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Thi s appeal arises out of an acrinonious relationship that
devel oped between two forner friends and cl ose busi ness
associ ates, Emanuel Bal sam des, Sr. (Bal sam des) and Leonard M
Perle (Perle). The two nen were each fifty percent sharehol ders
of Protaneen Chem cals, Inc. (Protaneen or the Conpany), a
corporation that supplies chemcals to the cosnetics industry.
Following a series of spiteful and abusive actions by Perle,

Bal sam des petitioned the court for dissolution of the
corporation, pursuant to N.J.S. A 14A 12-7, the "Qppressed

Shar ehol der Statute." The court ordered Perle to sell his shares
in Protaneen to Bal sam des.

The primary issue in this appeal is whether in this
judicially ordered buy-out the trial court should have applied a
"marketability discount” to determne the "fair value" of Perle's
shares.! W al so determ ne whether the Appellate Division
exceeded its scope of review by remanding the case to the trial
court for reconsideration of its valuation of Perle's interest in

Pr ot aneen.

I "Fair value," as used in N.J.S. A 14A:11-3, the
"Appraisal Statute," is addressed in Lawson Mardon Weaton, Inc.
V. Smth, N. J. (1999), also decided today.




l.
A
Perl e and Bal sam des went into business together nore than
twenty-five years before this suit was filed. Because of their
conpl enentary areas of expertise, they were the ideal team
Bal sam des, using the contacts he had nade over the years as a
pur chasi ng agent for Revlon Corporation, becane Protaneen’s

“outside man,” to build the conpany’s sales base. Perle, with
hi s background in chem stry, becane the conpany’s “inside man,”
responsi ble for the technical and adm nistrative sides of the
business. In addition to sal es managenent, Bal sam des was
responsi bl e for advertising, marketing and i nsurance; Perle
provi ded technical support for staff and custoners, and handl ed
purchasi ng and of fi ce nanagenent.

The partners worked hard, and Protaneen becane a very
successful business. By md-1995, the conpany’s gross sales
exceeded $19 mllion. Protameen enployed nore than a dozen

peopl e and used seven warehouses.? Perle and Bal sani des each had

an annual inconme between $1 mllion and $1.5 mlli on.

2 Manlen Realty Corp. (Manlen) also was owned by Perle and
Bal sam des as equal shareholders. Manlen owns the real property
on whi ch Protaneen operates. Relco Chem cal Conpany (Relco) was
a corporation owned in equal shares by Bal sam des's two sons,
Emanuel Bal sanmi des, Jr. (Manny, Jr.) and Thonas Bal sam des
(Thomas), and Perle's two sons, Adam Perle (Adam) and Dani el
Perle (Daniel). Relco was designed to conduct essentially the
sane type of business as Protaneen, but on a nuch smaller scale.
Al'l three conpani es were New Jersey corporations.



The trouble began in the I ate 1980s, when each man brought
two sons into the business.® Apparently, they expected that the
sons eventual |y woul d assune ownershi p and nanagenent of the
Conpany. Bal sam des’s sons, and Perle’ s ol dest son Adam started
wor king for the conpany in 1987. Daniel Perle joined themin
1989. Balsam des’s sons started in sales and were paid very
well. They received comm ssions, expense accounts, and conpany
cars, as did other Protaneen salesnen. At Perle’ s insistence,
his sons started in admnistrative and of fi ce managenent
positions, his area of expertise. Nevertheless, Perle believed
hi s sons shoul d receive the sane conpensati on as Bal sam des’s
sons. The hostilities were spurred by that issue.

Eventual ly, both of Perle’ s sons were noved into sales.
Adam began in 1990, and Daniel a short time prior to this
litigation. By that tinme, however, it was too late. The feuding
al ready had begun and enconpassed both the sons and their
fathers. Conditions at Protaneen deteriorated to the point where
both sides conpared the judicial separation they sought to a
“di vorce,” and one described the blood feud in which they were
engaged as a “reenactnent of the Hatfields and the MCoys.”

B
In June, 1995, Bal sam des sought relief as an oppressed

m nority sharehol der under N.J.S. A 14A:12-7. He filed a

S "Plaintiff" or "defendant" refers to Bal sam des and
Perle. "Plaintiffs" or "defendants"” refers to themand their
sons.



Verified Conplaint, and Order to Show Cause with Tenporary
Restraints, against Perle, Perle s sons, and Protanmeen, Mnl en,
and Relco for imedi ate and pernmanent injunctive relief, for the
appoi ntnent of a fiscal agent to operate the three corporations,
and for the dissolution of the corporations. On July 20, 1995,
the trial court entered a prelimnary injunction and ordered
that: all parties were to have equal access to business and
conputer records and to the corporation’s prem ses;* business
deci sions were not to be nade w thout the concurrence of both
Bal sam des and Perle; and Perle was to provi de Bal sam des,
weekly, with a conplete list of all new accounts and new orders,
and the nanes of the salesnen to whomthat new busi ness had been
gi ven.

The trial court initially refused to appoint a provisional
director. It changed that decision after physical violence broke
out on Protaneen’s prem ses between two enpl oyees who had taken
opposite sides in the dispute. The following day the trial court
appoi nted a provisional director and ordered that a security
guard be assigned to the prem ses to enable the continued
operation of the business, and to prevent enpl oyees from being
attacked physically.

On July 31, 1995, defendants filed an Answer to plaintiffs’

* The Order to Show Cause denotes Protanmeen, Manlen and
Rel co as “the Corporations,” and speaks in terns of all three of
them The trial court's order refers to “the Corporation”
wi thout definition. H's decision indicates that he refers to al
of the corporations wherever that interpretation nmakes sense.



Compl ai nt, denying the allegations, and a Countercl ai m seeki ng
the sale of Protaneen to a third party. The trial court directed
Bal sam des to cooperate with Perle in finding a third-party
purchaser for the conpany.

Bet ween Novenber 1995 and February 1996, the trial court
held a nineteen-day trial. The primary w tnesses were Bal sam des
and his sons, Perle, and the parties’ respective experts.

Bal sam des and his sons testified about the offenses they clai ned
Perle and his sons had commtted. Perle, in turn, testified
about all eged wongful acts he clained the Bal sam deses committed
against himand his famly.

At the end of plaintiffs’ case, upon defendants’ notion, the
court dism ssed the clains agai nst Adam and Daniel Perle. The
court also dismssed Manny Jr. and Thomas Bal sam des’ cl ai ns
agai nst Leonard Perle. At the end of defendants’ case, the court
di sm ssed defendants’ counterclains for damages. Thus, the only
clains remaining at the end of trial were Bal sam des' cl ains
agai nst Perle for breach of fiduciary duty, for which he sought
di ssolution of their conpani es, conpensatory damages, punitive
damages, attorneys’ fees and litigation costs and Bal sam des’
sons' cl ains regardi ng Rel co.

