therefore, it is necessary to allow flexibil-
ity in valuation so that the valuation professional and the courts can use their
best judgment to find equitable outcomes.88

In 1983, the Delaware Supreme Court established the foundation for the
use of current and customary valuation techniques used by the financial com-
munity in their decision in Weinberger v. UOP, Inc.89 In this landmark decision
regarding the determination of value in shareholder dissent cases, the court’s
opinion affirmed the concept that a company could be valued using alternative
methods, rather than relying solely on the Delaware block method as the courts
had before.

Weinberger v. UOP, Inc.

UOP, Inc. (formerly Universal Oil Products Company) was a diversified in-
dustrial company that engaged in petroleum and petrochemical services,
construction, fabricated metal, transportation, chemicals, plastics, and other
products and services. Its stock was publicly held and traded on the New
York Stock Exchange. Signal Corporation, Inc., was a diversified technology
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87. American Law Institute, Principles of Corporate Governance, at 315.
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company operating through various subsidiaries, including the Garrett Cor-
poration and Mack Trucks, Inc.

In 1975, negotiations took place and through tender offer and direct pur-
chase, Signal obtained its 50.5% interest in UOP at $21 per share, while the
stock was trading at slightly under $14. At UOP’s annual meeting, Signal
elected 6 members to the 13-member board. When the chief executive offi-
cer (CEO) of UOP retired in 1975, Signal replaced him with an executive of
the Garret Corporation who took the old CEO’s position on the board, as well.

UOP then went through some difficult years financially. During that time,
Signal performed a study of the feasibility of acquiring the 49.5% balance of
UOP’s shares. The study indicated that acquiring the shares at any price
under $24 would be a good value. Signal’s executive committee proposed a
merger by which the remaining shares would be cashed out at $21 per
share. UOP’s shares were trading at $14.50 the day prior to the announce-
ment of the merger.

At the annual meeting, the merger was voted on, and 3,208,652 of the mi-
nority shares were voted (56% of the total 5,688,302 minority shares). Of
these, 2,953,812 voted in favor of the merger and 254,850 voted against it. In
May 1978, the merger was effectuated between UOP, Inc. and Sigco Inc., a
wholly owned subsidiary of Signal. As a result, UOP became the wholly
owned subsidiary of Signal Companies, and UOP’s former minority share-
holders were cashed out at $21 per share for their former interests in UOP.

The plaintiff, William Weinberger, brought action claiming that share-
holders would not have exchanged their shares for the $21 price. He claimed
that this number was grossly inadequate and unfair to their interests. Through
the proceeding, he looked for the minority shareholders to be awarded dam-
ages or the appropriate value for their shares based on the substantial as-
sets of the company. There were additional charges of abuse of authority,
misleading shareholders, and a breach of fiduciary duty for failure to argue
for a higher value of the shares.

The defendants held that their purpose was in no way illegal. They as-
serted that the $21 share price paid was a 40% premium over market price
and was more than fair to the minority.

The Court of Chancery’s opinion indicated that the merger was enacted
in entire fairness. The court ruled that UOP’s neglect to acquire appraisals of
all property and assets was not a breach of fiduciary duty because the ap-
praisals would have no bearing on the fairness of the merger. As for the al-
leged impropriety of the share price, the plaintiff brought in an expert who
used comparative analysis based on an analysis of the premium paid over
market in 10 other tender-offer merger combinations and a discounted cash
flow method. By these methods, he asserted that the value of the shares
was no less than $26 per share. The defendant’s expert used the Delaware
block method and weighted the market value, net asset value, and investment
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value to come to the conclusion that the $21 share price was fair to minority
shareholders. The trial court agreed with the defendant’s expert, consistent
with the precedent of utilizing the Delaware block method to value shares.

Upon appeal, the Delaware Supreme Court overturned the ruling, stat-
ing that there were misrepresentations made by the directors in the failure
to supply sufficient information to shareholders, including the consideration
by the study conducted by Signal that $24 would be a good price to acquire
the additional shares. Therefore, as the merger was not made in fairness,
the plaintiff had a right to an appraisal of his shares.

The court relied on a 1981 amendment to the state’s dissent statute ref-
erencing fair value, that directs the court to “take into account all relevant
factors.” The court concluded that there is a legislative intent to fully com-
pensate shareholders for their loss.

Addressing the Delaware block method used by the defendant’s expert,
the court decided that this method excluded other generally accepted tech-
niques used in the financial community and the courts, and was therefore
outmoded. It stated that the standard should no longer be the exclusive tech-
nique used in valuation.

We believe that a more liberal approach must include proof of value by any
techniques or methods which are generally considered acceptable in the
financial community and otherwise admissible in court, subject only to our
interpretation of 8 Del. C. § 262(h).

The Court of Chancery’s findings that both the circumstances of the
merger and the price paid to the minority shareholder were fair were over-
turned, and the matter was remanded for further proceedings. In those pro-
ceedings, members of the plaintiffs’ class of shares were awarded an
additional $1.00 per share in damages plus interest.

Weinberger did not entirely do away with the use of the Delaware block
method; instead, it allowed the possibility for a widely accepted alternative
valuation procedure to be used as well as industry-appropriate valuation tech-
niques. The appropriate valuation method is not the same in every case. But it
is likely that a court will use the most relevant evidence presented to it to de-
termine value. As current and customary techniques evolve, so will the case
law. Interestingly, the discounted cash flow method, a method often not ac-
cepted by some courts, is widely used in dissent cases. In fact, the court in
Grimes v. Vitalink Communications Corporation90 commented that the dis-
counted cash flow method was increasingly the method of choice in valuations
in the Delaware Chancery Court.
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Exhibit 3.4 addresses the statutory guidance provided for determining
fair value (or other standard of value) in states that include discussion of the
use of customary and current techniques, all relevant factors, or other guid-
ance relating to the method of valuation in their statutes.

The Weinberger court’s directive that all methods typically used by the
financial community be considered in these matters, resulted in courts permit-
ting the use of a number of methodologies recognized by the financial com-
munity. Examples of several methods that have been utilized include:

■ Discounted cash flow (DCF). Weinberger v. UOP, Inc. used the dis-
counted cash flow method in its departure from the standard Delaware
block method. The discounted cash flow (DCF) methodology is widely
used in the determination of fair value, especially in Delaware. In the
1995 case of Kleinwort Benson Limited v. Silgan,91 the Delaware court
acknowledged DCF as a better way of determining the value of a cor-
poration than a market-based approach. The court weighted DCF more
heavily than the market approach, stating that the DCF method should
have greater weight because it values the corporation as a going concern,
rather than comparing it to other companies. In Grimes v. Vitalink,92 the
court referenced Kleinwort Benson Limited v. Silgan as evidence that the
Court of Chancery increasingly uses DCF in its valuations.

■ Guideline Methods. These methods involve valuing a privately held
company based on multiples generated from the market price of a
guideline public company’s traded shares (guideline public company
method) or from guideline transactions involving both public and pri-
vate companies (guideline transaction methods). Those values can vary
greatly due to market conditions, and the courts often rely more heav-
ily on other methods.

■ Excess earnings method. Although not necessarily the preferred method
of valuation, the excess earnings method has been employed in fair
value cases. For example, in Balsamides v. Protameen Chemicals,
Inc.,93 the excess earnings method was used by the plaintiff’s expert,
claiming that the defendants would not provide the information needed
to employ any other method.
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Exhibit 3.4 Guidance Provided by Statutory Language with Respect to
Valuation Techniques

GUIDANCE PROVIDED BY STATUTORY LANGUAGE
STATE WITH RESPECT TO VALUATION TECHNIQUES

Connecticut, Idaho, Iowa, Maine, Using customary and current valuation concepts
Mississippi, West Virginia generally employed for similar businesses in the

context of the transaction requiring appraisal and
without discounting for lack of marketability or
minority status except, if appropriate, for
amendments to the certificate of incorporation.
[emphasis added]

Alaska, New York The concepts and methods customary in the relevant
securities and financial markets for determining of a
corporation engaging in a similar transaction under
comparable circumstances and all other relevant
factors. [emphasis added]

Delaware, Oklahoma Value exclusive of any element of value arising from
the accomplishment or expectation of the merger or
consolidation, together with a fair rate of interest
including all other relevant factors. [emphasis added]

Rhode Island The court should take into account all relevant
factors [emphasis added]

New Jersey (Oppression) Oppression following Dissent (definition): The
purchase price of any shares so sold shall be their
fair value as of the date of the commencement of the
action or such earlier or later date deemed equitable
by the court, plus or minus any adjustments deemed
equitable by the court if the action was brought in
whole or in part under paragraph 14A:12-7(1)(c) [the
oppression provision contained in the dissolution
statute]. [emphasis added]

Ohio The amount that a willing seller who is under no
compulsion to sell would be willing to accept and that
a willing buyer who is under no compulsion to
purchase would be willing to pay, but in no event
shall the fair cash value of a share exceed the
amount specified in the demand of the particular
shareholder [emphasis added]

California (Dissolution/Oppression) The fair value shall be determined on the basis of the
liquidation value as of the valuation date but taking
into account the possibility, if any, of the sale of the
entire business as a going concern in liquidation.
[emphasis added]
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■ Several methods. In Nevada’s Steiner Corp. v. Benninghoff,94 the court
weighted various methods in order to find a fair value of the stock. First,
it looked to find enterprise value, weighting a DCF valuation 30% and
what it called a mergers and acquisition method 70%. To find market
value, the guideline company method was considered. Then enterprise
value and market value were weighted 75% and 25% respectively. The
Delaware Court of Chancery has used weighting in some recent cases
as well. In Andoloro v. PFPC Worldwide, Inc.,95 the court weighted
DCF at 75% and comparable companies at 25%. In In re United States
Cellular Operating Company,96 the weighting was 70% DCF, 30%
comparable acquisitions. In Montgomery Cellular Holding Co., Inc. v.
Dobler.97 The court gave a 30% weight to DCF, 5% to comparable com-
panies, and 65% to comparable acquisitions.

In many states, the appraisal remedy is primarily directed towards privately
held corporations. Many states have a “market exception” built into their
statutes. These states do not offer an appraisal remedy if the company has pub-
licly traded shares.98 The 1984 RMBCA did not include the market exception,
but the 1999 revisions make appraisal rights unavailable if the shares are listed
on the New York Stock Exchange or the American Stock Exchange, or are
designated as a national market system security by the National Association of
Securities Dealers. In addition, pursuant to these revisions, in order for a mi-
nority shareholder to qualify for dissenter’s rights, the company cannot have
over 2,000 shareholders with a market value over $20 million (exclusive of
the value of such shares held by its subsidiaries, senior executives, directors,
and beneficial shareholders owning more than 10% of such shares).

Although in many states the market exception prevents publicly traded
companies from being subject to appraisal remedy, the market approach to
valuation can still be a useful tool in performing the valuation of a closely held
corporation. For example, in the case of Carl Borruso and William Lee v.
Communications Telesystems International,99 the valuation expert used the
guideline public company method, as there was insufficient information to ad-
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96. 2005 WL 43994 (Del. Ch. 2004).

97. 2004 WL 2271592 (Del. Ch. 2004) and affirmed at 2005 WL 1936157 (Del. 2005).
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99. C.A. No. 16316-NC, 1999 Lexis 197 (Del. Ch. Sept. 24, 1999).
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equately apply the DCF method or other income multiples (e.g. earnings be-
fore income, taxes, depreciation, and amortization [EBITDA]).

The New Jersey courts recognized the importance of considering the
market value in valuation in the case of Dermody v. Sticco,100 referring to the
market price as a valuable corroborative tool.

The North Dakota court in Connector Service Corporation v. Jeffrey
Briggs101 noted that a multiple of EBITDA was a better method than DCF be-
cause the EBITDA multiple was based on the multiples used by the subject
company in two prior acquisitions.

It should be noted that merger and acquisition (M&A) market multiples
may include the synergies. Appraisers usually avoid using any synergies that
arise from the action to which the minority shareholder dissents, unless oth-
erwise directed by legal counsel or the courts.

DISCOUNTS AND PREMIUMS

A major issue in many fair value cases is whether discounts and/or premiums
are applicable. If applicable, the issue becomes the magnitude of such dis-
counts and/or premiums. The primary issues are shareholder level discounts
and applications of control premiums. The courts have debated whether mi-
nority shares should be valued by valuing the company on a pro-rata enterprise
basis or by valuing the shares themselves with respect to their minority status.
There have been arguments for and against the application of discounts. Some-
times the use of discounts or their nonuse can result in the unfair enrichment
of one of the parties.

The issue becomes the definition of what the minority shareholder has lost.
If viewed as a pro-rata share of the enterprise value, discounts would likely
not apply. If, however, valuation is viewed as what the investor could reason-
ably realize without the intervention of the courts, discounts would likely be
applied.

In determining fair market value, typically, lack of control and marketabil-
ity discounts are considered and when applicable, used. As on an open mar-
ket, the buyer would have to consider the lack of control and liquidity before
agreeing to purchase minority shares. One argument states that the nonuse
of discounts unfairly enriches the minority shareholder. It is argued further,
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minority shareholders would never get an undiscounted price on the open
market, and they would have been aware of this when they purchased the mi-
nority shares in the first place.

Probably the most popular arguments against discounts involve the origi-
nal purpose of the statute, as evidenced by the quote from Justice Black men-
tioned earlier. If the statutes were created to protect the shareholder from the
controlling shareholders, a minority discount would be contrary to logic, as the
majority shareholders would obviously benefit from a reduction in the amount
they would have to pay the minority. With respect to marketability discounts,
one could argue that the statute proposes that the judicial proceeding itself
creates a market for the shares, and therefore no marketability discount can be
taken at the shareholder level. Alternatively, if indeed the minority investor is
losing a pro rata proportion of the corporation in having to sell his or her shares,
the application of discounts may be viewed as encouraging bad behavior by
the majority, as they receive a premium for mistreating the minority.

Levels of Value

In a determination of value, one of the most important issues becomes the level
of value at which the valuation arrives. In the market, a willing buyer is usually
going to pay more per share for control shares than for minority shares. A will-
ing buyer is going to pay more for marketable shares than for nonmarketable
shares. Often, a strategic buyer, due to the potential synergies, is going to pay
more for the purchase of control shares than a non-strategic buyer.

Discounts and premiums should also be viewed in light of the type of val-
uation methodology used and the resultant level of value arrived at based on
that method. If indeed shareholder-level discounts (or premiums) are applic-
able, they should be applied after the valuation of the entity itself, including
any applicable entity-level discounts.102

Here we have the levels of value.

■ Synergistic Value—This is the highest value that would be paid for
control shares, generally if the purchase was made for a specific purpose
by the winning buyer.

■ Control Value—The control value of a company is value that a typical
buyer would pay for control of a company. This may be divided by the
number of shares to find a pro-rata share of the company’s control value.
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■ Marketable Minority—The next level is a minority share that may be
publicly traded. Although it still lacks control, a marketable minority
share is easily liquidated. For example, a share traded on the New York
Stock Exchange is a marketable minority share.

■ Non-Marketable Minority—The lowest level of value is the non-
marketable minority share of a privately held company. This share does
not have control over management, the board of directors, or a com-
pany’s direction without cooperation from the majority. The non-
marketable minority share is not traded on a public exchange, and,
therefore, is not easily liquidated.

Exhibit 3.5 shows the adjustments needed to move between the levels of
value.103

The exhibit represents a conceptual framework that should not be con-
strued as definitive. For example, unless one can extract more cash flow, the
so-called minority marketable shares may be trading at or close to control
value. Applications of discounts and premiums are fact specific and should be
applied on a case by case basis.

Other Shareholder Level Discounts

In addition to the frequently debated minority and marketability discounts at
the shareholder level, other shareholder-level discounts may be applied, in-
cluding blockage discounts and voting versus nonvoting share discounts. The
concept of blockage applies to a block of publicly traded stock, when the
block is so large relative to normal trading volume that an instant sale proba-
bly would be at a discounted price because supply would exceed demand.
This concept can apply to real property, art, and antiques.104

Empirical studies of the price differential between minority voting and
minority nonvoting publicly traded stock indicate that the market generally
accords little, if any, value to minority voting rights. Where differentials in
favor of minority voting stock exist, they generally have been under 5%.105

As previously mentioned, the courts have frequently rejected the notion
of discounting shares because of minority status in fair value cases; the courts
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generally view the intention of the laws as protection of the value of those mi-
nority shares in situations where that value is intentionally being diminished
by the controlling shareholders. The court in Dreiseszun v. FLM106 stated:
“The statute does not . . . intend that a minority stockholder be in any way pe-
nalized for resorting to the remedy afforded thereunder.” Further, the New
York case of Blake v. Blake Agency, Inc.107 stated with respect to the appraisal
statute: “Business Corporation Law §1104—a [dissolution statute] was en-
acted for the protection of minority shareholders, and the corporation should
therefore not receive a windfall in the form of a discount because it elected to
purchase the minority interest pursuant to Business Corporation Law § 1118
[election to purchase].” However, in these circumstances, discounts for lack
of marketability are generally considered in New York. The Massachusetts
court similarly stated in BNE Massachusetts Corp. v. Sims108 that “[t]he task
assigned to the court by § 92 is not to reconstruct an ‘intrinsic value’ of each
share of the enterprise but, rather, to determine what a willing buyer realisti-
cally would pay for the enterprise as a whole on the statutory valuation date.”

In many cases, the courts have been reluctant to set a precedent or a bright-
line rule rejecting discounts, as there could be a circumstance where the ap-
plication of a discount is viewed as necessary or fair to the affected party. For
example, in Advanced Communication Design, Inc. v. Follett,109 the court
stated that it must be fair and equitable to all parties; therefore, the court ap-
plied a marketability discount to the value of the company because there was
no way the company could achieve the liquidity necessary to compensate the
departing shareholder. This was viewed as an example of an extraordinary
circumstance.

In the Delaware case of Cavalier Oil v. Harnett,110 the corporation argued
that the minimal interest that the shareholder maintained in the corporation,
1.5% of outstanding common stock, was a “relevant factor” to be considered
in the valuation for the purposes of the proceeding. The Vice Chancellor con-
cluded (and the Supreme Court agreed) that the objective of the appraisal out-
lined by the statute was to value the corporation itself, rather than a specific
fraction of shares in the hands of one shareholder; therefore, no shareholder
level discounts should be applied.
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106. 577 S.W.2d at 906.

107. 107 A.D.2d 139, 149, 486 N.Y.S.2d 341, 349 (1985).

108. 588 N.E.2d 14 (Mass. App. Ct. 1992).

109. 615 N.W.2d 285, 292 (Minn. 2000).

110. 564 A.2d 1137; 1989 Del. LEXIS 325.
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Entity-Level Discounts

Entity-level discounts are those that apply to the company as a whole. Some
maintain controlling shares command a discount for lack of marketability
pointing to studies that show that private companies sold as a whole gener-
ally sell for a value less than their publicly traded equivalents.111 As such, en-
tity level discounts should be deducted from the value indicated by the basic
approach or approaches used to value the privately held business. Since they
apply to the company as a whole, entity-level discounts should be deducted
before considering shareholder-level discounts and premiums.112

The Delaware courts have historically understood the necessity of entity-
level adjustments. In Tri-Continental v. Battye,113 the company being valued
was a closed-end investment company. Because of this structure, shareholders
of the company had no right at any time to demand their proportionate share of
the company’s assets. For this reason and due to the company’s various lever-
age requirements, the market value of the corporation as a whole was lower
than its net asset value, and this was referred to as a discount. The important
distinction, however, is that this discount was applied to the whole corporation,
not just the shares of a minority shareholder.

Several entity-level discounts may be applied in a fair value determination.
In addition to the consideration of an entity-level marketability discounts, when
applicable, the valuator must be ready to defend the usage of a trapped-in cap-
ital gains discount, a portfolio (nonhomogeneous assets) discount, a contingent
liabilities discount, or a key man discount. In Hodas v. Spectrum Tech., Inc.,114

a Delaware appraisal action, the court accepted the value determined by the
company’s expert, concluding that the individual staying with the company
was the key man. The expert applied a 20% key man discount, because the
company could not be viewed as a going concern without the key man and
would likely not continue at all if the key man left. The court rejected the 40%
entity-level lack of marketability discount applied by the appraiser because of
the lack of a readily available market.
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111. Atulya Sarin, John Koeplin and Alan C. Shapiro, “The Private Company Discount.”
Journal of Applied Corporate Finance, Vol. 12, No. 4, Winter 2000

112. Laro and Pratt, Business Valuation and Taxes, at 266.

113. 74 A.2d 71, 72 (Del. 1950).

114. No. CIV.A.11265, 1992 Del. Ch. LEXIS 252, (Dec. 7, 1992).
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Control Premiums

Although many believe that there is little support for adding a premium to val-
ues determined through the use of the guideline company method, there are
instances in these types of judicial matters for explicit consideration of such
premiums. Accordingly, when ascertaining the value of a corporation for the
purposes of an appraisal proceeding, a control premium may be applied, as the
aim is generally to find the control value of the corporation as a whole or
the value of the enterprise.

Rapid American v. Harris is such an example. Since Rapid American v.
Harris,115 the Delaware Court of Chancery has consistently applied a control
premium where the company was a controlled subsidiary.

Rapid American v. Harris

In 1974, Meshulam Riklis, chairman and CEO of Rapid American Corporation
(Rapid), began purchasing Rapid’s shares in the open market through his
holdings in Kenton Corporation and American Financial Corporation (AFC).
Rapid also began repurchasing large blocks of its own shares, effectively in-
creasing Riklis’s control.

In 1980, Rapid announced a merger with Kenton. On the eve of the
merger, Kenton and AFC controlled 46.5% of Rapid’s stock. After the merger,
Rapid’s shareholders would receive a compensation package worth $28 per
share, including $25 principal in a 10% sinking fund subordinated debenture,
$3 cash, and an additional $.25, representing settlement consideration for
pending derivative suits. Rapid employed an outside group, Standard Re-
search Consultants, to review the fairness of the merger, and an examination
concluded that the package was fair to Rapid’s shareholders. The valuation
technique used considered Rapid on a consolidated basis, based on an analy-
sis of earnings and dividends. It figured each subsidiary’s contribution to the
parent’s operating income for a set period of time.

Harris, a Rapid shareholder, retained Willamette Management Associ-
ates (WMA) to evaluate the merger. WMA reasoned that a segmented ap-
proach was appropriate because of the difficulty of finding a conglomerate
comparable to Rapid, and evaluated each of Rapid’s subsidiaries. The trial
court ruled that WMA’s segmented valuation was more reliable and ruled
the fair value to be $51 per share. WMA examined the financial statements
of the subsidiaries and the comparable companies to develop certain pric-
ing multiples based on various factors. WMA included a control premium in
the evaluation of each subsidiary. The Vice Chancellor rejected this, finding
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that the addition of a control premium violated Delaware law, which contra-
venes the proscription against weighing factors affecting shareholder-level
valuation.

Rapid argued that WMA’s valuation was incorrect on four counts:

1. The control premium
2. The valuation was based on a liquidation value of the subsidiaries
3. The valuation did not consider the value of the parent
4. WMA treated Rapid’s debt at its market value rather than book value

With regard to the valuation at liquidation value, the court found no sup-
port for the valuation being similar to a liquidation approach, and WMA ex-
plicitly considered Rapid’s subsidiaries as going concerns. In addition, the
trial court explicitly considered parent-level financials and decided to ex-
clude them.

Harris’s cross-appeal claimed that the decision to exclude the control
premium was a legal error, maintaining that WMA’s valuation compared
subsidiaries publicly traded equity value with the individual shares of similar
corporations and that the market price of these corporations was discounted
already, thereby giving Rapid a windfall at his expense. The appellate court
reviewed the record and found that the trial court misinterpreted applicable
legal precepts in omitting the control premium.

The appellate court acknowledged that a court is prohibited from adding
a control premium at a shareholder level, reasoning that if the control pre-
mium arises out of the merger, it is not part of going concern value. In this
case, however, the control premium represented a valid adjustment to the
valuation at the company level against all assets. The share price that WMA
arrived at was a price already at a discount from the control level, and there-
fore a premium would have to be employed to arrive at the value of a 100%
ownership in the corporation.

The trial court’s decision practically discounted Rapid’s entire value,
and the exclusion of the control premium effectively treated the whole cor-
poration as a minority shareholder. The decision was remanded for recal-
culation of the value with any applicable control premium.

Along with Rapid American v. Harris, New Jersey’s Casey v. Brennan116

acknowledged the need for an entity-level control premium, in case an embed-
ded or inherent minority discount may exist when valuing shares. In this case,
the court rejected discounts and acknowledged the need for a control premium
to reflect market realities and arrive at the value of the company as a whole,
provided that anticipated future events are not included in that value.
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When performing a valuation, it is important for a valuation professional to
support the use or nonuse of a control premium through fact and valuation the-
ory. Generally such premiums may be appropriate if a control buyer can extract
more cash flow from the enterprise than the company’s current owner. For ex-
ample, when using control cash flows in a discounted cash flow valuation
method, a control premium is not warranted. In the Delaware case of In re Ra-
diology Assocs., Inc.,117 no control premium was applied because the DCF
method used control cash flows. The application of a control premium to a DCF
valuation was expressly rejected in Delaware in Lane v. Cancer Treatment
Centers of America, Inc.118 and in Montgomery Cellular Holding Co., Inc. v.
Dobler.119

If the valuation professional uses a guideline public company method, the
public multiples may result in a minority-marketable value. Therefore, a con-
trol premium may be necessary to derive the value of the enterprise. This was
necessary in Bomarko, Inc. v. International Telecharge, Inc,120 where the Court
of Chancery supported the application of a control premium when the appraiser
used the guideline public company method and the court found that this pro-
duced a minority value. The Court of Chancery has been quite consistent in
applying a control premium to the results of the guideline public company
method. In fact, in Doft & Co. v. Travelocity.com, Inc.,121 the court added a con-
trol premium even though neither expert had done so.

Extraordinary Circumstances

The ALI suggests that fair value should be the value of the eligible holder’s pro
rata share of the enterprise value, without any discount for minority status or,
absent extraordinary circumstances, lack of marketability. These so-called
extraordinary circumstances require more than just a lack of a public market
for shares. Instead, the court usually applies a discount only if merited by the
circumstances of the case. The ALI offers the example of a dissenting share-
holder withholding approval of a merger in an attempt to exploit the appraisal-
triggering transaction in order to divert value to him- or herself at the expense
of other shareholders. In that case, the court may make an adjustment.122
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121. 2004 WL 1152338 (Del. Ch. 2004)

122. American Law Institute, Principles of Corporate Governance, at 325.

ch03_4694.qxd  9/11/06  12:51 PM  Page 137



Devivo v. Devivo,123 a Connecticut case, found similar results as Advanced
Communication Design, Inc. v. Follet in Minnesota. The company would
not be able to achieve the liquidity to compensate the departing shareholder,
so the court applied a marketability discount in order to be fair to the parties
involved.

Extraordinary circumstances are subject to review. In Lawson Mardon
Wheaton v. Smith,124 the trial court held that an extraordinary circumstance
existed, considering that the dissenters exploited a change that they had previ-
ously supported. However, the New Jersey Supreme Court did not find sub-
stantial evidence to consider this an extraordinary circumstance. The court
stated that the dissenters wanted to sell their stock back to the corporation be-
cause they had no confidence in the new management. The court believed that
these stockholders were only exercising their right to dissent. The court held
that to find extraordinary circumstances in this case would be inconsistent
with the purpose of the statute.

The treatment of discounts is largely addressed by each state individually.
While some states have adopted the 1999 RMBCA definition of fair value, that
prohibits discounts, other states either have unique definitions or adhere to the
1984 RMBCA definition and leave the decision on discounts to the judgment
of the courts. However, the statutory definition and precedent set by case law
are not set in stone. For example, Georgia’s courts set the precedent in 1984
in Atlantic States Construction v. Beavers125 to apply minority discounts but
not marketability discounts. In 2000, however, this was overturned by Blitch
v. People’s Bank,126 where the court rejected the application of minority or
marketability discounts at the shareholder level.

Exhibits 3.6 through 3.10 summarize some of the more important state and
federal court decisions on the application of discounts. The published opinions
that have addressed these issues vary considerably from state to state. Some
reject discounts by statute, others by case law. Some apply discounts consis-
tently, others on a case-by-case basis, depending on the specific circumstances
of each case. Some states have applied control premiums under certain specific
circumstances.
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124. 160 N.J. 383, 397, 734 A.2d 738 (1999).

125. 169 Ga. App. 584; 314 S.E.2d 245; 1984 Ga. App. LEXIS 1640.

126. 264 Ga. App. 453, 540 S.E. 2d 667 (2000).
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Exhibit 3.6 Cases From States Rejecting Discounts by Statutea

Connecticutb (2001) Devivo v. Devivo, 30 Conn. L. Rptr. 52, 2001 WL 577072, 2001** (allowed
discounts due to extraordinary circumstances, prior to statutory
rejection). A minority shareholder in a motor transportation company
sought dissolution due to oppression and a deadlock of management.
Although a marketability discount would not normally be allowed, this
was an extraordinary circumstance because of the corporation’s existing
debt and market conditions that would limit further growth. The court
applied a marketability discount of 35% because of these extraordinary
circumstances.

Floridac (2006) Munshower v. Kolbenheyer, (1999) 732 So 2d 385, (marketability only).
The minority shareholder brought a dissolution proceeding and the
corporation elected to purchase the minority shares in lieu of
dissolution. The court noted that a discount for lack of marketability is
generally necessary because shares of a closely held corporation
cannot readily be sold.

Iowa (2002) Security State Bank v. Ziegeldorf, 554 N.W. 2d 884, 889 (Iowa 1996).
Refused to allow discounts for minority interest. Quoted Woodward v.
Quigley that it “in effect would let the majority force the minority out
without paying it its fair share of the value of the new corporation.”
Sieg Co. v. Kelly, 568 N.W. 2d 794 (1997). In a shareholder dissent case,
the trial court allowed a marketability discount. The Supreme Court found
the overall approach to valuation convincing; however, Iowa law was
clear that a marketability discount was not permitted.

Maine (2003) Re Valuation of Common Stock of McLoon Oil Co., 565 A2d 997 (1989).
Minority shareholders demanded the fair value of their stock in a
closely held family corporation in a dissenter’s rights proceeding. Their
father sought to merge them into another company where he would
have sole voting control. The court held that the shareholder who
disapproves of a proposed merger gives up his right of veto in
exchange for the right to be bought out, not at market value, but at fair
value. Therefore the court stated that as a matter of law, the dissenting
shareholders should receive their proportionate share of the
corporation without any discounts.

South Dakota (2005) First Western Bank of Wall v. Kenneth Olsen, et al., 2001 SD 16 (2001). In
a dissenting shareholder matter involving a regional bank with
branches in four cities, the South Dakota Supreme Court concluded
that the proper standard of value in a dissenting shareholder action is
fair value. It further concluded that discounts for minority interest and
lack of marketability were improper under this standard of value.

Virginia (2005) U. S. Inspect, Inc. v. McGreevy, 57 Va. Cir. (2000). A corporation in which
the shareholder held stock proposed to merge into its inactive subsidiary.
A minority shareholder dissented. Her stock was valued based on her
proportionate interest in the corporation as if the proposed merger had
not taken place. The court found that it was not appropriate to apply either
a minority or marketability discount to valuation of the shareholder’s
interest, nor was the shareholder entitled to a control premium.

aThese cases were decided prior to when the statutes rejecting discounts were instituted.
Parentheses represent dates when statutes were instituted. Idaho, Mississippi, and Maine also
reject discounts by statute; however, there is currently no case law addressing the topic,
whether before or after the insitution of the statutory provision.
bCourts in this state have considered the ALI’s concept of extraordinary circumstances in
their decisions.
cFlorida adopted statutory changes rejecting discounts in 2006. There does not appear to be
any current case law utilizing these new guidelines.
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Exhibit 3.7 Cases Rejecting Discounts
Colorado Pueblo Bancorporation v. Lindoe, Inc., 37 P.3d 492 (2003). A divided

Colorado Supreme Court affirmed the Court of Appeals’ decision denying
a lack of marketability discount when determining fair value under
Colorado’s dissenters’ rights statute. It noted that the trial court must first
determine the value of the corporation as a going concern and the pro
rata value of each outstanding share. Except for under extraordinary
circumstances, discounts should not be applied.
M Life Ins. Co. v. Sapers & Wallack Ins. Agency, 40 P. 3d 6, 13 (Colo Ct.
App. 2001). Minority discount was not applicable as a matter of law.

Delaware Cavalier Oil Corp v. Harnett, Civ. A Nos 7959-60 7967-68, 1988 WL 15816 at
*8 (Dl. Ch. Feb. 22, 1988). The court stated that minority and marketability
discounts are improper under Delaware law.

Georgia Blitch v. People’s Bank, 264 Ga. App. 453, 540 S.E. 2d 667 (2000). In a
dissenters’ rights proceeding, the appraiser applied both minority and
marketability discounts. The court held that the Georgia statutes clearly
stated that the discounts were not applicable for fair value
determinations.

Kansas Katherine B. Arnaud, et al. v. Stockgrowers State Bank of Ashland,
Kansas and Stockgrowers Banc Corp., 992 P.2d 216 (Kan. 1999). The
Kansas Supreme Court ruled that minority and marketability discounts are
not appropriate when the purchaser of stock is the corporation or the
majority.

Indiana Wenzel v. Hopper & Galliher, P.C., 779 N.E.2d 30 (2002). A law firm
requested the determination of fair value of shares owned by a
shareholder who was leaving the company. The value of shares was
not discounted, as discounts would unfairly benefit the buyer of the
shares. The purchase of shares created a ready-made market for those
shares.

Massachusetts BNE Mass Corp v. Sims, 588 N.E.2d 14, 19 (Mass App. Ct. 1992). Although
not discussing the applicability of a discount, the court stated that the
task assigned to a court by the statute was to determine what a willing
buyer would pay for the enterprise as a whole on the valuation date, as
opposed to the per share value. That way, the minority stockholders
could be assured that controlling shareholders may not purchase the
enterprise at a price less than they would receive in the open market.
The court cited Re Valuation of Common Stock of McLoon Oil, 565 A2d
997 (1989), citing that any rule of law that gives the shareholders less
than their proportionate value would produce a transfer of wealth from
the minority to the shareholder in control.

Montana Hansen v. 75 Ranch Co., 1998 MT 77, 957 P.2d 32 (1998). The Supreme
Court reversed a lower court’s determination of fair value in this dissent
action. The minority shareholders dissented from a share exchange. The
Supreme Court concluded that the dissenting shareholders were entitled
to fair value just prior to the event. It rejected the application of a minority
discount as inappropriate when the shares are purchased by the
company or an insider.
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Exhibit 3.7 Continued
Nebraska Rigel Corp. v. Cutchall, 245 Neb. 118 (1994). A minority shareholder

dissented from a merger in order to recover the fair value of his shares.
The trial court allowed a discount to the value due to the stockholder’s
minority position. The appellate court reviewed case law and recent
trends and decided that in the event of a merger, neither a minority
discount nor a deduction for lack of marketability was allowed in
determining the fair value.

Oklahoma Woolf v. Universal Fidelity Life Ins. Co., 849 P2d 1093 (1992). An insurance
company proposed changes to its articles of incorporation. Some
shareholders pursued their dissenters’ rights. The trial court applied a
12% minority discount to the value of their shares. The appellate court
ruled that as the Oklahoma dissenters’ rights statute was based on
Delaware’s, it should apply Delaware’s understanding of fair value and
disallow the application of discounts.

Oregon Hayes v. Olmsted & Associates, Inc. (2001). 173 Or. App. 259, 21 P.3d 178.
A disgruntled shareholder alleged oppression in a food brokerage firm.
The firm agreed to purchase his shares. The court found that the minority
shareholder was entitled to recover his pro rata interest without regard
to discounts applicable in other settings.
Columbia Management Corporation v. Wyss, 765 P.2d 207, 214 (Or. Ct.
App. 1988). The court decided that including a minority discount would
penalize the shareholder while allowing the corporation to buy his shares
cheaply. It felt that the legislation was not put in place for this purpose
and denied application of the discount.

Rhode Island Diluglio v. PAB, 1997 WL 839873, summarily affd 755 A.2d 757 (R.I. 2000).
The minority shareholder cited a breach of fiduciary duty and filed for
dissolution. The court ordered a buy-out at an undiscounted price. The
majority shareholder claimed that a marketability discount could be
applied at the entity level instead of the shareholder level. Reviewing
prior cases, the court rejected the reasoning based on fact that because
the buy-out was under the compulsion of the court, the lack of public
market for the shares is irrelevant.
Charland v. Country View Golf Club, Inc., 588 A.2d 609, 612 (R.I. 1991). The
court adopted a rule that in a buy-out alternative remedy, shares should
not be discounted simply due to minority status.

South Carolina Morrow v. Martschink, 922 F. Supp. 1093 (1995). An action was brought
for the dissolution of a closely held realty corporation. The parties agreed
to allow the court to determine the fair value for the purpose of a buy-out.
The court found that discounts were not applicable in intrafamily
transfers in closely held company or in a forced sale situation.

Vermont Arnold D. Waller v. American International Distribution Corporation, et al.,
706 A.2d 460 (Vt. 1997). In a shareholder oppression case, oppression was
found and the Vermont Supreme Court affirmed the lower court valuation
of the company using the discounted future earnings method. It
concluded that a minority discount was inapplicable in cases where
oppression has been found.

(continues)
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Exhibit 3.7 Continued
Washington Matthew G. Norton Co. v. Smyth, 51 P.3d 159 (2002). The court noted that

fair value did not include shareholder-level discounts under the
dissenter’s right statute. However, the discount could be applied to the
company assets at the corporate level. The court noted that fair value
was not intended to mean fair market value.
Robblee v. Robblee, 841 P.2d 1289, 1295 (Wash. Ct. App. 1992). In this
case, the court found no justification to apply a “fair market value
minority discount.”

Wisconsin HMO-W Incorporated v. SSM Health Care System, et al., 228 Wis.2d 815
(Ct. App. 1999). In a dissenting shareholder action, the Wisconsin Court of
Appeals reversed the lower court’s decision to apply a minority discount.
The court concluded that dissenting shareholders have the statutory
right to receive their pro rata interest in the company’s net value, without
being discounted for minority status.

Exhibit 3.8 Cases Applying Discounts
Kentucky Ford v. Courier-Journal Job Printing Co., 639 S.W.2d 553, (1982).

(marketability only). The company called a stockholders meeting to
approve the sale of the company to a potential buyer. The sale was
approved, but dissenting stockholders elected to demand payment of the
fair value of their shares. The appellate court upheld a 25% marketability
discount applied by the trial court.

Louisiana Shopf v. Marina Del Ray Partnership, 549 So. 2d 833 (1989). The minority 
(Fair Cash Value) shareholder sought a determination of the sum value of his 12% share in

the partnership. Although the book value was negative, the fair market
value was to be determined. A minority discount was applied to the fair
market value.

