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Deepening Insolvency is Only

Damages Deep

BY PETER RIMANI, CPA, CFA

“A corporation is not a biological
entity for which it can be pre-
sumed that any act which extends
its existence is beneficial to it.””

With the current economic downturn,
it is anticipated that there may be an
uptick in cases alleging deepening insol-
vency as a cause of action and/or a meas-
ure of damages. [Judicial interpretations
differ as to whether “deepening insol-
vency” is a cause of action or measure of
damages or both. Ed.] As creditors seek
to recover from companies in bankruptcy,
this theory may experience a new lease on
life and more courts throughout the
United States may be called upon to de-
cide on its validity.

The phrase “deepening insolvency”
was first introduced in Schacht v. Brown,?
a case in which the Illinois insurance com-
missioner alleged that the directors and of-
ficers of an insurance company fraudu-
lently concealed its insolvency, thereby
allowing continued writing of insurance
and further dissipation of assets. In Kittay
v Atlantic Bank of New York, the court de-
fined deepening insolvency as “...the
fraudulent prolongation of a corporation’s
life beyond insolvency, resulting in dam-
age to the corporation caused by increased
debt.” The deepening insolvency theory
derives from the notion that a corporation
is injured when its life is artificially and
wrongfully extended past its current state
of insolvency. “The premise underlying

(continued on page 2)
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Discount Rates in the Current Market
— Building Up for a Big Fall?

BY MICHAEL S. BLARE, CFA

Discount rates are frequently an im-
portant element in determining damages in
commercial litigation, but in current mar-
ket conditions, the reliability of some es-
tablished market discount rate data is sus-
pect. In particular, equity risk premium
(“ERP”) calculations that rely on historical
market equity index return data are produc-
ing discount rate results that do not seem to

be consistent with investor behavior and
asset pricing in the current market environ-
ment. This was not entirely unexpected.
Shannon Pratt, CFA, FASA, ARM,
MCBA, CM&AA and Roger Grabowski,
ASA published an article earlier this year!
that saw the issue on the horizon based on
historically low 20-year Treasury Bond

(continued on page 3)
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the deepening insolvency theory is
that even an insolvent company has
some value, which could be salvaged
if a company is liquidated or restruc-
tured in a timely manner.”*

The theory dates as far back as
the late nineteenth century. In Pat-
terson v. Franklin, the Supreme
Court of Pennsylvania denied recov-
ery in damages resulting from fraud-
ulent misrepresentation by incorpo-
rators and shareholders. The court
found that the corporation actually
benefited from the fraud. This rea-
soning was upheld by many courts
until Schacht and The Official Com-
mittee of Unsecured Creditors v. R.F.
Lafferty & Co® (Lafferty). These
cases are noteworthy in that al-
though their findings differed, the
hearing courts concurred that not all
actions that prolong the lifespan of a
corporation are beneficial. In
Schacht, the court declared that a
corporation “...is ineluctably dam-
aged by the deepening of its insol-
vency.” The court further declined to
“speculate that the Illinois courts
would bar, based on this automatic
benefit rule, a corporation from re-
covering damages resulting from
deepening insolvency.”” Put differ-
ently, the Schacht court refused to
rule out the possibility that deepen-
ing insolvency could be used to
measure damages.

The theory of deepening insol-
vency is not universally recognized.
There are hardly any state cases that
involve deepening insolvency as ei-
ther a cause of action or as a theory
that supports recovery of damages
by the aggrieved party. Most deep-
ening insolvency cases originate
from federal bankruptcy courts. Al-
though older court decisions recog-
nized deepening insolvency as a
cause of action, more recent rulings
appear to allow it only as a theory
for recovery of damages.

The most influential case ap-
pears to be The Official Committee
of Unsecured Creditors v. R.F. Laf-

ferty & Co? (Lafferty) decision. This
ruling is referenced by nearly all
other courts dealing with deepening
insolvency. The court in Lafferty
ruled that the theory of deepening
insolvency is essentially sound and
“...may give rise to a cognizable in-
jury...” under Pennsylvania law. The
court observed that that even when
insolvent, corporate property still
has value. It further noted that fraud-
ulent increase in debt can damage
that value in a number of ways, such
as forcing the afflicted company into
bankruptcy; placing limitations on
corporate operations, undermining
the company’s corporate relation-
ships, and/or dissipating its assets.

Recent cases have departed
from the direct application of Laf-
ferty’s guidelines on deepening in-
solvency. In Trenwick America Liti-
gation Trust v Ernst & Young, LLP,°
(Trenwick), the Delaware bank-
ruptcy court dismissed deepening
insolvency as a valid cause of action
but came short of resolving whether
it was an appropriate theory of dam-
ages. In re Parmalat Securities Liti-
gation'0 the court established a test
that distinguished “delayed liquida-
tion” from “delayed reorganization,”
and stated that damages cannot arise
for the former but are theoretically
possible in cases involving “delayed
reorganizations.” In Miller v. Mc-
Cown (In re Brown Schools)!! the
Delaware court concurred with
Trenwick and upheld the ruling that
deepening insolvency was not a
valid cause of action, but observed
that the theory may be used to meas-
ure damages in an action for breach
of fiduciary duty of loyalty.

Deepening insolvency rests on
the premise that a corporation is in-
jured when its life is artificially and
wrongfully extended past its current
state of insolvency.!2 However, the
point at which a company crosses
the solvency threshold is ambigu-
ous; in fact some courts have ac-
cepted a “zone” of insolvency.
Courts have commonly accepted
three types of insolvency:

1. Balance sheet insolvency, which
occurs when a company’s debts

(continued on page 3)
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exceed the fair market value of
the sum of its assets.

2. Cash flow insolvency, which arises
when a company does not have
enough cash on hand to cover its
debts as they become due.

3. Low capital insolvency, which oc-
curs when a company’s capital is
too small to protect it from busi-
ness downturns and fluctuations.!3

Generally, since shareholders’
interest in a company will be dam-
aged when it is determined to be in-
solvent, equity holders are not typi-
cal plaintiffs in  deepening
insolvency cases. Shareholders’
claims have been deemed valid only
when they can prove that there ex-
isted some hope of reorganization.
In other circumstances a harmed eq-
uity holder can argue that a negative
equity balance does not necessarily
indicate a negative value for a com-
pany and that notwithstanding such
negative equity, a rational investor
may still see some value and may be
willing to pay for the company’s eq-
uity. To reinforce this argument, the
equity holder can present examples
of startup companies or reorganiz-
ing companies which, though with a
negative equity balance, may have

intangibles and synergies that would
not be evident from the balance
sheet or cash flow statement.

