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In the course of a comprehensive review of discounted cash flow and other 
valuation methods, Mr Brown argues for a greater acceptance by Australian 
courts of discounted cashflow as a valuation method in appropriate litigation 
on investment decisions. 

Introduction Methods currently accepted by Australian 
^ x , ., ,. , r , courts rely on some tangible evidence, such as 
Cours decide disputes on the facts and p a s t e a r n i n g s a n d / o r realisable value of the asset, 

circumstances of each case Certain casesrequire D i s c o u n t e d c a s h flow a n a l y s i s t o s o m e e x t e n t 
evidence of the worth or value of assets • No one r d i e s Q n j e c t i t h e t i n t o t h e f u t u r e . 
can categorically state that the value of an asset 
is $Y. The best evidence of value available is the T h i s a r t i c l e l o o k s a t whether there are too 
prevailing market price. For example, the value m a n y unknown items which have to be taken 
of a BHP share is what is offered for it on the account of in discounted cash flow analysis for 
stock exchange. Where there is little or no market c o u r t s t 0 a^P1 t h e technique as a method of 
value readily ascertainable, the best form of valuation. The conclusion reached relies upon the 
secondary evidence is the opinion of an expert. decisions on valuation methods in Canadian, 
Over the past 30 years a theory of value to American, British and Australian courts, 
determine the value of an investment decision has 
been developed by researchers in finance theory. j^e Concept of Value 
The technique is known as discounted cash flow 
analysis. Using discounted cash flow analysis, the Much has been written about the concept of 
value of a project is said to be the sum of its net value in the literature of economics, finance and 
cash flows discounted to a present value. Since law. Value is a question of perception. What is 
discounted cash flow analysis is used by most value for one person may not necessarily be value 
large corporations as an aid when investing in for another. Value depends on what is being 
any project, the question arises: would an valued, when the valuation takes place, the 
expert's opinion of the value of an asset derived method chosen and the quantity of the asset 
from discounted cash flow analysis be an being valued. 
acceptable method of valuation for an Australian However, for assets to be traded, a value must 
court? be determined between buyers and sellers. The 

larger the market and the more efficient the * I' ECutL'B' (Syc'i- M' Ap,p·Fin· (^a c q 0 , Afs?cJa!e*' market, the more one can rely on the market-Parish Patience, Solicitors. Lecturer (part-time), LL .M. , . , , 2 
and S.J.D. Programmes in Corporations and Securities, determined value . 
University of Technology, Sydney. 

1. The term ' 'asset" throughout the article means a piece ~"~~ 
of property which has the possibility of earning revenue 
for the owner , such as a share, land, a business or a 2 . Another term which could be used to define a market-
company , determined value is ' 'price". 
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The purpose of a valuation will affect and However value is determined it is rarely a 
determine the method chosen.3 One method of "fact" in the sense the term is normally used, 
valuation is not necessarily better than any other. A fact is a statement of what actually happened: 
Each has its own special purpose where it has a I saw the accused hit the deceased. A valuation 
comparative advantage over the others. In is not a factual assertion in this sense. It is an 
determining the value for insurance purposes, for opinion given by a person who holds himself out 
example, the owner is not concerned with the as having experience in an area over and above 
book value of the asset, nor necessarily its market that of most people. 
value, nor the liquidation value What is relevant E y e r s ¡ n c e t h e 1 6 t h c , E H s h c o u r t s 

to the owner is the cost of replacing the asset if h a y e p e r m i t t e d e x p e r t e v i d e n c e t o b e a d m i t ted. 
e s r o y e * The circumstances in which expert evidence has 
Courts are required to determine the value of been admitted arise when matters of science or 

assets in numerous situations. The reasons courts specialised areas of knowledge and practice are 
have been required to determine value are: to required for the court to rely upon and come to 
resolve questions concerning the sale and a decision on a particular factual issue, 
purchase of businesses; to determine the financial C o u r t s , ^ a b o u t y a l u e a n d v a l u a t i o n 

terms under which an existing partner is bought m e t h o d s a r e ( ^ } d e t e r m i n e d f r o m 

