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INTRODUCTION

Contested hearings on business valuations occupgad deal of a bankruptcy
court's time. In the past, issues of valuatioraibankruptcy case or adversary
proceeding were regularly negotiated, compromised], stipulated to; rarely did
the parties actually litigate the issue of valuatioTimes have changed. Issues of
valuation are now hotly contested. Increasinghgse hearings are spread over
weeks or months. Attorneys, financial advisorspawound managers, and experts
on the valuation of businesses are becoming makigticated in the developing
sub-discipline of valuing distressed busineds€sntested hearings on valuation
have thrust courts into the maelstrom of assedsiagelevance and reliability of
the contested testimony of experts as requirechbySupreme Court holdings in
Dauberf andKumho Tire®

'For example, organizations like the Associationlmgolvency and Restructuring Advisors (AIRA)
maintain a certification in distressed businessa@bn (CDBV) that includes passing a comprehensive
series of examinations, extensive business valuatperience, and a satisfactory peer review ofpsesrof
valuation work product.

2 Daubert v. Merrell Dow Pharm., Inc., 509 U.S. 5397 (1993) (holding, pursuant to Rule 702, judges
must ensure expert testimony is rooted in relifdnledation and is relevantyeeFeD. R.EvID. 702 (stating
expert testimony admissible if assists trier oft fimcunderstanding evidence or determining factssiles,
and if testimony arises from "reliable principleslanethods"); Daniel J. CapfBheDaubertPuzzle 32 Ga.

L. REv. 699, 747 (1998) (summarizing all expert testimmupject tdDaubert"gatekeeping function," must
be reliable "or else it is not helpful within theeeming of Rule 702").

® Kumho Tire Co. v. Carmichael, 526 U.S. 137, 1389@) (holdingDaubert "gatekeeping" obligation
applicable to all expert testimony as Rule 702 does differentiate between scientific and other
knowledge). See Robert J. Goodwin,The Hidden Significance of Kumho Tire Co. v. Cahae 52
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Meanwhile, in bankruptcy, time is monéywaluations often present time-
sensitive situations. For example, the confirmmaiof chapter 11 plans often turn
in large part on the value of the reorganized debitas not unusual for most, if not
all, constituencies to be represented by their omumsel and to have retained their
on experts on valuation. Momentum builds as soaréigs push to confirmation
and others push back. If the debtor was or maguidicly traded, markets watch
impatiently in an effort to gauge ownership, cohtrand the direction of the
business. However, at some stage in the chapteadd, the push to confirmation
has to be checked by due process. Within thaegsydankruptcy courts are bound
by the Supreme Court's insistence that federdldoarts must act as tough-minded
gatekeepers in excluding irrelevant or unrelialXpegt testimony.Daubertand its
progeny have prompted bankruptcy courts to becamnelefss willing to admit
purported expert testimony over objection. In past, some bankruptcy courts
allowed expert testimony without sufficient concdan its reliability or even its
relevance. The rationale for admitting this evitkewas that any objections went to
the weight and not the admissibility of the eviden®ot so any longer.

This article, the sequel to our earlier publisheitie,” examines the approach
of the bankruptcy courts to expert testimony omatbn. There, we focused on the
procedural underpinnings for admitting the testignasf experts on financial
matters in bankruptcy cases and demonstrated Dewbertand its progeny have
slowly but steadily shifted the bankruptcy couftsus to admissibility of expert
testimony. We introduced the du@laubert requirements of reliability and
relevance in the context of bankruptcy cases.h#t article, we developed both a
procedural model and judicial "best practices" durassing the perplexing issues
presented by the testimony of expert witnessesainkfuptcy cases. Given the
practices of bankruptcy courts in presiding overtested hearings, we envisioned a
vigorousalbeit limited role forDaubertchallenges as a realistic matter, recognizing
that the financial testimony of experts that wasleked undeiDaubertwas and
would be the exception and not the rule. We nobedlyever, that the growing
commitment to the standard Dhubertsignaled a sea-change in how federal courts
must address the testimony of expert withesses. loNger approaching expert
testimony from the perspective of deference torédevant expert community, the

BAYLOR L. REV. 603, 611-12 (2000) (notir@aubertrequired trial judge to determine if expert's atifec
evidence was reliable, bitumho Tireextended reliability requirement to all expert&pdrew I. Gavil,
Defining Reliable Forensic Economics in the PDstibert/Kumho TireEra: Case Studies From Antitryst
57 WasH. & LEE L. Rev. 831, 846 (2000) (explaininglumho Tire established judge "gatekeeping"
obligation applies to both scientific and all otspecialized knowledge).

* SeeDaubert 509 U.S. at 597 ("Law . . . must resolve dispiiteslly and quickly."); United Sav. Ass'n
of Tex. v. Timbers of Inwood Forest Assoc., L{th re Timbers of Inwood Forest Assoc., Ltd.), 793 F.2d
1380, 1405 (5th Cir. 1986)ff'd, 484 U.S. 365 (1988) (noting Congress enacted Bahty Code
provisions to spur quick resolution of reorganiaatproceedings); Acequia, Inc. v. Clintfin re Acequia,
Inc.), 34 F.3d 800, 808 (9th Cir. 1994) (pointing to ediped and equitable reorganization as interrelated
goals of chapter 11 business reorganization cases).

®Stan Bernstein, Susan Seabury, and Jack F. Willifihe Empowerment of Bankruptcy Courts in
Addressing Financial Expert Testimoi®0 Av. BANKR. L.J. 377 (2006).
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courts must now assess whether the qualified experoviding testimony that (1)
will assist the trier of fact, (2) is relevant, a(®) is reliable. We observed that
although numerous factors have been generated theicourts in this critical task,
the overriding thrust of the dual requirementsatiability and relevance iDaubert

is as clear as it is sensible. First, tests afuahce measure the nature of the fit
between the testimony offered by the expert witraexs the issues in play against
the general threshold of admissibility of the t@siny of the expert to answer the
guestion: will the testimony offered assist thertf fact? Relevance itself requires
an understanding of the precise question beingdaske example, is the business
debtor insolvent under an adjusted balance shewbagi at the relevant time?
Moreover, the requirement of relevance ensuresttiatfit among the facts, the
methodology, and the opinion of the expert is reabte. Furthermore, the
requirement of reliability ensures that the assimngt exercises in discretion,
methodology, process, and results square with &wglisite skill, training, or
experience that experts in the relevant field pessaVe further observed that this
multi-prong approach to admissibility responds e natural inquiry of whether
"the expert knows whereof he speaks."

In Part | of this article, we begin with an abbeged discussion of the new role
envisioned by the Supreme Court for federal coadslressing the introduction of
expert valuation testimony. In Part Il, we presi@entin abbreviated form several
valuation tools employed by valuation experts innkvaptcy cases. After
introducing the basic tools, we construct a methmylo designed to address the
relevance and reliability concerns embodiedDaubert In Part I, we also
emphasize the importance of a business statusmlatgion (what experts refer to
as a determination of the appropriate premise dfiefa early in a case or
proceeding in an effort to frame appropriately thee valuation differences among
the experts and manage the case efficiently andoagically. In Part Ill, we use
valuation cases as narrative to build a betterystdrhow valuation testimony
should square wittDaubert requirements. The narrative is reemerging as an
effective teaching and research tool. It is a refdeavor that put®aubert
practices into context. In this article, we foamsexpert financial testimony in two
recurring contexts: (1) the issue of the insolveméythe debtor in avoidance

®See, e.g11 U.S.C. § 101(32) (2006) (insolvency as financaidition exists where "the sum of . . . [the]
entity's debts is greater than all of such entjiytsperty at a fair valuation . . . .").

"SeeDaubert 509 U.S. at 580 (stressing "knowledge," undereRi@2 reliability requirement that expert
testimony "pertain to scientific knowledge," indiesa expert knowledge in body of facts and ideas);
Sagamore Park Centre Assoc. Ltd. P'ship v. SagaRemleProps.l re Sagamore Park Centre Assoc.), 200
B.R. 332, 341 (N.D. Ind. 1996) (stating rule unBaubertrequires court to determine if expert testimony is
reliable); Bammerlin v. Navistar Int'l Transp. CqrB0 F.3d 898, 901 ("A district court judge shoakbure
himself, before administering expert testimonyt the expert knows whereof he speaks.").

® The use of different terms characterizing the sémieg is common in parallel or overlapping distips.
Throughout this article, we will strive to pointtosuch areas where bankruptcy attorneys and cuilitase a
term that would typically not be used by a valuagxpert describing the same situation or state.
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actions; and (2) the total enterprise value (orinass enterprise value) of the
reorganized debtor in contested chapter 11 confiom&earings.

The story we tell draws from the developing bodyast on valuation. Courts
have been developing a level of understanding aatdinity that is quite impressive.
Attorneys and experts have also developed a mophidizated approach to
valuations, often prodded by well-meaning courtenfon "trying to get it right."
In this article, although we are critical in ousclission of the decisions of several
bankruptcy courts that have addressed Diagibert issues in the context of the
testimony of one or more experts on valuation, ottiques should not be
interpreted as a signal for anything less thanfolimdmiration for those who toil
in bankruptcy. Among the authors, one or moreassgerved or continues to serve
as a bankruptcy judge, restructuring counsel, firdnadvisor, expert witness,
and/or law professor. Our criticisms are intendiednstruct all members of the
business bankruptcy community. They are launchgdoba heartfelt respect for
the institutions and practices of this communityl dhose who work in it and an
acknowledged duty on our collective part to thatitation to seek its improvement.
Thus, bankruptcy judges, as fundamental membettseahstitution whom we hold
dear, may seem to get the brunt of our criticismthis article, but that criticism can
surely be shared among the experts who prepanergports on valuation and the
attorneys who prepare them to testify.

|. DAUBERTGATEKEEPERDETERMINATIONS®
A. DaubertStandard

In Daubert v. Merrell Dow Pharmaceuticals, Iff€.the Supreme Court
addressed the question of the admissibility ofirtesty of experts in federal court.
Initially, the Court discussed the application lné tFederal Rules of Evidence to the
admissibility of this kind of testimony and the eéadf the district court in reaching
that determination The Court ruled that the standard for admissibilinder the
Federal Rules of Evidence was a liberal one undectwall relevant evidence is
admissible, with relevance being determined by FedRule of Evidence 40%.

® For a thorough treatment of the procedural historg development of thBaubert standard, see our
article, The Empowerment of Bankruptcy Courts in Addressingncial Expert TestimonypeeBernstein et
al., supranote 5, at 380-92. Parts of this section have beemwed from such articl&eeBernstein et al.,
supra note 5, at 380—-92see alsoFrye v. United States, 293 F. 1013, 1014 (D.C. €823) (defining
"general acceptance" standard where issues arevittoh range of common experience or knowledge,
witness testimony skilled with special experienc&mowledge is admissibleut see Daubertt09 U.S. at
589 (holding "general acceptance" rule unBigre not assimilated into Federal Rules of Evidence raotd
applicable in federal trials).

%509 U.S. 579 (1993).

d. at 587-88.

12|d. at 587 (referring to relevance standard definedeurRules 402 and 401 as liberalbFR. EVID.
402 ("All relevant evidence is admissible . . ; F¥D. R. EviD. 401 (defining relevant evidence as evidence
tending to "make the existence of any fact thaifisonsequence to the determination of the actionem
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The Court went on to say that the Federal RuleBvidence contained a specific
provision, Federal Rule of Evidence 702, goverriimggtestimony of experts, noting
that the rule did not include any reference to, dior it incorporate the "general
acceptance" standard, which would be adverse tdiltkeal thrust of the main

themes of the Federal Rules of Evidéfice

In Daubert,after determining that the Federal Rules of Evidegaverned the
admissibility of the testimony of experts, the Qaostated that the trial court must
ensure that scientific testimony is batevant and reliable.** For evidence to be
relevant, it must relate to an issue in the casg assist the trier of fact in
understanding evidence of a fatThus, the guestion of relevance is one of "fit,"
that is, does the evidence offered fit into thepgcof the questions presented by the
case? If the evidence is relevant so as to assist ibe of fact, the trial court must
next determine whether the proffered evidenceliahie!” Among the factors to be
considered when determining the reliability of &stific theory or technique are:
whether it can be or has been tested; whetherhtberyt or technique has been
subject to peer review or publication; the knownpetential error rate; and the
general level of acceptance of the theory or tepiet?’

In summary, the Supreme Court iDaubert embraced a more direct,
confrontational approach to the issue of admisgibibf expert testimony.
Although going a long way in determining the appraje standards for the
testimony of experts on scientific matters, ther8opm Court limited its decisions
to such matters, leaving "technical or other spieeid knowledge" for another
day.lg Thus, in footnote 8 t®aubert the Supreme Court stated "Rule 702 also
applies to ‘'technical, or other specialized knogéedOur discussion is limited to
the scientific context because that is the nattitheexpertise offered her& That

probable or less probable than it would be witltbetevidence").

2 Daubert 509 U.S. at 588 (rejecting inclusion of "genemateptance” standard into Federal Rules of
Evidence, especially since Rules do not mentioméga acceptance"SeeFeD. R. EviD. 702 (stating
testimony from expert witness having specializedwedge is admissible if "(1) testimony is basedmp
sufficient facts or data, (2) the product of rele@principles and methods, and (3) the witnessapatied the
principles and methods reliably to the facts of ¢hse");see alsdBeech Aircraft Corp. v. Rainey, 488 U.S.
153, 169 (1988) (explaining expert opinion testimoot limited to specific issues, and refusingriteipret
Rules in manner "contrary to [its] liberal thrust")

4 Daubert 509 U.S. at 589-90. (establishing Rules requidgé to ensure any evidence, including
scientific testimony, is relevant and reliable).

51d. at 591 (referring to Rule 702 in explaining requient that expert testimony assist understanding of
evidence goes to issue of relevan@eFeD. R. EviD. 702 ("If scientific, technical, or other speciaid
knowledge will assist the trier of fact to undemstahe evidence or to determine a fact in issusitiress
qualified as an expert by knowledge, skill, expecis training, or education, may testify thereto ."); see
also United States v. Downing, 753 F.2d 1224, 1242Q8d1985) (reading relevancy requirement stated in
Rule 702 includes considering whether expert testyrs sufficiently connected to facts so as tojaigl in
determining factual disputes).

'®Daubert 509 U.S. at 591.

71d. at 593-94 (discussing considerations of religbiticluding testing, peer-review, potential forarr
anlg general acceptance of theory or technique).

Id.
91d. at 590 n.8.
2.
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mischievous footnote led some to argue that thdihglin Daubertwas limited to
the testimony of an expert in some field of sciefic&Vhether theDaubert
requirements should be extended to include all $oofrexpert testimony was left to
another day.

That day came quickly. IKumho Tire Company, LTD. v. Carmichégthe
Supreme Court addressed the applicability of@aebertholding to "technical or
other specialized knowledg&'In that case, the Court held that all expert nesiiy
provided under Federal Rules of Evidence 702 wdgestito the same kind of
analysis by the "gatekeeper" required uriblaubert® The Court further noted that
the purpose of the gatekeeper function as requise®aubertis to "ensure the
reliability and relevancy of the expert testimoRyThus, the test must be a flexible
one, allowing the judge discretion in reaching aatesion about the testimony in
question. "That is to say, a trial court shouldsider the specific factors identified
in Daubert where they are reasonable measures of expenntesti'®® With this
holding, the Court determined that for all expeestimony, the burden of
determining relevance and reliability had completehifted from the alleged
professional standards of the "relevant commurtibythe sound discretion of the
trial judge as imbued byaubert.

B. Court's Role

The Daubert challenge is multi-faceted. Initially, a court shudetermine
whether an expert iqualified to offer an opinion. After a court has determirieak
the expert is otherwise qualified, the court mustednine whether the testimony
offered by the expert is bothelevant and reliable. These related inquiries
nonetheless should be addressed separately bpuhte dhe purpose of qualifying
an expert is to ensure that the trier of fact msaed in its duty by a competent and
gualified expert with the relevant knowledge, eigmce, education, certification,
or other credentials where scientific, technicalptherwise specialized testimony
may be necessary. A wholly distinct purpose @faaiberthearing is to determine
whether the proffered expert testimony is relewanthe issues as framed by the
parties and rests on a reliable foundation. Theyseeking to call an expert has
the burden of establishing by a preponderance @f ¢widence, both the
qualification of the expert and the relevance ailidlbility of the expert's testimony.

2 See generallyJliman-Briggs, Inc. v. Salton/Maxim Housewares,.Ji¢o. 92 C 680, 1996 U.S. Dist.
LEXIS 13621, at *8-9 (N.D. lll. Sept. 16, 1996) (setthogth the argument that the "valuation of a busines
is not a matter of scientific knowledge," and thos subject tdauber).

2 526 U.S. 137 (1999) (affirming district court'scif#on granting summary judgment in favor of
defendant tire manufacturer and distributor in piaid liability suit and finding trial court did nabuse its
discretion in excluding expert testimony on manteing defect).

2d. at 141.

2\d. at 147.

*|d. at 152.

% |d.
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C. Relevance and Reliability

Initially, a trial court must determine whether thestimony offered by the
expert is Yelevant to the task at hand™Thus, a court must concern itself with
whether an expert's reasoning or methodology caprdyeerly applied to the facts
before the court. In this context, relevance ignaasure of how well the
methodology "fits" the facts of the case. In otiverds, does the expert testimony
seek to address the precise question of intergékettrier of fact?

Once relevance has been established by the pdenyngf the testimony of the
expert, the court then turns to the questiorebbility.” In assessing the reliability
of a proffered expert's testimony, a court's inguinderDaubertmust focus, not on
the substance of the expert's conclusions, but bether those conclusions are
generated by a reliable methodology. Daubert,the Supreme Court set out a list
of non-exclusive factors the trial court may coesiih determining whether an
expert's reasoning or methodology is religbl&he Supreme Court never insisted
that these factors were intended to be either estivauor applicable in all
situations. Rather, the purpose behind the adi@n of the factors was to serve as
a touchstone when a court confronts the testimdrgnoexpert. A review of the
cases reveals that courts have appropriately addideDaubertlist.*

These factors guide discretion; they do not repiac&hus, a court enjoys the
same "broad latitude" in deciding the "reasonabkasures of reliability in a
particular case" as it does in reaching its ultandétermination of reliability* In
short, the test of reliability is a flexible andhfttional one. The Supreme Court has
been adamant that the factors set fortibaubertdo not constitute a "definitive
checklist or test® No single factor is necessarily dispositive of thkability of a
particular expert's testimony. Moreover, we agree "[a] review of the case law
after Daubert shows that the rejection of expert testimony s éxception rather
than the rule® In embracing its role as gatekeeper in the contéxexpert
financial testimony, courts have identified two ageof particular concern worth
further investigation: (1) the sources of facts dath employed by an expert; and
(2) any systematic bias in forming the opinion.

2 Daubert v. Merrell Dow Pharmaceuticals, Inc., 508579, 597 (1993).

2 geesupranotes 14—18 and accompanying text.

* Daubert 509 U.S. at 593-94

%0 For a thorough discussion of the factors courtg ctesider on the question of reliability, see Béem
et al.,supranote 5, at 403-11.

%1 Kumho Tire 526 U.S. at 142, 153.

321d. at 150 (quoting Daubert v. Merrell Dow Pharm., Ji5Q9 U.S. 579, 593 (1993)).

% Fep. R.EvID. 702 advisory committee’s note (2000).



2008] SQUARING BANKRUPTCY VALUATION PRACTICE 169

1. Sources of Facts and Data

Some courts have stated that an opinion offeredrbgxpert based solely on
the expert's client's data is not reliabfi@ther courts have found such opinions
reliable because they considered the source oftdaga to the weight rather than
the admissibility of the evidend@In the context of a financial expert, the source
documents are generally available (or can be reddpmeconstructed) and little
debate turns on the underlying d¥t®ata of interest for purposes of valuation may
include weekly projections of cash flow from thetedaof the filing of the
bankruptcy petition to the date of the valuationtual cash flows compared to
budget through valuation date along with explamegtiofor any variances;
consolidated and consolidating budgets for thevegleperiod, including projected
balance sheets; consolidated and consolidatingeqtesj cash flows; projected
changes in financial position and projected incoassumptions used for preparing
the projections, cash flows, balance sheets arariacstatements; complete sets of
relevant financials, including the balance shaatsgme statements, and cash flows
(consolidated and consolidating); historical finahénformation on an entity by
entity basis; projections and cash flows preparedan entity by entity basis;
amount and description of projected intercompaagdactions by debtor and non-
debtor entities; description of the cash manageragstem and the controls over
intercompany transactions; monthly financial pa@sagprovided to senior
management and the board for the relevant periaggkidown and description of
historical and projected capital expenditures (CAROt the relevant period plus
projected CAPX in the projections; copies of anggantations to the board of
directors during the relevant period; any informaticoncerning any bona fide
offers or indications of interest to purchase armysitless unit, or the target
company, portions of the target company's busioessibsidiaries since the current
owners purchased the target company; any comparafdempanies and

% SeePestel v. Vermeer Mfg. Co., 64 F.3d 382, 384 (8ith 1995) (refusing to allow expert to rely on
testing done by manufacturer because expert hadevatioped, participated in, nor supervised tektisee
also Clay v. Ford Motor Co., 215 F.3d 663, 676 (6th. 2D00) (Ryan, C.J., dissenting) ("While there is a
certain logical appeal to the notion that [a plffietexpert's] opinion must be reliable if it resipon data
produced by the defendant, the notion does notstdtid close consideration.'See generallpouglas R.
Richmond,Regulating Expert Testimon§2 Mo. L. Rev. 485, 510-19 (1997) (discussing appropriate bases
for expert testimony).

% seeBoucher v. U.S. Suzuki Motor Corp., 73 F.3d 18,(2d Cir. 1996) ("Although expert testimony
should be excluded if it is speculative or conjeatuor if it is based on assumptions that areuls@alistic
and contradictory as to suggest bad faith' . herotontentions that the assumptions are unfoulggetd the
weight, not the admissibility, of the testimony.(fitations omitted); Viterbo v. Dow Chemical C826
F.2d 420, 422 (5th Cir. 1987) ("As a general rglaestions relating to the bases and sources okgartes
opinion affect the weight to be assigned that apimiather than its admissibility . . . .'Ijj re Commercial
Fin. Servs., Inc., 350 B.R. 520, 529 (Bankr. N.IxlaD 2005) (discussing how flaws in facts assumed b
expert in formulating opinion do not necessarilyder it unreliable because such flaws often godiglat of
evidence).

% An exception to this rule occurs in instances whiére issues turn on reconstructing the books of a
company engaged in fraud.
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transactions), comparable selection criteria, anghsidered but rejected

comparables; relevant economic and investment diathyding data on interest

rates and required rates of return on various geirelative to their risk; relevant

industry data; information relevant for use in difging any valuation discounts or

premiums to the valuation; adjustments to earnimggore interest, taxes,

depreciation, and amortization ("EBITDA") or otheetrics; and any appraisals of
significant assets or income streams generated $mmarable intangible assets like
intellectual property licensés.

The better view would consider the reliability betsource, whether the source
documents were available, a history of fraud reiggréinancial statements or other
documents generated by the company rendering typamaces of financial data
suspect, the availability of third-party sourcesg fiebtor financial information
where debtor information is suspect, and the cosbltain access to financial
information. Aside from a threshold inquiry whethkis is the type of data relied
on by financial experts, any other challenge to sharce(s) of the data may be
relegated to the weight and not admissibility & tastimony of the expert witness.

2. Addressing Systematic Bias

As traditionally understood, bias is generally ait¢oreserved for cross-
examination. But what can and should judges dbd¥ perceive that a purported
expert's work is infected by the answer the retgintlient needs for its case?
Courts may exclude expert testimony where the éspanalysis is poisoned by
systematic bias in applying the standard methodedogSystematic bias may be so
considerable that it renders any application ofnewe standard methodology
unreliable such that it fails the requirementsDaiubert In particular, an expert
must tread cautiously not to deviate from stangmedtices, but if the expert does
deviate from those practices, the expert must bpased, as discussed below, to
justify that deviation. For example, in a contdstearing on the confirmation of a
plan of reorganization in which the issue of thétdes total enterprise value is
contested, courts expect to hear valuations bagsedaro analysis of three
approaches—the (1) income approach (e.g., discduoésh flow model); (2)
market approach (e.g., guideline company or sintidansaction models); and (3)
asset valuation approach. In some instances,ddefiall three approaches may
not be justified. It is incumbent, however, on theert to explain carefully such
deviations through an objective discussion of #s@sons for the divergence from
standard practices. Another fertile ground fortexysmtic bias arises when the
expert is compensated, in whole or in part, onlthsis of a contingency fee. In

37 see generallyBernstein et al.supranote 5, at 429 (discussing typical financial imfiation to which
financial expert will testify); Susan Jensen-ConklFinancial Reporting By Chapter 11 Debtors: An
Introduction to Statement of Position 9066 AM. BANKR. L.J. 1, 20 (1992) (listing financial information
often found in disclosure statements during barksuproceedings); Thomas J. Millon, Jr. & Shannon P.
Pratt,Valuation of Companies Within Workout and Turnam@ituations WORKOUTS AND TURNAROUNDS
II: GLOBAL RESTRUCTURINGSTRATEGIES FOR THENEXT CENTURY 225, 227 (Dominic DiNapoli, ed. 1999).
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those cases, an expert's compensation is driveotlgioy a favorable outcome of
the matter at hand. Contingency fee arrangememte Ilguickly become fatal;

courts now routinely reject expert testimony whare expert has been retained
under a contingency fee arrangement, a judiciatim@we strongly endorseé.

II. VALUATION—AN OVERVIEW

Valuation is a process of determining the valuamwfasset, both tangible and
intangible, including the value of a businéssA valuation reflects value at a
particular point in time and may change based erptemise and standard of value
employed®? Valuation is both an objective and subjective psscwith many areas
ripe for the exercise of the discretion of an ekpeFundamentally, value is based
on growth, risk, and cash flo#& Although the fundamental concepts of business
valuation hold true when valuing distressed busiess particular facts and
circumstances may require certain adjustments dddi@nal considerations. For
example, although traditional valuation tools aretimdologies may be applicable,
factors such as the impact of cancellation of ineldtes® on net operating losses
and carryforwards (and carrybackd)additional working capital and capital
expenditure needs, volatility and vulnerability edirnings, and the like must be
considered so as to minimize the likelihood of apreeous valuation.

In theory, an expert should be able to explaimdourt the methodology and
factors necessary to perform a valuation in a hagtky context—an aspect
necessary in any case where insolvency is at‘fssuwhere a total enterprise value
of the reorganized debtor is a relevant quesfidor example, when assessing a
proposed cram-down pl&h.n this section, we introduce in an abbreviatednfo
various accepted approaches and techniques inrneg@evaluation of a distressed
company to aid in understanding our discussiomettest practices undeaubert
which we derived from the cases analyzed below.

% See, e.g., In r@neida Ltd., 351 B.R. 79 (Bankr. S.D.N.Y. 2006pya critical of expert witness
retained through contingency fee arrangement).

3% see Association of Insolvency and Restructuring AdwisoCertification in Distressed Business
Valuation Part 3: Application of Business Valuati@oncepts to Bankruptcy and Other Distressed Sitost
1:1 (2008) (materials available with third authdack F. Williams, and with aira@airacira.org) [hieadter
AIRA].

40 Accord11 U.S.C. § 506(a) (2006) (stating value depemdsircumstances).

“1SeeAlIRA, supranote 39, at 1:1.

2 Sedd.

326 U.S.C. § 108 (20086).

4426 U.S.C. § 382 (2006).

“5 Both an avoidable preference action under se&it{b) and a constructively fraudulent transfetoact
under section 548(a) require proof of insolvencyimthe case of fraudulent transfer actions, offtessible
conditions of financial distress in addition toiestead of insolvencyseell U.S.C. 88 547(b) & 548(a).

6 Reorganizational value of the debtor is used ires# situations, including identifying the apprigpe
capital structure of the debtor upon emergenceotiwing with stakeholders toward a consensual
confirmable plan, determining the size of the "fibe distributed to various constituencies, ammlying
with fresh start accounting requiremerg@eeAIRA, supranote 39, at 1:2.

4711 U.S.C. § 1129(b) (explaining cram down proviyio
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A. Introduction

Valuation requires the implementation of a gengraticepted methodology or
protocol?® Although methodologies are varied, those passingten undeDaubert
tend to follow a fairly predictable path. Althoughmore detailed discussion of
methodology is reserved for treatment in the nesdtisn, we educe several
important threshold points here.

In isolation, "value" is an unhelpful word. Gramt¢he fundamental premise on
which all investment decisions are based is thiaevip a potential investor is equal
to the present value of future benefits. Variousthunds may be employed to
guantify the future returns to the investor the parmy may be reasonably expected
to generate and to determine its present value dmsidering the uncertainty
associated with realizing these returns. Nonesiselealue begs context. Context
comes from the purpose for the valuation and thimmate standard and premise of
value employed. Thus, to determine the value dkltor at any given point in
time, an expert should first determine the appedpristandard and premise of
value?® for example the fair market value of the debtoraagoing concern.

%8 SeeDavid S. KupetzValuation Experts, Beware the Gatekeeper! EstalbiistEnterprise Value In
Chapter 11 Reorganization Cas&ANKRUPTCY STRATEGIST (Dec. 2006) (“[V]aluation experts generally
apply essentially the same methodology in detemgieinterprise or going concern value in connectih
a Chapter 11 plan . .. ."); Millon & Pratupranote 37, at 225-26; Israel Shaked & Allen Mich&)uing
the Financially Distressed Firm18 Au. BANKR. INST. J. 34, 34-35 (Apr. 1999) (discussing common
valuation methodology including liquidation and mgpiconcern).

4 The standard or definition of value is driven by heed for the valuation in the first instancdalet, 11
U.S.C. § 506(a) suggests that value is determineight of the purpose for which it serves. Valoati
standards include, among othefair market value(value at which the subject asset would trade sand
between a willing buyer and a willing seller wheottb have reasonable knowledge of relevant facts and
neither is under any compulsion to act, withoutsideration of unforeseeable subsequent eveiisyalue
(statutory standard of value used by courts usuallglving shareholder's appraisal rights or opgires
transactions, without consideration of any postdeation effect)going concern valuénot a value standard
but more appropriately viewed as an assessmentifdss status and a premise of value that assames
business continues as a viable operating ente)piiseestor value(value to a particular buyer/investor
considering his specific circumstances, knowledgih® transaction, and potential synerdggp}al enterprise
value, business enterprise value, or total capitdue (value of fair market value of 100% of the equitys
the market value of the funded debifjuidation value(value from a piecemeal sale of assets, eithesriyrd
or forced);book value(an accounting term for the value of total netegssninus total liabilities on the
balance sheetjninority value(value reflecting an ownership position of lesanttb0%, frequently expressed
as a discount or multiple discountsiintrol value(additional value inherent in a legally contrafjimterest,
reflecting the power of control, frequently expedsas a premium)fair valuation (the legal standard
identified in section 101(32) of the Bankruptcy @dtiat appears to be more process as opposedittsres
based, without consideration of unforeseeable sulese events)intrinsic value (perceived actual value
inherent in the investment based on the fundamehtlacteristics of the investment, generally natkat
driven); andilliquidity value (decreased value because of limitations in theketability of an equity,
usually expressed as a discou@eAlRA, supranote 39, at 1:7-1:9;BCK'S LAW DICTIONARY (8th ed.
2004).SeegenerallyJ. Douglas Bacon & Christopher J. Pet&sunding the Floating Lien Creditor's Safe
Harbor: "Value" and "Prejudice" Under Section 547(B) of the Bankruptcy Code (Part § J.BANKR. L.

& PRAC. 29, 42-44 (1995) (discussing definitions and daads of "value" which affect valuation); Robert
F. Reilly, Ten Elements of the Bankruptcy Business Valuatg&gigAment26 Av. BANKR. INST. J.48, 48
(Mar. 2007) (analyzing how definition of "value" calter valuation process).
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Generally, the expert would consider and employedahiaccepted valuation
techniques: (1) the income approach, usually inféhe of a discounted cash flow
method?’ (2) the market approach, usually in the form a #imilar transaction
method* and the guideline or comparable company methahd (3) the asset
valuation method, usually requiring a comparison assets (including both
severable and nonseverable intangible assets, pfoppate) and liabilitie8®
Typically, an income approach analysis is basedimencial projections of the
debtor. Thus, the value of the subject companybeaastimated by forecasting the
future financial performance of the business amuhtiflying the cash flow that the
business generates. The similar transaction methatysis is generally based on
an expert's analysis of observed transaction nhedtiprevalent in transactions
involving all or most of the various comparable gamies' shares before the
transaction date. The guideline company methodysisais generally based on
observed valuation multiples prevalent in sharegariinvolving minority stakes in

0 The income approach analysis usually takes the fifra discounted cash flow analysis, althouglthén
appropriate circumstances, an expert may employrextdcapitalization method or other metho&ee
generally John CollenReal Estate Valuation Technique® J.BANKR. L. & PRAC. 135, 145-47 (1999)
(discussing income capitalization approach, inelgdtomparing and contrasting direct capitalizatioth
discounted cash flow analysis); Francis G. Conkat,coms in Bankruptcy Valuations Under Title 11 or
www.Snipehunt in the Dark.noreorg/noassets,coWwm. BANKR. INST. L. REV. 417, 420-21 (2001) (stating
income approach to be among most common valuatiethadologies); Robert F. Reillygusiness/Stock
Valuation Discount Related to the Built-In Gainsg)BTax Liability, 22 AM. BANKR. INST. J.42, 42 (Mar.
2003) (asserting most common income valuation aapres to be direct capitalization and discountesth ca
flow analysis).

*1 The transaction method is sometimes referred themergers and acquisition metho8ée generally
Bernstein et al.supranote 5, at 408 (stating "comparable transactiothat¥ to be generally accepted
valuation technique); Conradyupranote 50 (stating market approach to be among o@stmon valuation
methodologies); Reillysupra note 50 (citing market approach as one of comnhweet approaches to
valuation); Shaked & Michegupranote 48.

%2 The guideline company method is sometimes refetoeds the "comparable company method.” The
transaction and guideline company methods are betkions of the market approacBee generally
Bernstein et al.supra note 5, at 408 (stating "comparable company méthodoe generally accepted
valuation technique); Harold S. Novikoff et &/aluation Issues in Chapter 11 Caséd|-ABA 395, 409
(Jun. 2005) (stating there are three principle wasHor determining value including "comparable pamy
analysis"); Reilly,supra note 50 (discussing both "mergers and acquisitiamd "guideline company"
methods under the same "market" approach); ShakiditBel, supranote 48.

% Joshua R. WilliamsBelk of SpartanburgS.C. v. ThompsanAn Overview and Analysis of the
Techniques Employed to Value Minority Interest€liosely Held Corporations In Dissenters' Rights €as
52 S.C.L. Rev. 391, 397 (2000-01) ("The net asset value methdke easiest, most inexpensive, and least
subjective of the three valuation techniques. Hawein its purest form, this method is a poor iatlic of
the closely held corporation's current fair markedue."); Peter D. SantoriVirginia Bankshares v.
SandbergThe Supreme Court Federalism Into the Implied ReRight of Action For Breach of Securities
and Exchange Commission Rule 14A-9. A Taste ofyShonCome?17 DeL. J. COrRPL. 1007, 1021 ("The
net asset valuation method calculates share vgladidrating to a particular share its pro-ratatioorof the
total assets of the concern."); Donald J. Brown &Dniel WatersDissenters' Rights and Fundamental
Changes Under the New lowa Business Corporation 4&tDRAKE L. REv. 733, 751 n.151 ("Net asset
value means the fractional portion, which disséntsiock represents, of the value of the net assdtse
corporation as a going concern. The net asset Natuenethod requires an appraisal of all the cafeor
assets.")
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publicly traded companies on U.S. stock exchang@sally, the asset value method
generally focuses on the value of a company's lyidgrassets.

