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s a securities analyst observing the discussion
Abetween appraisers, attorneys, and the courts

regarding the applicability of marketability dis-
counts in statutory shareholder buyouts, one can’t help
but feel the discussion has become an increasingly
entangled series of misunderstandings, miscommunica-
tion, and inconsistencies. Appraisers appear to try ear-
nestly to get the courts and attorneys to understand the
valuation concepts, and when and how marketability
discounts are applied, but it seems the parties are locked
in either a state of perpetual disagreement or misun-
derstanding. Based upon a review of the leading New
York cases, though, it seems only some of the courts may
have misapplied marketability discounts. Some courts
appear to have a clear understanding of when and how
to apply marketability discounts, and believe it’s what
the language of the statute requires. And some New York
courts now appear to be considering the broader impact

of their decisions on entrepreneurial behavior in general.
This factor can tip the balance in favor of not applying
marketability discounts in general, but at the same time,
introduce uncertainty for appraisers.

The Statute Language

New York Business Corporation Law (NYBCL) § 1104-al
allows holders of 20 percent or more of the votes of all
outstanding shares of a corporation to “present a petition
of dissolution on one or more” grounds, including (1)
the “directors or those in control of the corporation have
been guilty of illegal, fraudulent or oppressive actions
toward the complaining shareholders” and (2) the “prop-
erty or assets of the corporation are being looted, wasted,
or diverted for non-corporate purposes by its directors,
officers or those in control of the corporation.” The statute
also grants the court wide latitude when deciding whether
to proceed with the involuntary dissolution to consider
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whether “liquidation of the corporation is the only feasible
means whereby the petitioners may reasonably expect to
obtain a fair return on their investment . . ..”

As an alternative to involuntary dissolution, NYBCL
§ 1118 allows “any other shareholder or shareholders or
the corporation” at any time within 90 days after the fil-
ing of the petition to “elect to purchase the shares owned
by the petitioners at their fair value . . . .” If the parties
are unable to agree to a fair value, the court may stay the
proceeding to dissolve the company and determine “the
fair value of the petitioner’s shares as of the day prior to
the date on which such petition was filed, exclusive of
any element of value arising from such filing . . . .” The
NYBCL does not provide a definition of fair value, leav-
ing the determination to the courts. The New York courts
routinely apply marketability discounts to company
shares in determining fair value, and stand with only a
few other jurisdictions in doing so.

Leading New York Cases

Blake v. Blake Agency

One of the most-cited and earliest cases that addresses
the applicability of marketability discounts in § 1118
proceedings is Blake v. Blake Agency (Blake).2 The case, an

Business Interests® and Valuing Closely Held Corporations
and Publicly Traded Securities with Limited Marketability:
Approaches to Allowable Discounts from Gross Values,® and
one court case, Ford v. Courier-Journal Job Print. Co. (Ford).”
Haynsworth in Valuation of Business Interests does not
appear to share the court’s view that discounts should be
applied in squeeze-out valuations, as he also states in his
article that in
some situations, however, no discount is proper. For
example, it would be inappropriate to impose a dis-
count in a dissenters’ rights case or in a case where a
minority interest has been improperly squeezed out
of the business. Allowing discounts in these situa-
tions would undercut the purpose of dissenters’ rights
statutes to give minority shareholders the fair value of
their shares, and it could also encourage squeeze outs.8

In addition, Lyons and Whitman in Valuing Closely
Held Corporations and Publicly Traded Securities with Limited
Marketability: Approaches to Allowable Discounts from Gross
Values say that “when control of a business is for sale . . .
we believe that as long as businesses are truly solvent . . .
there are always markets for control blocks of stock. Given
several months, or say a year’s time, buyers virtually

When conducting a valuation of an interest in a company it is

important to differentiate among the characteristics of the company,
the interest, and the market into which the interest is sold.