Most deepening insolvency
claims are initiated by creditors’
committees of troubled companies
and regulators such as state insur-
ance commissioners. Plaintiffs in
these cases generally allege that cer-
tain actions by the defendants re-
sulted in loss from either additional
liability or further erosion of assets
of the insolvent company.

Given that deepening insol-
vency in its most basic form arises
from conduct that is alleged to either
fraudulently or negligently prolong
the life of a company, it follows that
parties who are believed to have fi-
duciary obligations or perceived fi-
duciary duties of care are likely to
end up as defendants in these cases.
At the top of this list of potential de-
fendants are company directors and
officers. Others are professionals
paid to advise the company, includ-
ing auditors, investment brokers, and
attorneys. Another group includes
private equity investors and secured
lenders who extend new financing
during insolvency while simultane-
ously acquiring additional security
for their investments or loans.

Due to lack of case law, plain-
tiffs are testing different methods in

quantifying damages in deepening
insolvency litigation. Traditionally,
damages are calculated as the de-
cline in equity as a result of a wrong-
doing. In deepening insolvency
cases, however, pre-damage equity
may be less than zero. This brings
about a peculiar question: should the
measure of damage in deepening in-
solvency be arrived at by calculating
the difference between pre-damage
negative equity and post-damage
“more negative” equity?

Two damage theories have been
presented for companies within the
“zone” of insolvency:

a. Dissipation of assets or increased
debt load. This theory is based on
the notion that reduced assets and
additional debt decrease the final
distribution to unsecured creditors.

b. Impact on business operations
and relationships. Underlying this
theory is the premise that wrong-
ful or tortious conduct diminishes
the company’s chance to restruc-
ture as well as its overall value.!4

The most common argument by
plaintiffs is that damages should be
calculated by quantifying debt load
increased subsequent to harmful
conduct. In fact this was the basis
suggested by the court in the Flag-
ship case:

(continued on page 5)
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rates that, even if the published ERP
were unchanged, would impact valu-
ations in a way that is hard to recon-
cile with the market.

Whether applied to lost profits or
business value damages, failing to un-
derstand how current market condi-
tions distort and potentially discredit
ERP data, and by extension, estimated
discount rates, leaves the expert vul-
nerable to debilitating attack in depo-
sition and on the witness stand.

A common approach for develop-
ing a discount rate is to estimate the

market cost of equity for the subject
asset. The cost of equity can be di-
rectly applied to cash flows or incor-
porated into a weighted average cost
of capital (“WACC”) build up, de-
pending on the nature of the asset and
the fact pattern of the assignment. Fre-
quently, experts will apply a “build-
up” method to estimate the appropri-
ate cost of equity to be applied to a
particular set of forecasted cash flows.
Build-up methods estimate cost of eq-
uity as a relationship to some risk-free
asset (currently, the U.S. Treasury bill
is considered risk-free but stay tuned!).
As the risk associated with the asset el-

evates above zero, so does the required
return. That required return premium
is added to the risk-free rate to esti-
mate a required rate of return for a hy-
pothetical buyer for that asset.

The core premium for cost of eq-
uity build-ups is the ERP. The ERP
is the estimated required expected re-
turn to induce investors to forsake
risk-free securities to invest in the
broad equity securities market.2 On
top of the ERP, experts frequently
add premia for industry-specific risk,
size specific risk, and company or as-
set-specific risk.

(continued on page 4)
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Conceptually, the build-up
method looks something like the
chart below:

25%

20%
% Company-
Specific
15%
M Industry-
Specific
10% -  Size-Specific

W ERP

5% -
M Risk-free

0%

Cost of Equity

Note that company-specific, in-
dustry-specific, or size-specific risk
premia could have a negative value,
which amounts to a risk discount.

Methodologies similar to the
one illustrated above have played an
important role in business valuation
in terms of estimating discount
rates. Typically, the various risk
premia are published in numerous
sources, with Morningstar/Ibbotson
and Duff & Phelps being two of
many widely-used sources.

The equity markets had gone hay-
wire and there was a real risk of a
second Depression, with the finan-
cial system itself on the verge of
collapse. At the risk of rekindling
bad memories, recall the market’s
performance in the last year, espe-
cially towards the end of the sum-
mer of 2008.

into March. At roughly the time when
gold prices hit a peak in March, the
stock market began to climb up from
its first bottom. One reasonable inter-
pretation of the gold/equity market
price relationship is that as stock prices
declined and remained highly volatile,
the market sought perceived quality in
gold, which means that investors de-
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Asset prices, except for a few
defensive assets, fell sharply, partic-
ularly in September and October,
2008. One would expect that the
ERP, the risk of investing in the
market, would increase. In times of
sharp market corrections, there is
flight to quality. If the market cor-
rects itself enough, investors with-
draw from the market altogether and
invest in commodities or goods to
store value. Gold is one such qual-
ity haven, although there are many
others (notably, crude oil).

Generally, al-
though many so-
phisticated practi-
tioners argue the
quantitative  nu-
ances  associated
with each data
source, build-up
methods are widely
accepted in the ap-
praisal profession
and in expert testimony. As practi-
tioners, we rely heavily on the third
party data providers and there is even
a sense of anticipation when the next
installment is about to be published.
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Practitioners felt a heightened
sense of anticipation when the 2009
installment was to be published.
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As the charts illustrate, although
gold prices fell with the broader equity
market in September and October (by
definition, a market panic means that
there is no quality to which to flee), be-
ginning in November 2008, gold
prices began a clear upward trend
while stock prices continued to fall

manded a higher ex-
pected return on eq-
uities (or ERP) in
order to remain in
the stock market.
Under such condi-
tions, we would ex-
pect the ERP to in-
crease because
investors are de-
manding higher re-
turns (above the risk-free rate) to stay
in the market as of the end of 2008.
However, when Ibbotson published its
revised ERP, the risk premium for the
market was actually lower. At the
same time, the risk-free rate, which is
added to the ERP for a total expected
stock return was also lower.3
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If this data is to be believed, the re-
turn required to induce investors to in-
vest in the stock market was 11.6% in
2008, but fell to 9.5%, even as the mar-
ket is more volatile and there are strong
signs of a flight to quality in the asset
markets. The implication of the ERP
and risk-free return data is that ceteris
paribus, stock values should be higher,
rather than lower, as they actually are.

The above does not invalidate
Ibbotson s data, but as experts, we
need to be able to either explain how

(continued on page 5)
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“...even if the Debtor may
have been insolvent before the
Greenleaf Valuation, the addi-
tional debt incurred thereafter,
and allegedly as a result of the
Defendants’ negligence, may
provide a measure of damages
recoverable by the Trustee.”!>

In some cases, plaintiffs have ar-
gued that the measure of recoverable
damages consists of the entire amount
of the unpaid debt incurred by the
company during the period of its al-
leged insolvency. However, oppo-
nents of the “increased debt” theory
have responded that debt is balance
sheet neutral. They contend that not
only does additional debt increase the
liability balance but also results in a
corresponding increase in assets.
They also argue that unless the bor-
rowed funds are looted, additional
debt cannot “deepen” insolvency, cer-
tainly not balance sheet insolvency.