In determining value, the expert must also deteemwhether the debtor was (or
is) a going concern on the relevant date(s). deiermination will affect, among
other things, the appropriate premise of valuea@imployed by the expert (going
concern or liquidation value, for example) and tadue attributable to any non-
severable goodwill (that is, the income earningepbal of the assets in excess of
total tangible asset and severable intangible assiete), the range of various
multiples used in the valuation, and the relativeght assigned among the three
usual valuation approaches. Generally, the expast determine the value of the
debtor's assets and amount of liabilities usingiagyconcern measure unless it is
more likely than not that the business is a faitedcern, and, thus, a liquidation
measure may be more appropridt&or many of these assets and liabilities, the
debtor's books and records are an important foatce, however the generally
accepted accounting principles ("GAAP") upon whilcly are most likely based do
not govern the valuation for the purposes of vadmat This review should be
followed by consultation with the debtor's managetneften an important source
of relevant informatiori® however, a significant portion of the debtor'sueamay
arise from a consideration of intangible assetsrecorded on the debtor's balance
sheet, an asset greatly discounted or simply rechoweits entirety where a
liquidation measure is employed. Moreover, the @amof liabilities reflected on
the balance sheet may increase or additional iliglsilnot recorded on the financial
statements may be included. Intangible assetshase that, although often not
appearing on a debtor's balance sheet, neverthetggsibute to the business'
earning power. Because balance sheets typicghyesent historical costs rather
than economic values, intangible assets are oftéremtirely accounted for on the
balance sheet. When a debtor's adjusted equiiye valgreater than its book value,
the difference generally reflects the presencenoéeognized intangible assets and
a "step-up" to market value of tangible assets &k appreciated since purchase.
Specifically identifiable intangible assets can lude trademarks, patents,
proprietary technology, customer relationships,pdiep contracts, copyrights, and
computer software that may all lead to competithdvantage and higher value.
Any additional value over and above that of targilelssets and specifically
identifiable intangibles is attributed to goodwill.

B. Methodology
How an expert reaches an opinion, that is, the odetlogy employed, is a key

determinant of reliability. Although the techniguemployed in valuing distressed
businesses are generally understood, their achmications are as much an art,

% American Institute of Certified Public AccountarBaisiness Valuation in Bankruptcy 5 (2002).
%5 Although an important source of relevant inforroaticonsultation with a debtor's management should
not be tantamount to abdication by an expert dféRpert's duties of independence and objectivity.
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drawn from experience, reasoned judgment, andealisar, as a science. These
guantitative tools for valuation are steeped inualitptive space. Thus, identifying
and applying an explicit methodology permits thertrof fact to consider the

reasonableness of assumptions and proceduresdrpant's opinion on value and
indirectly tests for reliability.

In its collective body of knowledge, the Associati@f Insolvency and
Restructuring Advisors ("AIRA") has developed anstard methodology for
valuing distressed business@sThat body of knowledge requires an expert on
business valuation generally to employ the follayumethodology:

1. Define the legal interest valuedGenerally, in the distressed business
context, the legal interest being valued is the mamy, usually referred to as the
total or business enterprise value. Often, thetgdpterest is "out of the money"
and ascribed a zero value, although more casebtigeging that very point as a
precondition to plan confirmation.

2. ldentify the characteristics of the ownershifeiast. This step involves the
identification of the ownership characteristics ofarketability and control.
Marketability is a characteristic that attemptsmeasure the speed at which an
interest can be converted to cash at minimal dbstt is, an asset's liquidity.
Generally, readily marketable assets are perceieete worth more than less
marketable assets, all things being equal. Corgralso perceived to affect value.
Thus, a lack of control is generally perceiveddduce the value of an assit-a-
visits proportionate share, all things being equal.

3. Select a date of valuatioThe selection of a valuation date affects the
universe of data and information available for dataeing the value of a business.
The relevant facts and circumstances considerexhlaxpert in distressed business
valuations include that information that is knowrr@asonably foreseeable as of the
valuation date. Obviously, the frame of facts awdumstances may change over
time. Generally, the date of valuation will depemdthe purpose of the valuation.

4. ldentify the purpose of the valuationNo single valuation method is
universally applicable to all valuation purpose€ontext is critical. An expert
should document the purpose of the valuation; ithet purpose that generally
determines the standard and premise of valuation.

5. ldentify the standard of valuation The appropriate standard of value
depends on the facts and circumstances of eachtiaiu As previously discussed
in greater detail, standards of value include dratnot limited to, fair market value,

%6 SeeAlIRA, supranote 39, at 1:6-1:14. The methodology identifiedtiis article generally tracks the
methodology developed by the AIRA and followed bgny bankruptcy courts. In June 2007, the American
Institute of Certified Public Accountants ("AICPAf3sued guidelines to AICPA members who provide
valuation services. AICPA Consulting Services ExeeuCommittee Statement on Standards for Valuation
Services No. 1, "Valuation of a Business, Busir@asership Interest, Security, or Intangible Ass&hat
Statement generally tracks the methodology discussehe text.See generallyRobert F. Reilly,New
AICPA Professional Guidance on Valuation Stande®ess Best Practice®7 Av. BANKR. INST. J. 1, 42
(March 2008).
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investment value, intrinsic value, fair value, airvaluation Often, the standard of
value is prescribed or influenced by statute, adstrative ruling, or case law.

6. ldentify the premise of valueThe appropriate premise of value, like the
appropriate valuation standard, depends on thes faotl circumstances of the
valuation. Premises of value include going concemiue®” value as a mass
assemblage of asséfsorderly liquidation valué? and forced liquidation valu@.
Factors foreseeable as of the date of valuatiorsidered in determining the
appropriate premise of value include business staurecent history of losses,
operations (business as usual), unusual delaysyimg debts, "COD" basis with
trade creditors, content of communications to trer@elitors, loss of key employees,
economic and industry-specific financial indicatarsarket changes, offers to sell
the company, retention of turnaround professioraald, press coverage.

7. ldentify valuation approachesAs with the standard and premise of value,
the actual valuation approach will depend on tliesfand circumstances reasonably
foreseeable as of the valuation date. Three giynaxepted valuation approaches
are the income approach, the market approach,renddgset approach. An expert
using the income approach generally employs a diged cash flow method,
although that expert may seek to cross-validateabelts using the adjusted present
value ("APV") method. Presently, the APV method n@t been widely accepted
by courts in the valuation of a business. An ekpesing the market approach
generally employs the comparable or guideline compaethod or the similar
transaction method. An expert using the assetoagpr generally adjusts both
tangible and intangible assets to some pre-desidraiindard and premise of value,
depending on the relevant facts and circumstances.

8. Statement of the expert's opinion on valuatidrhe expert should clearly
state his opinion on value, and if more than onleateon approach is used, the
weights accorded to each valuation approach. Tpere may also consider
identifying any tests utilized for cross-validatiohthe opinion. Each basis for the
opinion should be clearly stated.

9. Disclose the sources of information usedll information relied on by the
expert should be disclosed.

The recent opinion idkmerican Classic Voyages Co. v. JP Morgan Chasé&Ban
(In re American Classic Voyages CEACV')® focused on the methodologies for
valuation. There, Bankruptcy Judge Kevin J. Cdregn the District of Delaware
offered a thoughtful approach to valuation. Thétdes sought to avoid alleged
preferential transfers made to several b&AK3 course, one of the elements of the

5" The business is assumed to continue as a viatdeatign with value based on the tangible and
intangible asset's income-generating charactesistic

%8 Assets are not presently producing income asqfan existing business, but, sold in the aggregat
capable of producing income.

* Asset are sold piecemeal with a reasonable tinmasket exposure.

0 Assets are sold piecemeal with less than normatehaxposure, usually as quickly as possible.

1367 B.R. 500 (Bankr. D. Del. 2007).

®21d. at 502.
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prima faciepreference case is that the transfer was maddimteathe debtor was
insolvent® Section 547(f) eases a plaintiff's burden by piimg a presumption of
insolvency within the ninety-day preference pefibd.

What makesACV an interesting teaching case is that Judge Caddfulty
provided both a thoughtful methodology and a soandlysis on the types of
questions that opposing counsel may ask of expénesses in a preference action.
Let us look at what Judge Carey offers us as judagsrneys, experts, and other
bankruptcy professionals.

Initially, Judge Carey reminded us that insolvemtya preference action is
gauged as of the transfer d&téTransfer" is defined in section 101(54) and reéin
in section 547(e) to include every mode of dispasiof an interest in property and,
unsurprisingly, includes a payméftThe important point here is that an expert
assesses, and a court determines, insolvency loastitk facts and circumstances
known or reasonably discoverable as of the trandd¢e; hindsight has no place.
Of course, the well-reasoned expert opinion gelyesdould expand the testing
period prior to the transfer date to develop a motaust financial picture of the
debtor/transferor.

Second, Judge Carey placed the focus of insolvendye actual transferor of
the transfer scrutinized under preference 9%aMthough, the Judge found this point
not an issue IMCV because both possible transferors were solvestjgbue can
cause some disturbance in an otherwise persuagigtepinion. An expert must

3 Seell U.S.C. § 547(b)(3) (2006) (requiring debtor eoibsolvent in order for preferential payment to
be avoidable); 11 U.S.C. § 101(32) (defining insolwy). Although a transfer that "renders" a debtor
insolvent may be an element of a constructivelydrdent transfer, no such indulgence is offeredin
preference action under section 547(b)Sgell U.S.C. § 547(b)(3).

6411 U.S.C. § 547(f) ("For the purposes of this isectthe debtor is presumed to have been insolvent
and during the 90 days immediately preceding the dithe filing of the petition.").

 See In re Am. Classic Voyages (367 B.R. at 502 (declaring issue to be "whetlenes or all of the
Debtors were solvent on the dates of the transfeissue in the adversary proceedings and, toxtene
necessary, whether the Debtors were solvent opetion dates"). To meet the elements of Bankmuptc
Code section 547(b), the solvency of the debtortthesdetermined as of the date of the tranSeeid. at
n.3.

11 U.S.C. § 101(54) (defining "transfer" as—(Aation of lien; (B) retention of title as security
interest; (C) foreclosure of debtor's equity ofeembtion; or (D) each mode, direct or indirect, dinsoor
conditional, voluntary or involuntary, of disposimg or parting with—(i) property; or (ii) an intestein
property). Seell U.S.C. 8 547(e) (redefining when transactiorstiutes transfer).

7 See In re Am. Classic Voyages (367 B.R. at 502-03 ("For the reasons set fortbviel conclude
that the Plaintiffs have not proven, by a prepoadee of the evidence, that the Debtors were inabloe
the date of the transfer.").

The court would normally be required to first idéntvho the transferor is, since it is
that entity's solvency which is relevant to the f@rence analysis. Both experts,
however, opined at trial on the solvency of AMCV dD@SC separately. Because |
conclude that the Plaintiffs failed to prove thedlvency at the relevant time of either
AMCYV or DQSC, | need not make the determination bfol entity was the transferor
in the matter before me.

Id. at n.5.
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remain cognizant that, particularly in affiliatedogp cases, the question of
insolvency is tied to a particular transferor. @bt evidence in support of
disregarding the separate-entity status providedgdplicable law, a determination
that the affiliated group was insolvent or that tnansferor members of the group
were insolvent is beside the point,

Third, Judge Carey addressed the perplexing isSwehat it actually means
under section 547(f) that there exists a presumpifdnsolvency within the ninety
days preceding the petition d&feThe Judge correctly read section 547(f) with
Federal Rule of Evidence 301, made applicable &epence actions by Federal
Rule of Bankruptcy Procedure 90%7That rule provides that "a presumption
imposes on the party against whom it is directedirden of going forward with
evidence to rebut or meet the presumption, but cmésshift to such party the
burden of proof in the sense of the risk of norspasion, which remains
throughout the trial upon the party on whom it veaiginally cast.> The Judge
observed: "A creditor may rebut the Bankruptcy C&J&47(f) presumption 'by
introducingsome evidencihat the debtor was not in fact insolvent at tiretof the
transfer. If the creditor introduces such evidettlge trustee must prove insolvency
by a preponderance of the evidenéeAs an expert witness, one must take the law
as she finds it even when Congress has placednabtn the scale of insolvency.
Our take on the meaning of this statement by tligduand other cases on the
topic, is threefold: (1) the presumption initialthifts the burden of production to a
transferee; (2) the transferee must introduce sewidence that directly rebuts the
presumption, usually in the form of expert testiyioand (3) once rebutted, the
presumption does not "burst,” but rather stayshm insolvency calculus as one
factor that Congress has particularly identifiedrelevant, that is, that insolvency
seldom occurs overnight and is commonly found oabmut a bankruptcy filing.

Fourth, Judge Carey correctly insisted that anlweswy analysis must begin
with a determination of whether the debtor was iagyooncern or failed concern as
of the relevant transfer date($)Although we do not particularly care for the use o
the phrase "death bedin reference to the situation of critical finarig#atus as of

%8 See idat 507-08

Pursuant to Bankruptcy Code Section § 547(f), débtor is presumed to have been
insolvent on and during the 90 days immediatelggdeng the date of the filing of the

petition . . . . A presumption imposes on the patpinst whom it is directed the

burden of going forward with evidence to rebut agemnthe presumption but does not
shift to such party the burden of proof in the geofthe risk of non-persuasion, which
remains throughout the trial upon the party to whbwas originally case.

®d.

" SeeFed. R. Evid. 301.

™ In re Am. Classics Voyages C867 B.R. at 508 (quoting Lawson v. Ford Motor Q. re Roblin
Indus., Inc.), 78 F.3d 30, 34 (2d Cir.1996)) (engpbadded).

2 See id("[A]n initial decision to be made is whether tolva the assets on a going concern basis or a
liquidation basis.").

3 Although colorful, the term "death bed" has nolgtizal meaning. It is a "word picture” that limits
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the transfer date, the determination of going comoeersus failing concern is
critical. Section 101(32) requires the insolvem®termination to be made by a
"fair valuation” and, not necessarily, at a failuea Contrary to conventional
wisdom, a fair valuation iprocess sensitivand notresult sensitive Thus, a fair
valuation initially requires a determination of whaange of values would be
acceptable, given the status of the debtor. Tiiuke debtor is a going concern,
then one would expect a range of values congregatiound fair market value;
whereas, if the debtor is a failing concern, thea would expect a range of values
from an orderly liquidation to a forced liquidatiorThe Judge properly notes that
the threshold for a going concern analysis is a tow; a business need not be
thriving to constitute a going concern. For mosisihess debtor cases, the
determination of business status,, going or failed concern, drives the valuation
opinion, or, more particularly, the value assighedssets, including nonseverable
goodwill, that is, the future income earning poi@ntf the business in excess of
total tangible asset value plus severable intaagibket value. Technically, a going
concern should exhibit positive goodwill in exceddotal tangible and severable
intangible asset value; whereas, a failed condeonld exhibit nominal or negative
goodwill.”* In many cases, even under an adjusted balance appeoach as
envisioned in section 101(32), a going concernrdetetion will require an expert
to value the business using some income modelcdilp] some form of discounted
cash flow) and/or market approach (guideline or garables company method
and/or similar transaction method) and blend thpgir@ach with an asset or "fair
valuation adjusted balance sheet" approach in otdervalue properly the
nonseverable goodwill of the debfdrThe nonseverable goodwill value is then

rather than liberates thought. Our analysis ofddiges and the literature on valuation would sugiesta
company is certainly a failed concern where it bissd up all of its cash and has no availabilitdorow
funds. Beyond that accurate but limited observatiba determination of the appropriate premise atie
turns fact—and industry—specific. Generally, we Wosuggest that if a court finds it more probaliiant
not that at the time of the transfer, the debtouldacontinue as a going concern for at least a,yaar
insolvency valuation should be made on a going eonbasis. In contrast, if a court finds that itisre
probable than not that at the time of the transfiee, debtor would cease substantially all legitenat
operations within a year, than a liquidation anglysay be more appropriate. However, we temper this
suggested approach with the observation that cendustries, like manufacturing and high-tech, raag a
longer or shorter measuring interval. Furthermaeve,generally find it inappropriate for legal counse
insist that an expert follow a specific premisevalue. Because the determination of the approppigmise

of value as applied to the valuation analysis teritwined with the valuation opinion, counsel'sistence
that an expert employ a specific premise of vatuan inappropriate intrusion on the expert's dismeand
judgment. Rather, an expert must undertake an pppte investigation and analysis of the facts and
circumstances in order to reach an independentaypon the premise of value to be applied.

" See generallysrael Shaked, Paul D'Arezzo, and David Plastommpany Valuation: How Good Is
Goodwill?, 27 Av. BANKR. INST. J. 40 (April 2008).

" Seell U.S.C. § 101(32) (20063ee alsdVlargaret M. Blair & Lynn A. StoutDirector Accountability
and the Mediating Role of the Corporate Baaré WAsH. U. L. Q. 403, 418 (2001) ("[S]o long as the firm
remains a going concern, the present value of tealttv it creates, destroys, or redistributes taouar
corporate participants may be far greater, ordas, than the income statements and balance shegts').
Our bankruptcy accounting colleagues will see thedhof Statement of Position 90-7 in the shadowthef
adjusted balance sheet approach under section2)Q&(8esult that, we may add, is not by coincigenc
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added to the other debtor "property" items includedhe adjusted balance sheet
model contemplated by section 101(32).

Fifth, Judge Carey offered experts volumes of imsign how a court (and,
therefore, an expert) should assess cash flowgiiafs prepared by a debtor on, or
about, a transfer date and subsequently relied lyyoan expert in preparing a
discounted cash flow valuation of the comp&hin ACV, the defendants' expert
employed the future cash flows constructed by #tgats on or around the transfer
dates’’ Although the cash flows were, based on historigarformance,
"optimistic," the Judge found that the expert eisad his independent and reasoned
judgment in finding that the projections were veaband consistent with
management's views at the relevant tiffiéghe Judge further found that the expert
had reasonably determined that the projections waliable "because they were
very detailed (i.e., growth, capacity and otheufas were prepared separately for
each ship), were consistent with the companiesispfar expansion and strategy
that focused on the Hawaiian market, and were stardti with the cruise industry's
positive outlook at that tim&® The Judge further observed that the reasonableness
of such projections "must be tested by an objecstandard anchored in the
company's actual performand®."[A] court must consider the reasonableness of
the company's projections, not with hindsight, Wwith respect to whether they were
prudent when mad¥&! Thus, the effects of the terrorist attacks on Saper 11,
2001, on the tourism industry, occurriafier the relevant transfer datewere off-
limits in a consideration of insolven@s of the transfer datesMoreover, as the
judge correctly noted, the plaintiff's expert wisks attempt to employ a failing
concern liquidation analysis of the debtors did sgpiare with the low threshold of
a going concern valuation as mandated by applidaleand did not square with
the severe warning not to use hindsight in anatyand formulating a business
valuation for purposes of insolventy.

Finally, we have one minor criticism of the Judgafsproach regarding the
plaintiff's expert. As mentioned, plaintiff's expeessentially served in two
capacities—(1) rebutting the income approach enguldyy the defendants' expert
and (2) offering his own opinion based on a ligtima basis, that is, that the
business was a failing concern. However, oncecthgrt determined that the

8 Seeln re Am. Classic Voyages G867 B.R. at 509—10 ("[Defendant's expert] alsppred a cash flow
calculation, showing the 'free cash flow," i.e¢ ttash flows that would be available to debt andgiteq
holders during the projections period.").

8 1d. at 513 ("[A]s of the Transfer Date, [the Debtogdhreason to be optimistic about the future. The
unforeseen events of September 11, 2001, deataldblaw to their business. The evidence preseintélis
case supports the conclusion that the projectia@re weasonable when prepared.").

|d. at 512.

801d. (quoting Moody v. Sec. Pacific Bus. Credit, IncZ1%F.2d 1056, 1073 (3d Cir. 1992))

8 1d. at 512 (quoting MFS/Sun Life Trust-High Yield Serie. Van Dusen Airport Servs. Co., 910 F.
Supp. 913, 944 (S.D.N.Y. 1995)).

82 See In re Am. Classic Voyages G367 B.R.at 514—16 (concluding expert witness' valuationhoet
was not consistent with evidence of case).
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debtors were a going concern as of the transfer, daen the plaintiff's expert's
affirmative testimony on insolvency was no longelevant and failed to assist the
trier of fact, and thus, should have been exclustgdely undeDaubert® In other
words, the plaintiff's expert sought to answerwheng question, that is, the value
of the debtors as a failed business when, in fhetquestion was the value of the
debtors as a going concern since the court fouadiéitor to be a going concern.
An interesting follow-up is whether the failing amin business status was
determined by the expert or posed as a hypotheligalhe plaintiff's counsel,
although it appears that the expert did make ampeddent determination to
employ liquidation values. Of course, the expedtauttal testimony directed at the
discounted cash flow model constructed by the dkfets' expert would remain.
We think it worthy of consideration in hotly contied insolvency cases where a key
issue is business status and the appropriate prevhigalue for a court to set that
issue before a full blown insolvency analysis islemaken. This approach would
reduce unnecessary costs often borne by the egtaid] move the parties toward
settlement, and would allow a court to manage &ifely its docket.

C. Business Determination and Premise of Value

Often the threshold issue in the valuation of aress is the question whether
the subject business is a going concern. Expents to assume a going concern or
not, providing very little insight or analysis ihir expert reports or testimony in
resolving this issue. Courts are no more helpfakmvthey often conclude that a
business is or is not a going concern without marclysis beyond embracing the
colorful but misdirected metaphor that a business going concern "unless it is on
its deathbed." Really, what exactly does that ghrasan? As a test, the deathbed
metaphor is undisciplined, awkward, and unhelpfullo paraphrase Justice
Benjamin Cardozo, nothing fetters thought like @himic refrain.

The determination of whether the target busines® iis not a going concern
will influence assumptions, tools, and techniquespleyed throughout the
valuation of the business. For example, if thgdtbusiness is determined to be a
going concern for the purpose of calculating inenby as of the transfer dafe,
then the appropriate process for measuring fauatan would generally require an
expert to employ techniques of valuation that poedresulting values somewhere
on a continuum running from fair market value ore @nd to orderly liquidation
value on the other end. The value itself will depeon the relevant facts and
circumstance as known or reasonably foreseealiteedime of the transfer under
scrutiny. Moreover, a going concern may have suttistl value in both severable
goodwill (for example, intellectual property licémg rights owned by the subject

8509 U.S. 579, 597 (1993) (recognizing Federal RofeEvidence, in particular Rule 702, "assignfs] t
the trial judge the task of ensuring that an expdgstimony both rests on a reliable foundatiod &n
relevant to the task").

% See, e.9.11 U.S.C. § 547(b) & (f) (2006).
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business) and non-severable goodwill (for exantple,future earning potential of
the assets in excess of the value of the totaliiBngisset and the intangible
severable asset value, generally discounted t@preslue). If the subject business
is determined not to be a going concern, then pipeogriate process for measuring
the fair valuation of the business should require asset and liability value
somewhere on continuum running between an ordéglyidation and straight
liquidation value. In these circumstances, altlosgverable goodwill like the right
to license a tradename may have value, nonseveggmdwill value may be
severely impaired or even nonexistent.

As suggested above, much in an analysis of valuatims on the resolution of
the threshold issue of going concern status andapipdication of the appropriate
premise of value; however, little guidance can kamged from authorities. In fact,
in our examination of the case law addressing Hseid of going concern has
uncovered several myths that we seek to dispel.

The concept of going concern is not technically easure or standard of
valuation at all. It is an expression of the caotr&gtatus of a business and a premise
of valuation. For example, Certified Public Acctamts (C.P.A.) express their
opinion on a business's financial statements basea going concern standard. A
going concern is a business that will continue peration for an indefinite period
of time. In contrast, the longevity of a busin@say be in question if it has a
negative net worth, problems of liquidity or levgea or of performance or
profitability.

The determination that a business is a going conodluences the assumptions
an expert will make and the tools and models enguoy Once a business is
determined to be a going concern, the expert wifiegally employ robust income
and market approaches with the assumption of areong) business embedded in
the models. This determination generally requaasexpert determine the total
enterprise value of a business, using recognizdwdlatran tools like an income
approach, market approach, or asset approach. ods agiot mean that it is
inappropriate to use an adjusted balance sheebaprif the Bankruptcy Code
requires it, for example, in the context of a prefiee action under section 547(b).
Borrowing from the well-reasoned commentary to &tant of Position ("SOP")
90-7% an expert would determine the value of the compasipg the income
and/or market approaches, compare that value @ tahgible assets adjusted
through a fair valuation and intangible severaledyvill adjusted through a fair
valuation (collectively, "total asset value"). tife value of the business is greater
than the total asset value as adjusted, then tmpawy has positive non-severable
goodwill that would be include as an additionaleasm the fair valuation adjusted
balance sheet.

8 Statement of Position 90-7, promulgated by the PACrequires certain accounting treatment when a
business debtor is operating in chapter 11 aritgifalifies for fresh start accounting, when itexges from
bankruptcy.
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The bankruptcy institution generally approaches diegermination of going
concern as raising the question: is the busineagsiray concern or is it not? Yet,
experts have recognized in related fields thatetheme actually more than two
outcomes to the determination of the status ofsiness. In the bankruptcy field,
the status of a business is best understood asgfadlong a continuum of
conditions ranging from going concern to failed @am, the labels we attach to
both termini. Technically, status may be undemdt@s a vector of business
conditions from going concern (growing) to goingicern (static) to going concern
(declining) to failing concern to failed concerrOur cases tend to truncate the
determination, then, by concluding that either ome the other extreme is
applicable. To be sure, the truncating (or rougdiff) the business status is not
unreasonable and has practical support; howe\aragiproach does not use all the
relevant facts available in a case and paints aocurate picture of the business
condition. Therefore, a valuation of the busingsgen by a better understanding
of what the status of the business actually measwuefps us account for the reality
that not all going concerns are equal. For exapgt®murt may confront a business
that was a going concern as of the valuation dbte#, based on facts and
circumstances reasonably foreseeable at the timtheoftransfer, the firm was
sliding toward financial distress. In contrasgaurt may confront a business that
was a going concern at the relevant time and coetinto operate as a going
concern at a steady or increasing rate. Treatilg &ituations comparably does not
square with common sense or the realities of basine

Our experience also suggests that as valuatiors®emore commonplace and
courts develop greater sophistication as they oonfthis and related issues, we
will begin to experience more courts embracingfarbated approach to valuations
where valuation issues, such as insolvency in andamnce action, will be tried in
two phases: (1) the phase in determining whethembtlsiness is a going concern;
and (2) the phase in determining the value of tieness.

It should not surprise us that determinations ahgaoncern often masquerade
as determinations of value. What we mean by thibat many expert disputes on
valuation are actually disputes over the statuthefbusiness and the premise of
value to be employed. For example, the plaintéikpert in a fraudulent transfer
action under section 548 has opined that the detmsrinsolvent as of the transfer
date, employing a liquidation analysis, an analyls& assumes a failed or failing
business. In contrast, the defendant's experopagd that the debtor was solvent
as of the transfer date, employing an assessmettieoenterprise value of the
debtor's business, an analysis that assumes a gonugrn. In reality, we would
probably see that both experts would be close teesgent (or at least there will be
no material differences) on the underlying valuatibgiven a business condition
and concomitant premise of value; that is, the ggpeould find their opinions
relatively close if they both employed an assumptid a failed business or the
assumption of a going concern. Our present triatlefs fail to appreciate the
economies of bifurcating the process of valuatidine bifurcation model is even
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more compelling in a contested hearing on confilbmatvhere the estate will pay
the tab of competing experts retained by the delther creditor's committee, and
possibly an equity committee. Why put the estatéhe expense of full-blown

opinions on valuation, expert reports, depositiary] trial testimony by several
experts before a court renders its finding on ttedus of the business and the
premise of value, the appropriate range of accéptpipjected free cash flows,
etc.?

As mentioned, several valuation cases appear te Agueoccupation with the
phrase "deathbed" in referring to when a going eam@nalysis is not appropriate
for a distressed business. Although the term iteauolorful, it has little practical
analytical significance. The deathbed metaphogsesig that business death must
be immediately imminent. This approach collap$esdetermination of the status
of the business into two phases—going concern am@iount to dead. So, under
this approach, what would we do with a businesswlidnot make it through the
week? Month? Next business cycle? Year? Twasfea

Some courts have struggled with the concept of dabtor's lying on its
deathbed. Thus, cases embrace temporal standardssess the appropriate
business status, like "liquidation value is appiate; however, if at the time in
question the business is so close to shuttingoitssdthat a going concern standard
is unrealistic,® or like "liquidation was clearly imminent*A review of the better-
reasoned cases suggests that the proper analfiyios of reference is to assess
whetherit is more likely than not that the business wall fvithin the reasonably
foreseeable futurt® We would suggest that the appropriate temporareete
would be within a year, thus, including, in mostamstances, at least one business
cycle. We could then borrow from an analogousasitm, that is, the types of
evidence we find persuasive in the context of aib#i#ty finding for confirmation
of a chapter 11 plan under section 1129(a).

We have been unsuccessful in determining the safrtee next myth, that is,
that if a business is a going concern, it musbofelthat it is solvent. We suspect
this is an outgrowth of the metaphor of the deadhbEhe thought process goes like

% In re Vadnais Lumber Supply, Inc., 100 B.R. 127, 131nfBaD. Mass. 1989).SeeMitchell v. Inv.
Sec. Corp., 67 F.2d 669, 671 (5th Cir. 1933) (recogg it is actual, rather than theoretical coiaditof
debtor which determines insolvencyy; re Windor Inc., 459 F. Supp. 270, 275 (Bankr. N.Dx.T&978)
("The fact that a company is nominally in existerigenot persuasive in valuing the company at 'going
concern' valuation.").

% In re DAK Indus., Inc., 195 B.R. 117, 125 (Bankr. C.alC1996)aff'd, 170 F.3d 1197 (9th Cir. 1999).
Seeln re Intercontinental Polymers, Inc., 359 B.R. 868, §Bankr. E.D. Tenn. 2005) (recognizing most
courts define fair valuation to require debtor'sets to be valued based on going concern valuessinl
debtor is on deathbed, "in which case liquidatiatug is used")in re Miller & Rhoads, Inc., 146 B.R. 950,
955 (Bankr. E.D. Va. 1992) ("Where a business ia precarious financial condition or on its deathkibe
assets should be valued on a liquidation rather éhgoing concern basis.").

8 SeeMiller & Rhoads 146 B.R. at 955-56 (defining deathbed debtor ragprecarious financial
condition"); In re Art Shirt Ltd., Inc., 93 B.R. 333, 341 (Bankr. E.Ra. 1988) (noting if company is on its
deathbed, application of going concern value isapgropriate); Frank R. Kennedy, Vern Countryman &
Jack F. Williams, BRTNERSHIPS LIMITED LIABILITY ENTITIES & S CORPORATIONS INBANKRUPTCY Chs.

6 and 13 (Gaithesrsburg ed., Aspen Publishers 2000)
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this: the business is not dead today, is not dyaémgorrow, and should survive the
week; therefore, the business is a going concetrbanause it is a going concern, it
must be solvent. Granted, we exaggerate, buttonbyove our point. In practice,
once an expert determines that the business ifng goncern, we then employ the
appropriate tools and models to determine whethmusiness is insolvent. Under
this myth, we would add the statements we havedhearcourts that because
businesses are sold in bankruptcy all the timeespositive value, businesses are
generally solvent. Not so! Business assets ai inobankruptcy all the time for
positive valuestripped of the debt that once encumbered them! In bankruptcy, an
insolvency analysis always requires a comparisorassfets and liabiliti€s. A
positive value of the debtor's assets presentssigieeof the equation; however, an
appropriate model must allow the trier of fact tonpare assets and liabilities.

The final myth happens to be one of our favoriteshat it uncovers the very
human nature of judges and practitioners. Autlesriaire unanimous in that one
must determine value as of a given date. Thatidatsually tied to some event, for
example, the transfer date, the date an obligat@s incurred, the filing date of the
bankruptcy petition, the confirmation date, thesefive date of the confirmed plan,
etc. Thus, courts warn us that hindsight is inrafé and, in fact, confuses the issue.
Yet experts and courts alike use hindsight alltiime. For example, experts have
testified and courts have observed that if a bssire®ntinues to operate after the
relevant date, then it must have been a going corazof that relevant date. That
is hindsight, plain and simple.

The following are two examples where hindsight wioldad to the wrong
conclusion. In the first case, assume a busings# ia precarious financial
condition in January 20XX. The business planiinfpand customer contracts are
drying up. The business may be able to operaterghror two at most and would
then have to liquidate. A transfer is made in Baby 20XX. Later that month, the
business is awarded a new, unexpected contraatdpfats competitor's customers
because of a fire suffered by its competitor. Tbatract is large enough that it
keeps the business operating for another 18 month20X1, the business files a
bankruptcy petition. The creditors committee bsimg action to attack the transfer
as fraudulent and seeks to show the business walyémt in February 20XX.

Based on the facts and circumstances as knownreaaenably foreseeable, as
of the transfer date, it appears that the busim@ssnot a going concern and that
liquidation would be necessary within a month oo.twBut an unforeseeable
subsequent event occurred. The fact that a cotopstiffered a fire, thus forcing
its customers to seek cover from other sourcesthkedebtor business, was not
foreseeable (a valuation expert may use the pHkassvn or knowable" and mean

8 Seell U.S.C. § 101(32)(A) (2000) (defining "insolveas "financial condition such that the sum of
such entity's debts is greater than all of suchy&nproperty at a fair valuation")n re PWS Holding Corp.
228 F.3d 224, 233 (3d Cir. 2000) (testing solvebgywhether company's assets exceeded its liab}litie
re Labrum & Doak, LLP, 227 B.R. 383, 387 (Bankr. EPa. 1998) (mentioning Bankruptcy Code uses
"balance sheet test for insolvency, comparing ageaiebts").
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the same thing) at the time of the transfer, athefrelevant date. To be sure, the
buildings in which businesses are located may céiteh but that fact does not
make the subsequent fire reasonably foreseeahlbse§uent events, like the new
contract or continued operations, should be ignored

In the second case, assume a business is fingnestalble with modest but
sustained growth. A transfer is made in Febru@x)2 Later that year, a terrorist
attack occurs that has a negative impact on thevaat segment of the market,
causing all businesses to begin to lose money atlaaming rate. In 20X1, the
business files a bankruptcy petition. The credittommittee brings an action to
attack the transfer as fraudulent and seeks to ghevbusiness was insolvent in
February 20XX.

Based on the facts and circumstances as knowrasomably foreseeable as of
the transfer date, the business appears to be g gmncern. Again, an
unforeseeable subsequent event occurred. Théh&tc terrorist attack harmed the
relevant segment of the market was not reasonalbbséeable at the time of the
transfer. The subsequent terrorist event and atieré of the business should be
ignored.