appeal from the Supreme Court, concerned the valuation
of a 25 percent interest in a small insurance brokerage
company, Blake Agency, Inc., located in Queens County.
The holder of the interest sought dissolution under §
1104-a and the corporation elected to purchase the inter-
est in a timely manner under § 1118. Justice Thompson’s
opinion for the appellate panel disallowed a minority
discount on the shares because “§ 1104-a was enacted for
the protection of minority shareholders, and the corpora-
tion should therefore not receive a windfall in the form
of a discount because it elected to purchase the minority
interest . . . .”3 However, a discount for lack of market-
ability of 25 percent was allowed “because the shares of a
closely held corporation cannot be readily sold on a pub-
lic market. Such a discount bears no relation to the fact
that the petitioner’s shares in the corporation represent a
minority interest.”#

From an appraiser’s perspective, these statements
raise a number of questions, an exploration of which
may resolve some of the apparent misunderstandings of
when marketability discounts are applied and how they
are measured. But before that, let’s examine the support
for this position referenced in the case. In support of this
position, the Blake court cited two articles, Valuation of
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always can be found for such control positions.”® Lyons
and Whitman go on to state the generally held belief for
minority positions in closely held companies that “there
may be no market existing or creatable for such minority
interests.”10 The authors also say that “as a general rule,
and in the absence of compelling evidence to the contrary,
where control shares exist, no discounts from gross value
should be logically taken to account for a lack of market-
ability . .. ."1

The Ford case cited in Blake was a dissenting stockhold-
ers action decided by the Kentucky Court of Appeals. In
the case, common shareholders holding 12.8 percent of
the shares voted against a sale transaction and demanded
payment of the fair value of their shares. Although the
Ford court ultimately agreed to a 25 percent marketability
discount in the valuation of Courier-Journal Job Printing
Company, a close reading of the opinion suggests the
court was using the marketability discount as a method
of applying different weights to the valuation methods
considered. The court states that the marketability dis-
count used by the appraisers “merely indicates that the
appraisers gave some weight to the market value of the
stock in computing the fair value thereof, which they are
free to do.”12 The market value approach used by the



appraisers examined sales of minority shares between
officers of the company, which, with informed buyers and
sellers, would have considered both the minority position
the shares represented as well as the illiquid nature of the
investment. But seeing no contradiction, the Ford court
goes on to state that “[nJor do we feel that the [market-
ability] discount herein was applied merely because of
the minority position of the appellants.”13 In support of
the size of the marketability discount the appraisers cited
studies conducted on minority interests in what appears
to be restricted stock common shares, again seeing no
contradiction in applying marketability studies of minor-
ity interests with an interest that is not discounted for its
minority position, which can only be a majority or con-
trolling position.14

Before returning to the Blake court’s key statements
and getting too nuanced in our critique of the support
cited, let’s shed more light on an appraiser’s perspective.
To begin simply, when conducting a valuation of an inter-
est in a company it is important to differentiate among
the characteristics of the company, the interest, and the
market into which the interest is sold. All three of these
features can have a material impact on the value of an
interest. But to reach a fair value conclusion that is sup-
ported, defendable and explainable it is helpful, as much
as possible, to keep these features separate.

Companies, of course, come in all shapes and sizes.
Investors generally pay higher prices for businesses that
are characterized by low risk and are expected to grow
annual cash flow quickly. There are dozens of character-
istics any investor (minority or majority) will consider in
assessing these two basic features, such as the experience
and record of company management and the historical
growth in cash flow, but the important distinction to
remember is these are all characteristics of the company.