The trial court found that Bal sam des was an oppressed

shar ehol der under N.J.S. A 14A:12-7 and was entitled to buy-out



Perle’s interest in Protanmeen and Manl en for $1, 960, 500.°

Al t hough recogni zing that the "Bal sam des group [was not ]
entirely blaneless in this entire controversy," the court found

t hat any wongdoi ng by that group was not intentional in nature
and was not injurious to the conpany's business. The court
concluded that Perle, on the otherhand, had "conducted hinself in
his vendetta against Bal samdes in a way that was harnful to the
busi ness of Protaneen, and [he] displayed little or no regard for
the welfare of his own conpany and the interests of his partner.™

The witnesses' credibility and their denmeanor were central
to the court’s conclusions. The court observed that Perle's
"deneanor on the witness stand . . . told a story |ouder and
nmore clearly than any of the words spoken during the course of
this trial. H's quest for equality for his sons and his
resentnment conpletely blinded himto the practical inplications
of what he was doing."

Al t hough noting that Perle had conmtted sone trivial
transgressi ons and engaged in unilateral decisionnmaking that
harmed the conpany, the court expressly stated that its decision
to order a buy-out was not based on those factors. Specifically,

the court deened trivial Perle’ s antiquated inventory system his

°® |f Bal sam des was unable or unwilling to buy Perle’'s
share of Protanmeen and Manlen, Perle would to be given the
opportunity to buy out Bal sam des at the sane price and ternmns.
If Perle was unable or unwilling to buy, the Conpany woul d be put
on the market and sold to a third party.



| ack of quality control, his attenpts to sell his interest to a
third party, and his efforts to bolster Adam Perle’s efforts in
Florida (except where those efforts were in violation of the B.F
Goodrich distribution agreenent). Nunerous other actions by
Perle, on the otherhand, were not trivial and constituted a
breach of his fiduciary responsibility as a co-equal sharehol der,
anounting to sharehol der oppression. Specifically, the court
concluded that the follow ng acts by Perle constituted
oppression: Perle’ s purposeful refusal or delay in providing
technical information required for plaintiffs’ custoners; his
refusal to provide product sanples when requested by plaintiffs’
custoners; his refusal to stock inventory that he knew
plaintiffs’ custonmers would be ordering; his assent to his son
Adanmi s sal e of carbopol in Florida in violation of Protaneen’s
distribution agreenent with B.F. Goodrich, a major custoner of
the Conpany; his denial of plaintiffs' access to the conpany’s
conputer system and his disparaging treatnent of plaintiffs in
front of Protaneen’s personnel and his condoning of simlar
actions by his sons. The court found that Perle intended those
actions to enbarrass plaintiff and harmplaintiff’s relationship

with his custoners. Bal sam des v. Perle, 313 N.J. Super. 7, 14

(App. Div. 1998).
The court considered the alternatives to a forced buy-out.
It rejected the idea of dissolving the corporation and selling

its assets, concluding that the Conpany was worth significantly



nore as a going concern. Although Robert Pettus had offered to
purchase the Conpany for $7.5 mllion in Novenber of 1996, the
court found the offer too speculative and tentative to be given
any credence. The court further found that sale of Protaneen on
t he open market would be no | ess specul ative and uncertain. Even
if the court "first attenpt[ed] to preserve the integrity of the
corporation by appointing a provisional director, . . . the
corporation would have to be sold or have one partner buy out the

other." Bal sam des, supra, 313 N.J. Super. at 14.

After considering all the alternatives, the court concl uded:
It is ny judgnent that Leonard Perle should
be required to sell his interests in
Protaneen to Emanuel Bal sam des. That is the
remedy that | consider to be the fair, just,
and equitable renmedy in these circunstances.
The buy-out of one co-owner by the other
seenms to nme to present the greatest
possibilities of resolving this matter in the
near future, of maximzing the benefit to
both parties, and in preserving Protaneen and
its business to the greatest extent possible

The court based its decision on the belief that Perle was nore at
fault; that the Conpany's dynamic growth primarily resulted from
Bal sam des's skill and connections; and that nost menbers of the
cosnetic industry viewed Bal sam des as the "face" of Protaneen.
In calculating the “fair value” of Perle’s shares, the court
concl uded that the “methodol ogy and process” proposed by
plaintiffs' expert, Thomas J. Hoberman, was nore reliable and his

eval uation nore credible than that of defendants’ expert, Robert

E Ot.



Usi ng an “excess earnings” nethod of valuation, Hoberman
determ ned that Protameen had a val ue of $4, 176,400, after
applying a thirty-five percent marketability discount. OQt,
using a conbi nation of “market” and “inconme” approaches, val ued
t he conpany at $8,000,000. He did not apply a marketability
di scount, concluding it was inappropriate because the court was
directing the stock buy-out.

The court specifically rejected Ot’'s analysis, stating:

M. Ot’s reasoning was that when the court
provi des the market by ordering a buy-out,

there need be no concern for marketability
and no di scount for marketability. |

di sagree with M. Ot conpletely in that

approach. The exercise of evaluation is not
directed to determ ne the val ue of Protaneen

in light of a court ordered buy-out. It is
to determine the intrinsic value of the
busi ness. Its value does not change sinply

because the court happens in this case to
direct a buy-out. The investigation by the
two experts should have been an investigation
to determ ne the value, the proper value, the
mar ket val ue of Protanmeen at the tine they
wer e using.

The court also declined to enforce the three-year
restrictive covenant contained in the 1978 Stockhol ders’
Agreenment. Instead, the court inposed a one-year, geographically
unlimted, non-conpetition restrictive covenant on Perle. No
non- conpetition restrictions were placed on Perle’s sons.

When the deci sion was rendered, Bal sam des becane the
equi tabl e owner of Protaneen and Manl en. Bal sam des was ordered
to pay approximately $1.96 nmillion for Perle’ s interest in

Protaneen and Manl en, after adjusting for the negative val ue of



Manl en®.  Perle continued receiving his share of profits and
salary until conpletion of the sale. The court enjoined Perle
fromentering Protaneen’s pren ses except to renove his

bel ongi ngs with Bal sam des’ s perm ssion and acconpani ed by

Bal sam des’ s representative.

The court denied plaintiffs conpensatory damages, finding
their proof inadequate. It also did not award plaintiffs’
counsel fees or explain its reason for declining to award fees,
even though plaintiffs’ had requested counsel fees in their
conplaint. The court reserved judgnent on punitive damages
agai nst Perl e.

Shortly thereafter, the court issued a suppl enental
decision, in which it detailed a paynent schedule for the
purchase by Bal sam des of Perle’s interest in the businesses. It
i ssued anot her suppl enental decision on May 15, 1996, in which it
assessed punitive damages agai nst Perle in the amount of $75, 000.

Perle (wthout his sons) filed a Notice of Appeal, seeking
reversal of the trial court’s decision on the grounds that it

erred in valuing Perle’'s share of Protaneen and in assessing

® The court determ ned that Manlen had a “negative val ue”
of $255, 000, by which amount the Protanmeen val uati on woul d be
reduced when cal cul ating a buy-out nunber.

The court nmade no decision on Relco, the conpany owned by
the four sons. As the court noted, no evidence about that
conpany had been produced; it seenmed to be little nore than the
structure or shell of a corporation established purely for future
use. The court suggested that the owners should privately
di ssol ve that corporation, sell the assets if there were any, and
di vi de the proceeds.



puni tive damages. Bal sam des cross-appeal ed on the basis that he
shoul d have been awarded counsel fees and that the one-year
restrictive covenant was too short and should have been extended
for the full three years contenplated by the Stockhol ders’
Agr eenent .
C.