Another method measures dam-
ages in deepening insolvency as the
quantified impact on operations and
relationships of the business that nec-
essarily arise from the wrongdoing of
the defendants. This is a much more
subjective and complex measure of
damages, because the plaintiff has to
prove that there was value in the in-

solvent company, and demonstrate
that the defendants’ actions nega-
tively impacted this value in a man-
ner that would otherwise have been
impossible but for the said actions.

It is anticipated that given the cur-
rent economic climate deepening in-
solvency will be developed further as a
legal concept as more and more courts
are called upon to address the issue.

Peter Kimani, CPA, CFA. Peter is a
Senior Manager of Dispute Advisory
& Forensic Services with GBQ
Consulting in Columbus Ohio. His
experience includes providing foren-
sic accounting, litigation support,
and economic damages services in
numerous high profile cases involv-
ing complex accounting issues
including cases related to auditor
malpractice, insolvencies, insurance
and reinsurance accounting, damage
quantification and other accounting
issues. Peter can be reached at pki-
mani@gbq.com or (614)947-5242.
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that data fits our fact set, or adjust
the data in a way that is reflective of
market reality while at the same
time not engineering an answer.

The surprising /bbotson data could
be explained by the following theories,
and this is not an exhaustive list.

Corporate profits are also down
and therefore the impact of lower (or
negative) cash flow outweighs the
impact of lower discount rates, so
asset values are still lower, despite
lower discount rates.

The market’s correction has led to
broader, lower expectations of return,
including lower long-term economic
growth rates, and stocks are them-
selves something of a flight to quality
when compared with financial deriva-
tives, commodities, real estate, and
private equity holdings.

The market’s correction has priced
in a new level of long term value-
adding capacity going forward; the past
is in the past, and a 6.5% ERP is simply
anew reality in terms of a realistic ex-
pectation of broad stock market returns.

The 2009 data is a fluky anom-
aly based on a system for estimating

ERP that is acknowledged in the in-
dustry to have limitations, and 2010’s
data will tell us more about 2009.

The declines in the S&P 500 are
heavily concentrated in the financial
services sector and asset-intensive in-
dustry, such as auto manufacturing,
but the rest of the market has not done
as badly, and therefore the S&P 500
index currently does not, in fact, rep-
resent a true broad market measure.

Of course, it should go without
saying that an expert making any of
these cases should be prepared to show
the research to support these conclu-

(continued on page 6)
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sions — and as literature on the subject
is still emerging, the expert should be
prepared to conduct original research.

Pratt and Grabowski foresaw
many of these issues even before the
new ERP data had been released.
They largely suggested ignoring
year-end 2008 data specifically, and
recommended using “long term” (i.e.
historically usual) risk-free rates and
ERP’s. However, with all due re-
spect to two of the giants in business
valuation, that recommendation
seems hollow. They are probably
right, but as experts, we should be
prepared to defend those assertions
with more than, “because Shannon
Pratt and Roger Grabowski” said so.
The opportunity for rigorous empiri-
cal research and quantitative analysis
is both rich and exciting. It would be
helpful to see quantitative data to
support those recommendations.

The cost of equity data provided
by Ibbotson and others remains valu-
able. As experts, we all along have
been aware of and been called upon to
explain the acknowledged flaws in the

calculation methodology. A particular
weakness is that conventional ERP
analyses may fail to capture the full
impact of historically unusual market
conditions such as the one in which we
even now operate, and especially did
back in December, 2008. At a mini-
mum, it seems clear that it would be a
mistake to simply accept ERP data
from third party sources with the same
level of confidence to which we have
been accustomed.* Professional and
academic literature will likely continue
to emerge regarding the issue of using
conventional methods to calculate
costs of equity in the context of the
current market conditions. Experts
are looked to more than ever to pro-
duce thoughtful opinions that, while
possibly being based on “‘standard”
valuation data, are ultimately weighed
against the realities that attorneys, their
clients, judges, and juries can see out
of their windows and on television.
Attorneys and their financial consult-
ants are becoming increasingly aware
of the cost of equity data issues pre-
sented by current market conditions.
Study, preparation, and questioning of
authority now will pay off as great an-
swers in deposition and testimony.

Mike Blake is Director of
Valuation Services of the Atlanta
firm of Habif, Arogeti & Wynne,
LLP. His practice focuses on
dispute resolution, transaction
advisory, intangible asset valua-
tion, and fair value accounting.
His experience includes venture
capital, investment banking,
management consulting, and
business appraisals. Mr. Blake
can be reached at 770-353-8373
or at michael.blake@hawcpa.com.
Follow Mr. Blake on Twitter at
@unblakeable.
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PRACTICE TIPS

In Heppner v Heppner (No.
2008AP2020 Wis. Ct. App. May 5,
2009) [recommended for publica-
tion], the Wisconsin Court of Ap-
peals District I evaluated:

a) whether income from the stock
options awarded by an employer
who also awarded cash bonuses is
includable in income for mainte-
nance and support payments, and

Stock Options and Post-retirement

Maintenance Payments
According to the Wisconsin Appeals Court
BY NINA VITER AND JOHN LEVITSRE

b) whether vested “underwater” op-
tions earned during the marriage
are includable and divisible as
property in the marital estate,
even if both parties considered
the options valueless at the time
of the divorce.

In this case, the Court of Appeals
concluded that the maintenance order
should “encompass income...from

the exercise of stock options” (Hepp-
ner, para. 19) and that the property
division must include “[t]he options
[that] were earned during the Hepp-
ner’s [sic] marriage; they are part of
the marital estate” (para. 24). In ad-
dition, the Court determined

c) whether the maintenance pay-
ments should end with the in-

(continued on page 8)
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1 SOLEMNLY SWERR

The Use of Statistics in Expert Reports — Go Figure

BY JAMES A. STAUROS, CPA, CFF

Research shows that the use of
statistics by experts has surged in re-
cent years and the reasons vary. One
reason was the Supreme Court’s 1993
decision in Daubert v. Merrell Dow,
which clarified the standard for admis-
sibility of scientific evidence. Daubert
left no doubt that statistics are gener-
ally admissible. Other reasons include
the publication of many “how to”
books for lawyers, experts and judges
on calculating damages, where the use
of statistics are discussed in specific
cases. The use of statistics in expert re-
ports is here to stay.