New York In re: Brooklyn Home Dialysis Training Center, Inc., 741 N.Y.S.2d 280 (App. 
(marketability Div. 2d Dep’t 2002). The court applied a 22.5% marketability discount in a 
discount only) dissolution matter. The appellate court’s opinion did not disclose the

nature of the company or the reason for the discount, but approved the
use of the discount after concluding that the court’s reliance on the
investment value approach was appropriate.
Blake v. Blake Agency, Inc., 486 N.Y.S. 2d 341, 349 (N.Y. App. Div. 1985).
The court held that a minority interest in closely held corporate stock
should not be discounted solely because it is a minority interest.

Ohio English v. Atromik International, Inc., 2000 Ohio App. (both discounts 
(Fair Cash Value) applied). An owner and employee of a corporation refused a monetary

offer for his stock and requested a judicial determination of value. The
trial court concluded that a straight pro rata valuation of appellant’s
stock was inappropriate. Instead, the trial court applied the willing
buyer–willing seller approach and determined that minority and
marketability discounts were appropriate. The appellate court upheld the
application of the discounts.
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Exhibit 3.9 Discounts Decided by Court’s Discretion
Alabama Ex parte Baron Services, Inc., 874 So. 2d 545 (2003). The corporation

organized a stock for stock merger where the minority shareholder would
be left with just under the required amount of shares to remain a
shareholder in the corporation. The shareholder dissented and demanded
the fair value of his shares. The court looked to the 1999 changes in the
MBCA and the Georgia case of Blitch v. People’s Bank as indicative of the
trend relating to the application of discounts and overturned the lower
court’s application of discounts.

Arizonaa Pro Finish USA, Ltd. v. Johnson, 63 P.3d 288 (2003). In a case involving a
nail care business being sold in its entirety to an outside investor, a
dissenter claimed his rights to the fair value of his shares. The court
looked to the Principles of Corporate Governance’s concept of
extraordinary circumstances and the trend in Delaware for disallowing
discounts. It ultimately rejected the application of discounts on the
minority’s shares.

California Gary Thompson, Et al. v. Allen B. Miller, et al., No. C037787 (Cal. App. 3
Dist. 2003). The California Court of Appeals, Third District, affirmed a
jury’s determination that a majority shareholder did not breach his
fiduciary duty when he purchased the minority shareholders’ stock. The
valuation included discounts for lack of marketability and minority
interest, and the jury upheld this valuation. The appellate court noted that
because there was testimony endorsing the discount for lack of
marketability and because the plaintiffs did not request a jury instruction
to disregard the discount, consideration of the discount was appropriate.
Brown v. Allied Corrugated Box Co., 154 Cal. Rptr. 170, 176 (Ct App. 1979).
If minority shares could be discounted, the very misconduct and
unfairness that provoked the minority shareholders to file for dissolution
would be used to further oppress them.

Illinois Jahn v. Kinderman, 286 Ill. Dec. 466, 814 N.E.2d 116 (2004). The Illinois
Court of Appeals, First Division affirmed the lower court’s decision
denying a discount for lack of marketability in a fair value determination
in a buy-out election. The court found that the substantial dividends and
employment opportunities presented by stock ownership in the subject
company offset any potential impact on marketability presented by a
restricted shareholders’ agreement. Also, applying discounts is contrary
to the current trend seen in the courts.

Minnesotaa Rainforest Café, Inc. v. State of Wisconsin Inv. Bd., 677 N.W. 2d 443
(2004). The court stated in this dissenter’s rights proceeding that the fair
value is the pro rata share of the value of the corporation as a going
concern.
Advanced Communication Design, Inc. v. Follett, 615 N.W.2d 285 (2000). A
minority shareholder in a closely held corporation in the communications
design business sought dissolution as a counterclaim to the company’s
suit against him for breach of fiduciary duty. The Minnesota Supreme
Court reviewed the statute and noted that it was designed to produce a
fair and equitable result, and that the allowance of a marketability
discount may allow the corporation to reap the benefits of oppression.

(continues)
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Exhibit 3.9 Continued
Minnesotaa At the same time, the court chose not to apply a bright-line rule barring
(continued) marketability discounts in all cases as that may not be equitable from

case to case. The court noted that the exclusion of a marketability
discount in this case yielded a valuation that was in excess of the
company’s operating cash flow, net income, or net worth. The court
employed a marketability discount to yield a more equitable value at
which the minority shareholder could be bought out.
MT Props Inc. v. CMC Real Estate Corp., 481 N.W. 2d 383, 388 (Minn. Ct.
App. 1992) The court held that the aim of the statute was to protect the
dissenting shareholder, and therefore, minority discounts must be
prohibited.

Missouri King v. F. T. J., Inc., 765 SW2d 301 (1988). The appellate court upheld the
trial court’s application of a minority discount. The court noted that the
term fair value is a flexible standard and that deference is to be given to
the trial court’s examination of witnesses and evidence. The
corporation’s experts applied a 15% discount on the total value but the
trial court reduced the discount to 7%, calculating that half the
company’s assets were not marketable.

Nevada Steiner v. Benninghoff, 5F. Supp. 2d 1117, 1129 (1998). In this case, the
court utilized a weighted combination of market value of the shares
including a marketability discount, an enterprise value of the company as
a whole, the premerger net asset value of the company, and any other
relevant factors. The market value was weighted 25%, the enterprise
value was weighted 75%, and the other factors were given no weight in
determining the value of the shares.

New Jerseya Balsamides v. Protameen Chemicals, Inc., 160 N.J. 352, 734 A.2d 721 (1999).
A shareholder claimed oppression and brought a dissolution action against
his cosmetic chemical company. The court ordered the other shareholder
to sell his interest in the company to the petitioner. The court applied a 30%
marketability discount to ensure that the oppressing shareholder was not
unjustly enriched by the undiscounted value of his shares as the
oppressed shareholder would incur the effects of the diminished value if
he were ultimately to sell the company to an outside investor.
Lawson Mardon Wheaton Inc. v. Smith, 160 N.J. 383, 397, 734 A.2d 738
(1999). On the same day as Balsamides, in a dissenter’s appraisal case,
the court ruled against a marketability discount in determining the
dissenter’s share value. Although the trial court had considered this an
extraordinary circumstance because of the actions of the dissenters, the
New Jersey Supreme Court concluded that the stockholders were only
exercising their right to dissent, which did not warrant application of a
marketability discount.

New Mexico McCauley v. Tom McCauley & Son, Inc., 104 NM 523, 724 P2d 232 (1986).
In a dissolution proceeding, the trial court applied a 25% minority
discount in a closely held family corporation. Oppression was found, and
the plaintiff argued that had the court ordered liquidation, she would
have received her proportionate share of the corporation’s assets. The
court noted that the trial court was not bound simply to order dissolution
but to choose from a variety of available remedies.
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Exhibit 3.9 Continued
North Carolina Tammy Garlock, et al. v. Southeastern Gas & Power, Inc., et al., No. 00-

CVS-01018 (N.C. Supr. 2001). The North Carolina Superior Court
determined the fair value of a 39% interest in a natural gas marketing
company. The court determined that oppression had occurred. The court
appointed appraiser used an income approach and applied a high-risk
equity premium, a lack of marketability discount, and a key man discount.
The court declined to apply a lack of marketability discount, but approved
consideration of the key man position as well as the lack of any
noncompete agreement.
Royals v. Piedmont Elec. Repair Co., No. 97 CVS 7201999, WL 35545516 at
*13 (N.C. Super. Ct. Mar. 3, 1999). The court stated that North Carolina
law does not favor the application of discounts.

Utaha Hogle v. Zinetics Medical, Inc., 2002 UT 121, 63 P.3d 80. In a dissenter’s
rights proceeding, the court rejected discounts or control premiums in
determining fair value under dissenters’ rights statute. It went on to note
that the shareholders are entitled to the proportionate share of the value
of 100% of the equity without discounting for minority status or, absent
extraordinary circumstances, lack of marketability.

aCourts in this state have considered the ALI’s concept of extraordinary circumstances in
their decisions.

Exhibit 3.10 Control Premiums Applied
Delaware Robert Michael Lane v. Cancer Treatment Centers of America, Inc., No.

12207 (Del. Chan. 2004). The experts disagreed on the future prospects of
the company, coming up with different values. The court valued the
emerging business using a weighted combination of the discounted
cashflow (85%) and the public guideline companies (15%) methods. It
included a 20% control premium in the public guideline companies
method to account for the inherent minority interest discount, but
declined to apply such a discount to account for the use of public
company data when calculating the weighted average cost of capital
(WACC).

New Jersey Casey v. Brennan, 780 A.2d 553 (2001). The trial court excluded a control
premium as a matter of law. Upon review, the Supreme Court ruled that
control premiums must be considered and should reflect market
realities, as long as the expected synergies of the merger are not
included.

Vermont In re: 75,629 Shares of Common Stock of Trapp Family Lodge, Inc., 169 Vt.
82. (1999). Dissenting shareholders dissented to a merger, and the court
upheld the application of a control premium.
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A number of states have no published court decisions concerning share-
holder-level discounts in dissent or oppression case law.127

Although appraisal is a state court remedy, federal cases arise in multi-
jurisdictional matters. They generally follow the law established in the states
in their jurisdiction. Exhibit 3.11 shows various jurisdictions and their deci-
sions on the subject of applying discounts. Many of these cases date from the
late 1980s and early 1990s when the states applied discounts. Because dissent
and oppression cases are based on state law, we would expect the federal
courts to follow the most recent state court decisions in their jurisdictions. As
a result, practitioners should seek legal guidance concerning the application
of minority and marketability discounts in the applicable jurisdiction.

EQUITABLE ADJUSTMENTS

Delaware’s Entire Fairness

Delaware does not have a shareholder oppression statute; instead, if a minor-
ity shareholder dissents, wrongful conduct by the majority is addressed under
the expectation of entire fairness in determining the value of a corporation’s
shares. The requirement of entire fairness dictates to the Delaware courts
whether adjustments or damage claims may be included along with the deter-
mination of fair value.

The standards of fair dealing and fair price require that value be deter-
mined by independent valuation showing fairness to minority shareholders.
To comply with “entire fairness,” a company must show consideration in
the form of absolute and relative fairness. Absolute fairness addresses whether
the consideration received by the shareholder was adequate relative to the value
of the interest that was given up. Relative fairness addresses whether the con-
sideration received was fair in comparison with what other stockholders
received.128

There also must be procedural fairness, in terms of the independence of
legal counsel, accountants, and appraisers from the influences of the controlling
shareholders. The valuation also should be performed with competence and
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127. Alaska, Arkansas, District of Columbia, Hawaii, Idaho, Maryland, Michigan, Missis-
sippi, New Hampshire, North Dakota, Pennsylvania, Puerto Rico, Tennessee, Texas,
West Virginia, Wyoming.

128. Shannon P. Pratt, Robert Reilly, and Robert Schweihs, Valuing a Business, 4th ed. (New
York: McGraw-Hill,(2000), at 792.
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Exhibit 3.11 Federal Cases
8th Circuit: Arkansas, Iowa, Minnesota, Swope v. Siegel-Robert, Inc., 243 F.3d 486, 
Missouri, Nebraska, North Dakota, South 492 (8th Cir. 2001): Rejects discounts. (U.S. 
Dakota Supreme Court denied certification.)
5th Circuit: Texas, Mississippi, Louisiana Hernando Bank v. Huff, 609 F. Supp. 1124,

1126 (N.D. Miss. 1985): Applied minority
discount reviewing Mississippi law in 1985.
Mississippi now rejects discounts by statute.

Eastern District of Missouri Hunter v. Mitek Indus., 721 F. Supp. 1102,
1106-07 (E.D. Mo. 1989): Following
Dreiseszun v. FLM Indus., Inc., 577 S.W.2d
902, 907 (Mo. Ct. App. 1979), refused to apply
minority or marketability discounts. The most
recent Missouri decision rejected discounts
but left that determination to the court’s
discretion.

Northern District Indiana Perlman v. Permonite Mfg. Co., 568 F. Supp.
222 (N.D. Ind. 1983): Determined fair market
value of a minority interest including
discount for minority lack of control. Indiana
law now rejects the use of discounts after
the decision in Wenzel v. Hopper and
Galliher.

6th Circuit: Northern District Ohio Martin v. Martin Bros. Container & Timber
Products Corp., 241 F. Supp. 2d 815 (2003):
Applied discount applying the Ohio standard
of fair cash value.

8th Circuit: District of Minnesota Foy v. Klapmeier, 992 F.2d 774, 780-81 (8th Cir.
1993): Applying Minnesota law, the court
decided minority discounts should not be
applied in dissenter’s cases.

7th Circuit: Northern District Illinois Laserage Technology Corp. v. Laserage
Laboratories, Inc., 972 F2d 799 applying
Illinois law from Stanton v. Republic Bank
of South Chicago, 144 Ill. 2d 472, 581 N.E.2d
678, 682, 163 Ill. Dec. 524 (Ill. 1991), that in
accordance with Illinois Supreme Court,
“the determination of fair value is a matter
vested in the sound discretion of the fact
finder, and will not be disturbed absent
mistake or prejudice.” Discounts were
rejected.
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thoroughness. The board has fiduciary responsibility to the minority share-
holders in making recommendations to the company.129

Complying with the standard of entire fairness can give proof to the court
of the corporation’s intention to show due care and consideration to the minor-
ity shareholders. A corporation can demonstrate that it is upholding its fiduciary
duty by showing due care to shareholders and by doing so may avoid the bur-
den of damages or fees for the mistreatment of the minority shareholder.

There are also consequences for a failure to adhere to these requirements.
Lack of entire fairness implies that the directors violated the duty owed to the
shareholders. If the shareholders establish that the board has violated the duty
of fairness, then the measure of damages may go beyond the basic determina-
tion of fair value.130 If, in a buy-out, the court determines that minority shares
have a fair value of $40 million and the corporation offered $10 million, the
court may see fit to award the shareholder the $40 million plus damages for ex-
penses and inconvenience. The next two cases, Seagraves v. Urstadt Property
Co, Inc.131 and Bomarko, Inc. v. International Telecharge, Inc.,132 deal with de-
cisions based on the corporation’s entire fairness to minority shareholders.

Seagraves v. Urstadt Property Co., Inc.

A group of plaintiffs brought a class action suit against Urstadt Property Co.
that would ultimately involve many more plaintiffs than those who had as-
serted their dissenter’s rights. The company requested that it pay the amount
due under an appraisal remedy to avoid a class action trial. The court denied
the request, stating that the company did not seek a fairness opinion at the
time of the merger, nor did it establish an independent committee to safe-
guard the interests of the minority shareholders, and other undisclosed in-
formation may have affected the share price.

Bomarko, Inc. v. International Telecharge, Inc.

Here the court found a lack of entire fairness. The board had appointed a spe-
cial committee, but it did not retain experts to develop opinions of fair value
prior to the merger. Some actions were taken without the board’s knowl-
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129. Id. at 793

130. Id. at 794.

131. 21 Del. J. Corp. L. 1281 (Del. Ch. 1996).

132. 794 A.2d 1161 (Del. Ch. 1999) and affirmed at 766 A.2d 437 (Del. 2000).
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edge, and one principal was ordered to return an $8 million payment he had
received. The court awarded the plaintiffs $2.34 per share as opposed to the
$0.30 they were offered at the merger.133

Consideration of Wrongdoing in Calculating Fair Value

In states that have both dissenter’s rights and oppression statutes, the definition
of fair value is usually stated in connection with the dissenter’s rights statute,
unless the circumstance or the standard of value in oppression is different. As
previously mentioned, California’s dissolution statute contains an entirely
unique definition of fair value, fair value in liquidation, while the state’s dis-
senter’s rights statutes use fair market value.

Although many cases consider fair value in dissent and oppression cases
to be largely the same concept, the nature of the events leading to the valuation
can have an effect on how the court determines what is fair. For example,
New Jersey’s dissolution statute offers equitable adjustments to fair value in
cases of oppression. The text of the statute is:

The purchase price of any shares so sold shall be their fair value as of the
date of the commencement of the action or such earlier or later date deemed
equitable by the court, plus or minus any adjustments deemed equitable by
the court if the action was brought in whole or in part under paragraph
14A:12-7(1)(c).134

The official comment to the 1991 changes to the RMBCA leaves room for
the court to consider the circumstances of the case in determining fair value:

If the court finds that the value of a corporation has been diminished by the
wrongful conduct of controlling shareholders, it would be appropriate to in-
clude as an element of fair value the petitioner’s proportional claim for any
corporate injury.135

The official comment to the 1999 changes to the RMBCA’s definition of
fair value asserts that although the new definition denies the application of dis-
counts, fair value in dissenting shareholder matters should be seen as different
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133. Fishman, Pratt, and Griffith, “PPC’s Guide to Business Valuation,” at 1504.4.

134. N.J. Statute 14A:12-7–8(a).

135. Id.
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from fair value in dissolution matters because of the differing circumstances of
majority conduct in oppression and dissent cases.136 The comment states:

Section 14.34 (oppression) does not specify the components of “Fair Value,”
and the court may find it useful to consider valuation methods that would be
relevant to a judicial appraisal of shares under section 13.30 (dissent). The
two proceedings are not wholly analogous, however, and the court should
consider all relevant facts and circumstances of the particular case in deter-
mining fair value. For example, liquidating value may be relevant in cases
of deadlock but an inappropriate measure in other cases. If the court finds
that the value of the corporation has been diminished by the wrongful con-
duct of controlling shareholders, it would be appropriate to include as an el-
ement of fair value the petitioner’s proportional claim for any compensable
corporate injury. In cases where there is dissension but no evidence of wrong-
ful conduct, fair value should be determined with reference to what the pe-
titioner would likely receive in a voluntary sale of shares to a third party,
taking into account his minority status. If the parties have previously entered
into a shareholders’ agreement that defines or provides a method for deter-
mining the fair value of shares to be sold, the court should look to such de-
finition or method unless the court decides it would be unjust or inequitable
to do so in light of the facts and circumstances of the particular case. The
valuation date is set as the day before the filing of the petition under section
14.30, although the court may choose an earlier or later date if appropriate
under the circumstances of the particular case.

Last, it appears that a well-written buy-sell agreement can be useful con-
cerning the fair value buy-out of minority shareholders. The valuation profes-
sional should be cognizant of the provisions outlined in the buy-sell agreement
as it pertains to a valuation. Such agreement may even permit the corporate
activity that has caused the shareholder to dissent. In that case, the court may
not look favorably on the dissenter, as he or she should have been aware of a
buy-sell provision.

The comment suggests that in cases of appraisal pursuant to a dissent ac-
tion, an individual should receive the undiscounted proportionate value of the
company as a going concern. In an oppression action, there are many other
considerations caused by the degree of oppression and misconduct by the ma-
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136. American Bar Association, A Report of the Committee of Corporate Laws, “Changes in
the Revised Model Business Corporation Act—Appraisal Rights,” The Business Lawyer
54(1998), at 209.
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jority. In the buy-out remedy, as evidenced by this passage, the company may
elect to buy out the shareholder at fair value before a proceeding occurs, or the
court can go on with the proceeding. This leaves four scenarios when oppres-
sion is alleged:

1. If the company elects the buy-out, fair value is to be paid.
2. If the company does not elect the buy-out option and the court finds

that oppression has occurred, the company will ultimately pay fair
value, plus any equitable adjustments the court requires.

3. If the court finds no oppression, the shareholder will likely not recover
the fair value as a percentage of enterprise value, and the court may
look to what the shareholder’s share would bring on the open market,
considering his or her minority status. This would imply the applica-
tion of shareholder-level discounts.

4. If the court finds no oppression, there may be no buy-out and the
shareholder may be compelled to remain with the corporation.

If there is a chance the corporation will be found to have committed acts
of oppression, fraud, mismanagement, abuse; or if the corporation anticipates
dissolution being the outcome of the court proceeding; or if the corporation
wants to avoid the court proceeding altogether, it may elect to purchase the
petitioner’s shares at their fair value within the statutory time frame.137 In this
case, the dissolution proceeding will be put on hold (but not terminated) until
an equitable settlement has been negotiated. One New York decision stated:

Once the corporation has elected to buy the petitioning stockholders’ shares
at fair value, the issue of majority wrongdoing is superfluous.138

Electing to buy out may also help the corporation avoid the “equitable ad-
justments” the court might make in a case where wrongdoing is found, as well
as other costs associated with a court proceeding. The unpublished Connecti-
cut case Johnson v. Johnson139 is particularly illuminating with respect to the
treatment of fair value when wrongdoing is in question.
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137. Douglass Moll, “Shareholder Oppression & Fair Value: of Discounts, Dates, and Das-
tardly Deeds in the Close Corporation,” 54 Duke Law Journal 293 (2005), at 369.

138. In Re Friedman, 661 N.E. 2d 972, 976 (NY 1985).

139. 2001 Conn. Super. LEXIS 2430 X07CV990060602S.

ch03_4694.qxd  9/11/06  12:51 PM  Page 151



Johnson v. Johnson

A close family corporation, Johnson Corrugated Products Corporation in-
volved siblings James, Cindy, and Randy Johnson and two unrelated board
members. A suit was filed in 1999 by James and Cindy Johnson against their
brother Randy for dissolution due to an alleged breach of fiduciary duty.

The corporation manufactured corrugated boxes. It was formed in 1964
by the litigants’ father. Cindy and James each owned 7.8 shares, represent-
ing a 30.83% equity interest in the corporation. Cindy had been employed by
the corporation for several years and took maternity leave in 1994. She tried
to resume her employment in 1997, but Randy had blocked her return. Despite
her absence, Cindy continued to be paid under a 1992 employment agree-
ment. She believed that her stock ownership entitled her to employment,
membership on the board of directors, and a share of the corporate profits.

James was employed at the corporation for 20 years, filling in as a handy-
man and floater where needed. After suffering a traumatic head injury, he
felt that his father promised him he could always work at the company. He
also believed that he was entitled to a position on the board of directors as a
member of the Johnson family. He also continued to receive wages, although
he no longer worked at the corporation.

Randy owned the remaining equity in the corporation, representing a
majority share. He also functioned as the chief executive officer, majority
shareholder, and chairman of the board of directors. He had substantial
knowledge of the production process of the corporation.

Cindy and James asserted that Randy had acted in a manner that was
illegal, oppressive, or fraudulent. The corporation elected to purchase the
plaintiffs’ stock with fair value to be ascertained by the court.

The experts came up with widely different figures, due to various fac-
tors, including the money to be saved by the installation of a new corrugator,
the extent of excessive compensation, and depreciation.

With respect to the corrugator, minutes of a meeting suggested that the
corrugator could save up to $700,000—the figure used by the plaintiffs’ ex-
pert. Upon review of known and knowable details at the valuation date, the
court concluded that this was wishful thinking on the part of the board of di-
rectors rather than fact and declared that no prudent investor would rely on
that figure.

The excessive compensation was also a factor in the valuation. Although
the compensation was not found to be tantamount to corporate waste, it did
amount to more than a prudent investor would anticipate paying a competent
nonowner CEO and financial officer. The compensation was set at $262,250
for valuation rather than the $333,536 Randy was receiving.

The court went on to determine that the equity value of the corporation
was between the values of the two experts. The court stated that the fair
value of the plaintiffs’ shares cannot be determined by a simple apportion-
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ment based on ownership percentage, because the statute allows consid-
eration of fraud, waste, and oppressive conduct as well as the minority sta-
tus of shares being valued.

The court asserted that if no agreement on fair value could be reached,
in a case of dissension where there is no evidence of wrongful conduct, fair
value should be determined with reference to the value in a voluntary sale to
a third party.

The plaintiffs argued that their apportioned value should be increased
due to the defendant’s oppressive and wasteful conduct, while the defen-
dant argued that his apportionment should be increased due to the plaintiffs’
minority status and the limited marketability of the minority shares.

The court was not persuaded by the defendant’s marketability discount
argument, as evidence suggests that the corporation enjoyed a niche in the
market and the shares would be attractive to outside buyers. In addition, the
court suggested that the appraiser should take the projected rate of return
that a reasonable investor would require into consideration in assessing the
risk factors flowing from the characteristics of the corporation. The court did
find, however, that a 20% reduction in value due to minority status was
acceptable.

In regard to additional compensation to the plaintiffs because of waste
and oppression, the Superior Court of Connecticut looked to the RMBCA for
guidance and concluded that if the value of the corporation had been dimin-
ished by the wrongful conduct of the controlling shareholders, a proportional
claim for corporate injury could be assessed.

The plaintiffs claimed that the failure of the corporation to declare divi-
dends was oppressive, but the corporation had never declared dividends,
and this was a company policy since the inception of the corporation. The
plaintiffs also claimed that exclusion from the board of directors and em-
ployment was oppressive and that they should be compensated for Randy’s
excess compensation. The court found that these claims did not amount to
oppression, considering the circumstances of this case, and that the equity
value of the corporation already took into account the compensation when
normalizing executive income. The court determined no further adjustments
were necessary.

The finding of dissension without oppression caused the court to dis-
solve the corporation and ascertain fair value based on the third-party sale
value—concluding that a minority discount was appropriate while a mar-
ketability discount was already accounted for in the projected rate of return.
As no wrongdoing had occurred, the court did not find any adjustments nec-
essary to the value of shares in favor of the plaintiffs.

The difference in fair value could be significant, based on the particular fact
pattern and the statutes and case law of a specific state. Bearing in mind that
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Connecticut follows the 1999 RMBCA definition of fair value and thereby re-
jects discounts for dissent and oppression matters, it appears that the court
could have decided the case in these ways:

■ Found oppressive behavior and disallowed minority and marketability
discounts and adjusted the value for corporate waste

■ Found dissension and no oppression (which it did) and then considered
minority and marketability discounts

Discounts Used as an “Equitable Adjustment”

Equitable adjustments are one of the tools the courts can use to achieve what
they believe to be an equitable result. The courts have used equitable adjust-
ments in cases where they have perceived dishonorable, fraudulent, oppressive,
or illegal behavior. An equitable adjustment may be the award of damages, ex-
pert fees, and attorney fees. In other circumstances, the courts may adjust a
fair value determination by using discounts and premiums to raise or lower
the value of the shares, to achieve what is perceived to be an equitable result.
In doing this, the court may or may not strictly adhere to all of the underlying
assumptions that valuation professionals commonly associate with fair value.

By virtue of the definition of fair value in the New Jersey dissolution
statute,140 the New Jersey court can make equitable adjustments in the case of
illegal, oppressive, or fraudulent conduct. For instance, the court may adjust
the valuation date or make inclusions or exclusions of certain elements in the
calculation of fair value. An example of this a New Jersey oppression case
Balsamides v. Protameen Chemicals,141 in which discounts were used to lessen
the value of the shares in the corporation, because the oppressed shareholder
would be remaining with the corporation. The very same day, a complementary
decision was handed down in a dissent case, Lawson Mardon Wheaton v.
Smith.142 In both cases, the court considered the equities of the circumstances
before making its decision.
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140. N.J. statute 14(A):12-7(8)(a).

141. 160 N.J. 352; 734 A.2d 721; 1999 N.J. LEXIS 836.

142. Lawson Mardon Wheaton Inc. v. Smith, 160 N.J. 383; 734 A.2d 738; 1999 N.J. LEXIS
835).
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Balsamides v. Protameen Chemicals, Inc.

Emanuel Balsamides and Leonard Perle went into business together over
25 years before the suit was filed. Balsamides had been a purchasing agent
for Revlon and acted as the rainmaker for the corporation due to his many
contacts. He was also responsible for advertising, marketing, and insurance.
Perle, having a chemistry background, was responsible for the technical
and administrative portion of the business. By mid-1995, gross sales exceeded
$19 million, and each man had an annual income of between $1 and $1.5
million.

In the late 1980s, each brought two sons into the business, expecting
eventually to hand over management. Balsamides’s sons worked in sales and
received commissions, expense accounts, and company cars, as did other
Protameen salesmen. Perle’s sons started in administrative and office man-
agement positions. Perle believed his sons should receive the same com-
pensation as Balsamides’s sons, and hostilities ensued.

In the early 1990s, Perle’s sons moved into sales. However, the feuding al-
ready had gone so far as to cause conditions at the company to deteriorate to
the point where the families could no longer conduct business together. In
June 1995, Balsamides sought relief as an oppressed minority shareholder.
Perle answered by denying the allegations and seeking the sale of Protameen
to a third party. The court directed Balsamides to cooperate.

Despite many claims and counterclaims being filed, all but the breach of
fiduciary duty by Perle were dismissed. The court found that Balsamides
was an oppressed shareholder and was entitled to buy out Perle in lieu of
dissolution or sale. The court found both families at fault, but concluded that
Perle conducted himself in a way that was harmful to the business of Pro-
tameen and his partner.

The fair value that was accepted by the trial court was that of Bal-
samides’s expert, Thomas Hoberman, using an excess earnings method of
valuation with a 35% marketability discount. Perle’s expert, Robert Ott, val-
ued the company using a combination of market and income approaches
without any discount, because the court was creating a market for the shares
by ordering the buy-out.

Ott’s valuation was specifically rejected by the trial court, as it looked
not to determine the value of Protameen in light of a buy-out but to determine
the intrinsic value143 of the business, which does not change simply because
the court directed a buy-out.

On appeal, the appellate court was concerned about the trial court’s ap-
plication of the 35% marketability discount in valuing Perle’s stock. The ap-
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pellate court stated that the shares were not being sold to the public, nor
would they later be sold to the public. Therefore, any discount for marketabil-
ity would be inappropriate as Balsamides would maintain 100% ownership. In
addition, the court recognized that the IRS frowns on the excess earnings
method of valuation, and Revenue Ruling 68-609 states that this method should
be used to value intangible assets only if there is no better basis available.

Although Hoberman claimed that there was no better basis available,
Ott claimed that he was able to use an income approach and verify his re-
sults with a market approach. The appellate court found that Hoberman was
not given enough information to execute a valuation better than the excess
earnings method allowed, and that this was due to Perle’s noncooperation.
Moreover, the only reason why Ott could calculate the income approach
was because Perle provided him with more information than he provided
Hoberman.

There was also discussion of the 30% capitalization rate that Hoberman
used. This rate was based on the lack of a full-time chemist, the projected de-
cline in the market for the company’s animal-and mineral-based chemicals
over the coming years, the use of purchasing policies that placed priority on
price over quality, the potential cancellation of a big contract, the reliance on
six customers who account for 27% of sales, and the generation of nearly half
the company’s sales by Balsamides. The appellate court suggested that
these items could be corrected with the corporation under Balsamides’s
management and should not contribute to such a high capitalization rate;
however, the potential competition from Perle and his sons should be taken
into consideration. Although the 30% was deemed high considering the fac-
tors offered by Hoberman, the existence of competition could merit the high
rate if on remand the trial court decided to uphold its original acceptance of
the 30% rate.

When the New Jersey Supreme Court reviewed the lower court’s deci-
sion, it found that the appellate decision had not abused its discretion on
most issues. However, in addressing the marketability discount, the Supreme
Court pointed out the distinction between applying a discount at the corpo-
rate level versus the shareholder level and stated that the former may be ap-
propriate if generally accepted in the financial community. It further cited the
New Jersey dissolution statute, which directs the court to determine the fair
value plus or minus any adjustments deemed equitable by the court. This
statute gives the court substantial discretion to adjust the buy-out price.

Balsamides claimed that by not applying a discount, if he chose to sell
the corporation at a later time, he would have to absorb the full reduction for
the lack of marketability of a close corporation. The appellate court thought
it would not be fair or equitable for the surviving shareholder to obtain the
remaining interest at a discount, dismissing the idea that Balsamides would
sell at a later time. Therefore, the market would be Balsamides himself, so no
discount should be applied.
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The New Jersey Supreme Court, however, called this an erroneous as-
sumption, as there is a reality to the illiquidity of Protameen, and if the mar-
ketability discount is not applied at the buy-out, Balsamides would incur the
full brunt of the illiquidity if and when he tried to sell the corporation at a later
date. In addition, the Supreme Court stated that a consistent rule regarding
the determination of fair value and the applicability of discounts should not
be made, as the specific facts of the case may have an impact on the deci-
sion, and a marketability discount cannot be used unfairly to benefit the con-
trolling or oppressing shareholder at the expense of the minority party.

Lawson Mardon Wheaton v. Smith

Twenty-six shareholders owning approximately 15% of the stock of a corpo-
ration dissented from a corporate restructuring, demanding fair value. The
corporation offered $41.50 per share, calculated with a 25% marketability
discount. The dissenters rejected the offer in April 1992, initiating the ap-
praisal action. In the trial, the court upheld the 25% marketability discount,
citing extraordinary circumstances. It believed that the dissenters had ex-
ploited a change that they themselves had championed and possibly pre-
vented an initial public offering to the detriment of other shareholders. On
appeal, the court found that a discount is generally inapplicable, but found
that the record supported the conclusion that the actions constituted an ex-
traordinary circumstance.

The New Jersey Supreme Court, however, did not agree. It did not con-
sider the record to support a finding of extraordinary circumstances, noting
that the appraisal statute is designed to provide a remedy to dissenting
shareholders and should be liberally construed in their favor. The court be-
lieved that the record indicated that the dissenters wished to liquefy their
assets because the corporation was now controlled by new management in
whom they lacked confidence. The court denied that this was an extraordi-
nary circumstance.

The court also recommended that the record be reopened in order to
consider a later acquisition price, $63 per share in 1996. The company’s fi-
nancial statements disclosed that its fair value was greater in 1991 than 1996
and therefore may have had a bearing on the value of the corporation at the
time of restructuring.

In its decision, the Supreme Court stated that the nature of the term fair
value suggested that the courts must take fairness and equity into account
in deciding whether to apply a discount to the value of the dissenting shares
in an appraisal action, referencing the New Jersey oppression statute’s sup-
port of equitable adjustments to fair value when the court deems it neces-
sary. The court went on to conclude that there was no reason to believe that
fair value should be viewed differently when addressing dissenters and op-
pressed shareholders.
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The court stated that equitable considerations had led the majority of
states to deny the application of discounts in appraisal actions and to award
dissenting shareholders a proportional share of the fair market value of the
corporation without discounts. It supported the argument that discounts pe-
nalize the minority for taking advantage of the protection afforded by the ap-
praisal statute. However, the court left the issue open, stating that there
may be situations where equity (and extraordinary circumstance) compels
another result. The court also explained its same-day decision in Balsamides,
applying the same principle of equity to apply a discount in favor of the op-
pressed shareholder.

Several cases do not support the consideration of improper conduct in the
determination of value. In Cede & Co. v. Technicolor, Inc.,144 the court stated
that improper conduct should not be considered in an appraisal proceeding.

The appraiser needs to be aware that discounts may be considered by the
court because of improper conduct, as in Balsamides, or where a damage claim
for the loss of a job or other forms of wrongdoing can be brought in conjunc-
tion with the judicial appraisal. Accordingly, the appraiser should consult with
counsel and obtain direction as to the applicability of discounts in connection
with a claim of improper conduct.

Although sometimes employed as punishment, as in situations such as
Balsamides, discounts are generally a poor calibration of what the actual rec-
ompense for damages should be. Some have suggested that there are more ap-
propriate punishments for malfeasance, such as payment of court fees, the
award of damages, or the use of injunctions.145

Even when a court’s decision is not quite as clear as the 1999 decisions
in New Jersey, a more favorable result for the dissenting or oppressed party
generally will correlate to the court’s view that some measure of mistreat-
ment or prejudice by the corporation occurred. A more favorable result for
the corporation will usually indicate that the court had the opposite view of
what occurred.146

In Weinberger v. UOP, Inc.,147 the court acknowledged the chancellor’s
empowerment to fashion any form of equitable and monetary relief that is ap-
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propriate, including monetary damages based on entire fairness, particularly in
cases of fraud, misrepresentation, self-dealing, or deliberate waste. This
might have been one of the reasons the court did not find that the Delaware
block method was the sole method to be used in valuation.

In the Kansas case of Arnaud v. Stockgrowers State Bank,148 the court held
that minority and marketability discounts should not be applied when the frac-
tional share resulted from a reverse stock split intended to eliminate a minor-
ity shareholder’s interest in the corporation.

Based on an analysis of the official comments to the RMBCA, the ALI’s
Principles of Corporate Governance, and relevant case law, such as the deci-
sions in Johnson v. Johnson,149 Lawson Mardon Wheaton v. Smith,150 and Bal-
samides v. Protameen Chemicals,151 it appears as if fair value may be
calculated in a different manner when oppression is proven as opposed to
cases where there is only disagreement or dissension (not dissent) between
shareholders.

Damage Claims

The loss of salary can be a significant issue in many oppression cases. Since
a characteristic of a closely held business is that its shareholders are often its
key employees, those shareholders have the expectation of income from em-
ployment (salary and benefits) as well as the benefits associated with owner-
ship. In such a case, behavior by the majority to eliminate that job might be
more damaging to the minority shareholder’s interest than the elimination of
the profits from the ownership. Here we are referring only to the salary that
would be termed replacement compensation in the calculation of value. The
profits in excess of replacement compensation, whether received as salary,
perks, or dividends, are capitalized and included in the fair value of the owner’s
stock. In a damage claim, this amount may be mitigated by any compensation
received as part of salary, whether similar to the position given up or not.

For example, consider a situation where a shareholder-employee of a cor-
poration earned a salary of $200,000. A nonshareholder employee with a com-
parable position at a comparable company would earn a $125,000 salary. The
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termination of the shareholder employee causes him or her to lose the ability
to receive $75,000 in salary. If the fair value of the shareholder’s investment
included compensation for the loss of a job, she would have to receive $75,000
per year in back pay from the time of termination to the time of the trial. In
addition, that $75,000 may continue for a given or specified period of years
after the date of trial, depending on the judgment of the court.152

The court in Weinberger v. UOP, Inc.153 looked at the case of damages in
fair value through the perspective of the statutory requirement of “all relevant
factors.” It stated: “When the trial court deems it appropriate, fair value also
includes any damages, resulting from the taking, which the stockholders sus-
tain as a class. If that was not the case, then the obligation to consider ‘all rel-
evant factors’ in the valuation process would be eroded.”154

Several cases have addressed the fact that minority shareholders often rely
on their salary as the principal return on their investment.155 The violation of
the shareholder’s expectation to continue employment in a close corporation
may be sufficient to incur damages, back pay, or other adjustments to the value
of his or her shares.156

The courts may find it difficult to calculate the value of the damages, as in
many cases the fair value of shares is not sufficient to encompass all of the
shareholder’s loss. The courts may use discounts or court fees or other damage
assessments, but it is difficult to ascertain the appropriate value and may
largely become a judgment call for the court.157 The New Jersey Superior Court,
for instance, in Musto v. Vidas158 suggested that after the petitioning share-
holder’s termination, the shareholder should continue to receive the same com-
pensation as the defendants, as provided for in the initial shareholder agreement
for a period of two years after the shareholder was frozen out.