In summary, in both instances, subsequent everttkmmwvn or reasonably
foreseeable (knowable), based on the facts andmogtances at the time of the
relevant transfer, should be ignored. Often ong¢hoke subsequent events that
should be ignored in developing an opinion (as spdoto testing a preliminary
opinion) is the actual continuation or failure ofbasiness after the relevant
valuation date.

D. Generally Accepted Valuation Techniques
1. Income Approach

The income approach is a method of determiningviiiee of a company by
estimating the present value of the projected &tash flows to be generated by
the business and available (although not necegssritl) to the capital providers of
the company. The income approach is based onutidamental assumption that
value can be estimated upon expected cash flowsisiaid Many valuation experts
state that the income approach, for example, eodnted cash flow method, is the
most economically rigorous of the methodologiesduseestimate business value
because it considers all of the factors that determalue: cash flow, timing, and
risk, etc. Thus, the income approach seeks tarmdete a debtor's indicated value
by first analyzing applicable financial projectiotts calculate the projected free
cash flow for each year for which projections axailable’® The approach is

% AIRA, supranote 39, at 3:1.

8 This is referred to as the "projection periodSee Bernhard Grossfeld,Global Financial
Statements/Local Enterprise Valuatjo?9 J. CORP. L. 327, 348 (2004) (defining income approach as
corporation's ability to generate earnings and ¢last); Robert F. ReillyValuation of Goodwill and Other
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appropriate in many situations for determining tlebtor's going concern value,
when the value of any asset, including a compaag, e reasonably estimated to
be the present discounted value of the future @asls that are generated by that
asset. That the enterprise is a going concerfriisdamental premise to the income
approach because the value is determined by futesh flows generated by
continued operations of the company.

One of the most common and well-accepted forme@iricome approach used
to value businesses is the discounted cash flowoapph. There are three
fundamental components of the discounted cashdlggroach. These components
are: (1) projected discrete period cash flows;té2ninal value; and (3) discount
rate®” The general formula for estimating the value obmpany is:

t=n
Value of Firn?® = ¥ CFR/ (1 + WACCH
t=1
Where:
t = time period
n = life of firm
CFR = expected cash flow to firm in period t
WACC = weighted average cost of capital

The calculation for cash flows to the firm may bepated by the following
formula:

CFF = earnings before interest and taxes ("EBIT'S (ax rate)
+ depreciatiotf
- capital expenditures ("CAPX")
- incremental changes in debt free net working tefpi
("DFNWC").

Under a discounted cash flow approach, the firsp sis to identify an
appropriate set of projections (generally creatgananagement or other investors
(read broadly) in the firm as independently congdeand analyzed by the expert)
or create the projections from which to calculaaeheperiod's projected free cash

Intangible Assets21 AM. BANKR. INST. L.J. 30, 31 (2002) (basing income approach on evanprinciple
of anticipation where "the value of the discretmingible asset is the present value of the expextedomic
income to be earned from the ownership of thangitale"); Robert F. ReillyAnalysis of Intangible Cont.
Rights 16 AM. BANKR. INST. L.J 31 (1997) (recognizing that within projectioeripd longer remaining
useful life would indicate higher value, and shoregmaining useful life would indicate lower value)

92 SeeAlRA, supranote 39, at 3:1.

% It may be appropriate to add in excess cash anebperating assets. Moreover, deductions for certain
liabilities, such as underfunded pension funds, b@gpppropriateSeeAlRA, supranote 39, at 3:4.

It is appropriate to add back other non-cash @smyich as amortization and goodwill write-oSee
AIRA, supranote 39, at 3:4.
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flow.% Theoretically, the figures used in a discounteshdéow analysis accurately
represent the true cash flow to the firm generdted company® The approach
incorporates cash investments in working capital &med assets, while also
recognizing the non-cash expenses contained iringarfigures. The cash flows
are typically projected over a discrete time periddor example, adequate cash
flow projections may contain information on grossvenues, returns and
allowances, net sales, gross profit, depreciatioth @amortization, environmental
expense, capital expenditures, projected incomestaand projected working
capital changes. In a distressed situation, chagfention must be dedicated to the
construction of expected cash flows. Necessaenatin must be given to potential
changes in working capital needs, capital experefituor taxe&’ Moreover, an
expert should consider whether the estimate of fasVs is consistent with any
proposed plan of reorganization and includes restats if certain operations have
been shut down but will be restarted, additionafeatising allowances to re-attract
customers, underfunded pension plan costs, thestogtture effect of assumed or
rejected executory contracts and leases, and tineai@ation of operational costs.
Once an expert calculates this projected free flagh the second step requires
the expert to calculate the terminal value of thmpany® As noted above, because

% Free cash flow may be defined in a number of waysiuding EBIT; "EBIT after environmental
expense" minus taxes plus depreciation and ambtdizaninus capital expenditures minus increases in
working capital; EBITDA; EBITDAR; etc. Moreover, aatric like EBITDA may be calculated top-down or
bottom-up. The expert's testimony should cleargntdy what metric for free cash flow she is usingyy
that metric is chosen, and how it is calculatgeAndaloro v. PFPC Worldwide, No. 20336, 2005 Déi. C
LEXIS 125, at *64 (Aug. 19, 2005) (discussing diéfet methods that can be used to value companyi/eq
such as: "finding comparable, publicly-traded comes that have reviewable financial information.. .
[and] calculating the ratio between the trading@rof the stocks of each of those companies and som
recognized measure reflecting their income suchieasnue, EBIT or EBITDA . . . ."); Robert Reilly,
AnalystEthics Considerations in Bankruptcy Business/Stfakiations26 Av. BANKR. INST. L.J. 56, 59
(2007) (including analytical review procedures ahg diligence investigations of projection variabbes
appropriate procedures to test reasonablenessah approach); Robert F. Reillyaluation of Goodwill
and Other Intangible Asset21 Av. BANKR. INST. L.J. 30, 34 (2002) (suggesting remaining usefud lif
analysis "should be performed to estimate the ptioje period for economic income subject to eityietd
capitalization or direct capitalization").

% Technically, the cash flow stream used in a vidnatiepends on the business interest being valued.
When valuing the total or business enterprise xpemt should use cash flows to the firm (often akferred
to as cash flows to invested capitédeeAIRA, supranote 39, at 3:3. If an expert is valuing equity, he
should generally use either cash flows to equityndirectly values equity by estimating the valdettee
firm and subtracting interest bearing debgeAIRA, supranote 39, at 3:3.

9 SeeAlRA, supranote 39, at 3:1.

% SeeAlRA, supranote 39, at 3:7.

% A debtor's terminal value is the value of the debis of the end of the given projection peri®deGold
v. Ziff Commc'ns. Co., 748 N.E.2d 198, 207 (lll. gApCt. 2001) (calculating terminal value by taking
projected earnings and dividing them by capital@atate);In re Nellson Nutraceutical, Inc., 356 B.R. 364,
367 (Bankr. D. Del. 2006) ("To calculate a 'ternhimalue’ an expert determines an appropriate mefric
value and applies a multiple to that metric."); @m@o R. Mesires,The Valuation Trial of Nellson
Nutraceutical: Emerging Trends and Courtroom BasR8AM. BANKR. INST. J. 60, 60 (2007) (reporting
that metric of value used to determine debtorsiiteal value is "typically used as a credit stati9ti The
terminal value may be constant, where no contingresvth is anticipated past the projection period, o
increasing (or, theoretically, decreasing@eONT]I, Inc. v. Integra Bank, 751 A.2d 904, 923 (Deh. 1999)
(stating that "constant growth valuation modelhe best method . . . to determine terminal valueafo
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the projected cash flows occur over a finite perafdtime, it is necessary to
compute a terminal value at the end of the projeperiod. The terminal value is
essentially an estimate of the value of the busiagshat future point in time, and it
incorporates the assumption of perpetual operatéorts some mark of implicit
growth or stabilization found in the market cap#ation approach. Common
models used to calculate terminal values includg,dve not limited to, the Exit
Multiple Approach and the Gordon Growth Model.

The third step an expert must take is to identifig apply the appropriate
discount rate. The discount rate is the rate tirmethat would be required by
providers of capital (both debt and equity) to twmmpany to compensate the
investors for the time value of money and the syat& risk inherent in the
particular investment. The discount rate is thenterpart to the market multiple
described below in the use of market approacheslte and is intended to reflect
all systematic risks of ownership and the assogidtks of realizing the stream of
projected future cash flows. Unlike the market tipi¢ described below, the
discount rate employed in a discounted cash floalysis contains no implicit
expectations of growth for the future cash flowsstead, the projected cash flows
themselves reveal growth expectations, while algwfor a great deal more
flexibility and accuracy in projecting such growties.

After identifying the discount rate, the final step expert must take is to then
discounts each year's free cash flow and the tedmialue back to the relevant
valuation date to determine present value. Fintly expert considers the value of
assets not needed for the debtor's operations aeds cash and adds these values
to determine the indicated value of the busineskea going concern premise of
value as of the date of valuation.

discounted cash flow analysis"); Del. Open MRI Réaljg Assocs., P.A. v. Kessler, 898 A.2d 290, 337
(Del. Ch. 2006)using constant rate of growttBut seeMontgomery Cellular Holding Co. v. Dobler, 880
A.2d 206, 215 (Del. 2005) (explaining why constgndwth rate is not always proper). An expert should
explain how terminal value is calculated, what mostwere used, and why. One should also be caufieus
substantial portion of the discounted value of aitess is attributable to the terminal value conembn
when dealing with distressed businesses in bantyugee In reMid-State Raceway, Inc., 343 B.R. 21, 23
(Bankr. N.D.N.Y. 2006) (discussing how companiemtaround distressed businesses); Ass'n of Flight
Attendants-CWA, v. Mesaba Aviation, Inc., 350 B.RB54 449 (D. Minn. 2006) (discussing long term
rehabilitation of distressed business&ge generallyBell v. Commissioner, 200 F.3d 545 (8th Cir. 2000)
Recall that if a typical projection period is ab&uyears, a terminal value would pick up in Yearl on.
Projections that far out may start to present ssfeeliability. While tolerance for uncertainty €xpected
and reasonable—after all, valuation opinions araah probabilistic endeavors, courts should bedfuihof

the percentage of total enterprise value attridatébthe terminal value of the enterprBeeln re Nellson
Nutraceutical, Inc., 356 B.R. 364, 367 (Bankr. Del.D2006) ("To calculate a terminal value an expert
determines an appropriate metric value and apglieulltiple to that metric")seealso In reIntelligroup
Secs. Litig., 468 F. Supp. 2d 670, 687 (D.N.J. 2qQ@éscribing various ways to calculate terminduga

By this caution, we are not suggesting that a disted terminal value that accounts for a substigmbidion

of the total enterprise value is always suspecttwie are suggesting, however, is that an expglaiex
why a substantial component of the total enterprédee of a business is attributable to discouitgechinal
value. For example, a business emerging from chddtemay require initial substantial CAPX that may
decrease cash flows early in the life of the enmgrgintity, which may not be reaped for several yemt
and may not be reflected in the cash flows unté ia the projection period or in the terminal \&lof the
company.
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Often the key determinant and cause of variancengmexperts in their
valuation opinions is the selection of the apprateridiscount rate. In order to
derive the appropriate discount rate, the standaldmethodology is to compute
the "weighted average cost of capital or WACC" wahim turn, requires separate
sub-analyses of (a) the cost of capital for theitgguomponent of the debtor's
balance sheet and (b) the cost of capital for thet @domponent of the debtor's
balance sheet, together with a proper weightin¢hefpercentages of debt versus
equity component®?® An expert's selection of a discount rate shoulddmesistent
with the overall valuation approach and with thetipalar cash flow being
discounted. If the projected cash flows, for exEmpgontain no deduction for
interest expense, the assumption regarding theataiucture of the firm must be
incorporated into the discount rate. As such, diseounted cash flow approach
would use the WACC, which is an average value requiby all sources of capital
(debt, preferred equity, common equity, etc.) fug subject company weighed by
its respective percentage share in the capitaktsies. The elegance of the
following formula succinctly captures the comporseoitthe WACC:

WACC = Ky (1-)(D/BEV) + K,(P/BEV) + K(E/BEV)

WhereWACC = Weighted average cost of capital
Kqg = Cost of debt capital (pre-tax)
Ko = Cost of preferred equity capital
K = Cost of common equity capital
D = Debt capital (market value)
P = Preferred equity (market value)
E = Common equity (market value)
BEV = Business enterprise value (market value)
T = Marginal corporate tax rate

The costs of capital (debt and equity) used in WWa&CC are estimates of
appropriate expected returns for the various pergicdf capital to the company.
These variables can be estimated by examiningairiml/estment opportunities in
the public market and by attempting to determires riarket consensus expected
returns for these investments. These figures bam be used as a basis for
selecting appropriate expected returns for the eomf?*

The cost of debt capital is typically defined a® thield to maturity on
comparable debt instruments traded in the publicketaas adjusted for specific

10 see In reMirant Corp., 334 B.R. 800, 817 (Bankr. N.D. TeR08) (detailing WACC calculation)n
re Oneida Ltd., 351 B.R. 79, 88 (Bankr. S.D.N.Y. 2p@dentifying WACC as "projected costs of debt and
equity and the split between the twdt);re Med Diversified, Inc., 346 B.R. 621, 635 n.27 (BarikD.N.Y.
2006) (providing equation for WACC: (Kc * Wc) + (Kdt] * Wd)).

101 Calculating the WACC for a distressed company sipeeially challenging because of a potential
changing capital structure. A practice emerginghim distressed business context is to employ aatiite
process or the adjusted present value metBedAIRA, supranote 39, at 2:31.
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risk factors related to the relevant company. Rirlyi, the cost of preferred equity
capital can be defined as the risk-adjusted yilshaturity on comparable, publicly
traded, nonconvertible preferred stocks. In gdn#ra yield to maturity represents
the market consensus on the percentage returiisthapropriate for the particular
security. It is an estimate of the expected reagmof a particular point in time and
is relatively easy to compute given the amounttanohg of future payments.

The cost of equity capital is widely defined by tree of an estimate of the cost
of equity known as the capital asset pricing modelCAPM!? The CAPM
attempts to relate the systematic risk inherenanninvestment with the returns

102 Recently, Delaware courts have suggested thaadhdemic financial community may have begun to
drift from the Capital Asset Pricing Model or CAPM, which is medactor equity return model, toward
multi-factor equity models. Competing models, wharte variants of the traditional CAPM, discussed by
academics and increasingly used along side orddsté CAPM are the modified Capital Asset Pricing
Model or MCAPM and, patrticularly in some Delaware estapurts, the Fama-French modeéeR. Scott
Widen, Delaware Law and Weighted Average Cost of Capitalc@ations O'Melveny and Meyers
Newsletter (March 12, 2007ayvailable athttp://www.omm.com/newsroom/publication.aspx?puds;See
also Del. Open MRI Radiology Assocs., P.A. v. Kessle98 8A.2d 290, 338 n.129 (Del. Ch. 2006)
(professing that Fama-French model is preferred otlger models because of its focus on small sjocks
Richard E. Kihlstrom & Michael L. Wachte€orporate Policy and the Coherence of Delaware take
Law, 152 U. PA. L. Rev. 523, 543 (2003) (explaining Fama's reasoning fggcting CAPM model lies
behind its useless estimates of market capitadimatate for individual companiesBut seeUnion Ill. 1995
Inv. L.P. v. Union Fin. Group, Ltd., 847 A.2d 3488B3 (Del. Ch. 2003) (asserting that Fama-Frenchetisd
not universally accepted). The MCAPM, suggested aadditional tool in the distressed business coritext
the AIRA's valuation body of knowledge, is simphettraditional CAPM with an additional adjustment fo
size and unsystematic or company-specific riskedalpha SeeAlRA, supranote 39, at 2:3-2:5. The
Fama-French model adds two additional factors: aimkbook-value-to-market-value rati&ee Del. Open
MRI Radiology Assocs898 A.2d at 338 (noting Fama-French's emphasisrall £ap stocks). The use of
the ratio theoretically "increases the expectedtggeturn, and thus, the expected risk, for stoekh high
book-value-to-market-value ratios relative to s®ekith low book-value-to-market-value ratios." Reof
Widen, Delaware Law and Weighted Average Cost of Capitalc@ations O'MELVENY AND MEYERS
NEWSLETTER (March 12, 2007)available athttp://www.omm.com/newsroom/publication.aspx?pu55
See Union Ill. 1995 Inv. L.P847 A.2d at 363 n.64 (stating that "Fama-Freratbutus takes the relationship
of market price to book value into account"). Thaera-French equity model is presently lagging inlmse
distressed business valuation experts behind tHeMCand the MCAPM.

The Fama-French model provides a different appréacialculating the cost of equity.

It is not possible to say whether the numbers pledviby the Fama-French model are
better or more reliable than the cost of equitynesties provided by the CAPM. Both

models fail to produce logical results for a largenber of entities. The Fama-French
model should be viewed as an additional tool aléeldao analysts in determining the

cost of equity.

STOCKS, BONDS, BILLS AND INFLATION (SBBI) VALUATION EDITION YEARBOOK (Morningstar Inc. 2007).
"Ultimately, the survival of the capital asset priz model as a default model for risk in real-world
applications is testament to both its intuitive eglpand the failure of more complex models to deliv
significant improvement in terms of estimating ectee returns." AWATH DAMODARAN, DOMADARAN ON
VALUATION: SECURITY ANALYSIS FOR INVESTMENT AND CORPORATE FINANCE 35 (2d ed. 2006). The
modification of CAPM to capture size, unsystemais,ror other factors is controversial. At this toin

the development of the discipline of valuations tivre context of distressed businesses, the use of
modifications of the CAPM should be made cautiousig may be best reserved at this time as a tool for
cross-validation. However, as we write this, ongogmpirical research in the finance field is explgrthe
modification of CAPM based on size, unsystematik, @d other adjustments.
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expected by investors. In short, the price pardafo asset must yield an expected
return sufficient to compensate the investor far tisk that the expected future
value is not realized. Expected return estimag®emted by the CAPM will not,
however, compensate the investor for elementssfthat can be easily reduced
through diversification. In fact, one of the a@l assumptions underlying the
CAPM is that investors prefer to hold well-diversi portfolios:® Diversification
eliminates the unsystematic risk attached to aquéat company's stock. Thus, the
CAPM is based on quantifying systematic risk beeaiisassumes that rational
invels(,)Eors will hold well-diversified portfolios, ¢neby eliminating unsystematic
risk.

The following formula depicts the components of @&PM used to estimate
the company's cost of equity:

Ke=R+(B*Ryp

Where Kk = Cost of common equity capital

R¢ = Risk-free rate of return (as of the valuatiate)

B = Beta, systematic risk of a firm relative to the
market

Ry = Equity risk premium

From the formula, one may see that the CAPM rentshe theory that the
expected rate of return on a common stock invedtrmaty be explained by three
factors: (1) risk-free rate of return; (2) equitykrpremium; and (3peta The risk-
free rate of returnR) depicts the market consensus expected returnvatua of
security with no risk of default. Thus, the facttweoretically compensated an
investor for the time value of money. Experts tigeyield on newly issued long-
term (10-year) U.S. Treasury bonds as a proxyHis hypothetical rate of return.
The Equity Risk PremiunR) is designed to capture the additional return irequ
by investors to compensate them for the inheresksriof common stock
investments. Adding the equity risk premium to tisk-free rate of return (as
depicted in the formula above) results in the tetgdected return on common stock
investments. Experts define the equity risk premias the historical average
premium of common stock total returns over longridireasury bond yields.

However, because the risk level of common stockestments varies
considerably, expected returns will also vary. §hitiis necessary to adjust the
magnitude of the risk premium to the risk profifettoe subject company. Experts
capture this adjustment through the variable labbéleta (3). Betais generally
calculated using historical performance over sortiewdated time framé® Betais

103 5eeAlRA, supranote 39, at 2:2.

104 5ee id.

195 5eeAlRA, supranote 39, at 2:4-2:5. For a discussion of the piateptoblems associated with the use
of historical betas where a company has experieficadcial distress, sad. at 2:4-2:7.
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the standardized measure of nondiversifiable ri§kchnically,betais defined as
the covariance of the returns on the particulaetasgth the returns on the market
portfolio divided by the variance of the returns tbe market portfolio. Theeta
for the market portfolio, or the average commorcistmvestment, is 1.8° The
higher the perceived risk of a particular commarcistinvestment, relative to an
average common stock investment, the higherhiim Recall thatbeta is a
measure of the systematic nondiversifiable risk tbé levered company.
Comparable companies, however, usually employ égeamounts different than
the subject company. To adjust for this differenae expert typically unlevers
comparable comparyetasand then relevers using the expected capital tstieiof
the subject company’

2. Market Approach

The second of three approaches used in the vatuatia debtor company is the
market approach, which incorporates the "comparairleguideline company"
method and "similar transaction" method as indisatd the value of a busine¥&.
The market approach contains the fundamental agsmmmjinat a prudent investor
will pay no more for the assets than it would doshcquire a substitute property of
the same utility™ The market approach attempts to capture the vatuaf an

W6 5edd. at 2:3.

107 Seeid. at 2:7—2:10. There are several open issues omaitelation and use deta by valuation
experts, some of which are starting to be expldrgdamong other forums, Delaware state courts. A
synthesis of several cases on the uséaih suggests the following developing issue: Firsthalgh
acknowledging that the longer a time period in swppf a ketacalculation the better, Delaware state courts
have not insisted that a valuation expert calcuddiee-year as opposed to two-year beta. Accortbrihese
courts, neither approach is presumptively corr€bus, it is important for the expert to clearlytstavhat
support he has in using one typebetatesting period as opposed to anoti8cond, Delaware courts have
recognized the problems in relying on adjustedohisal betasas a way by which an expert may capture
unsystematic riskSee supranote 102. This is a controversial issue in theipise of distressed business
valuation. Even a single percentage point adjustrteethe discount rate generally has a more sicguit
impact on business value than, for example, a S&tease or decrease in cash flows. Thus, assigning a
company-specific risk premium, for example, to &cdunt rate used in a business valuation may
dramatically impact value and may be problematidight of weak empirical proof and the reliabilitf
measure. These courts express a deep suspiciamibhey beta and discount rate adjustmeseDel.
Open MRI Radiology Assocs., P.A. v. Kessler, 898d2290, 338 (Del. Ch. 2006) (rejecting the concdpt o
implementing artificially discounted values). Filyalat this time, the Delaware courts have beesnsibn
the form of capital structure that an expert mag insre-levering a discounted cash flow analysighdugh
the target capital structure approach, as oppased existing capital structure approach, is coasiswvith
the academic literature, any choice must be based well articulated foundation disclosed in th@ex
report and on the evidentiary recoBeeNew England Tel. & Tel. Co. v. Public Utilities €mn., 448 A.2d
272, 307 (Me. 1982) ("Textbook economics suggestsdh enterprise is likely to establish a targgiteh
structure and make individual financing decisiomat tare consistent with the maintenance of theetaljg
For an excellent short discussion of these issessR. Scott WiderDelaware Law and Weighted Average
Cost of Capital Calculations O'Melveny and Meyers Newsletter (March 12, 200&yailable at
http://www.omm.com/newsroom/publication.aspx?pul&53

198 |n certain circumstances, an expert may also eyrihle "historical internal transactions” methodttha
considers internal transactions of the subject @mBeeAIRA, supranote 39, at 4:1.

19 Sedd. at 4:1.
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enterprise based upon values determined by theetsads a multiple of various
metrics, including, but not limited to, revenuessates, cash flows, or net income.
There are two basic "markets"” relied on. The fgghe market for publicly traded

securities, e.g., equity in particular comparahlblie companies (that is, trading
comparables). The second is the market for estrapanies which are sold or
acquired (that is, comparable transactions). Bglyaipg valuation multiples, as

determined by these markets to the debtor's meticsexpert may arrive at an
estimate of value based on a sample of trading acaiyes and/or of comparable
market-based transactions.

The comparable or guideline company approach detesmnthe value of a
company generally by analyzing similar public (@minetimes private) companies
and applying market multiples derived from the camapive companies to the
subject company. The market multiple is used gy for what investors believe
to be a reasonable rate of return for the particedgurity. The market multiple
assumes that the company will generate some Iéwraings in perpetuity. In the
comparable or guideline company approach, compéduaieimg their stock traded in
the public markets are selected for comparison us®tl as a basis for choosing
reasonable multiples for the subject company. WUthie method, the expert seeks
to determine the subject company's indicated vdlyeanalyzing the prices of
comparable publicly traded companies and, more ifsgaly, the valuation
multiples inherent in these prices vis-a-vis thasenpanies' historical financial
performance. After analyzing these valuation mids, the expert must analyze the
company with respect to the selected guideline eongs to determine comparative
strengths, weaknesses, and overall differencessedBan these observations, the
next step is to select the most appropriate mekipto apply (the "applied
multiples™) to the debtor's own historical dataitanfinancial performance. These
multiples follow two general types: (1) investedpitcal multiples and (2) equity
multiples'’® Invested capital multiples include total investedpital multiples
("TIC" multiples) or market value of invested capitmultiples ("MVIC" multiples).
The numerator of an invested capital multiple repnés the market value of both
debt and equity** The corresponding denominator is a parameteiiribhides cash
flows to both debt and equity holders, such as EB{#*? The numerator of an
equity multiple is the market value of the eqdif§The corresponding denominator
is a parameter that includes cash flows availablly ¢o equity, such as net
income**

In distressed situations, the use by an expert ¥fQvimultiples may be more
appropriate for several reasons. First, MVIC npldis are capital structure neutral
and may provide a superior basis of comparison gmammmpanies with widely

105edd. at 4:2.

Hlgeeid.

"2gee jd.

1 geeid.

114 SeeAlRA, supranote 39, at 4:2.
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different capital structurés® Second, a distressed business may have littleor n
cash flows, after interest expense, that may distgslied equity values and render
the use of any equity multiples meaninglB8hird, the total enterprise value of a
distressed company may not exceed the value oftoitasl debt, indicating
impairment to debt holders and no value to eqity.

The final step in employing the comparable or glindecompany approach is
to apply appropriate weightings to all of the résgl indicated values and to
reconcile these indicated values into one indicatglde in accordance with the
guideline method. Again, the selection of compkratompanies must be a
sensitive, deliberate, and objective process. @ititeria, protocol, and results
should be carefully detailed in the expert's repdnt addition, an expert may also
consider focusing on several separate time fraifigsa five-year average; (2) a
three-year average; (3) the most recent fiscal;yaad/or (4) the latest twelve
months. In gauging the comparable companies, parexnay consider a humber
of different metrics, such as size, margins, reamrequity, historical growth, short-
term liquidity, and leverage. Lastly, care musigbesn to any differences between
the subject company and any guideline companiesectto the benefits associated
with the use of tax attributes, such as net opwyakbsses, carryforwards, and
carrybacks (collectively, "NOLs"). For any appliediltiple that is built from data
above the tax line (for example, EBIT, EBITDA, gtcwhere a significant
unutililzlged NOL exists, the NOL must be valued satey and added to the implied
value.

Under the similar transaction approach, the expedlyzes the transaction
multiples that various acquirers paid in acquiringjority stakes in similar target
companies. This approach uses multiples deriva fsbserving the prices paid in
actual transactions, such as mergers and acquositaf similar companies.
Common multiples include MVIC/Sales, MVIC/EBITDA,né@ MVIC/EBIT.'*
These multiples are then applied to the subjectpamy to derive an indication of
value. The selection of similar transactions seasitive, deliberative, and careful
process. Although a certain minimum level of tei®ns may be necessary to
derive any confidence from any inferences that meyapplicable to the present
task of valuation, the quality of the selected $emtions and not their quantity is of
paramount importance. These similar transactibosld be identified in the report
on valuation and the criteria for their selectidmowd be carefully detailed.
Moreover, a protocol established before one befigstudy may help demonstrate
an objectivity that should be employed in this gs@l. This protocol should

155ee idat 4:6.

e 5ee id.

" see id.

"8 See idat 4:14.

119 Seeid. at 4:15. In addition to MVIC multiples, an experayndecide to focus on several valuation
multiples, including, but not limited to: (1) Tothlvested Capital ("TIC") to revenues; (2) TIC tarBings
Before Interest, Taxes, Depreciation and Amortara'EBITDA"); and (3) TIC to Earnings Before Inést
and Taxes ("EBIT")See idat 4:11-4:14.
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include the efforts undertaken to identify simileiansactions, beyond what one may
find in press reports. For example, factors thautd be considered include: (1) the
form of consideration, including cash, stock, nanpete agreements, seller notes,
or any combination thereof; (2) the health of thguired entity and any need for
capital infusion to sustain it as a going concé8y;assumption of liabilities by the
purchaser; or (4) whether the buyer is strategiinancial*°

Under any market approach, be it the guideline @ypnethod or the similar
transaction method, of paramount importance is that expert delineate the
procedures, process, assumptions, and variablelyadpand the results achieved
in a clear, jargon-free, and objective manner. Ehipert should eschew any
methodology that approximates the following:

Market data— "then a miracle occurs*> business enterprise

value®?

Although widely used as estimates of value, theaissomparable or guideline
companies and similar transactions may be problemaFirst, it is extremely
difficult to find a truly comparable company or $ian transaction. Adjustments to
harmonize differences among comparables are oftbitraay and may lead to
erroneous conclusions. Second, it is difficultetimate how a multiple should
change as a result of a change in a company'segtatvhich makes them
practically useless in evaluating companies thatwardergoing volatile strategic
and operational changes. Third, the analysis ef riultiples for comparable
companies averages away the very distinctionsaifeatnost important in estimating
value. Fourth, the analysis of multiples for conaide companies typically uses
public company data to calculate value. Howevecpiporating the multiples
derived from comparable publicly-held companie® iatvaluation of a privately-
held debtor company introduces a wide array of m@kdistortions, which may
only be partially alleviated by adjusting the vdlaa both positively and negatively
by additional factors, including, for example, thénority discount and the control
premium'?? By the time all of these adjustments are made,integrity of the
valuation may have been seriously compromised.th,Fgome experts employ
market multiples derived from private companiedemiéd in proprietary databases
that are typically not fully disclosed to opposioarties, their counsel, and experts.
The secrecy surrounding the proprietary naturdefdata relied on by an expert to
render an opinion on valuation does not square Wighdisclosure requirements
under Rule 26 of the Federal Rules of Civil Proceduas applied to bankruptcy
cases and proceedings under the Bankruptcy Rulé#fs.an expert employs
proprietary data, then that expert must disclos¢ dlata, must defend the integrity

120 5eeAIRA, supranote 39, at 4:15-4:16.

121 One may be surprised how often the "equation” alwaptures the essence of an expert report.

122 50eSHANNON P. PRATT, BUSINESSVALUATION DISCOUNTS ANDPREMIUMS (John Wiley & Sons, Inc.
2001).
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of the data collection, and must attest to theabdity of the collection process.
Opposing counsel and experts then should have pm®rtunity to consider,
evaluate, and employ that data to test the expesésof private company data to
ascertain an indication of the subject companylaeyasubject to the issuance of
any protective order, if necessary. Finally, tpplization of the market approach
may need to be modified slightly as additional dast (both qualitative and
quantitative) should be considered because of #tare of distressed business
valuations*® These factors include excessive leverage; sigmificchanges in
business strategies; quality of new managementyding the skills of a chief
restructuring officer or other advisor; constrairgs liquidity; and potential
operational hurdles in the restructuriiiy.

3. Asset Valuation Approach

Under the asset valuation approach, the expersséxon the current value of
the company's underlying assets. The theoreiitalid that the value of the assets
of a company may be a prime determinant of valubiclvis based on the
operations of an enterprise. This approach iscueéatly appropriate for holding
companies, companies in underperforming industges)panies with significant
tangible assets and/or real estate, some investoerganies, and failed businesses
that seek some form of liquidatioff. This approach to valuing assets is particularly
important to consider as opposed to the other agpes because it may discern
value not revealed by the income or market appremdue to limited returns which
are generated by operations, large values embeddied debtor's interest in leases,
whether for personal property or real property, dtcother words, the approach of
building a valuation based upon assets can reveahwva company has more value
when broken up and sold than as a going concern.

[ll. EXPERTTESTIMONY IN RECURRINGSUBSTANTIVE DISPUTESIN BANKRUPTCY
LITIGATION

We designed the previous section to provide a bagktb the pressing need for
frank discussions of the requirements Dhubert/Kumhoin the context of
bankruptcy cases and the application of that lihg@recedents to testimony on
valuations. In order to develop the robust charaof the best practices under

123 5eeAlRA, supranote 39, at 4:1.

124 5ee id.One should be mindful that the value conclusicersved from the guideline company method
is not the same as the similar transaction metfib@. guideline company method derives a marketable
minority value while the similar transaction methddrives a controlling interest value. Any distegbs
business valuation must consider adjustments to ghigleline company method (for example, a
consideration of applying a control premium to theébject company's equity value) to make the level o
value comparable&Seed. at 4:16.

125 5ee generallysrael Shaked, Stephen Kempainen, & Allen Michilderstanding FMV in Bankruptgy
25 AM. BANKR. INST. J. 42 (May 2006).
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Daubertby parties, experts, and courts, we shall now idenghe typicaDaubert
issues in the context of various substantive degputWhat follows is a discussion
of cases written as a self-conscious narrativer@eroto educe the best practices as
they are being developed by courts in real sitnatio

A. The Search and Select Method

Before addressing a variety of valuation cases,fivgé want to address an
undisciplined practice we refer to as the "seardd aelect" method courts
occasionally utilize in reaching a decision on waéilon. In our judgment, the
bankruptcy court should either accept or reject ribygort and testimony of the
plaintiff's expert witness, and should not engagean independent exercise in
creating an adjusted balance sheet or total erderpalue for the debtor on its own.
If the plaintiff's report and testimony are rejatt¢hen the court should awarded
judgment to the defendant because the plaintifedaio prove its case. In many
thorny valuation contests, the evidence is suchttieparty assigned the burden of
proof cannot meet,iand loses at trial. That is simply the nature wf adversary
system. This is no less true where the evidengelmegresent, but the expert has
simply not aided the trier of fact or that the imsiny is not reliable.
Notwithstanding the seduction, a court, howeversimgenerally refrain from
migrating from gatekeeper to meta-expert.

Of particular concern is the practice (both reat grerceived) of courts
"splitting the difference"” between expert opiniofa, example, on total enterprise
valuations of the reorganized debtor or on insatyeanalyses. The conventional
wisdom is that courts do not ham-handedly split difference between expert
opinions (for example, by adding the expert vabradiand dividing by the number
of experts), but that they rather engage in thetjpeof "search and select,” that is,
culling and winnowing reports to arrive at a metpart that sustains a value within
the range of values provided by the expdrtg not clearly supported by any one
expert's opinior®®

The problems with the "search and select" appr@aehseveral-fold. First, it
encourages greater divergence in opposing exparioog. If counsel and experts
believe, justifiably or not, that a court may "spie difference," then the one
party's expert may be convinced that a higher vgamt within the range of
justifiable values may be appropriate while the agipg party's expert may be
equally convinced that a lower value point shoudpboposed. Notice, the expert
is formulating and rendering a reasonable valuaiionhis judgment, but is
influenced by the fact that a court may split thfedence. Although experts

126 For an interesting empirical study on how bankryptourts decide valuation issues, see Keith
Sharfman,Judicial Valuation Behavior: Some Evidence From Baptcy, 32 RA. St. U. L. REv. 387
(2005). Professor Sharfman analyzed 24 valuatieputes in bankruptcy tried and determined by the
bankruptcy court. His study found thain average, bankruptcy courts allocated 65.2%hefvalue in
controversy to debtors and 34.8% to secured cmsdith at 397 (positing that plausible explanation foradat
is that bankruptcy judges implicitly value debtosses more highly than creditor gains).
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generally struggle to be as objective as posdilg;, are human beings who may be
influenced, whether consciously or not, by the pption that the range created by
the opposing experts' valuations will impact tharte final decision.