However, when to use statistics
and the selection of the right statistic
is a matter of judgment and subjectiv-
ity. The role of a damages expert is to
be objective in expressing an opinion
on damages; the use of a certain statis-
tics can be very subjective, and therein
lies the danger. Many experts are us-
ing statistics that simply are not objec-
tive based on the facts of the case and
use of them or sometimes the non-use
of them is incorrect. Triers of fact and
the public are weary of the sometimes
dubious use of statistics.

Mark Twain once said, “There
are three types of lies: lies, damn lies,
and statistics.” I’'m sure you may
have seen this quote in the past, but
its timelessness is striking; we are
still skeptical of using statistics today.

The use of what passes as a sta-
tistic to be used in a case is always an
issue. For example, can you rely on
a survey of 100 people taken in New
Mexico as opposed to a U.S. Depart-
ment of Labor study survey of
100,000 people across the country?
The quality of data or statistic can al-
ways be debated. As a result, statis-
tics can become highly manipulated
by choosing the one that gives you

the lowest or highest number, and ul-
timately undermine objectivity.

The decision to use a statistic in
lieu of actual data is an issue I want
to discuss. I have seen too many
times where an expert uses statistics
instead of actual data in a loss model.

Objectivity is key. Experts have
many decisions to make in preparing
an economic loss model. “Do I use
the actual data of the claimant to de-
termine a future earnings loss or earn-
ings statistics for their statistical co-
hort?” 1 see this choice all the time in
calculating damages in personal in-
jury/wrongful death cases. A 20 or
more year earning history of an indi-
vidual will be ignored by some ex-
perts, only to use an average earnings
statistic to predict the future. Many
economists take this approach and
they explain it as the concept of “earn-
ing capacity” or “‘earning potential” as
being the measure of damages,
whereas it is the theoretical capacity
that is lost. True, but it is left to the ex-
pert to determine how the claimant’s
earning capacity is best predicted: us-
ing actual earnings history of the
claimant, which establishes specific
patterns or general statistics.

Now in child death cases the use
of statistics to determine lost earn-
ings, fringe benefits, personal mainte-
nance, wage growth, etc. is a given,
there is no actual history. But the
overuse of statistics, especially when
there is a long history of actual data,
is not being objective. How about
when a claimant has only a few years
of earnings history, do you use statis-
tics or actual data to determine the fu-
ture? This question can be answered
with a combination of loss scenarios
using both actual results and perhaps
general earnings statistics, as the facts

dictate. It also takes judgment; the
expert must ask the questions of what
method should be used to most accu-
rately and reliably predict the future?

I have seen too many times, over-
estimating the damages, the over-use
of statistics to determine a loss when
actual data and information of the
claimant are available. The use of sta-
tistics in expert reports is here to stay
and have been around for some time.
Interestingly, jurors since Twain’s time
remain skeptical about their reliability
and overuse. Nothing could be truer.
The expert’s use of statistics to deter-
mine damages is just one tool they
have in determining damages. While
the decision to use a statistic, the right
statistic, is subjective, it must be done
with the overriding goal of objectivity
in calculating damages.

I will leave you with one
thought, based on a quote from for-
mer United States Supreme Court
Justice, Louis Brandeis, “I abhor av-
erages. I like the individual case. A
man may have six meals one day
and none the next, making an aver-
age of three meals per day, but that
is not a good way to live.”

James A. Stavros, CPA is a Director
and co-founder of Forensic
Resolutions, Inc., with offices in
Haddonfield, NJ and Philadelphia,
PA. His practice focuses on econom-
ic damage assessments in personal
injury/wrongful death, breach of
contract, product liability, subroga-
tion, construction and catastrophic
loss matters. He also is an experi-
enced fraud investigator, with over 21
years of experience as a forensic
accountant. He can be reached at
Jstavros@forensicresolutions.com or
856-857-0094.
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(continued from page 6)
come-producing spouse’s retire-
ment or should continue for an in-
definite term.

The subject decision addresses a)
the effect of stock options on income
determination for a maintenance order
(and the potential for double-counting
stock options for both property divi-
sion and maintenance payment pur-
poses), b) the division of property
deemed valueless by the contending
parties at the time of the divorce, and
¢) the term of maintenance payments
for the particular case.

In evaluating whether income
from the exercise of stock options
awarded to a corporate executive in
addition to his income from cash
bonuses is includable in income for
maintenance and support purposes,
the Appeals Court distinguished
analysis for maintenance purposes
from analysis for property division
purposes. The Court noted that it “is
obligated to consider all sources of in-
come when establishing mainte-
nance” (para. 17), and that “Mr. Hep-
pner admitted during his testimony
that his W2 forms included income
received from his exercise of stock
options” (para. 18). In addition, the
Court reiterated a prior Wisconsin
court’s determination that “double
counting of an asset for both property
division and maintenance ... does not
apply to income from assets awarded
in a property division” (para. 18).

Furthermore, in evaluating
whether vested “underwater” options
earned during marriage are includable
and divisible as marital property, the
Court determined that “the fact that
neither the trial court nor the parties
endeavored to give a value to those
options ... is a neutral consideration”
(para. 22). In a footnote, the Court ex-
panded upon this determination and
stated, “Were we writing on a clear
slate, [sic] we would not accept the
conclusion that an underwater option

necessarily has no value. Thus, as one
respected observer of the financial
scene has noted, ‘out of the money
does not equal worthless. As long as
the option has not expired, its poten-
tial value gives it value ... Indeed,
there are various tools to ascertain the
value of an out-of-the-money option™”’
(para. 21, fn 3). The footnote then
refers the reader to In re Zoran Corp.
Derivative Litigation, No. C 06-05503
WHA, 2008 WL 941897, at *6 (N.D.
Cal. Apr. 7, 2008) which discusses the
Black-Scholes method to value under-
water options. In its opinion, the
Court reviewed the facts and con-
cluded, “It takes no special insight to
recognize that whether the stock re-
bounds is largely, if not almost wholly,
depended on what the economy ...
does before the options expire. The
options were earned during the Hepp-
ner’s [sic] marriage; they are part of
the marital estate .... The trial court
erroneously exercised its discretion by
excluding the options from division
because it erroneously viewed their
potential value as being almost solely
a function of what Mr. Heppner would
do in his business after the divorce,
and largely ignored the fact that the
options were earned while the Heppn-
ers were married” (para. 24).

Moreover, in evaluating the term
of the maintenance obligation to Ms.
Heppner, the Court determined that
“if Ms. Heppner is to be able to enjoy
the life she would have enjoyed if the
parties had not divorced, as Hefty
[sic] teaches is the rule, she is entitled
to maintenance even though Mr.
Heppner is retired” (para. 15). The
Court further included that “[i]f cir-
cumstances change so that the fifty-
fifty split of Mr. Heppner’s income is
no longer fair or warranted, the par-
ties may return to court for a modifi-
cation” (para. 15).

