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Conduct of the Parties Now a Factor in 
New Jersey Fair Value Determinations

Two recent New Jersey Supreme Court business valuation decisions seem to have established the principle that the behavior of a party seeking a fair value determination can play a role in determining what the fair value is to be.

The two cases, decided the same day (July 14, 1999), are Balsamides v. Protameen Chemicals (A-27-1998) and Wheaton v. Smith (A-63/64-98). The Court in the case of Balsamides decided, reversing a lower court, that a marketability discount should be applied in determining the fair value of the shares of a closely-held company. In the case of Wheaton, the Court, again reversing a lower court, decided that a marketability discount should not be applied in determining the fair value of the shares of a closely-held company. These conclusions at first glance appear contradictory. They gain coherence, however, when one considers the behavior of the parties seeking the valuations.

Wheaton

The Wheaton case arose out of a dispute over the management and control of a large New Jersey glass manufacturing business. In 1991, the company approved a restructuring plan under which all of the company’s assets would be transferred to a newly created subsidiary in exchange for the subsidiary’s stock. Shareholders owning approximately 15% of the stock dissented and demanded fair value payment. Wheaton offered the dissenting shareholders $41.50 per share as fair value. This price included a marketability discount of 25%. Dissenters rejected the offer in April 1992 and Wheaton initiated an appraisal action.

The trial court hearing the appraisal action concluded that a marketability discount was applicable. It said that “extraordinary circumstances” were present that mandated application of a discount in this case. The trial court believed that the dissenters had exploited a corporate change that they themselves had championed and had possibly prevented an initial public offering, to the detriment of the other shareholders. The trial court applied a 25% marketability discount and concluded that the fair value of a share of Wheaton was $41.05. The dissenters appealed. The Appellate Division affirmed, finding that the record supported the conclusion that the dissenters had seized upon a non-material restructuring to trigger an appraisal remedy. The dissenters appealed to the New Jersey Supreme Court. 

The Supreme Court found that marketability discounts generally should not be applied when determining the fair value of dissenters’ shares in a statutory appraisal action absent “extraordinary circumstances.”

The Court went on to say that what the trial court viewed as an extraordinary circumstance was in its opinion, a most ordinary circumstance and that the pursuit of appraisal rights would be “part of the ordinary consequences of the restructuring plan.” In the view of the Court “the dissenters should not be penalized for exercising their rights to dissent or for implementing the protection afforded by the Appraisal Statute.” Accordingly, the Court refused to apply the marketability discount.

Balsamides

The Balsamides case involved a buyout ordered under the Oppressed Shareholder Statute. Two former friends, Emanuel Balsamides, Sr. and Leonard M. Perle were each 50% shareholders of Protameen Chemicals, Inc., a corporation that supplies chemicals to the cosmetics industry. Balsamides was responsible for sales. Perle was responsible for the technical and administrative sides of the business. The relationship between Balsamides and Perle soured after both brought two sons into the business. In 1995, Balsamides sought relief as an oppressed minority shareholder. The trial court found that Balsamides was an oppressed shareholder and was entitled to buy out Perle’s interest in Protameen. The trial court rejected the idea of dissolving the corporation, concluding that it was worth significantly more as a going concern. It concluded that a buyout by Balsamides presented the best possibility of resolving the matter quickly and of maximizing the benefit to both parties. The court based the decision on its belief that Perle was more at fault and that the company’s dynamic growth primarily resulted from Balsamides’ skill and connections. The trial court ordered Balsamides to pay approximately $1.96 million for Perle’s interest, an amount which took into account a 35% marketability discount. The parties appealed and the Appellate Division affirmed the buyout order, however it disagreed with the trial court’s application of a marketability discount and remanded the case for a revaluation. The Appellate Division concluded that such a discount was not appropriate in this case, arguing as follows: “If there has been a fair appraisal of the fair market value of the entire corporation which will be owned in full by the surviving shareholder, it serves neither fairness nor equity to require a fifty percent shareholder to receive less than half of this total figure.” (313 N.J. Super. 7 [1998])

Both parties appealed to the Supreme Court. The Supreme Court granted Balsamides’ petition seeking reversal of the Appellate Division’s decision rejecting the use of a marketability discount.

The Supreme Court concluded that the fair value of the shareholder’s stock should include a marketability discount because (i) the company that the oppressed shareholder is buying will remain illiquid because it is not publicly traded and (ii) since the equities of the case quite clearly lie with Balsamides, it would be unfair to allow Perle to receive Protameen’s undiscounted value. 

The court concluded by contrasting the Wheaton case with the Balsamides case as follows: “In both Wheaton, and in this case, we have decided that the ‘equities of the case’ must be considered when ascertaining ‘fair value’ in appraisal and oppressed shareholder actions . . . Application of the equities in the two cases, however, dictates opposite results.

“In Wheaton, the corporation in an attempt to restrict future public sales of the company’s stock approved a plan to restructure the corporation that triggered the rights of dissenting shareholders to demand payment of the ‘fair value’ of their shares under the Appraisal Statute. In that case, we held that in calculating the ‘fair value’ of the dissenters’ shares, it would be unfair and inequitable to apply a marketability discount. To allow the majority shareholders to buy out the minority dissenters at a discount would penalize the minority for exercising their statutory rights . . . It would tempt the majority to engage in activities designed to create dissent. . . Such a result runs contrary to the appraisal statute’s design . . . 

“In cases where the oppressing shareholder instigates the problems, as in this case (Balsamides), fairness dictates that the oppressing shareholder should not benefit at the expense of the oppressed. Requiring Balsamides to pay an undiscounted price for Perle’s stock penalizes Balsamides and rewards Perle. The statute does not allow the oppressor to harm his partner and the company and be rewarded with the right to buy out that partner at a discount. We do not want to afford a shareholder any incentive to oppress other shareholders. . . The guiding principle we apply in this case and in Wheaton is that a marketability discount cannot be used unfairly by the controlling or oppressing shareholders to benefit themselves to the detriment of the minority or oppressed shareholders.”

• • •

Conclusion

In the wake of these decisions, it appears that the behavior of the parties is now to be explicitly considered in determining fair value. It is more important than ever, therefore, that lawyers provide business appraisers with the legal framework needed to guide the choice of assumptions to be used in carrying out an appraisal assignment.
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