In Johnson v. Johnson,159 the court considered the issues of oppression
and waste in determining compensation for the minority shareholders. It de-
cided that the corporation’s failure to declare dividends was not a sufficient

160 | Standards of Value

152. Moll, “Shareholder Oppression & ‘Fair Value,’ “ at n180.

153. 457 A.2d 701, 713 (Del. 1983).

154. 457 A.2d 701; 1983 Del. LEXIS 371. The subsequent enactment of Delaware Code sec-
tion 102 b(7) allows corporate charter provision to limit or eliminate the personal mone-
tary liability of directors Del Code 102 b(7).

155. Wilkes v. Springside Nursing Home, Inc., 353 N.E. 2d 657, 662 (Mass 1976); Exadakti-
los v. Cinnaminson Realty Co., 400 A.2d 554, 561 (N.J. Super. Ct. Law Div. 1979).

156. Mark A. Rothstein, et al. Employment Law §9.24, at 593 (1994).

157. Moll, “Shareholder Oppression & ‘Fair Value,’” at n185.

158. 281 NJ Super. at 561.

159. 2001 Conn. Super. LEXIS 2430 X07CV990060602S.

ch03_4694.qxd  9/11/06  12:51 PM  Page 160



condition to merit damages, especially because the company had not histori-
cally declared dividends. The court considered whether the level of compen-
sation of the primary executive was oppressive and whether damages should
be incurred for corporate waste. The court found that the level of compensa-
tion was not tantamount to waste, and although it might be more than a prudent
investor would expect to pay, the court found no breach of reasonable expec-
tations in this case and therefore no additional compensation was required.

FAIR VALUE AND THE MINORITY SHAREHOLDER

The bottom line in dissenting shareholder matters and when a shareholder pe-
titions to dissolve a corporation alleging oppression is: What does the minority
shareholder receive at the end of the day? In both types of cases, this is going
to depend almost entirely on the circumstances of the case. With dissent, the
outcome is more straightforward; a minority shareholder either can or cannot
dissent based on a triggering event, and the court can look at the circumstances
of the case to determine the fair value.

In oppression, the outcomes are a bit more complicated. If the shareholder
files suit under the dissolution statute, two situations can occur:

1. The corporation could elect to buy out the petitioner’s share at fair value.
At that point, any decision regarding wrongdoing is suspended and the
court’s primary focus is to determine the fair value of the petitioner’s
shares.

2. The corporation can decide to gamble with a court proceeding, main-
taining that its actions were not oppressive. If the court finds the corpo-
ration’s actions to be oppressive or prejudicial, it will be required to pay
the fair value plus any equitable adjustments the court deems necessary.
This could include damages, court fees, or the application of discounts
to benefit the oppressed shareholder. If oppression or wrongdoing is not
found, however, the corporation will not be required to buy the shares,
and the shareholder is likely to be forced either to remain a shareholder
or to sell the shares at a value that would be received from a third party.

The chart below lays out the scenarios involved in filing for a dissolution
action, and in states like Delaware, when entire fairness is an issue considered
in an appraisal action.160
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If there is clear wrongdoing, self-dealing, or unfairness, in most states, it
is likely that oppression will be found and the shareholder will receive the fair
value of his or her shares based on case precedent. In those situations where
there was egregious behavior on the part of the oppressor, the court may apply
additional equitable adjustments. If shareholders bring a proceeding solely to
cash out on an investment without any reasonable complaint, the court may
decide that there is no oppression, and the shareholder will likely either receive
a share price reflecting the third-party sale value or be compelled to remain as
a shareholder.

SUMMARY

We have traced the history and development of fair value back through the
nineteenth century when majority rule was instituted in place of unanimity.
While fair market value evolved to mean the value arrived upon in a hypothet-
ical transaction between willing participants, fair value was created for the pur-
pose of shareholder dissent and oppression to protect a minority shareholder
and to compensate the shareholder for that which has been taken.

The attempt to establish exactly what has been taken is the basis for the
controversy over fair value. Based on loose guidelines set by the statutes, a
valuation professional receives guidance on valuation date and certain elements
to include and exclude from valuation. However, one still must determine ex-
actly what one is valuing and the best methods and techniques to perform the
valuation. These concepts have been shaped by legislatures, case law, the in-
fluence of the American Bar Association and the American Law Institute, and
current valuation theory.
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Although dissenters’ and oppressed shareholders’ rights developed
throughout the twentieth century, they did not gain widespread usage until the
decision in Weinberger v. UOP, Inc.161 established the use of customary and
current valuation techniques in valuing a business under these statutes. That
decision, combined with the institution of the buy-out remedy and oppression
doctrines, has significantly increased the popularity of cases determining fair
value.

Each state has different definitions and treatments of fair value. As we
have discussed, most states are now open to current and customary valuation
techniques, but we can break the states down into roughly three groups based
on the acceptance or rejection of discounts: those states that totally reject dis-
counts, those that consider the facts and circumstances of the case, and those
that accept discounts in most all situations.

Recently, the trend endorsed by the ABA and the ALI has directed that
the value be set at a pro rata share of the enterprise, without any shareholder-
level discounts. Some states have adopted this treatment, while others are con-
tent with their own definitions of fair value. This trend, however, should not
be seen to affect the need for entity-level adjustments made necessary by the
cash flows used in valuation or the current circumstances of a given company.
Once a value for the corporation as a whole is established by a proper valua-
tion technique, the precedent-setting case law in each state may determine
whether discounts are likely to be applied at the shareholder level.

Finally, and importantly, when a court reviews the facts and circumstances
of a case, it attempts to compensate the parties involved equitably. This is the
underlying basis for extraordinary circumstances, the award of damages, and
any “adjustments” to value that would not normally be applied. Ultimately, a
court may not be as concerned with strict adherence to the assumptions under-
lying fair value, and instead, may simply intend to find a means of fairly com-
pensating the minority shareholder for that which as been taken.

That having been said, the valuation professional should apply current
and customary techniques that are generally accepted by the appraisal profes-
sion in determining value. Those techniques should be supported by reason-
able facts and valuation theory. The final determination of value will be at the
court’s discretion based on the facts and circumstances of a given case.
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4
Standards of Value 

in Divorce

INTRODUCTION

In this chapter, we address the theory and application of the standards of value
used in divorce. As in stockholder oppression and dissent cases, the standards
of value in matrimonial matters are state specific and often case specific.

As one commentary has indicated:

Matrimonial actions are unique types of litigation. While people in litigation
are people in conflict, people in matrimonial litigation are involved in con-
flicts that go to the very root of their existence.1

Divorce cases are often acrimonious and adversarial. It is the task of busi-
ness valuation professionals to sort through these issues and evaluate a business
based on the objective application of valuation methodology that is consistent
with the laws of a given state.

The application of the standard of value is left to the courts within the in-
dividual states. These courts can often inconsistently apply the underlying as-
sumptions of a standard of value, to achieve what they believe to be equitable
solutions consistent with the policy expressed in each state’s statutes.

When we compare the way valuation issues are viewed in the U.S. Tax
Court to the way they are they are viewed in many matrimonial courts, we often
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find significant differences. In the Tax Court, precedents have fashioned a con-
sistent premise, value in exchange, and a consistent standard, fair market value,
and have provided guidance to practitioners as to the application of this stan-
dard. Because of this consistency, experts can differ in methodology but not
on the premise or standard of value. For instance, valuation practitioners can
opine on the size of the applicable discount for an interest lacking control, but
not, in most instances, on its applicability.

In the same manner, fair value is the standard applied most often in stock-
holder dissent and oppression matters in most states. Again, the premise of
value is a value in exchange, and the standard is fair value. In these matters,
the most frequent valuation controversy involves the applicability of lack of
control and marketability discounts. As we explained in Chapter 3, legal as-
sociations such as the American Law Institute (ALI) and the American Bar
Association (ABA) have weighed in on the applicability of lack of control
and marketability discounts under this standard of value.

As will be explained further in this chapter, we have found that there has
been no consistent application of the premises and standards of value in divorce
matters. In fact, even though the ALI has opined on certain valuation issues
concerning divorce, its’ opinions have not been cited in matrimonial cases as
frequently as in dissenters’ and oppressed shareholder matters.

In divorce, the standard of value for each state is established by court
cases that implement that state’s marital dissolution statutes. Each state’s
legislature sets forth the property distribution policy in the statute. The courts
attempt to implement the policy through their individual decisions. Gener-
ally, the statutes provide little guidance on valuation; one has to divine it
from case law. Therefore, to more clearly understand the standards of value
in this context, one needs to understand the definition of property in the par-
ticular state statute and the treatment of business and intangible value in that
state’s case law. In our analysis, we address the implied or stated standard of
value as it is expressed in the court opinions regarding the treatment of in-
tangible assets such as enterprise and personal goodwill, the application of
lack of control and marketability discounts, and the weight accorded buy-sell
agreements.

We begin with a general background and history of the treatment of mar-
ital and separate property and then analyze the identification of marital and sep-
arate property. We then discuss the premises of value, the standards of value,
and their theoretical underpinnings as stated or implied by statute or case law.

Premises of value are assumptions based on the set of actual or hypotheti-
cal circumstances applicable in a valuation. Standards of value represent the
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type of value being sought.2 In determining a premise of value, one must ask
whether the subject company should be valued in a hypothetical exchange be-
tween a willing buyer and willing seller, or as a business in the hands of its
current management with no consideration of such an exchange.

In our view, standards of value in divorce can be seen to fall under two
general basic premises: value in exchange and value to the holder. Value in ex-
change is the value arrived at in a hypothetical sale, with assumptions ranging
from the seller departing immediately and competing with his or her former
business, to the seller staying on to help transition management. Underlying
value in exchange are two general standards: fair market value, where dis-
counts for lack of control and lack of marketability, also referred to as share-
holder-level discounts, are generally considered, and fair value, where the
value of a fractional interest is generally seen to be, except under extraordinary
circumstances, as its pro rata share of the enterprise without minority or lack
of marketability discounts. The value to the holder premise is based on the as-
sumption that the business or business interest will not be sold. Although fre-
quently not articulated, the standard of value most often associated with the
value to the holder is investment value, which in this context is also referred
to as intrinsic value.

After a general discussion of the assumptions implicit in the two premises
and three standards, we discuss the value in exchange premise and how per-
sonal and enterprise goodwill, shareholder-level discounts, and buy-sell agree-
ments are viewed. Similarly, in states where these issues are addressed using
a value to the holder premise, we discuss such issues as the difference be-
tween goodwill and earning capacity, and the inclusion of such marital assets
as a professional degree or license, enhanced earning capacity, celebrity sta-
tus, and the issue of double dipping. We eventually use the premise and stan-
dard of value implied by the treatment of personal and enterprise goodwill, lack
of control and marketability discounts, and the weight accorded buy-sell agree-
ments to move toward a standard of value classification system.

Using these elements, we build a continuum of value that addresses the
way courts view property by their treatment of goodwill, the application of
shareholder level discounts, and the adherence to buy-sell agreements, all under
a stated or implied standard and premise of value. Note that this continuum is
based on our view of the issues implicit in business valuations for the purpose
of divorce, and, the lines between these classifications are not always clear.
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In some cases, even a state that appears to adhere strictly to one standard may
use elements of another to achieve what the court believes to be equitable.
Moreover, we are reviewing statutes and cases as valuation practitioners, not
lawyers, and applying our suggested classifications to premises and standards
of value in ways that are consistent with generally accepted valuation theory
but may not have been contemplated by courts, the attorneys, and even many
experts.

Marital Property: General Background and History

The varying nature of the divorce laws of the states can be traced back to the
turn of the twentieth century, when the National Conference of Commissioners
for Uniform State Laws3 sought to unify divorce laws across the nation. The
common sentiment at the time, endorsed by the public, the clergy and even
President Theodore Roosevelt, was that the unsettling increase in the divorce
rate across the land had to be checked. Thus, in the same way the commission-
ers later attempted to create uniform triggering events for dissenting share-
holders, they proposed certain laws that would create a uniform standard by
which a married couple could get divorced. The states, however, wanted au-
tonomy, as several already had more stringent grounds for divorce in place.
For example, in New York, adultery was the only grounds for divorce. In South
Carolina, divorce was not permitted on any grounds. Accordingly, despite
being adopted by five states, the uniform divorce laws were viewed as a mas-
sive failure.4

It is generally agreed that the law of marital property in the United States
has its origins in English common law. However, influenced by their French
or Spanish heritage, eight states adopted the continental system of community
property. Those original eight community property states are Arizona, Cali-
fornia, Idaho, Louisiana, Nevada, New Mexico, Texas, and Washington.5 Later
the total increased to 10, when both Alaska and Wisconsin chose to treat mar-
ital property as community property.
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3. The National Conference of Commissioners on Uniform state laws was formed in 1892
for the purpose of providing states with non-partisan, well-conceived, and well-drafted
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4. James J. White, “Symposium: One Hundred Years of Uniform State Laws: Ex Proprio
Vigore,” 89 Michigan Law Review 2096 (August 1991), at 2106.

5. Ira Mark Elman, Paul M. Kurtz, and Catherine T. Bartlett, Family Law: Cases Text Prob-
lems, 2nd ed. (Charlottesville, VA: Michie Company, 1991).
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Initially, most common law states looked exclusively to property law
where title dictated ownership. This left the nontitled spouse at a severe dis-
advantage. In 1973, the Uniform Marriage and Divorce Act set an example
for the states by abandoning the traditional treatment of property by common
law and moved toward a system that would give the court discretion over how
to divide property. Over the next 10 years, this principle was adopted by the
remaining 41 common law states in their statutes as equitable distribution.
This new standard for distribution divided marital property according to some
principle of need or equity, without particular regard to title or ownership as
determined by common law rules.6

By the early 1990s, all states had enacted statutes that provided for the dis-
tribution of property acquired during the marriage in accordance with equi-
table distribution or the continental system of community property. Equitable
distribution states endeavor to divide marital property fairly, but not neces-
sarily equally. Community property states more often seek to divide marital
property equally, but in many cases also prefer an equitable arrangement for
distribution.7

Marriage is now generally considered to be an economic partnership where
title is irrelevant and property is acquired and maintained by the marital unit
rather than separately by the individuals. In both community property and eq-
uitable distribution states, property acquired during the marriage through the
time, skill, and labor of either spouse is considered part of the marital estate.
Typically, anything acquired by gift or inheritance or acquired before or after
the marriage is considered to be the separate property of the owner.

The states that adopted the equitable division method of property distrib-
ution now look to equitably distribute assets defined as marital property. As
such, all states, whether by equitable distribution or community property, rec-
ognize that the noneconomic contribution of the nontitled spouse has value and
the state legislatures have enacted statutes that provide for the fair distribution
of property acquired during the marriage.
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7. California requires an equal division. Idaho and Nevada both require equal division un-
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ington require equitable division. New Mexico, Texas, and Wisconsin leave the details of
division to the court’s discretion. Louisiana does not include direction on division in their
statues.
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Dividing marital property as part of a divorce involves a three-step process:

1. Identify marital assets.
2. Value them.
3. Then distribute them.

There is an interrelationship among the three steps, with the term value mostly
left undefined by statute. In fact, only the statutes of Arkansas and Louisiana
explicitly address the standard of value to be used. Arkansas’s statute, for ex-
ample, only establishes the standard of value for certain assets:

When stocks, bonds, or other securities issued by a corporation, association,
or government entity make up part of the marital property, the court shall
designate in its final order or judgment the specific property in securities to
which each party is entitled, or after determining the fair market value of the
securities, may order and adjudge that the securities be distributed to one (1)
party on condition that one-half (1/2) the fair market value of the securities
in money or other property be set aside and distributed to the other party in
lieu of division and distribution of the securities.8

Louisiana requires that the parties to a divorce list their community assets
at their fair market value for distribution.9 No other state statute addresses
value with even that much specificity. Some states refer to a particular stan-
dard in their case law; others suggest a certain standard by their treatment of
certain elements of value. Often a case in a particular state may name one stan-
dard of value but attribute to it characteristics more commonly associated with
another standard of value.

Identification of Marital Property and Separate Property

In our view, the ambiguity as to the appropriate standard of value in a state
often is the result of differing interpretations of what constitutes property in
general and marital property in particular. In fact, property is quite often un-
defined in most statutes. Community property states, typified by the statute in
Arizona, define community property as:
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8. Arkansas Statute § 9-12-315 (4)

9. Louisiana Statute § 9:2801.
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All property acquired by either husband or wife during the marriage, except
that which is acquired by gift, devise or descent is the Community Property
of the husband and wife.10

Alternatively, an equitable distribution state, such as Pennsylvania, defines
marital property as:

(a) all property acquired by either party during the marriage; (b) including the
increase in value, until the day of final separation of non-marital property ac-
quired by gift, bequest, devise or descent; and (c) the increase in value of
property owned prior to the marriage or property acquired in exchange for
property owned prior to the marriage until the date of final separation.11

As can be seen, the definition of property is rather ambiguous, regardless
of the property distribution scheme. This can lead to controversy with respect
to certain assets that can be difficult to identify and value.

This ambiguity is most clearly seen in the treatment of intangible prop-
erty. Identifying intangible assets can involve the valuation of an expected (or
future) income stream, which may not be transferable and/or may require the
continued efforts of a spouse after the end of the marriage. The courts in each
state decide whether these types of assets may or may not be included as as-
sets to be distributed. Their decisions will rely on their interpretation of the term
marital property.

The identification of tangible assets acquired during the marriage does not
stir the same controversy as the identification of intangible assets. Essentially,
tangible assets are physical things—things that may be valued based on use (the
value one receives from owning an asset) or in exchange (the value at which
it may be sold to a third party). Either way, with these assets, identification is
typically not an issue.

Identification issues relating to intangible assets, the most common of
which is often labeled goodwill, can be much more difficult. The controversies
are manifold, but the main issue in the identification of marital assets becomes
whether the intangible asset, if one exists, belongs to the person or the enter-
prise and whether that intangible asset was developed during the marriage. In
order to understand the treatment of these assets in a given state, we must un-
derstand the nature of these assets and how they were developed.
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10. Arizona Statute 25-211.

11. Pennsylvania Divorce Code Section 3501.
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Ultimately, a valuation professional determines the value of property based
on valuation principles and analysis coupled with professional judgment, the
guidelines set by the statutes, and the precedents set by the courts interpret-
ing those statutes. From there, the courts will determine what is fair and eq-
uitable in distribution. Aside from the states that mandate equal distribution,
the final outcome of “who gets what and how much” is left to the judgment of
the courts.

Regarding the distribution of assets, a Michigan court stated:

The only requirement [for an award of marital assets in a divorce action] is
that the award result in a fair and equitable distribution of the marital assets.12

As sound as these societal principles may be, they offer the valuation ex-
pert little guidance as to the application of valuation principles to a particular
situation.

The standard of value varies from state to state and may vary even within
a state. Some courts do not define and follow any one standard of value con-
sistently. As will be seen, the courts often use the term fair market value and
attribute to it elements and theory more closely related to investment value. The
courts may not understand the implications of the standard that they are ap-
plying or even intend to apply a certain standard of value at all. They are iden-
tifying and distributing assets in a manner considered to be fair and equitable.
As another commentator stated:

No single standard could possibly encompass the multitude of considerations
necessary for equitably dividing marital assets.13

In addition to the division of property acquired during the marriage, most
states have statutes that address spousal support (alimony) and child support
and a body of case law that implements those statutes. There is a relationship
between alimony and property distribution, and the combination of these reme-
dies is used by the courts, which, in theory, look to be fair and equitable, with-
out a requirement to adhere strictly to the underlying assumptions of a given
standard of value. Courts often have the opportunity to adjust alimony or the
percentages of the property distribution to achieve what they view as a fair out-
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12. Hatcher v. Hatcher (1983), 129 Mich. App. 753; 343 N.W.2d 498; 1983 Mich. App.
LEXIS 3397.

13. John McDougal and George Durant, “Business Valuation in Family Court,” 13 South
Carolina Lawyer 14 (September/October 2001), at 2.
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come for the parties involved. The judge may start with a certain standard of
value in mind, but may end at a completely different standard based on his or
her interpretation of the facts and the circumstances of the case. Moreover,
the courts generally adhere to their interpretation of the law and the equities
in the particular case more rigorously than they adhere to the assumptions in-
herent in or classification associated with a particular standard of value.

Relationship between Valuation and Identification of Intangible Assets

While one may suspect that a business has intangible assets (goodwill in par-
ticular), often there is no way to know that goodwill exists until the business
is valued or sold. In matrimonial matters, frequently used methodologies for
valuing goodwill can include excess earnings14 or finding the sale price above
the net asset value of a business.15

The Washington case of In re: Hall,16 which addressed the valuation of
goodwill in a medical practice, provides an example of several methods that
the courts may recognize in valuing goodwill. According to the case, three of
the methods are: (1) capitalization of excess earnings method; (2) the straight
capitalization method; and (3) the IRS variation on capitalization of excess
earnings method. The other two methods discussed in the case are: (4) the buy-
sell agreement method; and (5) the open market approach.

Simply stated, some form of the capitalization of benefits (the first three
methods) can be employed to determine whether an intangible asset exists.
From a strictly legal point of view, these methods have been criticized for plac-
ing too much importance on future earnings, thereby including the future efforts
of the owner.17 Some experts contest this criticism, contending that the abil-
ity of the asset to continue to produce earnings in the future is attributable to
the fruits planted during the marriage. Another criticism is that these methods
may set high relative values for an unrealized intangible asset for which the
titled professional gives up a tangible asset such as real property or cash. This

Standards of Value in Divorce | 173

14. The “excess earnings” method for valuing intangible assets consists of estimating the
value of the tangible assets, estimating a reasonable rate of return on the tangible assets,
and, to the extent that total returns of the business or practice exceed the reasonable re-
turn of the tangible assets, is the basis for finding the dollar value of the intangible assets.
That is accomplished by dividing the excess returns by a rate called a capitalization rate.

15. Mary K Kistjardt, “Professional Goodwill in Marital Dissolution—The State of the
Law,” in Valuing Professional Practices and Liscenses, edited by Ronald L. Brown 2004
supplement.

16. 103 Wn.2d 236, 692 P.2d 175 (1984)

17. Kistjardt, “Professional Goodwill in Marital Dissolution,” at 1.04, p. 1–30.
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could potentially overcompensate the non-titled spouse by trading liquid as-
sets like cash and property for a relatively illiquid interest in the goodwill of
a closely held business.

The fourth method referred to in the case, the utilization of a buy-sell agree-
ment, is addressed later in this chapter. The utilization of a buy-sell agreement
is often considered in the valuation of fractional interests in professional part-
nerships where an arm’s length agreement is in place. Courts may rely more
heavily on a buy-sell agreement to determine value if transactions have been
consummated under the terms of the agreement as partners have entered and
exited the partnership. A court probably will not consider an agreement bind-
ing if it was signed shortly prior to divorce, or if partners have come and gone
without exercising the explicit formula established by the agreement.18

The fifth method, the so-called open market approach, tries to establish
value upon a hypothetical sale. In a value in exchange context, this is seen by
some as the most relevant method for valuing goodwill, as a quantifiable asset
that would be realizable upon the sale of the business.

Appreciation on Separate Property

Another central issue in many divorces is the treatment of separate property
owned by a spouse prior to the marriage or gifted to, or inherited by the spouse
during the marriage. The majority of states do not include separate property as
distributable assets.19 However, special provisions may apply to appreciation
on that property that occurs during the marriage. For example, the Pennsylva-
nia statute mentioned earlier, includes the increase in value of separate property
over the course of the marriage. Divorce statutes generally include a description
as to the circumstances where the appreciation of separate property can be in-
cluded in distributable assets. The circumstances often relate to the cause of
the appreciation during the marriage and the efforts of the spouse who owned
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18. Id. at 1.04, p. 1-33.

19. New Hampshire appears to be the only state that includes all property in the considera-
tion for distribution, defining property in this way: § 458:16-a. I. “Property shall include
all tangible and intangible property and assets, real or personal, belonging to either or
both parties, whether title to the property is held in the name of either or both parties. In-
tangible property includes, but is not limited to, employment benefits, vested and non-
vested pension or other retirement benefits, or savings plans. To the extent permitted by
federal law, property shall include military retirement and veterans’ disability benefits.”
However, the statute goes on to direct that the value of premarital or gifted property
should be considered in the distribution of the marital estate. Other states may not rec-
ognize separate property, but they do not provide that direction by statute.
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the separate property. The cause of the appreciation is often classified as ac-
tive or passive. Active appreciation is that which is caused by the efforts of
one or both of the spouses; passive appreciation is that which is caused by ex-
ternal forces such as market fluctuations or the efforts of other partners.

On one extreme, there are state statutes that do not differentiate between
active and passive appreciation on separate property, suggesting that neither
is to be distributed.20 For instance, Delaware’s marital dissolution statutes state:

(b). . . For purposes of this chapter only, “marital property” means all prop-
erty acquired by either party subsequent to the marriage except: (1) Prop-
erty acquired by an individual spouse by bequest, devise or descent or by
gift, except gifts between spouses, provided the gifted property is titled and
maintained in the sole name of the donee spouse, or a gift tax return is filed
reporting the transfer of the gifted property in the sole name of the donee
spouse or a notarized document, executed before or contemporaneously
with the transfer, is offered demonstrating the nature of the transfer. (2)
Property acquired in exchange for property acquired prior to the marriage;
(3) Property excluded by valid agreement of the parties; and (4) The increase
in value of property acquired prior to the marriage.21 [emphasis added]

On the other extreme, the statutes do not specifically include or exclude
a particular type of appreciation. Colorado, for instance, provides for this to
be included in the marital pot:

(4) Subject to the provisions of subsection (7) of this section, an asset of a
spouse acquired prior to the marriage or in accordance with subsection (2)
(a) or (2) (b) of this section shall be considered as marital property, for pur-
poses of this article only, to the extent that its present value exceeds its
value at the time of the marriage or at the time of acquisition if acquired
after the marriage.22 [emphasis added]

Most states deal with the issue between the extremes. In some states, the
appreciation on separate property may be marital if that appreciation was a
product of marital efforts (marital efforts being the contribution of either or
both spouses to the increased value, not necessarily to the increased value of
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20. Illinois also does not include appreciation, but includes a reimbursement provision for the
non-owner spouse for his or her efforts contributing to an increase in value. The appre-
ciation is not made marital property but is recognized by reimbursement.

21. 13 Del. C. § 1513.

22. Colorado Statute 14-10-113.
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the asset itself, but to the marital partnership in raising children, keeping the
home, etc.). This does not include appreciation on premarital property from
dividends, interest, or general market conditions that occur without any action
by either individual (passive appreciation). North Carolina, for instance, is one
of these middle-ground states. The North Carolina statute specifically defines
the circumstances that constitute active and passive appreciation:

Passive increases in value, such as those attributable to inflation or to mar-
ket fluctuations, will be considered as part of the separate property, whereas
active appreciation in the value of the property, such as that resulting from
economic or noneconomic contributions by one or both of the spouses, is to
be treated as part of the marital property.23 [emphasis added]

Additionally, the courts must make decisions on commingled property.
Commingling refers to the mixing of separate and marital property. In the case
of separate property, the issue is whether separate property has been mixed
with marital property and whether this mixing causes the separate property to
lose its character and become marital property. This is often referred to as trans-
muted property. Separate property can be transmuted to marital property by
commingling. A few states have specific statutory provisions on commingled
property. Missouri, for instance, states:

Property which would otherwise be non-marital property shall not become
marital property solely because it may have become commingled with mar-
ital property.24

The Alabama statute, however, includes property that may be separate but
has benefited both spouses during the marriage as marital property:

. . . the judge may not take into consideration any property acquired prior to
the marriage of the parties or by inheritance or gift unless the judge finds
from the evidence that the property, or income produced by the property,
has been used regularly for the common benefit of the parties during their
marriage.25
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23. Cheryl Lynn Daniels, “North Carolina’s Equitable Distribution Statute,” 64 North Car-
olina Law Review 1395 (August 1986), at 1399.

24. Arkansas Statute 2004 § 452.330 at 4.

25. Code of Alabama 2005 § 30-2-51 (a).
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Most states that have addressed commingling have done so in the
courts. For instance, Alaska decided that commingling itself does not neces-
sarily establish intent to hold property jointly, and therefore the court should
consider the property’s source when determining what assets are available for
distribution.26

Going back to the definition of marital property, if an asset was created
during the marriage, these issues are not addressed. However, if an asset pre-
existed the marriage, an appraiser may have to employ multiple valuation
dates27 and determine the value of the asset at the beginning and the end of the
marriage. The issues of active and passive appreciation, transmutation, and
commingling arise somewhat independently from the premise or standard of
value, but are nonetheless important considerations for the practitioner.

PREMISES AND STANDARDS OF VALUE IN DIVORCE

As mentioned, the identification and valuation of marital assets fall under two
basic premises that form the basis of a continuum of value: value in exchange
and value to the holder.

Premises of Value

Value in Exchange
States following the value in exchange premise view the identification and
valuation of marital assets in the context of a sale. Value in exchange presumes
some sort of hypothetical transaction where the business or business interest
is exchanged for cash. To the extent that the conclusion of value estimates de-
pend on the continued efforts of one party, that portion of the value is excluded
and viewed as separate property or not as property at all. States following a
value in exchange premise reject the inclusion of intangible value reliant on
an individual for several reasons, including the viewpoint that postmarital ef-
forts are necessary to realize the value, and also that the “property” allegedly
created is not capable of being separated from the person.
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26. Julsen v. Julsen, 741 P.2d 642 (Alaska 1987).

27. As previously discussed, determining what caused the appreciation in value is an impor-
tant element of the distribution of the increase in value. The valuation expert should con-
sult with the retaining attorney to determine what, if any, role he or she has to opine on
the economic reason for this increase.

ch04_4694.qxd  9/11/06  12:52 PM  Page 177



Value to the Holder
Value to the holder considers the value of a business or business interest in
the hands of its owner, regardless of whether he or she intends to sell the busi-
ness. It further assumes that the titled spouse will continue to enjoy the benefits
generated by a business that was created or appreciated during the marriage,
and contemplating a value upon sale would dilute the actual value that both
spouses enjoyed during the marriage, as only the titled spouse would continue
to benefit from that value after the marriage ends.

Exhibit 4.1 shows the first level of the continuum of value for these two
premises, which have different underlying assumptions involving a state’s de-
termination of what constitutes property and how it should be valued.

In our view, these two premises form a continuum of value under which
businesses or business interests are identified, valued, and eventually distrib-
uted in a divorce. In determining a value in exchange, those elements of skill
and reputation attributed to the owner spouse that cannot be distinguished from
the individual (and would no longer benefit the business if he or she departed)
are typically not considered to be marital and should be separated from the
value. One values only the assets of the enterprise that could be sold to a hy-
pothetical buyer at the date of a hypothetical sale.

Under value to the holder, these issues typically do not come into play, as
the presumption is that no sale will take place, and, therefore, the effect of the
owner leaving is not relevant. Standards of value fall under these two premises,
from fair market value, which is value in exchange, to investment value, which
is value to the holder. Thus, the continuum of value moves from valuing only
assets that may be sold to valuing assets that may have limited marketability
absent the continued participation of the owner spouse.

The standards of value most often used by courts to value marital assets are
fair market value, fair value (more commonly referred to in oppression and dis-
sent cases), and investment value (also called intrinsic value or, colloquially,
value to the holder).

In the remainder of this chapter, we explain how we analyze the premises
and standards of value and their stated or implied application. We can use value
in exchange and value to the holder as a framework to better understand the the-
ory and application of the common standards of value used in divorce cases.
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Standards of Value

Although a court may use the name of a particular standard of value, the
assumptions normally associated with that standard of value are often treated
inconsistently or not addressed at all. This can be more readily seen in the vary-
ing treatment of goodwill, shareholder-level discounts, and the weight accorded
to buy-sell agreements. The valuation professional has to be aware of the
precedent-setting case law in each state, including the underlying facts and
assumptions of each case in addition to the exact words in the decision.

Fair Market Value
Fair market value is widely applied in divorce valuations. Several states have
asserted through case law that fair market value is the appropriate standard;
others have implied that it is the standard they are using by their treatment of
personal goodwill and the applicability of shareholder-level discounts. Fair
market value is defined by the Estate Tax Regulations as:

the price at which the property would change hands between a willing buyer
and a willing seller when the former is not under any compulsion to buy and
the latter is not under any compulsion to sell, both parties having reasonable
knowledge of the relevant facts.28

Application of a fair market value standard for businesses or business in-
terests in divorce focuses on those elements of the business value that are con-
sidered transferable. To a varying extent, the resulting value under this standard
does not ordinarily include nontransferable elements such as personal good-
will. The extent to which this assumption applies varies in some states as to
the consideration of the seller’s participation in the transition. Some states view
the application of fair market value as an immediate departure of the owner
with an ability and willingness to compete. Other states consider a more or-
derly transition.

Simply stated, fair market value assumes a value in exchange: The buyer
gets the asset and the seller gets cash or a cash equivalent. This value in
exchange results in the identification and valuation of those elements that are
normally transferable or capable of being transferred with no long-term partic-
ipation on the part of the seller.

As we discussed in Chapter 2, certain assumptions are inherent in the ap-
plication of the standard of fair market value. For example, since it falls within
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the value in exchange premise and contemplates a hypothetical sale of the
business or business interests, discounts for lack of control and/or marketabil-
ity are generally considered.

Fair Value
Fair value is defined mainly in connection with dissent and oppression cases
in the corporation statutes and cases. Fair value in divorce is generally applied
the same way as it is in dissent and oppression cases, in that it is a standard
that is largely determined by the court’s direction.

Fair value is different from fair market value and investment or intrinsic
value. Fair market value assumes a willing buyer and a willing seller. Invest-
ment value assumes that the business will not be sold and the owner will con-
tinue to receive benefits from the business or business interest (unless a sale
is really occurring). In one context, fair value can entail an exchange, but not
necessarily from a willing seller. Fair value may also assert that a lack of in-
tention to sell a business prevents its valuation as a value in exchange. As we
will show, some fair value cases adhere more to a value in exchange premise;
others adhere to a value to the holder premise. Generally, if a valuation takes
a pro rata portion of the enterprise value without shareholder-level discounts,
we considered it to be fair value.

The 1950 Delaware dissent case, Tri-Continental v. Battye,29 defines fair
value in this way:

The basic concept of value under the appraisal statute is that the stockholder
is entitled to be paid for that which has been taken from him, viz., his pro-
portionate interest in a going concern. By value of the stockholder’s propor-
tionate interest in the corporate enterprise is meant the true or intrinsic value
of his stock which has been taken by the merger. In determining what fig-
ure represents this true or intrinsic value, the appraiser and the courts must
take into consideration all factors and elements which reasonably might enter
into fixing the value.30

In this interpretation, the courts look to fairly compensate the departing
party for that which has been unwillingly taken from him or her. To extrapolate
this concept to divorce, under fair value, the courts may look to compensate
the non-titled spouse for the value generated during the marriage but realized
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29. 74 A.2d 71, 72 (Del. 1950).

30. Id.
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after the divorce. Most often, courts believe that absent special circumstances,
it would be unfair in an oppression case to apply discounts to the value sought
by the oppressing party, as the oppressed party has been mistreated and would
otherwise be unwilling to sell. This would create an undeserved windfall for
the oppressor. Similarly, in divorce (regardless of marital misconduct or fault),
a court evaluating discounts may see the application of discounts as an unfair
advantage to the party that will continue to enjoy the benefits of the asset.

In this respect, divorce and oppression may be similar in that they can both
be seen in terms of the reasonable expectations of those entering into a part-
nership or contract (business or marital). A shareholder has the expectation of
sharing in the benefits of the business for the course of his or her life or the
term of the contract. Should those expectations be breached, the court looks to
fairly compensate that individual. Marriage is viewed as an economic partner-
ship in which each party has an expectation of sharing the economic benefits
generated during the marriage. In this case, the court may view discounts as un-
fairly benefiting the owner spouse at the expense of the non-owner spouse.

Investment Value
Another widely used standard of value in divorce matters is investment value,
which is often also referred to as intrinsic value. This standard commonly falls
under the value to the holder premise. Application of this standard contem-
plates value not to a potential hypothetical buyer but rather to a particular
buyer, which in the case of divorce is the current owner, hence, value to the
holder. This standard also recognizes that there may or may not be an intention
to sell or leave the business, and as it continues, the business will enjoy the
benefits and the value derived from the owner’s continued presence.

In this context, investment value differs from fair market value in that it
will provide a going concern value to the current owner, not a hypothetical
buyer. Many courts refer to this standard as the value of a going concern to
the owner. This standard of value identifies assets that have an inherent or in-
trinsic worth to the owner, which may not be transferable to another individ-
ual. Some argue that the existence of this asset, regardless of its transferability,
was created or germinated during the marriage, and this value is partially at-
tributable to the efforts of the nonowner spouse. During the marriage, both
spouses benefited from that earning ability. After the marriage, only the owner
will continue to benefit. Several states consider these types of assets marital;
many do not. California’s landmark case Golden v. Golden,31 for example,
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31. 270 Cal. App. 2d 401; 75 Cal. Rptr. 735; 1969 Cal. App. LEXIS 1538.
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gives the reasoning behind using the characterization of property that leads to
the application of an investment value standard:

. . . in a matrimonial matter, the practice of the sole practitioner husband will
continue, with the same intangible value as it had during the marriage.
Under the principles of community property law, the wife, by virtue of her
position of wife, made to that value the same contribution as does a wife to
any of the husband’s earnings and accumulations during marriage. She is as
much entitled to be recompensed for that contribution as if it were repre-
sented by the increased value of stock in a family business.32

There are various assumptions involved in a determination of investment
value. For example, the transferability (and therefore marketability) of per-
sonal goodwill is often not at issue, as there is likely no intention to sell. To
illustrate, we can look at the example of a law firm in New Jersey, when the
clients (goodwill) of the law firm could not be sold to another lawyer.33 Under
a fair market value standard, the goodwill of a law firm in New Jersey at that
time would have no value.34 However, under an investment value standard,
the ability to sell is not as important as it is under the fair market value stan-
dard in determining the business’s ongoing value to its current owner. The use
of the investment value standard suggests that the court is attempting to com-
pensate the nontitled spouse for the economic benefits the titled spouse will
receive in the future, regardless of whether that spouse can sell those benefits.35

Also, when determining the investment value, discounts are typically not
taken because investment value does not contemplate an actual or hypotheti-
cal sale, but only the value to the current owners.

Exhibit 4.2 presents the continuum of value for the premise of value and
standards of value.
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32. Id. at 738.

33. See Dugan v. Dugan, 92 N.J. 423; 457 A.2d 1; 1983 N.J. LEXIS 2351 at 21. DR 2-108(A)
of the Disciplinary Rules of the Code of Professional Responsibility: “A lawyer shall not
be a party to or participate in a partnership or employment agreement with another lawyer
that restricts the right of a lawyer to practice law after the termination of a relationship
created by the agreement, except as may be provided in a bona fide retirement plan and
then only to the extent reasonably necessary to protect the plan.”