Interests in companies are generally divided between
controlling or majority interests (over 50 percent of the
voting power) and minority interests (under 50 percent of
the voting power).15 If an investor controls the company
he or she can select the board, choose the company’s stra-
tegic direction, pay oneself a reasonable, but generous,
salary, among other benefits. But most important for our
discussion, the controlling shareholder can elect to sell
the company or its underlying assets. Controlling inter-
ests in publicly traded companies usually sell for more on a
per-share basis than the minority interests traded on stock
exchanges.1¢ The additional share price paid for control
is called a control premium. The mirror image of the
control premium is called the discount for lack of control
and unfortunately, ambiguously, also called a minority
discount. Controlling interests in closely held companies
sell for more than their minority interests on a per-share
basis also because those minority shares would have
even less value than the marketable, exchange-traded
minority shares.!” Finally, a controlling interest in a private
company also would sell for more on a per-share basis

than the minority interest in an identical publicly traded
company.18

Having an organized market for minority shares, such
as the New York Stock Exchange or the NASDAQ, pro-
vides liquidity for investors and allows them to exit their
investments, reducing the investor’s risk. Without such a
market minority shareholders in private companies suffer
from increased risk and logically pay a lower price for
their shares. Restricted stock studies compare the prices
paid for minority interest — shares unable to be sold on
the public stock exchange with the price of the freely
traded minority shares of the same company to develop a
measure of the discount for a lack of marketability for
minority interests. Pre-IPO studies attempt to determine
the appropriate marketability discount for closely held
minority shares by examining the difference between a
company’s pre-IPO price and its IPO price.

Controlling interests of both closely held and publicly
traded companies are usually sold in an informal market
created by intermediaries.’® Depending on the size of
the company, the intermediary is either an investment
banker (larger transactions) or a business broker (smaller
transactions). In either case, the sale process usually takes
a few to several months. To a buyer of 100 percent of a
publicly traded company, there is no ongoing liquidity
in the form of a publicly traded security. Since all the
shares have been purchased by one buyer, there are no
shares to trade and the company is delisted from the
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stock exchange. Buyers of controlling interests of publicly
traded companies enjoy no benefit of liquidity relative to
control purchasers of private companies with respect to
the market on which the interest could eventually be sold.

With this perspective in mind, let’s return to the Blake
court’s statements. The first statement that “§ 1104-a was
enacted for the protection of minority shareholders, and
the corporation should therefore not receive a windfall
in the form of a discount because it elected to purchase
the minority interest . . .” leads appraisers to conclude
the interest is not going to be discounted for its minority
status, so the 25 percent interest being appraised in Blake
Agency must be the pro-rata share of the value of a 100
percent controlling interest.

The second statement that a discount for lack of mar-
ketability of 25 percent was allowed “because the shares
of a closely held corporation cannot readily be sold on a
public market” is confusing because, if the Blake court is
valuing the company on a controlling basis and control-
ling or 100 percent interests are not sold on the public
markets, why is the comparison to the public stock mar-
ket being made? The speed with which minority shares
sell on the stock exchange seems irrelevant to the sale of
a controlling interest in Blake Agency.

The final statement that “[s]Juch a discount bears no
relation to the fact that the petitioner’s shares in the
corporation represent a minority interest” seems to be
made to distinguish the marketability discount applied
to be one appropriate for a controlling interest, versus a
minority interest, presumably because the company will
take several months to sell. Taken together, the Blake court
statements seem to say a marketability discount should
be applied to a controlling interest in Blake Agency
because it will take longer to sell the entire company than
a minority interest in Blake Agency, if the company were
publicly traded.

It is true that the sale of the entire company will take
longer than a sale of minority shares, if the minority shares
were traded on a national stock exchange. As stated
above, it will take about five to seven months to sell the
whole company, but only a few days to sell a very small
interest, if it were traded on a stock exchange. So the key
question, if we accept the Blake court’s view that a mar-
ketability discount is correctly applied, is what discount
from the value of the entire company, if any, is appropriate
because the controlling interest will take several months
to realize liquidity?