out or admitted to a practice; as an indication p e r s o n a l k n o w l e d g e o r e x p e r i e n c e of the tribunal 
of security when obtaining or advancing finance; £f f ( d t f l h * *a j u d s i u i a l o n e ) 
to determine the value of assets to be divided in f ^ ¿>¿ ¿ j ^ ^ ̂  œun 
divorce proceedings; to determine whether £ ^ J n ^ l i t i t i o n / I n t h e o r y 
takeover offers are fair and reasonable; for ¿ rôl * f ^ w k n e s s ig t 0 a s s i s t ^ œmt 

corporate i n s t r u c t i o n and re-organ,sation; as a r r i y e . ¿^termination of the facts of a 
a basis for the assessment of stamp duty; to c a s e fo ^ Λ e y i d e n c e o f e a c h M ,s 

determine the value of shares to be sold or J t e n d s t h e c a u s e o f t h e 

purchased pursuant to orders of a court under » b w h o m t h e

 P

w i t n e s s i s c a l l e d . 
the Companies Code; to determine whether £ *i +u~ «i ̂  ~f A V _ A ~ + ^;+„ο**ο*> 

u u u · J x J - χ Consequently, the value of expert witnesses 
shares have been issued at a discount or premium ^ ^ y

fe d b ^ 7 F o r t h h r e a s o n ± e 

for the purposes of the Companies Code; to c o u r t § h a y e j e a l o u s l d e d Λ ώ d t Q b e 

divide property in deceased estates; to determine final b ^ f ¿*min[ng w h a t i s t h e v a l u e 
the value of a business being converted into a f a n a § s e t . dispute 8 

company; to determine the liability for capital 
gains tax; to determine adequate compensation The classic statement in Australia on the 
following compulsory acquisition of an asset; to nature and character of "value" was made by 
determine value of land for the purpose of rating Griffith CJ . in Spencer v. The Commonwealth:9 

and for land valuation appeals. 
"In my judgment the test of value of land 
is to be determined, not by inquiring what 

Courts' Views on Value price a man desiring to sell could actually 
In determining valuation cases courts have obtained for it on a given date i.e., 

determine value given the circumstances of each w h e t h e r t h e r e w a s i n f a c t o n t h a t d a y a 

case.4 The circumstances of each case are each 
case's own particular facts and the evidence of 
experts on the value of the asset in question. 5. Buckley v. Rice Thomas (1554) 1 Pl. 118 at 124-125; 

75 E.R. 182 at 192-193 per Saunders J. 
6. In this context we are not considering such special 

3. See Housing Commission of'N.S.W. v. Falconer [1981] judicial or quasi-judicial bodies, like Land and 
1 N.S.W.L.R. 547 at 570 per Mahoney J.A. and Valuation Councils. 
Commissioner of Succession Duties (S.A.) v. D. 7. D. M. Byrne and J.D. Heydon, Cross on Evidence (3rd 
Clifford's Executors (1947) 74 C.L.R. 358 at 373 per Aust. ed.), 1986, Butterworths, Sydney, par. 15.2. 
Dixon J. 8. Re Dalkeith (1985) 3 A.C.L.C. 74 at 81 per 

4. In re Bird Precision Bellows Ltd [1986] 1 Ch. 658 at McPherson J. 
662\ Leader v. Hycor Inc. 479 N.E. 2d 173 Mass. (1985). 9. (1907) 5 C.L.R. 418. 
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willing buyer, but by inquiring 'What would commercial thought, practice and 
a man desiring to buy the land have had to developments.13 