Second, the "search and select" method may rasatjudicial valuation, for
example, that no qualified expert would acceptlehe render. In such situations,
the court has inappropriately inserted itself asegpert rather thaa gatekeeper.
While the judicial roles of determining valuatiomdaacting as an evidentiary
gatekeeper may overlap, they are two very distinat functions. Although the
court should be active in the latter role, it sklbabstain from essentially ignoring
experts in the former. If further expert analyssnecessary after the parties'
experts have testified, then the court should damsippointing its own expert or
technical advisor or sending the experts backeddnawing board**’

Finally, expert financial testimony, such as thastimony offered in the
insolvency, reasonable value, and total enterprédeation contextsis a holistic
endeavor that should not be cleaved by a "seamdlselect” judicial approach. Let
us consider the testimony offered at confirmatiarttee total enterprise value of the
reorganized debtor. The expert will often testify/to total enterprise value based
on the application of several valuation techniqeagh requiring assumptions and
adjustments to be made. Cash flow adjustments mogbctions, appropriate
discount values, cash flow metrics, terminal valigsilar transactions multiples,
or comparable or guideline company multiples are isolated and independent
factors that may be selected off the shelves ofpatimg expert testimony. Many
variables in the valuation process are drivenairt, oy an expert's observations and
analysis of other variables and metrics. Thus,nmdeourt employs &earch and
select approach, it fails to appreciate the interdepeoder numerous assumptions
and variables in a valuation methodology and pdgsiholates the internal
integrity, reliability, and coherence of the valoatitself.

B. Solvency: Avoidance of Preferential Transfers

In preference litigatioh?® financial testimony and expert reports have
characteristically addressed whether the defenciamtebut the presumption under
subsections 547(b)(4)(A) and (f) of the debtorsolaency within the ninety-day
period before the petition date or, if rebutted,ethier the trustee (or debtor in
possession where no chapter 11 trustee has beemtgg)) can prove the prima

127See, e.g.In re Mirant, 334 B.R. 800 (Bankr. N.D. Tex. 2005) (expsent back to consider court
questions and concerng; re Oneida Ltd., 351 B.R. 79 (Bankr. S.D.N.Y. 2006)dcexpert served role as
de factotechnical advisor).

128 seeRobert J. Stearn, JProving Solvency: Defending Preference and Frauhileansfer Litigation
62 Bus. LAw. 359 (2007)]n re WRT Energy Corp., 282 B.R. 343, 368 (Bankr. D. 2@01) (explaining
that in avoidance litigation, valuation/solvencytedas date of transfer at issué)i re Commercial Fin.
Servs., 350 B.R. 520, 541 (Bankr. D. Okla. 200%ig(dying that "[flor the purpose of a solvency dsis, .

. . assets and liabilities must be valued baseadh uplormationknown or knowablas of the date of the
challenged transfer(emphasis in original).
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facie case of insolvency. Under section 547(b)@)ong other things, a debtor
must be insolvent to have made a preferential fieansinsolvent is defined in
section 101(32) to mean:

(A) with reference to an entity other than a paxthg and a
municipality, financial condition such that the swihsuch entity's
debts is greater than all of such entity's propety fair valuation,
exclusive of—

(i) property transferred, concealed, or removedhwiitent to
hinder, delay, or defraud such entity's creditars]

(i) property that may be exempted from propertytioé estate
under section 522 of this title . . . .

As to the issue of insolvency, the defendant's tteb(or trustee's prima facie
case once the presumption is rebutted) requiresstagnts to the balance sheet of
the debtor as of the date of the preferential fea(s), which usually had been
prepared according to GAAP accounting principlesl gmactices, in order to
effectuate a balance sheet based on a fair vaftuafidhe debtor's property and
debts, including, in the appropriate circumstanoesi-severable goodwill and the
present value of any additional contingent asdess, the actual liabilities of the
debtor, including a risk-adjusted assessment ofiéior's contingent liabilitie$?
This standard requires training and experience adjusted balance sheet"
accounting in the bankruptcy context. Furthels #tandard requires that the expert
independently verify the debtor's assets at avigination, although an expert may
consult with the debtor's management on such faoth circumstances. |If the
expert does not meet these requirements, the &xpeport and testimony should
generally be excluded as unreliable unBaubert/Kumho There is no legitimate
point to "weighing the probative value" of the entj@ereport and testimony; the
report and testimony should never be placed uperstiales. The emerging case
law is moving decisively in that direction.

The cases under this substantive umbrella of iesaly demonstrate the trend
toward a more sophisticated performance of the tsowatekeeping role in
excluding "irrelevant and/or unreliable" expert@gp and testimony. Part of the
more sophisticated performance by the judges ideeed by their increasing
degree of critical mastery of adjusted balance tsleeounting principles and
practices and their self-evident higher degreeoofidence in their own judgments
in rooting out irrelevant and unreliable financeatpertise. Note, however, this
judicial awareness of its gatekeeping function hasduced the collateral

129 We note that an expert may also use the incomeoapp or the market approach to determine
insolvency under section 547(b)(3). Although setti®1(32) requires a comparison of the debtor'ssdeb
and property at a fair valuation, in a going concgituation, it may be appropriate for an expereraploy
an income and market approach to determine thepeige value of a company. Once the enterpriseevaiu
a company is determined, an expert may generatiyjpadk current liabilities to determine the assdtie of
the companyCf. Statement of Position 90-3upranote 85 and accompanying text.



2008] SQUARING BANKRUPTCY VALUATION PRACTICE 201

consequence of increased costs by both partiesnhpin the proper preparation of
the expert reports, but also in preparing for aaterdingDaubert/Kumhocross-
motions for disqualification of offered expert iezbny.

Occasionally, courts must address the questionhadther the presumption of
insolvency found in preference cases involving gfars within ninety days of the
petition date under section 547(f) has been rethutfEhe prima facie case for an
avoidable preference under section 547(b) requane®ng others, that a transfer is
made while a debtor was insolvent. Insolvency ieran of art; section 101(32)
requires that a debtor's debts be compared tordpepy at a fair valuation.
Although referred to as the "balance-sheet" aproadjusting the balance sheet is
simply the beginning of the process. Balance sbegies must be adjusted through
a fair valuation and both assets and liabilitiestie supplemented or amended. A
professional with expertise in bankruptcy mattees/rbe called upon to make the
adjustments to the fair valuation to a "beginni@AAP balance sheet and may
also engage in a valuation of the business to vadmeseverable goodwill and as a
"check" to the adjustment of the values of the tast® a fair valuation. Some
experts have ignored this process, relying excélgion book values for assets and
liabilities, while others have made adjustmentsiit reasonable explanation.

1.Inre Lids Corp.

It was the practices of making the required adjesti:i to a GAAP balance
sheet that the bankruptcy court thoughtfully adskedsin a preference action filed
by the debtor inn re Lids Corp'* There, the court conducted a two-day trial on the
admissibility of the testimony of the defendankpert who was affiliated with an
investment banking firm. The plaintiff also retathan expert witness who was a
forensic accountant. The defendant's expert gaweopinion that the debtor was
solvent at the time of the relevant transfer untte¥ adjusted balance sheet
approach?® After careful consideration, the court rejected #xpert's opinion on
fair valuation for several persuasive reasohgirst, the court rejected defendant's
expert's analysis under the "adjusted balance 'simethod because the report
strictly adopted the "values" in the debtor's ficiah statements, which were
prepared according to GAAP principles and practi¢eéd/hile a common practice,
this is usually a fatal error. Unless the entteea balance sheet have been "marked
to market," which is the case in only a few welfided asset categories, reliance on
book values as proxies is inherently unreliable araflevant to whether the debtor
was insolvent as defined in section 101(32). Mweepreliance on a balance sheet
prepared on a GAAP basis may ignore certain intdegassets or unrecorded

130281 B.R. 535 (Bankr. D. Del. 2002).

3114, at 540.

132 |d. at 546 ("We conclude that the Houlihan Report does rebut the presumption of insolvency
imposed under section 547(f) because Houlihansati@ns are flawed and because EYCF's report raises
serious doubts about the validity of Houlihan'suagstions.").

3 See idat 542-43.
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liabilities. The defendant's expert made no adjesits for fair valuation of the

tangible assets, which was primarily the debtongmtory of hats with sport team
logos, and made only an unexplained minor adjustnmethe debtor's accounting
entry for the intangible of "goodwill* The court was entirely correct in rejecting
any expert testimony on insolvency based on anleiramt and unreliable

methodology.

The defendant's expert also gave the opinion tieatlebtor was solvent at the
time of the transfer under a total enterprise Widnaapproach using both the
guideline company method and the similar transactiethod. Essentially, the
total enterprise value approach allows an expetbéek into" a determination of
insolvency through the manipulation of the fundatakmccounting equation—
assets equal liabilities plus ownership equity.ugran expert first determines the
enterprise value of the business through one oustor of the three methods
described aboV& and then adds current liabilities. That sum (gumise value plus
current liabilities) must be equal to the reorgatianal value of the assets. If the
reorganizational value of the assets is less tharenterprise value of the business
plus non-interest bearing current liabilities, thlea business is insolvent.

As noted, the defendant's expert employed, amohgrst the guideline or
comparable company method in finding that the deltas solvent. Again, the
court rejected the defendant's expert's opiniordas several deficiencies. First,
although the court found that the companies salebtedefendant's expert were
publicly-held corporations engaged in retailing gpkty products, none of these
companies were comparable because none of theradskay attributes with the
debtor: these companies were profitable—the deb#sr not; these companies had
proven business plans—the debtor did not; and thmmepanies met their
projections—the debtor did nbf Moreover, the court found that the defendant's
expert did not consider the multiple ranges for meenue and EBITDA for the
comparable companies selected and failed to exp¥aiy those ranges were not
considered® Again, according to the plaintiff's expert in réfal; the multiples
were "inaccurate because the EBITDA multiples usede greater than the mean
and median multiples used for the other, more fablé and stable, companié&™
Third, according to the court, of equal or greatgvortance was the unreliability of
the EBITDA metric that the expert for the defendarsed in calculating the
product: EBITDA times the comparable companies iplal$. The court found that

¥ See idat 542.

% The income approach, the market approach and ghet-galuation approach are the three typical
approachesSee, e.g.Hull v. Spartanburg County Assessor, 641 S.E.Q8, 910 (S.C. Ct. App. 2007)
(using income approach); Estate of Jelke v. Com®07 F.3d 1317, 1322, 1334 (11th Cir. 2007) (using
market approach and professing that net assetfi@uapproach is best approach "to use in valuing
corporations that are essentially holding compahidhe expert would make the appropriate calcoteti
under two or all three approaches and then, exegcsound and reasoned discretion, formulates anasp
either as a point estimate or, more commonly, tarval estimate.

1% See Lids Corp281 B.R. at 544.

%7 See id.

138 |d
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the defendant's expert's projections for calculp&®®BITDA were "unconvincing,"
and so that method failed to rebut the debtor'slesncy as of the date of
transfer:®

The court also rejected the defense expert's apioio solvency based on the
similar transactions methd® In supporting its opinion that the debtor was enty
the defense expert used nineteen acquisitionsublécly reported, from 1995 to
2001. The use of these comparable transactionseves, was problematic.
Accepting the plaintiff's expert's opinion, the gofound that the condition of the
market in acquisitions had materially deterioratgd 2000, and, therefore, the
earlier transactions had to be eliminated from data set as "outdated" and no
longer reliablé*! The court also accepted the plaintiff's expentticssm that the
defense expert's use of net revenues for the radtigid not accurately "reflect
value because it fail[ed] to account for lossepmfitability and skew[ed] values
upward.*?

The court then turned its attention to the apprott the defense expert
embraced in assessing the debtor's liabilitiesfandd that approach lacking. At
bottom, the court found that the defense expertitmpdoperly excluded close to a
million and a half dollars in "other non-currenabilities" and had completely
ignored the debtor's contingent liabilities in carables. The plaintiff's expert's
analysis of these very liabilities, which includezhtingent liabilities from damages
from anticipated lease rejections and severanceeraployees, substantially
increased the debtor's liabiliti&s.

2.In re Payless Cashways, Inc.

In another take on valuation issues in the contektan insolvency
determination in a preference action, the cournime Payless Cashways, IH¢.
limited the scope of its decision in these proceliyrconsolidated preference
actions to the mixed issue of fact and law of whetthe publicly held debtor

139 See id.at 544-55 (agreeing with Lids' assertions thati@aer choice of multiples does not give
accurate reflection of company's value and thatamee on Lids' projections to calculate value was
unjustified in light of past projections being icacate).

140 see id.at 545 (rejecting analysis because it ignored fiagt Lids was never profitable, yet analysis
compared it to profitable companies).

141 See id.("We also find that the sales considered by [dddeis expert] are outdated. Most of the
transactions considered in the [defendant's exgrt] occurred several years ago, long beforeketar
conditions changed, for the worse.").

12| ids Corp, 281 B.R. at 545. The debtor's expert went evethéu to contend that it could find no
public acquisitions by companies that were comgarab the debtor's size, nature of the businesd, an
profitability. 1d. ("[Plaintiff's expert] stated that it found no cpamies comparable to Lids based on the size,
nature of the business, and profitability of thepmses of a comparable transaction analysis. Toreref
[plaintiff's expert] stated it could not conducistiype of analysis.").

143 gee id.at 546 ("[Defendant's expert] failed to account &miditional contingent liabilities which
[plaintiff's expert] added to Lids' balance shekt(,285,000 to $89,317,000) consisting of leasectigin
and severance obligations.").

144290 B.R. 689 (Bankr. W.D. Mo. 2003).
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corporation was insolvent on each day of the niglety period before the petition
date of June 8, 2004° In an unusual ruling, the court held that the debthe
fourth largest retail supplier of building matesiah the nation, was solvent on
March 6, 2001, the ninetieth day before the petitaate, and this financial
condition continued until May 13, 2001, when thebtd€s inventory lenders,
Congress Financial Corp. and Hilco Capital, L.efused to continue lending
outside of a chapter 11 caé&Moreover, the inventory lenders demanded that the
debtor grant them junior liens against the subigthatuity value of its real estate
holdings as further security for the inventory ficang. After the petition date, it
took six weeks for the debtor to negotiate the geaithe financing order with its
inventory lenders, but by that time the debtor hesi 20-30% of its customers
because of the depleted stock of building materi&isthin six weeks of the entry
of the financing order, the lenders then refuseadntinue the financing of the
debtor in possession and successfully moved foagpmintment of a chapter 11
liquidating trustee.

In a very sophisticated analysis, the court defitre mixed issue of fact and
law of solvency during the ninety-day look-backipdras turning on whether or
not the debtor was a going concéthlf it were a going concern, then an adjusted
balance sheet analysis, relying upon the fair waloaof its assets would be
appropriate; however, if the debtor were on itstldeed or were at the "point of
peril,"**® then a forced sale or liquidation analysis wowdappropriate. The court
found the testimony of the preference defendamizer witness more convincing
and careful with the relevant facts than the ligtiitg trustee's expert witness.

Interestingly, the court made no mention of Beubert/Kumho Tirestandards
for the admissibility of the reports and testimanfypurported expert witnesses.
Nevertheless, the substance of the opinion showednaiarity with the standard
methodologies for determining whether a debtor a@foon was insolvent.
Although the court referred to the use by the espefrthe comparable or guideline
company method (a market approach) to the quesfiomsolvency, the bulk of the
opinion focused on an adjusted balance sheet mathghching its conclusion on
the issue of insolvency.

3.In re Wallace's Bookstores, Inc.

In In re Wallace's Bookstores, Inf¢® the court excluded testimony from the
defendants' three designated expert witnessesaintigg the plaintiff's motionn

145 See idat 691-92 (stating issue as: "Was Payless oredthtled at any time during the 90 days prior to
filing its bankruptcy petition?").

18 See idat 705 ("I, therefore, find that Payless was aag@ioncern, and solvent, until May 13, 2001.").

147 See idat 697705 ("The real issue, however, is whetlagteBs was a going concern or on its deathbed
during the preference period.").

148d. at 703 (quoting definition of "point of peril* dthe time when a company's ability to continue as a
going concern is in doubt because its expectechtmgeare less than the expected costs").

149316 B.R. 254 (Bankr. E.D. Ky. 2004).
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limine heard in connection with the trustee's motion dommary judgment in a
preference action. The defendant raised the atfikrm defense of payments in the
ordinary course of busine§8.At the concurrent hearing, the court also consider
the defendants' cross-motiam limine to exclude the plaintiff's expert withess and
held that it had become moot.

As the court pointed out, it is the burden of tleéetidants to present sufficient
evidence (i) to rebut the presumption of insolvedaying the ninety-day look-back
period® and (i) to support the ordinary course of businekefense as an
affirmative defens&? The payments, subject to recovery, totaled $508E0which
repaid short-term, high-yield borrowings.

In reaching its decision on both the plaintiff'stion in limine and its motion
for summary judgment, the court presented a rigpand comprehensive rationale
for granting the trustee's two motions. In reaghits determination, the court
reviewed the deposition transcripts of each ofdbfendants' designated witnesses.
The first witness was a licensed C.P.A., but thericfound that this witness had no
training and experience in analyzing insolvencylened under section 101(32) of
the Bankruptcy Code. In this respect, the C.Pdiled to measure the "fair
valuation" of the debtor's assets and the predeobuhted amounts of the debtor's
contingent liabilities, including a corporate guasa of millions of dollars.
Moreover, the C.P.A. did not appear to apprecizde accepting the book entries on
their face for "goodwill" of $7,700,000, a "sharé&der receivable" of $60,000,000,
and "going concern" values for inventory was notelable method under the
principles and practices of insolvency accountiidore to the point, the witness
failed to make any diligent and independent inqaoycerning the transaction basis
for the shareholder receivable or its collectapilis to goodwill, the C.P.A. made
no investigation concerning the debtor's abilityptry its current obligations in the
period immediately proceeding the ninety-day loalk#operiod, that is, whether the
debtor had any going concern value. This witneas easily dispatched, with an
implied warning to any other C.P.A. held out aseapert in avoidance litigation
that any claim to expertise on the fact issue eblvency has to be supported by
evidence of proper training and experience in thiecjples and practices of

1505611 U.S.C. § 547(c)(2) (2008).

151 See Wallace's Bookstorexl6 B.R. at 25%ee alsdll U.S.C. § 547(f) (“[D]ebtor is presumed to have
been insolvent on and during the 90 days immedigtetceding the date of the filing of the petitipnll
U.S.C. 8 547(b) ("[T]rustee may avoid any transf€rn interest of the debtor in property . . . (3de
while the debtor was insolvent.").

12 SeeWallace's Bookstore816 B.R. at 263ee alsdl1 U.S.C. § 547(c)

The trustee may not avoid under this section astean . . (2) to the extent that such
transfer was in payment of a debt incurred by thbtar in the ordinary course of
business or financial affairs of the debtor andtthesferee, and such transfer was—
(A) made in the ordinary course of business orrfoia affairs of the debtor and the
transferee; or (b) made according to ordinary essrterms.

11 U.S.C. 8 547(g) (showing that defendant hasédwf proving all three elements of this exception
preference avoidance).
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insolvency accounting. Moreover, the expert canmsimply rely upon
management's representations or its unauditeddialastatements; the expert has
to undertake a reasonable and independent invastigaf the factual basis of each
of the major categories of assets and liabilities|uding contingent assets and
liabilities.

The court then turned to the second designatedesstnanother C.P.A. who
held, in addition, a Ph.D. according to the cohis, expert report was even more
"conclusory” than the first withess's report—thgskof death in ®auberthearing.
The court's critique merits quotation in full as @utstanding example of how the
gatekeeper role is properly performed:

[Dr. Y], likewise has no education or experiencerisolvency
or bankruptcy accounting. His report is even nmareclusory and
contains even less explanation than [X's] repart, lsis deposition
testimony is even more damning. For example, [Ptestified
that he is aware of no difference in the treatnmntontingent
liabilities under the Bankruptcy Codés-4-vis under generally
accepted accounting principles. He also acceptBdisWaluation
of an account receivable owed by a related partithowt
investigating to determine the collectability ofetineceivable (or
even determining the identity of the related patty evaluate
whether the receivable should be included in a daieed balance
sheet at all).

In addition, [Dr. Y] did not investigate [the shhoider's]
solvency but based his conclusions regarding tHeesaof the
[shareholder] receivable and of the liability reggeted by WBI's
guaranty of indebtedness owed by [the shareholdelg¢ly on
information indicating that he had historically gdiis debts; [Dr.
Y] also acknowledged having no information regagdihe source
of the funds used to pay debts to WBI, so he caoldconfirm that
the debts were paid rather than refinanced. Afsadleciding that
there was a zero probability that WBI would be @dllupon to
honor its guaranties of [the shareholder's] defis, Y] gave no
consideration to whether the debts were in fadedahround the
times of the transfers.

Thus, the court likewise concludes that the Defahdi@s not
provided sufficient evidence of the reliability [@r. Y's] testimony
to pass théDaubert/Kumho'gatekeeper" test. Accordingly, [Dr.
Y's] report must be excluded and does not, thezefoebut the
presumption of insolvency in this casé.

153 Wallace's Bookstore$16 B.R. at 262—63.
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The testimony and the report of the third withesaswalso excluded as
unreliable. The defendant's third witness wasnaestment advisor. The witness
was prepared to testify as an expert about theeharkshort-term high-yield loans,
averring that the loans to this debtor were inaiaid paid in the ordinary course
of the commercial debtor's business and in contgrmith industry practices. The
court commented that:

[The investment advisor's] report concludes that tirms of
the loans were not unusual for "high yield, shertrt debt.” This
conclusion if, of course, circular: by definitiothose incurring
"high yield, short term debt" agree to short teansd high interest
rates. The report includes no information indiegitihat it was the
ordinary course of [the debtor's] business to iribigh yield, short
term debt" (even if was ordinary for the Defendemimake loans
on that basis.) [The witness] report must be adedliin this
regard™>*

The defendant's fourth witness barely survived uhdification. This witness, a
venture capitalist, was also offered to testify the ordinary course of business
defense. While partially supported by the witn@sgéstigation of 350 short-term
high vyield loans his company had made, the couundothat this kind of
investigation carried no probative weight in prayithat loans of this character
were part of thelebtor'sordinary course of business, and, therefore, wakevant,
or if marginally relevant, entitled to little proibze weight.

Upon dispatching each of the defendant's witnessddinding that the plaintiff
sustained his burden, the court granted summagnjedt on the preference count
of the trustee's complaint. In light of this deteration, the defendant's cross-
motionin limine to exclude the plaintiff's expert became moot.

4.1n re Heilig-Meyers Co.

In re Heilig-Meyers Cd>® also addresses valuation in the contexDafibert
There, the Creditors' Committee filed an avoidaacion, alleging the pre-petition
debt restructuring with the debtor's bank group d Wachovia Bank, N.A.
(collectively, "Bank Group" or "Wachovia") was adable as either a fraudulent
transfer or as a preferential transfer. The bastksucourt limited the scope of its
decision to the issue of the debtor's insolventiye court found that the debtor was
solvent as of the date of the transfers, rendenrapt the secondary issues of

1%4d. at 265.
155319 B.R. 447 (Bankr. E.D. Va. 2004).
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whether the transfers were avoidable as fraudulemtsfers or as preferential
transfers®

Heilig-Meyers and its domestic affiliates manufaeth and distributed home
furnishings sold through its network of over a D20cal retail stores, located in
small towns and rural markets in thirty staf&dts local store managers made the
decisions to extend credit to its retail customeérbe portfolios of retail installment
sales contracts were then bundled and securitzgalblic investors through bond
offerings. On May 25, 2000, the debtor entered atnajor debt restructuring with
its Bank Groug?® The debtors then filed their petitions for reli August 16,
2000, one week before the expiration of the nirtgty-look back period for the
Bank Group restructuring?

The Bank Group's expert withess submitted a reguadttestified that as of the
date of transfer, the debtor had a net worth of8$&llion at “fair valuation.**°
This valuation was consistent with an analysis thagmn deriving a multiple of 6.0
to 7.0 from comparable companies in the retailifura business, which included
adding a 40% premium for control, and applying tmaitiple to the EBIDTA of
the debtor?! On the other hand, the Committee's expert witasssrted that a fair
valuation of the assets was less than half of twekBSroup's adjusted amount, but
agreed that the liabilities were very close to Benk Group's number. The
Committee's expert asserted that a fair valuatrmdyced a negative net worth of

1% See id.at 474;see alsoll U.S.C. § 548(a)(1) (stating trustee may aveiyg @mansfer of interest or
obligation of debtor that was made or incurred imitivo years of bankruptcy filing if debtor, "(Béceived
less than a reasonably equivalent value in exchtorgauch transfer or obligation; and (ii)(I) wasolvent
on the date that such transfer was made or sudéfatibh was incurred, or became insolvent as altrefu
such transfer or obligation"); 11 U.S.C. § 101(33)(stating insolvency at time of alleged preferant
transfers determined by whether dollar sum of dsbiebts greater than dollar sum of debtors' aisget
"fair valuation").

7 See Heilig-Meyers Cp319 B.R. at 452.

%8 see id.at 454-55 (finding by court that these liens anldteel cash payments granted or made to
lenders by debtors are focus of this litigation).

%9 See idat 450 (stating debtors filed their chapter 1itjpets on August 16, 20003ee alsdll U.S.C. §
547(f) (stating "for purposes of section 547, tkbtdr is presumed to have been insolvent on aridglthe
90 days immediately preceding the date of thediliri the petition"); 11 U.S.C. § 547(b) ("[T]rustesy
avoid any transfer of an interest of the debtqurioperty . . . (4) made— (A) on or within 90 dayfdre the
date of the filing of the petition; or (B) betwesimety days and one year before the date of thegfdf the
petition.").

%0 See Heilig-Meyers Cp319 B.R. at 460, 464pe alsd1 U.S.C. § 101(32)(A) (finding "insolvent" with
reference to entity's financial condition "suchtttiee sum of such entity's debts is greater tHabfeduch
entity's property at a fair valuation”); 11 U.S8547 (b)(3) ("[T]rustee may avoid any transfeaafinterest
of the debtor in property . . . (3) made while tlebtor was insolvent.").

161 5ee Heilig-Meyers Cp319 B.R. at 460, 464 (followinaubertand progeny holding that court serves
as "gatekeeper" and expert valuation witnesses seaye as qualified appraisersge alsoDaubert v.
Merrell Dow Pharmaceuticals, 509 U.S. 579, 594 (1988Iding that court may allow expert valuators to
testify, but must be mindful that such testimongwdt be admissible and relevant in light of apiearules
of evidence); ED. R. EviD. 403 (allowing for exclusion of relevant evidenié€'its probative value is
substantially outweighed by the danger of unfa@jymtice, confusion of the issues, or misleadinguhg or
by considerations of undue delay, waste of timelemdless presentation of cumulative evidence").
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slightly over $330 milliort® The difference between the two experts' valuations
was, thus, approximately $500 million.

The court acknowledged its duty under thaubert/Kumhostandards, but it
found that the opposing experts were both qualifiad that their testimony was
both relevant and reliable despite the sizeablerdifice in their opinions. Further,
the court noted that the differential left it in ancomfortable position stating "'the
irony that judges, few of whom would qualify as expwitnesses in any trial of
asset valuation, regularly determine the worthssiets, sometimes forced to choose
between the conflicting reports of undisputed et

Despite its reservations, the bankruptcy court bbag accomplish its meta-
valuation through aad hocmethod of (i) adopting the values of some entiries
the debtor's audited financial statements for e gnding December 31, 2001, (ii)
adopting the values for other entries from the B&ikup's expert's report, (iii)
adopting the values for a third set of entries fithim Committee's expert, and (iv)
modifying the values for a fourth set of entriesading to his own light&* The
court's bottom line was that the debtor had a rethwof at least $41 million as of
the date of transfer, but that the debtor fell inplvency by the petition dat&,

A critical review of the underlying rationale forek items on the adjusted
balance sheet reveals areas of possible weakndle tourt's methodology. For
example, the court adopted the value of the debt&etained interest” of
$138,503,000 stated on the audited financial statgsn for which the Committee's
expert assigned no value whatsoeV&iThe court repeatedly stressed the fact that
each component in its analysis presupposed a gmngern for the value of the
debtor, but that in determining the fair value lo¢ ebtor's assets in an adjusted
balance sheet analysis, value had to be based wpamh those assets would
command in a nondistressed market $lAs the Committee's expert testified, the
debtor had been securitizing its eligible receigabht 80% of their principal
balance, that it was unable to obtain any furtregustization of its remaining
receivables, and that the securitized value equateat any third-party purchaser
would pay for those receivables, especially givendmall size of each receivable,
the localized character of the consumer creditsiiges, and the wide distribution of
the receivable¥?

The court also adopted the value of the debtorspad expenses of
$26,562,000 for which again the Committee's exassigned no valu&’ The court
reasoned that because the tangible assets werednsuny purchaser of the assets

1%25ee Heilig-Meyers Cp319 B.R. at 459, 464.

1631d. at 447, 461 (Bankr. E.D. Va. 2004) (quoting Dorizekban and Inv. Bank v. Manfin re Mann),
249 B.R. 831, 839 (1st Cir. 2000)).

14 See idat 456-57.

15 5ee idat 467, 472.

166 See idat 464.

167 See idat 456.

188 See Heilig-Meyers Co319 B.R. at 453.

199 See idat 465.
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would factor that into arriving at the purchasecerfor the inventory. We are
unaware of any cases in which the prepaid insurann&acts are assumed by the
debtor and assigned in a sale of tangible assetshod party. Thus, the standard
practice in adjusted balance sheet analysis idrikesany value for the prepaid
expenses unless a debtor can demonstrate thatoatignpof the prepaid expenses
are partially recoverable by the cancellation ef¢bntracts.

The court also adopted the value of the debtonentory on its audited
statements of $363,382,000, which the Committeefent reduced by close to
$140,000,0007° In dismissing the value presented by the Comnfitterpert, the
Court noted that the Committee's expert impropeglied upon post-petition sales
of inventory. While this may be true, it is alsad that inventory of goods such as
furniture is rarely worth its stated book value dngge of shrinkage, obsolescence,
discontinuation, and the like. Thus, some discowas likely necessary and
appropriate. Further, unless a purchaser purchabeaf the inventories of the
debtorin sity, the furniture on the floor of these many smaitas would have to be
repackaged and transported to other locations sinllesse items were either
excluded from the sale and sold by the debtor goiag-out-of-business sale, or
were purchased at a substantial discount. More@srm retail business begins
losing substantial monies, which the court ackndgéal occurred in this case, the
debtor's inventory would usually be quite imbalahegth slow-selling or outdated
merchandise, and the value of the inventory asaeninay be of much lower value
than its book value because the faster sellingstamuld not have been replaced
with new inventory.

The court proceeded through the balance sheet isatesting or modifying
items to reach its conclusion. The chart below lwoes the two charts included in
the opinion and displays the audited amounts, tkger¢s' amounts, and the
amounts the court chose:

"0 see idat 465.
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Audited Values Plaintiff's  Defendant's Court Value
Expert Expert

Assets
Cash $ 6,451 $ 6,451 $6,451 $ 6,451
Accounts $ 136,530 $81,918 $119,131  $119,131
Receivable
Retained Interest $ 138,503 - $138,503  $138,503
Inventories $ 363,382 215,909 $363,382 $363,382
Other Receivables $ 82,999 26,790 79,559 $28,105
Prepaid Expenses $ 26,562 - $ 26,562 $ 26,562
Net Assets Held for$ 13,782 5,800 - $ 13,782
Sale
Property and $ 285,515 $49,417 179,220 $64,417
Equipment
Other Assets $ 159,586 $73,263 99,192 $73,263
Goodwill $ 141,400 - - -

Total Assets $1,354,710 $459,458  $1,012,040 $833,596

Liabilities
Current Long-Term$ 681 $681 $ 681 $ 681
Debt
Accounts Payable $ 118,026 $118,026 $118,026 $118,026
Accrued Expenses $ 131,090 $129,017 $131,090 $129,017
Deferred Revenue $ 28,506 ($26,873) $28,506  $ 28,506
Long-Term Debt $ 515,737 $515,737 $515,737 $515,737
Deferred Income $ 42,258 - - -
Taxes
Other Liabilites - $53,141 - -

Total Liabilities $ 836,298 $789,729  $794,040 $791,967

Total Stockholders' $ 518,412 ($330,181) $218,000 $41,629

A quick review of the chart above shows that aevdidwn of as little as 5% on
inventory accompanied by the write off of the pidpexpenses, steps we feel
appropriate in this matter, would completely eliatathe net worth of the debtor.
This reveals the sensitivity of this type of ana&yand the concern of the court
adopting a "search and select" approach.
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5.1In re American Classic Voyages Co.

We earlier discussed the critical approach to tle¢hodologies that the court
took with respect to determining the issue of imenty of the debtor in connection
with an alleged preferential transfer In re American Classic Voyages Co.
("ACV").}"* At this point in our discussion, we now turn toetailed discussion of
the substantive issues of fact and law in this ingmt case. IRACV, a publicly-
held mini-conglomerate cruise line had been opagathree steamboats on the
Mississippi River and cruise ships around the Hamalislands when it suddenly
lost almost all of its existing and projected bowd after the horrific tragedy of
September 11, 2001. The parent company, Americkssic Voyages Co.
("ACV"), filed for chapter 11 relief on October 12001, in the District of
Delaware, and nineteen of its subsidiaries alsul fior chapter 11 relief as related
cases three days latéf.The cases were procedurally consolidated on #tat |
date. Within a few months after the petition dateach of the ships were
abandoned to their secured creditors, other seaneditors made credit bids at
foreclosure sales, or were sold to third parties.

The Plan Administrator under a liquidating trustabished under confirmed
liquidating plans of reorganization brought a prefice action in 2005 to recover
close to $30 million paid to a bank group, led ByMorgan Chase on August 14,
2001, within ninety days prior to the petition ddfeThe issues at trial were
bifurcated, with the threshold issue of insolvetaybe tried first. The expert for
each side testified on the separate valuationseoparent company, ACV, and one
of its principal subsidiaries, Delta Queen Stearh@mmpany ("DQSC").

As we discussed in the section on methodology abtine court framed the
dispositive issue of law for purposes of the trinkolvency under the prevailing
case law, be measured by a "going concern valukdssirthe debtor was "on its
deathbed* "wholly inoperative, defunct, or dead on its f&€¢,or liquidation was
"clearly imminent.*"® Because each of the debtors was operating fultf #= date
of the transfer, with management committed to redpmperating losses and
building revenues, especially for its overnightiseuships in Hawaii, the court

171367 B.R. 500 (Bankr. D. Del. 2007).

72 Sedid. at 502 n.2.

¥ See idat 505.