34. Today, the goodwill or client base of a law firm may be sold in New Jersey. This was not
always the case.

35. Dugan v. Dugan, 92 N.J. 423; 457 A.2d 1; 1983 N.J. LEXIS 2351.
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Premises of Value Revealed through the Valuation of Insurance Agencies

Two cases involving captive State Farm insurance agencies demonstrate the
difference between a value in exchange premise and a value to the holder
premise. The Washington case of In re: Zeigler36 presents a value in exchange,
whereas the Colorado case of In re: Graff 37 reveals a value to the holder.

In re: Zeigler

Mr. Zeigler was the sole stockholder of a captive insurance agency of the
State Farm Insurance Company. In his agreement with State Farm, he sold
only State Farm–approved products, the names and book of business were
owned by State Farm (and therefore Mr. Zeigler could not sell them). Mr. Zei-
gler controlled the organization and management of the agency. Upon ter-
mination of the agreement, Mr. Zeigler’s agency could remain, retaining its
name, staff, location, and so on, but would be prohibited from soliciting State
Farm policyholders for one year, and for this agreement Mr. Zeigler would be
paid 20% of the prior year’s commissions for five years by State Farm.

Mr. Ziegler’s expert testified that the goodwill of the agency was owned
by State Farm, and because Mr. Zeigler had no personal interest in State
Farm, he did not own any of the goodwill. The expert calculated no excess
earnings and therefore no goodwill value to the agency.

Mrs. Zeigler’s expert also applied an excess earnings methodology and
adjusted Mr. Zeigler’s salary to reflect industry averages, yielding a goodwill
value of $231,000.

The trial court agreed with the assessment of Mr. Zeigler’s expert, that
the agency itself had no goodwill and any value to the firm above its assets
was in the termination agreement. Additionally, any excess value to the busi-
ness was associated with Mr. Zeigler’s skill, knowledge, and hard work
(what the court called earning capacity), rather than the expected public
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Exhibit 4.2 Continuum of Value: Premises and Standards of Value

Value in Exchange Value to the Holder
Premise of

Value

Fair Market Value Fair Value Investment Value
Standard of

Value

36. Wash. App. 602, 849 P.2d 695 (Wash. App. Div. 3, 1993).

37. In re: Marriage of Graff, 902 P.2d 402 (Colo. App., 1994).
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patronage based on business goodwill. Essentially, the business goodwill
belonged to State Farm itself, not Mr. Zeigler’s agency.

The Appeals Court agreed that because of the captive status of the
agency and the agreements in place, any goodwill resides with State Farm,
not with Mr. Zeigler or his agency.

In this case, the business was seen as an entity independent from (but still
reliant on) the products it sold. If Mr. Zeigler terminated his relationship with
State Farm, the agency would have no goodwill value. Because the goodwill
belonged to State Farm, Mr. Zeigler did not have any right to sell it, and there-
fore it had no value to him.

The opposite was seen to be true in the Colorado case In re: Graff. Shortly
after the Zeigler decision, the Colorado Court of Appeals decided a case in-
volving another State Farm agency, with a similar contract as the agency dis-
cussed in Zeigler.

In re: Marriage of Graff

Mr. Graff’s expert argued largely the same points as did Mr. Ziegler’s expert.
He pointed out that the agency could not sell, assign, exchange, or mortgage
the value represented by the agency’s ability to generate income. Mrs. Graff’s
expert testified that the agency had value because Mr. Graff acted like the
owner of a business. Mr. Graff set his own hours, decided the location of
the office, hired and fired his own employees, set their salaries, purchased
his own supplies, and characterized his interest in the firm as that of a busi-
ness on Schedule C of his tax return. The value arrived at by the wife’s ex-
pert was $131,500, including a value for goodwill.

The trial court looked at the transferability and termination agreements,
the same as those in the Washington case, but found that because a trans-
fer or termination was not contemplated, the husband’s interest in the firm
and the continuing involvement with State Farm constituted value.

The court of appeals agreed with the trial court, stating that:

the value of goodwill is not necessarily dependent upon what a willing
buyer would pay for such goodwill, rather the important consideration is
whether the business has a value to the spouse over and above the tangi-
ble assets. . . . Goodwill may be valued even though an agreement, as here,
prevents the sale of an agency.38
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This statement shows a clear adherence to a value to the holder premise.
Although the goodwill can not be sold, it still has value to the owner who con-
tinues in place.

In the case of Seiler v. Seiler,39 New Jersey also addressed the value of a
captive insurance agency, in this case, an Allstate agency. The court found that
there was no goodwill owned by the individual, as the husband was clearly an
employee of the firm, rather than a sole proprietor of his individual business.
Any goodwill was associated with Allstate, rather than Mr. Seiler. As applied
to the valuation of businesses and business interests, it appears that New Jer-
sey is a fair value state,40 as the courts regularly reject discounts but include the
value of goodwill, even in businesses that cannot be sold. However, because
Mr. Seiler was an employee of the firm rather than a sole proprietor or a stock-
holder, the court found that there was no business and no value to goodwill.

As this shows, two states may view the exact same business in very differ-
ent ways. When approaching a valuation, one of the most important indicia of
value is whether the asset in question qualifies as a business or not. As we ex-
plain, only in New York41 is the value of goodwill in the form of a professional
degree, license, enhanced earnings capacity, and celebrity status, without the
associated business entity, considered divisible marital property.

Concepts of Value under the Two Premises

The continuum of value represented by the two premises value in exchange
and value to the holder can be examined by looking at the treatment of good-
will and whether a particular state views this intangible asset as marital or sep-
arate property. Let us first look at value in exchange through the prism of two
closely related issues: personal and enterprise goodwill and the applicability
of a covenant not to compete, or the right to compete.

Compete: An extreme view of value in exchange includes neither the par-
ticipation of the owner to help transition the business nor the owner’s
agreement to refrain from competing with the buyer. This scenario
would represent the value of the business if the seller were allowed to
open up shop next door, participating in exactly the same business as
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39. 308 N.J. Super. 474; 706 A.2d 249; 1998 N.J. Super. LEXIS 80.

40. While the above applies to businesses and business interests, it appears that other mari-
tal assets are valued at their fair market value.

41. O’Brien v. O’Brien, 66 N.Y.2d 576; 489 N.E.2d 712;498 N.Y.S.2d 743; 1985.
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he or she just sold. In this case, the income stream purchased will not
include any value attributable to the personal goodwill of the seller and
the value would have to consider the former owner’s effect as a direct
competitor. This is termed as the walk-away value.

Cooperate: Another view of the value in exchange standard considers
the situation where the seller is willing and therefore cooperates to max-
imize value. The seller would eventually leave, possibly signing a
covenant not to compete to restrict his or her efforts. The seller might
also agree to a consulting contract of limited duration, where he or she
will help transition the goodwill of the business to the new owners.
Generally, under a value in exchange, the value of this covenant, how-
ever, would not be included in the value of the business because it is
inextricably tied to the owner and his or her future efforts.

These differing assumptions of the seller’s post-sale behavior can result in
significantly different values for the business. Moreover, in regard to the valu-
ation of professional practices and other types of businesses under value in ex-
change, this view of the covenant not to compete will form one of the bases of
the difference between personal and enterprise goodwill. Under value to the
holder, a sale is not necessarily contemplated. Therefore, the owner’s partici-
pation in the transition is moot.

In the case that an actual sale occurs (at or prior to divorce), the court
would have to consider whether the covenant’s value was marital property. As
the covenant’s value affects an individual’s behavior, under value in exchange,
it would not likely be included in marital property. Under value to the holder,
the issue is rarely addressed as there is an assumption that there is no sale.

STANDARDS OF VALUE IN DIVORCE AMONG 
THE 50 STATES

Lack of Statutory Insight

As we have mentioned, there is a substantial lack of statutory insight as to
the standard of value in divorce proceedings. In dissenter’s rights and op-
pressed shareholder suits, there is little doubt that fair value is the generally
accepted standard. When it comes to divorce, only two states, Arkansas and
Louisiana, provide any statutory guidance as to the standard of value. The
Arkansas statute says:
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§ 9-12-315. (4)—When stocks, bonds, or other securities issued by a corpo-
ration, association, or government entity make up part of the marital property,
the court shall designate in its final order or judgment the specific property
in securities to which each party is entitled, or after determining the fair mar-
ket value of the securities, may order and adjudge that the securities be dis-
tributed to one (1) party on condition that one-half (1/2) the fair market value
of the securities in money or other property be set aside and distributed to the
other party in lieu of division and distribution of the securities. [emphasis
added]

The Louisiana statute more generally applies the fair market value
standard:

§ 9:2801—(1) (a) Within forty-five days of service of a motion by either
party, each party shall file a sworn detailed descriptive list of all community
property, the fair market value and location of each asset, and all community
liabilities. [Emphasis added]

Further, Louisiana’s statute prevents the valuation of personal goodwill
in the distribution of community assets:

§ 9:2801.2—In a proceeding to partition the community, the court may in-
clude, in the valuation of any community-owned corporate, commercial, or
professional business, the goodwill of the business. However, that portion of
the goodwill attributable to any personal quality of the spouse awarded the
business shall not be included in the valuation of a business. [Emphasis
added]

Most states do not recommend or require any particular standard with
which to value assets upon the dissolution of marriage. For example, New
Jersey’s equitable distribution provision states:

§ 2A:34-23 h. In all actions where a judgment of divorce or divorce from
bed and board is entered the court may make such award or awards to the
parties, in addition to alimony and maintenance, to effectuate an Equitable
Distribution of the property, both real and personal, which was legally and
beneficially acquired by them or either of them during the marriage. How-
ever, all such property, real, personal or otherwise, legally or beneficially
acquired during the marriage by either party by way of gift, devise, or in-
testate succession shall not be subject to Equitable Distribution, except that
inter-spousal gifts shall be subject to Equitable Distribution.” [Emphasis
added.]
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Although the Arkansas statute is specific regarding the applicable standard
of value in divorce, the New Jersey statute, along with the majority of others,
states that property is to be distributed but does not state how the property is
to be valued or the standard of value to be used in the process.

Revealing Standard of Value through Case Law

Many states appear to view the valuation of marital property based on the
circumstances of the case or the precedents previously set by the courts with
respect to certain elements of value. Because of this, clarity about the ap-
plicable standard of value suffers from the valuation practitioner’s point of
view. We can begin to look at the decisions made by each state as a means
of suggesting which standard or combination of standards may apply. Later
we will further discuss the continuum of value as it applies to these deci-
sions and the actual classification of states into standard and premise of
value categories.

While, with few exceptions, state statutes do not address the standard of
value, a review of relevant case law can provide further insight as to the ap-
plication of a standard of value in a particular state. A few states, including
Hawaii, Florida, and Missouri, more clearly apply fair market value as the
standard of value in their case decisions. For example, Hawaii’s statute does not
provide guidance on the standard of value:

§ 580-47—Upon granting a divorce, or thereafter if, in addition to the pow-
ers granted in subsections (c) and (d), jurisdiction of those matters is re-
served under the decree by agreement of both parties or by order of court
after finding that good cause exists, the court may make any further orders
as shall appear just and equitable (1) compelling the parties or either of them
to provide for the support, maintenance, and education of the children of the
parties; (2) compelling either party to provide for the support and mainte-
nance of the other party; (3) finally dividing and distributing the estate of the
parties, real, personal, or mixed, whether community, joint, or separate; and
(4) allocating, as between the parties, the responsibility for the payment of
the debts of the parties whether community, joint, or separate, and the attor-
ney’s fees, costs, and expenses incurred by each party by reason of the di-
vorce. In making these further orders, the court shall take into consideration:
the respective merits of the parties, the relative abilities of the parties, the
condition in which each party will be left by the divorce, the burdens imposed
upon either party for the benefit of the children of the parties, and all other
circumstances of the case.
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Accordingly, the statute provides only a general outline for the dissolution
of the marital estate. However, in the 1988 Hawaii case Antolik v. Harvey,42 the
court clearly applies fair market value as the standard with which to value
businesses.

Antolik v. Harvey

The husband was a licensed chiropractor and a sole proprietor of his busi-
ness. As the business was premarital, the parties agreed that the wife was
entitled to half of the increase in value of the practice from the date of mar-
riage to the date of contemplation of divorce. The family court found the val-
ues at $8,000 and $48,000 respectively as of these dates, and the husband
was ordered to pay the wife $20,000.

The husband’s expert valued the practice based on an adjusted book
value, arriving at a value of $8,000 at the start of the marriage in 1984, as-
suming a business loan for $18,675.99 was used for personal expenditures
and excluding it from the valuation. He used a similar method to determine
that the value of the husband’s practice was $48,000 at the time of divorce in
1986, but included the remaining balance on the business loan previously
discussed.

The wife’s expert determined that the practice had gross receipts of
$85,445 in 1985, $147,151.05 in 1986, and would generate $175,000 in 1987. The
earnings of the practice in 1987 were estimated to be $105,000. Using a rea-
sonable compensation figure of $54,000, the expert concluded that the earn-
ings of the business would be $51,000, and by using a 20% future earnings
rate, valued the business at $255,000, plus the replacement value of its in-
tangible assets, less liabilities.

The wife contended that the $48,000 value arrived at in the family court
did not include a goodwill value. The appellate court discussed the nature of
goodwill and determined it to be an attribute of a business in which there is
a recognized value above the tangible assets of such entity. The court stated:

When dividing and distributing the value of the property of the parties in a
divorce case, the relevant value is, as a general rule, the fair market value
(FMV) of the parties’ interest therein on the relevant date. We define the
FMV as being the amount at which an item would change hands from a
willing seller to a willing buyer, neither being under any compulsion to buy
or sell and both having reasonable knowledge of the relevant facts.
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The court rejected the contention that the value of the sole proprietor-
ship was the value to the professional operating it, as other assets are val-
ued at their fair market value.

In determining the value of the practice at the date of marriage, the court
concluded that the debt must be considered, and therefore the adjusted net
book value of the business was $8,136.96.

The date of divorce valuation ($48,000 in 1986), the family court put a
value of $2,310.00 on the patient charts as the hypothetical value if the hus-
band had died. The appellate court’s review stated that the sale of the busi-
ness including goodwill would be contingent upon the owner’s cooperation
and continued presence to transfer the existing patient base to a similarly
productive chiropractor. Should the husband leave immediately, the good-
will could not be transferred. The family court did not contemplate the lack
of a binding agreement that would prevent the husband from competing
upon sale. However, the husband did not appeal the inclusion of the value of
the book of business, so the appellate court affirmed the family court’s 1986
valuation.

No state specifically uses the terms investment value or fair value as the
standard of value in their statute, but various case decisions in a state might
provide the insight so as to generally establish a given standard of value. New
Jersey’s Brown v. Brown43 (discussed in detail later) uses the language of fair
value and refers to New Jersey dissent and oppression cases to determine fair
value.

California’s Golden v. Golden,44 although never specifically mentioning in-
vestment value, clearly lays out what appears to be a value to the holder treat-
ment of assets that embodies most of the elements found in investment value.

Golden v. Golden

After a seven-year marriage, the parties involved were divorced. The hus-
band was a doctor, 31 years old, and the wife was 29 and a housewife who
had previously worked as a teacher. In the distribution of community assets,
the court included an allocation of $32,500 for the goodwill of the husband’s
medical practice.

On appeal, the husband argued that the trial court erred in finding
goodwill to be a community asset, citing a previous California decision hold-
ing that upon the dissolution of law practices, no allowance could be made
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for goodwill because the reputation of the firm depends on the skill of each
member. Additionally, tax cases held that goodwill was only connected with
a going business.

Other cases, however, had found that salable goodwill exists in a pro-
fessional business even if founded on personal skill and reputation, and upon
the dissolution of the community, a professional’s practice must be taken into
account for evaluating the community estate. The court established what it
called a better rule, as follows:

We believe the better rule is that, in a divorce case, the good will of the
husband’s professional practice as a sole practitioner should be taken into
consideration in determining the award to the wife. Where, as in Lyon, the
firm is being dissolved, it is understandable that a court cannot determine
what, if any, of the good will of the firm will go to either partner. But, in a
matrimonial matter, the practice of the sole practitioner husband will con-
tinue, with the same intangible value as it had during the marriage. Under
the principles of community property law, the wife, by virtue of her position
of wife, made to that value the same contribution as does a wife to any of
the husband’s earnings and accumulations during marriage. She is as much
entitled to be recompensed for that contribution as if it were represented
by the increased value of stock in a family business.

The valuation therefore stood with the inclusion of goodwill in the cal-
culation of value.

As Exhibit 4.3 shows, we begin with two premises of value and place the
standards of value under the applicable premises. Fair market value is a value
in exchange, and investment value is a value to the holder. Fair value may fall
under either premise in that it may contain elements of both. The three cases
we have mentioned in terms of the standard of value used are placed on the
continuum as examples.
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Exhibit 4.3 Continuum of Value: Standards of Value with Case Examples

Value in Exchange Value to the Holder
Premise of

Value

Fair Market Value Fair Value Investment Value

Antolik v. Antolik Brown v. Brown Golden v. Golden

Standard of
Value
Case

Example
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Toward a Standard of Value Classification System

To perform this analysis, we first looked to the statutes of all 50 states and the
District of Columbia for guidance on the standard of value applied in each ju-
risdiction. We found that only Arkansas and Louisiana provide direction in
their statutes. We then moved to the case law in each jurisdiction, and through
this review, we found clearer guidance in 10 additional states. Including
Arkansas and Louisiana, 11 states direct the use of fair market value in their
case law, and 1 state, Minnesota, uses the term market value, which we con-
sider fair market value by the context of the usage.

The standard of value in the remaining 39 jurisdictions must be inferred
from the use and application of certain concepts. In these jurisdictions, we ex-
amined the treatment of personal versus enterprise goodwill, shareholder-
level minority and lack of marketability discounts, and the weight accorded
buy-sell agreements. In value in exchange states, we looked at the language
of cases and the use of discounts to determine whether a fair market value
standard or a fair value standard was being followed. Additionally, by review-
ing the language of the case and the treatment of goodwill and covenants not
to compete, we have tried to determine whether a state followed a walk-away
fair market standard or a more traditional fair market value standard.

In some states, the standard of value is less clear and the body of case law
does not imply adherence to any particular standard or valuation principle, per-
haps to intentionally allow the court a higher degree of flexibility to pass judg-
ment based on the facts, circumstances, and equities of a given case.

Although the standard of value in each state is often not an absolute, for an-
alytical purposes it is helpful to categorize states based on our earlier assump-
tions. Although this should not be seen as a hard and fast determination of the
application of a specific standard of value, this classification system should
provide a reasonable starting point from which to analyze how value is viewed
in a particular state. As always, the valuator must be conscious of the nuances
in any given case or state that may affect how value is determined.

We begin with the manner in which states view intangible value, specif-
ically goodwill. The treatment of goodwill can be an indicator of how a court
views marital property, the premise of value, and the standard of value. Just
as the fair market value standard implies the exclusion of personal goodwill
(because it cannot be transferred upon sale), prior case law demonstrating the
consistent exclusion of personal goodwill implies that the state follows a value
in exchange premise and the use of a fair market value standard.

The listed states, either through statute or specific language contained in
case law, specifically mention the standard of value that should be used in a
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divorce valuation. Following this concept, we cite specific cases where the
standard of value is specifically mentioned.

State Standard Source

Arkansas Fair market value Statute;45

Tortorich v. Tortorich46

Connecticut Fair market value Dahill v. Dahill 47

Florida Fair market value Christians v. Christians 48

Hawaii Fair market value Antolik v. Harvey 49

Kansas Fair market value Bohl v. Bohl 50

Louisiana Fair market value Statute51

Minnesota Market value Bateman v. Bateman52

Missouri Fair market value Hanson v. Hanson 53

Nebraska Fair market value Taylor v. Taylor 54

New York Fair market value Beckerman v. Beckerman55

South Carolina Fair market value Hickum v. Hickum56

Wisconsin Fair market value Sommerfeld v. Sommerfeld 57

For the remaining unclassified states, we can look at the manner in which
certain issues are treated to reveal the standard of value. Additionally, we can
look at the way the states that use specific language treat certain issues in their
case law to make a more specific assessment of their standard of value.
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45. Arkansas Statute § 9-12-315 (4)

46. 902 S.W.2d 247 (Ark. App. 1995).

47. 1998 Conn. Super. LEXIS 846 (Conn. Super. Ct. Mar. 30 1998).

48. 732 So. 2d 47; 1999 Fla. App. LEXIS 6687; 24 Fla. L. Weekly D 1218.

49. 7 Haw. App. 313; 761 P.2d 305; 1988.

50. 232 Kan. 557; 657 P.2d 1106; 1983 Kan. LEXIS 236.

51. La. R.S. 9:2801.

52. 382 N.W.2d 240; 1986 Minn. App. LEXIS 4017.

53. 738 S.W.2d 429 (Mo. 1987).

54. 386 N.W.2d 851 (Neb. 1986).

55. 126 A.D.2d 591; 511 N.Y.S.2d 33; 1987 N.Y. App. Div. LEXIS 41733. New York also
follows an investment value standard of value, as evidenced by O’Brien v. O’Brien, 66
N.Y.2d 576; 489 N.E.2d 712; 498 N.Y.S.2d 743; 1985; and Moll v. Moll, 187 Misc. 2d
770, 722 N.Y.S.2d 732 (2001).

56. 463 S.E.2d 321 (S.C. Ct. App. 1995).

57. 454 N.W.2d 55 (Wis. Ct. App. 1990).
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First, we can look at whether a state chooses to follow a value in exchange
or value to the holder premise by its treatment of goodwill. If nonmarketable or
personal goodwill is excluded, the state falls under a value in exchange
premise. If a state does not distinguish enterprise and personal goodwill in its
case law (or specifically includes personal goodwill), we categorize it under
a value to the holder premise.

Under this classification system, a value in exchange state may be either
fair market value or fair value based on its consideration of goodwill, discounts,
buy-sell agreements, and case-specific language.

In terms of case-specific language, some cases use concepts that imply
fair value rather than fair market value, such as an unwilling buyer, unwilling
seller, fairness, or instruction to take a pro rata share of the enterprise. Other
cases use language of how much a willing buyer would pay or how much a
willing seller would accept, indicating a fair market value standard. Courts
seeking to determine a value to the holder often use language indicating that
a sale is unlikely or the value of a business or business interest should be its
value to its current holder.

Under the value in exchange premise, following a fair market value stan-
dard of value, the language used may further delineate fair market value into
a so-called walk-away standard where very little, if any, goodwill is consid-
ered a marital asset. Similarly, a value to the holder state will reveal either fair
value or investment value based on the same principles of language.

The application of discounts may also reveal the standard of value. If
shareholder-level discounts are applied, the case generally falls under fair
market value. Under a value in exchange, if discounts are rejected, the case
generally falls under fair value. Under value to the holder, discounts are gen-
erally not contemplated. However, some cases include goodwill without dis-
tinguishing personal and enterprise goodwill and reject the application of
discounts. This also suggests a fair value standard.

The analysis of the weight accorded buy-sell agreements depends more
on the context and language in the decision. If the language in the decision in-
dicates that great weight should be accorded the buy-sell agreement because
it is the amount that the individual will actually receive, that would be a strong
indication of value in exchange. If the language in the decision measures the
weight associated with the buy-sell agreement in terms of its fairness, it indi-
cates that the continuum is moving from value in exchange to value to the
holder. If the language in the decision indicates that little or no weight should
be accorded to the buy-sell agreement because there will be no sale, then that
indicates a value to the holder standard.

Exhibit 4.4 presents these principles graphically.
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Additionally, certain states contain elements that belong to both value in
exchange and value to the holder. We consider these to be hybrid states. For
example, New York looks to apply fair market value in some cases,58 while in
other instances also having cases that clearly fall under of value to the holder.59

In other states, we have not found any decisions that would suggest they fall
under any particular standard. The list that follows classifies states according
to our analysis of their treatment of goodwill, shareholder level discounts, and
the weight accorded buy-sell agreements.

VALUE TO THE HOLDER

FAIR MARKET VALUE

State Source

Alaska Richmond v. Richmond 60

Arkansas Tortorich v. Tortorich 61

Connecticut Dahill v. Dahill 62

District of Columbia McDiarmid v. McDiarmid 63

Delaware E.E.C. v. E.J.C.64

Florida Williams v. Williams 65

Hawaii Antolik v. Harvey 66

Idaho Chandler v. Chandler 67

Illinois In re: Marriage of Zells 68

Iowa In re: Marriage of Hoak 69

196 | Standards of Value

58. Beckerman v. Beckerman (1987, 2d Dept) 126 AD2d 591,511 NYS2d 33.

59. O’Brien v. O’Brien, 66 N.Y.2d 576; 489 N.E.2d 712;498 N.Y.S.2d 743; 1985.

60. 779P.2d 1211.

61. 902 S.W.2d 247 (Ark. App. 1995).

62. 1998 Conn. Super. LEXIS 846 (Conn. Super. Ct. Mar. 30 1998).

63. App. D.C., 649 A.2d 810 (1994).

64. 457 A.2d 688 (Del. 1983).

65. 667 So.2d 915 (Fla. Dist. Ct. App. 1996).

66. 7 Haw. App. 313; 761 P.2d 305; 1988.

67. 136 Idaho 246; 32 P.3d 140; 2001 Ida. LEXIS 87.

68. 572 N.E.2d 944 (Ill. 1991).

69. 364 N.W.2d 185 (Iowa 1985).
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State Source

Kansas Powell v. Powell 70

Maryland Prahinski v. Prahinski 71

Massachusetts Goldman v. Goldman 72

Minnesota Bateman v. Bateman 73

Mississippi Singley v. Singley 74

Missouri Hanson v. Hanson 75

Nebraska Taylor v. Taylor 76

New Hampshire In re: Watterworth 77

North Dakota Sommers v. Sommers 78

Oklahoma Ford v. Ford 79

Oregon Marriage of Maxwell 80

Pennsylvania Butler v. Butler 81

Rhode Island Moretti v. Moretti 82

South Carolina Hickum v. Hickum 83

Tennessee Alsup v. Alsup 84

Texas Nail v. Nail 85

Utah Sorenson v. Sorenson 86
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70. 648 P.2d 218 (Kan. 1982).

71. 582 A.2d 784 (Md. Ct. Spec. App. 1990).

72. 554 N.E.2d 860 (Mass. App. 1990).

73. 382 N.W.2d 240 (Minn. Ct. App. 1986).

74. 2003 Miss. LEXIS 283.

75. 738 S.W.2d 429 (Mo. banc. 1987)

76. 386 N.W.2d 851 (Neb. 1986).

77. 821 A.2d 1107 (N.H. 2003).

78. 2003 ND 77, 660 N.W.2d 586 (2003).

79. 840 P.2d 36 (Okla. Ct. App. 1992).

80. 876 P.2d 811 (Or. App. 1994).

81. 663 A.2d 148 (Pa. 1995).

82. 766 A.2d 925 (R.I. 2002).

83. 463 S.E.2d 321 (S.C. Ct. App. 1995).

84. No. 01A01-9509-CH-00404, 1996 WL 411640 (Tenn. Ct. App. July 24, 1996).

85. 486 S.W.2d 761; 1972 Tex. LEXIS 244; 16 Tex. Sup. J. 67; 52 A.L.R.3d 1338.

86. 839 P.2d 774, 775-776 (Utah 1992).
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State Source

Vermont Goodrich v. Goodrich 87

West Virginia May v. May 88

Wisconsin Sommerfeld v. Sommerfeld 89

VALUE IN EXCHANGE

Fair Value Source

Indiana Bobrow v. Bobrow 90/Yoon v. Yoon 91

Louisiana Ellington v. Ellington 92

Virginia Howell v. Howell 93

Wyoming Neuman v. Neuman 94

VALUE TO THE HOLDER

INVESTMENT VALUE

State Source

Arizona Mitchell v. Mitchell 95

California Golden v. Golden 96

Colorado In re: Marriage of Huff 97

Kentucky Clark v. Clark 98

198 | Standards of Value

87. (1992) 158 Vt. 587, 613 A.2d 203.

88. 214 W. Va. 394; 589 S.E.2d 536; 2003 W. Va. LEXIS 118.

89. 454 N.W.2d 55 (Wis. Ct. App. 1990).

90. 711 N.E.2d 1265; 1999.

91. Id.

92. 842 So. 2d 1160; 2003 La. App. LEXIS 675. While Louisiana’s community property dis-
tribution statute excludes personal goodwill, the decision in Ellington uses language that
suggests fair value.

93. 31 Va. App. 332, 523 S.E.2d 514 (2000).

94. 842 P.2d 575 (Wyo. 1992).

95. 152 Ariz. 317, 732 P.2d 208 (1987).

96. 75 Cal. Rptr. 735 (Cal. Ct. App. 1969).

97. 834 P.2d 244.

98. 782 S.W.2d 56, 1990 Ky. App. LEXIS 3 (Ky. Ct. App. 1990).
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State Source

Michigan Kowalesky v. Kowalesky 99

Montana In re: Marriage of Hull 100

Nevada Ford v. Ford 101

New Mexico Mitchell v. Mitchell 102

North Carolina Poore v. Poore103

Washington Matter of Marriage of Fleege104

HYBRID STATES

State Standard Source

New Jersey105 Fair value Brown v. Brown 106

Investment value Dugan v. Dugan 107

New York Investment value Moll v. Moll 108

Fair market value Beckerman v. Beckerman109

Ohio Fair market value Goswami v. Goswami 110

Investment value Kahn v. Kahn 111

States with No Definitive Decisions

Alabama, Georgia, Maine, South Dakota
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99. 148 Mich. App. 151; 384 N.W.2d 112; 1986 Mich. App. LEXIS 2380.

100. 219 M 480, 712 P2d 1317, 43 St. Rep. 107 (1986).

101. 782 P.2d 1304 (Nev. 1989).

102. 719 P.2d 432 (N.M. Ct. App. 1986).

103. 75 N.C. App. 414, 331 S.E.2d 266, cert. denied, 314 N.C. 543, 335 S.E.2d 316 (1985).

104. 588 P2d 1136 (1979).

105. The Brown case used concepts of fair value in rejecting the application of discounts in a val-
uation, and the court based that decision upon cases dealing with fair value in shareholder
oppression and dissent. Dugan and Piscopo can be considered to adhere to an investment
value standard with regard to personal goodwill. Moreover, an area of controversy in New
Jersey is the weight to be afforded a buy sell agreement, especially in a professional prac-
tice, in light of the New Jersey Supreme Court case Stern v. Stern.

106. 348 N.J. Super. 466; 792 A.2d 463

107. 92 N.J. 423; 457 A.2d 1; 1983 N.J. LEXIS 2351.

108. 187 Misc. 2d 770, 722 N.Y.S.2d 732 (2001).

109. (1987, 2d Dept) 126 AD2d 591, 511 NYS2d 33.

110. 152 Ohio App. 3d 151, 2003 Ohio 803, 787 N.E.2d 26 (Ohio App. 7th Dist. 2003).

111. 42 Ohio App. 3d 61, 536 N.E.2d 678 (Ohio App. 2d Dist. 1987).
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As with dissenter’s rights and oppression proceedings, we can look to the law
associations for guidance on the standard of value. The ALI’s Principles of the
Law of Family Dissolution112 espouses a value in exchange premise, because
it advocates excluding nonsalable goodwill attributable to the individual for
assets subject to equitable distribution. The reasoning separates enterprise
goodwill and personal goodwill from any value associated with an increased
earning capacity. The ALI’s Principles of the Law of Family Dissolution state:

(1) Spousal earning capacity, spousal skills, and earnings from post-
dissolution spousal labor, are not marital property.

(2) Occupational licenses and educational degrees are not marital
property.

(3) Business goodwill and professional goodwill earned during mar-
riage are marital property to the extent they have value apart from the value
of spousal earning capacity, spousal skills, or post-dissolution spousal labor.

In the explanation to this passage, the ALI endorses a market treatment
for goodwill, indicating that it exists if and only if the market value of the
practice exceeds the asset value.113

Although the Principles of Corporate Governance are cited continually
in case law and legal scholarship with regard to fair value in dissenter’s rights
and shareholder oppression matters, the Principles of the Law of Family Dis-
solution are not often cited in marital dissolution matters. The states are gen-
erally more concerned with the case law precedents of their own or other
states with respect to goodwill, discounts, earning capacity, and the like than
with the suggestions of law associations.

To demonstrate how we arrived at the classification system, we can start
by looking at Tennessee’s Alsup v. Alsup114 as an example of why Tennessee
is categorized as a fair market value state. In this case, the court decided that
goodwill in a professional practice or sole proprietorship was not a marital
asset for equitable distribution purposes, which suggests that the court in
Tennessee is likely to follow a fair market value standard.
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112. American Law Institute. “Principles of the Law of Family Dissolution” 2002.

113. American Law Institute, “Principles of the Law of Family Dissolution: Analysis and
Recommendations” Philadelphia: Matthew Bender, 2002 at §.4.07.

114. Alsup v. Alsup, No. 01A01-9509-CH00404, 1996 WL 411640 (Tenn Ct. App. July 24,
1996).
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California’s Golden v. Golden, however, established that goodwill in a
medical practice exists, and the individual practitioner’s inability to sell it
should not affect its consideration as an asset because the nontitled spouse con-
tributed to its existence. This implies an investment value standard.

New Jersey’s Brown v. Brown is a matrimonial case where there are con-
tinuing references to the fair value standard as used in dissenting and oppressed
shareholder matters. Accordingly, fractional interests in businesses seem to
be viewed the same way in matrimonial matters as in dissent and oppression
matters in New Jersey.

New York is an example of a hybrid state. While seeming to base the val-
uation of businesses on the IRS’s Revenue Ruling 59-60 including the appli-
cation of shareholder-level discounts where appropriate (an indicia of fair
market value). The state seems to fall closer to investment value with regard
to other types of marital property. In fact, New York has gone so far as to as-
sign a value to a license, professional degree, and enhanced earning capacity.

We next address the key issues and cases that lead to the aforementioned
characterizations. We begin with the treatment of goodwill, especially enter-
prise and personal goodwill, by the individual states.

VALUE IN EXCHANGE

As discussed, value in exchange assumes a hypothetical sale and looks to the
value of the asset based on what would be realizable upon that sale at the valu-
ation date. Several issues stem from the assumption of a hypothetical sale. We
begin by looking at the differences in enterprise and personal goodwill, as a
value in exchange would be concerned only with the elements of value that
could be transferred to another owner, as opposed to those that reside solely
with the current owner.

Goodwill

Enterprise Goodwill
Enterprise goodwill is the goodwill of the business. Therefore, it generally
is a transferable asset, and it almost always is included in the valuation of the
enterprise, even in those states that adhere to the narrowest interpretation of
fair market value.115 Upon selling a business, one has the ability to transfer
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115. Enterprise goodwill in a professional practice may be treated differently because of the
reliance on a particular owner.
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enterprise goodwill to the buyer. Enterprise goodwill is defined by Black’s
Law Dictionary as “favorable consideration shown by the purchasing public
to goods or services known to emanate from a particular source.”116 The ex-
istence of enterprise goodwill is based on the fact that customers return to an
enterprise, based on its location, staff, telephone number, facilities, and the
reputation of the overall entity.117 Enterprise goodwill is found when there is
an expectancy of repeat patronage attributable to the entity as distinguished
from the individual. An elegant description is found in the nineteenth-century
English case Cruttwell v. Lye:118

The good-will, which has been the subject of sale, is nothing more than the
probability, that the old customers will resort to the old place.

An early twentieth-century New York commercial case makes a broader
statement about goodwill, extending it not only to a particular place, but to a
particular advantage that may be sold to another:

Men will pay for any privilege that gives a reasonable expectancy of pref-
erence in the race of competition.119

These privileges might include a business’s name, its phone number, its
logo, or any facet of the business that might give it a continuing competitive
advantage. Enterprise goodwill is the goodwill adhering to an entity regard-
less of the input of any specific individual.

Personal Goodwill
Personal goodwill is goodwill that adheres to an individual. It consists of per-
sonal attributes of a practitioner including personal relationships, skill, per-
sonal reputation, and various other factors. It is usually not transferable, and
therefore, states with a value to the holder premise usually do not require it be
distinguished from enterprise goodwill. Justice Joseph Story, Associate Justice
of the Supreme Court serving from 1812 to 1845, builds on the idea of good-
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116. Bryan A. Garner, Black’s Law Dictionary, 8th ed. (St. Paul, MN: Thompson West.,
2004), at 694.

117. Jay Fishman, “Personal Goodwill v. Enterprise Goodwill,” 2004 AICPA National Busi-
ness Valuation Conference, Session 5. Orlando, FL. November 7, 2004.

118. 34 Eng. Rep. 129, 134 (1810).

119. In re: Brown, 150 N.E. 581, 583 (N.Y. 1926).
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will adhering not only to a location, but to the reputation or celebrity of the es-
tablishment that causes customers to resort to a particular behavior.

Goodwill may be properly enough described to be the advantage or benefit,
which is acquired by an establishment, beyond the mere value of the capi-
tal, stock, funds, or property employed therein, in consequence of the gen-
eral public patronage and encouragement which it receives from constant or
habitual customers, on account of its local position, or common celebrity, or
reputation for skill or affluence, or punctuality, or from other accidental cir-
cumstances or necessities, or even from ancient partialities or prejudices.120

The basic question surrounding the issue of personal goodwill comes from
whether certain abilities, relationships, qualities, and attributes of individuals
that generate income (including their reputation) can or should be distributed
as marital property. Additionally, are these personal assets transferable within
some reasonable time frame to the entity through an individual’s cooperation?

A useful working definition of personal goodwill is “[the] part of increased
earning capacity that results from the reputation, knowledge and skills of in-
dividual people, and is nontransferable and unmarketable.”121 Simply, per-
sonal goodwill is that which would make a doctor’s patients follow him even
if he changed his location, staff, and phone number.

California’s In re: Marriage of Lopez122 is an example of an early case
where the court suggested a list of factors to be considered in valuing good-
will. Those five factors are:

1. The age and health of the professional
2. The professional’s demonstrated earning power
3. The professional’s reputation in the community for judgment, skill,

and knowledge
4. The professional’s comparative professional success
5. The nature and duration of the professional’s practice, either as a sole

proprietor or as a contributing member of a partnership or professional
corporation
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120. Joseph Story, “Commentaries on the Law of Partnerships” § 99, at 170 (6th ed. 1868).

121. Helga White, “Professional Goodwill: Is It a Settled Question or Is There ‘Value’ in Dis-
cussing It?” 15 Journal of the American Academy of Matrimonial Lawyers 495 (1998) at
499.

122. 113 Cal. Rptr. 58, 38 Cal. App.3d 1044 (1974).
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Upon careful review, it is clear that at least four of the five factors deal
with personal attributes. Typically, the age and health of the professional is of
little concern to the buyer, unless they have impacted the historical perfor-
mance of the practice or are used as a negotiating ploy. The reliance on these
factors implies that California falls under a value to the holder premise, as
there appears to be no explicit attention drawn to the difference between the
professional and the practice. In a value in exchange state, most of the five fac-
tors would be used to determine how much goodwill is dependent on the indi-
vidual and should therefore be excluded from value.