pay for it on that day to a vendor willing to 
sell it for a fair price but not desirous to sell?' Value in Finance Theory 
It is, no doubt, very difficult to answer such 
a question, and any answer must be to some I n «nance theory, purchases and sales in 
extent conjectural. The necessary mental efficient markets are zero sum transactions. If 
process is to put yourself as far as possible v o u P ay $ 8 5 ° f o r a b o n d w i t h a Promised yield 
in the position of persons conversant with o f 8 P e r c e n t > v o u e x P e c t t o receive over the life 
the subject at the relevant time, and from o f t h e b o n d c a s h inflows whose present value is 
that point of view to ascertain what, exactly $850. Your investment outlay ($850) 
according to the then current opinion of land equals the discounted cash inflows ($850). The 
values, a purchaser would have had to offer b u v e r does not gain value, the seller does not lose 
for the land to induce such a willing vendor v a l u e · The sum of the sale value minus the 
to sell it, or, in other words, to inquire at purchase price is zero. 
what point a desirous purchaser and a not An efficient market is a market where the 
unwilling vendor would come together.''1 0 buyers all have the same knowledge and 

information about assets. New information is 
The so-called test of Griffith C J . is equally rapidly disseminated to all buyers. Sales in 
applicable for rating purposes, stamp duty efficient markets occur at the fair value of an 
purposes and the valuation of company shares asset. Fair value does not mean ultimate future 
and businesses. The views contained in the classic value. It means an equilibrium price which 
statement are echoed throughout the common incorporates all the information available to 
law courts.11 buyers at the time the transaction occurs. 

It is clear from reading the classic statement The consequences of a market being efficient 
that, although stated to be a test, it is, rather, are as follows: 
a principle by which courts are to be guided in 
determining whether a method of valuation · G i v e n the level of information currently 
determines what is or what is not fair value.12 known, purchasers and sellers should trust 
Fair value, by definition, must be that value market prices as setting the fair value of an 
which rational parties, dealing at arm's length asset. 
in the market-place and being apprised of all the · The arrival of new information may change 
facts then available, would arrive at as the price the value of an asset. The change may either 
at which a sale would be consummated. Given increase or decrease the asset's value, 
the use of expert evidence by courts to fulfil their . . f . , f reflects all 
function to determine fair value it would not be S \ n c e ™e f

f

a i r v a l u e °? aV i o l " 
. . ^ 1 +u ++u ι u * ι relevant information then known, the value 

surprising to learn that the case-law about value , . . *., . .„ u u ' _ , / _ / „ 
X , . . û * c H · *u ι c (price) of the asset will change when and only 

and valuation methods follows in the wake of , ' . , · 
when new information arrives. 

· The value of an asset is a function of its risk-
return profile. A bond with a return of 10 per 

io. ibid, at 432. c e n t o v e r γι months compared with a bond 
11. In Australia see A. Hyham, The Law Affecting the „,uu +u* o««^ +~~™ U11* « ..Α+ιι,.*ι «f Q n û r ^ n t \/»L.n*;~» „f τ A - Λ * ι- tool τ o i o with the same term but a return οι o per cent Valuation of Land in Australia, 1983, Law Book Co. .„ . . _. . . r A . . 

Ltd, Sydney, ch. 2, for numerous Australian cases which W*U be worth more. The risk of not receiving 
echo the classic statement; for the U.K. see Minister for a return from each bond is the same. This is 
PwMc Works v. Thistlethwayte [1954] A.c. 475. For reflected in a lower value being paid to buy 
the American cases which echo the same classic the bond with 8 per cent promised return than 
statement see the Note, "Valuation of the stock under A, , , . . 1 Λ . 
appraisal statutes" (1966) 79 Harv. L.R. 1453, esp. at t h e b o n d Promising a 10 per cent return. 
1460-1463. 

12. For a discussion on this issue see the decisions in 
Melwood Units Pty Ltd v. Commissioner of Main 13. See S.S. Adamson, The Valuation of Company Shares 
Roads (1978) 52 A.L.J.R. 593 of the High Court and and Businesses (7th ed.), 1986, The Law Book Co. Ltd, 
the Privy Council reported at [1979] 1 All E.R. 161. Sydney, pp. 57-58. 
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• Buyers and sellers are economically rational. assess the value of proposed investment 
As such, the time value of money is decisions. Today the technique is being used as 
impounded in the value of assets. Bonds a method of valuation. (See Table 1, pp. 19-20.) 
which pay monthly interest are worth more The reason for discounted cash flow analysis 
than bonds which pay interest annually. Why? being a theoretically sustainable method of 
Because the interest received from bonds valuation is because the empirical evidence 
paying interest monthly can be reinvested supports the validity of the efficient market 
immediately and earn more interest. hypothesis.15 Accordingly, if the real world has 