1 Heilig-Meyers Cq.319 B.R. at 457Seeln re Taxman Clothing Co., 905 F.2d 166, 170 (7th. C39Q)
(finding company not on its deathbed even thougias on road to financial ruin); Fryman v. Century
Factors, Factor for New Wavin(re Art Shirt Ltd., Inc.), 93 B.R. 333, 341 (E.D. P#88) (recognizing that
to hold company that is on its deathbed as goimgexm would be "misleading” and would "fictionalittes
company's true financial condition").

51n re Bellanca Aircraft Corp., 56 B.R. 339, 387 (Bankx. Minn. 1985) ("Only where a business is
wholly inoperative, defunct, or dead on its feetl] going concern valuation be abandoned in favbaio
item by item fair market valuation."peeLangham, Langston & Burnett v. Blanchard, 246 F528, 532
(5th. Cir. 1957) (finding no going concern wherenkapt corporation was "financially dead or mostall
wounded").

76 Travellers Int'l AG v. Trans World Airlines, In¢in re Trans World Airlines, Inc.), 134 F.3d 188, 193
(3d Cir.1998)
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found that insolvency was to be measured as aitumof going concern value, as
testified to by the banks' expert whom the counnfbto be very credibfé! and not
as a function of liquidation value, as testifiedbtp the plan administrator's expert
whom the court found not to be credibfg.

The banks' expert relied principally upon the disted cash flow method for
calculating the total enterprise value separatelythie parent ACV and for the
subsidiary DQSC. In preparing this analysis, dfisrown independent assessment
of the facts and circumstances reasonably foreteealthe date of the transfer, he
choose to rely primarily on management's finansiatements as of June 30, 2001,
and cash flow projects for the fiyeear period from July 1, 2001, through June 30,
2006, apparently without making any adjustmentse atknowledged that the
earnings before interest, depreciation, taxes, amartization (EBIDTA) were
negative, but he accepted management's statenteaitsttwas addressing the
operating losses, that it was substantially indngasevenues, especially in its
operations in the Hawaiian market, and that it wetsling a major dispute with a
shipbuilder, which would fix the construction coatsd would result in the delivery
of several ships then under construction that wdutther increase its revenues.
Based upon the discounted cash flow analysis, #mkd) expert testified that the
assets for the parent ACV exceed its liabilitiespB28 to $247 million, and that the
assets for the subsidiary DQSC exceeded its lim@silby $151 to $196 million; in
light of this financial condition, neither debtoere remotely insolvent.

The plan administrator's expert testified that bbed principally upon the
adjusted balance sheet method for valuing the paesmd the subsidiary
companies!® His valuation for each company was based uporidégion values,
which he derived from the actual proceeds of salesach vessel to third parties or
by the amount of the credit bid for each vesseleriaylthe secured credittf. To
reach the liquidation value of the assets for eaxhpany, he resorted to a bottom-
up analysis that simply totaled the amounts ofstiles or credit bid§* He justified
using a liquidation value approach on the grourad the subject companies were
suffering negative EBITDA of $22.2 for the six mbatending June 30, 2001, and
that the companies were overleveraged with suliatantiebtedness, which had

Y The court emphasized that the banks' expert hadtywyears of experience in valuing businesses and
in that connection, he had performed over 200 valoa. SeeAm. Classic Voyages Co. v. JP Morgan Chase
Bank (n re Am. Classic Voyages Co.), 367 B.R. 500, 514 (BabkrDel. 2007).

78 |n marked contrast, the plaintiff's expert was.R.8., with much more limited experience. The court
notes that this expert was not even aware of managies cash flow projections when he prepared his
insolvency analysidd. One wonders whether the plaintiff's counsel tdekdeposition of the banks' expert
to discover the scope and nature of the documemdsfiaancial records upon which he prepared his
valuation report and why that information was noért turned over to the plaintiff's expert for use i
preparing his own report. It is also surprisingt timalight of developments in the much discusseskdaw,
the plaintiff's expert would not have prepared dig discounted cash flow analysis as an approatheto
issue of insolvency rather than taking what thertcabviously perceived as pot shots at some of the
variables in the banks' expert's report.

9 35ee idat 514.

% 5ee idat 506.

¥ See idat 515.
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increased from $84.6 million as of December 31,9190 over $577 as of June 30,
2001; moreover, the parent company was engagednisj@ dispute with one of its
shipbuilders, with the outcome of that dispute utate.® He calculated that on an
adjusted balance sheet basis, the liabilities Hergarent ACV exceeded its assets
by $398 million, and that the liabilities for thebsidiary DSQC exceeded its assets
by $90 million; therefore, each of the companiesd Aaegative net worth and, thus,
were insolvent® The plan administrator's expert also objectedetesal of the
premises and calculations built into the bankseexpitness's report on valuation,
but the court overruled each of these objecti8hs.

What is surprising about the plan administratoXpeet's testimony is that
apparently he did not emphasize the fact that #rekd pressured the debtors to
reduce their outstanding credit facilities from $#tllion to $30 million on
September 14, 2000, and then to $0 on August 11,.20 seems incredulous that a
commercial bank group would have operated on thd-imfermed business
assumption that the companies enjoyed the immediedenise of reversing a
momentary drop in earnings through aggressive neanagt policies to reduce
overhead and to promote sales. It is far morasteathat the bank group readily
perceived that these companies were not bankatdethat beginning a little more
than one year before the filing, the banks wereninbn "exiting" this credit®
Although the banks' aggressive approach was nobapik@ evidence of the
insolvency of the debtors, it might have called tmnsiderable skepticism in
reviewing management's five year cash flow progextiwhich were relied upon by
the banks' expert and accepted by the court adywtreldible. However, it appears
that the Plan Administrator's expert failed to depethis line of analysis in his
expert report.

The court concluded that the banks had introducefficient evidence,
particularly its expert's report on valuation, teeccome the statutory presumption
of insolvency within the ninety days before theitp@t date; the burden of going
forward then shifted to the plaintiff, and the pl#f failed to satisfy its burden of
proof by a preponderance of the evideli€dhis then led to the dismissal of the
complaint against the bank grotip.

¥25ee idat 511.

3 3ee In re Am. Classic Voyages (367 B.R.at 516.

¥ 35ee id.

18 The bank group entered into a further amended dvahsecurity agreement for $10 million, which the
debtors did not draw down in the three weeks be8eptember 11th, but one has to wonder whether the
criteria for any advances could be satisfied gibenpoor financial condition of the debto8ee idat 505.

% See idat 516.

%7 See id.
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C. Solvency: Avoidance of Constructive Frauduleansfers.

In litigation over constructive fraudulent transfewhether under section 548 of
the Bankruptcy Code or more likely under applicatiate law, borrowed under
section 544(b) of the Bankruptcy Code, the pantids call expert witnesses to
testify primarily on the following issues: (1) sorfrm or statutorily proscribed
financial distress such as: (a) the debtor's i@y or the fact that a transfer
rendered the debtor insolvent, on the basis ofravéduation of property and the
amount of the debtor's debts, including the deteastion of goodwill and the
estimation of contingent liabilities and legacyblidies; (b) the transfer leaving the
debtor with the inability to pay debts as they meealue; or (c) the transfer leaving
the debtors with unreasonably small capital (oret3s and (2) the lack of
reasonably equivalent value to the debtor in exgédar the property transferred or
obligation incurred.

1.In re Joy Recovery Technology Corp.

In re Joy Recovery Technology Cdfp presents an excellent teaching case,
introducing in a sophisticated manner the propgr@gch in addressing financial
expert testimony. There, the trustee of the ligtirg) trust, established under the
debtor's confirmed liquidating plan of reorganiaatifiled a complaint to avoid and
recover a $2.1 million constructive fraudulent sfem and for other relief under
applicable lllinois state law against the privatalld debtor corporations' selling
50% shareholderd? The bankruptcy court found that upon collapsing fitrm of
the transaction to its substance, this was a classie of a leveraged buyout, which
was avoidable as a constructive fraudulent trangheler applicable lllinois state
law.*® The primary issues of fact to be determined byktaekruptcy court were:
(1) whether the debtor was insolvent or was rerdiénsolvent on an adjusted
balance sheet basis by the transaction; (2) whebieedebtor, as a result of the
secured indebtedness it incurred to fund the tetiogg was left with unreasonably
small capital; and (3) whether the value of thdirmelshareholders' shares of the
debtor corporation was reasonably equivalent to®hd million paid to acquire
them!®* Each party retained an expert witness to teséfyarding these contested
issues of fact.

The court conducted a sharply contested gatekebparing on opposing
motionsin limine to disqualify the other party's proposed exp&everal detailed
objections were raised to the qualification of faintiff's witness and/or to the

188 286 B.R. 54 (Bankr. N.D. IIl. 2002).

189 see idat 61. The trustee sought relief for constructigiiulent conveyance under section 544 of the
Bankruptcy Code and under the lllinois frauduleahsfer statute—740 ILCS § 160/5(a)(2) & 6(a)—ad we
as for common law breach of fiduciary duty and mgsapriation of corporate assets under lllinoigesta
statute (805 ILCS § 5/8.603e€740 ILCS § 160/5(a)(2) & 6(a); 805 ILCS § 5/8.60.

1% 30y Recovery286 B.R. at 73-79.

¥lgee id.
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admissibility of his report. Although the courtuftd the opposing experts to be
qualified, it drew a sharp analytical distinctioetlveen, on the one hand, the
gualification of the expert witness and, on theeothiand, the weight to be given to
the expert's testimorly? Because the court found so many errors in thentifits
expert's analysis, it appears to us that, in hgidsithe court should have rejected
that witness testimony and report as unreliablthatoutset. When a court must
take such great pains to reconstruct an expertessta testimony, the process
effectively defeats the cardinal rule for admittithg testimony in the first place—
namely, that the testimony will assist the courttlas finder of fact. A more
rigorous screening of the proposed expert undeDthebert/Kumhacriteria might
avoid this extra work.

It is an instructive lesson for future gatekeepearings to examine the
objections to each expert's methodology in thig tasome detail. For the ultimate
decision itself is a sound one; therefore, it stioulove to be an instructive and
reliable guide for developing a more rigorous gaegler approach by a bankruptcy
court. Just as importantly, this critical examioatmay also serve as a guide for
bankruptcy litigators when working with their exgein anticipation of trial. If the
witness is properly prepared, he may avoid an atiserforeseeable embarrassment
or, worse still, disqualification after substanfiaés have been incurred.

Initially, the Joy court succinctly recited the fundamental critéhat serve as
the foundation of a gatekeeping hearing: namelgt the testimony must aid the
court as the finder of fact, and that in ordertfar testimony to aid the court, it must
be both relevant to the issues of fact at handnaumst also be reliable. As tloeurt
noted, the proposed testimony could easily be asliewbut the methodology used
by the proposed expert could be so unreliablettreatestimony should be excluded
on that second ground alohé.

The court noted that the trustee's expert was A @ith over twenty-years of
experience." "He ha[d] testified as an expert vétnén more than a half-dozen
bankruptcy cases and hald] published numerouslestielating to bankruptcy
accounting.’®* However, there was no discussion of whether tipers testimony
was probative. Further, the court did not disdusshat types of publications the
experts articles could be found nor whether he ava'ember of any organization
with professional standards or whether he wasfigetby any national bod¥>

The Joy court next turned to the question of bias on thg pathe expert.
Although bias is more often a question of credipiland a fertile ground for
impeachment, at some point bias becomes so systerdipervasive that it renders
any opinion unreliable. ldoy, the defendant alleged that the trustee's expast w
biased by his contingent interest in the outcomethef case—because of the

1¥25ee idat 67.

193 5ee id.

194 Id

1% By no means are we suggesting that the expertneasualified; we note that a more thorough and
pointed discussion of qualifications and theitdithe issues at hand would be appropriate.
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administrative insolvency of the bankruptcy caselftf the witness could only be
compensated if his client prevailed in the pendiagdulent transfer action, which,
in turn, depended upon the testimony he was tor.bffeThe court properly
overruled that objection, because if it were sustdj very few creditors'
representatives in liquidating chapter 7 or 11 saseuld ever be in a position to
assure payment of the proposed expert witness' fEless, there is a practical need
to recognize a contingency in fact in actual payr{aot in the obligation itself),
allow the expert to testify, and raise the contimgyein payment (as opposed to
obligation to pay) during cross-examination. Thitation differs from those in
which the expert receives a contingency fee as teemaf agreement where the
obligation is in fact contingent. The bias in sutlatters is so great, without
implicating the practical policy of necessity, tlatourt should carefully scrutinize
the very strong likelihood of unreliability of thestimony.

Finally, the Joy court addressed the issue of whether the expertsaeed
relevant and reliable methodologies in formulatthgir opinions. Specifically,
objections were made to the trustee's expert'siréaito follow the recognized
methodologies directly relevant to the scope ofteiimony and expert repdt.
One of the major challenges for any financial ekpewhether an essential metric,
the debtor's EBITDA for example, needs to be "ndized,"” that is, whether
necessary adjustments have to be made to the @eptertax "bottom line" for
non-recurring expenses, those one-time chargebtis by definition will not
continue into the next financial period. Thughiére were substantive adjustments
to the bottom line in the one-year under revieveséh adjustments will have a
tendency to reduce the EBITDA for that year; injpcting the bottom line for the
following one-year period, the EBITDA will presumgbbe greater because no
deduction would have to be made. Whether the ehaffg are non-recurring or
will recur is an important judgment call, presunyabhade after discussing the
nature of the write-off with key management persbrim detail and then making a
critical assessment of this matter in the proparase of independent and often
skeptical judgment. In this case, the trustegerxdid exactly that; and thus did
not add back $167,000 in nonrecurring expensebedbttom line because these
expenses might well be recurring in the next fin@ngeriod and that it would be
necessary to establish a reserve for the expéfis€ke key is that the trustee's
expert had a reasonable explanation for his pasitioThe court commented
correctly that "[A]Jccounting is not an exact scienc Accountants are therefore
required to make judgments about how to communifiagmcial information.**®
The court went further stating: "Bauberthearing is not the time to fully test the
validity of those assumptiong®

1% See Joy Recover86 B.R. at 69.
97 5ee idat 69-70.

1% 5ee idat 70.
199 Id

2014d. at 70. However, there are all too common situatioere even a cursory but skeptical review of the

assumptions employed would lead a court to condidethe testimony is simply unreliable. For exémp
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The court went on to state that the errors of thstée's expert in regard to the
adjusted EBITDA were "certainly not so inapprogias to render his testimony
speculative ' TheDaubertinquiry is not one to ascertain whether the testiynis
"speculative;" rather, the question is one of alality,” a qualitative measure less
forgiving of the expert than mere speculation. tHé expert's justification for
material adjustments is not fully reasoned on tbeem,tial metrics, especially, the
computation of the sensitive metric of EBIDTA, thdre expert's testimony and
report should be excluded.

The defendants also objected to the trustee's pemp@xpert alleging he
applied an improper standard for determining tsaesof insolvency on an adjusted
balance sheet basf. Instead of using fair market value as the standtrd
trustee's expert used a liquidation stand&@he court overruled that objection, in
part, by holding that the decision concerning thlection of the standard of value
was the kind of decision "routinely made by profesal accountants™ and, in
part,zg)sy holding that the viability of the debtoasva contested fact to be adduced at
trial.

2.In re KZK Livestock, Inc.

In In re KZK Livestock, In¢> the trustee sought to avoid loan repayments
made by the debtor on behalf of its sole shareh@dea constructively fraudulent
transfer. The insolvency of the debtor at the tohéhe transfer presented the sole
issue at trial, an issue on which the court nobedttustee held the burden of proof
by a preponderance of the evideAtePrior to trial, the trustee submitted a motion
for summary judgment, supported by affidavits frametired special agent from the
FBI, and a financial analyst with excellent credgstand extensive experience in
appraisal and business valuation. The analydiseo$pecial agent was based on the
debtor's bank accounts and was not in dispiitéhe defendants objected to both
the form and substance of the financial analystent, asserting that the report was
unreliable?®® Specifically, the defendants objected to the fat the analyst's

if the proposed expert made significant errors wafgiment in normalizing expenses, as adjustments to
EBIDTA, given the fact that EBIDTA may be the omhetric on which the "multiple" is calculated, thibe
expert's testimony could well be of little probativalue in assisting the court as the trier of fact
deztotirmining the dispositive issue of insolvencyhef debtor as the fraudulent transferor.

Id.

22 g5ee Joy Recoverg86 B.R. at 70-71.

23 gee idat 71.Recall that the actual statutory standard is niotrfarket value or liquidation value per
se; rather, the standard is a fair valuation utiderBankruptcy Code and the Uniform Fraudulent $fan
Ag&or fair saleable value under the Uniform FrdadtiConveyance Act.

Id.

5 gee idat 71.

2% Barber v. Prod. Credit Servs. of W. Cent. Ill.,.GA (In re KZK Livestock, Inc.), 290 B.R. 622 (Bankr.
C.D. Ill. 2002).

27 5ee idat 625.

*%gee idat 626.

¥ gee idat 627.
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report did "not describe the principles and methedied upon in conducting the
valuations nor the professional organizations wimaly establish standards for that
methodology.®™ After reviewing the report, the court defined tissue as "the
competency of the foundation of this analy$i$.The source of this problem was
not the diligence or efforts of the expert, rattter lack of records maintained by
the debtor, and the commingling of the assets @& tlebtor and its sole
shareholdef!® The court found that these shortcomings rendetesl report
unreliable and speculatiV&® Because of the uncertainty caused by the lack of
records, the court found that the trustee haddaitemeet his burden in proving
insolvency?™* However, in this case, there appears to have benattempt to
reconstruct the records of the debtor through thady sources, such as bank
statements, tax returns, vendor records, propeztords, loan and collateral
documents, relevant statistical data on financietrits for a given industry sector
and given-sized company, etc., techniques thatvaleaccepted in the discipline of
forensic accounting. These tools are often usedfdmgnsic accountants to
reconstruct records that have been destroyed,dotjnted by fraud. Recall, to be
reliable, expert testimony must be basedsofficientfacts or data. Of course, if
there records are not present, and cannot be ra@aslgaeconstructed, then the party
who shoulders the burden of proof will lose; thatthe nature of our adversarial
system.

3. Lippe v. Bairnco Corp.

One of the more illustrative cases on the roleexplerts and the court can be
found in three of eight district court opinionsuss in the case dfippe v. Bairnco
Corporation®®® The anchor litigation was brought by the creditdrust trustee
arising from the bankruptcy case of asbestos matwf, Keene Corporation,
against its corporate affiliates, officers, andediors alleging fraudulent transfers,
breach of fiduciary duty, and conspiracy to defrdd\s in many cases involving
fraudulent transfers, the issue of the value of titamsferred assets was hotly
contested. IrLippe 6,'" the defendants filed a motion to strike the tegtiynof a

210|d.

4. at 628.

?2g5ee In reKZK Livestock, Inc.290 B.R. at 628.

2 gee d.

24 gee idat 631.

25 For a complete view of theippe case history, see Lippe v. Bairnco Corp., 249 &ppS 2d 357
(S.D.N.Y. Mar. 14, 2003) (ippe 8); Lippe v. Bairnco Corp., 288 B.R. 678 (S.D.N.¥an. 28, 2003)
("Lippe 7); Lippe v. Bairnco Corp., 230 B.R. 906 (S.D.N.Yan. 06, 1999) (ippe 5); Lippe v. Bairnco
Corp., 229 B.R. 598 (S.D.N.Y., Jan. 05, 199%)igpe 4'; Lippe v. Bairnco Corp., No. 96 Civ 7600 (DC),
1998 U.S. Dist. LEXIS 20589 (S.D.N.Y. Dec. 28, 1998.ippe 3); Lippe v. Bairnco Corp., 225 B.R. 846
(S.D.N.Y. Oct. 13, 1998) Lippe 2); Lippe v. Bairnco Corp.218 B.R. 294 (S.D.N.Y. Feb. 06, 1998)
("Lippe 1.

2% ippe2 at 850-51.

%7 No. 96 Civ. 7600(DC), 2002 U.S. Dist. LEXIS 109BN.Y. Jan. 4, 2002).
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law professor retained by the plaintiff to evalutite transactions in question. The
defendants objected to the law professor's repmttt@stimony on the grounds that
he "improperly invades the province of the jury dgyining as to the veracity of
witnesses and the 'subjective fraudulent interthefparties®*® and that he "argues
the result that should be reached on an ultimateeisn the case®*® The court
agreed that determining the credibility of the wises in the case was the province
of the jury and "not the proper subject for expestimony.?* The court concluded
that the report should not be stricken nor shoh&d law professor's testimony be
excluded in total, becautemay assist the trier of fadhe threshold inquiry on the
introduction of all expert testimony. However, tbwsurt ruled that the professor's
testimony should be limited and that he would netatiowed to give testimony
reaching ultimate legal conclusions or give perbasaessments of the veracity of
other persons involved in the cdse.

The opinion inLippe 7% arose from th®auberthearing on defendants' motion
to exclude the expert testimony of the previousgculssed law professor and the
plaintiff's other two expert witnesses: an invesitndanker and a finance
professof? There, the court began with a general discussidheorelevance and
reliability requirements in th®aubert analysis of expert testimony. The court
noted that "to be reliable, expert testimony mesbhsed on sufficient facts or data,
and it must be the product of reliable principles anethods properly applie&*
The court then listed some of the factors thatia tourt may consider when
evaluating reliability, but noted that in the etitk test is a flexible orf8® Further,
the court discussed the role of the expert witng&s:expert's role is to assist the
trier of fact by providing information and explaivets; the expert's role is not to be
an advocate**®

The court first addressed the issues surroundiadgth professor frorhippe 6
and his dual role in the case. The professor awtédnly as an expert to evaluate
the transaction in question, but also as counseh plaintiffs??’ The court stated
that "[iJt would be most inappropriate to permitrhnow to testify as an expert
witness about the very matters he helped develop Esvyer-advocaté® The
court then said that although many experts haveedenel of bias, and that some
bias does not serve to exclude the expert's testijtbe conflict between the role

21814, at *5 (internal citations omitted).
21914, at *6 (citations omitted).
2014, at *5-6.

2l See idat *8.

222988 B.R. 678 (S.D.N.Y. 2003).
3 g5ee idat 681.

2414, at 686.

25 g5ee idat 686-87.

2614, at 687.

27 5ee idat 688.

28| ippe 7,288 B.R. at 688.
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of counsel and expert witness is not one that canotercomé® Thus, the
testimony of the law professor was exclud®d.

Next, the court addressed the problems with thegqwed testimony of the
plaintiff's investment banker, stating that thditesny should be excluded because
his "opinions are based largely on his experiebog,include no effort to explain
how the conclusions were reached, why the conatsgiave a factual basis, or how
his experience is reliably applie®* The court found several reasons for finding
the investment banker's testimony unreliable. tFitee court addressed the
investment banker's unexplained divergences fratastry standards in reaching
his conclusiorf®* These divergences came in the form of the faitarperform a
discounted cash flow analysis, which, aside froimdp@ significant component of
the industry standard for valuation, would havevigted a cross-validation to the
guideline or comparable company method of valuatbasen by the investment
banker?*® and the statement of value as a single numbeeralian a range as is
typical in valuation cas€d’ Second, the court found the testimony unreliable
because it failed to take several variables intooast, and ignored available
information®®® Third, the investment banker admitted in his déjuos that there
was no reliable way to test his methodology ordsisumption§* Fourth, the court
addressed the expert's inability to explain adedyahe decisions he made and the
facts he depended on in reaching his conclusiiRarticularly, the court noted the
investment banker's inability to explain how heivad at the proper "control
premium"—the added value a purchaser would paycdémtrol of the company—
suggested unreliabilit§?? Finally, the court found that several major erriorshis
analyses were indicative of unreliabilf{j. After finding the investment banker's
testimony failed to reach an acceptable level witfpard to many of th®aubert
factors for reliability, the court ruled that thevestment banker's testimony should
be excluded?®

Finally, the court addressed the proposed testimaing finance professor
retained by the plaintiff to testify regarding timsolvency of Keene at the time of
the transactions. To support plaintiff's claimse texpert needed to find higher
values for the sold businesses, and a lower valu&dene itself. The expert met
this goal by adding "control premiums" in her ais#éyof the transferred entities but
including no such premium in her valuation of Keenging lack of necessary

22 5ee jdat 688—89.

B05ee jdat 689.

231 Id

221d. at 689-94.

B35ee idat 689-90.

24 5ee Lippe 7288 B.R. at 689-90.
Z55ee idat 690-93.

Z65ee jdat 690.

7 See idat 690-94.

B85ee jdat 691-93.

Z95ee idat 694, 670.

20 gee Lippe 7288 B.R. at 701.



222 ABI LAW REVIEW [Vol. 16: 161

information?** Because she had the same information for eadfedfusiness units,
the court found this unexplainable internal incetesicy troubling*? Having noted
several internal inconsistencies and outright sriorthe finance professor's report,
the court found that the testimony should alsoxmueled because it was unreliable
and would not assist the trier of fa4&.The court summarized its basis for the
exclusion of the testimony:

I conclude that [the investment banker] and [timarfice professor]
are unlikely to "assist the trier of fact" becadiseir opinions are
speculative and conjectural, their opinions are based on
sufficient facts or data but instead are basecelgrgn their own
say-so or on unfair and one-sided interpretatidnthe available
data, they do not apply reliable principles andhods in a fair and
reliable way, and they make no effort to accountfiajor variables
that one would expect to have an impact on theickmsions®*

4. In re USN Communications, Inc.

In In re USN Communications, Irfé® the trustee of the liquidating trust under
the confirmed plan of liquidation filed a complaibd avoid a constructive
fraudulent transfer of $68,000,000 to the sellihgreholders of a reseller of cellular
telephone and other bundled services to the debtporatior?*® The closing of the
sale occurred one year before (less two businegs) dd the date the purchaser
filed its chapter 11 petitiof! On a withdrawal of the reference from the
bankruptcy court by the defendants, the partiesl titie adversary proceeding to the
district court bench?® The court found the purchase price reasonablyvatgiit to
the value of the shares transferf&@dThe court reached this conclusion primarily
based upon the testimony of the defendants' expwat four fairly recent
comparable acquisitions by other corporatithsvere priced and sold at a per

> See idat 694.

%2 5ee idat 695. Also troubling was the expert's inabitityexplain how a $520 million company could
lose $425 million of its value in seven months withan uninsured catastrophic event; how Keeneddoell
worth $95.7 million in 1987 when it owned, amongest assets, Versitron, Micro Chassis, and Arlon, but
Versitron and Micro Chassis were worth $120.8 milland $29.2 million respectively when they weralsol
in 1988 and Arlon was worth between $101.9 and $tBi&n when it was transferred in June of 198B.

23 gee idat 701.

24 gee d.

245 peltz v. Hattenl re USN Comm'ns, Inc.), 279 B.R. 710 (D. Del. 2002).

24 5ee idat 712 (describing avoidance cause of action).

%7 gee idat 711.

*8See idat 712.

249 see idat 747 (“[T]he Liquidating Trustee has not metthisden in proving that USN's payment of $68
million for CT Tel was not reasonably equivalentues. . . .").

20 gee id.at 723-24, 738-39 (D. Del. 2002). In a firm andrect commitment not to interpret future
disastrous events from hindsight, the district tgawve credence to the prices paid on a per shlesdrasis
by WorldCom of other cellular resellers, Choicel@al, Inc., in 1996 and Comtech Wireless, Inc1897.
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subscriber cost of between $900 to $1,860The acquisition by the debtor
corporation was at the $1,000 numbBérThe court surprisingly gave very little
weight to the trustee's expert witness's valuabbnthe acquired company at
$43,400,000 because that valuation was based atigbeunted cash flow method.
The court commented that as a method of valuatios, discounted cash flow

method depended upon too many subjective adjussnaet, therefore, was far less
reliable than the similar transactions methSdMoreover, the court faulted

unwillingness of the trustee's main withess andutteb withness to attribute

additional value for the synergies that the senmanagement and its investment
bankers attributed to the combination of the aaglirand the acquiring

companie$®

The court then addressed (in dicta) the secondgpobithe complaint, namely,
whether on an adjusted balance sheet basis th@&iaggeorporation was insolvent
or became insolvent upon the closing of the $68§@D sale transactidri: The
court found that the acquisition had been fundeda$125,000,000 initial public
offering?*® and after paying for the acquisition, the debtmporation was left with
a positive net worth of $67,800,000 as of Febr2&y1998>’ The court gave little
weight to the trustee's evidence that: (1) the ateborporation had a negative
EBIDTA, that its EBIDTA was projected not to turngtive for two years after the
acquisition; (2) poor billing practices requirediting off 50% of the accounts
receivable; (3) the burn rate for cash was apprasety of $12,000,000 a month;
and (4) working capital needs could only be funbtgdselling junk bonds within
that one year following the closing of the IPO dnel purchase transaction.

The court accepted the testimony that a negativdTBR was quite
characteristic of an aggressive growth companye ddurt further found that senior
management of the debtor corporation and theirntra advisors were very
confident at the time of the closing of the salelate February 1998 that the

These transactions were two of the four comparblesactions used to justify the $68,000,000 adtiprs
price. Id. at 738-39. Although this adversary proceeding tsi@sl during the winter of 2002, the district
court wisely ignored the intervening implosion betentire cellular communications industry, inchgli
WorldCom and Adelphi Communications. Paying $1,0@® subscriber turned out in hindsight, of course,
to be much too high a price to pay.

1 re USN Comm'ns, Inc279 B.R. at 719-20.

2214 at 722.

2314, at 737-38 (discussing subjective nature of distamlinash flow inputs).

>%1d. at 740.

25 see idat 742. Once the trustee failed in his proof anifisue of [un]reasonably equivalent value, the
defendants were entitled to a judgment of dismibsahuse it no longer mattered whether the debasr w
insolvent or became insolvent, but judges stildtém complete the analysis of the second pr&wg, e.g.
VFB LLC v. Campbell Soup Co., 482 F.3d 624, 633{3d Cir. 2007) (considering, without deciding
insolvency issue, if upholding lower court's judgmef reasonably equivalent valueee11l U.S.C. §
548(a)(1) (2006).But see, e.g.BFP v. Imperial Savings & Loan Ass'm(re BFP), 974 F.2d 1144, 1149
(9th Cir. 1992) (ending analysis after finding r@sebly equivalent value). Perhaps it is based wgon
apprehension if years later its judgment is rexgritemight be difficult for the plaintiff to tryhte case a
second time on both prongs.

26|n re USN Comm'n79 B.R. at 727.
257|d.
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company would continue to have ready access tpttiebond market, perhaps at a
level of funding as high as $250,000,000. The dofate collapse of the junk

bond market, occasioned allegedly by adverse maxieditions in Russia, could

not be foreseen by senior management and its fimaadvisors at that time. Had
senior management recognized the risk of a faibfitee junk bond market, it could

have curtailed its plans for growth and reducedhigln commissions paid to its

marketing force. On this issue, the court alsaibthat the liquidating trustee's
calculation of the debtor's adjusted balance sheit in his expert's valuation of

the acquired company at $43,400,000; once thastdgnt was reversed from the
acquisition cost, the balance sheet turned posigven if one were to accept a
write-off of 50% of the receivables as a functidrawery poor billing system.

The court then turned to the issue of insolvency &snction of unreasonably
small capital, and found that the liquidating teestigain failed to sustain his burden
of proof. With $149,000,000 in cash and liquidwséees at the time of the closing
of the acquisition, the debtor corporation coulddhabe found to be short on
working capital. As further support, the courteefed its findings with respect to
the reasonable projection at the time of closingeaidy access to the junk bond
market. Finally, the court speculated that if joek bond market were not
accessible, the debtor corporation could resocbtamercial banking facilities. To
buttress, the court confidently concluded thatabeuisition had nothing to do with
the collapse of the debtor corporation.

5.1n re Med Diversified Inc. II.

Courts may also exclude expert testimony where dkpert's analysis is
poisoned by systematic bias in applying the stahdsthodologies. As mentioned
in the previous cases, bias is most often leftdmss-examination and possible
impeachment at trial. However, systemic bias nisg to a level that renders any
application of even a standard methodology unridiab the point that it fails the
Daubertrequirements. That is precisely the situationtiiekruptcy court faced in
In re Med Diversified Inc. 1178

That case demonstrates the type of systematicthésvarrants exclusion of
the expert's testimony and report as unreliablberd, the court concluded that a
series of negative adjustments made during a dmeducash flow analysis
manifested bia&”® In particular, the court pointed to three areasmshhis bias was
most evident: (1) computation of the discount fat¢2) the discount taken for lack
of marketability?** and (3) calculation of the control premidPAThese adjustments

28346 B.R. 621 (Bankr. E.D.N.Y. 2006). Because ttst fiuthor issued this opinion, we have omittes th
detailed analysis in support of these findings eegpectfully refer the reader's attention to thetéxt of
this opinion.

*%See idat 625-26.

*0g5ee idat 635-37.

%1 gee idat 638—40 (discussing application of 30% discaaken for lack of marketability that was both
counterintuitive and likely meant to "further degsehe value of 'Addus™).
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were made with little to no reasonable justificataffered, no suggestion that other
adjustments were considered and discarded andHat sason, and no indication
that the expert's approach was objective. Basethese flagrant and systematic
biases in applying the standard methodology, thetaxcluded the expert report
and testimony®®

The court in theMed Diversifiedcase®* took the better part of ten days to
preside over the voir dire of three experts in \Wwhicactively participated. At the
"end of the day," the court determined that (i) fiaintiff's expert witness on
valuation was so biased in his application of ttendard methodologies that his
testimony had to be stricken as fatally unreligble(ii) the defendants' expert
witness on valuation was disqualified for lack obesialized training and
experience, and because his testimony was wholgliable on the ground that he
completely failed, among many other deficiencies,apply one of the critical
methodologies—the discounted cash flow metffddnd, (iii) the plaintiff had no
standing to bring common law fraudulent misrepresigon claims as the assignee
of the estate's claims, which meant that the regpadttestimony of its very qualified
forensic accountant had to be struck through afpiastruling as irrelevant®” With
each of the expert opinions rejected, plaintifésitsel was reduced to arguing that
the court should rely upon its common sense imiind enter judgment for the
plaintiff.?*® Pushing this insight to its natural limits, theveuld be no necessity for
trials based upon the testimony of expert witnesgegrtunately, the majority of
bankruptcy judges act upon the assumption thatnaegti is no substitute for
competent evidence in bankruptcy litigation.

6. In re Fidelity Mortgage and Bond Corp.
In In re Fidelity Mortgage and Bond Corff> the debtor, Fidelity Bond and

Mortgage Co., brought a constructive fraudulenhgfer action under applicable
Pennsylvania state law against the selling shadehlof a privately held mortgage

%2 gee jd.at 637—38 (contrasting findings of two studiest twvaighted mean control premium paid in
healthcare transactions is between 34.9% and 3WitPt10% control premium applied by expert who
"failed to adequately explain how such a low premiuas justified").

*33ee idat 642.

24 Chartwell Litig. Trust v. Addus Healthcare, Inén fe Med Diversified,Inc.), 334 B.R. 89 (Bankr.
E.D.N.Y. 2005) (Med Diversified '); Chartwell Litig. Trust v. Addus Healthcare, In¢in re Med
Diversified, Inc.), 346 B.R. 621 (Bankr. E.D.N.Y. 2008Y1¢d Diversified I). The first listed author of this
article, Stan Bernstein, is the bankruptcy judge tiresided over the Med Diversified chapter 11 saased
the affiliated Tender Loving Care chapter 11 ca3é® third listed author, Jack F. Williams, testifiin
support of his firm's application for interim conmgation in connection with preparing an expert repo
the insolvency of the affiliated corporation, reéet to as the Tender Loving Care cases.