Owner’s Compensation
There is often an interrelationship between enterprise goodwill, personal
goodwill, and the amount paid to the owner employee. One characteristic of
a closely held business is that typically its owners are also its key employees.
As a result, there is a merging of a return on labor (wages) and return on cap-
ital (profits/dividends). The valuation professional is tasked with the respon-
sibility of separating these two returns into wages paid to the employee on an
arm’s length basis and the profits generated by the business. This is a difficult
task under ordinary circumstances; it becomes even harder when the enter-
prise is indistinguishable from the individual. The separation of these two re-
turns is necessary under both a value in exchange and a value to the holder
premise. Assuming one can estimate compensation for the replacement proxy,
it is important to understand whether the resulting profits, if any, are attribut-
able to the enterprise and therefore part of the business or merely the earning
capacity of the individual.

The case of Dugan v. Dugan123 laid out several factors that should be con-
sidered in an assessment of reasonable compensation, including age, experi-
ence, education, expertise, effort, and locale. In a value in exchange state, to the
extent these excess profits are generated by some unique inchoate attribute,
the profits in excess of the reasonable compensation, if any, are considered
personal goodwill and not includable as a marital asset. In a value to the holder
state, typically, the individual attributes are not explicitly excluded but are con-
sidered in the selection of reasonable compensation and in the capitalization
rates used in the valuation methodology.124
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123. 92 N.J. 423; 457 A.2d 1; 1983 N.J. LEXIS 2351.

124. There is much debate on the methodologies to be used to determine reasonable compensa-
tion; however, that is beyond the scope of this book. For such a study, see Dugan v. Dugan,
92 N.J. 423; 457 A.2d 1; 1983 N.J. LEXIS 2351, or Jay E. Fishman, Shannon P. Pratt, and
J. Clifford Griffith, “PPC’s Guide to Business Valuation,” Thompson PPC 2004, at 11-12.
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Goodwill versus Going Concern
The Pennsylvania case Gaydos v. Gaydos125 may further illuminate the char-
acter of personal goodwill. The husband, a sole-proprietor dentist, argued that
the difference between the fire sale value and the court’s value (found using
the average income method) was personal goodwill. The trial court said that
this was simply the going concern value of the business and, therefore, was
marital property. On appeal, the Superior Court decided that the husband, not
the practice, was responsible for the net income of the business, and that
going concern value was contingent upon his continued participation, not
that of another dentist at the same practice in place of him. (The appellate
court was saying that the value was personal to the practitioner.)

Going concern value, as indicated by the Gaydos court, is not the same as
goodwill. Going concern value is the intangible value attached to the assem-
blage of assets of the business, including the business’s fixtures, equipment, and
its assembled workforce. Business goodwill is not concerned with physical as-
sets; instead, it can be viewed as the excess earnings the business produces due
to (among other things) its reputation and skill.126 Personal goodwill concerns
the excess earnings reliant on the practitioner’s personal attributes.

Exhibit 4.5 builds on the Continuum of Value with an additional layer
showing the types of intangible value and where they fall over the full con-
tinuum. In the next section, we address the intangible values included in mar-
ital property under value in exchange, and how those are differentiated from
value to the holder intangibles. Later, we will address the most inclusive in-
tangibles under our analysis of value to the holder concepts.

Distinguishing Personal and Enterprise Goodwill
Typically, commercial goodwill that has been institutionalized is considered
marital property. It is when there is a question as to whether the goodwill ad-
heres to an individual or a business that identification and valuation of goodwill
can be problematic. The requirement to distinguish between personal and en-
terprise goodwill often can be used as a litmus test to establish how that partic-
ular state views value. In those states where a value to the holder premise is
employed, the issue is almost never explicitly addressed, as there is no require-
ment to distinguish between transferable enterprise goodwill and nontransfer-
able personal goodwill. Generally enterprise goodwill, the institutionalized
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125. 693 A.2d (Pa. Super. Ct. 1993).

126. Kathryn J. Murphy, “Business Valuations in Divorce,” Dallas Chapter Texas Society of
Certified Public Accountants, 1998 Divorce Conference, September 22, 1998, at 19.
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expectancy of repeat patronage, is considered marketable. Personal goodwill,
the goodwill associated with the person, generally is not marketable without the
continued postmarital participation of that person.127

In a value in exchange state, transferable enterprise goodwill must be sep-
arated from nontransferable personal goodwill but this is not always an easy
distinction. The line between an individual’s contribution to the success of a
business and the success of the business itself is not necessarily clear. How-
ever, any state using fair market value or some other variation of a value in
exchange premise requires the valuation practitioner to distinguish between
the two concepts.

The seminal Florida case of Thompson v. Thompson128 provides insight as
to how that state views the distinction between personal and enterprise good-
will, in this case, in a professional practice.

Thompson v. Thompson

The Thompsons were married for 23 years. During that time, Mr. Thompson
finished college, attended law school, and became an attorney specializing
in personal injury and medical malpractice while Mrs. Thompson maintained
the home and raised their children.
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Exhibit 4.5 Continuum of Value: Intangible Assets

Value in Exchange Value to the Holder
Premise of

Value

Fair Market Value Fair Value Investment Value
Standard of

Value

Enterprise Goodwill Personal
May Be Minimal or

Enterprise Goodwill Enterprise and 
Intangible

Nonexistent
Only Personal Goodwill

Value

Intangible
Value

Walk Away and Compete
Covenant Not to

Court’s 
Compete Included

Decision

Underlying
Assumption

Going Concern
Value Assuming

Owner Will 
Continue Ownership

Covenant Not to Compete
Excluded from Value

Enhanced
Earnings Capacity

127. Alica Brokers Kelly, “Sharing a Piece of the Future Post-Divorce: Toward a More Equi-
table Distribution of Professional Goodwill,” 51 Rutgers Law Review 569 (Spring 1999),
at 588.

128. 576 So. 2d 267; 1991.

Covenant Not 
Addressed
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The trial court awarded Mrs. Thompson permanent periodic alimony,
lump-sum alimony paid over 10 years, child support, and other real and per-
sonal property which to some extent represented a credit for the goodwill of
Mr. Thompson’s sole shareholder interest in a professional association. On
appeal, Mr. Thompson argued that the trial court improperly included good-
will of the professional practice distributable marital property. The court
stated that, typically, a nonprofessional spouse’s efforts during the marriage
increase the professional spouse’s earning power and that this should be
compensated with higher alimony. The court then acknowledged that if in-
deed professional goodwill exists and was developed during the marriage, it
should be included in the marital estate upon dissolution.

The court had defined goodwill as the advantage or benefit a business
has beyond the value of its property and capital. The court then reviewed the
treatment of professional goodwill in various states, finally settling in agree-
ment with the Missouri case, Hanson v. Hanson,129 which stated that pro-
fessional goodwill is property that attaches to and is dependent upon an
existing business entity. Any personal component, including a person’s rep-
utation and skill, however, are not components of goodwill in a professional
practice and therefore are not subject to equitable distribution.

The Missouri court went on to define goodwill as the value of the prac-
tice that exceeds tangible assets that is dependent on clients returning to
the business irrespective of the participation of the individual practitioner. If
goodwill depends on the practitioner, it is not marketable, and represents
probable future earning capacity, which may be relevant to determining al-
imony but not property distribution.

The Thompson court directed that fair market value was the clearest
method by which to value a business, and directed that it should be the ex-
clusive method of measuring the goodwill in a professional association.

Unfortunately, Thompson refers to fair market value as a method of value
and not a standard of value. While approaches and methods can be used to es-
tablish fair market value, the term fair market value is a standard under which
various approaches and methods are employed.

In some practices, the viability of the practice may be dependent on the
continued participation of an individual practitioner, making it difficult to dis-
tinguish between enterprise goodwill and the individual practitioner’s reputa-
tion. Courts that look for a transactional value have in some cases excluded the
consideration of goodwill in a professional practice altogether because of
either its lack of marketability or its reliance on a particular individual. Other
courts have acknowledged that goodwill in a professional practice may have
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129. 738 S.W.2d 429, 434 (Mo. 1987).
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elements of both personal and enterprise goodwill, suggesting that there would
be a value to the enterprise in the sale of the business to another individual.
At the other end of the continuum, courts in states that favor a value to the
holder premise will likely not differentiate between personal and enterprise
goodwill as no transaction is contemplated and therefore the transferability
issue is not as relevant.

Because of the service aspect of their operations, professional practices
and other service businesses are where the personal/enterprise goodwill issue
is most evident. A group or partnership type of professional practice might
have less reliance on personal goodwill, as it may involve several individuals
providing the service and transferability in the form of partners buying in or
out of a practice. Other commercial enterprises, including manufacturing, re-
tailing, and wholesaling, may not be as reliant on an individual; therefore, per-
sonal goodwill may be less prevalent, depending on the nature of the firm and
its management structure. Of course, these are all flexible concepts that will
vary based on the circumstances of any given enterprise.

Either the stated or implied standard of value in a given state probably will
have the largest effect on the elements of goodwill of a professional practice
that are identified as marital property. Indiana’s Yoon v. Yoon130 is a case where
a court attempted to distinguish personal and enterprise goodwill in a profes-
sional corporation.

Yoon v. Yoon

Upon dissolution of marriage, the court ordered Dr. Yoon to pay child support
to his wife and divided the marital estate 55% to his spouse. The value of the
estate included Yoon’s medical practice. Former Indiana case law had es-
tablished that the goodwill of a professional practice could be included in
the marital estate. Dr. Yoon appealed the valuation of this goodwill, as he as-
serted it represented his future earning capacity that had already been used
as a reason to unequally divide property (55% versus 45%) for the benefit of
his wife.

The court established that goodwill in a professional practice may be
attributable to the business by virtue of arrangements with suppliers, cus-
tomers, or others and its anticipated future customer base. However, it may
also be attributable to the owner’s personal skill, training, or reputation. The
court recognized that case law from other jurisdictions has recognized en-
terprise goodwill as a divisible asset. However, reviewing previous Indiana
case law, the court viewed personal goodwill as indivisible future earning
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130. 711 N.E.2d 1265; 1999.
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capacity. In order to determine if goodwill should be included in the estate,
the court must determine what portion of it is attributable to the individual
and exclude that value.

As to the valuation, the wife’s expert used an “intrinsic value” in deter-
mining the value “to the physician.” The court determined that this value
was the physician’s future earning capacity. In its decision, the court ex-
plained that enterprise goodwill was subject to equitable distribution,
whereas personal goodwill could affect only the relative distribution of prop-
erty, stating the following:

“. . . before including the goodwill of a self-employed business or profes-
sional practice in a marital estate, a court must determine that the goodwill
is attributable to the business as opposed to the owner as an individual. If
attributable to the individual, it is not a divisible asset and is properly con-
sidered only as future earning capacity that may affect the relative prop-
erty division. In this respect, the future earning capacity of a self-employed
person (or an owner of a business primarily dependent on the owner’s ser-
vices) is to be treated the same as the future earning capability and repu-
tation of an employee.”

The court considered whether any value was actually attributed to the
value of the practice rather than Yoon’s reputation and remanded the valua-
tion to the lower court to remove the value of personal goodwill. On remand,
the case was settled before the lower court issued an opinion.

Following Yoon, the case of Bobrow v. Bobrow131 discussed the enterprise
goodwill of the accounting firm Ernst & Young. In this business, the facts of
the case established that no individual owner had any personal goodwill in the
entity and therefore only enterprise goodwill existed.

Bobrow v. Bobrow

In a divorce action, the husband had a partnership interest in a division of
the big four accounting firm Ernst & Young (E&Y). Although there was a part-
nership agreement limiting the owner’s interest to the value of the capital
account thereby excluding goodwill, the partner, Mr. Bobrow, conceded that
the agreement applied only to a transaction of his partnership interest (res-
ignation, retirement, or death).

Based on the finding in Yoon, the court recognized that the assets of
E&Y were not personal to the partner but belonged to the institution of which
each partner had a share. These institutional assets included such intangible

Standards of Value in Divorce | 209

131. State of Indiana, Hamilton Superior Court Cause No. 29D01-0003-DR-166.

ch04_4694.qxd  9/11/06  12:52 PM  Page 209



assets as E&Y’s trade name. Specifically, E&Y, the entity, has a favorable
business reputation and name recognition. E&Y owns the methods and tools
that provide value to the firm. E&Y has relationships with suppliers. All these
items were transferable to an outside purchaser. This case contrasts with
the case of Yoon, where all these assets were associated with the doctor
himself rather than the entity and the court found that they could not be
transferred to another individual.

Ultimately, because of the Indiana law as interpreted by Yoon, the court
included the value of enterprise goodwill in valuing E&Y and awarded Mrs.
Bobrow a share of the value of Mr. Bobrow’s partnership interest in E&Y
based on his pro rata share of the value of the enterprise.

Because of its conclusion of value as the pro rata share of the enterprise
value, Bobrow may be construed as a fair value case under value in exchange
premise. Despite a buy-sell agreement that specified only payment of what was
in the capital account, the court valued Mr. Bobrow’s ownership at his pro rata
share of the enterprise, similar to the way it would be treated under a fair value
standard in a dissenting or oppressed shareholders’ case. The asset can be sold,
enterprise goodwill may be valued, and no personal goodwill is involved. How-
ever, were this to be viewed under the fair market value standard, typically dis-
counts would be considered for both lack of control and lack of marketability.
We discuss this distinction later on in the chapter.

There has also been substantial debate as to whether the value of goodwill
in a sole proprietorship should be treated in the same manner as an interest in a
partnership or a closely held corporation. In a sole proprietorship, the value of
the business is inherently more dependent on the proprietor rather than it would
be for a business owned and managed by several operators working together.
The Pennsylvania case Beasley v. Beasley132 noted this difference by stating:

A sole proprietor can be distinguished from a partnership, or a professional
corporation, to which an ascertainable value can be ascribed for the purpose
of buying into or withdrawing from the relationship: but it is the association,
or some share of it, that is valued and not the individual partner upon which
the value is placed. . . . When a sole proprietor terminates his activity, the
lights go out, the value of the sole proprietorship is extinguished and is non-
transferable.

A number of states follow Pennsylvania’s Beasley in recognizing that
goodwill exists in a professional practice, but typically not in a sole proprietor-
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ship. These include Alaska,133 Connecticut,134 Maryland,135 Nebraska,136 Ok-
lahoma,137 Minnesota,138 Louisiana,139 Ohio,140 and Tennessee141 and Utah.142

Nebraska’s Taylor v. Taylor143 commented on the dependence of good-
will on the continued efforts of a particular individual. This comment was
later cited in Florida’s Thompson v. Thompson144 in determining whether per-
sonal goodwill should be included in the value of a professional practice. The
Taylor court indicated that:

If goodwill depends on the continued presence of a particular individual,
such goodwill, by definition, is not a marketable asset distinct from the in-
dividual. Any value which attaches to the entity solely as a result of personal
goodwill represents nothing more than probable future earning capacity,
which, although relevant in determining alimony, is not a proper considera-
tion in dividing marital property in a dissolution proceeding.145

Walk-Away Value
In the recent Florida case Held v. Held,146 the trial court relied on the opinion
of one expert who claimed that a nonsolicitation agreement was part of en-
terprise goodwill. On appeal, the court ruled that the lower court impermissi-
bly valued personal goodwill in the nonsolicitation agreement and remanded,
directing the trial court to use only the adjusted book value in determining the
fair market value of the business. Similarly, as discussed earlier, the court in

Standards of Value in Divorce | 211

133. Moffat v. Moffat, 813 P.2d 674 (Alaska 1991).

134. Cardillo v. Cardillo, 1992 WL 139248 (Conn. Super. Ct 1992).

135. Prahinski v. Prahinski, 540 A.2d 833 (Md. Spec. App. 1988).

136. Taylor v. Taylor, 386 N.W.2d 851 (Neb. 1986).

137. Travis v. Travis, 795 P.2d 96 (Okla. 1990).

138. Roth v. Roth, 406 N.W.2d 77 (Minn. App. 1987).

139. Depner v. Depner, 478 So. 2d 532 (La. App. 1985).

140. Burma v. Burma, No. 65062 (Ohio App. 8 Dist. Sept. 29, 1994).

141. Smith v. Smith, 709 S.W.2d 588 (Tenn. App. 1985).

142. Sorenson v. Sorenson (769 P.2d 820 (Utah App. 1989), aff’d 839 P2d 774 (Utah 1992).

143. Taylor v. Taylor, 386 N.W.2d 851 (Neb. 1986).

144. 576 So. 2d 267; 1991 Fla. LEXIS 69; 16 Fla. L. Weekly S 7.

145. Id.

146. 2005 Fla. App. LEXIS 14138 (September 7, 2005).

ch04_4694.qxd  9/11/06  12:52 PM  Page 211



Hawaii’s Antolik v. Harvey147 criticized the lower court for not considering
that the chiropractor would compete upon the sale of his business.

Under this fairly narrow view of fair market value, the assumption is that
the seller could and would compete with the buyer, thereby taking nearly all
of the otherwise transferable goodwill. In these instances, the business’s value
would most likely be close to the net tangible assets of the business. Under a
more conventional interpretation of fair market value, the seller would coop-
erate, to some extent with the buyer. For this reason, some refer to states that
apply the more narrow view of fair market value in this fashion as walk-away
value states.

The following states have cases that use language implying the walk-
away standard.

State Source

Delaware S.S. v. C.S.148

Florida Williams v. Williams149

Hawaii Antolik v. Harvey 150

Kansas Powell v. Powell 151

Mississippi Singley v. Singley 152

Missouri Taylor v. Taylor 153

South Carolina Hickum v. Hickum154

Merging of Personal and Practice Goodwill
There may also be a time when the value of the personal goodwill merges
with the enterprise goodwill. This normally results from the professional’s
choice to grow the practice and surround him- or herself with capable people
and institutionalize the personal goodwill. As an example of institutionaliza-
tion, the Mayo Clinic is a business whose personal goodwill has merged with
its practice goodwill. It is fairly obvious that no one goes to the Mayo Clinic
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to be treated by someone named Mayo, but the reputation of the practice is
such that people will travel from around the country to be treated there.155 The
enterprise goodwill could (and normally does) exceed the value of the per-
sonal goodwill when the personal goodwill has been institutionalized.

Covenant Not to Compete
The lack of transferability of personal goodwill is part of the reason why many
courts will exclude it as marital property. However, some elements of personal
goodwill may be transferred over time by an individual who will participate in
the transition by, at a minimum, signing a covenant not to compete.156

Neither an editor nor lawyer, nor a physician, can transfer to another his
style, his learning, or his manners. Either however, can add to the chances
of success and profit of another who embarks in the same business in the
same field, by withdrawing as a competitor. So that the one sells and the
other buys something valuable . . . the one sells his prospective patronage,
and the other buys the right to compete with all others for it, and to be pro-
tected against competition from his vendor.157

By paying for the restriction of the former owner’s ability to practice, the
buyer effectively purchases some of the personal goodwill that would other-
wise take away clients.158The transition may also include a consulting con-
tract, whereby the seller is compensated for remaining at the corporation to
help transition the company to the buyer, thereby transferring a portion of his
or her personal goodwill to the corporation.

The existence of a covenant not to compete may transfer some of an indi-
vidual’s goodwill to the enterprise. Interestingly, the necessity of a covenant
indicates two important points. The first is that the buyer perceives that even-
tually the goodwill can be transferred and, second, that at the valuation date,
some or all of the goodwill still belongs to the seller. Since personal goodwill,
by its very nature, is inextricably tied to the individual, most states consider a
covenant not to compete as separate property.
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In other words, jurisdictions in which the value in exchange premise is
used most often consider a covenant not to compete as proof that some good-
will is indeed personal and therefore excludable from the marital estate, and
therefore any proceeds from such covenant would be separate property. In a
value to the holder state, however, the issue is typically not addressed because
a sale is not necessarily contemplated.

The Florida case Williams v. Williams159 considers the effect of a covenant
not to compete. In this case, the Court of Appeals elaborated on the decision
in Thompson v. Thompson, where the fair market value standard was decided
to be the determining factor in valuing goodwill.

Williams v. Williams

Mr. Williams sought review of the lower court’s valuation of property, which
determined his accounting practice had distributable goodwill. The court
acknowledged that under Florida law, the goodwill of a professional practice
may be distributed if indeed it exists and was developed during the marriage.
However, relying on the decision of the Thompson court, it must exist sepa-
rately from the reputation of an individual.

Mrs. Williams’s expert discussed the sales of other accounting prac-
tices, but the court found little similarity between those businesses and that
of Mr. Williams. Mr. Williams’s expert testified that no one would buy his
practice without a covenant not to compete. Essentially, without that
covenant, there is reason to believe that Mr. Williams’s clients would follow
him to his new practice, and his old practice would have little if any value
above the net assets.

The court decided that the existence of goodwill in the practice was not
established, as Mr. Williams was the only accountant, performing all the
work and dealing with the clients himself.

The South Carolina case Ellerbie v. Ellerbie160 is an example where a court
decided that the value of an actual covenant not to compete should not be in-
cluded as distributable property. In this case, there was an actual transaction
with a sale agreement entitled “Merger Asset Acquisition Agreement and
Covenant Not to Compete.” This agreement indicated that $422,000 was paid
for the assets of the business and $1,200,000 was paid for a covenant not to
compete. The court decided that in this case, the value of the covenant not to
compete was separate property and therefore should not be included in the

214 | Standards of Value

159. 667 So. 2d 915.

160. 323 S.C. 283; 473 S.E.2d 881; 1996 S.C. App. LEXIS 113.

ch04_4694.qxd  9/11/06  12:52 PM  Page 214



value of the business. It should be mentioned that in these examples, it is as-
sumed that the covenants were to prevent sellers who were capable of com-
peting not to compete and not just an alternate way of structuring a sale.

The Minnesota case Sweere v. Gilbert Sweere161 also addressed the value
of a covenant not to compete. In this case, the court had to decide whether
$200,000 from a noncompete agreement should be included in the divorce
settlement as marital property. The court found that the portion of the money
paid that compensates the spouse for restricting postmarital personal service
was separate property. However, any of the payments made to secure trans-
fer of corporate assets was marital property. Ultimately, the court concluded
that the purpose of the agreement may have been to prevent Mr. Sweere from
interfering with the transfer of goodwill. To this extent, the noncompete was
representative of marital goodwill, not postmarital labor and was included in
the marital property.162

As we have discussed, value in exchange states assume that there will be
a hypothetical sale and seek to value the asset based on what would be real-
izable in a such a sale between a willing buyer and a willing seller at or near
a specifically delineated valuation date. These states choose to exclude per-
sonal goodwill.

Exhibit 4.6 shows the value in exchange portion of the continuum of
value and case examples of the differing treatments of the covenants not to
compete fall under the associated standards, premises, and treatments of in-
tangible value.

At the leftmost end of the continuum of value are the states in which the
title holder is viewed as if he or she would not sign a covenant and would
compete immediately with anyone who would buy the business. Assuming
that the business’s goodwill was personal, typically, in this case, there will be
very little value to the business above the tangible assets, if the practice has
not merged the personal goodwill into enterprise goodwill. As one moves to
the right on the continuum, the longer the transition between the sale and the
departure of the seller.

Before moving on to the treatment of intangible assets under value to the
holder and the standard of investment value, we need to address shareholder
level discounts and the weight afforded buy-sell agreements as viewed under
value in exchange.
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Court’s
DiscretionCovenant Not to Compete

Excluded from Value
Covenant Not 

Addressed

Enterprise Goodwill May Be
Minimal or Nonexistent

Lack of Control and Marketability Discounts under Value in Exchange

Lack of control and marketability discounts are also issues that merit discus-
sion in the context of value in exchange as compared to value to the holder. A
state’s treatment of these discounts can be another indicium of the premise and
standard of value under which courts in that state view valuation in divorce
matters. Theoretically, those standards of value that fall under the value in ex-
change premise typically require the explicit consideration of lack of control
and marketability discounts (commonly referred to as shareholder-level dis-
counts), to the value of the owner’s shares in recognition of what a willing
buyer would pay for the owner’s shares upon a hypothetical sale. Alternatively,
a standard of value falling under a value to the holder premise does not require
explicit consideration of these discounts, as they would be applicable only
upon sale, and a sale is not contemplated under this standard. Some states do
not fit neatly into either category. Additionally, some states apply a standard
more closely akin to fair value as used in dissenting shareholder matters, as
buyers or sellers may not be willing, as required by fair market value. These
states generally do not apply shareholder-level discounts.

In the U.S. Tax Court, discounts for lack of control and of marketability
are generally considered and, when appropriate, applied in the determination of
fair market value. The application of these type of shareholder-level discounts
in matters of dissenting and oppressed shareholders and the divorce context
can be more problematic. As we discussed in Chapter 3, in dissenting and op-
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Exhibit 4.6 Continuum of Value: Intangible Assets under Value in Exchange
with Case Examples

Value in Exchange
Premise of

Value

Fair Market Value Fair Value
Standard of

Value

Enterprise Goodwill Only
Intangible

Value

Williams v. Williams Thompson v. Thompson/Sweere v. Gilbert-SweereCase
Example

Walk Away and Compete Covenant Not to
Compete IncludedUnderlying

Assumption
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pressed shareholder matters, absent special circumstances, the courts and the
law associations have been trending toward the elimination of shareholder-
level discounts. The reasoning for this trend is that, since neither buyer nor
seller are willing participants, the moving party should be compensated for
what was taken—either the pro rata share of a going concern or what the owner
would have reasonably expected to receive from continuing involvement with
the enterprise.

In our view, the treatment of shareholder-level discounts can provide
additional insight into separating states into value in exchange, value to the
holder, or hybrid states. Typically, value in exchange states that use the fair
market value standard require consideration of shareholder-level discounts;
value to the holder states using some version of investment value do not. Hy-
brid states use a combination of standards and may also use fair value as a
standard.

Does intention to sell matter in the application of discounts? Typically,
under the fair market value standard, the intention to sell may only have an
impact on the size of the discounts. Since fair market value assumes a hypo-
thetical sale of the business or business interest, normally shareholder-level
discounts such as a discount for lack of control or marketability are consid-
ered and, where appropriate, applied. However, in some instances there is a
question of whether shareholder-level discounts should be applied at all, given
the facts and circumstances of the case. The fair market value standard man-
dates consideration of shareholder-level discounts, not the automatic appli-
cation of them.

To some courts, the intention to sell is an important factor in determining
what stream of income the individual can expect to receive and whether
shareholder-level discounts should be applied. The Oregon case Tofte v.
Tofte163 directly addresses this point.

Tofte v. Tofte

At the dissolution of marriage, the husband worked at and had a minority in-
terest in his family’s amusement park business. He had various responsibil-
ities including supervision of maintenance and designing and creating
attractions for the park.

Both appraisers used the capitalization of net earnings method of valu-
ation, agreeing on a multiple of nine times net earnings. Their valuations dif-
fered on the application of discounts. The trial court relied on the husband’s
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expert’s testimony that to arrive at fair market value, the shares should be
discounted 35% for the shares being a minority interest and lacking
marketability.

The wife’s expert argued that the yearly bonus awarded to the husband
would be attractive enough to entice a willing buyer to pay full price. How-
ever, the husband’s expert testified that the bonuses bore no relation to the
shares held. The bonus was not seen as a return on the shares of stock.

Additionally, the wife argued that discounts should not be included in
the calculation of husband’s stock value as he had no intention to sell his
share of the company. The court found that intention to sell did not matter in
the determination of value of a close family corporation, and discounts should
therefore be applied.

Using consideration and, if appropriate, the application of shareholder-
level discounts as criteria to determine the applicable standard of value, these
states can be categorized as fair market value states: Alaska, Arkansas, Con-
necticut, Iowa, New Hampshire, New York, Oregon, Vermont, West Virginia,
and Wisconsin.

When one uses the treatment of goodwill along with the application of
shareholder-level discounts as two criteria for determining the standard of
value, one may find that a state’s treatment of each issue is not consistent with
just one standard of value. For example, a state may not require the distin-
guishing of personal from enterprise goodwill, which suggests a value to the
holder premise, but the state may also require consideration of shareholder-
level discounts. Minnesota appears to fall into this category. In this state, the
treatment of goodwill suggests that the standard of value is more akin to the
value to the holder premise, yet in some instances shareholder-level discounts
have been applied, suggesting a value in exchange premise.

Fair Value
As mentioned previously, fair value is not the same as fair market value. While
fair market value considers a willing buyer and a willing seller, generally when
fair value is at issue, one of the parties is not willing. Therefore, in order to com-
pensate that party fairly, special considerations are made.

In dissenter’s rights and oppressed stockholder cases, in many states, these
special considerations consist of disallowing discounts or applying them only
in extraordinary circumstances. Upon divorce, the court may also decide that
it would be unfair to apply discounts to the value of shares, regardless of
how it treats personal goodwill. In those instances, courts have used a spouse’s
pro-rata share of enterprise value, which is language normally associated with
fair value.
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The outcome of the Virginia case of Howell v. Howell,164 represents value
in exchange without discounts. This case addresses the applicability of dis-
counts while excluding any personal goodwill present by virtue of an indi-
vidual’s reputation. This case is often referred to as a fair value case.

Howell v. Howell

Mr. Howell, the defendant, had a partnership interest in Hunton & Williams, a
law firm he joined during the marriage. Virginia case law indicates that trans-
ferable enterprise goodwill may be marital, but personal reputation and future
earning capacity are not. Virginia law also prohibits the sale of the goodwill of
a law firm. Additionally, the Hunton & Williams partnership agreement pro-
vides that when a partner withdraws from the firm, he may receive the bal-
ance of his capital account with his share of the firm’s net income through the
date of withdrawal. The court looked at whether any goodwill should be in-
cluded in distributable assets, and if so, how to calculate it.

Citing a previous Virginia case,165 the court acknowledged that the trial
court’s duty is to determine the value that represents the property’s intrinsic
worth to the parties and that although a restrictive agreement may exist, it
should not control value. The court reviewed various other decisions in Vir-
ginia’s courts as well as others from other states, and the commissioner de-
termined that the evidence demonstrated that the partnership had goodwill
regardless of the provisions of the partnership agreement.

The experts disagreed on the appropriate discount to be applied to
value the shares. The defendant’s expert applied a 40% lack of marketabil-
ity discount, and the plaintiff’s expert applied a 6.9% discount. The commis-
sioner found that the lack of control was not an issue worth discounting, as
no one partner had a controlling interest in the firm. The court similarly found
that a discount for lack of marketability was inappropriate, as the highest
and best use for the defendant’s share was to remain with the corporation.
The appellate court found that the commissioner’s determination of value
had been appropriate.

In this case, the court used the concept of highest and best use, reasoning
that highest value that would be realized was that which would be achieved
through the owner’s continued presence, not upon sale, and therefore discounts
should not be applied. While Virginia requires one to distinguish personal and
enterprise goodwill, thereby implying a titled spouse’s departure, the court in
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this case considered that the highest and best use was the title holder’s con-
tinued presence. This case appears to have elements of both fair market value
and investment value. We have categorized it as fair value because it calcu-
lates the value as a pro-rata share of the enterprise value.

The New Jersey case Brown v. Brown166 addresses the valuation of a
wholesale flower distributor in a marital dissolution case in terms resembling
those normally found in fair value in oppression and dissenter’s rights mat-
ters. In this case, no distinction was made as to personal or enterprise good-
will, and the issue at hand between the valuation experts was whether the lack
of intention to sell the business should control whether discounts should be
applied or not.

Brown v. Brown

James Brown was an officer of and had a 47.5% interest in a florist supply
company. Mr. Brown had a reported W-2 income of $75,000, 1099 income of
$75,000, and interest income of $7,131. The trial court had accepted the
wife’s expert’s valuation of Mr. Brown’s interest in the company at $561,925,
excluding any discount for marketability or lack of control.

The wife’s expert valued the business as a whole as of the date of com-
plaint and then took a percentage to establish the husband’s proportionate
interest. He assumed that the pro-rata value of that interest should be in-
cluded in equitable distribution. The husband’s expert valued the same in-
terest but applied a 25% discount for lack of marketability and a 15% discount
for lack of control.

The court found no previous decisions in New Jersey addressing the
applicability of discounts for the purposes of equitable distribution. After re-
viewing the assumptions and elements of both valuations, the court was
more persuaded by the testimony of the wife’s expert. As the corporation in
question was a close corporation, any liquidity issues were not of conse-
quence as there was no intention to sell the business, and therefore the fair
value should be assessed. The court referred to the fair value determination
made in Balsamides v. Protameen Chemicals, Inc.167 (an oppression case)
and Lawson Mardon Wheaton, Inc. v. Smith168 (a dissenter’s rights case).

The court found that there were no extraordinary circumstances war-
ranting any discounts and that because divorce was not a trigger for the sale
of shares, the application of discounts was inappropriate in this case.
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Brown has elements of fair value, with its rejection of discounts, and in-
vestment value, in the consideration that the business is not likely to be sold.
The case states that the husband will receive the benefits of ownership by
continuing to hold the asset. North Dakota also has two decisions where the
court looks to determine fair value. One of these cases169 looks at a situation
where the only way the wife could recover her interest would be to file as an
oppressed shareholder; therefore, in the divorce proceeding, the court awarded
her the fair value of her interest without discounts for lack of marketability
and lack of control. In another case,170 the court upheld the judgment of the
trial court that a small discount for lack of control status would be equitable.
In these cases, it appears that the courts may have been looking for an equi-
table solution and not strictly applying a particular standard of value.

In summary, four states appear to regularly follow a fair value standard
under a value in exchange premise: Indiana, North Dakota, Virginia, and
Wyoming. Exhibit 4.7 shows the continuum of value with respect to the treat-
ment of shareholder level discounts.

Buy-Sell Agreements under Value in Exchange

Many times, when valuing a business, especially a professional practice, there
are agreements in place between shareholders or partners that provide for the
treatment of a shareholder or partner upon death, retirement, or other manner
of withdrawal.

The existence of a partnership or shareholder agreement may have an im-
pact on value because many such agreements serve to delineate the amount
participants would receive upon certain circumstances. In a divorce proceed-
ing, many view such agreements as indicia of value but not necessarily as pre-
sumptive of value. Still other states view the existence of such an agreement,
if timely, arm’s length, and acted upon, as the sole indicator of value.

Logically, states that more closely adhere to a fair market value standard
may be inclined to rely more heavily on such an agreement if it meets the
above-mentioned criteria. However, if a buy-sell agreement exists but has
never actually been used, it would have far less impact than a buy-sell agree-
ment that is regularly updated and enforced.171 Moreover, states that more
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closely adhere to an investment value standard may assign little, if any, weight
to these agreements, because there is no sale. It has been our experience that
under any standard of value, the weight accorded a buy-sell agreement is fact
sensitive.

Under the value in exchange premise, buy-sell agreements are usually
viewed in two ways. First, the agreement may be considered presumptive be-
cause upon selling his or her shares, the amount stated in the agreement is all
a shareholder would likely receive. Conversely, a court looking to apply a fair
market value standard might afford the value of the buy-sell agreement little
weight, as it does not represent what a hypothetical willing buyer would pay
a hypothetical willing seller in an open market.

Many courts have taken the value set forth in buy-sell agreements under
consideration, but few have considered such agreements consistently control-
ling for the purposes of divorce. For example, Pennsylvania’s Buckl v. Buckl172

stated that a buy-sell agreement or other such agreement should be considered
as a factor in valuing a business. It does not establish, however, that the value
established by that agreement must be controlling.

The Connecticut case of Dahill v. Dahill173 discussed this matter, as well,
adhering more closely to the hypothetical nature of fair market value.
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Exhibit 4.7 Continuum of Value: Discounts under Fair Market Value and Fair
Value

Value in Exchange
Premise of

Value

Fair Market Value Fair Value
Standard of

Value

Discounts Applied No DiscountsDiscounts

Tofte v. Tofte
Case

Example

Brown v. Brown

172. 373 Pa. Super. 521; 542 A.2d 65; 1988 Pa. Super. LEXIS 1048.

173. 1998 Conn. Super. LEXIS 846 (Conn. Super. Ct. Mar. 30 1998).

Howell v. Howell

Value to 
Holder
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Dahill v. Dahill

Mr. Dahill had an interest in a family business. As Mr. Dahill was ill, he en-
tered into a shareholder’s agreement with the other shareholder. The agree-
ment offered a right of first refusal for Mr. Dahill’s shares to his son and
established a purchase price upon death. Upon termination, however, Mr.
Dahill had the right to sell his shares on the open market.

Mrs. Dahill’s expert valued the shares at 1.5 times book value, or
$1,100,000—the value from the agreement that controlled upon Mr. Dahill’s
death. The expert conceded that this was not the fair market value of the
shares but Mr. Dahill’s value in hand. Mr. Dahill testified that his shares
were worth $350,000 based on an expert’s valuation from 1992. However, the
court felt that this date was too far past to be controlling.

The court appointed an expert who assessed the fair market value of
Mr. Dahill’s interest in the company at $490,000, after applying discounts for
illiquidity. The court decided on a $500,000 value for Mr. Dahill’s interest.
The court stated that because none of the triggering events in the share-
holder agreement had occurred, it was incorrect to base the value on that
set forth in the agreement. In addition, the court stated that it was its duty to
find the fair market value rather than the book value or “in hand value.”

The New Jersey case of Stern v. Stern174 represents a value in exchange
concept in which the buy-sell agreement was relied upon as the primary indi-
cator of value.

Stern v. Stern

Mr. Stern was a partner in a highly respected law firm, and while conceding
that his partnership interest was marital property, he objected to the trial
court’s determination of the valuation of the partnership. The trial court also
had valued his earning capacity.

Beginning with the issue of earning capacity, the appellate court
agreed that even if the earning capacity has been enhanced by the other
spouse, it should not be recognized as an item of marital property, but it may
be considered in determining what distribution of property would be equi-
table as well as being relevant in the calculation of alimony.

As for the value of the partnership interest, the appellate court looked to
the terms of a partnership agreement. The agreement reflected elements of
the partnership worth that were in excess of the capital account. This ex-
cess value was revised on a quarterly basis. Although within the agreement
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there were several values contingent upon differing situations, the court
recognized the value upon the death of the partner as the value that should
hold in the case of divorce.

While the value set forth by the agreement constitutes the presumptive
value of the partnership (and therefore may be challenged), the court estab-
lished that as far as the books of the firm are well kept and the value of the
partners’ interests are periodically and carefully reviewed, then the pre-
sumption of value should be subject to effective attack only if there is clear
and convincing proof that the value is more or less than represented by the
partnership agreement figure.

This case continues to cause a great deal of controversy in New Jersey,
with arguments being made that the agreement should control because it is all
the stockholder will ever receive. Furthermore, some practitioners argue that
the terms of the agreement become more important as the stockholder ages
and comes closer to the time when he will receive his buy-out. This follows a
value in exchange premise. Other practitioners argue that the investment value
principles of Dugan and the fair value principles of Brown supersede this
case. Based on the facts and circumstances of the case, ultimately the court is
the arbiter of which argument will prevail.

