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Whole Is Worth Less Than Sum of the Parts

Net free cash flows are defined as
net income, plus depreciation and am-
ortization minus capital expenditures.
These net free cash flows are dis-
counted over a five to 10 year period,
The discount rate is determined by
developing the company's weighted
average cost of debt and equity capi-
tal.

Terminal value is typically ex-
pressed as a multiple of the compa-
ny's net free cash flow in the final year
of cash flow, discounted to present
value at the rate used to discount the
cash flows.

Non-Going Concerns

Among the non going concern
forms of analyses, liquidation value
analysis may properly be used where
liquidation is in process or foresee-
able or where the company is worth
more dead than alive.

A second form of non going con-
cern analysis involves developing a
fair value balance sheet for the com-
pany in question. In such analysis,
each asset and liability on the compa-
ny's balance sheet is converted from
cost to market. From this value, dis-
counts for liquidation costs including
taxes, legal, accounting and appraisal
fees and the time it takes to liquidate
must be considered.

The company, or, in the case of a
diversified company, each affiliate,
must be valued using one or more of
the approaches just described to ar-
rive at freely traded minority interest
value,

To this vaiue, there may be, in the
case of control blocks, an addition to
freely traded minority interest value
in the form of a control premium
whose amount depends on the size of
the block, the attractiveness of the
company and other factors.

Control premiums are determined
by considering premiums paid in
sales of control of companies in the
same or similar SIC code as the sub-
ject company at dates as close to the

- valuation date as possible or, absent
such data, control premiums more
generally applied.

While premiums from zero to in ex-
cess of 100 percent may be found,
control premiums for publc compa-
nies are often 30 percent-50 percent in
excess of freely traded minority inter-
est value,

Smaller premiums are often found
when valuing controlling-Interests in
private companies, presumably be-
cause of the limited marketability of
the shares of such companies.

In the case of minority non-control-

ling interests, a discount from freely
traded minority interest value for lack
of marketability and minority interest
often attaches.

One means by which to quantify the
discount is to examine the discounts
observable in private placements of

minority interests of publicly traded

stock.

While a wide range of discounts and
occasional premiums are seen, the
median of such discounts are most
often 20 percent-30 percent from the
freely traded minority interest value,

However, since the companies stud-
ied in these private placements are
public, such placements typically
come with registration rights and the
ability to sell under Rule 144. Thus,
minority interests in closely held
companies often carry higher dis-
counts, often 35 percent-40 percent
from freely traded minority interest
value, to take into account the inabil-
ity of holders of such interests to avail
themselves of the liquifying features
resulting from registration rights and
the ability to use Rule 144.

Diversified Company

In the case of diversified compa-
nies, freely traded minority interest
value may properly be reduced fo re-
flact the fact that the hypothetical
buyer of the block of stock in question
is unlikely to equally desire each cor-
porate affiliate.

Assume hypothetically Lorco, a
company with three wholly owned
subsidiaries, Luxco, a lighting equip-
ment manufacturer, Landco which
owns commercial real estate and
Lesco which leases railway boxcars.

Each of Luxco, Landco and Lesco
should be valued using the method-
ologies described above, with parent
company expenses allocated to each
as a percentage of revenues, profits or
assets to arrive at freely traded minor-
ity interest value. i _

However, it is unlikely that any buy-
er of all of Lorco would have an equal
interest in Luxco, Landeco and Lesco
because their businesses-are so
diverse, .

Given this fact, such a buyer might
atternpt to sell off the asseis of the
companies in Lorco that were unwant-
ed. In disposing of such assets, the
buyer would: (i) assume the risk of
not realizing the pro-rata value in
Lorco on the sale of one or more of
Luxco, Landco or Lesco; (i) incur fe-

gal, accounting and pthet cosis.in the

disposal process; (iii) lose:the. time '

value of money between the time he/
she paid for the shares, of Lorco and
the time a disposition of one or more
of its subsidiaries teok place; (iv) be

compeiled to devote management
time in the disposition process and
thus be unable to allecate it to other
productive activities. '
Alternatively, a buyer prepared to
keep Lorco as he/she found it, would,
in the real world, pay less than the
sum of the values of Luxco, Landco
and Lesco, because not ali of these
companies were equally desired and
because most investors prefer single
line companies to conglomerates.

Discount

Given the disabilities described
above, it is appropriate to discount
the freely traded minority interest val-
ue of Lorco due to its status. Over the
better part of the past 20 years, most
diversified companies have sold at
discounts to single-line companies.

With some conspicuous exceptions
such as General Electric, the financial
world has abandoned the 1960’s
mergers and acquisitions premise that
diversification creates increased val-
ue, a theory that works well when one
buys a portfolio of securities for in-
vestment but which has generally not
worked well in instances where con-
troi of entire companies is involved,

That the whole of a diversified com-
pany is often worth less than the sum
of its parts was borne out in the LBO
movement of the 1980’s when KKR’s
of the world could sell off acquired
assets, pay down deal debt and still
have significant corporate assets left
at the end. :

A means by which to guantify the
discount for diversified company sta-
tus is to compare the pricefearnings,
price/cash flow and market/book val-
ue ratios of the Value Line Diversified
Companies, a proxy for, diversified
companies versus the S&P 500, a.
proxy for single line companies at the
valuation date. While results will vary
at different valuation dates, discounts
of 10 percent-30 percent would not be
untypical. From the figure thus de-
rived, an appropriate premium or dis-
count should be taken.

Conclusion

Valuing equity interests in closely
heid companies for matrimonial pur-
poses or indeed for any purpose is
compiex. The valuatar may find that
wheny valuating a diversified company,
an appropriate discount may be appli-
cable, Thus, the non-titled spouse will
see the sum of the marital assets
worth less than its individual pieces,
While this will surely raise eyebrows
(some ire, too) it is the practical re-
sult of a proper valuation.

. spvsernasnarp @ acenarcapossp

1) hic-wit esually depend upon whether any
fluctustion In value is due to the effons of either
tpouse. See, for example, Creenwgld v. Green-
wald, 164 ADZd 706, 565 NYS2d 494 (Ist Dep't
1991); Helne v. Heine, 176 AD2d 77, 580 NYS2d
231 (1st Dep't 1952). )