**gee Med. Diversified At 626-28.

*¢see idat 629-30.

%7 See idat 634-35.

*%see idat 642.

%9340 B.R. 266 (Bank. E.D. Pa. 2006) (Carey,affid, 371 B.R. 708 (E.D. Pa. 2007).
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servicing company who divested as part of a levedaguy-out’® As part of its
evidence, the debtor submitted an expert withaggpert showing that, on an
adjusted balance sheet basis, the debtor did oeiveereasonably equivalent value
for the payments to the selling shareholders antttftose payments rendered the
debtor insolvent’* The selling shareholders and the other defendiats their
expert's report that reached contrary conclusionsach of these allegatiofis.

The court made no reference to aubertstandard for admitting the reports
of expert withesses, nor does it appear that ateatiary hearing was held on any
motionin limine to exclude the report of either witness. The debtexpert report
assigned a negative net worth of over $2,001,000ewthe defendant's expert
report assigned a positive net worth of $1,732,6@0a variance of $3,833,060
While striking neither report as unreliable, thaitoccommented that it disagreed
with various adjustments made by the debtor's ¢éxped found that the debtor was
solvent in a range between $793,200 and $1,732.00@-defendants’ net worth
numberr”® In reaching this finding, the court discussed salventries in the
opposing expert witnesses' repdftsOn the liability side of the adjusted balance
sheet, the court noted that under the entry fooslibated debt, the debtor's expert
listed $2,467,497, which if accepted would havenaldeen sufficient to prove
insolvency, ignoring all other adjustments to thelied financial statement&. The
defendants' expert listed the liability at $956,080le amount on the audited
financial statements, for a variance of over $1,8007"" The court rejected the
debtor's expert's number for the subordinated Bebause under the transaction
documents, the selling shareholders were obligatedepay $1,715,000 if the
surviving debtor did not have a net worth withimaamge of $2.5 million to $4.5
million.?”® In reaching that conclusion, the court relied upba report of the
defendants' expert that the company had a valus tfast $3.0 million and that
there was no basis for unwinding the transacion.

7.1n re Fruehauf Trailer Corp.

In In re Fruehauf Trailer Corp?® the court found that three weeks before
Fruehauf Trailer Corp. filed its chapter 11 petitim the District of Delaware, the
board of directors held an emergency meeting thaize the filing, to improve the

29|d, at 271-85.

211|d, at 293.

2 g5ee idat 291-92.

23d. at 290

4 gee d.

275 gee Fidelity Mortgage and Bond Carp40 B.R. at 290-91.

g5ee id.

217d. at 290.

278 Id

% see idat 290-91.

280 pension Transfer Corp. v. Beneficiaries Under thed Amendment to Fruehauf Trailer Corp. Ret.
Plan No. 003, 319 B.R. 76 (D. Del. 2005).
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provisions of its key employee retention prograrKERP"), and to amend its
employees pension plan in order to increase thefiterfor 400 of its executives
and managerd' The additional pension benefits imposed a projeciest to the
debtor of $2.4 million to be funded from the sugpin the pension plan for the
union employee&? The debtor in possession then filed a complaiatreg the plan
beneficiaries under section 548(a)(1)(B) on theothethat the funding of the
increased benefits under the amended pension mastituted a constructive
fraudulent transfef®® Pursuant to a confirmed liquidating plan, the tigh pursue
the action was assigned to the trustee of the &enBiansfer Trust established
under the plai®*

Before trial, the parties stipulated that the debtas insolvent as of the date of
transfer and that the transfer occurred within pear of the petition dafé® This
left the issue of fact and law of whether the tfansvas for reasonably equivalent
value for trial. Two of the defendants testifiddhit the amendment to the pension
plan was part of the financial inducement to senianagement to remain with the
debtor pending a contemplated sale of substarstigta for $55,000,068 Without
the modification to the KERP and the amendment e pension plan, the
defendants argued that the proposed purchaser wmildhave entered into the
purchase agreement and substantial value would e lost to the estet€.The
plaintiff called three witnesses to testify: onetloé two independent directors who
testified about the very suspect circumstancessnding the board's emergency
approval of the amendment of the pension pfarthe actuary for the plan who
testified about the value to the beneficiaries urtle amended pension plan and
the cost to the estate; and an expert witnessdctll¢estify on the mixed issue of
law and fact of whether or not the transfer wasréarsonably equivalent valdg®.
The expert, the head of the Compensation Adviseryi€es Group for KPMG, had
expertise in the field of employment compensationl &K ERPS? This expert
witness convincingly testified that in his extemsiexperience, amendments to

8l See idat 80-84.

®2gee d,

% See idB86-87.

#45ee idat 84.

5 g5ee idat 85.

26 506 Pensiqr819 B.R. at 86.

287 |d

28 The first witness testified that the board appth\@ver the objections of its two independent dires;
a modification to the KERP that immediate cash pays to 12 of the company's executives, and an
amendment to the pension plan benefiting 400 ekasuand managers that included a 5% cash corbibut
to the pension plan, plus 8% interest on the doutions, and the level of benefits, which had bieeren
for five years at the 1991 salary schedulBse id.at 81. The independent director testified that the
amendment was presented as a mere administratvgiehwith no impact on the debtor's cash positiod,
without any adequate explanation for the change. ilftimediate impact of these emergency measures was
to increase the benefits to the top executivesdiytd 470%See id.at 82. Based upon this testimony, the
district court found that the total lack of goodttiawas part of the operational criteria for detinimg a
constructive fraudulent transfer under the leadiages in the Third CircuiGee idat 87—88.

¥ gee idat 85-86.

#0g5ee idat 81.
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pension plans were not part of key employee rgtadgrams, that the norm in the
industry was to allocate no more than one-halfraf percent of a company's annual
revenues to fund a KERP provided that the periodesfice was to run between
one year and eighteen months, and that in this batgeen the KERP and the
improved pension benefits, the cost to the debtasdwuble the industry norrat
.88 percent of its annual revenues, and the reteneriod was only for eight
months?**

Further, the court did not find credible the defemd' testimony that the
$55,000,000 sale for a major portion of the debtassets would not have gone
forward without the continued employment of the @ives and managef¥.
Although there may have been some unascertainadlee vin inducing senior
management to remain with the company, the coumdathat the value was far
from reasonably equivalent to the $2,400,000 iraaokd pension beneffts. The
Court of Appeals for the Third Circuit affirmed thaings of the lower courtS?

8.VFB LLC v. Campbell Soup Co.

In a cluster of cases, courts struggled with therggriate valuation approach
for a public company as of the transfer dateVRB LLC v. Campbell Soup G&°
the Third Circuit affirmed the district court's dissal of a constructive fraudulent
transfer complaint filed against the Campbell SQgmpany to avoid a leveraged
buy-out of its specialty food divisidif° The plaintiff was the entity formed under a
liquidating plan of reorganization for Vlasic Footlgernational, Inc. (VFI) to
which the unsecured claims as well as of the avmeactions of the estate were
assigned”” The Campbell Soup Company ("Campbell's”) spun itff poorly
performing "specialty foods division" ("Division"pn March 30, 1998, to a
management group in a half-billion dollar "leverdgspin” transactiof”® The
principal components of the Division were VlasicoHe, pickles, and Swanson
Foods, TV dinner§’® Campbell's management substantially manipulatedsétes
and earnings of the Division during fiscal year98,91997, and part of 1998 to
increase its projected vald®. Under the terms of the leveraged transaction,
Campbell's borrowed half of a billion dollars fraansyndicated bank group, and
then caused the Division to assume the debt agdattt a security interest in all of

21 gee idat 83.

223566 Pensiqr819 B.R. at 86.

> Seeid. at 86-88.

2% pension Transfer Corp. v. Beneficiaries Under th#d Amendment to Fruehauf Trailer Corp. Ret.
Plan No. 003, 444 F.3d 203, 217 (3d Cir. 2006).

2% 482 F.3d 624 (3d Cir. 2007).

*®gSee idat 636-37.

271d. at 627.

298 Id.

*9gee idat 626.

0 see idat 627-28.
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its assets to secure the repayment of the ¥ebkhe bank group made no
independent investigation of the actual financ@ldition of the Division; it merely
accepted the cash flow projections submitted by teaitis>*> Campbell's retained
the loan proceeds as consideration for the salkeoDivision and issued shares of
the Division as an "in-kind" dividend to Campbeéitsareholder®’®

The publicly-traded Division collapsed in less tham years™ This collapse
led to the filing of a liquidating chapter 11 cdsg VFI in January of 200¢>
Although some of the component businesses werepsimdto the petition date, the
amount realized for all of the assets and busigesse the Division was
$385,000,000-$115,000,000 less the amount paidatapBell's. The complaint
was tried in a bench trial before the federal distrourt in Delawaré®

The district court rejected the plaintiff's exptrstimony out of hand, finding
that it suffered from a "hindsight bia®" The Court of Appeals for the Third
Circuit characterized the testimony as a "side-stin its discussion, the Court
of Appeals discounted the validity of the discodntash flow method for valuing
publicly-held companies:

To the extent that the experts purport to measaongahpost-spin
performance, as by, for example, discounted cash fHnalysis,
they are measuring the wrong thing. To the extesy purport to
reconstruct a reasonable valuation of the companyight of
uncertain future performance, they are using ita@s 3"

The district court, as affirmed by the Third Cifcdound instead that the only
reliable basis for valuing the Division as a pulghiceld company was its market
capitalization, which according to Campbell's expétness was $1.5 to 1.8 billion
dollars as of the closing date.Even after the market had to make substantial
adjustments in the value of shares for Campbettificial manipulation of the
Division's sales volume and earnings before therbyed spin-off, the adverse
effects of which were only realized in 1988 andL®89, the market capitalization
was still $1.1 billion dollars nine months afteettate of sale, January 1, 1989.
Under these facts and circumstances, the plaif#tiftd to sustain its burden of

%01 5ee Campbelt82 F.3d at 628.
25ee idat 632.

33 g5ee idat 626-27.

%4 See idat 628.

35 5ee id.

308V/FB LLC v. Campbell Soup Co., 336 B.R. 81 (D. D2005).
307 See Campbelé82 F. 3d at 629.
308 See id.

914, at 633.

$105ee idat 629.

311d. at 631.
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proof that the leveraged spin-off satisfied thetustaty criteria of a constructive
fraudulent transfet'?

This opinion teaches that if the plaintiff wantsitoprove the probability of
prevailing in its avoidance action, it needs to énaxperts, well-versed in the
academic literature of finance theory and capabtefating the defendant's expert's
testimony on the value of the debtor's market alip#tion and any failure of the
market to discover the debtor's true operatingli®sut appears increasingly clear
that the federal trial courts and the appellatatsaare not disposed to giving much
credibility to the plaintiff's experts attacked esgaging in "hindsight" valuations,
prepared in support of the plaintiff's litigatiobjectives. The standard approaches
to valuation such as discounted cash flows, conlyglai@ guideline companies, and
similar transactions, which require considerablghsstication and critical scrutiny
of extensive financial data, are now being sub@idid to expert testimony on
market capitalization of publicly traded debtor manations, at least in the context
of WE?;[ constitutes a "fair valuation" of the detstoproperty and amount of
debts’

9.In re Iridium Operating LLC

In re Iridium Operating LLE" contains an excellent application of the capital
markets approach to the question of insolvency aaath by Bankruptcy Judge
Peck. There, in mid-August 1999, creditors filedimoluntary petition against the
publicly-held Iridium in the Bankruptcy Court foheé Southern District of New
York; other affiliates filed their own petitionsdhsame day with the Bankruptcy
Court for the District of Delawarg The Delaware cases were then transferred to
the Southern District of New York with the casesrtiprocedurally consolidatét.

In 2001, the official committee of unsecured crewditfiled a multi-count complaint
for $3.7 billion in damages against MotordtaAfter four years of discovery and
motion practice, the parties agreed "in consultatiith the court” to try separately
the issue of insolvency raised in counts for theidance of alleged fraudulent and
preferential transfer8® The trial of this issue took fifty long days—beere

#2506 idat 632.

313 Recall that incCampellthe court was not seeking to determine the tattrprise value of a debtor, but
whether the debtor was insolvent as defined byaedi01(32), an inquiry that requires a comparisbthe
amount of debts and the value of property at avaiuation. Essentially, the court found that tharket
where the value of the subject shares was fairtgbdished in open and informed trading provided a
mechanism of "fair valuation," a result consistesith our suggested approach that "fair valuationtier
section 101(32) is a process-sensitive and nottresented approactSee generallystuart LarsenCourt
Obeys the Market: Third Ciruit Deems Campbell'sstdiary Spin-Off Not to Be a Fraudulent Transf26
AM. BANKR. INST. J. 26 (September 2007).

314373 B.R. 283 (Bankr. S.D.N.Y. 2007).

%15 See idat 304 (recounting procedural posture).

#1635ee id.

7 See idat 290.

1814, at 290.
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opening arguments on October 23 and closing argtamam June 5, 2007, then
followed by post-trial submissiol$ The court found that the plaintiff failed to
sustain its burden of proof that the Iridium comjpanwere insolvent or had
unreasonably small working capital with which tontioue to operate their
businesses during the relevant look-back perifds fact, the court emphasized
that the committee's experts failed to put on ayiqularized proof with respect to
the much shorter look-back periods of alleged wemty under its preference
count. Instead, the committee concentrated exalysbn trying to prove that the
debtors were insolvent or had unreasonably smalitaiawith which to operate
throughout the entire four-years prior to the pmtitdate relevant to its claim of
fraudulent transfer§?

In its introductior’®® the court stated that the appropriate standard for
determining the issue of insolvency was convingirggt forth by the decision of
the Court of Appeals in théFB LLC (Campbellrase®” As the Iridium court read
that opinion, the Third Circuit stressed the impode of giving full probative
weight to the pre-petition trading of the corpordebtor's shares in a recognized
and open public market when determining the isstighe debtor's alleged
insolvency in avoidance actioffs.

Indeed, thelridium court found the committee's primary witness notyon
lacking in credibility and rather arrogant and mesponsive to questions directed
to him during his cross-examination, but also iilirfg to refute the defendant's
expert witnesses' testimofy. The latter experts testified in detail about thes d
diligence by the debtors and its consultants irpg@rag cash flow projections and
their business plans for the five year period fl2001 through 2006; the vetting of
these projections and plans by the agent banksidial consultants, the investment
bankers, and private investors; and extent of tiferination about the Iridium
system and its technical limitations available e public markets. As the court
readily acknowledged, the Iridium companies failggectacularly within nine

319 Id

320 |ridium, 373 B.R. at 342 ("[T]he Committee has the burdproof to show by a preponderance of the
evidence that Iridium was either insolvent or irquately capitalized at the time of any transfer enddring
the four-year period from August 13, 1995 througigist 13, 1999.").

%21 See idat 292. The court seemed to suggest that had thenittee not been committed to going for
broke by trying to prove too much, namely, that itidium companies were insolvent as far back as fo
years before the petition date, it might have bedgle to prove that the companies were insolvemast
ninety days before the petition date to avoid arsfgrential transfers or perhaps six months betbee
petition date when the commercial activation pragmas failing to meet projected sales and distitoutit
would have been prudent in hindsight for the corteaito have developed a fall-back position by piega
a series of insolvency analyses to cover differritoff dates.See id. see alsoll U.S.C § 547 (2006)
(providing rule for when debtor is insolvent); Lawsv. Ford Motor Co.l( re Roblin Indus., Inc.), 78 F. 3d
30 (2d Cir. 1995) (explaining how debtor is presdnmsolvent according to section 547 of Bankruptcy
Code).

322 3ee Iridium373 B.R. aB05.

%23 5eeVFB LLC v. Campbell Soup Co., 482 F.3d 624 (3d Q007).

¥4 See Iridium 373 B.R. at 291.

¥5See idat 293.
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months of the roll-out of their hand-held phoneskdid to 66 globe-circling
satellites in November 1998 The court further acknowledged that the market for
Iridium shares dropped from $14.85 per share ineddyer 1998, when the phones
were released to the public, down to $14.00 six terater as the anticipated
volume of sales failed to materialize, and finatlyp months later, to $3.06 as of
the petition daté?’ This meant the internally generated cash floweqmiipns and
the market's valuation, based upon anticipatedssabdume and commensurate
revenues, seriously misjudged the intended tangdieace's willingness to buy the
hand-held phones. Technical problems causing tio@gs to malfunction where
they could not get a "line-of-sight” to the sateli-such as between buildings in
cities—and the fact that the phones did not workcams unless equipped with
antennas to pick up the signs from the Iridiumesyss global satellites contributed
to these issues.

Nevertheless, the court continued to draw sharpy@éeel distinctions between
the validity of the cash flow projects and the hess plans, which were vetted
internally and externally when prepared, and theoge misjudgments about
projected and future business use of the phtfidis distinction was drawn in the
face of what appears at first blush to be a logicaonsistency: cash flow
projections and share prices in public marketsiarlarge measure, supposed to be
reflective of the future use of a product that peisto be released to the consuming
public. As a result, it seems that the committexpert was faced with an
impossible evidentiary burden—every explanatory tdactendered by the
committee's expert for the ultimate failure of thesiness upon its launch date as
well as the unreliability of the debtors' businpkss and cash flow projections was
rejected by the court as based upon "hindsitffit."

This very comprehensive and superbly well-writt@mamn teaches the lesson,
advanced in much more abbreviated fornViFB LLC (Campbellwith regard to
public company chapter 11 cases, that the drafts rawisions of cash flow
projections and business plans must be examinetbmsiderable critical detail
during pretrial discovery. In the favorite phrasiethe law and economists, the
plaintiff's expert on valuation has to show thatarefully reviewed all of thex
ante materials and can point to each of the errorbiénunderlying assumptions to
the business plans and cash flow projections, andontoss thesex anteanalyses
as with any broad based brush. Similar attentimstnbe paid to the solicitation
materials for the private placements and the basirgress and stock traders'
publications who promoted the shares when they weldicly traded. As for the
criticism that the plaintiffs' expert witnesses wdrired guns, professionals who
prepare their reports to further their clientggéition objections, there is r@opriori
ground for refuting that criticism. The only awaile,albeit indirect, response is to

326 See idat 290.
%27 See idat 302.
328 5ee idat 300.
32 5ee id.373 B.R. at 345.
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be prepared to testify with humility, measured oesiveness to questions posed
during cross-examination, and fair deference todert if it asks any questions.
Further, one must be prepared to testify exacthy boe proceeded at every step
along the way to prepare any valuation report, wathpresentation of the
methodology used in that process and the generaptance of that methodology.

The court found that the committee's experts dit adequately explain the
main reasons for this horrendous business faillmeeffect, the court held that the
committee relied upon post hoc ergo propter hargument: because Iridium met
with such an extraordinary and immediate rejectignits projected universe of
purchasers, either the public market had to beosslsi misinformed about the
operational defects in the Iridium System or itfexéd from a reckless exuberance
of the same type that characterized other similarkat failure during the same
general period in the telecommunications industsy aa whole. Rather than
thoroughly dissect the cash flow projections anditess plans of the Iridium
companies and the trading activity of the publickeaduring the period before the
release of the product to the world-wide travelmginess persons who were the
targeted buyers, the court found that the comn'stieperts rejected all of that data
out of hand, and reconstructed instead its own flaghprojections for purposes of
performing a discounted cash flow analysis of is1ondependent valuation of the
Iridium companies. In this respect, the court egply faulted the committee's
experts for not coming to grips with the actualadaf the public markets of the
companies' shares. In sum, the court found tleaplintiff's expert withesses were
fatefully biased by consistently approaching thefrarge with an insolvency
valuation based upon hindsight, an approach adsatietly to advance the litigation
objective of the committee. Although the court med to concede that the
defendant Motorola itself had the opposing litigatbbjective, any bias on its part
was controlled by its reliance upon financial déiat had been prepared over the
years of the development of the Iridium System, cvhhad been reviewed by
nationally recognized outside experts at the tiam not years after the fact to
advance a litigation objective. The court repegtedpressed how impressed it
was with the defendant's principal expert withessspecially a Stanford business
professor who had studied and published extensimelthe reliability of the public
markets for valuing public companies as opposedth® other conventional
approaches to total enterprise valuations suchsasuhted cash flows, comparable
or guideline companies, and similar transactions.

We agree with the general thrust loidium and VFB LLC (Campbell) In
avoidance actions, the question of insolvency meguia determination of the
amount of the debtor's debts and its property fairavaluation as of the transfer
date. We have already suggested that the stamddfeir valuation" points to a
process-sensitive approach to value. Reliance shaae price set by open and
informed trading of securities in one of the molicent capital markets in the
world is a very good indicator of the fair valuatiof a debtor company. Although
we would not call the share price established ichsa manner a "gavel down"
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moment on the issue of insolvency in avoidanceoastiit is a pretty good indicator
of the fair valuation of a debtor company's asaatsamount of liabilities.

10.In re Longview Aluminum LLC

In In re Longview Aluminum LLE? the Bankruptcy Court for the Northern
District of lllinois, granted a judgment after adwday trial for the defendants in
three consolidated constructive fraudulent transfgions filed by the operating
chapter trustee. The court found that the trufstided to carry his burden of proof
regarding insolvency or unreasonably small cafaabperations as of the closing
date by a preponderance of the evidéficghe plaintiff produced an expert witness
to testify on the issue of insolventy. Interestingly, the defendant called no
rebuttal expert witness to the stand and relieteats on cross-examination of the
trustee's' expert witned¥.

By way of background, the court explained that wivas to be become the
parent company of the debtor, Michigan Avenue Rastna limited liability
company (MAP), sought to acquire a virtually inttgid business for producing
aluminum®* One of the key business units was an aluminumtsrggblant which
MAP arranged to purchase from Reynolds Metals Bmugh its specially formed
subsidiary, Longview Aluminum C8? Under the terms of the purchase agreement,
Longview agreed not to operate the plant for ataument” period running from
the date of acquisition, February 28, 2001, throdghe 30, 200%° During the
curtailment period, Longview was still required gay wages and benefits to its
furloughed union employeé¥. In consideration of Longview's curtailment of
operations, it was to be paid $226 million dollérsm its principal source of
electric power, the Bonneville Power Administratiowhich was a federal
marketing and distribution agent{/.During the curtailment period, MAP agreed to
plan to build another plant for the production ctricity at another location for
Longview®*® MAP began negotiations with Enron toward that ehdt those
negotiations abruptly ended in 2001—presumably wheron filed for chapter 11
relief in the Southern District of New Yor&

302005 Bankr. LEXIS 1312, 2005 WL 3021173 (BankmDNIl. July 14, 2005) (Wedoff, B.J.xff'd, sub
nom.,Baldi v. Samuel, Son & Colr( re McCook Metals, L.L.C.), 2007 U.S. Dist. LEXIS 894@2.D. Ill.
Dec. 4, 2007).

%11d. at *38 ("The trustee provided no additional evitkethat Longview LLC was engaged in business
with unreasonable small capital at the time ofdhallenged transfers and has thus again failedttsf its
burden of proof.").

%214, at *11.

333 |d. at *12.

%41n re Longview Aluminum L.L.C2005 Bankr. LEXIS 1312 at *4.

%514, at *4.

%014, at *5.

%71d. at *6.

338 )d. at *5.

%914, at *6.

341n re Longview Aluminup2005 Bankr. LEXIS 1312 at *9-10.
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Notwithstanding the principals' plan to reopen aodoperate the Longview
smelter, the falling price of aluminum in the Paciflorthwest and the increasing
energy cost to produce it dissuaded the princifrals doing s Instead the
principals first filed chapter 11 petitions in Awgju2001 for McCook and
Scottsboro, two of the sister companies to Longvi&vwVithout ever renewing
operations at the Longview smelter plant, MAP cdusengview to file for chapter
11 relief on March 4, 2003? On August 5, 2003, five months after the petition
date, the court appointed the chapter 11 trusteseltahe remaining assets of the
debtor and to administer the estife.

The trustee's expert testified that the debtor wwaslvent on a balance sheet
basis as of the date of the alleged constructigadinlent transfer, February 28,
2001, and until the petition date, two years |&teiVith respect to the debtor's
reconstructed or adjusted balance sheet, the etqstified that debtor's liabilities
were $367.2 million and the assets were $248.%amifor a negative net worth in
excess of $121 million as of the date of trandfer.

As part of its findings, the court went through leantry on the liability side of
the debtor's balance as of the date of the allegedtructive fraudulent transfer,
deleting a total of $163 million in liabilities, dging only $207.4 million in
liabilities, all but one of which were current lilities.>*” The court effectively
eliminated long term liabilities save the one, soofewhich were admittedly
contingent liabilities*® With respect to $42.7 million in pension liabdi, the
court found that although the debtor, as a membtreocorporate controlled group,
was contingently liable with the other memberstaf group, the expert had failed
to deduct the $3,845,000 in pension plan assetsthkaaffiliated McCook entity
had; moreover, as of the date of the alleged cactbte fraudulent transfer,
McCook was not in default on its pension obligasierthat default did not occur
until six months late?® For this reason, the court found that the $42.lfiami
could not be included on the debtor's balance shsea contingent liability>°
Surprisingly the court did not consider whether Bsger amount should have been
included as a contingent liability on that sameabeé sheet. Because the court
focused solely on the reconstructed balance stxeef the date of the transfer, it
could ignore the fact that the controlled groupspem liability was triggered by the
chapter 11 filing by McCook in August 2001, morearthsix months before
Longview filed its chapter 11 petition.

3411d. at *10.
342|d.

343|d.
344|d

351d. at *11-12.

3% n re Longview Aluminup2005 Bankr. LEXIS 1312 at *20, 28.
%71d. at *28 n.11.

%814, at *28.

3491d. at *31.
350|d.



236 ABI LAW REVIEW [Vol. 16: 161

The court also deleted another $111.1 million intement liabilities that the
expert included on the premise that as of the dathe transfer, the debtor would
not be operating its aluminum smelter businesss tbach of these contingent
liabilities should be included on the debtor's hatasheet* Although the court
conceded the fact that the debtor never reopesegirielter business, that was not
what its senior management had envisioned on tteeafahe transfet>? The court
found:

A powerful indication of contemporary, informed ojn as to
value comes from the principals of MAP who formednfview

LLC. With their finances and time at stake, andhwaccess to
substantial professional expertise, these indivgleancluded at
the time of the acquisition that the business wakeed one that
could be operated profitably. A January 2001 ‘@mtgtion to

Financing Sources' reflects this conclusion (citingan exhibit).

The company ‘fully intended and expected to résbaetrations at
the Longview smelter (citing to a deposition) ahdeveloped and
implemented a comprehensive business plan to &3 so.

After giving great probative weight to this assuimpt—the reopening of the
smelter by May 1, 2002, the court severely fauttesl plaintiff and his expert for
using "hindsight" upon which to reconstruct the tdeb balance she&f Had the
plaintiff not grounded its analysis on the failwfethe debtor to resume operations,
most of those contingent liabilities would have mexcluded. These excludable
liabilities covered another $50 million in postirement benefit obligations, $4.5
million in severance benefits, and $6.0 millioreasurrent liability for the supply of
alumina®® With respect to a liability of the $36 million aghtion for a power
supply facility, the court found that the plaingfexpert had failed to appreciate that
this was a liability solely of the debtor's pareampany**® Finally, the court found
that in calculating a $20.6 million "take-or-paghility,” the plaintiff's expert used
a faulty assumption in projecting annual straigié-lincreases in cost and that he
had presented no corroborative facts to justifg¢hi@acreases; moreover, the expert
ignored a critical provision in the agreement withe Bonneville Power
Administration that might offset the increaseslectic power®’

®11d. at *33-35.
%21n re Longview Aluminup2005 Bankr. LEXIS 1312 at *36.
353 *
Id. at *21.
%41d. at *21.
*51d. at *28.
%61d. at *32-33.
%71n re Longview Aluminup2005 Bankr. LEXIS 1312 at *34.
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11.EBBC, Inc.

On March 7, 2001EBC |, Inc,*® filed a liquidating chapter 11 with the
Bankruptcy Court for the District of Delaware. @éftthe assets were liquidated, the
plan representative filed a constructive fraudutemmsfer complaint against AOL,
Inc., seeking to avoid and recover approximatelyrion in prepaid services for
advertising under a 1999 Interactive Marketing ®enAgreement (Agreement)
and under an Amendment to the Agreement on Novemb®gr 2000
(Amendment)(jointly, the "Amended Agreement") wille defendant.

As background, the debtor paid $7.5 million under Agreement and another
$750, 000 under the Amendment on November 15. iWitho short weeks of the
payment under the Amendment, the sales during tamKsgiving Holiday season
did not meet projections; the Christmas sales wge: more disappointing. After
a short period of unsuccessfully trying to sell doenpany as a going concern with
the assistance of investment bankers, eToys issyedblic release on February 26,
2001, that it would be shutting down its websitgjinig off all its employees, and
filing for bankruptcy relief. In light of that plib announcement, AOL declared a
default two days later under the Amended Agreemeaged upon the debtor own
admission of insolvency, thereby terminating itska#ing the toys of the debtor.

The plaintiff alleged two avoidable transfers: fist, the payment of $750,000
on November 15, 2000, and the second, a "transfeptoperty of the debtor as a
result of the termination of the Amended Agreenmmt~ebruary 28, 2001. Since
these two transfers occurred within one year ofdéie of the chapter 11 petition,
the plaintiff relied upon 11 U.S.C. § 548(a)(1)the statutory ground for proving
that the debtor was insolvent on the respectivesdatt the two transfers. Oddly the
plaintiff did not introduce any expert testimony it own, although it had the
burden of proof on the issue of insolvency. lieg@linstead on its right to cross-
examine the defendant's expert, a questionaldatitin gambit.

The defendant's expert prepared a report on theéorkebinsolvency as of
November 15, 2000. He testified at trial that araedjusted balance sheet basis, the
debtor was unquestionably solvent as of that datean earlier hearing, on cross-
motions for partial summary judgment, the courtedeined that the debtor was
insolvent on February 28, 2001, the date of thmitetion of the Agreement, as
amended™ The expert did not make any adjustments to th¢odsHiabilities>®
but he did make several material adjustments to débtor's assets. These
adjustments to the assets included writing up thekbvalue of the debtor's
inventory by 21% on the premise that the book vdikted only the wholesale or
acquisition cost, not the retail value that coutdderived from its retail sales. The
expert, however, made a series of material negatijiesstments to intangible assets

*8n re EBC I, Inc., 356 B.R. 631 (Bankr. D. Del. 2006).

9 5ee idat 636.

30 g5ee idlt is surprising that in view of the court's dissigs of contingent assets that the expert was not
challenged as to why he did not include any comtimdjabilities on his adjusted balance sheet.
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by completely writing off $124 million in goodwillkeducing the book value of
property and equipment (including software) by 3a%d miscellaneous assets
(excluding cash and cash equivalents). The onestdent the expert refused to
make to the debtor's liabilities was to includettes debtor argued, $37 million in
preferred stock. The expert's position was thatesihe debtor had the discretion
not to pay any preferred dividends, the $37 milleas part of equity and should be
excluded from the liabilities.

In sum, the defendant's expert testified that adafember 15, 2000, the value
of the debtor ranged from a low of $302 million ¢kexding the intangible assets) to
a high of $545 million (including the intangiblesas$s)®** With liabilities of $287
million, the debtor was solvent by $15 million undbe $302 million valuation,
and was solvent by $258 million under the $545 iamllvaluation. The court
overruled every objection lodged by the plaint#fhd found the expert's valuation,
based upon the adjusted balance sheet, to be leredilthe issue of insolvency.

The defendant's expert also testified in supporthef proposition that as of
November 15, 2000, under either 11 U.S.C. 88 54B(@)(ii)(Il1) and (B)(ii)(Il)
respectively, the debtor suffered no inability typits debts as they became dife,
nor did the debtor suffer from unreasonably smaltking capital, given its ready
access to the capital mark&tOverruling the objections of the plaintiff, theurd
found that there were no liquidity, cash problems capital inadequacy and on
these alternate grounds, and that the debtor wasnsolvent or rendered on
November 15, 2000.

The court then proceeded to discuss whether tinsfees were for reasonably
equivalent value on November 15, 2000, and on Fepr28, 2001. A close
discussion is beyond the scope of this article,dodfice it to say that that with a
company that had closed down before it filed idmililating chapter 11 liquidating
petition, the court found that with no ability tesaeithe marketing services of AOL,
the debtor could not claim that it could recovee thalue $6.25 million in
prospective services under the Amended Agreement, largely for the same
reason that the termination of the Amended Agreénted not result in an
avoidable transfer of value or property to the ddéat. The court also found that

%1 SeeEBC |, Inc, 380 B.R. at 359 (Bankr. D. Del. 2008). It is matsy to understand what the book
entries and the adjusted entries on the debtdesida sheet looked like because the GAAP versiantiaa
adjusted version are not set forth in the cougtigion. See idat 358 It is also not easy to understand how
$258 million in equity could be completely lost $ix weeks of operations, namely, from November 15
through December 31, 200B8ee idat 356.

%2 See idat 359. For an excellent discussion on the issug @ébtor's inability to pay its debts as they
become due under section 548, see J.B. He&wlency Testt2 Bus. LAw. 983, 985-1003 (2007ee
also Robert J. Stearn, JRProving Solvency: Defending Preference and Frauduleransfer Litigation 62
Bus. LAw. 359,391 (2007) (discussing application of section 5&8ankruptcy Code); Scott F. Norberg,
Note, Avoidability of Intercorporate Guarantees Under f@mts 548(A)(2) and 544(B) of the Bankruptcy
Code 64 N.C.L. Rev. 1099, 1121 (1986) (discussing section 548 as itiepo debts as they mature).

363 See EBC I, In¢.380 B.R. at 359-60. For an excellent discussiothe issue of whether a debtor was
left with unreasonably small capital and the inkeypamong the various tests for financial distresder
section 548, see Heat®upranote 362at 985-1003.
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there could be no value derived from any assumgiwhassignment of the debtor's
rights under the Agreement, as amended, becausenatter of underlying Virginia
law, the Agreement was not assignable given theitapce of the identity of the
debtor as a party to the contract. Based up tfiedings, the court drew the
conclusion of law that the plaintiff had failedtastain its burden of proof and that
judgment should be entered for the defendant.

D. Total Enterprise Value of the Reorganized Debtor

The 1990s saw the beginning of the continuing trehdankruptcy courts
holding evidentiary hearings in contested confiiorathearings to determine the
total enterprise value of the reorganized debtbhese hearings were utilized to
determine whether the total enterprise value wagpepty allocated among
numerous levels of creditors, senior managemenmt, reew and old equity. The
common objection in these hearings is that undemptioposed plan, the claims of
the senior creditors, often purchased at a discdmyntjunior capital, second
lienholders, venture capitalists or hedge fundd,receive more of the value of the
reorganized debtor, and, as such, the proposedviakates the standard of fairness
and equal treatment embedded in sections 1129(B)(B) or (C) of the
Bankruptcy Code. There are also some faint bubrkhe omens that some
bankruptcy courts will begin holding evidentiaryahiegs on the fact-intensive
issue of total enterprise value before proceedimgatcontested confirmation
hearing, and in these pre-confirmation hearingsalnation, more attention will be
paid to motiongn limine as potentially effective procedural devices foclading
unreliable reports and testimony of some expert$ edore all stakeholders and
the court are put to unnecessary time and expense.

