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AT A

Appraiser’s Notes Become Key Evidence in Finding Breach of Corporate
Fiduciary Duty

Farndale Co., L.L.C. and Val Participations, S.A. v. Folco Gibellini and
Accuma, S.p.A, SA, 2006 N.C. App. LEXIS 423 (Feb. 21, 2006)

Analysts most always keep meticulous notes, which usually stay in their files.
But should a client later face a lawsuit based on allegations relating in any
material way to the analyst’s valuation, those same perfunctory, proficient notes
may start to smoke.

So it happened in Farndale, which concerned a $2.8 million loan from plaintiffs|
(minority shareholders) to defendant Accuma and its controlling owners. When
the company failed to repay, the plaintiffs sued, prompting Accuma to
investigate issuing additional stock to raise money. Based on an appraisal at
the time (1998), Accuma’s directors proposed to issue over four million shares
at approximately $1.35 per share, for a total recapitalization of $6 million.
Plaintiffs chose not to purchase any of the newly-issued shares, which the
defendants bought instead, effectively giving themselves 99% of the company
and “squeezing” the plaintiffs’ interests to 1%.

Analyst’s notes indicate instructions from client
Defendants had hired Charles Vance (formerly with First Union Bank’s
business valuation group) to conduct the 1998 appraisal; at trial, Vance testified
that Accuma had instructed him to determine the fair market value of the
company as of December 31, 1998, to calculate the appropriate price per share
and the number of shares that would constitute a $5 million block of shares




(which the company later revised to $6 million). Vance submitted his report in
early 1999, valuing the company at $600,000; Accuma never asked him to
revise the valuation, even after its profits increased that same year.

Vance also testified regarding his notes, taken during the valuation process,
explaining that Accuma had asked him to calculate the dilutive effect on
minority shareholder ownership under various scenarios. His notations
included that one “might pay too much for an ownership interest,” and
referenced an “iterative process of trial and error to get point of ownership.”
He’d also noted that “the existing shareholders will maintain a minority interes
in the company so you cannot get 100% unless they sell to you;” and finally,
“want high 90%,” “no more than $6,000,000,” and “5.6 to 6.0 scenarios.”

In response, one of plaintiffs’ experts, Michael Paschall, ASA, CFA, J.D.
(Banister Financial, Charlotte, NC) alleged that defendant’s report had: (1)
relied on inconsistent methodologies, one of which calculated the company’s
value at $5.6 million and the other at $600,000; (2) contained unsupported
projections and assumptions; (3) failed to consider offers to purchase Accuma,
including one by its former president of $8-10 million in 1997. Paschall also
testified that the reduction of plaintiffs’ percentage ownership to less than 1%
was mathematically dependent on the $600,000 as opposed to the $5.6 million
valuation. This supported plaintiffs’ allegations that defendants had selected
the number of undervalued shares the company would offer to reduce the
plaintiffs’ interest and increase their own, in the likely event that plaintiffs
would not exercise their preemptive rights, given the “soured” relationships
between the parties.

At trial, the jury found that Accuma had breached its fiduciary duty of good
faith and fair dealing to protect plaintiffs’ minority interests. On appeal, the
Court of Appeals agreed that the company had issued the shares at a price
significantly below their true value; and that it had ignored information
including an upturn in profits, which might have justified a higher valuation.
Also key in its decision: The Court cited the analyst’s notes regarding the
company’s instructions to calculate the dilutive effect of different capitalization
scenarios, thus pointing the smoking gun not at the analyst, but at the defaulting
parties.

For the full case abstract go to: http://www.bvresources.com/asa
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