The buy-sell agreements enhance our analysis of our chart as shown in
Exhibit 4.8.

A review of the case law in Arkansas seems to indicate little reliance on
the provisions of a buy-sell agreement as it does not adhere to a strict inter-
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Exhibit 4.8 Continuum of Value: Buy-Sell Agreements under Value in
Exchange
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Value
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Rejected as Economic Reality: Court looks to hypothetical willing buyer and willing seller

Stern v. Stern

Dahill v. Dahill
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Example
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pretation of fair market value. As mentioned in the Dahill case, some Con-
necticut cases place little emphasis on the provisions of a buy-sell agreement,
but others seem to place more weight on such agreements. In Alaska, Wash-
ington, DC, Indiana, Oklahoma, and Oregon, courts have reached a value based
on buy-sell agreements. Illinois, Minnesota, Missouri, Ohio, Pennsylvania,
Utah, West Virginia, and Wisconsin have all considered the buy-sell agreement
to be case sensitive and that it may be considered in the calculation of value,
but not necessarily presumptive of value.

Exhibit 4.9 presents the continuum of value under the value in exchange
premise including the fair market value and fair value standards as have been
discussed up to this point.
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Exhibit 4.9 Continuum of Value: Value in Exchange
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In summary, based on our analysis, 34 states fall under a value in exchange
premise:

Arkansas Missouri

Alaska Nebraska

Connecticut New Hampshire

District of Columbia North Dakota

Delaware Oklahoma

Florida Oregon

Hawaii Pennsylvania

Idaho Rhode Island

Illinois South Carolina

Indiana Tennessee

Iowa Texas

Kansas Utah

Louisiana Vermont

Maryland Virginia

Massachusetts West Virginia

Minnesota Wisconsin

Mississippi Wyoming

VALUE TO THE HOLDER

Value to the holder states are generally those that look to identify and value
the asset or assets created during the marriage as the result of the joint efforts
of both spouses regardless of whether a marketable asset was created or not.
States that favor the value to the holder premise consider the cash flows re-
ceived by the title-holding spouse regardless of the asset’s transferability.

Goodwill

This definition describes goodwill in a manner that largely represents an in-
vestment value, in that it includes certain personal attributes in the value:

The economic benefits that a going concern may enjoy as compared to a new
firm, from (1) established relations with all the markets—both output and
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input, (2) established relations with government departments and other non-
commercial bodies, and (3) personal relationships.175

States that follow an investment value standard seem to apply the notion
that although a business may not be immediately salable and may not have
value beyond its net tangible assets without the owner/key employee in place,
the business has an ongoing value to the owner and therefore to the marital
estate. In value to holder states, the view of property is broad and recognizes
that the title holder will continue to function as an owner benefiting from the
asset already in place.

Dugan v. Dugan,176 one of New Jersey’s early cases with respect to the
treatment goodwill, shows the court’s reasoning for including elements of per-
sonal goodwill as marital property.

Dugan v. Dugan

After a 20-year marriage, the Dugans separated. Mr. Dugan was a member of
the New Jersey Bar, and continued to practice in a professional corporation.

Mr. Dugan appealed the lower court’s judgment regarding property dis-
tribution, and the New Jersey Supreme Court had to determine whether the
goodwill of Mr. Dugan’s law practice was an asset subject of equitable dis-
tribution, and, if so, how it should be evaluated. At the time of the case (1983),
New Jersey lawyers were not permitted to sell their goodwill.

The New Jersey Supreme court distinguished intangible assets from
tangible ones, in that intangible assets have no intrinsic value, but do have
a value related to ownership and possession of tangible assets. Intangibles
such as trademarks and patents are identifiable intangible assets, while
goodwill is based on reputation that will probably generate future business.

The court then noted that goodwill is a legally protected interest, as ev-
idenced by the ability to prevent a seller’s competition with a covenant not
to compete. In addition, New Jersey inheritance tax requires consideration
of goodwill. It has also been recognized as an element of value in liquidation.

Goodwill can be translated into prospective earnings and, from an ac-
counting standpoint, can be defined as the future estimated earnings that
exceed the normal return on an investment. The court distinguished goodwill
and earning capacity by stating that goodwill reflects not only a possibility of
future earnings, but a probability based on existing circumstances, and after
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divorce, the law practice will continue to benefit from goodwill as it had dur-
ing the marriage. For the purposes of distribution, it would be inequitable to
ignore the other spouse’s contribution to the development of a valuable eco-
nomic resource.

The court also acknowledged that limitations exist on the ability to sell
a law practice with its goodwill; however, the goodwill itself has significant
value irrespective of any limitations.

The court found several problems with the valuation, including the
method of determining reasonable compensation. The court felt that the
method used determined the firm’s efficiency rather than the plaintiff’s
reasonable compensation. Instead, the court noted that age, experience,
education, expertise, effort, and locale should be elements considered in de-
termining reasonable compensation. In addition, the valuator added back
too many expenses to the income stream used in the valuation and com-
pared the attorney’s compensation to an average from around the country
rather than a specific area. The court also took issue with an unsubstanti-
ated capitalization rate.

The important concept established by this case is that goodwill has
value, if only to the holder, regardless of its marketability.

Celebrity Goodwill
Currently, New Jersey is the only state that has considered celebrity goodwill
as marital property, recognizing that the development of celebrity, like that
of personal goodwill in a business, is created by virtue of the noncelebrity
spouse’s contributions to the marital partnership.177 New York has a similar
concept but characterizes it as celebrity status, not celebrity goodwill.

In the case of Piscopo v. Piscopo,178 the value of comedian Joe Piscopo’s
celebrity status was divided by the court upon the dissolution of his marriage.

Piscopo v. Piscopo

The New Jersey Superior Court addressed the topic of celebrity goodwill in
the case of Piscopo v. Piscopo in 1989. The trial court179 held that the marital
property included Joe Piscopo’s celebrity goodwill.

The court’s expert found that Piscopo’s income flowed through Piscopo
Productions, Inc., and that Piscopo’s compensation was determined at the
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end of each year as in any corporation. The expert valued that business as
he would any other professional corporation, taking into account Piscopo’s
goodwill.

In valuing Piscopo’s celebrity, the expert took 25% of his average gross
earnings over a three-year period, calculating goodwill at $158,863. Citing
Dugan v. Dugan180 the trial court accepted that goodwill was a distributable
asset representing the reputation that will probably generate future business.

Piscopo claimed that this situation was distinguishable from Dugan be-
cause a professional has a reliable future income while show business is
volatile. The court did not agree, citing that Dugan measured goodwill by
past earning capacity and the probability that it will continue.

The appellate court also agreed with the opinion of the trial court judge,
who stated that it would not be acceptable if the Court of Chancery protected
a celebrity’s person and business from another’s “unjust enrichment by the
theft of [his] goodwill,” Ali v. Playgirl, Inc., 447 F.Supp. 723, 729 (S.D.N.Y.1978),
while another branch deprived the spouse from sharing in the same pro-
tectible interest.181

The court also cited the New York case of Golub v. Golub, 139 Misc.2d
440, 527 N.Y.S.2d 946 (Sup.Ct.1988), where a celebrity’s earning capacity was
recognized as an asset because of the increase in that earning capacity
due to the efforts of the other spouse.

The appellate court agreed with the trial court in that there was a value
to Piscopo’s celebrity and that it should be distributed upon dissolution of
the marriage.

California recently handed down its first reported decision on celebrity
goodwill in a case involving movie director John McTiernan. The trial court
held that his celebrity had value in and of itself above his assets based on the
fact that his earning capacity far exceeded that which a typical director was
able to earn. The judge found his profession analogous to that of an attorney,
physician, dentist, architect, or any other professional, and that in that profes-
sion, the husband had developed an earning capacity that exceeded that of a
typical director. When the appellate court reviewed the decision, however, it
decided that goodwill must adhere to a business, even if it is the business of
a sole proprietor or professional practice.182 The director’s career in this case

Standards of Value in Divorce | 229

180. Dugan v. Dugan, 92 N.J. 423 (1983).

181. Piscopo v. Piscopo, 231 N.J. Super. at 579 (slip opinion at 4).

182. McTiernan v. Dobrow, 133 Cal. App. 4th 1090; 35 Cal. Rptr. 3d 287; 2005 Cal. App.
LEXIS 1692.

ch04_4694.qxd  9/11/06  12:52 PM  Page 229



was not considered a business. The case was appealed; however, the Califor-
nia Supreme Court declined to hear it.183

New York has had several cases involving the goodwill of a celebrity, but
these cases dealt with the enhanced earning capacity of a spouse over the
course of a marriage and called this celebrity status. In Golub v. Golub,184 for
example, the court decided that a celebrity’s status and concomitant enhanced
earning capacity could be included because the noncelebrity spouse contributed
to its formation and appreciation during the marriage. More recently in New
York, the court followed the same basic principles in Mann v. Mann,185 where
the performer’s career had already been established before the marriage,
and the court decided that goodwill was not attributable to marital efforts and
was therefore not includable in the division of property.

Personal Goodwill versus Earning Capacity
In attempting to distinguish personal goodwill as an inherently separate
property, some have made the argument that personal goodwill and earning
capacity (not distributable) are indistinguishable. Wisconsin’s Holbrook v.
Holbrook,186 for example, stated: “The concept of professional goodwill
evanesces when one attempts to distinguish it from future earning capacity.”
The court conceded that a professional’s business reputation has value, but
claimed that that value is not a separate property interest, as it only assured the
continuation of earnings in the future. The exclusion of goodwill was based
on several factors, including the difficulty in valuation, the extent employ-
ment status is determinative of goodwill’s existence, the concern that good-
will is really earning capacity, the concern for double counting (which we call
double dipping), and the need to exchange a tangible asset (cash or its equiv-
alent) for an intangible (the goodwill of the business) upon divorce. This view
has been followed by several decisions, including South Carolina’s Donahue
v. Donahue187 and Hickum v. Hickum.188

The Wisconsin court later distinguished itself from Holbrook in Peeren-
boom v. Peerenboom,189 a case that involved the valuation of a dental practice.
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The court reviewed the concept that a lawyer’s interest in a law firm (such as
that in Holbrook) is not salable for ethical reasons. However, no such rea-
sons exist in a medical practice, and, therefore, goodwill that is transferable
may be included in value. The court did maintain, however, that goodwill
must be separate from the reputation of the individual. Peerenboom was later
cited for the concept that goodwill as a going concern could be marketable
and distributable.190

There have been several criticisms of the view that goodwill in a profes-
sional practice is indistinguishable from earning capacity, and, because the two
cannot be separated, goodwill should not be included as a marital asset. Many
have argued that it does not comport with the intent of equitable distribution:
that the marriage should be viewed as an economic partnership recognizing
contributions of each spouse to specific assets. Second, denying the nontitled
spouse a share in an asset because of difficulty in valuation is not equitable. Al-
ternatively, some have argued that goodwill not only reflects future earnings,
but also should not be recognized as a product of a marital partnership.191

The Colorado court in the case In re: Bookout192 supported the view that
goodwill is property or an asset that supplements the earning capacity of an-
other asset, business, or a profession, and, therefore, is not the earning capacity
itself. The case cites numerous decisions in Washington, California, and New
Jersey, all separating goodwill from earning capacity. As expected, all these
states seem to view, to some extent, value under a value to the holder premise.

To further illuminate the difference between goodwill and earning ca-
pacity, in the Washington case of In re: Hall,193 two spouses had identical ed-
ucations as doctors. One owned a practice while the other worked as a salaried
teacher. The court found that although both doctors may have equal earning ca-
pacities, only the practicing doctor had goodwill, as the goodwill needed an
entity to adhere to in addition to the person. The concept has been recently af-
firmed in New Jersey, as well.

Value of a Professional Degree or License and Enhanced Earning Capacity
As the so-called walk-away doctrine is at one extreme of the continuum, the
valuation of professional degrees, licenses, and enhanced earning capacity are
at the other end of the continuum. Moreover these items of marital property
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are valued without the necessity of an underlying business enterprise. Black’s
Law Dictionary defines earning capacity as:

A person’s ability or power to earn money, given the person’s talent, skills,
training, and experience. Earning capacity is one element considered when
measuring damages recoverable in a personal-injury lawsuit. And in family
law, earning capacity is considered when awarding child support and spousal
maintenance (or alimony) and in dividing property between spouses upon
divorce.194

Enhanced earning capacity is the enhancement of an individual’s ability
to earn over and above what would be earned following a so-called normal ca-
reer path and resulting from joint efforts over the life of the marriage. It is often
measured by attempting to quantify the difference between the amounts an in-
dividual could earn without the enhancement to the amount that individual
was earning at the end of the marriage with the enhancement. This can be the
result of the acquisition of a degree or license or the result of some type of train-
ing, experience, or perfection of a skill that results in the generation of extra-
ordinary earnings over and above a normal career path. While there is some
mention of these concepts in North Carolina and Michigan, to our knowledge,
it is only in New York where professional degrees, licenses, and career en-
hancement are considered marital property.

New Jersey has rejected the inclusion of earning capacity as an asset sub-
ject to equitable distribution. While one trial court included earning capacity
as a separate “amorphous”195 asset, the New Jersey Supreme Court rejected the
notion, stating:

Potential earning capacity is doubtless a factor to be considered by a trial
judge in determining what distribution will be “equitable” and it is even more
obviously relevant upon the issue of alimony. But it should not be deemed
property as such within the meaning of the statute.196

Normally, earning capacity is a consideration for the determination of
spousal support or a factor affecting the division of assets rather than in the
determination of marital property. Most states recognize that individuals enter
a marriage with a certain amount of intellectual or human capital. They possess
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skills, talents, education, and experience that have resulted in a specific earn-
ing capacity. During the marriage, by the attainment of additional education or
experience, there may have been an enhancement of this human capital result-
ing in an extraordinary increase in the degree or license holder’s earning ca-
pacity to which there was a contribution made, either directly or indirectly, by
the other spouse. The rationale for considering these types of assets as mari-
tal property seems to be that, by his or her contributions, the dependent spouse
should share in the future benefits he or she helped to create. This inclusion
is basically the recognition of joint spousal investments in the degree or license
holder’s career.197

The view that enhanced earnings capacity can appreciate during the mar-
riage due, in part, to the efforts and/or sacrifices of the dependent spouse and
that this creates marital property appears to result from a conscious decision
to treat increased earning capacity developed during the marriage as an asset
rather than as income to determine maintenance or support. Initially, the point
behind distributing enhanced earning capacity seemed to be that without dis-
tribution of their share of this asset, the dependent spouse who contributed to
the enhancement may be left without any assets at all.198 This reasoning can
be seen in the New York case O’Brien v. O’Brien,199 which established the
treatment of a professional license acquired during the marriage as marital
property in New York.

O’Brien v. O’Brien

In this case, during the proceeding for the divorce of a doctor and his wife,
the court discussed whether a license to practice medicine had a value dis-
tributable as marital property. There were no other assets of consequential
value in the marriage. The husband had recently acquired a license to prac-
tice medicine. The appellate court held that the plaintiff’s license was not
marital property, but remitted the case to the trial court for further proceed-
ings. The Court of Appeals of New York disagreed with the lower appellate
court, and decided that the license could be considered property under New
York Domestic Relations law.
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When the couple married, they were both employed as teachers at a
private school. The wife had a bachelor’s degree and a teaching certificate,
but required further education to obtain certification in New York. The court
found that she relinquished the opportunity for that permanent certification
to allow her husband to pursue his education. Two years into the marriage
the parties moved to Mexico, where the husband became a full-time medical
student. Returning to New York three years later, the husband completed the
last two semesters of medical school and the wife resumed her former
teaching position. The husband received his license to practice four years
later and shortly thereafter commenced the action for divorce.

During the marriage, both parties had contributed to the education and
living expenses, receiving additional help from their families. The court, how-
ever, found that during the marriage, the wife had contributed 76% of the
marital income while the husband earned his degree. The wife’s expert pre-
sented the value of the medical license as $472,000 by comparing the aver-
age income of a general surgeon and a college graduate between the time
when the husband’s residency would end and the time he reached age 65.
Factoring for inflation, taxes, and interest, that value was capitalized and re-
duced to present value. The expert also opined that the wife’s contribution
to the husband’s education was $103,390.

The trial court made a distributive award of 40% of the value of the li-
cense to be paid in 11 annual installments. The appellate court overturned
this, based on a prior case where the value of the license was not deemed
to be marital property.

The husband claimed that his license should be excluded because it
was not property, either marital or separate, but instead was a representa-
tive of a personal attainment of knowledge. The court reviewed the portion
of the statute that stated “the court shall consider: . . . (6) any equitable claim
to, interest in, or direct or indirect contribution made to the acquisition of
such marital property by the party not having title, including joint efforts or
expenditures and contributions and services as a spouse, parent, wage
earner and homemaker, and to the career or career potential of the other
party [and] the impossibility or difficulty of evaluating any component asset
or any interest in a business, corporation or profession” (Domestic Rela-
tions Law § 236 [B] [5] [d] [6], [9] [emphasis added]).

The Court of Appeals (New York’s highest court) interpreted these
words to mean that an interest in a profession or professional career is mar-
ital property. The court interpreted the history of the statute as confirming
this interpretation, as the traditional common law title system had caused in-
equity. The purpose of that statute, considering marriage as an economic
partnership, was seen to be consistent with the inclusion of the value of the
license.
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The Court of Appeals stated that the lack of market value or alienability
was irrelevant. Ultimately, the court decided that if it receives evidence of
the present value of the license and the working spouse’s contribution to-
ward its acquisition, it may make an appropriate distribution of that license
as marital property.

In a concurring opinion, Judge J. Titone stated that the provisions of
New York’s Domestic Relations Law were intended to provide flexibility so
that equity could be done.

The O’Brien doctrine has been criticized, however, by those who point
out that the statutory language on which the doctrine is based focuses on di-
vision of property rather than the definition thereof. The statute instructs the
court to consider “direct or indirect contributions made . . . to the career or ca-
reer potential of the other party” when distributing marital assets, not while
identifying them. The section advises that a spouse’s contributions should be
accounted for in the distribution of property.200 Essentially, the contributing
spouse should be given a bigger slice of the same pie, as opposed to the pie
itself being made bigger.

As personal goodwill may eventually merge with practice goodwill, some
have suggested that, eventually, the value of a practitioner’s license becomes
subsumed in his or her practice. The New York case McSparron v. McSpar-
ron201 addresses this issue and asks whether eventually the value of a license
is used up by the income that it has produced. The court in this case considered
factors such as a change in circumstances and location of a practicing profes-
sional and decided that, no matter how far along, the license has a value outside
of one’s career, concluding that it did not merge.

Several states have addressed the inclusion of a license outside of New
York. Michigan has had varying decisions on inclusion of the license. Iowa
may include increased earning capacity in distribution but not the license.
Maryland has rejected the valuation of a license or degree in property distrib-
ution,202 and although never adopting or rejecting inclusion of a license,
Alaska and Minnesota have left the door open to inclusion under compelling
circumstances.203
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In the most extreme application of the value to the holder premise that we
have found, the New York case of Hougie v. Hougie204 involved the inclusion
of the enhanced earning capacity of an investment banker in the property dis-
tribution. The facts of the case ultimately revealed that the husband needed
and had a license that allowed him to perform his job, but the court stated that
the husband’s enhanced earning capacity was a distributable asset regardless
of whether a license is required.

In February of 2006, New York’s Matrimonial Commission report sug-
gested changes to the statute, recommending the elimination of New York’s
consideration of enhanced earning capacity, professional degree or license,
and celebrity status as marital property.205

Double Dipping
The value of a business is the present value of expected future benefits that
can be received from that business whether determined by the asset based,
market, or income approaches. When the value of a business is distributed in
a divorce, the non-business-owner spouse receives some type of asset in ex-
change for their equitable or community share of the business. The share of
the business credited to the non-owner spouse is based on the expected future
benefits to the owner. Double dipping can arise from the use of the same in-
come stream for both valuation and alimony. This is an increasingly relevant
issue when dealing with the interrelationship between the distribution of mar-
ital property and the award of alimony.

For example, in using an income or excess earnings method to value a
company, the officer’s compensation in excess of reasonable compensation is
added back to the income stream of the company and capitalized. Essentially,
the valuation takes a portion of the owner’s compensation and capitalizes it to
value the business, while at the same time, considering it all available for al-
imony and thereby using it twice.206

Double-dipping was first addressed in the treatment of pensions as mari-
tal property. As applied to business valuation, double dipping was first ad-
dressed in the 1963 Wisconsin case Kronforst v. Kronforst,207 where the court
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204. 261 A.D.2d 161; 689 N.Y.S.2d 490; 1999 N.Y. App. Div. LEXIS 4588.

205. Hon. Sondra Miller, “Report to the Chief Judge of the State of New York,” New York
Matrimonial Commission, February 2006.

206. Donald J. Degrazia, “Controversial Valuation Issues in Divorce,” presented at the 2003
AICPA National Business Valuation Conference.

207. 21 Wis. 2d 54, 123 NW 2d 528 (1963).
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stated that “such an asset cannot be included as a principal asset in making di-
vision of the estate and then also an income item to be considered in award-
ing alimony.” However, New Jersey’s recent decision in Steneken v.
Steneken208 has allowed the use of the same income stream for both alimony
and equitable distribution.

Classification of Value to the Holder Typically States by Their Treatment 
of Goodwill
A state using investment value will typically consider all goodwill in a pro-
fessional practice and will not attempt to differentiate between personal and
enterprise goodwill. California’s Golden v. Golden209 is an example of an in-
vestment value case where the rationale the court used was based on the non-
professional spouse’s contribution in assisting in the creation of this value.

Interestingly, there are significant differences between the treatment of
goodwill as marital property in Golden v. Golden and a case like Pennsylva-
nia’s Gaydos v. Gaydos.210 The courts in both cases recognized that the prac-
tice would continue after the end of the marriage and that there is a value to
that continuance. California saw goodwill as a product of the ongoing value
of the company that was developed during the marriage and should be shared
between the parties, while Pennsylvania excluded that value as being tied too
closely to the practitioner and his or her future efforts.

Washington State views personal goodwill in a slightly different manner
from California as illustrated by In re: Lukens.211 The Washington court ac-
knowledged that personal goodwill may not be marketable but stated that it is
an asset nonetheless. The court viewed goodwill in light of the concept of a
recent graduate or an existing practitioner relocating to another state and hav-
ing to start over. Although the practitioner would have the skills acquired
through training and practice, he or she would not have any reputation in a
new place, and therefore that reputation has to be affiliated with the practice.

As discussed earlier, New York is the only state to explicitly include pro-
fessional degrees, licenses, celebrity status, or enhanced earnings capacity that
was acquired during the marriage as marital assets or the incremental increase
in them. Alternatively, New Jersey does not consider a professional degree or
license as marital property but does consider the value of celebrity goodwill.
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208. 2005 N.J. LEXIS 57.

209. 270 Cal. App. 2d 401; 75 Cal. Rptr. 735 (1969 Cal. App.).

210. 693 A.2d (Pa. Super. Ct. 1993)

211. 16 Wn. App. 481, 558 P.2d 279 (1976), review denied, 88 Wn.2d 1011 (1977).
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Other states have suggested that including the value of a license or degree
may be warranted in certain compelling circumstances.

Exhibit 4.10 presents the continuum of value under the value to the holder
premise.

Next we move to a discussion of the treatment of shareholder-level dis-
counts and the weight accorded buy-sell agreements in states that fall under
the value to the holder premise.

Shareholder Level Discounts under the Value to the Holder Premise

Under the value to the holder premise of value, the business is valued under
the assumption that the entity will continue under current ownership. As we
have discussed, personal goodwill is includable as a marital asset under this
premise, even though it cannot be sold. Therefore, the shareholder-level lack
of control and lack of marketability discounts associated with the value in ex-
change premise would typically not apply.

Montana is an investment value state that has applied discounts in certain
divorce valuations, such as that in the case of In Re: Decosse,212 where a 20%
lack of control discount was applied. In our view, New York is a hybrid state,
which adheres to a fair market value standard in the valuation of businesses
while applying the most liberal definition of marital property in the valuation
of a professional degree or license and enhanced earning capacity.

238 | Standards of Value

Exhibit 4.10 Continuum of Value: Intangible Assets under Value to the
Holder with Case Examples

Value to the Holder
Premise of

Value

Fair Value Investment Value
Standard of

Value

Enterprise and Personal Goodwill Personal Intangible Value
Intangible

Value

Dugan v. Dugan O’Brien v. O’Brien
Case

Example

Enhanced Earnings CapacityGoing Concern Value Assuming 
Owner Will Continue Ownership

212. 282 Mont. 212; 936 P.2d 821; 1997 Mont. LEXIS 66; 54 Mont. St. Rep. 318.

Underlying
Assumption
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The following states absent special circumstances, do not apply discounts:
Arizona, California, Colorado, Kentucky, Michigan, Nevada, New Jersey,
New Mexico, and Washington.

Fair Value
Some cases appear to use assumptions more often attributed to an investment
value standard while using the language of fair value, which can be either value
in exchange or value to the holder. When a case mentions a pro rata share of
enterprise value, rejects shareholder level discounts, or mentions the unwill-
ingness of a buyer or seller, the standard of value is usually fair value. Although
the New Jersey case of Brown v. Brown213 and Louisiana case of Ellington v.
Ellington214 reference investment value concepts like continuing benefits of
ownership and employment, the predominant language of these cases involve
fair value.

As mentioned previously, the Louisiana case Ellington v. Ellington, may
be considered a fair value case. While the wife’s expert used an excess earnings
method and came to a value of $668,000, the husband’s expert determined
that the fair market value of liabilities outweighed assets by approximately
$55,000 and therefore the company had no value. The court rejected the tes-
timony of both experts as each used a fair market value standard, which was not
appropriate because neither party was a willing seller. Taking this into ac-
count, the court came to a value of $293,000. The appellate court affirmed
this decision, as the husband would retain ownership and current management
would remain in place and the husband would continue to benefit from the asset
in place. Subsequently, Louisiana statute was amended to require adherence
to a fair market value standard and the specifically excludes personal goodwill.

Exhibit 4.11 shows the continuum of value based on the treatment of dis-
counts in divorce proceedings under investment value and fair value and value
to the holder premise.

Buy-Sell Agreements under Value to the Holder

As we have seen in the Graff case, Colorado generally favors a value to the
holder premise of value. This extends to the treatment of the buy-sell agree-
ment, which can be seen in the case In re: Huff.215
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214. 842 So. 2d 1160; 2003 La. App. LEXIS 675.

215. 834 P.2d 244 (Colo. 1992).
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In re: Huff

In this case, the husband was a partner in a large, well-established law firm
with 90 partners and 66 associates. The firm had a detailed buy-sell agree-
ment in place for various circumstances including withdrawal and death,
setting forth a partner withdrawal formula based on the value of receivables
plus a portion of the firm’s capital. No goodwill is included. The books and
formulas were periodically reviewed and updated. Additionally, partners were
not able to freely sell their interest as a restrictive agreement was in place.

The husband’s expert offered two valuations, the first involving the part-
nership agreement formula and arriving at a value of $42,442 and the second
using the excess earnings method arriving at a value of $113,000. The wife’s
expert also used excess earnings and valued the interest at $309,500. The dif-
ference came down to the capitalization rates used. The trial court elected
the $113,000 valuation as proper, as the capitalization rate of the husband’s
expert was more realistic than that of the wife’s expert.

The husband’s expert testified that the partnership agreement was in
place to discourage partners from leaving the firm, as it awarded a withdraw-
ing partner 50% of his or her accounts receivable. The wife’s expert testified
that the excess earnings method represented the value of the partnership to
the husband if he remained at the practice.

The court rejected the valuation based on the partnership agreement
because the husband intended to stay with the firm. The district court de-
cided that the partnership figure ignored “all the present facts and intentions
of the parties” and that the excess earnings valuation should be used. The
husband appealed that this determination was in error, as the partnership
agreement was binding on him and the partnership.

The district court (trial court) decided that because a partnership agree-
ment was designed to discourage partners from leaving the firm and it ap-
peared that the husband intended to stay with the partnership, the court felt
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Exhibit 4.11 Continuum of Value: Discounts under Fair Value and Investment
Value

Value to the Holder
Premise of

Value

Fair Value Investment Value
Standard of

Value

No Discounts Not ApplicableDiscounts

Brown v. Brown Not Applicable
Case

Example
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In re: Huff

that it was not bound to the terms of that agreement upon divorce. The Col-
orado Supreme court upheld the decision.216

The actual use of a shareholder agreement may determine whether it is re-
lied on by the family court. In the New Jersey case Stern v. Stern,217 the court
found that the agreement was updated quarterly, it established an intangible
value to the business above the value of a partner’s capital account, and was
generally used for departing partners. In this case, the court decided that that
value should not be disturbed.

Arizona, Colorado, Kentucky, New York, Virginia, and Washington are
states that use an investment value to value a certain businesses upon divorce,
and all of them have applied the notion that a buy-sell agreement may be
considered but should not be binding on value. New Mexico uses a value to
the holder premise to value personal goodwill but has also used a buy-sell
agreement value for a business upon divorce, which would be a value in ex-
change premise and a fair value standard. Thus, we would view buy-sell
agreements in the manner shown in Exhibit 4.12 under both the value in ex-
change and value to the holder premises.
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Exhibit 4.12 Continuum of Value: Buy-Sell Agreements under Value in
Exchange and Value to the Holder

Value in Exchange Value to the Holder
Premise of

Value

Fair Market Value Fair Value Investment Value
Standard of

Value

Dahill v. Dahill

Accepted as Economic Reality: The most
a seller will ever actually receive

Generally Rejected
Rejected as Economic Reality: Court looks

to hypotheical willing buyer and willing seller

Buy-Sell

Stern v. Stern
Case

Example

216. Id. LEXIS 607; 16 BTR 1304.

217. 66 N.J. 340; 331 A.2d 257; 1975.
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In summary, based on our analysis, 10 states fall under some version of
a value to the holder premise:218

Arizona Montana

California Nevada

Colorado New Mexico

Kentucky North Carolina

Michigan Washington

SUMMARY

We have presented the stated or implied premises and standards of value
under which each state values commercial enterprises in divorce. The reality
is, however, that courts are generally less concerned with the theoretical un-
derpinnings of business valuation than they are with what they perceive to be
a fair outcome for the parties involved. One commentator in New Jersey said
this regarding the 2003 New Jersey case Brown v. Brown:219

Brown emphasized not only the importance of the concept of fairness in a
divorce case, but when a conflict existed between policy concerns and ap-
praisal methodology, policy would prevail.220

Valuations performed for estate, gift, or income tax purposes are often
perceived as different from cases involving people who are dividing an on-
going asset (as in divorce, dissent, or oppression), sometimes unwillingly. In
these cases, the courts appear more willing to seek an equitable remedy in
order to fairly compensate the individuals involved.

For example, the North Carolina case Hamby v. Hamby221 is one in which
a different standard is stated from that which is applied. In the valuation of an
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218. New Jersey also has cases with elements of value to the holder, while having others that
appear more closely akin to value in exchange. This is why we consider New Jersey a hy-
brid state.

219. 348 N.J. Super. 466; 792 A.2d 463.

220. Louis, “Economic Realism.”

221. Hamby v. Hamby, 143 N.C. App. 635, 547 S.E. 2d 110 (2001).
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insurance agency, the court directed the experts to find the fair market value
less any encumbrances. The expert whose opinion the court ultimately chose
stated that his purpose was to find the fair market value, which he determined
was the going concern value to the individual. The expert further stated that
even though the business could not be sold, there was a value to the owner
above what he received as salary. While setting out to determine net value—
that is, fair market value less encumbrances—based on the testimony of the
wife’s expert, the court arrived at a value to the holder.

In this case, there appears to be an obvious intention to fairly compensate
the parties without adhering strictly to the assumptions conventionally un-
derlying a particular standard of value. Although the Hamby v. Hamby case
may go back and forth between premises and standards of value, other cases
have looked not to a standard of value but rather, it seems to us, a fair solution.
New York did this in O’Brien v. O’Brien,222 and New Jersey applied equitable
principles in Brown v. Brown.223

To summarize, standards of value in divorce are determined on a state by
state basis. We have looked at each state as a means of discerning the premises
and standards of value they follow. We began with two distinct premises: value
in exchange and value to the holder; and three basic standards of value: fair
market value, fair value, and investment value. We then looked at the treat-
ment of goodwill, shareholder level discounts, and the weight accorded buy-
sell agreements as indicia of the premise and standard of value applied in each
state. Our conclusion is that one could look at a continuum of value as a way
to conceptualize the intersection of valuation theory and case law and use this
continuum towards a standard of value classification system in divorce. Ex-
hibit 4.13 represents the continuum of value including premises, standards,
their indicia, and representative cases. While this construct may be helpful to
valuation professionals and appraisal users, we offer a word of caution. While
we think that our suggested classification system may be a useful way of in-
terpreting how the standards of value have been used by courts, it is likely
that the courts will continue to identify, value, and distribute marital property
in ways they deem equitable and not feel constrained by valuation theory.
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Exhibit 4.13 Continuum of Value

Value in Exchange Value to the Holder
Premise of

Value

Fair Market Value Fair Value Investment Value

Antolik v. Harvey Brown v. Brown Golden v. Golden

Standard of
Value

Intangible
Value

Enterprise Goodwill May 
Be Minimal or Nonexistent

Williams v. Williams

Enterprise Goodwill Only

Thompson v. Thompson/
Sweere v. Gilbert-Sweere

Enterprise and Personal
Goodwill

Dugan v. Dugan

Personal Intangible Value

O’Brien v. O’Brien

Covenant Not 
Addressed

Walk Away and Compete
Covenant Not to

Court’s 
Compete Included

Discretion

Underlying
Assumption

Going Concern
Value Assuming

Owner Will 
Continue Ownership

Covenant Not to Compete
Excluded from Value

Enhanced
Earning Capacity

Discount Applied Not Applicable
Discounts

Tofte v. Tofte Not Applicable

Discounts
Not applied

In re: Huff
Dahill v. Dahill

Accepted as Economic Reality: The most
a seller will ever actually receive

Generally Rejected

Buy-Sell

Rejected as Economic Reality: Court looks
to hypotheical willing buyer and willing seller

Stern v. Stern

Howell v.
Howell

Brown v.
Brown
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5
Fair Value in Financial

Reporting

INTRODUCTION

This chapter explores the theory and application of the fair value standard used
in the preparation of corporate financial statements. The term is not the same
as fair value referred to in dissenter’s rights and oppression cases, which is
discussed in Chapter 3. The fair value standard in accounting literature refers to
the measurement of assets and liabilities in financial statements. The current
definition of fair value is

The amount at which an asset (or liability) could be bought (or incurred) or
sold (or settled) in a current transaction between willing parties, that is, other
than in a forced or liquidation sale.1

This chapter explains the fair value standard and discusses the history of
fair value in accounting literature, the use of the standard as it applies to valu-
ations for financial reporting purposes, and an interpretation of how fair value
differs from other standards of value, such as fair market value. The focus of
this chapter is on fair value measurement in business combinations and asset
impairment tests, since valuation practitioners frequently encounter valuations
for these types of assignments. The chapter also discusses audit issues.

245

1. SFAS No. 141, Business Combinations, Glossary, and FASB Concepts Statement No. 7,
Using Cash Flow Information and Present Value in Accounting Measurement, Glossary of
Terms. Note: This definition will be updated when the Financial Accounting Standards
Board (FASB) issues its new standard on fair value measurement sometime in the second
half of 2006.
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Fair Value in Financial Reporting: What Is It?

Fair value is the standard of value used in valuations performed for accounting
purposes. The terminology comes from accounting literature, including gen-
erally accepted accounting principles (GAAP) and Securities and Exchange
Commission (SEC) regulations. Recent guidance on fair value is contained in
the March, 2006 Working Draft (WD) of a proposed new accounting standard,
expected to be issued final by the Financial Accounting Standards Board
(FASB) by in the second half of 2006. This proposed new accounting stan-
dard is on fair value measurement.

The initial exposure draft (ED) on fair value measurement was issued in
June 2004. In its background notes to the ED, FASB indicates that prior
guidance regarding fair value measurement in the accounting literature was de-
veloped piecemeal over time and was contained in a number of different pro-
nouncements, which were not necessarily consistent with one another. FASB
indicated a desire to change that by establishing a framework that builds on
current practice but also clarifies measurement of fair value in a manner that
can be consistently applied to all assets and liabilities.2

The WD updates the current definition of fair value found in Statement of
Financial Accounting Standards (SFAS) 141 and Statement of Concepts 7. The
proposed new definition of fair value is:

Fair Value is the price that would be received for an asset or paid to transfer a
liability in a transaction between market participants at the measurement
date.3

The WD applies broadly to financial assets and nonfinancial assets and li-
abilities that are required by GAAP to be measured at fair value. The WD
states that the guidance contained therein is to be used together with generally
accepted valuation practices and applicable valuation standards. The WD
states that this proposed new accounting standard will become effective for
corporations with fiscal years beginning after November 15, 2007.
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2. June, 2004 FASB Exposure Draft, Proposed Statement of Financial Accounting Stan-
dards—Fair Value Measurements, paragraphs C4 and C11.

3. March 15, 2006 FVM Working Draft, Statement of Financial Accounting Standards No
15x—Fair Value Measurements at paragraph 5.
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Key concepts embodied in the fair value definition include:

■ Price. The price used to measure fair value is an exit price considered
from the perspective of a market participant (seller) that holds the asset
or liability.4

■ The Asset or Liability. Fair value considers the condition and/or loca-
tion of the asset (or liability). In some cases the asset or liability stands
alone; in other cases it might be part of a group of assets or liabilities,
for example a business.5

■ Transaction. Fair value assumes an orderly transaction, that allows
time for exposure to the market that is usual and customary, and re-
flects market conditions at the measurement date.6

■ Market participants. Independent (i.e., not related parties), knowl-
edgeable, able and willing (i.e. not forced) buyers and sellers in the prin-
cipal (i.e. most advantageous) market.7

■ Highest and best use. Fair value refers to the highest and best use of
asset from the perspective of market participants.8

■ Premise of value. Refers to an assumption of whether the fair value es-
timate is based on an “in-use” or “in-exchange” premise, with the ap-
propriate premise being the one that reflects the highest and best use of
the asset.9

In measuring the fair value of assets and liabilities, emphasis is clearly
placed on the concept of market participants, market information, and market
inputs. The WD establishes a fair value measurement hierarchy, which relates
to a preference for using observable market data in measuring fair value, when
market data are available. There are three levels of inputs:

Level 1 inputs are observable market inputs that reflect quoted prices for
identical assets or liabilities in active markets the reporting entity has the abil-
ity to access at the measurement date.10
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4. Id. At paragraph 7.