The Appellate Division affirmed the buy-out order as being
consistent with NNJ.S. A 14A:12-7(1)(c). It also affirned the
ternms of the restrictive covenant inposed on Perle, and the

puni tive damages assessed against him Bal sam des, supra, 313

N.J. Super. at 29-33. The panel specifically disagreed with the

trial court’s application of a marketability di scount and
remanded the val uation question, as well as determ nation of
counsel fees.

Wi | e acknowl edging the limted scope of appellate review,
id. at 13, and the deference generally due a trial court's
acceptance or rejection of an expert’s valuation opinion, id. at
19, the Appellate Division nonetheless rejected certain aspects
of the trial court's valuation of Protaneen. The panel concl uded
that the trial court erred in conpletely rejecting Ot's
val uation nethod and accepting Hoberman's, particularly where the
nmet hod accepted, the "excess earnings" method, was disfavored by
the Internal Revenue Service. 1d. at 21-22, 23. It remanded for
the trial court to reconsider its acceptance of the el even

percent rate of return on net tangi ble assets and the thirty



percent capitalization rate that plaintiffs' expert had used in
his valuation. Specifically, the Appellate D vision questioned
the “six factors” Hobernman had used to justify the capitalization
rate. |d. at 23-24. It also instructed the trial court to
reconsi der whether allowing Perle’ s sons to conpete freely with
Prot anmeen woul d have an appreci able effect on the Conpany’s
val ue, thereby affecting the capitalization rate. [d. at 25-26.

The nost inportant di sagreenment, however, concerned the
trial court’s use of a thirty-five percent marketability di scount
in valuing Perle’s stock. The Appellate Division did not dispute
the useful ness of the marketability discount as a general rule.
However, it disagreed with its propriety in these circunstances.
Id. at 26. In the court’s view,

[t] he problem w th applying such a discount in this

case is that there was no sale of Perle’ s stock to the

general public nor was Bal sam des buying an interest in

the conpany, mnority or otherwi se, that m ght result

inthe later sale of a partial interest to a nenber of

the public. Rather, this was a case of a fifty percent

owner buying the stock of the other fifty percent

owner, resulting in the buyer obtaining total ownership

of the corporation. The appraisal by Hobernman,

accepted by the court, with all of its deductions for

adverse internal and market conditions, was ained at

determining the fair market value of the entire

corporation if that corporation were to be sold.

Applying a marketability discount to reduce that

valuation flies in the face of the initial valuations

of both Hoberman and Ot of 100% of the corporation.

[1d. at 27-28.]

Accordingly, the Appellate D vision remanded the matter to

the Chancery Division for reconsideration of the valuation of

Perle's interest in Protanmeen in light of its opinion. 1d. at



33. It also remanded on the issue of counsel fees, which had
been raised at trial but not addressed in the trial court’s
decision. 1lbid.

Judge Wecker, in her concurrence, agreed that Protaneen had
been underval ued substantially. 1In her view, however, the
underval uati on was due solely to an inproper application of the
mar ketability di scount and she woul d not have disturbed the trial
court's conclusions regarding any other issue. Al were
“subj ects of credible though disputed evidence.” 1d. at 34
(Wecker, J., concurring). She wanted to make clear, since she
t hought the majority opinion did not, that a marketability
di scount m ght, under sone circunstances, be applicable to sole
ownership of a close corporation. |bid.

The Bal sam deses petitioned this Court for certification,
seeking reversal of the Appellate D vision's decisions to reject
the use of a marketability discount and to remand for
reconsi deration of Protameen’s valuation. Perle cross-
petitioned. He opposed the relief sought by Bal sam des, and
sought review of the Appellate Division’s remand with respect to
counsel fees and its affirmance of the punitive damages
assessnent. W granted Bal sam des's petition, 156 N.J. 425
(1998), and denied Perle's cross-petition. 1bid.

.

The principal issue in this case is valuation. Balsani des,

supra, 313 N.J. Super. at 16. Specifically, the controversy




centers on the valuation reports and nethods used by the parties
respective experts: Thomas Hoberman, a certified public
accountant, who represented Bal sam des; Robert OQt, a Chartered
Fi nanci al Anal yst, who represented Perle. While acknow edgi ng
that the market, income, and cost approaches to val uation were
preferable, Hoberman testified that he had insufficient data to
use those nethods. Therefore, he used the "excess earnings"
met hod to val ue Protaneen

Under the “market approach,” the subject conpany is analyzed
inrelation to conparabl e conpanies traded on an “open free
mar ket.” Hoberman testified that he found no conpanies truly
"conparable" to Protaneen. He could not use direct conpetitors
because each conpany did its own research and devel opnent, making
theminherently dissimlar. He found four conpanies that used
the sane Standard Industrial Cassification nunber as Protaneen,
wth simlar sales revenue, but they had many nore enpl oyees than
Protaneen. In addition, according to Hoberman Protaneen operated
nore like a conpany with only $1 million to $2 mllion in sales.
It did not use conputer software to maintain its accounting and
inventory records; they still were kept manually, with | edger
sheets and i ndex cards.

Hober man al so rejected the “inconme approach.” The incone
approach accounts for val ue based on future net inconme or cash
flow. To use it, the appraiser nust be able to project income or

cash flow for the comng five-year period. Because Hoberman was



not permtted to interview Perle, he was unable to nake credible
projections, especially for anticipated capital expenditures.
Hoberman rejected the cost approach because it produced a val ue
| ower than that cal cul ated using the "excess earnings" approach.
Hoberman ultimately applied the “excess earnings” nethod of

valuation. He testified that there was no better nethod to val ue
Prot aneen, and that such a nethod "generally" was used to val ue
cl osel y-hel d conpani es and professional practices. The “excess
earnings” nmethod or “fornula nethod,” is described in Rev. Rul.
68- 609, 1968-2 C.B. 327, as follows:

A percentage return on the average annual val ue of

the tangi bl e assets used in a business is

determ ned, using a period of years (preferably

not less than five) imrediately prior to the

val uation date. The anount of the percentage

return on tangi bl e assets, thus determned, is

deducted fromthe average earnings of the business

for such period and the remainder, if any, is

considered to be the anobunt of the average annual

earnings fromthe intangi ble assets of the

busi ness for the period. This anmount (considered

as the average annual earnings fromintangibles),

capitalized at a percentage of, say 15 to 20

percent, is the value of the intangible assets of

t he busi ness determ ned under the "formula"

appr oach.
The Revenue Ruling also states that the "excess earnings"
approach may be used "only if there is no better basis therefore
avai |l abl e.”

I n applying the "excess earnings" nethod, Hoberman first

determ ned earnings for the previous five and a half years, based
on the conpany’s financial statenments. He then calculated the

aver age wei ghted earnings from Decenber 1990 to June 1995 as



$1, 195,659, and the average annual wei ghted val ue of the
Conpany's net tangi ble assets as $2, 786, 949. Because Protamnmeen
had been growing rapidly in the previous few years, Hoberman
wei ghted the recent years nost heavily when he projected future
earni ngs and future val ue.