• Today's values are the best estimate of future efficient markets, then people value assets in a 
values. Statisticians call the process where the rational manner consistent with the methodology 
best estimates of the next period's value is the employed in discounted cash flow analysis, 
previous period's value a "random walk". 
The term comes from the example used to The Compatibility of the Legal and Financial 
explain the process. If you see a drunk Views of Value 
walking randomly in a field and later you Until lawyers understand the concept of value 
wish to find where the drunk is lying in the u s e d -n W Q r l d m a r k e r r o f S o f j u d a r e 

field the place to set out to find him,s where , i k d b e m a d e F o r ¡ n s ¿Buckingham 
you last saw hirn^ Similarly in valuing an ^ & „ a n i o n case> staughton J. in 
asset, if value behaves strictly as a random d e t e r m i n i n g t h e {J¡u e o f s h a r e s c o n s i d e r e d t h e 

walk and if the on y information you have is f w h i* h h a s e r w o u l d ¡ r e a s a 

the value today the best estimate of next p ¡ , f l t / c a r n i n g s ^tio. The defendant's expert 
year s value is its value today. £ i t n e s s ( a n

8 accountant) s t a t e d t h a t t h e 
It is strictly imprecise to speak of shares and capitalisation rate used to value a company 

land values as following a random walk. The "clearly. . . cannot be less than the risk free rate 
value of shares and land are a wandering series o f return available on gilts".17 Staughton J. 
with shifts (or expected changes) in each period m a d e t h e following comment: 
but with a constant variability over time -Such „ d o k n o w w h h e w k h s u c h 

IZT* Ί . s u b

f

m a r t m

t

g a [ e · ^ ^ confidence ('clearly') that a purchaser would 
Í tr,nH of H T ' ™t accept a lesser yield when buying a a trend of increased growth in a company can . ^ K ^u u υ u* · · *u • Ä . . rrU

 6 ~ *u· · u .ι. private company than he could obtain in the be expected. The reason for this is because the JV , . * ' 
expected changes per period have a constant B ë ' * " ' 
variability; as such it is a safe bet to expect the what Staughton J., with respect, failed to 
trend to continue in the next period. understand is that the value of an asset is a 
Consequently, in looking at assets in an function of its risk-return profile. The return on 
appreciating market the random walk analogy a gilt-edged security (for example, an Aussie 
is not strictly accurate. To continue with the Bond) is government guaranteed. The return is 
analogy, if the drunk behaved as a submartingale therefore without risk (risk free), whereas the 
we would expect to find him in the same direction return on operating a business or company is not 
we last saw him but more likely than not some guaranteed. Investment in a company is riskier 
distance ahead of where we last saw him, rather than buying an Aussie Bond (risk free), 
than in any other direction. Consequently, no rational investor would invest 

By considering the consequences of efficient in a company if the expected return is no greater 
markets, a theoretically sustainable method of than the risk free rate of return. 
valuation has been developed. Initially, 
discounted cash flow analysis was used only to 

15. Weston and Copeland, op. cit., p. 454 and see R.R. 
14. R. Brealey and S. Myers, Principles of Corporate Officer, "Profit Forecasts in Published Reports'* (1985) 

Finance (2nd ed.), 1987, McGraw-Hill Book Co., 25 (May) Companies and Securities Bulletin 2-8. 
Singapore, p. 269 and J.F. Weston and T.E. Copeland, 16. [1986] 2 All E.R. 738. 
Managerial Finance (8th ed.), 1986, The Dryden Press, 17. Ibid., at 742. 
CVS Publishing Japan Ltd, Japan, ch. 13. 18. Ibid. 
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The value arrived at by the desirous purchaser Discounted Cash Flow Analysis as a Method 
and a not unwilling vendor in Spencer v. The of Valuation 
Commonwealth19 can be seen as defining in a .., ^ . , , . u . ,. Λ Λ .* „ o o U 