When determining marketability discounts it’s very
important to examine the sales of interests with similar
characteristics, i.e., if you are applying a marketability
discount to a privately held minority interest, you should
look at liquidity discount studies for minority interests. It
also helps to examine the discounts in companies with
similar company characteristics (size, industry, level of
profitability, and importantly, the level of dividends or
distributions). And likewise, if you are determining a
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marketability discount for a controlling interest, it is best
to examine studies of liquidity discounts for controlling
interests. Again, similar company characteristics make
the analysis better. In addition, the length of the period of
illiquidity is very important to consider for both minority
and majority interests. To look at marketability discount
studies for shares that will be illiquid for two years and
apply them to shares that have a six-month expected
holding period would materially overstate the market-
ability discount.

Examining marketability discounts of minority inter-
ests that have a few months until they are freely tradable to a
controlling interest that also has a few months until liquid-
ity certainly would provide a better indicated market-
ability discount than the one selected by the Blake court,
which didn’t seem to apply much analysis in the selection
of the discount.? But using minority interest marketabil-
ity studies for controlling interests is a poor substitute
for an analysis of marketability discounts in controlling
interests in companies with similar characteristics and
similar expected holding periods. Controlling interests,
for the reasons discussed above, are generally more
attractive than minority interests, and logically would not
suffer from marketability discounts as high as those seen
for minority interests. The appropriate analysis would
examine the sales of controlling interests that could be
sold immediately with sales of controlling interests that
are sold in the normal time period of a few to several
months. The problem is that no studies or analysis is pos-
sible because there are no controlling interests that sell
within a few days because even if a buyer stands ready
to buy the target company, the due diligence and negotia-
tion of the merger or sale agreement takes time.2!

Most appraisers however, in my experience do not
apply marketability discounts to controlling interests out-
side of a statutory fair value proceeding as the Blake court
proposes. This is for several reasons. First, the marketing
or holding period is relatively short, just a few months,
so the adjustment for marketability is viewed to be quite
small and immaterial relative to the value conclusion.
Second, and perhaps of more consequence, the holder of
the controlling interest enjoys the earnings of the com-
pany and other benefits of control over the marketing
period, offsetting the lack of dividends that a minority
shareholder usually experiences. Most of the companies
in the minority-interest restricted stock and pre-IPO
studies referenced to develop marketability discounts
(including those in the case cited by Blake, i.e., Ford) are
in companies that are not paying dividends.

Finally, also consider that any holder of illiquid stock,
whether holding a minority restricted stock interest that
can only be sold in one year or a majority interest which
could be sold in six months, is exposing his or her capital
to negative company events that could occur over the
holding period. This creates uncertainty around what the
stock price will be when liquidity is available or when the



company is ultimately sold. In the same way, the minority
shareholder that has elected to dissolve a company under
§ 1104-a and is being bought out under § 1118 is exposed
to, as part of an unpredictable appraisal process, the risk
that the value of his or her interest is unknowable and
may not be realized for many months, and sometimes for
years. Viewing the entire statutory buyout process as a
whole, it seems to be applying a double burden to assess
the petitioner’s shares a marketability discount as well as
subject them to an unpredictable statutory buyout pro-
cess lasting much more than a few months.2

and Blake.28 However, the language in Pace and Blake dif-
fers and says value “should be determined on the basis
of what a willing purchaser, in an arm’s length transac-
tion, would offer for the corporation [emphasis added] as
an operating business, rather than as a business in the
process of liquidation.” As stated above, the entire corpo-
ration could be sold in a few months through the reten-
tion of an intermediary, such as an investment banker,
and would transfer with it all the benefits of control. The
petitioner’s minority interest would likely not be sale-
able at all. Conspicuously absent in the Seagroatt opinion

When determining marketability discounts it’s very important to examine
the sales of interests with similar characteristics, i.e., if you are applying

a marketability discount to a privately held minority interest, you should
look at liquidity discount studies for minority interests.