Next, Hoberman applied an el even percent rate of return to
t he average annual wei ghted value of the net tangi ble assets.
According to his report, eleven percent "reflects the rate of
return that would be required on the tangi ble assets in order for
the Conpany to service its debt, if managenent decided to
| everage the assets, and cover its operating overhead." The
calcul ated return on tangi bl e assets was $306, 564 (el even percent
of $2,786,949). Hoberman deducted that average return on
tangi bl e assets ($306,564) fromthe average wei ghted earnings for
the corporation ($1, 195,659), and was left with $889,094 in
additional earnings. That figure represents the average annual
earnings fromintangi bl e assets, or the average "excess earnings"
of the corporation for the five years preceding the val uation.
Hoberman capitalized the average “excess earnings” at a rate of
thirty percent, resulting in projected “excess earnings” of
$2,963,657. In order to determ ne the value of the corporation
before applying the marketability di scount, Hoberman projected
the net value of the corporation's tangible assets as of the date
of valuation at $3,461,583. To the tangible asset value, he

added $2, 963,647 (the “excess earnings” capitalized at thirty



percent) for a total value of $6,425,230. Hoberman testified
that he used a rate of return and capitalization rate higher than
average to account for the inherent risks in snmall conpanies
generally and the specific risks, listed infra, at __ (slip op.
at 26-27), associated wth Protaneen.

Finally, Hoberman applied a thirty-five percent
mar ketability discount to the calculated total value. He
testified that, according to studies, thirty-five percent was a
m d-range or conservative discount rate. Hoberman esti nmated
Protaneen’s final value to be $4, 176, 000.

Qt, Perle's expert, used both the incone approach and the
mar ket approach, but relied heavily on the inconme approach. He
testified that use of the cost or "excess earnings" approach
woul d be inappropriate under the circunstances. The incone
approach seeks to determ ne the present value of all future
earnings or, nore accurately, the present value of the Conpany’s
future cash flow Thus, the inconme approach cal cul ates the
equi libriumprice at which a buyer will buy and a seller wll
sell. To determ ne Protaneen’s equilibriumprice, Ot first
conputed nornalized net incone after taxes. He then added back
noncash itens (such as depreciation) to obtain the historical
cash flow. The historical cash flow was used to project future
cash flow. In projecting, Ot based future capital expenditures
on Protaneen’s historical spending. (That is the information

t hat Hobernman was missing.) Those calculations yielded “free



cash flow —the cash that would be available to a buyer.

Annual i zing the results through October 1995, Ot found free
cash flow for 1995 to be $909,244. Ot incorporated industry
trends, econom c forecasts, future growh and expense forecasts,
and di scussions with managenent into the projected free cash
flow He calculated the present value of free cash fl ow over the
next five years to be $3,526,110. He projected Protaneen’s
resi dual value (obtained by projecting free cash flows fromthe
fifth year to infinity using a fornula) to be $4, 537, 605.
Consequently, the present value of all future free cash flows
total ed approxi mately $8,063,000. According to Ot, that was the
Conpany’ s val ue under the inconme approach.

Ot verified his findings with the market approach. He
identified four public conpanies engaged in chem cal distribution
and conpared themw th Protaneen. Based on the value of those
conpani es, Protanmeen was worth $13, 600, 000. Recogni zi ng,
however, that there were no truly conparable conpanies, Ot did
not treat this result as an actual estimte of Protanmeen’s val ue,
but as a "sanity check” to his inconme approach and as evi dence
t hat Protanmeen had significant val ue.

Ot also testified to several disagreenents with Hoberman's
valuation. First, he disagreed with Hoberman’s use of the
"excess earnings" approach, which he stated was the | east
desirabl e nethod of valuation. He also objected to the six-year

time franme on which Hoberman’ s projections were based, because



Pr ot anmeen produced | ower earnings during the early portion of
that period. Subsequently, Protaneen exhibited significant
gromh. He, therefore, used a three-year unwei ghted average. He
al so testified that Hobernman erroneously capitalized earnings
before taxes, rather than after taxes. Hoberman al so normalized

Perle's salary but not Bal sam des’s salary. Bal sam des, supra,

313 N.J. Super. at 18. Ot also objected to the el even percent

rate of return applied to tangi ble assets and to the thirty
percent capitalization rate. Ot considered those rates too high,
because of the Conpany's significant positive growh. [bid. He
used rates of nine and ei ghteen percent, respectively.

Hi s strongest di sagreenent, however, was with the thirty-
five percent marketability discount. Ot stated such a di scount
was not appropriate when val ui ng one hundred percent of a
conpany. 1d. at 18-19. He testified that only a nom nal
di scount was warranted, perhaps seven percent to reflect a
brokerage fee. [d. at 19.

Accordingly, Ot valued the conpany at $8, 285, 000, using
both the market and income approaches, but relying primarily on
the i ncone approach. Thus, the expert’s values for Protaneen
ranged from Hoberman's $4, 176,000 to Ot’'s $8, 285, 000, further
denonstrating that valuing a closely-held corporation is nore an
art than a science.

L1l

Bal sam des asserts that by rejecting sonme of the trial



court's findings with respect to his expert's valuation nethod,
the Appellate D vision exceeded the all owabl e scope of its

appellate review In Rova Farns Resort v. Investors Ins. Co., 65

N.J. 474, 483-84 (1974), we stated:

Considering first the scope of our appellate
revi ew of judgnent entered in a non-jury
case, as here, we note that our courts have
held that the findings on which it is based
shoul d not be disturbed unless "*** they are
so wholly insupportable as to result in a
denial of justice," and that the appellate
court should exercise its original fact
finding jurisdiction sparingly and in none
but a clear case where there is no doubt
about the matter. . . . That the finding
reviewed i s based on factual determ nations
in which matters of credibility are invol ved
is not without significance. Findings by the
trial judge are considered binding on appeal
when supported by adequate, substantial and
credi bl e evi dence.

[Ctations omtted].
That standard is particularly significant in valuation
di sputes, which frequently becone battles between experts.

Rapi d- Anerican Corp. v. Harris, 603 A.2d 796, 802 (Del. 1992).

The findings of the trial court are critical as the valuation of
cl osely-held corporations is inherently fact-based. Rev. Rul.
59-60, C.B. 1959-1. In other words, valuation of closely-held

corporation is not an exact science. Lavene v. lLavene, 148 N.J.

Super. 267, 275, 372 A.2d 629 (App. Div.), certif. denied, 75
N.J. 28, 379 A 2d 259 (1977). There is no right answer.
Experts exercise judgnment at many stages in the eval uation

process. As a result, their credibility and reliability are



critical. Only the trial court has the opportunity to see, hear
and question the expert wtnesses. Additionally, in conplicated
proceedi ngs such as this, the trial court's findings on val uation
typically are only one aspect of the overall resolution of the
matter. Appellate courts should take care in accepting sone and
rejecting other findings of the court, as that may disturb the

| ogi ¢ and equi tabl e bal ance of the trial court's other
conclusions. Accordingly, great deference is due a trial court's
finding, which "will not be disturbed unless it is clearly
erroneous or shows an abuse of discretion.” Madeline Marzano-

Lesnevi ch & Franci ne Del Vescovo, The Mnority Discount, 18 N.J.

Fam Law 338, 339 (1998).

Whet her the Court exceeded the allowable scope of its review
by remanding to the trial court to reconsider Hoberman’s use of
the "excess earnings" approach, the eleven percent rate of return
on tangi ble assets, and the thirty percent capitalization rate is
a close question. W find that a careful reading of the
Appel l ate Division's opinion discloses that it did not find that
the trial court had abused its discretion, but nerely sought a
clarification of sone of that court's findings on Hoberman’s
met hods.