.. , +u .,.,. j u - u u - We now turn to look at what discounted cash 
practical sense the equilibrium value which brings Λ ι · · A U ·* · „ A *~ A^^^Í^^ 
« y . ,her Se„e,s and purchase,, i» ,he mar.e, " ^ ^J°LX1Ü a°„d ' K 
The seller is happy to sell as he gets in money , , , , . u , n^n+J, 

+u ««r · ι » fu- • ^u u bonds and businesses can have a value greater 
terms the "fair value of his asset. The buyer . ^u r +u · ΛΛ«ο*;*,1Α«* ^o^c is haoov as he oavs a "fair orice" for the asset t h a n t h e S U m ° f t h e i f c o n s t l t u e n t P a r t s ' is happy as he pays a tair price tor the asset o m p a n i e s create value by combining the 
(as at the time of purchase he expects to receive j A *u ι *u i , u Α™~Ι™Ο«Λ 

over the life of the asset cash inflows equal to Products they make the P ^ . ^ . ^ ^ 
the oresent value of the orice he oavsi As the tangible assets they own. This ability to create the present value ot the price he pays). As b l l e d << g o o d w i l l >> o r nobody gains at the expense of the other, the .. . A. , ,, 20 ι . o · ^ + .. "organisation value Vo 

value is fair: a zero sum transaction. & 

Given the compatibility of the courts' concept Any asset earning positive cash inflows in 
of "value" with that found in finance texts — excess of the value of its constituent assets (book 
and in particular the compatibility with how value) creates value. The quantification of how 
value can be determined — is the discounted cash much value is created can be determined by 
flow method of valuing an asset an acceptable discounting the net cash flows back to a present 
method for ascertaining value in Australian day monetary lump sum equivalent. The 
Courts? monetary lump sum equivalent is the present 

The remainder of the article concentrates on value of the individual future receipts. To 
the methods of determining the "fair" value of understand the concept of present value, it is 
an asset, centring on discounted cash flow helpful to look at the concept pictorially. Figure 
analysis and showing situations when discounted 1 (infra) shows the cash flows of a seven-year 10 
cash flow analysis yields better results than per cent bond. The capacity of each container 
competing methods. is the nominal amount of the cash flow to be 

Figure 1. Cash Flow and Present Values of a Seven-year 10 per cent Bond 

P 

m 
, IH IH Hl Hi IH ¡11 wk 

19. (1907) 5 C.L.R. 418. 20. Weston and Copeland, op. cit., η. 14, p. 683. 
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received at a future time. The shaded area of * What are competitors doing or likely to 
each cash flow represents the present value of do? 
that cash flow. The sum of the shaded areas is . Disc0unted cash flow analysis can accommo-
the total present value of the 10 per cent bond. d a t e a r e a l c o s t appr0ach or a monetarist (or 

An essential feature of the discounted cash nominal) approach. Either approach can be 
flow technique is that it explicitly recognises that accommodated by either using a real cost of 
a dollar today is worth more than a dollar next c a p i t a l o r a nominal cost of capital as the 
year. This is because today's dollar can be discount rate.22 

reinvested during the intervening time. The ^. , , r , x 

discounted cash flow technique involves: # Since market value is a function of what an 
asset is expected to earn m the future and not 

• Estimation of the expected future cash flows what it has earned in the past, the future 
over the period being analysed (from income aspect of discounted cash flow analysis is 
and capital gains); preferable in determining the value of assets 

• Discounting such future cash flows at the i n markets with limited sales and purchases, 
company's cost of capital to reflect the risk · Discounted cash flow reflects the economic 
that the future returns may not eventuate; reality of investors looking at returns and 