In re Seagroatt Floral Co, Inc.
The next leading case chronologically is In re Seagroatt
Floral Co., Inc. (Seagroatt).23 The facts in Seagroatt followed
a pattern typical of dissolution cases. Two corporations
involved in growing and distributing cut flowers were
held by the seven grandchildren of the founder. Dissen-
tion arose among the owners and two of the shareholders,
each owning approximately 17 percent of the common
shares of both companies, petitioned the court seeking a
dissolution under § 1104-a, alleging oppressive behavior
against the directors. Each corporation timely elected to
purchase the shares under § 1118 and the Supreme Court
stayed the dissolution proceedings and referred the mat-
ter to a referee to ascertain the fair value of the stock. The
referee, in turn, valued the two companies together and
applied a 25 percent discount for lack of marketability.
The decision was appealed and the Appellate Division set
aside the 25 percent marketability discount because the
appraiser stated the “fact that it’s a closely held compa-
ny” had been considered in his selection of the company’s
capitalization rate.2* The Court of Appeals agreed and
refused to overturn the decision with respect to the mar-
ketability discount. In the opinion the Court of Appeals
made a number of comments that provided a great deal
of insight into its view of marketability discounts, as well
as other associated valuation issues.?>

The Seagroatt court’s view of fair value was different,
and arguably would result in a lower value, than the Blake
court’s perspective. The Seagroatt court said the “objec-
tive of a proceeding under Business Corporation Law
§ 1118 including the one now before us is to determine
what a willing purchaser in an arm’s length transaction
would offer for petitioners” interest in the company [empha-
sis added] as an operating business.”2¢ In support of this
statement the court cited In re Pace Photographers (Pace)?”

was any discussion of the inapplicability of a minority
discount, as there was in Blake. The Seagroatt court seems
to be taking the position that fair value should take into
consideration the minority nature of the interest and its
lack of marketability.

Consistent with the first statement, the Seagroatt court
goes on to say minority shareholders in close corpora-
tions are unlikely to find prospective buyers for their
shares and it “follows that, whatever method of valu-
ing an interest in such an enterprise, it should include
consideration of any risk associated with illiquidity of
the shares.”? Again Haynsworth’s Valuation of Business
Interests is cited generally and O’Neal’s Close Corporations
specifically.30 As discussed above, Haynsworth does not
seem to share the court’s view that discounts should be
applied in squeeze-out valuations. In addition, although
a copy of the third edition of O’Neal’s Close Corporations,
which was cited, is no longer available, the 2004 edition
provides a balanced review of the relevant dissolution
cases across the country addressing the illiquidity dis-
count and doesn’t appear to be an endorsement of the
application of a marketability discount in the context of
a statutory dissolution. O’Neal and Thompson state that
“in a majority of states with decisions on this point the
appreciation of such a discount is rejected.”31 They go on
to state that it “seems particularly inappropriate to apply
such a discount when a shareholder is selling to a person
or family that owns all or must [sic] of the other shares
of the corporation.”32 In support of the discussion above
regarding Blake, they also state that while “the lack of a
market affects the ability to sell minority shares in a com-
pany, the market for all of a company’s assets or shares or
for a controlling interest operates differently and may not
be adversely influenced by the fact that the company’s
shares are not traded.”33
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The Seagroatt court clearly views fair value as the
value of the petitioner’s interest in an arm’s-length sale
taking into account the lack of marketability of the inter-
est. After reviewing the court’s language closely, many
appraisers might think they should apply a minority
discount as well. That the Court of Appeals in Seagroatt
is attracted by the notion that the discounted value is
the correct measure is not really surprising. Ignoring
shareholder statutory rights for a moment, outside of an
actual control transaction, minority interests in private
companies usually have little value to third parties even
when operated by honest, capable, fair-minded majority
owners.3* It could be argued that the value received by
the petitioner in Seagroatt was above what could have
been realized in a sale of the interest to an unrelated third
party, especially if the grounds for the § 1104-a petition