W find adequate support in the record for the trial court's
approval of Hoberman's use of the "excess earnings" nethod. Both
Hoberman and the trial court recogni zed that “excess earnings”

was not the preferred nethod of valuation. The court noted that



al t hough not preferred, “excess earnings” is an acceptable
met hod, and Hoberman chose it, in part, because defendants woul d
not provide the information needed to enpl oy any ot her nethod.
We are not convinced that by plaintiff's counsel deposing Perle
t hat Hoberman coul d have received the data required to use the
i ncone approach; given the acrinony between the parties, it
certainly woul d not have been acquired w thout a great deal of
difficulty. Accordingly, the trial court did not abuse its
di scretion by accepting Hoberman's use of the "excess earnings"
approach as the best approach available. At this point in the
litigation, the trial court's conclusion on that issue should not
be di st urbed.

Revenue Ruling 68-609 states that in using the "excess
ear ni ngs" approach:

The percentage of return on the average
annual value of the tangi ble assets used
shoul d be the percentage prevailing in the
i ndustry involved at the date of valuation,
or (when the industry percentage i s not
avai l abl e) a percentage of 8 to 10 percent
may be used.

The 8 percent rate of return and the 15
percent rate of capitalization are applied to
tangi bl es and i ntangi bl es, respectively, of
busi nesses with a small risk factor and
stabl e and regul ar earnings; the 10 percent
rate of return and 20 percent rate of
capitalization are applied to businesses in
whi ch the hazards of business are relatively
hi gh.

The above rates are used as exanples and are
not appropriate in all cases. |In applying
the "fornul a" approach, the average earni ngs
period and the capitalization rates are



dependent upon the facts pertinent thereto in
each case.

Because Revenue Ruling 68-609, supra, recommends a rate of
return of between eight and ten percent, the Appellate D vision
guesti oned Hoberman's use of an el even percent return on tangible
assets. Hoberman expl ained that the difference resulted from
Protanmeen’s inability to obtain the prine rate. The best rate
avai l able to the Conpany was the prine rate plus two percent, or
el even percent. Although this claimwas disputed, we believe
there was sufficient credible evidence to support Hoberman's
position and would not disturb the trial court's findings.

The Appellate Division also questioned the trial court’s
acceptance of a capitalization rate as high as thirty percent in

light of Ot's use of eighteen percent. Balsan des, supra, 313

N.J. Super. at 23. The trial court observed that Hober man based

his rate on six negative factors: (1) lack of a full-tine

chem st; (2) projected decline in the market for the conpany's
ani mal - and m neral - based chem cals over the next five to ten
years; (3) use of purchasing policies that placed a priority on
price over quality; (4) potential cancellation of Protaneen's
contract with B.F. Goodrich at any tinme, (5) reliance on siXx
custoners that accounted for twenty-seven percent of the sales,
and (6) generation of nearly half the Conpany’s sal es by

Bal sam des. The Appellate Division observed that all of those

factors could be corrected with Bal samdes in full control of the



Conmpany. The panel al so questioned why those six factors
warranted a nine percent increase in the capitalization rate.
Mor eover, Hobernman relied primarily on information he received
from Bal sam des to establish those factors. The concerns that
the Appellate Division noted with respect to the six factors
appear to have nerit. [d. at 23-24.

Agai n, the panel did not specifically find that the trial
court abused its discretion by accepting the thirty percent
capitalization rate, but ordered the trial court to reexam ne the
significance of the factors on remand and, perhaps, consider
ot her factors. The court observed that one other potenti al
factor for the court to consider is the possibility of
conpetition from Perle's sons, who are not bound by a non-
conpetition agreenent. Additionally, the trial court cut Perle's
non-conpetition agreenent to one year. At oral argunent, the
Appel l ate Division was infornmed that Protaneen has already | ost
custoners to conpetition fromthe Perles. 1d. Although
recogni zing that the covenants cannot be changed at this late
date, the Appellate D vision nevertheless suggested that on
remand t hose conpetition factors be considered in reassessing the
thirty percent capitalization rate. 1d. at 33. Those additional
factors alone may be sufficient to justify the thirty percent
capitalization rate. |If on remand, the trial court stil
considers the thirty percent rate applicable, the Appellate

Di vi sion should accept that court's concl usion.



V.
A
The trial court found, and the Appellate D vision affirned,
t hat Bal sam des was an “oppressed sharehol der,” as defined by
N.J.S.A 14A:12-7. That statute provides in pertinent part:

(1) The Superior Court, in an action brought under this
section, may appoint a custodi an, appoint a provisional
director, order a sale of the corporation's stock as
provi ded bel ow, or enter a judgnent dissolving the
corporation, upon proof that

(c) In the case of a corporation having 25 or |ess

shar ehol ders, the directors or those in control have
acted fraudulently or illegally, m smanaged the
corporation, or abused their authority as officers or
directors or have acted oppressively or unfairly toward
one or nore mnority shareholders in their capacities
as shareholders, directors, officers, or enployees.’

(8) Upon notion of the corporation or any sharehol der
who is a party to the proceeding, the court may order
the sale of all shares of the corporation's stock held
by any ot her shareholder who is a party to the
proceeding to either the corporation or the noving
shar ehol der or sharehol ders, whichever is specified in
the notion, if the court determines inits discretion
t hat such an order would be fair and equitable to al
parties under all of the circunstances of the case.

(a) The purchase price of any shares so sold shall be
their fair value as of the date of the comencenent of
the action or such earlier or |later date deened
equitable by the court, plus or m nus any adjustnents
deened equitable by the court if the action was brought
in whole or in part under paragraph 14A:12-7(1)(c)

[ oppressi on rather than deadl ock].

(b) Wthin five days after the entry of any such order,

" Note that for the purposes of this statute, each of two
fifty percent shareholders is a “mnority” sharehol der. Because
a fifty percent sharehol der cannot direct outcones as a fifty-one
percent sharehol der can, he does not have “control” of the
corporation. See Balsam des, supra, 313 N.J. Super. at 16; see
al so Bonavita v. Corbo, 300 N.J. Super. 179, 187-89 (Ch. Div.
1996) .




the corporation shall provide each selling sharehol der
with the information it is required to provide a

di ssenting sharehol der under section 14A:11-6, and
within 10 days after entry of the order the purchasing
party shall make a witten offer to purchase at a price
deened by the purchasing party to be the fair val ue of
t he shares.

(c) If the parties are unable to agree on fair val ue
within 40 days of entry of the order, the court shal
make the determ nation of the fair value, and the
provi si ons of sections 14A:11-8 through 14A:11-11 shal
be followed insofar as they are applicable.

[N.J.S. A 14A: 12-7 (enphasis added)]

N.J.S. A 14A:12-7(8), the buy-out section, was added to the
New Jer sey Busi ness Corporation Act by the 1973 anendnents. Sec.
1973 N.J. Laws ch. 366 f 67. The oppressed sharehol der statute
recogni zes that the nost sensible renedy to resol ve probl ens of
deadl ock, dissension, or oppression often will be to "effect a
corporate divorce. It also recognizes that a purchase and sale
of shares at a fair price may be nore desirable to all parties

than a dissolution.” 2 John R MacKay |1, New Jersey Business

Corporations, § 14-6(d)(2)(a) (2d ed. 1996).