The case timeline is summa-
rized in the following paragraphs.

John and Susan Heppner were
married in May of 1974, and John filed
for divorce in September of 2006.

For the marriage of over 33 years,
the Trial Court in March of 2008
granted Ms. Heppner limited-term
maintenance to end when Mr. Heppner
turns sixty on May 30, 2012, irrespec-
tive of whether or not he is retired.
The Trial Court excluded income from
the exercise of stock options Mr. Hep-
pner earned while married to Ms. Hep-
pner in determining Mr. Heppner’s
maintenance obligation to Ms. Hepp-
ner. Similarly, the Trial Court did not
include “underwater” (option grant
price exceeding underlying stock
value) stock options in the divisible
marital property since neither contend-
ing party assigned the options a value
at the time of the divorce.

Ms. Heppner appealed the Trial
Court’s decisions outlined above, and
on May 5, 2009, the Court of Appeals
issued an opinion which modified in
part, reversed in part and remanded
with directions the original order ren-
dered in the spring of 2008.

First, Ms. Heppner contended that
the trial court erred in deciding that
maintenance payments shall end when
Mr. Heppner turns sixty on May 30,
2012. The Court of Appeals agreed
with Ms. Heppner and, under Wis. Stat.
§ 808.09, modified the Trial Court’s
maintenance order to extend it beyond
May 30, 2012, for an indefinite term.

Second, Ms. Heppner argued
that the Trial Court improperly ex-
cluded the aforesaid stock options
from the income pool from which
the maintenance obligations would
be drawn. The Court of Appeals
again agreed with Ms. Heppner and,
under Wis. Stat. § 808.09, modified
the maintenance order to encompass
the income Mr. Heppner received
from the exercise of the stock op-
tions earned during the marriage.

Last, Ms. Heppner contended that
the Trial Court erroneously exercised
its discretion in refusing to divide as
part of the marital estate those stock
options deemed as having no value as

(continued on page 9)
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of the time of the divorce (“underwa-
ter” options). The Court of Appeals
found that the Trial Court erroneously
viewed the options’ potential value as
being almost solely a function of Mr.
Heppner’s performance in his busi-
ness after the divorce, and the Trial
Court largely ignored the fact that the
options were earned during the mar-
riage. The Court of Appeals agreed
with Ms. Heppner and reversed the
Trial Court’s judgment and remanded
the matter to the Trial Court for an en-
suing inclusion of “underwater” op-
tions in the marital estate.

Mr. Heppner filed a Motion for
Reconsideration (“Motion”) of the
May 5, 2009 Court of Appeals deci-
sion, and Ms. Heppner’s counsel filed
a formal response to Mr. Heppner’s
Motion. On June 4, 2009, the Appel-
late Court issued a judgment on that
Motion modifying the section pertain-
ing to the allocation of the percentage
split of income for the maintenance
obligation.! On the same date, Mr.
Heppner filed a Petition for Review
(“Petition”) to the Wisconsin Supreme
Court, and Ms. Heppner’s counsel fol-

lowed with a response explaining why
the Wisconsin Supreme Court should
not accept Mr. Heppner’s Petition.

As of the date of this publica-
tion, the Wisconsin Supreme Court
has yet to decide to review the case.
[Recently, the Wisconsin Supreme
Court denied review of the appellate
court’s decision. Ed]

Nina Vitek, Esq. is a member of
the law firm Lara Vitek & Stein,
S.C., in Milwaukee, WI; she spe-
cializes in divorce and family law,
and is legal counsel to Ms. Susan
Heppner in Heppner v. Heppner;

John Levitske, CPA/ABV/CFF, ASA,
CFA, is a managing director with
Duff & Phelps, LLC in Chicago, IL;
he specializes in forensic accounting
and business appraisal. Editorial
assistance provided by Allison Busse,
CPA, an analyst with Duff &
Phelps, LLC in Chicago, IL, who
specializes in dispute consulting and
forensic advisory services.

1 The language in Paragraph 15 as
revised on June 4, 2009, reads as

follows — revised language is
underlined: “By ending mainte-
nance on May 30, 2012, the trial
court ignored the Hefty [sic] princi-
ples we have discussed, and, accord-
ingly, erroneously exercised its dis-
cretion. If Ms. Heppner is to be
able to enjoy the life she would
have enjoyed if the parties had not
divorced, as Hefty [sic] teaches is
the rule, she is entitled to mainte-
nance even though Mr. Heppner is
retired. Accordingly, under our
authority under WIS. STAT. §808.09
to modify a circuit court order, we
modify the trial court’s maintenance
order to extend beyond May 30,
2012, for an indefinite term. In
light of the trial court’s setting the
fifty-fifty split based on its imposi-
tion of the limited-term mainte-
nance, we remand to the trial court
for an evaluation whether, consistent
with this opinion, the fifty-fifty split
should be modified. The parties
may, of course, return to court for a
modification of whatever mainte-
nance division it ultimately sets.
See [sic] WIS. STAT. §767.59.
Upon remand, the trial court shall
enter a revised judgment to conform
to our ruling.”

PRODUCT/ BOOK REVIEW

The Litigation Ualuation Analyst and the Butler
Pinkerton Specific Company Risk Calculator

BY PAUL FRENCH 111, CPA/ABY, CUA, CFE, BUAL, CDFA, CFFA, CPIM, CM&aAA, FCPA,

CR.FA, CNEA, ABAR

In the County of Specific Com-
pany Risk Premium there is a not so
new sheriff in town with the name of
the Butler Pinkerton Calculator ™
Total Cost of Equity (TCOE) and
Public Company Specific Risk Cal-
culator™ a k.a.: The BP Calculator
or BPC.

We all know that in the litiga-
tion environment, the more compre-
hensive and rational the support for
your opinions, the stronger they be-
come. The BP Calculator allows the
valuation analyst to determine the
Specific Company Risk Premium
(SCRP) for guideline public compa-

nies in the same or similar indus-
tries. The valuation analyst then
compares the relevant specific com-
pany risk factors of the guideline
public companies (available in the
annual reports filed with the Securi-
ties and Exchange Commission)

(continued on page 10)
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with those of the subject company.
The valuation analyst can determine
how the subject company’s SCRP
should compare (i.e.: higher or
lower) to the SCRP of each of the
guideline public companies.

So instead of saying during di-
rect testimony, “I identified, ana-
lyzed, and considered the critical
risk factors of the subject company
when determining the SCRP”’; you
will also be able to say, “I compared
the risk factors of the subject com-
pany to the similar risk factors of
five guideline public companies
who were operating in the same in-
dustry and used that information to
help me benchmark the appropriate
SCRP for the subject company.”

