
[image: image2.png]marshall





               




Introduction
In January 1985, the Delaware Supreme Court ruled against the directors of Trans Union Corporation in the landmark case, Smith v. Van Gorkom.  The case established fairness opinions as a viable tool for directors to use as a defense against shareholder lawsuits.  Unfortunately fairness opinions have become the subject of recent government scrutiny, especially as the market for such analysis has exploded.  In this article, we will explore the issues that underlie the debate over fairness opinions.  What are they?  Why have they become so controversial?  And how can companies ensure that their fairness opinions are truly fair?

What Is A Fairness Opinion?
A fairness opinion, often prepared as a written report, certifies the price paid by one firm for another in a tender offer, merger, asset sale or leveraged buyout.  This analysis is typically based upon multiple approaches to deriving value, including, but not limited to, a discounted cash flow analysis and a comparison of similar transactions in a given industry.  Following the Delaware court’s ruling in Smith v. Van Gorkom, directors have increasingly relied upon fairness opinions as a defense against shareholder litigation.
Smith v. Van Gorkom.

Trans Union was a publicly-traded holding company that derived revenues primarily from its railcar leasing business.  Though profitable, it did not generate enough taxable income to offset its investment tax credits (“ITCs”), despite an aggressive acquisition strategy.  During a management meeting in September 1980, the firm’s chief financial officer, Donald Romans, suggested the possibility of selling the company as an alternative to the existing acquisition program.  Romans reasoned that the company’s ITCs could be attractive to an acquirer looking to offset a high level of taxable income.  Though Romans had not performed a complete valuation of the firm, he suggested that a deal could be completed if the company’s equity was valued between $50 and $60 per share.  Over the following months, the company’s chief executive officer, Jerome Van Gorkom, completed a deal to sell his shares to Jay Pritzker, a corporate takeover specialist, for $55 each, despite a lack of supportable evidence that such a price was indeed “fair.”  Although senior management bitterly opposed the deal after it was announced, the board of directors approved it based upon little more than the opinions of a few senior managers (including Van Gorkom and Romans) and the board’s own knowledge of the market performance of the company’s stock.  Neither of the two other suitors for Trans Union, General Electric Credit Corporation and Kohlberg, Kravis & Roberts, submitted serious bids for the company.  In December 1980, aggrieved Trans Union shareholders filed suit.
In the Court’s opinion, written for the majority by Justice Henry R. Horsey, boards of directors of companies incorporated in the state of Delaware must consider all salient financial information prior to approving or rejecting a merger.  “A substantial premium,” Justice Horsey wrote, “may provide one reason to recommend a merger, but in the absence of other sound valuation information, the fact of a premium alone does not provide an adequate basis upon which to assess the fairness of an offering price…  [The Court does] not imply that an outside valuation study is essential to support an informed business judgment; nor [does it] state that fairness opinions by independent investment bankers are required as a matter of law.  Often insiders familiar with the business of a going concern are in a better position than are outsiders to gather relevant information; and under appropriate circumstances, such directors may be fully protected in relying in good faith upon the valuation reports of their management.”

Smith v. Van Gorkom established a precedent for all boards to protect themselves from shareholder litigation by soliciting fairness opinions from valuation experts.  Such experts could be drawn from either inside or outside the company.  In practice, fairness opinions are provided by companies with financial analysis experience, including investment banks, commercial banks, consultants, and accountants.  With the market having grown lucrative, every company capable of providing fairness opinions is vying for a slice of the pie.  Unfortunately, each player has an inherent conflict of interest.  Investment banks may offer positive fairness opinions to complement their roles as deal advisors.  Commercial banks could provide positive opinions for loans they syndicate.  Consultants, though not necessarily engaged in other parts of the transaction, may provide positive opinions to form long-lasting client relationships.  Accountants may offer fairness opinions to audit clients.  Although each example illustrates a potential conflict of interest, it is necessary to explore the details of each case prior to assuming impropriety.
Fairness Opinions In Perspective.
Conflicts of interest aside, critics often complain that fairness opinions are unreliable for shareholders to assess the “fairness” of transactions.  Such arguments proceed as follows:
1. Fairness opinions are, first and foremost, opinions – they reflect the value placed upon either of two parties by a disinterested third party.  They should not be interpreted as factual claims of value – they are merely opinions of the amount for which a company’s equity could trade in a public market.

2. The value conclusions are static.  They reflect a company’s financial position at a given point in time.  Furthermore, the financial data underlying that position is typically obsolete at the time that the opinion is rendered.

3. Fairness opinions relate to a particular deal.  They cannot be interpreted as a verdict upon the possibility that the selling firm could have secured a better deal.
Though such criticisms have merit, we wholeheartedly disagree with the conclusion that fairness opinions do not have value to shareholders.  To each critique we respond as follows:
1. In any public market, “fair value” is simply a melding of the opinions of each buyer and seller regarding the value of goods being traded.  The value conclusions of fairness opinions, therefore, are as valuable as those in a public market.

2. It is impossible to reach a value conclusion without the use of historical (and therefore, obsolete) data.  Obsolete, however, should not be construed as “worthless.”  A company’s historical performance is often a valuable estimator of its potential.  Companies that provide fairness opinions deliver added value to their clients by using historical data, management projections, and proprietary research to forecast a company’s future performance.  If those projections are reasonable, a company’s fair value should not deviate much if market conditions do not change drastically.  If a shock does occur, the value conclusion can always be reevaluated.

3. Fairness opinions should determine what a company is worth in the hands of another owner.  Since different companies would utilize the assets of a given company in different ways, it would be a fruitless exercise to determine the generic value of a company to determine what the whole company should sell for in an open market.
A Real Solution?
With the market for fairness opinions having become so lucrative, the number of firms that provide them has multiplied.  While some firms seek to maintain an aura of independence, others have less noble intentions.  With relatively easy access to fairness opinions, the temptation has grown for boards of directors to find firms that will provide a justification for a given value conclusion.  Predictably, the backlash against such practices has been strong.  Yet recent motions to establish professional standards to which analysts must adhere in preparing valuations offer little relief.  Proponents of such standards argue that the valuation model should closely resemble the model used by real estate appraisers.  In theory the mechanisms are similar.  Prior to purchasing a house, a buyer must pay an independent appraiser to assess the value of the property in order to secure financing from a lender.  But such appraisal experts assess the value of tangible property, including land, buildings, and natural resources.  Furthermore, the value of real estate is static – it does not capture potential changes in the values of such tangible assets.

In contrast, the values supported by fairness opinions should include the present values of both: a) the stream of cash flows generated by the company’s existing asset base given current market conditions, and b) the firm’s growth opportunities.  Absent of the latter portion (the present value of the firm’s growth opportunities), the real estate appraisal and fairness opinion models would be similar.  The present value of the firm’s growth opportunities, however, is dynamic in nature – if properly conducted the analysis would encompass both management expectations and the analyst’s proprietary research.
What Is Fair?
The primary arbiter of fairness is the judicial system.  Truly fair fairness opinions, therefore, must be defendable in court.  We believe that companies should seek fairness opinions from firms that have strong reputations for honesty, integrity, and professionalism.
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