In this case, the key question is whether Perle received
"fair value" for the shares of stock he was judicially ordered to
sell to Bal sam des. Specifically, whether the trial court in
calculating the "fair value" of his shares should have applied a
di scount reflecting the lack of marketability or nonmarketability
of those shares ("marketability discount").

We first discuss what standard of review is appropriate in
determ ni ng whether the trial court erred in applying the

"marketability discount.”" A trial court's findings are entitled



to great deference and will be overturned only if the trial court

abuses that discretion. Rova Farns Resort v. lnvestors Inc. Co.,

65 N.J. 474, 484 (1974). However, matters of |aw are subject to
a de novo review.
In anal yzing corporate |aw issues, we find Delaware |law to

be hel pful. Lawson Mardon Weat on, supra, N.J. at (slip

op. at 20); Pogostin v. Leighton, 216 N. J. Super. 363, 373 (App.

Div. 1987), certif. denied, 108 N.J. 583, cert. denied 484 U.S.

964, 108 S. C. 454, 98 L. Ed.2d 394 (1987). In Rapid-Anerican

Corp. v. Harris, supra, 603 A 2d at 804, the Del aware Suprene

Court held that the trial court's refusal to add a "control
prem unm to the publicly-traded equity value of the conpany
shoul d be reviewed de novo. Likew se, the determ nation of
whet her a "marketability discount” is applicable inplicates a
question of law, and also is subject to de novo review. Lawson

Mar don Wheat on, supra, N.J. at (slip op. at 20); Lawson

Mar don Wheaton v. Smth, 315 N.J. Super. 32, 54-55 (App. D v.

1998); Bal sam des, supra, 313 N.J. Super. at 26.

Before exploring the issue of marketability discounts, it is
useful to understand the distinction between a marketability
di scount and a mnority discount. A mnority discount adjusts
for lack of control over the business entity, while a
mar ket abi ity di scount adjusts for a lack of liquidity in one's
interest in an entity. Even controlling interests in nonpublic

conpani es may be eligible for marketability discounts, as the



field of potential buyers is small, regardless of the size of the

interest being sold. Lawson Mardon \Weaton, supra, N.J. at

__(slip op. at 21). Janes Edward Harris, Valuation of C osely-

Hel d Partnershi ps and Corporations: Recent Devel opnents

Concerning Mnority Interest and Lack of Marketability D scounts,

42 Ark. L. Rev. 649, 660 (1989); Edwin T. Hood, et al., Valuation

of Closely Held Business Interests, 65 UWC L. Rev. 399, 438

(1997). We note that Perle's expert, Ot, confused the concepts
when he stated "a marketability discount is used only when trying
to evaluate the interest of mnority shares of stock."

To understand at what |evel the discounts are to be applied
al so may be significant:

It is inportant to note the distinction

bet ween applying a discount at the corporate
|l evel to one or nore of the values initially
determned in valuing the entire corporation,
as opposed to applying a discount at the
sharehol der | evel after the corporation has
been val ued. Discounting at the corporate

| evel may be entirely appropriate if it is
general ly accepted in the financial community
i n val ui ng busi nesses.

[1 John MacKay |1, New Jersey Business
Corporations, T 9-10(c)(2), n.426 (citations
omtted).]

B

W now address the neaning of “fair value” in the oppressed
sharehol der statute. That termis not defined in either that
statute or in the appraisal statute. Mst interpretations have

considered the termin the context of dissenters’ rights. But,



as one commentator has observed, there is no reason to believe
that “fair value” nmeans sonething different when addressed to

di ssenting shareholders (N.J.S. A 14:11) than it does in the
context of oppressed shareholders (N.J.S. A 14:12). 1 MacKay,
supra, 8 9-10(c)(2) n.426. See also Robblee v. Robblee, 841 P.2d

1289, 1294 (Wash. C. App. 1992) (holding that "fair value" neans
the sanme in an oppressed sharehol der action as in a dissenting
shar ehol der action).

Until the adoption of the New Jersey Business Corporation
Act, N.J.S.A 14A:1-1 to -16.4 in 1968, New Jersey required
di ssenters in appraisal actions to be paid the "full market
val ue" for their shares. However, the New Jersey Corporation Law
Revi si on Commi ssi on

abandoned the nore restrictive standard of “full nmarket
value” used in Title 14 [of the Revised Statutes, the

pre-1968 corporate law], in favor of the broader and
nore flexible test of “fair value” found in the [the
ABA’' s] Mbdel [Business Corporation] Act. In nobst cases

the shares to be appraised will not be readily
mar ket abl e.

[ 1968 Comm ssioners’ Comment to N.J.S. A § 14A: 11-3.]

“Fair value,” thus, is not synonymous with fair nmarket val ue.?®

8 Internal Revenue Ruling 59-60, the key reference
regardi ng valuation of closely held conpanies, determnes “fair
mar ket value.” It recounts the follow ng definition from
cont enpor aneous estate and gift tax regul ati ons:

[Flair market value [is] the price at which the
property woul d change hands between a willing buyer and

a wlling seller when the former is not under any
conpul sion to buy and the latter is not under any
conmpul sion to sell, both parties having reasonable

know edge of relevant facts.



In Lawson Mardon Wieat on, supra, N. J. at (slip op.

at 18-19), we recognized that "there is no inflexible test for
determning fair value” and that “an assessnent of fair val ue
requi res consideration of ‘proof of value by any techniques or
met hods which are generally acceptable in the financial conmunity
and otherwi se adm ssible in court.'" 1 MacKay, supra, § 9-

10(c) (1) (citing Dernmody v. Sticco, 191 N.J. Super. 192, 196 (Ch.

Div. 1983) (quoting from Wi nberger v. UOP, Inc., 457 A.2d 701

(Del. 1983), rev'g 426 A.2d 1333 (Del. Ch. 1981)):; see also 2

ALl Principles, Principles of Corporate Governance: Analysis and

Recomendati ons, coment d to § 7.22 at 305-06 (1994) (2 ALl

Princi pl es).

In calculating the “fair value” of Perle's stock, the main
question to be resolved is whether the corporation’s value should
be reduced by a marketability or other discount. As stated
previously, marketability discounts reflect the decreased worth
of shares of stock in a closely-held corporation, for which there

is no readily available market. 1In Lawson Mardon Wheat on, supra,

N. J. , Wwe addressed the applicability of marketability

[Rev. Rul. 59-60, C. B. 1959-1.]

Al t hough Revenue Ruling 59-60 was dissemnated originally for use
in calculating estate and gift taxes, in 1965 its use was
expanded to include all taxes. Its nethodology currently is
applied in some states to equitable distribution cal cul ations.
Madel i ne Marzano-Lesnevich & Franci ne Del Vescovo, The Mnority
Discount,18 N.J. Fam Law, 338, 338 (1968). The Ruling lists a

| arge nunber of factors that m ght be considered when valuing a
cl osely hel d business.




di scounts when val ui ng di ssenting sharehol ders' stock in a
statutory appraisal action, pursuant to N.J.S. A 14A 11-3.° W
recogni zed that there is no clear consensus on whether a

mar ketabi ity di scount should be applied in those circunstances.
Id. at 24. Nevertheless, based on our review of the history and
policies behind dissenters' rights and apprai sal statutes, we
found nost persuasive those cases holding that marketability

di scounts generally should not be applied in determning the
"fair value" of a dissenting shareholder's stock in an apprai sal
action. 1d. at 27. O course, there may be situations where
equity conpels another result. |[|bid.