5. Id. At paragraph 6.

6. Id. at paragraph 10.

7. Id. at paragraph 11.

8. Id. at paragraph 12.

9. Id. at paragraph 13.

10. Id at paragraph 24.
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Level 2 inputs are observable market inputs for assets that are similar but
not identical. Assets that will typically be valued using Level 1 and Level 2
estimates are financial instruments. Examples of financial instruments in-
clude investments such as marketable securities.11

Level 3 inputs are unobservable market inputs, and may consider assump-
tions about market participant inputs that are estimated by management of an
entity. However, management assumptions should not include factors spe-
cific to that entity if such factors do not also reflect the assumptions of mar-
ket participants.12 For business combination purposes, the valuation of most
nonfinancial assets often uses Level 3 inputs.

Estimates of fair value are determined using one or more of the multiple
valuation techniques consistent with the market, income, and cost (asset based)
approaches to valuation. Judgment is required in the selection and application
of relevant techniques and inputs. When multiple techniques are used, the re-
sults of each are to be evaluated, considering the relevance and reliability of
the inputs used in each. Above all:

Valuation techniques . . . shall emphasize market inputs.13

Definitions for valuation approaches that constitute multiple valuation
techniques are provided—for example, the market, income, and cost ap-
proaches are summarized in this way:

The market approach uses observable prices and other relevant information
generated by market transactions involving identical or comparable assets or
liabilities (including a business). The measurement is based on the value in-
dicated by those market transactions.

The income approach uses valuation techniques to convert future
amounts (for example, cash flows or earnings) to a single present amount
(discounted). The estimate of fair value is based on the value indicated by
market expectations about those future amounts. Those valuation techniques
include present value techniques; option pricing models, such as the Black-
Scholes-Merton formula (a closed form model) and a binomial model (a lat-
tice model), which incorporate present value techniques; and the
multi-period excess earnings method, a discounted cash flow method used
to measure the fair value of certain intangible assets.
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11. Id at paragraph 28.

12. Id at paragraph 30.

13. June, 2004 FASB Exposure Draft, Proposed Statement of Accounting Standards—Fair
Value Measurement, paragraph 23.
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The cost approach is based on the amount that currently would be re-
quired to replace the service capacity of an asset (often referred to as current
replacement cost). From the perspective of a market participant (seller), the
measurement assumes that the price that would be received for the asset
would not exceed the cost to a market participant (buyer) to acquire or con-
struct a substitute asset of comparable utility, adjusted for obsolescence.
Obsolescence encompasses physical deterioration, functional (technical)
obsolescence, and economic (external) obsolescence and is broader than de-
preciation for financial reporting purposes (an allocation of historical cost)
or tax purposes (based on specified service lives).14

The premise of value concept refers to the location and condition of the
asset(s) being valued. The premise of value selected should be the one that
maximizes the highest and best use of the asset:

If the highest and best use of an asset is in-use, fair value shall be measured
using an in-use valuation premise (fair value in-use). The highest and best
use of an asset is in-use if some market participants would use the asset as
it is currently installed or otherwise configured for use and that use of the
asset would maximize its fair value. In that case, the asset is not separable
or substitutable with other equivalent assets (the hypothetical transaction be-
tween market participants to sell or otherwise dispose of the asset at the
measurement date involves an asset group that is in-use).

If the highest and best use of an asset is in-exchange, fair value shall be
measured using an in-exchange valuation premise (fair value in-exchange).
The highest and best use of an asset is in-exchange if some market partici-
pants would not use the asset as it is currently installed or otherwise config-
ured for use and the exchange of the asset would maximize its fair value. In
that case, the asset is separable or substitutable with other equivalent assets
(the hypothetical transaction between market participants to sell or other-
wise dispose of the asset at the measurement date involves a standalone
asset).15

History of Fair Value in U.S. Accounting Literature

Fair value is a term that has long been used in the accounting literature. How-
ever, the term was often mentioned without providing either a definition or
guidance on how to measure it. Therefore, the theory and application of fair
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14. FASB Working Draft, March 15, 2006 paragraph 19.

15. Id. paragraph 13.
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value for financial reporting purposes was developed piecemeal over time.16

Early reference to the term fair value dates to 1953 with the issuance of Ac-
counting Research Bulletin 43—Restatement and Revision of Accounting
Research Bulletins, ARB 43 is itself a restatement of even earlier accounting
statements. Other early accounting pronouncements which reference fair value
include Accounting Principles Board Opinions APB 29, Accounting for Non-
monetary Transactions, issued in 1973, and FASB 15, Accounting by Debtors
and Creditors for Troubled Debt Restructurings, issued in 1977.

Accounting statements in the United States are promulgated by the Fi-
nancial Accounting Standards Board. Prior to a project that resulted in the
2004 issuance of an Exposure Draft on fair value measurement, the FASB had
formally addressed the definition and usage of the fair value standard primar-
ily in the context of reporting for financial instruments.17 Examples of finan-
cial instruments include cash and short- and long-term investments. In 1986 the
FASB added a project to its agenda on financial instruments and off-balance
sheet financing, which ultimately led to the issuance in 1991 of SFAS 107,
Disclosures About Fair Value for Financial Instruments and the issuance in
1998 of Financial Accounting Standards 133, Accounting for Derivative In-
struments and Hedging Activities. In developing these statements, the FASB
adopted a long-term objective of measuring all financial instruments at fair
value.18

Use of the fair value standard in business combinations dates to APB 16
and APB 17, which were issued in 1970. These rulings were in effect for over
30 years and provided no definition of the term and little guidance on how to
measure it. During the 1980s, there was a significant increase in the amount
of merger and acquisition activity. At the same time the U.S. economy’s shift
toward service-oriented and information-oriented businesses continued. With
these phenomena, the stock of some public companies began trading at in-
creasingly higher multiples of “book value.” Interest increased in how to
explain these phenomena as being the result of “intangible” value, either de-
veloped internally or purchased in a business combination. Intangible assets
included intellectual property such as trademarks, trade names, patented tech-
nology, know-how, trade secrets, formulas and recipes, and the value of re-
search and development.
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16. June, 2004 FASB Exposure Draft, Proposed Statement of Accounting Standards—Fair
Value Measurements, paragraph C4.

17. Id. at paragraph C6.
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As intangible value became more important to the enterprise value of the
corporation, discussions on how to account for intangible value increased. In-
ternally developed intangible assets are not recorded on the balance sheet, but
intangible assets purchased in a business combination are. However, lack of
sufficient guidance on how to measure the fair value of assets in business com-
binations led to diversity of practice and the potential for different results in the
measurement of comparable assets across a spectrum of corporations. For ex-
ample, some companies combined their intangible assets, purchased in a busi-
ness combination, together with goodwill, whereas other companies did not.

In some cases abuses were alleged, for example, in the valuation and
write-offs of large amounts of in-process research and development (IPR&D)
for business combinations in the technology sector in the mid- to late 1990s.
In a 1998 letter from the SEC to the American Institute of Certified Public Ac-
countants (AICPA), then chief accountant of the SEC Lynn Turner

challenged the AICPA to take a larger leadership role, by developing de-
tailed, broad-based guidance on valuation models and methodologies used
(a) to measure fair value, under the oversight of the FASB, and (b) in audit-
ing fair value estimates.19

The AICPA responded by forming a task force of accountants and valu-
ation professionals to study the issue. In 2001 the AICPA Practice Aid, Assets
Acquired in a Business Combination to Be Used in Research and Develop-
ment Activities: A Focus on Software, Electronic Devices, and Pharmaceutical
Industries (IPR&D Practice Aid) was issued. The introduction to the IPR&D
Practice Aid cites that its purpose was:

to bring together a task force to determine best practices in the valuation of
IPR&D for financial reporting in business combinations.20

Meanwhile, the SEC continued to voice its opinion by also offering com-
ments on the application on the fair value of assets in financial reporting to a
variety of other topics, including segregation of identifiable intangible assets
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from goodwill, goodwill impairment charges, customer-related intangible as-
sets, and amortization of finite-lived intangible assets. In a 2000 speech at the
Annual Conference on Current SEC Developments, a member of the SEC staff
suggested:

Standard-setters must provide more detailed, how-to accounting, valuation,
and auditing guidance.

The profession must work together and with others outside the profes-
sion including users and valuation experts.

Preparers, auditors, and users must become better educated about fair
value accounting.21

Whereas that speech specifically referred to fair value for financial in-
struments, it’s guidance has broader application to all assets that require fair
value measurement for financial reporting.

The SEC also commented on valuators’ and auditors’ responsibilities. In
a 2001 speech at a securities conference, Turner said:

Whether it is in conjunction with the acquisition of a business, the perfor-
mance of the impairment test, or the evaluation of recorded intangible assets
at transition, in almost every instance, companies will be required to obtain
the assistance of a competent and knowledgeable professional to assist in
the valuation of these intangible assets. Based on the staff’s past experiences
. . . I have concerns about the results of this process due to the lack of any
meaningful guidance on valuation models and methodologies used to mea-
sure fair value and the auditing of those measurements.22

Accounting organizations and rule-making bodies have responded to
these challenges in recent years. As a result the guidance on fair value for fi-
nancial reporting has increased.

In 2000 the FASB issued FASB Concepts Statement No. 7, Using Cash
Information and Present Value in Accounting Measurements, which was the
result of a project the FASB had added to its agenda in 1988 to consider pre-
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sent value issues in accounting measurements.23 And, citing increased amounts
of merger and acquisition activity as a principal reason, the FASB undertook
a new project in 1996 related to accounting for business combinations. This
resulted in the issuance in 2001 of SFAS 141, Business Combinations, and
SFAS 142, Goodwill and Other Intangible Assets. Both of these statements
provide more specific guidance on fair value than did APB 16 and 17.

In 2003 the FASB formed the Valuation Resource Group (VRG) made up
of preparers, auditors, and valuation specialists, to provide a standing re-
source to the FASB on fair value measurement issues.24 Also in 2003, the Au-
diting Standards Board issued Statement of Auditing Standards (SAS) 101,
Auditing Fair Value Measurements and Disclosures.

In June 2004 FASB issued an Exposure Draft on fair value measurement.
In its background notes to the ED, FASB indicates a desire to establish a frame-
work that clarifies measurement of fair value in a manner that can be consis-
tently applied to all assets and liabilities.25 After an open comment period and
further deliberations by FASB, a working draft of the proposed new account-
ing standard was issued in October 2005, and another working draft was issued
in March, 2006. The final version of this new accounting standard on fair value
measurement is expected to be issued in June, 2006 and will become effective
for companies with fiscal years beginning after November 15, 2007.

APPLICATION OF THE FAIR VALUE STANDARD TO
BUSINESS COMBINATIONS

Use of the fair value standard in business combinations dates to APB 16 and
APB 17, which were issued in 1970. APB 16 defines two accounting meth-
ods permissible for use in accounting for business combinations: the pooling
of interests method and the purchase method. APB 16 compares and contrasts
the two methods and delineates the conditions that would trigger the require-
ment to use one or the other. APB 17 deals with accounting for acquired in-
tangible assets, both identifiable and unidentifiable (i.e., goodwill), which were
acquired either singly or in groups, including in business combinations.

In APB 16, fair value is relevant to the purchase method. Fair value is
used in connection with the “historical cost” principle as a way to determine
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the “cost” of the assets acquired.26 In particular, fair value is the standard pre-
scribed to allocate the “cost” of the acquisition to assets that were acquired as
a group. APB 16 states:

Acquiring assets in groups requires not only ascertaining the cost of the as-
sets as a group but also allocating the cost to the individual assets which
comprise the group. . . . A portion of the total cost is then assigned to each
individual asset acquired on the basis of its fair value. A difference between
the sum of the assigned costs of the tangible and identifiable intangible as-
sets acquired less liabilities assumed and the cost of the group is evidence of
unspecified intangible values.27

Despite providing guidance on using the fair value standard, APB 16
contained no definition of the term, and made no mention of how fair value
is to be measured. APB 16 does indicate that independent appraisals could be
used as an aid28 in measuring fair value.

APB 17 deals with accounting for intangible assets, both identifiable and
unidentifiable (the most common unidentifiable intangible asset being good-
will), that have been acquired by a business. APB 17 describes the characteris-
tics of intangible assets as lacking physical qualities, making evidence of their
existence elusive. Furthermore APB 17 states that the value of an intangible
asset is often difficult to estimate and its useful life may be indeterminable.29

The historical cost principle is invoked in APB 17,30 as it is in APB 16.
The treatment of acquired intangible assets is to record them at cost on the date
they are acquired. Intangible assets acquired as groups are recorded at cost,
and the cost is allocated to each identifiable intangible asset in the group based
on its fair value.31
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27. Id. at paragraph 68.
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APB 17 treats unidentified intangible assets (i.e., goodwill) differently
from identifiable intangible assets. Unidentified intangible assets are accounted
for using a residual method:

The cost of unidentifiable intangible assets is measured by the difference be-
tween the cost of the group of assets or enterprise acquired and the sum of
the assigned costs of individual tangible and identifiable intangible assets
acquired less liabilities assumed.32

APB 17, like APB 16, does not define the term fair value, and the opinion
does not mention how fair value is to be determined. With the lack of a defin-
ition for fair value and little guidance in the accounting literature as to how it
should be measured, practitioners adapted various methodologies, based on
facts and circumstances applicable to particular assignments, including ver-
sions of cost, market and income approaches, to the valuation of tangible and
intangible assets for financial reporting purposes in business combinations. As
a result, a diversity of practice developed among valuators in the application
of fair value to business combinations for financial reporting.

SFAS 141 and SFAS 142 superseded APB 16 and APB 17 in 2001.
SFAS 141 reduces the acceptable methods for accounting for business com-
binations from two to one. The pooling of interests method is eliminated, and
effective with the adoption of SFAS 141, all business combinations are to be
accounted for using the purchase method. SFAS 141 does not fundamentally
change the guidance of APB 16 in treating the cost of an acquired entity as its
fair value. Absent persuasive evidence to the contrary, the transaction price
between buyer and seller is presumed to be the cost of the acquired entity, and
hence its fair value. The requirement to allocate cost to the acquired assets
based on their fair values remains the same.

Unlike APB 16 and APB 17, SFAS 141 and SFAS 142 contain a definition
of fair value. The other key change in SFAS 141 is that it provides additional
guidance on the identification of intangible assets that are to be segregated
from goodwill and valued separately:

In contrast to Opinion 16, which required separate recognition of intangible
assets that can be identified and named, this Statement requires that they be
recognized as assets apart from goodwill if they meet one of two criteria—
the contractual-legal criterion or the separability criterion.33
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Appendix A to SFAS 141 provides specific examples of identifiable in-
tangible assets that meet the contractual-legal and/or separability criteria. Fur-
thermore, Appendix B provides a discussion of the nature of goodwill, to
provide further clarification of the differences between separately identifiable
intangible assets and goodwill. What is lacking in SFAS 141, however, is any
specific guidance on acceptable valuation techniques or appropriate methods
for measuring fair value. SFAS 141 carries forward the vague guidance of APB
16 in this regard, and it reiterated that

Among other sources of relevant information, independent appraisals and
actuarial or other valuations may be used as an aid in determining the esti-
mated fair values of assets acquired and liabilities assumed.34

Guidance on the measurement of fair value is described in FASB State-
ment of Concepts 7, Using Cash Flow Information and Present Value in Ac-
counting (Concepts 7). The introduction and background sections of Concepts
7 state:

In recent years, the Board has identified fair value as the objective for most
measurements at initial recognition and fresh-start measurements.35

The Statement adopts fair value as the measurement objective and de-
scribes present value as the application of a measurement technique. In fact,
Concepts 7 state:

The only objective of present value, when used in accounting measurements
at initial recognition and fresh-start measurements, is to estimate fair value.36

The definition of fair value in the glossary of Concepts 7 matches the one
used in SFAS 141.

The point of Concepts 7 is that present value techniques provide appro-
priate methods for measuring fair value. Concepts 7 describe two present
value techniques in detail, the estimated future cash flow method and the ex-
pected cash flow method. A chief difference between them is that the estimated
future cash flow method selects a single best estimate of future cash flows to
be used in the present value calculation whereas the expected cash flow method
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incorporates multiple forecasts of future cash flow with a probability factor
assigned to each. The Statement indicates a preference, but not a requirement,
to use the expected future cash flow method in many situations, especially
when the timing of future cash flows is uncertain.

Another key point in Concepts 7 is the use of present value techniques to
replicate market prices in the absence of observable transactions. A hierarchy
of fair value techniques is implied, in which observable market prices are
considered a better measurement technique than present value, when observ-
able market prices are available:

Observable marketplace amounts are generally more reliable and are more
efficiently determined than measurements that must employ estimates of fu-
ture cash flows. When observable amounts are not available, accountants
often turn to estimated cash flows to determine the carrying amount of an
asset or a liability.37

If a price for an asset or liability or an essentially similar asset or liability
can be observed in the marketplace, there is no need to use present value
measurements.38

Present value should attempt to capture the elements that taken together
would comprise a market price if one existed, that is, fair value.39

[T]he objective is to estimate the price likely to exist in the marketplace,
if there were a marketplace.40

Many valuators have found that there is scant market evidence for intan-
gible assets, making market approaches difficult to use and thereby making
present value techniques an important measurement tool in determining fair
values.

In addition to GAAP, interpretation related to the fair value standard used
in financial reporting for business combinations can be gleaned from other
sources, for example, the AICPA, In 2001 the AICPA issued, as part of its
Practice Aid Series, the IPR&D Practice Aid to provide guidance relative to
the valuation of in process research and development (IPR&D) for financial
reporting in business combinations.

The IPR&D Practice Aid refers to the fair value definition contained in
SFAS 141, which had been issued earlier the same year. However, the IPR&D
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Practice Aid added that the IPR&D Task Force believed the concept of fair
value intended in the accounting literature does not have an equal in valuation
literature. It provided further interpretation of the concept of fair value to in-
clude key specific attributes, namely:

■ Methods used to determine fair value should incorporate assumptions
of “market participants.”41

■ Market participants would include all potential buyers, including com-
petitors in the same line of business, that appear to have the access and
financial wherewithal giving them the ability to acquire the assets being
valued.42

■ Synergistic or strategic benefits in excess of those expected to be real-
ized by market participants would be removed by the valuation practi-
tioner and eliminated from the techniques used to determine fair value
of the acquired assets.43

■ Fair value of an acquired asset should be based on a separate stand-
alone basis, which would be the hypothetical market price for that asset
on a piecemeal basis as if that asset were traded on an established
market.44

Finally, the IPR&D Practice Aid noted that GAAP uses a hierarchy for
evidential matter and that in the absence of quoted prices, the valuation tech-
nique used to estimate fair value would be the one that best approximates
quoted market prices.45

APPLICATION OF THE FAIR VALUE STANDARD TO
ASSET IMPAIRMENT TESTS

Business combinations deal with the “initial recognition” of assets and lia-
bilities. The ongoing accounting treatment for assets and liabilities after their
initial recognition deals with depreciation and amortization for wasting assets
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as well as testing for impairment both long-lived (wasting) assets and assets
with an indefinite or indeterminable life.

In 1995 FASB issued SFAS 121, Accounting for the Impairment of Long-
Lived Assets and for Long-Lived Assets to Be Disposed Of. SFAS 121 applies
to tangible assets, certain identifiable intangible assets, and goodwill related
to those assets. Once it has been determined that an impairment loss should
be recognized, the measurement of that loss is to be determined by reference
to the fair value of the asset. SFAS 121 defines fair value as:

The fair value of an asset is the amount at which the asset could be bought
or sold in a current transaction between willing parties, that is, other than in
a forced or liquidation sale.46

Measurement guidance is provided:

Quoted market prices in active markets are the best evidence of fair value
and shall be used as the basis for the measurement, if available. If quoted
market prices are not available, the estimate of fair value shall be based on
the best information available in the circumstances.

The estimate of fair value shall consider prices for similar assets and the
results of valuation techniques to the extent available in the circumstances.
Examples of valuation techniques include the present value of estimated ex-
pected future cash flows using a discount rate commensurate with the risks
involved, option-pricing models, matrix pricing, option-adjusted spread
models, and fundamental analysis.47

In its discussion of background information and basis for conclusions, the
FASB further notes that:

The Board decided to include an approach for measuring the fair value of an
asset that would be broadly applicable to other assets in addition to those
covered by this Statement.

The Board believes that fair value is an easily understood notion . . . .
The fair value measure is basic to economic theory and is grounded in the
reality of the marketplace. . . . Valuation techniques for measuring an asset
covered by this Statement should be consistent with the objective of mea-
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suring fair value and should incorporate assumptions that market partici-
pants would use in their estimates of the asset’s fair value.48

In 2001 FASB issued SFAS 144, Accounting for the Impairment of Dis-
posal of Long-Lived Assets, which superseded SFAS 121. The discussion of
fair value in SFAS 144 is similar to SFAS 121, but was updated to be consis-
tent with guidance included in Concepts 7, issued in 2000. The definition of
fair value and measurement guidance in SFAS 144 is:

Quoted market prices in active markets are the best evidence of fair value
and shall be used as the basis for the measurement, if available. However, in
many instances, quoted market prices in active markets will not be available
for the long-lived assets (asset groups) covered by this Statement. In those
instances, the estimate of fair value shall be based on the best information
available, including prices for similar assets (groups) and the results of using
other valuation techniques.49

A present value technique is often the best available valuation tech-
nique with which to estimate the fair value of a long-lived asset (asset group)
. . . . (Concepts 7) discuss the use of two present value techniques to mea-
sure the fair value of an asset (liability). The first is expected present value,
in which multiple cash flow scenarios that reflect the range of possible out-
comes and a risk-free rate are used to estimate fair value. The second is tra-
ditional present value, in which a single set of estimated cash flows and a
single interest rate (a rate commensurate with the risk) are used to estimate
fair value. Either present value technique can be used for a fair value mea-
surement. However, for long-lived assets (asset groups) that have uncertain-
ties both in timing and amount, an expected present value technique will often
be the appropriate technique.50

Questions exist as to the applicablility of a risk-free rate in the discounting
of expected future cash flows. The 2004 Exposure Draft on fair value mea-
surement updated and provided further clarification to guidance offered in
SFAS 144.

In 2001, FASB also issued SFAS 142, Goodwill and Other Intangible As-
sets. SFAS 142 deals with intangible assets with indefinite lives. SFAS 142
and SFAS 144 both deal with the accounting treatment for goodwill, intangible
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assets, and other long-lived assets after their initial recognition. Whereas FAS
144 deals with definite-lived assets, SFAS 142 deals with indefinite-lived
assets.

A key change in SFAS 142 from APB 17 is in the treatment of goodwill
and other indefinite-lived intangible assets; they are no longer amortized, but
rather are tested at least annually for impairment. The impairment test is a two-
step test. Step 1 can be described as the identification of potential impairment,
and Step 2 can be described as the measurement of the amount of impairment
loss. The Step 1 test for goodwill is performed at the reporting unit level.
SFAS 142 introduces the concept of a reporting unit as being a collection of
assets that operate together as a going concern business. A reporting unit can
be one level below a reporting segment, and is described as the lowest level
at which management captures and analyzes the financial data of a business.
Additionally, a reporting unit has its own management and contains unique
risk relative to other businesses in the reporting segment.

The Step 1 test entails fair value measurement of the reporting unit and
comparison of the fair value of that reporting unit to its carrying value. Car-
rying value is the amount of assets net of liabilities recorded on the balance
sheet of the reporting unit. If the fair value exceeds its carrying value, no fur-
ther work is required. However, if the fair value of the reporting unit is below
its carrying value, the Step 2 test is required. The Step 2 test is akin to a val-
uation assignment for a deemed purchase price allocation. A deemed purchase
price allocation involves identifying and valuing each of the reporting unit’s
tangible and intangible assets in order to calculate the implied fair value of
each reporting unit’s goodwill. The amount of goodwill impaired is not neces-
sarily the difference between the fair value and carrying value of the report-
ing unit, since the fair value of the reporting unit’s underlying assets may be
more or less than their carrying values. The Step 2 test is required to determine
the amount of goodwill impairment.

The fair value definition in SFAS 142 is consistent with the fair value de-
finition in SFAS 141. The guidance on measurement of fair value in SFAS
142 refers back to the guidance in Concepts 7. SFAS 142 also describes the
same preference, or hierarchy, of methods for fair value measurement: (1)
quoted market prices in active markets are the best evidence of fair value, if
available, and (2) in the absence of quoted market prices, estimates of fair value
should be based on the best information available, including prices for simi-
lar assets and/or present value techniques.51

Fair Value in Financial Reporting | 261

51. SFAS No. 142, Goodwill and Other Intangible Assets, paragraph 23.

ch05_4694.qxd  9/11/06  12:53 PM  Page 261



SFAS 142 also describes a “market” valuation approach as a potentially
appropriate measurement technique for valuing a reporting unit:

In estimating the fair value of a reporting unit, a valuation technique based
on multiples of earnings or revenue or a similar performance measure may
be used if that technique is consistent with the objective of measuring fair
value. Use of multiples of earnings or revenue in determining the fair value
of a reporting unit may be appropriate, for example, when the fair value of
an entity that has comparable operations and economic characteristics is
observable and the relevant multiples of the comparable entity are known.
Conversely, use of multiples would not be appropriate in situations in which
the operations or activities of an entity for which the multiples are known
are not of a comparable nature, scope, or size as the reporting unit for which
fair value is being estimated.52

Finally, SFAS 142 alludes to the concept of control premium:

The fair value of a reporting unit refers to the amount at which the unit as a
whole could be bought or sold in a current transaction between willing par-
ties. Quoted market prices in active markets are the best evidence of fair
value and shall be used as the basis for the measurement, if available. How-
ever, the market price of an individual equity security (and thus the market
capitalization of a reporting unit with publicly traded equity securities) may
not be representative of the fair value of the reporting unit as a whole. The
quoted market price of an individual equity security, therefore, need not be
the sole measurement basis of the fair value of a reporting unit. Substantial
value may arise from the ability to take advantage of synergies and other
benefits that flow from control over another entity. Consequently, measur-
ing the fair value of a collection of assets and liabilities that operate together
in a controlled entity is different from measuring the fair value of that en-
tity’s individual equity securities. An acquiring entity often is willing to pay
more for equity securities that give it a controlling interest than an investor
would pay for a number of equity securities representing less than a con-
trolling interest. That control premium may cause the fair value of a report-
ing unit to exceed its market capitalization.53

In practice, control premiums are sometimes included in a valuation
analysis for the reporting unit and other times not, depending on the valuation
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method employed and the unique facts, circumstances, and assumptions ap-
plicable on a case-by-case basis.

INTERPRETATION OF FAIR VALUE COMPARED TO
OTHER STANDARDS OF VALUE

Fair Value in Financial Reporting versus Fair Value in Dissenters’ 
Rights Cases

Fair value as it is used in accounting literature for valuations in financial re-
porting is not the same as fair value as it applies to valuations in dissenter’s
rights and oppression cases. Fair value in dissenters’ rights and oppression
cases is a judicially created concept that appears in state statutes and case law
and was utilized as a factor to distinguish valuation concepts in those cases
from fair market value.

Fair Value in Financial Reporting versus Investment Value

Fair value in financial reporting differs from investment value, in that:

Fair value reflects value in the market and is determined based on the as-
sumptions of marketplace participants (willing buyers and sellers). In contrast,
investment value reflects value to a particular investor (buyer or seller) and is
often considered from the perspective of that investor as a basis for making
investment (buy and sell) decisions. Differences between fair value and in-
vestment value may be attributable to varying factors (including synergies).
Synergies refer generally to the benefits of combining two or more assets or
asset groups (for example, operating units) and fall into two broad categories:
(a) synergies generally available to all marketplace participants (marketplace
synergies) and (b) synergies specific to a particular buyer not generally avail-
able to other marketplace participants (buyer-specific synergies).54

Fair Value in Financial Reporting versus Fair Market Value

Fair value in financial reporting differs from fair market value in several re-
spects. Fair market value is used in valuations for tax purposes, whereas fair
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value is used for accounting purposes. The ED on fair value measurement
refers to the difference in this way:

The definition of fair value used for financial reporting purposes often is
confused with the similar definitions of fair market value used for valuation
purposes. Specifically, Internal Revenue Service Revenue Ruling 59-60 de-
fines fair market value as “the price at which property would change hands
between a willing buyer and a willing seller when the former is not under
any compulsion to buy and the latter is not under any compulsion to sell,
both parties having reasonable knowledge of the relevant facts.” That defi-
nition of fair market value represents the legal standard of value in many
valuation situations. Because the definitions of fair market value and fair
value are similar, both emphasizing the need to consider the actions of mar-
ketplace participants (willing buyers and sellers) in the context of a hypo-
thetical exchange transaction, some constituents asked the Board whether,
in its view, they are the same or different. The Board believes that the mea-
surement objectives embodied in the definitions are essentially the same.
However, the Board observed that the definition of fair market value has a
significant body of interpretive case law, developed in the context of the tax
regulation. Because such interpretive case law, in the context of financial re-
porting, may not be relevant, the Board chose not to simply adopt the defi-
nition of fair market value, and its interpretive case law, for financial reporting
purposes.55

Some valuators view the practical application of fair market value as a
transaction-based approach whereas fair value is used to value an asset or
group of assets within the context of a larger transaction (e.g., assets valued
in a post-transaction allocation of purchase price). Fair market value is based on
a value-in-exchange premise whereas the fair value of assets valued for post-
transaction purchase price allocation, for example, are often based on a
premise of value in-use. The Working Draft of the FASB Exposure Draft on
fair value measurement indicates that fair value can be based on either premise,
in-use or in-exchange, depending on which represents the highest and best use
for the asset.

In the context of fair value of assets in business combinations, each asset
of an acquired business is valued based on its contribution to the business as
a whole, regardless of whether that asset could individually be bought or sold.
An example would be a noncontractual customer relationship. This asset is

264 | Standards of Value

55. Id. at paragraph C27.

ch05_4694.qxd  9/11/06  12:54 PM  Page 264



usually not separable by itself from the business and under the definition of
fair market value would have limited value in exchange by itself. Under the
definition of fair value, the customers can have considerable value in use as
these relationships could represent the primary income-earning asset of the
business.

In applying SFAS 141, the price paid for the business is assumed to be the
fair value of the acquired business, since it is the result of an arm’s-length
transaction between unrelated parties (willing buyer and willing seller) akin to
the fair market value definition. Absent persuasive evidence to the contrary,
it is difficult to successfully argue a fair value for an acquired business other
than the transaction price. In this circumstance, fair value is determined by the
price paid in one transaction.

Another example of fair value is in the derivation of the fair value of a
specific asset in the context of purchase accounting. It is common practice to
consider the tax benefits that an asset would generate if the asset were sold on
a stand-alone basis when an income approach is applied to deriving value.
The market approach is assumed to already have the tax benefits embedded
in the market-based transaction prices. Debate and diversity of practice exist
as to whether the application of a cost approach should include the tax bene-
fit consideration.

A final example of an interpretive difference between fair value and fair
market value is in the area of “cheap stock.” Cheap stock issues are typically
related to private companies that are approaching an initial public offering
(IPO). In conjunction with the IPO, financial statements are issued that reflect
the historic performance of the subject company for multiple years prior to the
offering. A cheap stock expense often requires valuation and is commonly de-
termined based on the difference between the strike price of options issued by
the company to its management and others and the fair value of the underly-
ing common equity.

The SEC in its review of the financial statements has sometimes ques-
tioned any difference between the IPO price of the shares and the deemed fair
value of the shares within six months of the IPO, even though the IPO event
is subsequent to the valuation date. Application of marketability and lack of
control discounts due to the uncertainty of completion of the IPO are sometimes
not accepted. One reason might be the subjective nature surrounding the mag-
nitude of these discounts. Another reason may be a preference to use the sub-
sequent IPO price since it is verifiable (i.e. it is not subjective). Either way,
fair value in the context of cheap stock issues may rely heavily on “after-the-
fact” events and sometimes a burden of proof is placed on the company to
refute the assumption that a subsequent IPO price differs from fair value.
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In contrast, subsequent events (i.e., the IPO price) are not given this same
importance in the application of the fair market value standard. Further, mar-
ketability and lack of control discounts, changes in risk, and changes in busi-
ness issues are each expected considerations in arriving at a value conclusion.

AUDIT ISSUES

The rise in accounting pronouncements dealing with fair value has created a
need for increased guidance to auditors in their auditing of fair value deter-
minations. In the absence of specific audit guidance, different perspectives
amongst auditors, managements and valuation specialists created inconsis-
tencies in the auditing of assets and liabilities recorded on the balance sheet
at their fair values. In 2003 the Auditing Standards Board (ASB) issued State-
ment of Auditing Standards 101, Auditing Fair Value Measurements and
Disclosures.

SAS 101 notes that generally accepted accounting principles require cer-
tain items to be measured at fair value. SAS 101 refers to the definition of fair
value contained in Concepts 7. SAS 101 notes that GAAP expresses a pref-
erence for using observable market prices to make fair value measurements,
but notes that other valuation techniques are also acceptable, especially when
observable market prices are not available. Key concepts included in SAS 101
include:

■ Management assumptions used in preparing fair value estimates in-
clude assumptions developed by management under direction of the
board as well as assumptions developed by a valuation specialist.

■ Market information and marketplace participants. Valuation methods
must incorporate information that marketplace participants would use,
whenever market information is available.

■ Reasonable basis. The auditor must evaluate whether management’s
assumptions are reasonable and/or not inconsistent with market
information.

■ Valuation specialist. The auditor should evaluate the experience and
expertise of those making fair value estimates; management should as-
sess the extent to which an entity employs valuation specialists, and
auditors should determine whether to engage a valuation specialist in
auditing fair value estimates.
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■ Subsequent events. Events that occur after the balance sheet date but
before completion of audit fieldwork may be used to substantiate fair
value estimates.

An area of concern expressed by the accounting community is the audi-
tors’ ability to determine the reliability and verifiability of fair value estimates
in certain circumstances, particularly when the estimate involves manage-
ment’s entity-specific assumptions. In its comment letter to the FASB on the
Exposure Draft for fair value measurements, the Accounting Standards Ex-
ecutive Committee of the AICPA raised this as a concern and quoted from a
speech given by the Public Company Accounting Oversight Board (PCAOB’s)
chief auditor:

When fair value cannot be measured by reference to matters that are directly
observable, and if the measure represents little more than the measurer’s
state of mind, neither the measurement nor the measurement method are
verifiable . . . . Resolving this verifiability issue will require the attention
and cooperative efforts of accounting and auditing standard setters and reg-
ulators. In the meantime, the independent auditor should exercise due care,
including the use of heightened professional skepticism, to ensure that mea-
surer bias has not materially affected a fair value measurement based on val-
uation techniques.56

The audit environment today is increasingly focused on fair value mea-
surement in general and the auditor’s responsibilities regarding fair value mea-
surements. Many of the largest accounting firms have established departments
of valuation specialists working with their audit groups to assist with the au-
diting of fair value measurements.

SUMMARY

In recent years (especially since the mid-1990s), there has been a marked
increase in the accounting literature and GAAP in the use of fair value mea-
surements in corporate financial statements. Prior to the 1990s, the fair value
standard for financial reporting was used less frequently, and guidance regard-
ing its definition and measurement was vague and/or inconsistent. From the
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work done by FASB on financial instruments in the 1990s, to the issuance of
Statement of Concepts 7 in 2000, which contains the fair value definition in
use today, to the Exposure Draft on fair value measurement issued in 2004, the
use of fair value measurement in financial reporting continues to grow. The
FASB has indicated that clearer guidance on fair value in the accounting lit-
erature will improve the consistency of its application, thereby improving fi-
nancial reporting, and the SEC has called for this effort to continue.

However, questions remain. As SAS 101 describes it, fair value measure-
ment, especially when observable market prices are not available, is inherently
imprecise.57 Practical application of the fair value standard will still require
the valuator, in some instances, to interpret the accounting literature’s intent,
and diversity of practice among valuation practitioners may still exist.

Valuation specialists have an opportunity to participate in the growing
emphasis on fair value measurement in financial reporting, and the need for
valuation specialists in financial reporting will likely increase. However, it is
incumbent upon valuation specialists to help the accounting profession deter-
mine consistent and appropriate valuation methodologies for financial report-
ing valuations, which will help the accounting profession achieve its stated
goal of improving the reliability and consistency of fair value determinations
in accounting statements.

Trends to watch in the continual evolution of fair value measurement in
financial reporting include:

■ Expansion of fair value measurement guidance, both in the United
States and internationally:
□ An ED on SFAS 141R was issued in 2005 that revises some of the

accounting guidance in SFAS 141. Implications for valuation prac-
titioners will likely include a increased emphasis on the valuation of
contingent assets and liabilities.

□ SFAS 123R was issued in December 2004 and has created renewed
interested in the use of binomial or lattice models in the application
of fair value measurements for share-based compensation.

□ The FASB continues to work with accounting rulemaking bodies
around the world to pursue convergence of U.S. GAAP with inter-
national accounting standards. This will increase consistency of
U.S. valuation practices with those of other developed nations.
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□ There have been serious attempts by valuation practitioners to de-
velop consistency in the application of valuation techniques to fair
value measurements.

□ The Appraisal Issues Task Force has been established as an ad hoc
committee of valuation practitioners to discuss the expanding issues
related to fair value and to build consensus for the development of
consistent practices in the performance of valuations for financial
reporting purposes.

□ Development of new practices in the auditing of fair value
measurements

□ Increasing role of valuation specialists in auditing firms, to assist
with the auditing of fair value measurements.
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Appendix A

International Business
Valuation Standards

INTRODUCTION

International business valuation standards are in a stage of evolution. Most ef-
forts to develop international business valuation standards beyond North Amer-
ica are within the context of broader valuation standards, that is, standards that
include not only business valuation but also valuation of other types of prop-
erty, such as real estate and personal property.

INTERNATIONAL VALUATION STANDARDS
COMMITTEE

By far the oldest and most developed of the international valuation standards
movements is the International Valuation Standards Committee (IVSC), a
nongovernmental organization (NGO) of the United Nations.

The IVSC has been in existence since 1982. In 2005 it issued the seventh
edition of International Valuation Standards, a text of 459 pages.

Membership traditionally has been available to one national association
per country. However, both the Appraisal Institute of the United States and the
Appraisal Institute of Canada, as well as the American Society of Appraisers
are full members. At this writing, there are about 46 full members and another
9 observers or correspondents. For about 10 years, the American Society of
Appraiser’s (ASA’s) representative to the IVSC was Greg Gilbert of the United
States. As we go to press, the ASA representative is Vern Blair of Canada.
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According to Blair, “IVSC has stronger recognition in Europe than in North
America.”

The IVSC business valuation standards are closely aligned with the Uni-
form Standards of Professional Appraisal Practice (USPAP), which are pro-
mulgated by the Appraisal Foundation of the United States.

Broad Definitions

The IVSC standards define value broadly in this way:

Value is an economic concept referring to the price most likely to be con-
cluded by the buyers and sellers of a good or service that is available for pur-
chase. Value is not a fact, but an estimate of the likely price to be paid for
goods and services at a given time in accordance with a particular definition
of value. The economic concept of value reflects a market’s view of the ben-
efits that accrue to one who owns the goods or receives the services as of the
effective date of valuation.