Valuations, in the best of circumstances, are fawgith uncertainty. The
income approach turns on a gaggle of assumptidian avith one assumption
building on another. The market approach turnsitirer comparable companies or
comparable transactions, where comparability ierofh the eye of the expert and
where inferences are to be drawn from public congzato support valuations of
private companies. The asset approach turns ojegped market value or
liquidation values, with its own set of estimate3ut, as any good statistician will
say, there is a world of difference between ungastaand unreliability. The
former state is an inherent part of reasoned discrand good judgment, indicia of
any well-reasoned expert opinion; the latter statéatal underDaubert In the
following section, we address several cases whanethave confronted the issue
of the relevance and reliability of expert testimam total enterprise valuation in
contested confirmation hearings. Our task is moexhaustive critique of every
case during the past ten years on the confoundsugj rather, we again seek to
educe best practices in an effort to aid courtnsel) and expert.
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1.In re Zenith Electronics Corp.

In In re Zenith Electronics Corp® a publicly-held corporation negotiated a
complex restructuring with its bondholders andargest creditor, LG, Inc., which
held over $340,000,000 in loans and credit supgadtalso held 57.7% of Zenith's
shares® After securing the approval of the S.E.C. fordisclosure statement, and
obtaining the acceptance of over 97% of the bonolersumber and amount, the
company filed its chapter 11 petition with the Bankcy Court for the District of
Delaware on August4 1999%° The court held a two-day combined hearing to
approve the disclosure statement and to confirnptepackaged plan within thirty
days of the petition dafé’ At bottom, if confirmed, the plan would cancel the
interests of the minority shareholders, and pay 80000 to the bondholders; LG,
Inc. would then convert part of its claims and |&4©,000,000 in working capital
in exchange for 100% of the new shares in the esvorgd debtor with full
management and contrf. The Official Committee of Equity Security Holders
(Equity Committee), representing the minority shatders, objected to the
disclosure statement and plan on the ground thatvélue of the debtor before
reorganization exceeded the total claims and ttrerefore, in cancelling the
interests of the minority shareholders, the plaolated the fair and equitable
standard under section 1129(b)(1) and*{2Y.he court overruled the objections of
the I3£7<(q)uity Committee in every single particular aymhfirmed the prepackaged
plan:

In its comprehensive opinion, the court acknowledtieat the main dispute at
the hearing was value of the debtor in possesétdarestifying as the expert witness
for the debtor on valuation was a principal of PdtéSolomon Company (PJSC), an
investment banking firm’? The Equity Committee objected, among other thitgs,
any testimony on this issue on the part of PJS@erground that the investment
banking firm was biased in several respé€t3.o begin with, PJSC had once given
advice to LG, Inc., the principal beneficiary oktprepackaged plan, in connection
with a proposed formal engagement and then hadklguiswitched sides,
presumably for the advantage of a much largerded,agreed to be retained by the
debtor’™® For the next two years, PJSC actively participarecearching for a
strategic buyer for the debtor and, then, in a mdijoancial and corporate

%4241 B.R. 92 (Bankr. D. Del. 1999).
3651d. at 96.

3661d. at 97.

3671d. at 97-98.

3681d. at 110.

3%691d. at 105.

3|n re Zenith Elec.241 B.R. at 111.
5711d. at 103.

3721d. at 97.

331d. at 100.
374|d.



2008] SQUARING BANKRUPTCY VALUATION PRACTICE 241

restructuring of the debtdf The key players in the negotiations over the
restructuring were a turn-around manager as CEOjnotmal committee of
bondholders, and LG, Inc., as the majority shaidrobnd the largest credittP.
One of the terms of PJSC's pre-petition engageagneement with the debtor was
the contingent payment of a substantial success’fed/hen the debtor in
possession filed a motion to retain PJSC as itgsimrent banker, the Equity
Committee objected, averring a lack of disinterdisess’® In fact, the court
sustained the objection on the ground that PJSCahaakctual conflict of interest
based upon its prior investment banking adviceli@; Inc®”® Nevertheless, the
court overruled the Equity Committee's objectiorPSC's testifying as an expert
witness on valuatioff® This turned on a subtle distinction between thek laf
disinterestedness and b5 A finding that PISC lacked disinterestedness, dhase
upon limited services for LG, Inc., two years befais advisory services for the
debtor, which did create an actual conflict of ia&#, was not, however, tantamount
to bias. The fact that PJSC was a principal achitn a plan cancelling the
minority shares of the debtor and that it was kntito a success fee did not,
according to the court, count against the firm'gedivity as an expert witnes$¥.
The court held that PJSC used the same standalbdaddgies as the Committee's
expert—without discussing what those methodologiese and how they were
applied, and, that, therefore, it could not be degmiased® The court also held
that the success fee the debtor had contractealyttod@JSC before the petition date
was not narrowly tied to its testimony in suppdrthe plan and the outcome of the
fast-tracked hearing on confirmatidi. There were other services that PJSC had
agreed to provide as conditions to the paymentsafcaess fe&” Further, the court
observed that the pre-petition contingent agreeroeuld perhaps be rejected as an
executory contract?

The court then proceeded to address the valueeadebtor in possession. The
valuations were absurdly dispar&teThe "fair market value" for the debtor's assets
as determined by PJSC was $310,000,000 with ow5,860,000 of non-current
indebtedness; thus, the debtor had a negative nethvof $235,000,008 In
stunning contrast, the fair market value of thetdeim possession, as testified to by

375|d.

%%%|n re Zenith Elec.241 B.R. at 102.
377

378|d.
379|d

38014, at 103.

®lid. at 102.

32| re Zenith Eleg.241 B.R. at 103.
383|d.

%41d. at 102.
385|d.

361d. n.13.
387|d.

388 |n re Zenith Elec.241 B.R. at 103.
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Ernst & Young, the Equity Committee's expert, wak0%5,000,008%° After
deducting the claims, the debtor would have a pesitet worth of $510,000,000.
In other words, the variance or delta between th@eesnterprise valuations by the
two equally qualified expert withesses was $745000. Although the court
referred to botlDaubertand Kumho Tirein passing®® its truncated discussion of
the application of those authorities to the issmethis case never addressed the
incredibly large delta and the reasonable inferetheg such a large delta may
suggest unreliability, and, thus, inadmissibilitkdanot mere weight.

The court found that there were three basic péiiseobusiness: (1) an untested
and unmarketed VSB technology division, (2) thestoner electronics division,
and (3) the tuner divisiofi: The plan proponent's expert valued the VSB
technology division at $155,000,000 in marked casttto the Equity Committee's
expert witness's value of $833,000,3600The delta for this division alone was
$678,000,000. The court adopted the plan proptmerdlue for the VSB
technology division without adjustmefit.However, what is problematic is that the
technology was truly untested and unmarketed, titye sbund inference a finder of
fact could reasonably draw is that the value wasedy speculative, thus, neither
expert had any basis in fact for estimating itsigd!* It is of some concern that this
issue may not have been fully developed due tairthe constraints the "fast track”
nature of the case placed on the court.

2.In re Bush Industries

In In re Bush Industrie¥” the bankruptcy court held a contested four-day
evidentiary hearing on the confirmation of the delst Second Amended Plan
("Plan”)3*® At the time it filed its chapter 11 petition, tliebtor was the only
publicly held corporation in the business of mawtiang ready-to-assemble
furniture in the United Statés’ The Plan provided for the seven banks to
restructure their aggregate of $158 million in sedwclaims: $65 million would be
evidenced by two secured notes and the baland¢eenfdebt would be converted to
a new issue of common shares in the reorganizedord®b The Plan further
provided for the payment in full of the allowed ges unsecured claims and
administrative expenses, but cancelled the shafeprepetition shareholders
("Equity").>*°

389|d.

390|d.

391|d.

392|d.

3% re Zenith Elec.241 B.R. at 104.
394|d.

3%315 B.R. 292 (Bankr. W.D.N.Y. 2004).
3%d. at 295.

397|d.

3% 1d. at 296.

391d. at 298.
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The Official Committee of Equity Holders ("Equityo@mittee") objected to
confirmation of the Plan on the ground, among athénat there was sufficient
value in the reorganized debtor to justify payingswbstantial distribution to
Equity*®® Thus, by purporting to cancel their shares, ttem pliolated the fair and
equitable standard under subsections 1129(b)(1) abh&9(b)(2)(C) of the
Bankruptcy Codé%" The court found that the "equity hurdle rate" was
$168,333,000.08” The debtor's two expert witnesses filed repords fegged the
enterprise value between $95 million and $130 anilt?® The Equity Committee's
expert witness valued the reorganized debtor a $8llion.*** With a variance
running between the appraised values of the opgosixperts from 35% to
50.45%:% it is not surprising that a bankruptcy court mighispect that one or
more of the opposing experts is "gaming" the emigepsaluation in order to confer
a litigation advantage on the party who solicited paid for the appraisal.

Rather than holding &aubert hearing before the scheduled contested
confirmation hearing, the court limited itself toeighing the testimony of the
debtor's two expert witnesses and Equity Commsttegpert witness. The court
noted that each shared a consensus concerninghtbe mmethodologies for
determining the value of the debtor: (1) the coraplr or guideline company
method}® (2) the similar transactions methtdand (3) the discounted cash flow
method!®® The court accounted for the difference in the eetpe experts'
valuations as largely driven by their divergent iche of the multiple for
calculating the terminal value of the reorganizethtdr under the discounted cash
flow method, drawn from their comparable companglgsis:®® In deriving the
terminal value, the Equity Committee's expert usedultiple of 9.0, taken directly

49)d. at 295-96.

401 Bysh Indus 315 B.R. at 298. 11 U.S.C. section 1129(a)(gires that a plan of reorganization be
propounded in good faith and not in violation ofygrovision of the Bankruptcy Cod8eell U.S.C. §
1129(a)(3) (2006). 11 U.S.C. section 1129(b)(2)¢€)vides, in relevant part: "the court, on requasthe
proponent of the plan, shall confirm the plan if.the plan does not discriminate unfairly, andas and
equitable, with respect to each class of claimsi@rests that is impaired under, and has not éedeghe
plan." 11 U.S.C. § 1129(b)(2)(C).

492Bysh Indus 315 B.R. at 298.

49 d. at 300.

404|d.

4%%1d. The arithmetic calculation of the variance is:§$2$130] / 200 = 35%; [200 — 95)/200 = 50.45%.

4%|d. at 299.

407 |d

4% Bush Indus.315 B.R. at 299. The asset valuation method wasentemplated by any of the experts.
SeeRutheford B. Campbell, JiThe Impact of Modern Finance Theory in Acquisiti@ases 53 SYRACUSE
L. REv. 1, 14 (2003) ("In [the asset] valuation method, the evaluator calculated the fair market vahas
the assets of the company would bring in the egEh¢juidation and subtracts from that figure trebllities
of the company.")see alsaJames R. Repetfilanagement Buyouts, Efficient Markets, Fair Vakme] Soft
Information 67 N.C.L. REv. 121, 139 (1988) ("If the business is expecteldealiscontinued or divided up
and sold, then asset valuation is the more useéthod for valuing the business."); Ronald B. Lidete,
The Measure of Damages Under Section 10(b) and Rile§ 46 MD. L. Rev. 1266, 1271 (1987) ("An
additional difficulty with the asset valuation metharises if there is an inability to appraise éssets
accurately.").

% See Bush Indus315 B.R. at 300.
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from its unadjusted analyst¥. This generated an enterprise valuation that exazked
the equity hurdle rate and kept Equity "in the mpotfé' The debtor's experts,
however, reduced the multiple from 9.0 to 6.5, itesy in an enterprise valuation
that was less than the equity hurdle and left Bduitit of the money*? The court
held that the downward adjustment by the debtapers was not "subjective," but
was soundly justified because the comparable coimpawere publicly-held
corporations in the high end of the furniture irtdpisn contrast to the low-end
ready-to-assemble furniture business of the débtetere, much to its credit, the
court failed to take the bait. It recognized timataluations, many key assumptions,
including upward or downward adjustments, are basedhe exercise of sound
discretion and judgment, drawn from experienceesearch or a combination of the
two.*'* In fact, the question is not whether the opinisrisubjective," the question
is whether the opinion is "conclusory." If valuatievere truly objective, then a
court need only find the facts and plug the numb@sa pre-determined algorithm
negating the need for an expert. Obviously, vidnats not that simple. However,
the fact remains that any adjustment that is caocludoes not assist the trier of
fact and is unreliabl&?

In Bush we find that the court appeared to struggle waithituation that the
comparable companies relied on by the experts sienply not comparable; these
guideline companies operated in a very differentkeiafrom the debtor. If that
were so, the soundness of the comparable compatysawould be suspect; thus,
it appears problematic that poor comparables mayrdseirrected by making
material downward adjustments. Under those cir¢antes where no comparables
are available, another professionally recognizedthouology, such as the
discounted cash flow method, would have to be useli. an appropriate
methodology cannot be reliably applied, given timeitéd data, then no expert

“05ee idat 300-01.

M See idat 300.

“2|d. at 298, 300-01.

“31d. at 301-02.

““See In reMirant Corp., 334 B.R. 800, 820 (Bankr. N.D. TeR08) (observing valuation was subject to
inherent methodological weaknesses and evidenceatvagst "soft");see also In reCoram Healthcare
Corp., 315 B.R. 321, 337-38 (Bankr. D. Del. 200#)tihg despite use of same valuation methodologies,
opposing experts reached very different resultsye Cellular Info. Sys., Inc., 171 B.R. 926, 931 (Bank
S.D.N.Y. 1994) (stating experts' different valuaticarose from their different views of debtor'sibess
strategy, rather than technical considerationggréstingly, the failure to make an adjustment—thathe
failure to exercise discretion and reason—is itselfjective.

415 Seeln re Stealey, No. 05-68721, 2006 WL 2792224, at *4 (Bah.D. Ohio Sept. 26, 2006) ("[T]he
court is left with a firm belief that such adjustm involve a high amount of unreliable speculation
Coram Healthcare Corp.315 B.R. at 340 (finding valuation was not acteneflection where evaluator's
subjective adjustments took aggressive and opfomisgws to produce higher valuation figureBut see
Gilliam v. S. Coop. Dev. Fund Inv. Cooperation, 194-2108, 1994 WL 682659, at *2 (W.D. Tenn. Nov.
15, 1994) ("[V]aluation is inherently subjectivedanot capable of mathematical precision."). Thifikhe
expert qualified by experience. Experience is fitselbjective. Clearly, a bar against subjective egkp
testimony would swallow whole any expert qualifieg experience. Surelypaubertcannot stand for that
proposition. Rather, the bar is against conclusestimony. In other words, simply adding to thettat line
does not help the trier of fact.
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witness testimony could be found to be reliable.athy event, greater pause should
have been given to the downward adjustments, ncduse they were subjective,
but because the baseline or starting point waselbfrom apparently significantly
dissimilar comparables. Furthermore, an explanatiould have to be included in
the opinion as to why a more sensitive series @fmeard adjustments should not
have been applied. As the court noted, it is & W@ng way down the financial
scale from a multiple of 9 to a multiple of 6’81t does not seem to be the case that
a proper valuation would be a dichotomous onegei®5 or 9.0. A more sensitive
expert analysis should have presented a rangecbfraultiples and values.

3.In re Exide Technologies

Another key valuation case that created quite ttie vgas In re Exide
Technologie$'” There, Exide and its affiliates (collectively, tHebtor) comprised
the nation's second largest manufacturer of ledtkres for transportation and
industrial uses when it filed for relief under ckapll of the Bankruptcy Code in
Delaware in April of 2002*® The debtors' Third Amended Joint Plan, filed on
September 8, 200@Plan")*'° proposed a nominal distribution of 1.4% to general
unsecured creditof$® and the conversion of the pre-petition secureddesi $600
million in claims to the securities of the reorgaed debtof?! The three classes of
general unsecured creditors rejected the treatofaheir respective claims by over
96% in amount? The Official Committee of Unsecured Creditors @ditors
Committee") objected to the plan on multiple grosimttluding that it violated the
standard of fair and equitable treatment of theénwaof the pre-petition general
unsecured creditors under sections 1129(b)(1) l){d)(of the Bankruptcy Cod&®

“°See Bush Indus315 B.R. at 300.

417303 B.R. 48 (Bankr. D. Del. 2003).

“81d. at 53.

“19See idat 52 n.3. The Second Disclosure Statement andittind Amended Joint Plan were distributed
to creditors and other parties in interest. After ballots were tabulated, the debtor filed a FoArnended
Plan, with non-material modifications. The courtereed to the Fourth Amended Plan as the Plansin it
opinion denying confirmatiorSee id.

20 An amount the unsecured creditors found "insulting

421 seeDebtors' Third Amended Joint Plan of Reorganizatiomler Chapter 11 of the Bankruptcy Code,
In re Exide Tech., et al., 303 B.R. 48 (Bankr. D. D&I02) (No. 02-11125).

422 5ee Exide Tech303 B.R at 57.

42 5ee idat 58. Section 1129(b)(1) and (b)(2)(B)(ii) (20@8dvide, in relevant part

[1] ... the court shall confirm the plan . . thie plan does not discriminate unfairly and
is fair and equitable with respect to each clagdaims or interests that is impaired and
has not accepted the plan .. ..

[2] for the purpose of this subsection the conditioat a plan be fair and equitable with
respect to the class, includes the following rezmaents

[B] with respect to a class of unsecured claims . .

[ii] the holder of any claim or interest that isnjar to the claims of such
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The Creditors Committee theorized that the valuethaf reorganized debtor's
securities substantially exceeded the amount of dléns of all pre-petition
lenders, the administrative expenses, and theityricreditors, and consistent with
the absolute priority rule, the excess value shdadddistributed to pre-petition
unsecured creditof$?

The court did not hold a separate hearing to determime total enterprise value
of the reorganized debtor before it proceeded td tie confirmation hearing, nor
did it refer to or rule on any motions to excludey goroposed expert witness
testimony. Instead, the court held an omnibusihgdasting seven days, spread
over a three-week perid® The omnibus hearing dealt with "a settlement"hef t
adversary proceeding filed by Creditors Committgaist the pre-petition lenders
under the Plan (without any negotiations with thkainiff, the Creditors
Committee)’® the total enterprise valuation of the reorganiziteptor, and the
ream of objections to confirmation by the Unitecat8¢ trustee, the Official
Committee of Equity Security Holders, the U.S. Eamimental Protection Agency,
the Bank of New York as Indenture Trustee, and roffaaties in interest’ The
other objections were directed to the unfairnesshef settlement with the pre-
petition lenders, to the broad scope of the thadyp releases and injunctive
provisions of the plan, and to the unfair discriation in the classification of the
unsecured clain®® The court denied confirmation of the Plan, largehged upon
sustaining the "other objection€® but also upon rejecting the total enterprise
valuation of the debtor (and the pre-petition lesjleand accepting, with some
minor modifications, the total enterprise valuatiohthe Creditors Committee's
expert withesse¥?

As part of its opinion focusing on the issue ofegptise value, the court noted
that value ranged from $950 million to $1.05 billi@ccording to the debtor's

class will not receive or retain under the plaraonount of such junior claim
or interest any property . . . .

424 5ee Exide Tech330 B.R. at 60-61see also In reGenesis Health Ventures, Inc., 266 B.R. 591, 612
(Bankr. D. Del. 2001) (stating that it is not faind equitable for senior class to receive more fién
compensation for its claimsh)p re MCorp. Fin., Inc., 137 B.R. 219, 235 (Bankr. S.@xT1992) (noting
that senior class cannot receive more than fullpreation for its claims).

425 5ee Exide Tech303 B.R. at 52-53.

426 5ee idat 71. The court held that in the face of a comeplejection of the Plan by the general unsecured
creditors, any settlement negotiations that wemitéid to the captive senior management of the debtd
the pre-petition lenders could not possibly be apgd under the controlling precedertiee id.at 77-78.
Presumably, acting on the belief that the genenakoured creditors were completely out of the mpney
except for the nominal amount of the $4,000,000I pefd on the table, the debtor and the pre-petitio
lenders may have convinced themselves that theyndidhave to spend any time negotiating with the
Creditors Committee in order effectively to dismilse adversary proceeding and to secure broadtfard:
party releases for the officers, directors, empésy@nd agents of the pre-petition lenders antieotiebtor.
See idat 71.

" See idat 56-57.

“85ee idat 56-57, 66-80.

42 5ee idat 66—80 (noting debtors focused their argumemtsnfair discrimination objections).

40 see idat 66.
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expert, and from $1.478 billion to $1.711 billiorccarding to the Creditors
Committee's expef! The court made its own determination that the |tota
enterprise value ranged from $1.4 billion to $1ilidm.*** Basically, the court's
determination paralleled the Committee's, withuagance depending wholly upon
which months used for calculating the first ye®BITDA. Since the Creditors
Committee pegged the relevant "hurdle amount” oglhsecured, administrative,
and priority claims at $1.19 million, and the deltalculated that amount at $1.285
million, the unsecured creditors would be "in thermay" by the court's own count
under either calculation of the hurdle amotiitNot surprisingly, if the debtor's
range of values had been accepted by the court tiigeunsecured creditors would
have been completely "out of the money" under eittadculation of the hurdle
amount. In a word, the court found that the débtexpert "low-balled" the value
by making "subjective" downward adjustments of televant multiples that were
otherwise "objectively" derived from the comparabt®mpanies and the
comparable transactions methétfs.

In its discussion on total enterprise value, thercbegan with the premise that
the debtor was severely biased in driving towasl ldw-ball valuation, and
proceeded to document that prenfi§élhe court reviewed the use and application
of each of the three standard methods by the opgaoskperts: the comparable
company method, the similar transaction method, @eddiscounted cash flow
method. The dispute between the opposing expedsrithe comparable company
method was primarily a function of whether the npldt for calculating the total
enterprise value should be subject to a downwardifioation*® The debtor's
expert modified the range of the multiples on thengse that a more accurate
assessment of enterprise value had to take intsidenation the probable range of
fair market value for the reorganized debtor's hess. In this vein, the debtor's
expert believed that the value of the industrialision of the debtor, which
generated 37% of its annual gross revenues on solidated basis, needed to be
adjusted downward by as much as 30% based upoduatien of the multiple of
EBITDA from 7.2 to 5 attributable to an imputed Kaof marketability’*” The
Committee's expert refused to make any downwangsatdints.

With respect to the similar transaction method,dbbtor's expert restricted his
selection of transactions to two transactions whitbsed in 2002, given his
perception that the market had deteriorated coreitie beginning in 2006 The
dozen or so comparable transactions used by them@itaee's expert included

41 5ee Exide Tech303 B.R. at 59.
423566 idat 66.

“3335ee idat 59 n.23.

44 geeidat 66.

435 See idat 60—65.

46 5ee idat 61.

“37Exide Tech.303 B.R. at 61-62.
438 |d. at 62—63.
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transactions dating back to 1998 and 188@n this point, the court sided with the
debtor's expert's perception of the adverse chaimgéise market since 200¢
However, the court refused to admit the propriefytlee debtor's downward
adjustments based upon the expert's own directhvierent in these two
transactions, and his concern that given the damsmain the lead battery
industry— the second largest manufacturer in th#edrStates, any acquisition by
another firm would trigger antitrust concerns of . S. Department of Justice, a
threat that might very well depress the acquisifidoe***

The real conflict between the experts was manifeste their use and
application of the more complex discounted castv filoethod. The key variables
in this method are the "discount rate" for compauitihe present (discounted) value
of the cash flows to the firm and the calculatidrite terminal valué** While a
whole series of "subjective adjustments” must belenearefully and sensibly at
each step in exercising this methodology, persoith the requisite training,
discipline, and practical experience—coupled witldeeeply ingrained "situation
sense"—do and can perform these analyses, corisisignthe current state of
peer-recognized technical skills.

The court then reviewed each expert's use andcagipi of the discounted
cash flow method. Again the court rejected thedalist rates used by the debtor's
expert and applied the Creditors Committee's figuireach stage of his analy&fs.
In the debtor's expert opinion, the enterprise exalader the discounted cash flow
method fell between $1.023 and $1.254 billion, witle greater value creeping

439 Id.
440
Id

“11d. In their experienced judgment, Professors MarB&rberry, Kenneth N. Klee, Grant W. Newton,
and Steve H. Nichols, editors ofuBINESSREORGANIZATION IN BANKRUPTCY CASES AND MATERIALS,
Third Edition (West Publishing Co.) (2006), enterta degree of skepticism with the court's dispagg
treatment of the Blackstone Group's market-baseatmise valuation. According to these professors

the court in Exide placed more emphasis on the theery of valuations and less on
the judgment and experience of the expert from IBfme [debtor's expert]. [T]he

court gave very little weight to the amount of fivéor bids received for the company.
(Blackstone had attempted to market the companyhaxdreceived three comparable
bids, but decided not to pursue a sale to any efbitiders.) Other courts have given
more emphasis to potential transactions that mightnore representative of market
value . . ..

The bankruptcy court in Exide Technologies focusedhe adjustments that Newman,
Blackstone's expert, made based on his experiearué,the court disallowed such
judgments. In doing so the court failed to take iobnsideration allowances that often
need to be made to the multiples to adjust fosgreific company risks . . . .

Id. at 686, 720. As mentioned previously in this $tithere exists a deep debate in the relevanteatad
literature on whether such adjustments are prdg@h arguments—for and against such adjustments-e-hav
merit.

442 SeeExide Tech.303 B.R. at 63-64.

“31d. at 64
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perilously close to the debtor's hurdle rate of28%. billion*** At this level, the
joint plan proponent could have generously stratdte distribution to the general
unsecured creditors several hundred basis poiotgeab4%. Noting inconsistency
in some of the rates the debtor used in its arsbysil its business pl&ft,the court
found the total enterprise value under the disadicash flow method ran between
$1.538 and $1.837 billion dollars, with the lesgalue about $250 million above
the 4Qgrdle rate and with the greater value abo@O$million above the hurdle
rate.

In defense of his adjustments to the multiples drafnom comparable
companies and similar transactions, the debtopsrexvitness relied upon his own
direct experience in these cases in supervisingtiliate equity sale process, which
failed to generate any offers with an imputed vaibeve $950 millioff?” The
debtor abandoned this process when the holdetsegbre-petition lenders' claims
decided to support a joint plan under which thewblaonvert their claims to the
reorganization securities after canceling the eder of the pre-petition equity
security holder§?® Nevertheless, the debtor's expert testified thatrdasonably
believed that the private equity process provideeliable reality check against the
overstated values under an unadjusted applicafidimeostandard three methods of
enterprise valuatioff?

The opinion of the court is also striking in anathespect: the court did not
require the same base one-year period for calogl&BIDTA from each expert (or
himself for that matter). The selection of the ébdisne period was crucial to
comparing the soundness of the assumptions congetiné debtor's business plan
on the part of each expert's testimony. Theseaneés in period and amount
produce a difference low to high of $16,600,000—modactly insignificant.
Mechanically, it strikes us that the court shouddidnrequired each of the opposing
witnesses to submit an amended report, each ustngaime one-year period. Then,
if the court desired, to compare the three diffepmriods. Moreover, the amended
report should have included a sensitivity analjisid to these different periods. An
amended report could have been generated witheryashort period of time. The
court would then have an opportunity to "comparples to apples” rather than
strike off on its own.

“1d. at 63.

*5See idat 63-64.

“65ee id.

“7See idat 64.

“*9d. at 66-68.

49 See id.The debtor's expert emphasized that one of thiealrcomponents in determining the costs of
goods sold was the rapidly increasing price of lBadmanufacturing the Exide batteries, and hehfert
criticized the Committee's expert's valuation fot taking that important fact into the latter'suation of
the projected period and the terminal period.
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4.1n re Coram Healthcare Corp.

In In re Coram Healthcare Corf° the bankruptcy court held a contested
confirmation hearinf® in the face of two competing stand-alone plans of
reorganization—one proposed by the operating teusiad the note holders
("Trustee's Plan") and the other by Official Comeetof Equity Securities Holders
("Equity" or "Equity Plan"}">* Each plan proponent objected to the confirmation o
the competing plaff® Under the Trustee's Plan, equity would receive $dlon
as its distribution if a settlement under the phth the insiders were approvéd,
but equity contended that the note holders woutéive much more than the value
of their claims to the detriment of the equity. eféfore, the Trustee's Plan violated
the requirement under section 1129(b)(1) of thekBagstcy Code that the plan be
fair and equitable to each class of claims andésts!*® Thus, one of the principal
issues was the total enterprise value of the reizgd debtor.

The court found the valuation testimony proposedhaytrustee's experts more
reliable because it was based upon the "conseeVdiivsiness assumptions and the
cash flow projections of the debtor's senior mansege, in marked contrast to the
valuation analysis prepared for equity by its ekpensultanf>® The court found

450315 B.R. 321 (Bankr. D. Del. 2004).

4! As a consequence of the exceedingly heavy dodkeiega chapter 11 cases and prepackaged chapter
11 plan cases in Delaware, the confirmation heaniag held on twelve days scattered over a severthmon
period—from September 30, 2003, through April 2002 The court did not release its opinion until
October 4, 2004, one year after the beginning ®@htkaringsSee idat 321.

*25ee id.

*3see idat 329.

%4 See id.at 328. Since our primary focus is on the issuevalfiation, it is appropriate simply to
summarize the extended discussion in the opiniat #pproved a settlement with the debtor, the note
holders, and some of the insiders. It appearstligaparties, as is often the case, backed intsattement
amount of $54,000,00%ee id.That amount was sufficient to pay accrued admtise expenses, the
general unsecured creditors (other than the ndtiets) in full, fund working capital needs of $1000000,
and leave $40,000,000 on the table for the preipetshareholdersSee id.The settlement also called for
broad form releases of any claims of the debtor afndon-debtor third parties for the note holdehgir
officers, directors, and employees, and certaidérs.See id.The equity committee opposed the settlement
on the ground that the value of the RICO and otfems against the note holders, the investmenkdran
and the accountants exceeded a billion dolBeg idat 329, 341. The equity committee also objecteti¢o
broad form releasesee id.at 329. The court heavily relied upon endorsenaérthe settlement by the
operating chapter 11 trustee who had conducteddsooh shuttle diplomacy between both camps and had
made his own independent estimation of the highscoglitigation and low probability of success tire
merits. See id.at 332-34. The court approved the dollar amounthef settlement and the proposed
allocation of the proceeds of the settlement, lmdlided to approve releases of claims of non-dethiiod
parties against the note holders and against tmgefficers and directorsSee idat 352.

%5 See Coram Healthcar815 B.R. at 337see alsdll U.S.C. § 1129(b) (2006) (“[T]he court . . . $hal
confirm the plan . . . if the plan does not disénate unfairly, and is fair and equitable, withpest to each
class of claims or interests that is impaired unded has not accepted, the plan.").

% See Coram Healthcar@15 B.R. at 340-41see alsdn re Consul Rest. Corp., 146 B.R. 979, 987
(Bankr. D. Minn. 1992) (adopting going concern véilua that incorporated cash flow assumptions of
debtor's management and adjustments making prajecthore conservatively re Pullman Constr. Indus.,
Inc., 107 B.R. 909, 932-33 (Bankr. N.D. lll. 198@)cepting debtor's valuation in most respects, but
adjusting for projections based on wild leap oftfpi
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equity's expert valuation was predicated upon tamyrunjustified or unexplained
adjustment$® The difference in the valuations ranged from $&0lion according
to the trustee's experts to $279 million accordm@quity's expert?® If the court
accepted the $200 million value, there were insigfit funds to pay the total
claims of $243 million; however if the $279 milliamaluation were accepted by the
court, then equity would be "in the money," and tifustee's plan would have to be
denied confirmation as violating the standard dhia and equitable plan under
section 1129(b)(1) of the Bankruptcy Cdde.

Once the amount of claims was resolved in this ragarthe court made several
gross adjustments to reach her own bottom line adfiation?® The court also
rejected any adjustment for goodwill on the prenttsat the trustee's plan was a
stand-alone plan and not a plan to sell the compamythird party, and, therefore,
the intangible value of goodwill had to be elimedt a conclusion that may be
incorrect. The court's own valuation came to $8illlon with equity in the money
for $6 million*®* Because the plan would result in a distributior$46 million in
value to existing equity, and that exceed the #8amiin the court's own valuation,
the trustee's plan was found to be fair and edjeifdb

Apparently, the trustee's counsel and valuationeexyere very effective in
their advocacy. The court was thoroughly satisfieth the senior management's
"conservative" business assumptions and cash ftojegiions; the court did not set
forth any basis for independently determining ttiet conservative assumptions
were sound. This gave the trustee and the notkefwtonsiderable leverage, as it
were, in attacking the equity expert's adjustmetotsthose assumptions and
projections—the mere fact so many adjustments weesgle appeared to be
sufficient by itself to call into serious questitire propriety of the expert's approach

“7see id.

**8see idat 338.

49 geeid. at 337-38;see alsoExide Tech.303 B.R. 48, 60—61 (Bankr. D. Del. 2003) (obsegvthat
debtor's value is key in determining if proposeahpis fair and equitabledy re Mcorp Fin., Inc., 137 B.R.
219, 235 (Bankr. S.D. Tex. 1992) (stating that progaluation is needed to ensure senior classekiofis
not provided for more than in full). One of thetical issues was whether the unsecured claims amited
to post-petition interest and, if so, at what r#te: contract rate, the default rate, or the fddedgment rate.
See Coram Healthcare815 B.R. at 343. For separate reasons, both dkeholders' expert and equity's
expert shared the premise to their competing viainsitthat no post-petition interest could be paidhe
unsecured creditor§ee id.As a matter of fact and law, the court rejecteat ghared premise holding that
the unsecured creditors were entitled to be paidanted post-petition interest at the federal judgt rate.
See idat 346-47. After adding the interest componer#1& million the amount of the noteholders' claims
increased from $243 million to $262 million; the @mt of all other claims was $49 million; the granthl
was $311 millionSee idat 347.

480 See Coram Healthcar®15 B.R. at 341-43. Equity's expert's value of M@Ls was reduced from
$32.9 million to $10 million and the net cash opalst was added in the amount of $31.2 milliSee idat
342.

“*1See idat 343.

%62 5ee idat 347. One has the sense that the court vieweitl'sgobjection to confirmation of the trustee
and note holders plan as tantamount to its lookirggift horse in the mouth. Assuming that the tsur
findings of fact and conclusions of law at evergpsin her comprehensive opinion were solid (mdwlyi
the case), equity was jeopardizing a certain $4000® distribution when her total enterprise vabrat
showed that the equity in the reorganized debtar evey $6,000,000.
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to valuation. A more nuanced approach would beltsely consider whether
equity's expert advanced a sound business jusidficéor his adjustments. In every
instance with respect to the equity expert's adjasts, the court rejected them
seemingly out of hand by accepting the trusteger’s criticisms in total: equity's
expert pointed out the considerable increment iluevdo the debtor's special
pharmacy business—the court rejected that by obgptiat the debtor's business
primarily consisted in supplying nursing care t® [fatients, that its profits were
narrowed by an acute shortage of nurses refleatéd increasing labor costs, and
that the pharmacy division was a small part oftibsiness. When equity's expert
testified that the debtor's cash flow projectionsebno relationship to historical and
current performance, the court rejected that dsitic by again embracing
management's cash flow projections as "conseryata® if that washed away
equity's expert's criticism. With respect to thmoant and value of the net
operating losses (NOLSs), the court commented fdopran the debtor corporation's
senior tax officer who testified that the Interidvenue Service would probably
oppose the tax treatment proposed by equity's erpdssues such as consolidation
of the debtor and its principal affiliate and th@ation of losses and reduction of
payments. The debtor's officer estimated the NQiss contributing about
$8,000,000 in additional value, which its experilefd to include in its total
enterprise valuation; equity's expert's estimatibthe NOLs was at $32,900,000;
the court found that another expert's $10,000,0@& wxactly right, but no
discussion was included in the court's opinionf@dubstance of the other expert's
estimation of the value of the NOLs.