There is even | ess consensus about whether discounts should
be applied in oppressed sharehol der actions. Although other
jurisdictions are divided, the majority reject the use of
di scounts for lack of marketability or liquidity, and mnority
di scounts. 2 MacKay, supra, T 14-6(d)(2)(d). Mst of the cases
deal exclusively with the mnority discount and do not address
the marketability discount; others do not distinguish the

di scounts. Charland v. Country View Glf dub, Inc., 588 A 2d

609, 613 (R 1. 1991) (finding that no mnority and marketability

di scounts shoul d be applied to purchase price of shares of

® W further recognized that valuation principles that are
appropriate for appraisal actions are not necessarily useful in
ot her contexts such as valuation of stock for tax and equitable
di stribution purposes. Lawson Mardon \Weat on, supra, N.J. at
___(slip op. at 22); 2 ALl Principles, conment e, to { 7.22 at
312.




fifteen percent sharehol der when corporation elected to purchase
his shares "at a price equal to their fair value."); Robbl ee,
supra, 841 P.2d at 94-95 (anal ogi zing situation to dissenting
sharehol der action, court held that "mnority fair market val ue
di scount” should not apply to shares of mnority sharehol der
where there was no oppression by mgjority sharehol der); Pooley v.

Mankato lron & Metal, Inc., 513 N.W2d 834, 837-38 (Mnn. C

App. 1994), review denied, 1994 Lexis 389 (May 17, 1994) (hol ding

that court did not abuse its discretion in declining to reduce
val ue of mnority shareholder's share by mnority discount in
ordered buy-out of mnority sharehol ders' shares pursuant to

Mnn. Stat. § 302A 751, subd. 2 (1988)); conpare In re Seagroatt-

Floral Co., 583 N.E 2d 287, 291-92 (N Y. 1991) (hol ding that

application of marketability discount to value all shares of
corporation was appropriate, but application of further mnority

di scount was inappropriate) with McCann Ranch, Inc. v. Quigly-

McCann, 915 P.2d 239, 242-43 (Mont. 1996) (finding trial court
did not err in applying mnority discount of twenty-five percent
in determning "fair value" of mnority sharehol der’s shares,
where court found plaintiff had not initiated court action as
oppressed sharehol der and parties had agreed to accept val ue of
stock as determined by | ower court that applied specific

nmet hodol ogy reconmended by plaintiff's own expert appraiser) and

McCauley v. Tom McCauley & Son, Inc., 724 P.2d 232, 243-44 (N.M

Ct. App. 1986) (allowing twenty-five percent mnority discount to



shares of oppressed sharehol der because he had noncontrolling

interest in closely-held corporation); see also Bal sam des,

supra, 313 N.J. Super. at 27-29 (acknow edging split anong courts

deci di ng issue).

N.J.S. A 14A:12-7(8)(a) governs court-ordered dissol ution
That section specifically provides that the purchase price shal
be a "fair value" "deened equitable by the court, plus or mnus
any adjustnents deened equitable by the court if the action was
brought” under N.J.S. A 14A:12-7(1)(c) (the oppressed sharehol der
statute). Thus, the statute gives courts “substantial discretion
to adjust [the conpany’s] purchase price” to reflect a
marketability discount. 2 MacKay, supra, 8§ 14-6(d)(2)(e).
Particularly when court actions are filed on account of
“oppression -as opposed to deadl ock[,]" “[f]air value may be
adjusted to the extent the court deens equitable.” 2 MacKay,
supra, § 14-6(d)(2)(e).

Accordingly, we find that courts in deciding whether to
apply a marketability discount to determne the “fair value” of
shares of a shareholder forced to sell his stock in a judicially
ordered buy-out nust take into account what is fair and
equi t abl e.

C.

Plaintiffs claimthat the Appellate Division' s decision

creates an "unjust sanction" for the owners of close

corporations. By not applying a marketability discount,



plaintiff argues, the remai ning shareholder will have to absorb
the full reduction for lack of marketability when he sells the
conpany at a future date. The Appellate Division, conversely,
thought it would be "neither 'fair' nor 'equitable' for the
surviving sharehol der to obtain the selling sharehol der's

interest at a discount." Balsam des, supra, 313 N.J. Super. at

29.

Central to the Appellate Division's and defendant's argunent
that no marketability di scount should apply is the fact that the
buyer does not have to be found froma pool of buyers, |arge or
small. The buyer is found: it is Balsam des. Applying that
theory, the Appellate Division dismssed the notion that
Bal sam des m ght sell all or part of the Conpany in the future:

The problemw th applying such a discount in

this case is that there was no sal e of

Perle's stock to the general public nor was

Bal sam des buying an interest in the conpany,

mnority or otherwi se, that mght result in

the later sale of a partial interest to a

menber of the public.

[1d. at 27.]

That is an erroneous assunption. The position of the Appellate
Division ignores the reality that Bal sam des is buying a conpany
that will remain illiquid because it is not publicly traded and
public informati on about it is not w dely di ssem nat ed.
Protaneen will continue to have a small base of avail able

purchasers. If it is resold in the future, Bal sam des w ||

receive a |l ower purchase price because of the conpany’s cl osely-



hel d nature.

I f Perle and Bal sam des sol d Protanmeen together, the price
they received would reflect Protaneen’s illiquidity. They would
split the price and al so share that detrinment. Simlarly, if
Bal sam des pays Perle a discounted price, Perle suffers half the
| ack- of - mar ket abi l ity markdown now, Bal sam des suffers the other
hal f when he eventually sells his closely-held business.
Conversely, if Perle is not required to sell his shares at a
price that reflects Protaneen’s |ack of nmarketability, Bal sam des
wll suffer the full effect of Protaneen's |lack of marketability
at the tinme he sells. Accordingly, we find that Bal sam des
shoul d not bear the brunt of Protanmeen’s illiquidity nerely
because he is the designated buyer.

To secure a "fair value" for Perle's stock, a marketability
di scount should be applied. To do otherw se would be unfair,
particularly since Perle was the oppressor and Bal sam des was the
oppressed shareholder. The fact that the buyer is known is
irrelevant. Wen Bal sam des eventually sells, he wll suffer the
full effect of any marketing difficulties. Because the
"equities" of this case quite clearly lie wth Bal sam des, it
woul d be unfair to allow Perle to receive Protaneen's
undi scount ed val ue.

We further observe that a thirty-five percent marketability
di scount, if properly applied, was appropriate in this case. The

Appel | ate Division, although rejecting the use of the discount,



commented that marketability discounts typically have ranged

between thirty percent and forty percent. Balsam des, supra, 313

N.J. Super. at 27. One author cites a study docunenting

mar ketability discounts in the range of thirty percent to forty
percent for closely-held conpanies. Harris, supra, 42 Ark. L.

Rev. at 658-59; see also Hood, et al., supra, 65 UWC L. Rev. at

439-40 (citing study concluding that "35% nonmarketability
di scount fromintrinsic value is appropriate for stock in a
cl osel y-held corporation”). Accordingly, we find that a thirty-
five percent marketability discount is within the generally
accepted and reasonabl e range given the facts presented.
D.