There are many types and associated definitions of value. . . . Some
defined values are commonly used in valuations. Others are used in special
situations under carefully identified and disclosed circumstances. It is of para-
mount importance to the use and understanding of valuations that the type and
definition of value be clearly disclosed, and that they be appropriate to the par-
ticular valuation assignment. A change in the definition of value can have ma-
terial effect on the values that would be assigned to properties.1

The IVSC standards define market value as:

The estimated amount for which property should exchange on the date of
valuation between a willing buyer and a willing seller in an arm’s-length
transaction after proper marketing wherein the parties had each acted
knowledgeably, prudently, and without compulsion.2

The standards define investment value, or worth, as:

The value of property to a particular investor, or a class of investors, for iden-
tified investment objectives. This subjective concept relates specific property
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to a specific investor, group of investors, or entity with identifiable investment
objectives and/or criteria. The investment value, or worth, of a property asset
may be higher or lower than the Market Value of the property asset. The term
investment value, or worth, should not be confused with the Market Value of
an investment property.3

Approaches to Valuation

According to the IVSC standards, market-based valuation approaches include:

Sales Comparison Approach. This comparative approach considers the sales
of similar or substitute properties and related market data, and establishes a
value estimate by processes involving comparison. In general, a property
being valued (a subject property) is compared with sales of similar proper-
ties that have been transacted in the open market. Listings and offerings may
also be considered.

Income Capitalization Approach. This comparative approach considers
income and expense data relating to the property being valued and estimates
value through a capitalization process. Capitalization relates income (usu-
ally a net income figure) and a defined value type by converting an income
amount into a value estimate. This process may consider direct relationships
(known as capitalization rates), yield or discount rates (reflecting measures
of return on investment), or both. In general, the principle of substitution
holds that the income stream which produces the highest return commensu-
rate with a given level of risk leads to the most probable value figure.

Cost Approach. This comparative approach considers the possibility
that, as a substitute for the purchase of a given property, one could construct
another property that is either a replica of the original or one that could fur-
nish equal utility. In a real estate context, one would normally not be justified
in paying more for a given property than the cost of acquiring equivalent
land and constructing an alternative structure, unless undue time, inconve-
nience, and risk are involved. In practice, the approach also involves an es-
timate of depreciation for older and/or less functional properties where an
estimate of cost new unreasonably exceeds the likely price that would be paid
for the appraised property.4
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The standards go on to discuss non–market-based valuations in this way:

Non-market based valuations may apply similar approaches, but typically
involve purposes other than establishing Market Value. For example:

An entity may apply a cost approach to compare the cost of other build-
ings with the cost of a proposed building to the entity, thereby ascertaining
the bargain or premium accruing to a particular property at variance with the
market at large. This application focuses on a particular property and what
may be a non-market cost.

An owner of land may pay a premium price for adjacent property. In
applying a sales comparison approach to determine a maximum price that
owner is willing to pay for adjacent land, a Valuer arrives at a figure that may
well exceed its Market Value. In some States, such an estimate is called Spe-
cial Purchaser Value.

An investor may apply a rate of return that is non-market and particu-
lar only to that investor. In applying an income capitalization approach to
determine the price that investor is willing to pay for a particular investment
based on the investor’s anticipated rate of return, a Valuer arrives at an es-
timate of Investment Value or Worth rather than Market Value.5

Types of Property

The IVSC recognizes “the customary division of property into four discrete
categories”:

1. Real property
2. Personal property
3. Businesses
4. Financial interests

The distinction between “businesses” and “financial interests” is:

A business is any commercial, industrial, service, or investment entity pur-
suing an economic activity.6

Financial interests in property result from the legal division of owner-
ship interests in businesses and real property (e.g., partnerships, syndica-
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tions, corporations, cotenancies, joint ventures), from the contractual grant of
an optional right to buy or sell property (e.g., realty, stocks, or other financial
instruments) at a stated price within a specified period, or from the creation
of investment instruments secured by pooled real estate assets.7

The IVSC standards list three approaches to business valuations:

Valuers commonly reconcile the indications derived from two or more of
these approaches and associated methods. (See the Guidance Note on Busi-
ness Valuation, GN 6, para. 5.14)

A sales comparison approach to value compares the subject business to
similar businesses, business ownership interests, or securities that have been
sold in the open market. The comparable businesses should be in the same
industry as the subject and responsive to the same economic variables. Typ-
ical sources of data include the acquisition market in which entire busi-
nesses are bought and sold, prior transactions in the ownership of the subject
business, and public stock markets in which ownership interests of similar
businesses are traded.

An asset-based approach to value examines a balance sheet for the
business that reports all assets, tangible and intangible, and all liabilities at
Market Value, or an appropriate carrying amount. When an asset-based ap-
proach is used in assignments involving operating businesses valued as going
concerns, the value estimate obtained should be considered together with the
value estimate(s) from (an)other approach(es).

An income capitalization approach to value calculates the present
value of anticipated income or benefits in view of their expected growth and
timing, the associated risk, and the time value of money. Income is con-
verted into an indication of value either by means of direct capitalization of
a representative income level, or a discounted cash flow analysis, or divi-
dend method, in which cash receipts estimated for a sequence of future pe-
riods are converted to present value by application of a discount rate.8

There is discussion but no such listing of approaches to valuing financial
interests.
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TORONTO VALUATION ACCORD

The Toronto Valuation Accord (TVA) was born in late 2003 to attempt to bring
convergence between the superpowers of accounting policy—the International
Accounting Standards Board (IASB) and the Financial Accounting Standards
Board (FASB)—with respect to valuation for financial reporting.9

Signers of the TVA were:

American Society of Farm Managers and Rural Appraisers

The Appraisal Foundation

Appraisal Institute

Appraisal Institute of Canada

Centre for Advanced Property Economics

Royal Institution of Chartered Surveyors—United States

Royal Institution of Chartered Surveyors—Canada

The activities and concerns of the TVA should be of interest, particularly
to those involved in providing services which assist financial reporting
requirements.

Mission and Objectives

The TVA states its mission and objectives in this way:

“The issue of valuation for financial reporting (VFR) poses a key emerging
topic for the valuation profession. Recent events in the accounting profes-
sion and in the business world have brought issues of professional indepen-
dence, measurement of asset value and transparency of reporting to the
forefront. Accounting standards in the United States and Canada are expected
to converge to a common global standard with the international accounting
community, of which a component will be methodology for the reporting of
assets. Under the Basel capital accords, the banking industry must account for
assets and liabilities on a market basis, which has implications for the valu-
ation profession.

Accordingly, it is important that each organization representing the val-
uation profession in the United States and Canada, including real property,
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personal property and business appraisal, participate in a coordinated fash-
ion to ensure a unified response on behalf of valuers and valuation standards.
Participation in the Toronto Valuation Accord of October 2003 was a first
step in this endeavor. The following is proposed as a plan for continued
progress by the organizations and the profession:

1. We recognize that the recent movement of international standards to-
ward convergence and harmonization, and the related emphasis on
market (fair) value, increases the responsibilities of valuers in Canada,
the United States, and worldwide to participate in the establishment of
reporting standards for the benefit of the users of financial reports and
the public at large;

2. We agree to work together to develop policies and establish a plan to
position the valuation profession as represented by their members, as
the professionals of choice in the provision of valuation for financial re-
porting purposes and related services;

3. We encourage each organization to establish a plan for how that orga-
nization will inform and educate its members on valuation for financial
reporting issues and will identify a principal contact in each organiza-
tion who will coordinate with the other organizations to exchange in-
formation regarding those issues and the organization’s plan.10

Definitions

The IASB states current value as being fair value, which the IASB defines as
“the amount for which an asset could be exchanged, or a liability settled, be-
tween knowledgeable, willing parties in an arm’s length transaction.” The
IASB sets forth these criteria for fair value measurement:

1. Quoted market prices in an active market
2. Recent transactions for similar assets
3. Other valuation techniques

FASB defines fair value as “the price that would be received to sell an
asset or paid to transfer a liability in an orderly transaction between market
participants at the measurement date.” That is, other than in a forced, or liq-
uidation, sale. It further states that valuation techniques used to estimate fair
value shall emphasize market inputs, including those derived from active mar-
kets, regardless of what approach (market, income, cost) is used.
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While there is unanimous concurrence on the use of current value finan-
cial reporting, within the TVA there is discussion ongoing as to the premise
underlying fair value. Some members think that fair value should be abol-
ished and current value should be defined as market value; further, they be-
lieve that market value should be premised on in-exchange, reflecting highest
and best use. Other members think that fair value as set forth by the account-
ing superpowers is an acceptable basis (as it has been for years under Ac-
counting Procedures Board 16/17 and currently under FASB 141) and should
be based on market value concepts. Market value concepts, as defined and
used within TVA, mean that the premise for market value could be expressed
as in-exchange, in-use, or liquidation, depending on the facts and circum-
stances and the owner’s or market participants intent.

Fair Value Measurement

Regardless of whether current value accounting is adopted, measurement of
fair value of acquired assets is under scrutiny by the IASB and FASB. IASB
criteria were listed in the last section.

FASB issued an exposure draft on fair value measurements on June 23,
2004. Subsequently, there have been comment period reports and two public
hearings to discuss the proposals which has led to a June 2006 post ballot daft
on fair value measurements. FASB favors a hierarchal approach to estimating
fair value, which it refers to as “levels”:

Level 1. Quoted prices (unadjusted) in active markets for identical assets
or liabilities that the reporting entity has the ability to access at the
measurement date.

Level 2. Quoted prices for similar assets or liabilities in active markets or
quoted prices for identical or similar assets or liabilities in markets that
are not active.

Level 3. Unobservable inputs for an asset or liability, that is, inputs that
reflect the reporting entitys’ own assumptions about assumptions mar-
ket participants would use in pricing the asset or liability.

Obviously, there is a priority for market inputs if available and reliable and
comparable; but there is nothing to preclude valuers from their prior practice of
using valuation techniques appropriate to the economic availability of data.

FASB identifies two premises of value that could be utilized in estimating
fair value: in-use and in-exchange. Value-in-use is based on an installed ma-
chine that will be used in income-producing activities of an entity. Value-in-
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exchange is contrasted as an installed machine that will be sold to another en-
tity. There is an implication that the intent of the buyer will drive the premise
of value. However, to do so, it would be necessary to show that any likely
buyer would be expected to behave in a similar manner.

FASB goes further and identifies other premises that might be employed.
Orderly liquidation could prevail if there was a requirement to dispose of any
assets because of regulatory decrees for example. Abandonment basis could
also be appropriate if products are to be rebranded or trademarks discontinued.

FASB presented two alternative approaches regarding using present
value of future cash flows in accounting measurements. Called the traditional
approach, it is acceptable to utilize a single, best estimate of future cash flows
and discount same to present value at a discount rate that reflects the risk in-
volved. Another approach, called the expected cash flow approach, utilizes
multiple projections of possible outcomes that can be assigned probabilities
and then discounted to present value.

Discount rate treatment utilizing an expected cash flow approach may re-
quire reflection of market-based risk premiums in one of two ways. The ex-
pected cash flow can be reduced for risk and then discounted at a risk-free rate.
Alternatively, the expected cash flows are discounted at a risk-adjusted dis-
count rate.

The recent decisions of FASB and the direction FASB is promoting on the
enumerated emerging issues provides us a clear signal: FASB has recognized
that worldwide financial markets are demanding a unified set of financial re-
porting standards. No longer will a company have to follow U.S. generally ac-
cepting accounting principles (GAAP) to list shares in New York and list the
same shares in London based on UK GAAP or international GAAP.

Another signal of convergence is the change in treatment of in-process re-
search and development; it is no longer allowed to be written off, but must be
amortized as required under International Accounting Standards (IAS) 36 and
38. Business combination rules under IAS and FASB are likely to become
identical with regard to identification of intangibles separable from goodwill.

More signs of convergence abound as IASB has adopted FASB’s defin-
ition of a business combination: “a transaction or other event in which an ac-
quirer obtains control of one or more businesses.” Both groups also have
converged on the definition of goodwill: “Goodwill is future economic ben-
efits arising from assets that are not individually identified and separately
recognized.”11
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Conclusion

The North American professional valuation groups are coming together to
promote the ability of professional valuers to meet the valuation needs of the
new global financial reporting standards. The accounting and regulatory com-
munity and valuers themselves must become aware of the changes to come
and must study these changes in order to continue and grow in a professional
valuation career.

ROYAL INSTITUTE OF CHARTERED SURVEYORS

The Royal Institute of Chartered Surveyors (RICS), based in the United
Kingdom, is comprised primarily of real estate appraisers. RICS published its
first set of valuation standards in 1974; the standards have evolved to the
RICS Appraisal and Valuation Standards, last revised in January 2005.12

RICS defines market value as:

The estimated amount for which a property should exchange on the date of
valuation between a willing buyer and a willing seller in an arm’s-length
transaction after proper marketing wherein the parties had each acted knowl-
edgeably, prudently and without compulsion.13

It is the stated goal of RICS to narrow as much as possible the differences
between the RICS standard and the International Valuation Standards.

INTERNATIONAL FINANCIAL REPORTING
STANDARDS

The International Financial Reporting Standards were previously known as
International Accounting Standards (IAS) and are set by the International Ac-
counting Standards Board (IASB). This board works closely with the Finan-
cial Accounting Standards Board in the United States. To draw a parallel, the
IASB is to the FASB as the International Valuation Standards Committee is
to USPAP.

280 | Standards of Value

12. RICS Appraisal and Valuation Standards, revised RICS Business Services Limited, a
wholly owned subsidiary of the Royal Institute of Chartered Surveyors. Coventry, United
Kingdom January 2005.

13. Id. at glossary at 2.
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buy-sell agreements, 224, 241
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Divorce
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Bobrow v. Bobrow, 209, 210
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217, 218
O’Brien v. O’Brien, 233–235, 243
overview, 11–13, 165–168
Piscopo v. Piscopo, 228, 229
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continuum. See Continuum of value,
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183–185
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Principles of the Law of Family
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separate property, 169, 174–177, 185,

186, 213, 214
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236, 237
standards of value, generally, 170, 178,
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law associations as guidance, 200
statutory guidance, 166, 186–189

Stern v. Stern, 223, 224
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value in exchange, 167, 177, 183–185,
194, 196–198, 201–226

buy-sell agreements, 221–226
chart, 304–327
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discounts, 216–221
flow chart, 195
goodwill, 185, 186, 201–215
overview, 243
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value to the holder, 167, 178, 183–185,
194, 196, 198, 199, 204, 214,
226–242
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chart, 304–327
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discounts, 238–240
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Donohue v. Rodd Electrotype of New
England, 112, 113
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Entire fairness standard, 146–149, 159,
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Equitable adjustments
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entire fairness standard (Delaware), 146,
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overview, 163
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Estate of Simplot v. Commissioner, 51,

52
Estate of Watts v. Commissioner, 42, 43
fair market value, 22

definitions, 9, 36, 37
discounts, 77–84
no compulsion to buy or sell, 41,

56–61
notional market, 72–77
overview, 35, 36, 84, 85
price at which property would change

hands, 41–44
reasonable knowledge of relevant

facts, 41, 61, 62
valuation date and subsequent events,

41, 55, 62–72
willing buyer, 41, 44–52, 75
willing seller, 41, 53–56, 75

family attribution, 24, 52, 54, 55
guideline public company method, 76, 77
historical background, 7, 37–41
Mandelbaum v. Commissioner, 53, 54
notional market, 72–77
overview, 8, 9
Propstra v. United States, 55, 56
restrictive agreements, 58–61

Revenue Rulings
59-60, fair market value, 37, 84
78-367, 62
93-12, family attribution, 24, 52, 54,

55
standard of value, effect of on conclusion

of value, 14, 15
stock, classes of, 50–52
Walter v. Duffy, 57

Estate of Curry v. United States, 51
Estate of Joyce Hall v. Commissioner, 59,

60, 76–77
Estate of Jung v. Commissioner, 64
Estate of Lauder v. Commissioner, 58, 59
Estate of Newhouse v. Commissioner, 46
Estate of Simplot v. Commissioner, 51, 52
Estate of Watts v. Commissioner, 43
Excess earnings method, 126, 155, 156
Extraordinary circumstances, 133, 137,

138, 157, 158, 163

Fair cash value, 94, 104
Fair market value

applicability of, 22, 35
cash or cash equivalency, 43, 44
continuum of value. See Continuum of

value, divorce cases
definition deconstructed, 41
definitions, 9, 22, 36–37
and discounts, 77–85, 129
divorce. See Divorce
estate and gift tax. See Estate and gift tax
fair value compared, 4, 5, 91, 263–266
history of, 5–8, 37–41
inconsistencies in application of, 36
no compulsion to buy or sell, 41, 56–61
notional market, 72–77
overview, 21–23, 35–36, 84–85
premise of value, 42. See also Value in

exchange
price at which property would change

hands, 41–44
real property, 31, 32
reasonable knowledge of relevant facts,

41, 55, 56, 61–71
Revenue Ruling 59-60, 37
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shareholder dissent and oppression. See

Shareholder dissent and oppression
statutory context, 5
subsequent events, 41, 55, 62–72
and tax cases, 166
United States v. Fourteen Packages of
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valuation date, 41, 55, 62–72
and value in exchange. See Value in

exchange
willing buyer, 41, 44–52, 75
willing seller, 41, 53–56, 75

Fair value
applicability of standard, 23
continuum of value. See Continuum of

value, divorce cases
definitions of, 10, 11, 23, 89, 90, 92–95,

245–247
divorce cases. See Divorce
fair market value compared, 4, 5, 91,

263–266
fairness opinions, 30
financial reporting. See Financial

reporting
historical perspective, 5–8, 91, 92
overview, 162, 163
in securities and futures markets, 30, 31
shareholder dissent and oppression cases.

See Shareholder dissent and
oppression

state law definitions, 94, 95
use of term, 5
valuation date, 94, 120–122, 133, 150,

154, 162
Fair value in liquidation (California), 94,

95
Fairness opinions, 30
Fees, as equitable adjustment, 154, 158
Fiduciary duty, breach of, 112, 113, 152,

153
Financial Accounting Standards Board

(FASB), 2, 13
Exposure Draft on fair value

measurement, 246–250, 253, 260,
264, 267–268

fair value defined, 23

FAS 133, Accounting for Derivative
Instruments and Hedging Activities,
250

FASB 15, Accounting by Debtors and
Creditors for Troubled Debt
Restructurings, 250

FASB Concepts Statement No. 7, Using
Cash Information and Present
Value in Accounting Measurements,
246, 252, 256, 257, 260, 261, 266,
268

and financial reporting, 13, 252, 253
history of fair value, 249, 250, 252, 253
SFAS 107, Disclosures About Fair Value

for Financial Instruments, 250
SFAS 121, Accounting for the

Impairment of Long-Lived Assets
and for Long-Lived Assets To Be
Disposed Of, 259, 260

SFAS 141, Business Combinations, 13,
246, 253, 255–257, 261, 265, 268

SFAS 142, Goodwill and Other
Intangible Assets, 13, 253, 255,
260–262

SFAS 144, Accounting for the
Impairment of Disposal of Long-
Lived Assets, 260, 261

SFAS 123R, 268
SFAS 141R, exposure draft on, 268
Valuation Resource Group (VRG), 253

Financial reporting
audit issues, 266, 267
cost approach, 248, 249
fair value, 13, 23, 87

asset impairment tests, 258–263
business combinations, 250, 251,

253–258
defined, 245–247
dissenters’ rights cases compared,

263
fair market value compared, 263–266
historical background, 249–253
investment value compared, 263

FASB proposed standard on fair value
measurement. See Financial
Accounting Standards Board
(FASB)
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generally accepted accounting principles
(GAAP), 246

income approach, 248
inputs, 247, 248
market approach, 248
multiple valuation techniques, 248
overview, 245, 267–269
premise of value, 247, 249
SEC regulations, 246
sources of information, 269, 270
trends in fair value measurement, 268,

269
valuation methods, 248, 249

Freeze-outs, 106, 110, 111

General Utilities Doctrine, 83
Generally accepted accounting principles

(GAAP), fair value in financial
reporting, 246

Going concern value, 42
defined, 28, 29
Estate of Watts v. Commissioner, 43
and goodwill, 205
overview, 28, 29
and premise of value, 42
value in exchange premise, 42

Golden v. Golden, 181, 190, 191, 201, 237
Goodwill in divorce cases

buy-sell agreement method, 173
capitalization of benefits methods, 173
celebrity, 185, 228–230
and covenant not to compete, 185–186,

213–215
defined, 202, 226, 227
and discounts, 219, 220
versus earning capacity, 230, 231
enhanced earning capacity, 185, 231–236
enterprise, 201, 202, 205–213, 235
excess earnings, 173
factors considered (California), 203, 204
and going concern value, 205
insurance agency case examples, 183–185
intangible assets in divorce, 171
as investment value, 226, 227
Louisiana statute, 187
methods for valuing, 173, 174
open market approach, 173

and owner’s compensation, 204
personal, 202–213, 227, 230, 231, 235
Principles of the Law of Family

Dissolution, 200
professional degree or license, 185,

231–236
as separate property, 185, 186, 230, 231
and standard of value, 192
value in exchange, 185, 186, 194,

201–216
value to the holder, 185, 186, 194,

226–238
walk-away value, 211, 212, 231

Goodwill in financial reporting
SFAS 142, Goodwill and Other

Intangible Assets, 253, 255,
260–262

Great Britain
fair market value definition, 37
highest and best use concept, 37, 41
highest price, 37, 48
and international standards, 33
notional market concept, 72, 73
synergistic buyers, 49, 50

Guideline public company method
closely-held companies, 126, 128, 129
and Delaware block method, 98
estate and gift tax cases, 76, 77
and use of premiums, 135–137

Guideline transaction method, 126

Heavy-handed and arbitrary or overbearing
conduct as oppression, 113–115

Highest and best use, 37, 41, 47, 48, 219,
220, 247, 249

Highest price, 37, 47–48
Historical background, 5–8
Howell v. Howell, 219
In re Huff, 239–241

Income approach, financial reporting, 248
Income tax, history of, 39, 40
Intangible assets in divorce

continuum of value, 206, 216, 238
covenant not to compete, 185, 186
goodwill. See Goodwill in divorce cases
identification issues, 171, 173, 174
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Intangible assets in divorce (cont.)
open market approach, 173
and use of buy-sell agreements, 174

Intangible assets in financial reporting, 251,
252

Internal Revenue Code (IRC) section
2703(b), buy-sell agreements, 58, 60

Internal Revenue Service (IRS)
Revenue Ruling 59-60, fair market value,

37, 84
Revenue Ruling 78-367, 62
Revenue Ruling 93-12, family

attribution, 24, 52, 54, 55
International Business Valuation Standards

Committee (IVSC), 271, 272
approaches to valuation, 273, 274
definitions, 272, 273
property, types of, 274, 275

International Financial Reporting
Standards, 280

International Glossary of Business
Valuation Terms, 79

International Valuation Standards Board
(IVSB), 32, 33

Intrinsic value
defined, 25
divorce, 27, 167
as investment value, 25
in securities analysis, 25, 26
and trading price of stock, 75
use of term by courts, 26, 27

Investment value
and Delaware block method, 98
divorce cases, 24, 167, 172, 181, 182, 241
fair value in financial reporting

distinguished, 263
and goodwill, 226, 227
International Valuation Standards Board

definition, 33
intrinsic value as, 25
overview, 24, 25
as value to the holder, 24

Johnson v. Johnson, 151–153, 160, 161
Judicial appraisals, fair value standard, 23,

35, 36
Judicial discretion, 72, 93

Key person discount, 81, 82, 134

Lack of control, discount for, 24, 77–79,
85, 89, 131, 133

Lack of marketability, discount for, 52, 55,
58, 64, 79, 80, 85, 89, 131, 134

Lawson Mardon Wheaton v. Smith, 157, 158
Liabilities, condition and/or location of and

fair value in financial reporting, 247
Liquidation value, 42

assets, assemblage of, 30
and compulsion to buy or sell, 57
defined, 29
Estate of Watts v. Commissioner, 43
forced liquidation, 30, 56–57
orderly disposition on a piecemeal basis,

29
overview, 28–30
value in exchange premise, 29, 30, 42

Liquidity, 80, 89

Mandelbaum v. Commissioner, 53, 54, 80
Marital property

commingling, 176, 177
common law, 168
community property, 168, 171
defined, 171
division of, 170
equitable distribution, 169
fairness, emphasis on, 169, 172, 181,

242, 243
goodwill. See Goodwill in divorce cases
historical background, 168
identification of, 170–173
intangible assets, 171, 173, 174
property, problems with definition of,

171
separate property, 174–177
standard of value, 170. See also Divorce

Market approach, financial reporting, 248
Market exception, appraisal remedy, 128,

129
Market value

and appraisal remedy, 128, 129
and Delaware block method, 98
international standards, 32
real property, 31, 32

340 | Index

ch09_4694.qxd  9/11/06  12:56 PM  Page 340



Marketability, defined, 79
Marketplace

Estate of Newhouse v. Commissioner,
46

individual versus pool of buyers, 45, 46
notional market, 72–77
open market, 72–76
synergistic buyers, 47–50
and willing buyer, 44, 45

In re Marriage of Graff, 183–185
Mergers and acquisitions

business combinations and financial
reporting, 250, 253

shareholder dissent and oppression, 88,
92, 95, 96, 99, 101, 106–108,
120–125, 128, 129, 137

Minority shareholders
damage claims, 159–161
defined, 88
discounts, 89, 94, 129–134, 137–146,

154–159
dissenters’ rights, 95–100
dissolution actions, 88, 89, 100–103,

161–162
divorce cases, 167, 192, 217, 218
equitable adjustments, 146–161
fair value, 120–129, 161, 162
history of rights, 95–98
marketable versus non-marketable

shares, 131–133
oppression remedy, 100–115
premiums, 135–137, 145

Model Business Corporation Act (MBCA),
6, 90, 92, 97–99

No compulsion to buy or sell
and fair market value, 41, 56
forced liquidation, 56, 57
and forced liquidation, 56, 57
and restrictive agreements, 58–61
types of compulsion, 56, 57

Nonvoting share discount, 100, 131
Notional market, 72–77

O’Brien v. O’Brien, 233–235, 243
Offenbecher v. Baron Services, Inc., 107,

108

Open market, 72–75
Operational premises of value, 28–30, 42.

See also Going concern value;
Liquidation value

Piscopo v. Piscopo, 228, 229
Premises of value

as assumption, 20
continuum of, 183, 185, 186
and difference in conclusion of value,

183–185
divorce cases, 12, 166, 167, 183
financial reporting, 247, 249. See also

Financial reporting
operational premises, 28–30, 42. See also

Going concern value; Liquidation
value

overview, 2, 8, 17, 20, 21, 28
and standards of value, 20, 183, 191
value in exchange. See Value in

exchange
value to the holder. See Value to the

holder
Premiums

cases applying premiums, table, 145
control premiums, 135–137
controlling interests. See Controlling

interests
strategic purchaser, 48–49
support for applying, 137

Price
defined, 18, 43
and fair market value, 41–44, 56
and fair value in financial reporting, 247
highest price, 37, 47, 48
value, relationship to, 17–19, 43, 44
at which property would change hands,

41–44
Principles of Corporate Governance, 8, 90,

121, 159
customary and current valuation

techniques, 123
discounts, 11, 137, 163
fair value defined, 10, 93
oppression versus dissent cases, 159

Principles of the Law of Family
Dissolution, 200
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Privately-held corporations
and appraisal remedy, 128, 129
discount for lack of marketability, 79, 80
entity-level discounts, 134
market approach, use of, 128, 129
owner’s compensation and goodwill in

divorce, 204
shareholder employees, 89, 106, 159–161

Professional license. See Goodwill in
divorce cases

Propstra v. United States, 55, 56
Public Company Accounting Oversight

Board, 2

Rapid American v. Harris, 135, 136
Real property. See also Marital property

fair market value, 31, 32
highest and best use, 41, 47
market value, 31, 32

Reasonable expectations
divorce cases, 181
oppression cases, 110, 111

Reasonable knowledge of relevant facts
and fair market value, 41
versus full knowledge, 73
known and knowable information, 61, 62
reasonable knowledge, 61, 62
subsequent events, effect of, 55–56
subsequent information, case law on use

of, 65–71
valuation date and use of subsequent

events, 41, 62–72
discounts commonly applied, 77–84
market, open versus notional, 72–77

Research and development, 251
Restrictive agreements, 58–61
Revenue Rulings

59-60, fair market value, 37, 84
78-367, 62
93-12, family attribution, 24, 52, 54, 55

Revised Model Business Corporation Act
(RMBCA), 8

discounts, 138, 163
dissolution of corporation, 101, 102
fair value definition, 10, 11, 92, 93, 122,

138
oppression versus dissent cases, 159

publicly listed shares and appraisal
remedy, 128

revised definition of fair value, 93, 94
wrongdoing, consideration of, 149, 150,

159
Royal Institute of Chartered Surveyors, 33,

280

Seagraves v. Urstadt Property Co., Inc., 148
Securities analysis and intrinsic value, 25,

26, 75
Securities and Exchange Commission

(SEC), 2, 246, 251, 252, 265, 268
Sellers

fair value in financial reporting, 247
willing seller. See Willing seller

Separate property, 169
appreciation on, 174–177
commingling, 176, 177
covenant not to compete, 213, 214
goodwill, 185, 186

Shareholder agreements, as basis for
reasonable expectations, 111, 112

Shareholder dissent and oppression
appraisal rights, 88, 96–100, 128
appraisal statutes, 91, 96, 98, 100,

116–119, 133, 157, 158
buy-outs, 87–89, 101–105, 110, 150,

151, 173
Delaware block method, 98, 99
discounted cash flow method, 121, 125,

126, 128, 137
discounts

blockage, 131
cases applying discounts, 142
cases decided by court’s discretion,

143–145
cases rejecting discounts, 140–142
cases rejecting discounts by statute, 139
contingent liabilities, 134
entity-level, 134
as equitable adjustments, 154–159
extraordinary circumstances, 133, 137,

138, 157, 158, 163
and fair value, 129, 131, 134, 135
federal courts, application of state law,

146, 147
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key man, 134
lack of control, 89, 129, 131
lack of marketability, 89, 129, 130,

133, 134
levels of value, 130–133
nonvoting shares, 100, 131
overview, 129, 130
portfolio, 134
trapped-in capital gains, 134

dissenters’ rights
appraisal remedy, 88, 98–100
California, 94, 95
Delaware block method, 98, 99
nonvoting stock, 100, 131
oppression compared, 89, 105, 106
overview, 95–98, 161, 162
perfecting, 100
process to dissent, 99, 100
triggers, 99, 101
valuation date, 94, 120, 121, 133, 150,

154, 162
valuation technique, 123–129
Weinberger v. UOP, Inc., 123–126

dissolution actions
alternative remedies, 104, 105
appraisal statutes, 97–101, 103–105
attorney general, 102
buy-outs, 87–89, 101–105, 110, 150,

151, 173
creditors, 102
fair value consideration, 90, 94, 102,

105, 149–151, 154, 161
fair value in liquidation, 149
historical background, 95–98
judicial, 101–103
minority shareholder’s rights, 88, 102,

103, 133, 161, 162
oppression as basis for, 88, 100–103,

122, 161, 162
triggering events, 99–101, 103, 161
valuation date, 122
voluntary, 101, 102

entire fairness doctrine, 146–149, 159,
161

equitable adjustments
Balsamides v. Protameen Chemicals,

Inc., 155–157

Bomarko, Inc. v. International
Telecharge, Inc., 148, 149

damage claims, 159–161
discounts as, 154–159
entire fairness rule (Delaware), 146,

148, 149
fair value, 94, 146, 148–161, 163
Johnson v. Johnson, 151–153, 160,

161
Lawson Mardon Wheaton v. Smith,

157, 158
overview, 163
Seagraves v. Urstadt Property Co.,

Inc., 151–153, 160, 161148
wrongdoing, 149–154

excess earnings method, 126, 155, 156
extraordinary circumstances, 133, 137,

138, 157, 158, 163
fair cash value, 94, 104
fair market value, 23, 35, 85, 88, 89, 91,

94, 95, 99, 111, 129, 149, 158, 162
fair value, 14

appreciation or depreciation, 122, 123
buy-sell agreements, 150
components of, 120–129
customary and current valuation

techniques, 94, 123–129, 163
definitions of, 10, 89, 90, 92–95
differences in dissent and oppression

cases, 89, 105, 106
discounts, 129, 131, 134, 135
equitable adjustments, 94, 146,

148–161, 163
financial reporting fair value

distinguished, 87, 263
historical background, 91, 92
as if corporate action did not take

place, 122, 123
judicial discretion, 93
and minority shareholders, 120–129,

161, 162
overview, 87–90, 162, 163
state law, 115–120
valuation date, 94, 120–122, 133, 150,

154, 162
Weinberger v. UOP, Inc., 123–126,

158–160, 163
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Shareholder dissent and oppression (cont.)
wrongdoing, 103, 149–154, 158, 161,

162
fair value in liquidation, 94, 95
guideline public company method, 98,

126, 128, 135, 137
historical background, 6–8
and intrinsic value, 27
mergers and acquisitions, 88, 92, 95, 96,

99, 101, 106, 107, 120–125, 128,
129, 137

minority shareholders
damage claims, 159–161
defined, 88
discounts, 89, 94, 129–134, 137–146,

154–159
dissenters’ rights, 95–100
dissolution actions, 100–103, 161, 162
equitable adjustments, 146–161
fair value, 120–129, 161, 162
oppression remedy, 100–115
premiums, 135–137, 145

oppression remedy
alternatives to dissolution, 104, 105
California, 94, 95
Central Standard Life Insurance v.

Davis, 108–110
Compton v. Paul K. Harding Realty

Co., 114, 115
development of, 100–103
dissenters’ rights compared, 89, 105,

106
Donohue v. Rodd Electrotype of New

England, 112, 113
equitable adjustments, 94, 146,

148–161, 163
fiduciary duty, breach of, 112, 113,

152, 153
freeze-outs, 106, 110, 111
as grounds for dissolution, 89, 100–103
heavy-handed and arbitrary or

overbearing conduct, 113–115
Offenbecher v. Baron Services, Inc.,

107, 108
overview, 88, 89, 161, 162
reasonable expectations, 110–112

recognizing oppression, 108–110
shareholder employees, 89, 106,

159–161
squeeze-outs, 106–108
Topper v. Park Sheraton Pharmacy,

110, 111
triggers, 100, 101
valuation date, 122

overview, 9, 10, 162, 163
premiums

cases applying, 145
control, 135–137
extraordinary circumstances, 137, 138,

163
and fair value, 135
federal courts, application of state law,

146, 147
levels of value, 130–132
overview, 129, 130
Rapid American v. Harris, 135, 136

pro rata value, 88, 89, 97, 102, 129, 130,
137, 163

shareholder employees, 89, 106,
159–161

standards of value
effect of on conclusion of value, 14, 15
state chart, 116–119, 282–302
state law, 115–119

valuation date, 94, 120–122, 133, 150,
154, 162

valuation techniques, 123–129
wrongdoing, 103, 149–154, 158, 161,

162
Shareholders as employees, 89, 106,

159–161
Spousal support (alimony), 172, 173, 236,

237
Squeeze-out mergers, 107, 108
Standards of value

book value, 28
choice of, 21
common standards, 21–28
and conclusion of value, 13–15
and cost, 18, 19
defining, 19, 20
divorce cases. See Divorce
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fair market value. See Fair market value
fair value. See Fair value
international business, 32, 33, 271–275,

280
intrinsic value, 25–27, 75, 167
investment value. See Investment value
operational premises, 28–30, 42. See also

Going concern value; Liquidation
value

overview, 8, 17
and premise of value, 20, 183, 191
and price, 17–19
state laws, inconsistency of, 12
Uniform Standards of Professional

Appraisal Practice, 19
and uniqueness of individual appraisals, 3
and value, 17–19

Stern v. Stern, 223, 224
Stock

classes of, 50–52
nonvoting, 100, 131

Subsequent events
case law, 65–71
effect of, 55, 56
and fair market value, 62–84
foreseeable, 62–65
use of, 41, 62–65
windfalls, 63

Synergies
buyers, 25, 47–50
control shares, value of, 130
and fair market value, 37
and highest and best use, 47, 48
and highest price, 47–49
merger and acquisitions, 129
and notional market, 75, 76

Tax issues
and fair market value standard, 35
historical background, 7
trapped-in capital gains, discount for,

82–84, 134
Terminology, variation in, 3, 4, 11
Thompson v. Thompson, 206, 207, 211,

214
Tofte v. Tofte, 217, 218

Topper v. Park Sheraton Pharmacy, 104,
110, 111

Toronto Valuation Accord, 33, 276–280
Trapped-in capital gains, discount for,

82–84, 134

Uniform acts and model codes
historical background, 6, 8
Model Business Corporation Act. See

Model Business Corporation Act
(MBCA)

Revised Model Business Corporation
Act. See Revised Model Business
Corporation Act (RMBCA)

Uniform Business Corporation Act, 97
Uniform Standards of Professional

Appraisal Practice, 19
Uniform Business Corporation Act, 97
Uniform Standards of Professional

Appraisal Practice, 19
Uniqueness, 3, 4, 76–77
United Kingdom. See Great Britain
United States v. Fourteen Packages of Pins,

38

Valuation date
shareholder dissent and oppression, 94,

120–122, 133, 150, 154, 162
and use of subsequent events, 41, 55, 56,

62–71
Valuation techniques

dissent and oppression cases, 123–129,
163

in financial reporting, 248
Value

concept of, 17, 18
defined, 1, 19, 43
defining, 20
and price, 18, 19, 43, 44

Value in exchange
continuum of value, 183, 185, 186, 216,

224, 225
defined, 21
divorce cases. See Divorce
and fair market value, 42
fair market value as, 37, 42, 44, 85
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Value in exchange (cont.)
going concern value, 42
goodwill, 185, 186, 194, 201, 202, 216
liquidation value, 42
as premise of value, 12, 17, 20, 42
tax cases, 166

Value to the holder
continuum of value, 183, 185, 186
defined, 21
divorce cases. See Divorce
goodwill, 185, 186, 194, 226–238
as investment value, 24
as premise of value, 12, 17, 20

Walter v. Duffy, 57
Weinberger v. UOP, Inc., 123–126,

158–160, 163
Williams v. Williams, 214
Willing buyer

and fair market value, 41
and fair value, 91

individual or pool of buyers, 45–46
marketplace, 44–47
and motivations, 75
notional market, 72–77
stock, different classes of, 50–52
synergistic buyers, 47–50
and willing seller consideration, 53, 54

Willing seller
and fair market value, 41, 53–56
and fair value, 91
and motivations, 75
notional market, 72–77

Windfalls, 63
Worth, defined, 33

Yoon v. Yoon, 208, 209

In re Zeigler, 183, 184
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