The Beway court expressed a strong opposition to
minority discounts, saying they were “inconsistent with
the equitable principles developed in New York deci-
sional law”37 and that “imposing a minority discount .
.. would result in minority shares being valued below
that of majority shares, thus violating our mandate of
equal treatment of all shares of the same class.”3 The
Court of Appeals for the first time extends its language
to include consideration of the impact of its decision
on corporate activities in general, saying “a mandatory
reduction in the fair value of minority shares to reflect
their owners’ lack of power in the administration of the
corporation will inevitably encourage oppressive major-
ity conduct.”3% The Beway court also returns to the defini-
tion of fair value detailed in Blake, saying courts should
“determine the minority shareholder’s proportionate

The Seagroatt court clearly views fair value as the value of the

petitioner’s interest in an arm’s-length sale taking into account
the lack of marketability of the interest.

were accurate. It is only with the presence of fraudulent
or oppressive behavior, or the looting or wasting of cor-
porate assets by the majority, together with consideration
of what is equitable to the parties as individuals and good
public policy, that an observer begins to understand why
other undiscounted values might, on balance, be the bet-
ter remedy.

Friedman v. Beway Realty Corp.

The Beway35 decision is not a § 1118 case, but since the
Court of Appeals expressed in the opinion that “there is
no difference in analysis between stock fair value deter-
minations under Business Corporation Law § 623, and
fair value determinations under Business Corporation
Law § 1118”36 the case is relevant to our discussion. The
case involved petitioners who voted their shares against
the consolidation of nine corporations invested in real
estate into a single partnership. The petitioners timely
elected their appraisal rights under § 623 and asked the
Supreme Court to determine the fair value of their shares.
The Supreme Court and the Appellate Division both
refused to apply a minority discount, but did apply a 21
percent marketability discount. The respondent’s expert
had recommended a 45 percent marketability discount
based upon restricted stock studies of minority common
shares, which the Supreme Court had adjusted down.
The Court of Appeals accepted the lower courts’” deter-
mination on the minority discount, but sent the discount
for lack of marketability back for a new and likely higher
determination.
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interest”40 in the corporation, that is, “what a willing
purchaser, in an arm'’s length transaction, would offer for
the corporation as an operating business.”4! Contrary to
the extensive support cited for the Beway court’s position
on minority discounts, there is no support cited for the
application of the marketability discount. However, the
Beway court clearly thought one was appropriate since it
sent the marketability discount back for reconsideration,
saying the Supreme Court erred in reducing the market-
ability discount to 21 percent.

As was the case with Blake, it’s hard to know if the
court believed: (1) because the sale of the entire company
would take several months a discount for lack of market-
ability was appropriate; or, (2) it should treat the interest
as controlling for purposes of considering the minority
discount, but as a minority interest for application of
the marketability discount. If the latter is true, the court
has created a value that doesn’t exist in the real world,
one that takes part of its characteristics from controlling
interests, and part from minority interests in private
companies. And this “split personality” of the New York
court approach is what appraisers find so confusing.
In valuing a particular interest, appraisers are trying to
simulate how a market would react to an interest offered
for sale. That interest can be either a controlling interest,
a minority as-if-publicly-traded interest, or a minority,
private interest. It can’t be two different types of interests
at the same time. Appraisers use discounts and premiums
to move the values indicated by the valuation methods
applied to reach the desired end point or “level of value.”



But the foundation upon which all the analysis is con-
structed is the nature of the interest itself, or the qualities
of the interest that have been defined (i.e., value a minor-
ity interest in a private company as its pro-rata share
of the value of the entire company). But the New York
courts in refusing to apply a minority discount, but then
applying a marketability discount suitable for a minority
interest, effectively are claiming the interest has attributes
of two different types of interests — it is both a controlling
and a minority interest at the same time. Although you
could define such a value, such interests don’t exist in
actual markets between unrelated, informed parties.