5.In re Mirant Corp.

At present, the most sophisticated opinion on tetdkrprise valuation in the
burgeoning bankruptcy court "literaturelisre Mirant Corp*®®Mirant is a chapter

463334 B.R. 800 (Bankr. N.D. Tex. 2005). After thduaion hearing, the court issued a preliminariefet
ruling, as further amended a month later, in whtctirected the debtors' experts to recalculatetthal
enterprise valuation consistent with the courtgigtthents to the data, discount rates, and mudtiplée
debtors' experts protested that it would take latfed months of work to generate these revisedutations
of value; nevertheless, the court directed thenpriiceed and it promised that it would later release
comprehensive opinion to substantiate the groundst$ adjustments. Perhaps exhausted after the two
month ordeal of valuation hearings, the parties tlient forward to negotiate a consensual plan iichvtine
plan proponent finally agreed to distribute somettad value of the reorganized debtor to the exgstin
shareholders and the holders of the subordinate Wéth that accomplished, the plan coalition sdug
in-chambers conference during which its membergedskat the court put a hold on the recalculatibn o
value and not issue its opinion on valuation. Tbhart acquiesced in this request until the confiromat
hearing was held in December 2005, and then isssi@dmprehensive opinion justifying the adjustnseint
had directed be made six months earlier. Our pgirihat the court did not determine the value & th
reorganized debtor in this opinion, and by the titn&as released, the parties had already rendired
opinion largely moot by negotiating a consensuahghat obviated an enterprise valuation. In réhgpthe
opinion, the court mentioned that a dissident di@der threatened to appeal the order of confiromagind,
thus, the district court might find the opiniontingtive; moreover, the opinion was also relevarfiridings
the court had to make that the plan was in the ibémtest of creditors and to the issue on inter@ised by
theTill decision.
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11 conglomerate case in the merchant energy busthasfiled its petitions in the
Northern District of Texas. At the insistence b tOfficial Committee of Equity
Holders ("Equity Committee"), the court agreed tddhan evidentiary hearing to
determine the total value of the reorganizing debtbefore scheduling a
confirmation hearing on the debtors' Joint SecomkAded Plan of Reorganization
("Plan")®* Under the Plan, the interests of the pre-petitiqnity security holders
were cancelled on the premise that there was iogrif value in the reorganized
debtor to pay the allowed claims of the unsecurgdtats in full. Unfortunately,
the plan proponents refused to negotiate a conakpkin and prepared to force the
issue of a cram down of the interests of the exgsshareholder¥? In this case, the
experts retained by the Equity Committee were prap#o testify that, despite the
plan proponents' expert's statements to the contiare was sufficient value in the
reorganized debtors to cover not only the allowaseaured claims, including the
subordinated unsecured claims, but also to dig#ilmome of that value to the
existing shareholders. To the considerable crefdits sense of due process and
fairness, the court actually agreed to postponectiméirmation hearing and allow
the parties to proceed with an evidentiary headnghe crucial issue of the total
enterprise value of the reorganized debtor, a weowe fully endorse in the
appropriate circumstancé.

After a two-month period of expedited pretrial digery, including the filing of
eight expert reports and counter-reports and tpegitons of three other witnesses,
the court conducted a valuation hearing over twsetyen days within an eleven-
week period®’ At the end of this phase of the chapter 11 cabes;ourt released a
"letter ruling” of its preliminary determinationgjith a direction to the experts to
submit revised reports that responded to the souldtailed concerns, another
procedure we endorse in the appropriate circumetdffcAs the court noted in its
preliminary ruling, it was not prepared to calcalea "melded" valuation by
averaging the valuations of the experts for thegipal parties in interest; there
were far too many adjustments to each expert'srrépaeflect the changing price
for natural gas and other fuels consumed by théodgln their operation, peak
capaci%gdemands for electricity, and the valuadditional power plants coming
on line:

In its comprehensive opinion following confirmatjoiine court reviewed the
gualifications of the principal expert withnessespgosed by the debtors, by the
official committees of creditors at the level ofethmerchant energy trading
companies, the equity security holders committee, the sub-debt holders. The

*%41d. at 807.

45 1d. at 806-07. Under this increasingly common circumsta the only way for the existing
shareholders or the subordinated unsecured credddoring the plan proponent to the negotiatitdetés to
force a valuation hearing.

“%1d. at 807.

*71d. at 809.

4% 1d. at 810-11.

489 Mirant Corp, 334 B.R at 810—11seealso Letter Rulingsjd. at 800 (2005) (No. 10393 & 10723).
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three expert witnesses for the Equity Committeeewkrund to be very well
gualified, but the court rejected each of theirorép on valuation because the
projections on future gas prices that lay at thease were riddled with
mathematical errors and that unreliability extentiedll further computations in
the total enterprise valuatioff§.Although the court held that their reports coutd n
be admitted into evidence, it did give some wetghthe rebuttal testimony of these
experts and adopted some of their objections iectimg the debtors and debtor's
experts to revise their valuation repttt.

The court found that the business plan developedhbydebtors was well
prepared and was reasonably reliable, and the e@stprepared to rely upon that
report as the basis for determining the total gmigg value of the Mirant Group,
with some adjustments it determined to be neceé&ary addition, the court found
the valuation report prepared by the debtors' dégper be reasonably reliable
subject to the same kind of adjustments the catdrchined to be necessary to the
business plan upon which the debtor's expertsatialu report was basé® In
marked contrast, the court gave very little credete the expert report and
testimony that was prepared for the sub-debt hadgties:’™®

The court then proceeded step by step through riepoged four initial
adjustments to the data: the discount rates andmiléples to be used by the
debtors and debtors' experts in their revised valianalysis.” In the next section
of its opinion, the court ruled on various objensanade to the debtors' business
plan, noting the inability of the market to projebe true value of a reorganizing
debtor?’® To the extent that the debtors' experts sougprdfect market prices in
the immediate post-confirmation period as partt®fvaluation analysis, the court
rejected the approach as unacceptable and dirdwedebtors and their experts to
rely upon the "last twelve months" valuation methimd re-computing their
valuation analysis in order to ground that analysithe historical performance of
the debtord’” The court then upheld as reasonable the debtatstemir experts'
selection of four comparable public companies artterchant energy business, and
agreed in their rejection of a fifth company, Cafiproposed by the experts for the
Equity Committee and the sub-debt holdéfsThe court also overruled the

“d. at 813-14.

“™|d. at 814, n.40.

4214, at 825.

“31d. at 830-31.

474 |d

475 Mirant Corp, 334 B.R.at 836—46.

47 |d. at 832—36 (Bankr. N.D. Tex. 2005) ("It is not séfsiin such a situation to establish a value that
largely relies on market conditions existing at tihge of valuation which would not necessarily abtas of
the date for which the valuation was prepared.").

*7|d. at 835-36.

4781d. at 836-37 (holding "difference in business betw@atpine and Mirant Group are sufficient, when
considered together with Calpine's relatively wefthancial condition, to disqualify its use as a
comparable").
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objection to assign different weights to each &f tomparable companies; without
any elaboration, the court held that equal weigrese appropriaté&’®

The court then proceeded to its rulings on the tegbinterest rates on debt and
imputed returns on equity, the two basic componéntapplying the discounted
cash flow method. The debtors' experts soughely upon the pre-confirmation
trading of the debtors' debt instruments as a lbasetermining the cost of debt as
a component of the weighted average cost of captal the court rejected that
approach, noting the additions and subtractiongh& component owing to the
chapter 11 proce$® Under these circumstances, the court held that pre
confirmation market activities in the debtors’ debstruments could not be
considered in determining the cost of the debt aomept to the weighted average
cost of capitaf® Similar considerations applied to determining tust of the
equity component, according to the cdfiftThe court continued to impose further
adjustments, most of which appeared to be based apwery thin evidentiary
record, at least as reflected in the reported opifi?

The court then wrapped up its analysis by explgiinefly why it overruled a
series of objections by the experts for the Eq@gmmittee and the sub-debt
holders, calling for additional values arising frahe following topics: capacity
payments, the capital structure, the value of tbellBig 3 plant (which never went
on line and which was sold) and the minority ins¢éseof the debtors in other
companie$® No value would be given for these asééts.

In all, the court embraced a sophisticated appro&chploying what we
consider to be a host of best practices in lighthefDaubertmandates. First, the
court conducted an evidentiary hearing well beftdne confirmation hearing.
Although as we have noted throughout this Artieleseparate pre-confirmation or
pretrial hearing is not necessary, it does poirtigst practices. This allows a court
to dismiss expert testimony that fails to assist titer of fact, is irrelevant, or is
unreliable without putting to great expense thetigaror stakeholders in a
bankruptcy matter. Second, the court refrainethftbe "seek and select" method,
eschewing the role of expert and embracing theabtgtekeeper. Third, the court,
in its painstaking effort to get it right, sent tegperts back to the drawing board
with specific instructions to supplement their rep@nd analysis. Fourth, the court
recognized that a qualified expert is retained ipedg to exercise sound judgment,

4791d. at 838.

“801d. at 840-41.

81 Mirant Corp, 334 B.R.at 841 (explaining Blackstone adjusted "based cential Mirant Group
capital structures").

48214, (finding that rate must "equal or exceed 12%").

8314, (referencing only some sources of evidence, sutbstisnony from two individuals).

484 See id.at 84647 (finding "preponderance of the evidenggperts the court's decision to use the
Business Plan" with respect to capacity paymete Working capital Debtors propose to maintaimgoi
forward is reasonable" with respect to capitalcttite, "[t]he course chosen by management is redéeh
with respect to Bowline 3, and "no support . . dite@ct alteration in calculate of the value of Mir&roup"
with respect to minority interests).

4% See idat 846.
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even subjective judgment, and that such exerci@gdgment are permissible if
relevant, reliable, and not conclusory.

6. In re Oneida Ltd.

In In re Oneida Ltd** the bankruptcy court found that the total enteeori
value of the debtor was substantially less tharetiigty hurdle of $261.5 million.
A few facts are necessary to properly frame theiat&dn issue. On March 19,
2006, Oneida Ltd. and its direct and indirect sdibsies filed chapter 11 petitions
and a prepackaged plan of reorganization with tlekBuptcy Court for the
Southern District of New Yorf’ These historic manufacturers of household wares,
Oneida silverware and Thomas grandfather and manhbeks, negotiated their
proposed plan of reorganization with their secutedders to complete the
restructuring of their indebtedness. In an eaglase of the restructuring in 2004,
the debtors converted $30 million of the debt i&#% of the common shares, and
split the remaining secured debt into two tranceand B. The lenders also were
granted the authority to appoint six of the ninembers of the debtors' board of
directors. Under the prepackaged plan, the lodanba in Tranche A would be
fully satisfied as part of an exit financing of $lillion and the loan balance in
Tranche B would be converted to 100% of the comsiares of the reorganization
securities.

The debtors also negotiated a settlement of thefunded pension plan
liabilities with the unsecured interest-bearingamged note $3.0 million note to
the Pension Benefit Guaranty Corporation ("PBGCtpnverting a secured
indebtedness of $2.7 million dollars; the debtdss atipulated to a fixed amount of
unsecured indebtedness of $21.7, as owing to th@d?BThe plan filed with the
petitions presupposed that the debtors had noamdlisig fixed and liquidated
unsecured debt. Yet, by the date of confirmatibe, allowed unsecured claims
were $6.7 million, with disputed unsecured claimé $9.3 million**® The
administrative expenses were estimated to be $ll@mi (The plan was amended
on July 7, 2006§* The secured claims, including post-petition insereosts, and
attorneys fees totaled $225.2 million as of the @ditconfirmation. The court noted
that the total amount of the uncontested indebsings $261.5 millioff° Under

486351 B.R. 79 (Bankr. S.D.N.Y. 2006).

%7 See id.

%8 See idat 88. There are some material inconsistenciesisnapinion regarding the amount of allowed
unsecured claims: at one point, the amount is faarm $8.0 million and at another point it is 8868, a
far more specific amounSee id.at 82, 88. Either of these amounts must excluéePBGC's stipulated
unsecured claim of $21,075,050, but it is unclebetiver this includes the $3 million in an interesgring
unsecured claim that had been converted from a$2libn unsecured clainSee id.The court also noted
that there were disputed or unliquidated claimsafusther $17.790 milliorSee id.

89 See Oneida Ltd351 B.R. at 82. There is no statement in theiopidescribing what the amendments
to the original plan were.

490 5ee idat 88. The math discrepancies in this opinion niakéficult to calculate a firm amount of the
liabilities that have to go into any solvency asiy Moreover, the court does not report what theuarof
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the proposed plan, the interests of the pre-patiitareholders would be cancelled.
Thus, in order to participate in any distributiomder the amended plan, the Equity
Committee would have to prove that the debtors &&dtal enterprise value in
excess of the hurdle amount of $261.5 million. tHé date of valuation was,
however, the petition date, then presumably theigidimative expenses of $18
million and the post-petition accrual of $8.8 naifliin interest, costs, and attorney's
fees on the secured claims should both be dedfictedthe $261.5 million for an
adjusted hurdle amount of $237.7 million.

The Equity Committee objected to confirmation ¢ tmended plan contended
on the dual grounds that the plan was not proposgdod faith under 11 U.S.C. 8
1129(a)(3) and that it violated the absolute ptyoniule under 11 U.S.C. §
1129(b)(2)(B)(ii) because the debtor was solverithus, the resolution of the
second objection turned on a judicial determinatibthe total enterprise valuation
of the reorganizing debtor as of date of the matiti The contested hearing on
confil;rsﬂation of the amended plan took place overddys in mid to late July
2006

In support of the Equity Committee's position, ffeced into evidence the
reports and testimony of its own expert. This ekpestified that based upon his
discounted cash flow analysis, the total enterpradae ranged from $260 million
to $330 million, with a mid-point of $295 millionGiven that the court found that
the total amount of the uncontested debt amountshigistly above $261.5 million,
this expert's lower limit would exclude any valu bld equity, but the midpoint
value would allow a distribution under the planotd equity of $33.5 million. As
noted above, the $261.5 million could not be agatedndebtedness as of the
petition date, and if the lower limit of valuatieras $260 million, the debtor would
be solvent if the adjusted indebtedness was $28iflién.

By contrast, the total enterprise valuations suteditoy the debtors' expert
ranged from $190 million to $230 million, with a dpioint value of $210 million,
with no possibility of distribution to old equitySimilarly, the enterprise valuation
submitted by the banks' expert ranged from $190iamito $225 million, with a
midpoint of $207 million, again with no possibiligf distribution to old equity.
The Creditors Committee's financial advisor did ruerform his own total
enterprise valuation, but he did provide detailediques of the other three
valuations, and in this connection, he made camestand adjustments to these
three valuations. Based upon his reworking ofdibletors' discounted cash flow, he

the Tranche B debt is, so one cannot determine mmeh of this Tranche B debt is supposed to be
converted to equity and how much of the TrancheeBtds supposed to be paid under the exit finanofng
$170 million.

‘! See idat 84. The earliest date found in references tardwescript is July 12; there are other references
to July 13, 17, 18, 21, and July 25—the final d#tthe hearings.
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derived a total enterprise valuation of $196 millio $227 million, with a midpoint
of $212 million?*?

The Creditors Committee's expert's detailed créjgechoed by the rebuttal
reports submitted by the other experts, focusedthan allegedly questionable
assumptions of the Equity Committee's expert iowdating the weight average cost
of capital, one of the key factors for determinthg appropriate rate for measuring
the presented discounted value of the debtore2gey cash flows. With respect to
the cost of equity, all parties agreed that it widu around 20%, but with respect to
the cost of debt—the rate the debtors would havgatofor commercial financing
the—Equity Committee's expert imputed a rate o#4/.&hich he based upon the
cost of debt for comparable comparii&sThe opposing experts not only challenged
the comparability of the companies, but also caeenthat the 12 to 13% rate for
exit financing under the debtors' plan was the epate rate for computing the
debt component of the weighted average cost oftaldpi Next, the opposing
experts contended that the debt to equity ratio6@40 used by the Equity
Committee's expert was unsupportable. It did hbdp credibility of the Equity
Committee's expert that at a prior hearing, he gagited a 40/60 split on the ratio
of debt to equity. The opposing experts also dgz¢id the Equity Committee's
expert for "normalizing” the projected cash flowstbe debtors as part of his
analysis; during his cross-examination, he admitteat he had never used a
"normalization” of revenues in his prior valuatiorfanally, the Equity Committee's
expert was cross-examined about the alleged bidtsito his testimony by the
discovery that his firm had negotiated a form oftaagent fee agreement, which
the expert testified he had not been aware ofthstsame type of contingent fee
arrangement had been the source of sharp critizisenprior case. This present
arrangement seriously undercut his credibilitydbjectivity as an expert witness.

On August 30, 2006, one month after the conclussébnthe hearing on
confirmation, the court released its full-dressnigmi. In its findings of fact, the
court accepted as wholly legitimate each of thestailéd criticisms of the Equity
Committee's expert's testimony and reports, whisulted in "discounting” his
total enterprise valuation. In light of discounfithis expert's testimony, the Equity
Committee could not sustain its burden of prooblijecting to confirmation on the
ground of any alleged violation of the absoluteopty rule. As to the Equity
Committee's objection on the ground of the lacgadd faith, the court held that no
proof of any kind was adduced to support that dlgac despite extensive
discovery. The court then proceeded to deny theamdng miscellaneous
objections and to confirm the first amended plabjestt to the condition that the

492 5ee idat 88. The court acknowledged that this expertegisnwas the most helpful in determining the
range of valuation and in showing the flaws in eafthe other experts' reports and testim@se idat 88,

0.
4%3|d. at 88—89.
494|d.
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plan be further amended to provide for post-petitioterest on the allowed
unsecured claims.

This case is very significant as a further exangplhe exacting expectations of
experts testifying to the total enterprise valuataf chapter 11 debtors in cram-
down hearings or in other adversary proceeding&hith solvency is a critical
issue. The courts are becoming quite comfortablevarking their way through
each of the variables under the standard formulas idiscounted cash flow
analysis, aided considerably by the detailed aritigjof opposing experts.

Regrettably from our perspective is the failuretteg court to hold a separate
valuation hearing with adequate time allocatecheogresentation of proofs by each
party rather than jamming the valuation hearing itite confirmation hearing in
which there tends by the very nature of the protedse a rush to judgmefit. It
further strikes us that with three experts testifyion direct and being cross-
examined, and with testimony from a fourth expehtowdid not prepare his own
report, but testified about the corrections thal tmbe made to three reports that
were filed, plus testimony on the other objectidhst six days of hearings was an
exceptionally compressed time to sort through exyuations in the $200 million
to $350 million range for manufacturing companids.om the filing to the final
date of hearings on confirmation, the case rarhttligover four months, with the
amended plan being filed just a week before the stthe hearings. In our
experience, however, expeditious chapter 11 casesegoming more the rule than
the exception. Time is money and delays in a @rddt case bring uncertainty and
reduced value. If the case presents a truly causdiplan, then speed is everyone's
ally. However, where, as we are experiencing na@packaged chapter 11 plan
cases are presenting nonconsensual dynamics, sfiesd harms the objecting
parties, usually the official committee of unsecurzeditors or various creditors
treated allegedly unfavorably under the proposedh.plin these situations, it is
important for the court to hold fast to the prifeiphat speed in administration be
subservient to due process concerns and that the ablow the parties ample
opportunity to adduce the evidence necessary sonedly make their case and to
take the time the court needs to reflect propenythe question of total enterprise
value.

7.1n re Nellson Nutraceutical, Inc.

In In re Nellson Nutraceutical, Inc., (Nutraceutical“?f Nellson Nutraceutical
and its U.S. affiliates, all privately held corpooas, engaged in the business of
manufacturing private-label brands of nutritionatd filed for relief under chapter
11 in Delaware on January 28, 2006 along with thmioposed plan of
reorganizatiof?’ The court held a hearing to determine the entepraluation of

4% SeeBernstein et alsupranote 5, at 377, 428 aqhssim
49356 B.R. 364 (Bankr. D. Del. 2006).
4971d. at 368.
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the debtors before proceeding with a hearing offircoation of the debtors' plan of
reorganizatioft® The principal dispute among the parties was whethere was
sufficient enterprise value to reach the interedtshe pre-petition shareholders,
who were controlled by a venture capital firm. TBecured Banks and the
Unsecured Creditors Committee moved to excludedeigors' expert witness on
enterprise valuation on several grounds undebDtingbert/Kumhaostandards, but the
court limited its first ruling to the issue of te&pert's qualification. The expert was
gualified, but it reserved the other objections farther determination. The
debtors' expert witness testified that based uperdebtors' discounted cash flow,
using managements' financial statements and fiaesyef projected cash flows as
his data base, the enterprise valuation was $404li6n as of June 4, 2006, which
exceeded the total liabilities (excluding accruatinmistration expenses). The
secured debt as of December 31, 2006, was $35%omilinclusive of eleven
months of post-petition interest, fees, and charged the unsecured debt was $10
million (ignoring administrative expenses for thement), for a total of $365
million. If this enterprise valuation were accept® the court, then there would be
equity of $39.5 million such that the shareholdemild definitely remain "in the
money" and they would control the reorganizationtibé debtors and retain
ownership and control of the reorganized debtrs.

To reach this valuation amount, the expert deducgpedjected capital
expenditures from the component of the terminali@adf his discounted cash flow
analysis™ As the court explicitly emphasized, the componfeamtthe terminal
value comprised 68% of the total enterprise vatuasio any flaw in calculating the
terminal value severely skewed the total valuatidine Banks and the Committee
renewed their motiorn limine to exclude the expert's reports and testimony on
grounds of relevance and reliability. This timeward, the court granted the motion

4% See idat 366. The filing of the plan with the petition wd normally be suggestive of a prepackaged
plan, but, given the opposition of both the secuwrestitors and the unsecured creditors at the tialua
hearing, this assumption falls aw&ee idat 377.

* See idat 368.

%0 see idat 374. The formula for calculating discounted clisi uses future cash flow projections and
discounts them to arrive at present valseeCox Enters., Inc. v. News-Journal Corp., 510 F.3801(11th
Cir. 2007) (describing components of discountechdbsv model); Heilig Meyers Co. v. IRSN re Heilig
Meyers Co.), 232 F.App'x 240, 243 (4th Cir. 2007P{iscounted-cash-flow approach . . . calculates an
accurate present value by discounting the futush ¢@w from the asset to present value at an gpjate
discount rate."); CSX Transp., Inc. v. State BdEqbialization, 472 F.3d 1281, 1284 (11th Cir. 2006)

[A]n appraiser first projects the cash flows of @npany for a designated number of
years after the assessment date and discountsekpseted cash flows to their present
value. The appraiser then calculates a terminakweersion value that represents the
value of the company at the end of the projectieriga. These two values together
give the appraiser his unit value for the company.

The first component is derived from discountingpt@sent value the projected cash flow of the saibjec
company for three to five years, and then calauipthe terminal value for the indefinite periodidaling
that three to five year period, and then addingtiyee components to generate the enterprise valusdiee
Nutraceutical | 356 B.R. 364, 367 (Bank. D. Del. 2006).
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on the ground of reliability, finding that even thiness admitted that he had never
before deducted capital expenditures in determirnterprise valuation in this
manner and that none of the literature on enterpwaluation recognized the
validity of this kind of deduction in this mannetJnder these circumstances, the
standard for determining reliability of an expetestimony under the prevailing
case law could not be satisfied, and as such xperes testimony and reports were
inadmissible.

In In re Nutraceutical, Inc. (Nutraceutical |7f* after disqualifying the debtors'
valuation expert on the ground of his unreliabilityone detailed opinion, the court
then proceeded to issue a second opinion regaitdiagsessment of the reports and
testimony of three other experts. One of the d@sp&as engaged by the Unsecured
Creditors Committee, another by an informal commaitbf secured creditors, and a
third by the First Lien Creditor. As the court &iped in the procedural
background to its opinion, the hearing on valuatiaas brought by the debtors to
determine the value of the secured creditors' wolh under 11 U.S.C. § 506(a).
This was an odd procedural context because thetolgeof the debtors was not to
cram-down under-collateralized secured loans, ®ptdve that there was sufficient
total enterprise value to cover the equity secuiitierest of their controlling
shareholder, Fremont Investors VII, LLC (Freemorit) this sense, this proceeding
was comparable to those contested valuation heanmmwhich old equity seeks to
oppose a cram-down plan by trying to prove thatddigtor is a solvent entity.

The trial of this contested motion extended ovefioar month period from
September through December 2006. Each of the theert witnesses testified in
detail about the valuation methods he used, theceswf data he relied upon for
each method, the application of the standardizedhdtas for calculating the
discounted cash flow analysis, the selection of mamable companies and
comparable transactions, the adjustments to thevaet discount rates, and the
weight to be given to the particular valuation ded from each method. As it
initially turned out, there was only a 10% variaareong the midpoints of the three
valuations, ranging from a low mid-point of $314r@lion to a high mid-point of
$349 million.

Of course, each expert testified that the other éwjgerts made some errors in
selecting comparable companies and similar traimsecand in selecting discount
rates. But it was the debtors' counsel who raikedmost strenuous objections to
each expert's alternate valuations, which the csaitted through point by point,
rejecting most of the objections, but acceptingergthand as a result, making the
necessary adjustments to each expert's valuatidnhsvas quite clear from the
substance of the debtors' objections that they weemt on having the court find
that the total enterprise value of the debtors $30 million. Considering that the
debtors were stripped of their expert witness aad ho ability to put in either
direct or rebuttal testimony, it is extraordinafyat their resourceful counsel
succeeded in initially persuading the court to @éase each of the valuations of the

1 No. 06-10072 (CSS), 2007 Bankr. LEXIS 99 (BankrDRI. Jan. 18, 2007).
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three witnesses by an average of $10 million. Thhs "corrected" valuation
ranged from a low of $325.4 million to a high of6834 million. If the high
valuation were adopted by the court, there wouldsiiEcient value to cover the
$355 million in the First and Second Lien balandesjuding accrued interest,
costs, and professional fees through December@g, 2vith $10 million left over
to cover administrative expenses and the residukape trickling down to the
holders of $5.8 million in general unsecured claiffs

The debtors' victory was momentary, for the coentlambasted the debtors'
management, which was completely controlled by [er@m for so grossly
manipulating the long range plan issued in May 20Q@&fortunately, each expert
relied upon the May 2006 Plan without realizingttth@ cash flow projections were
far too aggressive in years three through six aecewot based upon any "bottom-
up" analysis that was informed by discussions airkipurchases with the debtors'
major customers or any other further testing of daéa. Indeed, the court took
extraordinary pains in reconstructing an exceptlpndetailed narrative of these
transgressions, with names, dates, drafts, silepcettsts by the debtors' senior
officers, and the like—each referenced to the ttrahscript. This narrative
exhausted 122 numbered paragraphs to present tiel smd nefarious details.
Only after the court was satisfied that the May@@@ojections were bogus did it
then turn to its meticulous discussion of each comept of each expert's report and
testimony.

As a case study of total enterprise valuations lnictv a court undertakes to
present a painfully thorough critique of the repahd testimony of expert witness,
the 122 numbered paragraphs (123 through 244)tthique would be very hard
to beat. In disposing carefully of each of theeokipns of the debtors to each
calculation of the three experts, the court madeiéip findings, including but not
limited to whether the comparable companies weréadt, reasonably so; whether
the public companies undergoing mergers or acdprsitwere comparable; and
which rates were appropriate for discounting théewered cash flow during the
five years of projected cash flows to present vallhether the court should have
proceeded to make the adjustments to each comparfiethie valuations in the
manner it did is quite another matter.

To indicate the fine kinds of adjustments the couatle, we consider just some
of the adjustments to one of the three expert'sat@n, namely, the valuation
presented by the expert for the First Lien CreditdBS>* In this instance, the
debtors objected to the expert's use of a mulopk times the 2006 EBITDA—the
last year of the unlevered five year projected désh, with the multiple derived
from the expert's analysis of comparable compardes, the court granted this
objection and increased the multiple to the medi@ne of 8.9. The debtors also
objected to this expert's valuation based uponralysis of similar transactions.

02 5ee id.at *9—12. In order to fund the administrative exges and unsecured claims, presumably the
First and Second Lien Creditors would "have to gipevalue" toward that goal.
503 Sedd. at *73-96 (discussing Chanin's opinion).
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Here too the court sustained part of the objectiod "corrected" the expert's
selection of a multiple of 8.5 times the projecBD6 net revenues and a multiple
of 7.0 of the EBIDTA for 2006, raising the first itiple to 8.9 and the second
multiple to 7.4.

Then the court in very concise terms administrateel coup de graceto
Freemont and the debtors by reducing the corraotatlenterprise valuation of the
debtors based upon the bogus May 2006 projectipi$24 million to $320 million.
The court justified this final adjustment by poingito the reduction in EBITDA for
June 2006 and for declining sales in later monthom our perspective, it would
have been far more appropriate for the court titenthe three experts to amend
their reports based upon a restated set of cagh gtojections from May 2006.
Judges are frankly not trained to generate totdrprise valuations by their own
lights, and we view it as unsettling tendency ie tlecent cases for bankruptcy
judges to make their own ad hoc adjustments tor&Xgeports and then determine
value as if they were the expert witnesses.

Apart from this, the court did not address the egngnces arising from the
enterprise number it determined was the right o@ven the fact that this four
month trial was prosecuted under section 506(ag, @am only draw the inference
that the bank group could not be especially pleasechuse at $320 million, it was
substantially uncollateralized, and the value sfcillateral deteriorated during the
entire year that it took to have this matter triedd/hat effect this would have on
negotiations for a plan is intriguing, but it woultt be surprising, given the
detailed findings about Fremont's manipulationat #h motion to appoint a trustee
or an examiner would not be filed.

CONCLUSION

Greek legend tells of a bandit named Procrustus guanded a mountain pass,
stopping all travelers on their way. He had an-framed bed and would force the
traveler to lie on it. If the traveler was tool thr the bed, Procrustus cut off his
legs; if the traveler was too short, Procrustustskred the traveler out, pulling out
his legs and arms until he fiDaubert in the context of valuation expert testimony
in distressed business situations, is the frant@efron bed of Proscrutus: each of
the valuation techniques generally employed inrelést business contexts is much
like the unwary traveler in Procustus' day. Noeens to fit the bed just right.

Business valuations are inherently uncertain. Wdrebne employs an income
model, a market model, an asset valuation mode synthesis of the foregoing
models, an expert is offering an opinion, an esémaf value based on some
standard, some premise, some vantage point, at 8oree Each valuation model
also requires assumptions driven by events yeappén or past events obscured by
present realities. Notwithstanding the Procrusteature of the endeavor, in the
context of expert valuation testimony in bankruptgses and proceedings, the
Federal Rules of Evidence arighubert simply require that a qualified expert
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provide testimony that is: (1) relevant; (2) relggband (3) will assist the trier of
fact. Daubertdoes not require certainty or opinion strippedlistretion; its more
modest requirements rest on relevance and retiabilRelevance is a measure of
fit; does the expert offer an opinion tailored tweess a fact in issue? Reliability is
a measure of methodology; has the expert employedacceptable process,
explicitly defended that process, applied that psscto relevant data, stated his
assumptions clearly, and supported his opinion tihfacts and technique.

The development of a valuation narrative drawn frammerous valuation cases
points to an impressive judicial display of masterfy methodology, technical
process, and procedure. Cases like Judge Cak&wssuggest a thoughtful and
deliberate methodology in developing a robust \édneopinion. Cases like Judge
Peck'dridium persuasively suggest that for public companiestrket through a
market capitalization assessment, may be the nesible indicator of value,
particularly in avoidance actions where the vatrastandard is a "fair valuation."
These cases often remind us in complex systenesyékuations of businesses, the
party with the ultimate burden of persuasion maypdy fail to prove its case.
Cases like Judge Lynridirant thoughtfully suggest that holding a separate hgari
on valuation before the confirmation hearing alloascourt and parties the
opportunity to address valuation in a deliberatg #noughtful environment, at least
partially insulated from the momentum and dist@atdi inherent at a confirmation
hearing. These cases further remind us that the aba bankruptcy court is
modest; has an expert shown that the testimonysabféering will assist the trier of
fact, is relevant to the issues, and is reliablethe expert's report is flawed, the
court should conclude that it is inadmissible onds¢he expert back to get the
methodology right. If new facts have developedMeen the preparation of the
expert report and the valuation hearing, a cowtkhsend the experts back to their
analysis with the new facts. The court, howevieoutd generally refrain from the
"search and select" method, compromising valuatigtimates, or cobbling its own
"expert" opinion. These cases warn us that cayeterally make poor valuation
experts.

At one point, it was quite the rage to suggest thatuation is notoriously
unpredictable’® and "that many differences in judicially accepted. values are
quite unwarranted . . .°% Many criticisms, however, misperceive the roleaof
bankruptcy court in contested valuation contegiourt is not a valuation expert;
its institutional role is not to render an opiniom business value. In fact, it should
refrain from treading that path. Rather, the tnstnal roles of a bankruptcy court
confronting valuation testimony may be clusterethno spaces: (1) gatekeeper, and
(2) trier of fact. Under the gatekeeper functiangourt must assess whether the
proffered expert testimony will help the court be trier of fact, is relevant and is
reliable. That is all. At this stage, absent eyst bias, a court has completed its

%04 Keith Sharfman,JJudicial Valuation Behavior: Some Evidence From Baptcy 32 FA. ST. U. L.
Rev. 387, 387 (2005).
5% James C. BonbrighT,he Problem of Judicial Valuatip27CoLuM. L. REv. 493, 518 (1927).
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gatekeeper task. This is simply not the stageeterthine the persuasiveness of an
expert opinion or the weight that a court may adcirat testimony. Under the
"trier of fact" function, a court must consider atimitted evidence, weigh its
credibility and probative force, and make a deteation as to the factual support
for a particular valuation testimony. Here it istra court's role to "complete" an
uncompleted expert report, to "search and seldatbugh various reports to
construct a meta-report that often has no suppdtia record; to infuse more facts
into the expert report and then make adjustmentbowi corresponding expert
testimony to support such adjustments; or to swmkethe competing reports
assigning, for example, sixty percent of the weighthe valuation to the debtor's
expert and forty percent to other experts. Ratifier,court finds expert testimony
deficient, it may exclude the report and testimamijts entirety, it may appoint its
own expert or technical advisor, or it may send élkperts back to consider new
facts or techniques. Nothing more, or less, islireqg of our courts in order to
square expert valuation testimony with their ingtitnal duty undebaubert