The question remai ns whether a marketability di scount
properly was applied below. Sone commentators observe that a
mar ketability discount is not a discount at all. Rather, it is a
price adjustnent reflecting factors typical of close
corporations. Those factors include dependence on key enpl oyees
or key custoners, and go beyond the ready salability or liquidity
of the firm To adjust for those factors, an appraiser m ght use
a higher capitalization rate or a lower nultiple for earnings.

John R MacKay Il, A Pair of Inportant Holdings, 153 N.J.L.J.

962, 963 (1998). As one conmentat or observes:

Up until its nost recent addition, the IRS
Val uati on Gui de advi sed agents that the nost
effective way to counter taxpayer argunents
for the marketability discount "is to

i ndicate that you have taken it into
consideration in your overall appraisal of



the stock and for that reason you have
applied a conservative capitalization rate or
wei ghed certain of the other factors froma
conservative standpoint to give effect to
this marketability factor."

[Harris, supra, 42 Ark. L. Rev. at 657-58].

Hober man asserts that he did not factor a marketability
di scount into his choice of the thirty percent capitalization
rate and exam nation of his testinony supports that concl usion.
On direct exam nation, Hoberman expl ained how he val ued Protaneen
usi ng the "excess earnings"” nmethod. He testified that he arrived
at a value of $4,170,000 after applying a thirty-five percent
di scount for lack of marketability. That anount represented "a
val ue of the conpany based on one hundred percent of the stock."

The trial court then asked Hoberman specifically, "why isn't
| ack of marketability a factor in your analysis? Wy didn't you
factor that into your analysis?” Hoberman responded, "W didn't
take it into consideration in building up our capitalization
rate, and as | stated before, closely-held businesses don't have
an active market to go out and sell their stock." Those
statenents suggest that Hoberman had not factored a marketability
di scount into his "excess earnings" valuation and that such
di scount was applied only once, at the corporate |evel.

Hober man’ s cross-exam nation further supports the conclusion
that he did not factor a marketability discount into the
capitalization rate. Defense counsel asked Hobernman whet her the

figure of $6, 425,230 "represented the value of one hundred



percent of the shares of stock of the conpany?" He answered,

"Yes, it does, before any marketability discounts."” Def ense

counsel then proceeded to question Hobernman regardi ng the purpose

of a marketability discount. Hoberman explained that the

di scount reflects the fact that there is no readily avail abl e

mar ket for Protaneen’s stock. Defense counsel pressed on:

"isn't it correct that if you were to sell one hundred percent of

the conpany that the marketability di scount should not be taken

into effect."” Hoberman di sagreed. He explained that "[a]ll

nonpubl i ¢ conpani es, regardl ess of the bl ock, the size of the

bl ock of the stock offered, have no nmarket on which to sell these

stocks. Therefore, any conpany that does not have this

availability of markets is going to suffer a marketability

di scount."” Hoberman further explained that a marketability

di scount is not necessarily based on the size of the conpany. It

is reflective of the fact that the conpany is a closely-held

"nonpublic business that [has] no nmarket on which to sell [its

stocks]." Moreover, he explained that whether you apply a

mar ketability discount to one hundred percent of the shares of

stock, fifty percent of the shares of stock or twenty percent of

shares of stock, the marketability di scount woul d be the sane.
Based on the record, we do not believe that Hoberman

incorporated a marketability discount into his $6,425,230 initial

val uation of the Conpany. Hobernman's appraisal focused on the

hi storical performance and specific attributes and risks of



Protaneen. It was not based on the inconme or market approach.
Hoberman arrived at the capitalization rate based on six
negative factors. W have remanded that issue to the trial court

for further clarification. 1In reconsidering the thirty percent
capitalization rate, the trial court, if it chooses, may
reconsi der whet her Hoberman incorporated a thirty-five percent
"marketability discount” in his "excess earnings" analysis. |If
he did, an additional marketability discount should not have been
appl i ed.

V.

Al t hough it woul d be hel pful to pronounce a consistent rule
regarding the determnation of "fair value" and the applicability
of discounts under various circunstances, we cannot do so. Each
deci si on depends not only on the specific facts of the case, but
al so "should reflect the purpose served by the law in that

context." 2 ALI Principles, coment e, to 9§ 7.22 at 312.

In both Lawson Mardon \Wheat on, supra, N.J. at (slip

op. at 34), and in this case, we have decided that the "equities

of the case" nust be considered when ascertaining "fair value" in

apprai sal and oppressed sharehol der actions. |In Lawson Mardon
Wheat on, supra, N.J. at (slip op. at 7), as in the
present case, we know who is buying the shares. In Lawson Mardon

Wheaton, it is the conpany; in this case, it is the oppressed
shareholder. In both cases, the shareholder is entitled to the

"fair value," rather than "fair market value," of his shares.



Application of the equities in the two cases, however, dictates
opposite results.

In Lawson Mardon \Weaton, supra, N.J. at (slip op. at 6-

7), the corporation in an attenpt to restrict future public sales
of the conpany's stock approved a plan to restructure the
corporation that triggered the rights of dissenting sharehol ders
to demand paynent of the "fair value" of their shares under
N.J.S.A 14A:11-1 to -11 (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

mar ketability discount. To allow the majority shareholders to
buy out the mnority dissenters at a di scount woul d penalize the
mnority for exercising their statutory rights. Mreover, it
woul d create the wong incentives for shareholders. It would
tenpt the majority to engage in activities designed to create
dissent. It also would encourage the majority to expel

t roubl esone sharehol ders while sinmultaneously allowng themto
profit. Such a result runs contrary to the appraisal statute’s
desi gn.

O course, the possibility always remains that a group w |
fabricate di sapproval of a corporate change in an effort to
extract undi scounted value. The remaining sharehol ders woul d be
| eft to shoulder the full burden of a |ack of marketability.
However, the najority would not remain unprotected. The ngjority

must nake a material structural corporate change to trigger



apprai sal rights. The dissenters cannot fabricate dissent on
their omm. 1In the event that sharehol ders mani pul ated corporate
activity to gain unfair advantage, principles of equity would
enable the court to determne fair value accordingly.

I n cases where the oppressing sharehol der instigates the
problens, as in this case, fairness dictates that the oppressing
shar ehol der should not benefit at the expense of the oppressed.
Requi ri ng Bal sam des to pay an undi scounted price for Perle’s
stock penalizes Bal sam des and rewards Perle. The statute does
not allow the oppressor to harmhis partner and the conpany and
be rewarded with the right to buy out that partner at a discount.
We do not want to afford a sharehol der any incentive to oppress
ot her sharehol ders. What to do when it is the oppressing
sharehol der who is given the buy-out option is a harder question
that we need not decide. The guiding principle we apply in this

case and in Lawson Mardon Weaton is that a marketability

di scount cannot be used unfairly by the controlling or oppressing
sharehol ders to benefit thenselves to the detrinent of the
mnority or oppressed sharehol ders.

VI,

The judgnent of the Appellate Division is affirmed in part,
reversed in part, and the matter remanded to the trial court for
reconsi deration of Hoberman's use of thirty percent
capitalization rate in valuing Perle's interest in Protaneen and

for consideration of the issue of an award of counsel fees to



plaintiffs.

CHI EF JUSTI CE PORI TZ and JUSTI CES HANDLER, POLLOCK, O HERN
STEIN, and COLEMAN join in JUSTI CE GARI BALDI ' s opi ni on.
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