Imagine the cross examination
that likely would result for the one
valuation analyst in the case who ig-
nored this market based information
to provide support for 100% subjec-
tively determine SCRP.

A CIiff’s Notes version should
provide a good overview of the use
of the BP Calculator. Do not con-
fuse this overview with the detailed
step by step process. Go to
www.bvmarketdata.com and read
the excellent collection of articles
and FAQS found under the
“TCOE/Company-Specific  Risk
Calculator” link in the website menu
on the left hand side of your screen.

I. Identify guideline public com-
panies. Because you are going
to identify the differences be-
tween your subject company
and the individual guideline
public companies they do not
need to be as comparable as the
guideline public companies
used in a Market Approach.

a) Input the ticker symbols of the
selected guideline public com-

panies, the appropriate risk free
rate, a size premium for each
guideline public company (us-
ing SBBI or a Duff and Phelps),
and an Equity Risk Premium
(again using SBBI or Duff and
Phelps). With this information
(and certain other easily ob-
tained information) the BP Cal-
culator will provide the SCRP
for each guideline public com-
pany you selected.

b) Use the statistical data provided
by the BP Calculator to deter-
mining the appropriateness of
each of the guideline public
companies.

c¢) Determine whether leverage of
the guideline public companies
require you to do the “unlever
thing” that we all enjoy. If so,
make the necessary calculations.

d) Obtain the 10K for each guide-
line public company you se-
lected and identify the specific
risk factors faced by that public
company.

e) Hopefully the SCRPs deter-
mined by the BP Calculator will
“bracket” (some larger and
some smaller than) the subject
company. In situation when the
SCRPs of the guideline public
companies are all greater than
or less than the expected range
of the SCRP for the subject
company, in the very least, you
are provided with a floor or a
ceiling and also some solid
benchmark market data.

II. Compare the specific company
risk factors of the subject com-
pany to each guideline public
company and decide whether
the SCRP for your subject
should be larger or smaller than
the SCRP of each guideline
public company. If as an exam-
ple, you selected five guideline

public companies, you might
have the following conclusions:

a) Subject Company (SC) is signifi-
cantly riskier than guideline public
company (GPC) number 1, which
has a SCRP of 4% because. ..

b) SC is somewhat riskier than
GPC number 2, which has a
SCRP of 5.5% because ...

¢) And so on.

As you can see, this method still
requires PROFESSIONAL JUDGE-
MENT!

If you are not yet convinced of
the great benefit of the BP Calcula-
tor, some relevant quotations will be
of interest.

“Does such a measure capture
the factors that cause company-
specific risk? If you thoroughly
analyze the risk factors of guide-
line public companies, the esti-
mate of company-specific risk
premium should reflect the mar-
ket’s pricing of these risks. As in
any use of guideline public com-
panies as a proxy, you are de-
pendent on the availability of
good proxy companies and on
the thoroughness of the analysis.
This qualitative approach com-
plements a qualitative assess-
ment of the strengths, weak-
nesses, opportunities, and threats
of the subject company com-
pared to its peers by matching the
subject company, to the guideline
public companies with compara-
ble (not identical) strengths,
weaknesses, opportunities, and
threats relative to their peers.” !

“This model will allow us to de-
termine the total cost of equity
for our guideline companies.
Similar to the application of the
guideline company method, the
analyst can then adjust the cost

(continued on page 11)
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of equity for the differences be-
tween the subject company and
the guideline companies. This
is clearly a great addition to
what we have done in the past.”?

“We used to use Cost of Capital
Quarterly to get an idea of the
cost of equity by standard indus-
trial classification code. We
would-adjust from there. Now,
instead of using the entire indus-
try, we can choose better guide-
line data as a starting point” 3

No question there is more ana-
lyst work involved to obtain this
market date benchmarked result
versus what at least one retired
Judge has told me off the record is
“nothing but a not so scientific wild
apple guess” (of course he was re-
ferring to the other expert).

My friend and worthy adver-
sary, Keith Pinkerton, has demon-
strated to me that virtually every
public company has its own SCRP.
The question then is: why do valua-
tion analysts and noted authors use
zero as the starting point for the
SCRP in the Build Up Method?

Another interesting by product
of the BP Calculator is a tailored,
guideline public company specific

beta for use in a Capital Asset Pric-
ing Model.

The BP Calculator is available
for a limited time offer from
www.bvresources.com for new sub-
scribers for $125 a year or $49 for a
single search. The regular price is
$225 per year.

I’1l close with another relevant
quote:

“It essentially is a market ap-
proach twist to the income ap-
proach. In summary, we recom-
mend reviewing public
company’s Forms 10-K to focus
on disclosures related to com-
pany-specific factors. Depend-
ing on the degree to which your
private company faces the same
or similar risks, you can place
your private company some-
where within, or above or be-
low, the calculated benchmarks.
This is no different than select-
ing an appropriate multiple for
a private company from com-
parison to public benchmarks.
In our opinion, this is exactly
the type of direct comparison to
data that the courts are demand-
ing appraisers perform.”*

Paul French is a litigation and valu-
ation shareholder of Lain, Faulkner
& Co., PC., located in Dallas, Texas.
His focus is on Forensic Accounting,
Business Valuation, and Litigation

Support. His testifying experience
includes cases concerning damages,
legal and business valuator
malpractice, fraud, lost profits,
business valuation, marital
dissolution, shareholder oppression
and other financial matters. He was
the Chairman of NACVA’s Executive
Advisory Board (2008-2009) and is
the Chairman of the Texas Society
of CPA’s statewide Business
Valuation, Forensics and Litigation
Services (BVFLS) Commiittee
(2005-2009). He has been Court
appointed as an Expert in 7 Texas
Counties. Mr. French can be reached
at 214-720-7558 or at
pfirench@lainfaulkner.com.

1 Pratt and Grabowski. Cost of’
Capital: Applications and
Examples. 3rd Ed. Hoboken, New
Jersey: John Wiley & Sons, Inc.,
2008, page 236

2 Trugman, Gary R. Understanding
Business Valuation: A practical
Guide to Valuing Small to Medium
Sized Businesses. 3rd Ed. New
York, NY: Linda Prentice Cohen,
2008, page 372

3 Ibid.

4 Peter Butler, ASA, CFA and Keith
Pinkerton, ASA, CFA. “Using the
Butler Pinkerton Model ™- Total
Cost of Equity and Public
Company Specific Risk
Calculator™ Questions from
Participants”, Business Valuation
Resources Webinar, March 6, 2008

TECH TIPS

Protecting Sensitive Data with

Whole Disk Encryption (Part 1 of 2)

BY JOSEPH HENDERSON

Encryption of electronic data
has received a significant amount of
attention in the last few years and
justifiably so. Many people do not

realize just how vulnerable and un-
protected their confidential data
may be. One stolen laptop may be
enough to put a company out of

business. However, data can be pro-
tected on computer hard drives
though the use of encryption.