It is also interesting to note that the Beway court saw
no inconsistency in refusing to apply a minority discount
because it “would result in minority shares being valued
below that of majority shares”42 but allowed a significant
marketability discount which would yield a lower value
for the minority shares, exactly what it had just refused
to allow on principle. Allowing the majority to purchase
the minority shares at a 21 percent or 30.4 percent dis-
count from the value of the whole company would allow
the majority to elect to sell the whole company within a
few months with a significant profit on the discounted
minority shares they just purchased. From a broader per-
spective, it doesn’t matter what the discount is called; as
long as the majority can sell the company for more it is a
discount that violates the “mandate of equal treatment of
all shares of the same class.”43

Also of note is that almost all of the cases cited by
the Beway court in support of its decision not to apply
a minority discount also chose not to apply a market-
ability discount. Of the seven cases cited, five explicitly
addressed the marketability discount and declined to
apply it for the same reasons the minority discount was
refused.#* Of the two other cases, one could be interpret-
ed as declining to apply a marketability discount as well,
but the language isn’t explicit.4> The other case involved
the valuation of a 90.2 percent interest in a business in
a divorce and no marketability discount was applied.46
These five decisions, which include four state Supreme
Court decisions and one appellate court decision, saw
no reason to differentiate between a marketability and
minority discount as they both produce the same unequi-
table result, i.e., minority shares being valued below that
of majority shares.

A Broader Perspective

To be candid, valuing an asset whose value changes
depending on who holds it presents a thorny problem for
the courts. A review of dissolution cases from the highest
courts across the nation revealed a number of reasons
they were opposed to applying a marketability discount.
An often repeated reason was that applying the discount
would be contrary to the purpose of the statute, i.e., to
protect minority shareholders.#” Other reasons cited were
that discounts were not appropriate in inter-family trans-
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fers?8 or that discounts encourage corporate squeeze-outs
and shouldn’t be encouraged with a financial incentive.4
The Rhode Island Supreme Court in Charland v. Country
View Golf Club took the practical view that if the dissolu-
tion had been allowed to proceed, all the shareholders
would have received the same amount, so no discount
should apply.50 Finally, the Indiana Court of Appeals in
Wenzel v. Hopper believed that the dissolution proceeding
and buyout created liquidity for the minority sharehold-
er, so no liquidity discount was appropriate.>!

The courts that applied marketability discounts were
both unusual cases. In Munshower v. Kolbenheyer, the
Florida District Court of Appeal applied a marketability
discount relying “on New York case law as persuasive
in this matter”52 without any further discussion or com-
ment. In Balsamides v. Protameen Chemicals,>3 the Supreme
Court of New Jersey found itself in the unique position
of deciding what fair value meant when the oppressed
shareholder was buying out the oppressing shareholder.
The Balsamides court was convinced by the expert that
a marketability discount of 35 percent was appropriate
because the entire company could only be sold for the dis-
counted amount. The testimony of the expert that seemed
to convince the court was, from an appraiser’s perspec-
tive, doubtful. The expert stated that “whether you
apply a marketability 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
discount would be the same.”54 As discussed above, this
statement appears to contradict the fact that controlling
interests are much more attractive and marketable than
minority interests in private companies. Important in the
Balsamides court’s reasoning seemed to be that it didn’t
“want to afford a shareholder any incentive to oppress
other shareholders.”>5 And it is this consideration — the
incentives and penalties that the law provides for busi-
ness owners, investors and entrepreneurs — that brings a
much broader and, for some, a helpful perspective to the
marketability discount discussion.

There is an area of study in economics that seeks to
understand the role of entrepreneurs in the economy.
The most recent major contribution to this area of study
was by William ]. Baumol in 1990. He theorized that
entrepreneurial individuals (i.e., business owners) have
a choice to devote their labor toward private-sector
wealth creation (e.g., product innovation, moving pro-
duction to more profitable products), or toward secur-
ing wealth redistribution through political and legal
processes (e.g., lobbying government to protect their
industry, lawsuits).>¢ The former activities are viewed as
productive (creating new wealth) and the later as unpro-
ductive (redistributing existing wealth, and in some cases
destroying existing wealth). Oppressive behavior on the
part of majority shareholders seeking to squeeze out the
minority at a discounted price would fall into the unpro-
ductive category. Baumol hypothesized that how “the



entrepreneur acts at a given time and place [in history]
depends heavily on the rules of the game — the reward
structure in the economy — that happens to prevail.”>”
The “rules of the game” from an entrepreneur’s perspec-
tive include the legal and judicial system. Baumol went
on to propose that entrepreneurs are always present in
societies, but societies that don’t provide a “constructive
and innovative script” for them are likely to find their
growth atrophied.58 Although Baumol’s work is difficult
to prove conclusively, other authors have conducted eco-
nomic research that supports his theory.>?

Seen from the entrepreneurial economist’s perspective,
oppressive behavior of majority shareholders should, at a
minimum, not be rewarded with the opportunity to pur-
chase minority shares at a discount. This would qualify as
behavior that does not create wealth or contribute to the
growth of the economy as a whole. Further, some oppres-
sive behavior by majority shareholders does not appear
much different from theft (e.g., grossly excessive salaries,
the individual purchase of company assets well below
value) and should be discouraged.

Alternatively, there are unusual instances where the
oppressing shareholder is the minority. Imagine a sce-
nario where an unrelated investor buys the shares of a
family business from a minority shareholder at a price
that reflects both discounts for lack of control and market-
ability. The investor then engages in a campaign to pres-
sure the majority shareholders to purchase his shares by
alleging the majority takes excessive salaries and threat-
ening to disqualify the company for S-Corporation status
by transferring the shares to an ineligible shareholder.
If the majority is simply trying to operate and grow the
business in a fair manner, respectful of the duties to, and
rights of, all the shareholders, the behavior of the minor-
ity would be viewed as unproductive by entrepreneurial
economists. Again, considering the incentives structure
of the economy and society as a whole, it doesn’t seem
the oppressing minority should be rewarded for his
behavior through the purchase of his interest at an undis-
counted price, as it represents simply a redistribution
of wealth and no new wealth creation. In fact, from the
incentives perspective, one could argue the buyout price
for this investor should reflect both minority and market-
ability discounts, a similar value as it was purchased for.
Again, the instances where the minority shareholder is
the oppressor seem to be the exception.

The current New York statutory scheme is ill-suited to
allow for the consideration of shareholder behavior when
determining a remedy. Under NYBCL § 1118, the election
to purchase the petitioning shareholder’s shares is almost
always made before there can be any finding by the court
that there are grounds for dissolution under § 1104-a.
Once the election to purchase the shares is made, New
York courts have viewed their role as simply determin-
ing the fair value of the minority shares without regard
to shareholder behavior.?0 Such a statutory scheme, when

combined with New York’s rather consistent applica-
tion of a significant marketability discount, allows for
oppressive behavior on the part of the majority to be
rewarded. From an incentives perspective, the New York
statutory scheme and the courts are encouraging unpro-
ductive behavior on the part of entrepreneurs. Although
one could imagine a discounted value for an oppressed
minority shareholder is a remedy relative to receiving
virtually nothing on the open market for his or her shares,
from a broader perspective, it’s hard to imagine the New
York legislature intended to reward oppressive majority
behavior when it enacted § 1104-a and § 1118.

From an appraiser’s perspective, a flexible role for
discounts in fair value determinations in general cre-
ates uncertainty as each case has its own facts. Whether
discounts apply to the valuation may not be known until
after the appraiser has done his or her work. But this
uncertainty can be addressed by providing the court
values with and without discounts. As the application
of discounts is primarily a matter of law in any event, it
seems better to leave the discount decision to the court. If
the role of the courts is viewed as simply to contribute to
the “rules of the game” for entrepreneurs and investors
and to maximize wealth-creation behavior, the debate
of whether to apply discounts in shareholder buyouts
becomes a little less difficult. [
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