(continued on page 12)
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While there are many methods
of encryption, including e-mail en-
cryption and file encryption, we will
focus on whole disk encryption, its
application, and why this method is
critical to protect information on
laptop computers.

Vulnerability of Laptop
Computers

Laptops are increasing in popu-
larity and their portability is essen-
tial for business travelers and busy
professionals. The number of data
breaches caused by stolen laptops is
disturbingly high. It is estimated
that one in ten laptop computers are
stolen each year. Most businesses
underestimate the risk involved.
First, the number of laptops stolen
or misplaced each year is signifi-
cant. Second, the ease by which
data can be acquired from laptops
may be considered relatively sim-
ple. Third, there are various Federal
and State laws that involve manda-
tory obligations for companies to
notify consumers of such a breach
of data.

In order to understand the mag-
nitude of the thefts or losses, con-
sider the following statistics:

» Safeware Insurance Agency, a
Columbus, Ohio based company
that specializes in hardware insur-
ance, indicated that more than
600,000 laptops were reported
stolen or lost in 2004, totaling an
estimated $5.4 billion in theft of
proprietary information. (Source,
Safeware Insurance Group, 2004)

* Electronic Data Systems Corpora-
tion and Gartner both estimate that
10% of laptops are lost or stolen each
year. (Source, Gartner Group, 2002 /
Electronic Data Systems Corp.)

* InfoWorld reported, in October
2004, estimates among industry
analysts ranging anywhere from
700,000 to 1 million laptops being
stolen each year.! (Source, In-
foWorld, 2004)

» PC World noted in a May 2004 arti-
cle, based on the 2003 Annual Com-
puter Crime and Security Survey,
that the value of the information in
an average notebook is $250,000.
(Source, PC World, 2004).

In spite of the frequency that
laptop computers are misplaced or
stolen, most companies have taken
little or no efforts to safeguard the
information stored on them. If one
of your laptops was lost or stolen,
how would you determine:

* What data was on the computer?
* The sensitivity or value of the data?

e Whether or not the data was
compromised?

* Whether or not you have reporting
obligations under State or Federal
law?

For most businesses, these are
not trivial questions to deal with af-
ter a loss. Businesses often install
alarm systems to protect physical
records but do little or nothing to
protect electronic records stored on
portable devices.

The Ease in Which Data is
Accessed

The ease in which data can be
accessed on a stolen computer is
alarming. Most individuals feel that
simple passwords on their computers
operating systems or password pro-
tecting files are sufficient. They are
mistaken. Consider two simple ways
to retrieve information from a laptop
where encryption is not installed:

1. Remove the hard drive from the
laptop and attach the hard drive
to another computer. All of the
data is now accessible without
having to bypass an account
password or equivalent obstacle
for that hard drive.

2. Download one of many readily
accessible and free utilities from
the Internet that resets any pass-
word on the computer. Once the
password is reset, start the com-
puter and access the data without
a password.

Acquiring data using either of
these two methods requires very
limited computer knowledge. Any-
one who has installed a hard drive in
a computer or downloaded a utility
and created a CD is capable of em-
ploying these methods.

Reporting Obligations for
Data Compromise

Various State and Federal laws
require notification to affected par-
ties if certain types of protected data
are believed to be compromised. The
laws vary in what is considered “pro-
tected” data and specific reporting
obligations; however, they all include
severe penalties for non-compliance.

Two Federal laws that may dic-
tate a business’s obligations follow-
ing a breach of data are the Fair
Credit Reporting Act and the
Gramm-Leach-Bliley Act. Both of
these acts have severe criminal and
civil sanctions for noncompliance.
Most states have similar laws that
require compliance. Companies are
usually obligated to make immedi-
ate notification, offer credit moni-
toring to consumers for one year,
and take corrective action to prevent
a similar breach.

The loss of a laptop can be in-
consequential when compared to the

(continued on page 13)
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potential damage caused by a data
breach. Losses may include damage
to a company’s reputation, loss of
customer confidence, loss of compet-
itive advantage, compromised trade
secrets, and impact of stock value.
The cost of defending against likely
litigation is also a consideration.

It is strongly recommended that
you research the applicable data
compromise laws in your jurisdic-
tion so that you may prepare contin-
gency plans in the event of data
compromise.?

Consider the following scenarios:

* Your company, the WIDGET
COMPANY, subcontracts services
to ACME. An ACME employee
loses a laptop with WIDGET
COMPANY data that requires no-
tification to WIDGET COMPANY
customers, employees and ven-
dors. Who has the legal obligation
to notify these parties and who is
liable for the compromise?

e The WIDGET COMPANY out-
sources its e-mail services to the

ISP COMPANY. The ISP COM-
PANY has a compromise which af-
fects WIDGET COMPANY e-mail
accounts. Who has the legal obli-
gation to notify affected parties and
who is liable for the compromise?

Is there really a need to protect
data and report compromises? The
answer, obviously, is an emphatic
“yes.” Certainly, information and
data are valuable commodities today
and parties interested in paying for
information may include competi-
tors, information brokers, and or-
ganized criminals.

Whole Disk Encryption as
Part of the Solution

Whole disk encryption (WDE)
will not solve every data compro-
mise dilemma. For example, it will
provide little or no value for a run-
ning system that has been exploited
by malicious software (malware),
trojans, worms, or viruses. How-
ever, it is a very useful tool and so-
lution to combat data compromise
via theft or loss of computers that
are powered down.

With WDE, even if a laptop is
lost or stolen, the data is reasonably

assured to be safe. While there is
still a loss of physical hardware,
your data is not compromised and, if
you have diligently backed up your
data, there will be minimal or no
disruption to your business. Part 2
of this article explains, from a con-
ceptual perspective, how whole disk
encryption works.

Joseph Henderson is the Senior
Computer Forensic Analyst at
Information Network Associates,
Inc. (INA), an investigative, security
and protective consulting company
that provides a broad range of serv-
ices to reduce risks, solve problems
and gain results. He can be reached
at jhenderson@ina-inc.com or 800-
443-0824 or visit www.ina-inc.com.

1 InfoWorld, “ThinkPad with finger-
print reader is introduced”, Oct. 4,
2004.
http://www.infoworld.com/t/hardwa
re/thinkpad-fingerprint-reader-
introduced-327

2 National Conference of State
Legislatures: State Security Breach
Notification Laws
(http://www.ncsl.org/default.aspx?
tabid=13489)
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Chapter 11 Restructuring 101: (The Financial
Expert’s Role in the Plan Confirmation Process)

BY €D HARRON, €SQ. AND MICHAEL CIANCI, ESQ.

Financial experts are integral to
the Chapter 11 process. Indeed, ac-
countants, analysts, investment
bankers, tax advisors, and financial
advisors who provide a full range of
financial services including business
valuation, restructuring analysis, the
development of long-range business
plans and projections, expert testi-

mony, and various accounting services
all are routinely utilized in the bank-
ruptcy context. This article provides a
high level summary of the role of fi-
nancial experts in the context of Chap-
ter 11 restructuring and litigation.

As a company embarks on the
Chapter 11 process, the seminal is-
sue almost always is what to do

with the company’s business. The
primary options include restructur-
ing the balance sheet and/or the
business or liquidating the com-
pany’s assets. To make this deci-
sion, the company relies heavily on
input from its counsel and its finan-
cial advisors.

(continued on page 14)

Copyright 2009 NACUA, sponsors of the CFFA designation

Page 13




Litigation Forensics Board of NACUA November 2009

Restructuring 101

(continued from page 13)

Step one in the process of deter-
mining whether and how best to re-
structure, is to develop a go-forward
business plan. The business plan is
fundamental to projecting the com-
pany’s long-term financial position.
Part and parcel to the long term
planning process is evaluating how
a company can best improve opera-
tions. The company and its counsel
will rely on the financial advisor to
analyze the profitability of the com-
pany’s business segments and its
product/service lines. This process
may result in a determination by the
company that certain prod-
uct/service lines are unprofitable
and therefore should be eliminated.
The financial advisor’s expertise in
this regard will guide the company
through the important considera-
tions of how the company can im-
prove its business and the extent to
which the company can generate
revenue, profits and cash flow and
will answer the ultimate question of
whether or not the company can
successfully consummate a Chapter
11 reorganization.

Once the operational and strate-
gic aspects of the business plan are
addressed, the company looks to its
financial advisor to forecast the pro-
jected financial performance of the
reorganized company. Financial
projections are obviously essential
for the reorganized company’s busi-
ness plan. These projections gener-
ally encompass estimated future
revenue, expenses, and the com-
pany’s ability to service debt. The
financial projections will present
the proposed capital structure of the
reorganized company and determine
whether or not the company’s pro-
posed reorganization plan is feasible
given projected cash flow. If the
company’s projected cash flow is in-
sufficient, reorganization may not
be a viable option.

After the company has devel-
oped a business plan and a reorgan-
ization strategy, financial experts
remain in the forefront of the reor-
ganization process. Investment
bankers may be utilized to assist in
the marketing and sale of non-core
assets. And through the process of
educating various parties in interest
regarding the viability of the com-
pany’s business plan, financial ad-
visors often play an essential part in
the process of obtaining the lender,
vendor and equity holder support
that may be necessary to consum-
mate a Chapter 11 reorganization.

On the other hand, if the com-
pany, with the advice of its financial
advisor and counsel, ultimately de-
termines that reorganization is not a
viable option, the company may opt
to pursue a sale of all of its assets,
either as a going concern or in a
“fire sale.” Financial advisors (and
potentially investment bankers) play
a critical role in the decision of
whether the company pursues reor-
ganization or a sale.

Expert Testimony

Another predominate role of
financial advisors in the Chapter 11
reorganization process is providing
expert testimony. “Feasibility” is
among the factors a debtor must
prove to the satisfaction of the
court as a prerequisite to the court
confirming its plan of reorganiza-
tion. The debtor may utilize the ex-
pert testimony of its financial advi-
sor to demonstrate to the court that
its reorganization will succeed, i.e.,
that the reorganized company is
likely to successfully implement its
business plan and, in so doing, will
generate sufficient profits and cash
flow to meet its obligations under
the Chapter 11 plan. The financial
advisor may be used to provide tes-
timony to establish the reasonable-
ness of the debtor company’s finan-
cial projections and the reliability
of the assumptions underlying

those projections. As with any type
of expert testimony, the Court will
carefully consider the experience
and credibility of the financial ex-
pert, and objecting parties may
challenge the methodology utilized
by the expert in developing his or
her expert opinions.

Objecting parties may offer tes-
timony from their own financial ex-
perts to oppose the plan of reorgan-
ization by demonstrating that the
plan is unrealistic and not feasible.
In so doing, the objecting parties’
financial experts will challenge the
debtor’s financial projections and
assumptions. A good example of
such a strategy is discussed in the
case of In re Nellson Nutraceutical
[http://www.deb.uscourts.gov/Opin
ions/2007/Nellson.pdf]. There, the
objecting creditor parties offered
the testimony of three financial ex-
perts to show that the enterprise
value of the company offered by the
debtors’ expert was unrealistically
high. In re Nellson Nutraceutical,
Inc., 2007 Bankr. LEXIS 99, at *54
(Bankr. D. Del. Jan. 18,2007). This
testimony highlighted for the court
that the Debtors’ enterprise valua-
tion did not reflect “management’s
best and most honest thinking” but
rather was an attempt to bolster the
perceived value of the company. Id.
at *61.

Liquidation

Despite their well-defined roles
in the Chapter 11 reorganization
process, financial experts’ role in the
Chapter 11 liquidation context is less
settled. For example, when a debtor
pursues a sale of its assets through
the bankruptcy process, a key issue is
whether the consideration paid to the
debtor’s estate is fair and reasonable.
One might assume that the valuation
of financial advisors would factor
into that determination. To the con-
trary, courts have held that it is the
market, rather than expert financial

(continued on page 15)
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opinion, that is the best indicator of a
company’s value. In re SubMicron
Sys. Corp., 432 F.3d 448 (3d Cir. Del.
2006). Therefore, so long as the mar-
ket is operating efficiently, it sets the
sale or “liquidation” value of the
debtor’s assets. However, an invest-
ment banker can play a key role in
marketing a debtor’s assets and pro-
viding expert testimony on whether
the sale process appropriately tested
the market.

Conclusion

Financial experts are key pro-
fessionals in a Chapter 11 case.

Whether assisting in a debtor’s re-
structuring strategy, working to
market a debtor’s asset, or provid-
ing expert testimony, he or she
adds value to the debtor’s profes-
sional team.

Ed Harron is a partner in the
Bankruptcy and Corporate
Restructuring Section of Young
Conaway Stargatt & Taylor,
LLP. Mr. Harron focuses on
corporate restructurings and
mass tort insolvencies, routinely
advising debtors, lenders, and
mass tort future claimants
representatives in out-of-court
workouts, complex foreign

and domestic restructurings,
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pre-planned bankruptcies, and
Chapter 11 cases.
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