• Serious consideration by the valuer of the level company values in terms of cash flow, not 
of future cash flows and the future earning accounting measures.23 Hancy and Jackson24 

potential of the asset being evaluated. The illustrate the importance of cash to investors 
valuer must implicitly take account of the r a t h e r t h a n accounting profit by noting that 
organisation value of an asset which historic companies which can pay fully-franked 
data cannot adequately handle.21 For dividends have premiums placed on their 
instance, the valuer should consider in minute s h a r e v a l u e · T h e premium arises because fully-
detail the future plans of a company. If the franked dividends provide a greater return, 
company plans to increase its market share by Earnings per share is not affected. Risk is not 
10 per cent over three years but at the cost of affected. The share price increases because the 
stretching debtors to attract customers and capacity to pay fully-franked dividends 
increasing stock levels to service customers, highlights the company's capacity to produce 
accounting profits would remain the same. An c a s h flows i n e x c e s s o f i t s n e e d s · 
over-simplistic cash flow would not reveal the · Discounted cash flow analysis makes specific 
problem either. The increased working capital allowance for market factors assumed to be 
requirements would put pressure on available implied in capitalising profits or dividends 
cash flow. It could be that the goal might only such as: gearing; management costs; 
be achievable in a way which reduces the acquisition costs; risk of shortfall in service 
overall value of the company. charges; dilapidations of plant, equipment 

• Discounted cash flow analysis forces the a n d buildings; lack of liquidity; prestige of 
valuer to consider the time span over which b r a n d names, trade marks, buildings 
returns greater than the cost of capital can be (occupation rights in the case of buildings); 
maintained. This thought process requires the c a P i t a l êainsî t a x e f f e c t s s u c h a s negative 
valuer to answer such issues as: gearing; income growth; amortisation of 
* TT . . . . . , . , , loans; and the incidence of taxation. 
* How large is the market in which sales 

growth is forecast? The most obvious and often quoted criticism 
* Will the market grow or will it decline as of discounted cash flow analysis as a method of 

substitute products enter? valuation is that the process is open to abuse 
-— from valuers overstating cash inflows and the 
21. T.Y. Hancy and D. Jackson, "Cash Flow Valuations 

— A Step Ahead" (1988) 65 (September) Companies 
and Securities Bulletin 5. See also J. Robinson, Property 22. See Robinson; Brealey and Myers op. cit., η. 14. 
Valuation and Investment Analysis: A Cash Flow 23. Brealey and Myers; Weston and Copeland, op. cit., η. 
Approach, 1989, The Law Book Co. Ltd, Sydney, in 14; Hancy and Jackson, supra. 
particular ch. 1. 24. Ibid. 
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rate of growth and understating the opportunity Australian courts have held that asset-based 
cost of capital to provide optimistic results. methods of value should be used when the return 
However, as Robinson points out " i t is obvious on investment of the asset is not a true reflection 
that [such] abuses apply to any form of of the earning capacity of the asset.26 However, 
valuation".2 5 when the asset is a going concern, asset-based 

Discounted cash flow analysis is not a valuation methods are not as appropriate as 
substitute for accepting market prices as the true discounted cash flow analysis. This is for the 
determinants of fair value. As can be seen by following reasons: 
looking at Tables 1, 2 and 3 (pp. 19-27) not only _ u ^ , ^ 1 · · ι f u · ™ ~ 
A +u + \ ui τ ι · The fundamental principle of business or do the courts accept comparable sales value as . .. .. . .u Γ . _ . . * A +UAUWU* ι . corporate activity is that an asset must be an accepted method by which to value assets, 1 ,̂ ., \ u _ ç .. ΛΛ„„+,·*„Α„* ,. *\u ! - 7 ^ ., . 1 * 1 worth more than the sum of its constituent finance theory also accepts that market values 4 .U1 . Ti.*u- * *u +u 

+ u •; , A + - - c · ι n . tangible assets. If this was not the case, then 
must be accepted as determining fair value. But I ,, , . * wi thout 
since the value of an asset is the discounted sum . .. , ., . * _ Ä . ^ ν «. u η c +u organisation value there is no purpose in of its net cash flows, proponents of the . 6 . . . + u ,, ^ ; . ,, Λ .. . A u n u ±u + -+ · investing in assets as they would not yield a discounted cash flow approach argue that it is .* f , >k f r e e„ / t f 
the only method of determining a theoretically r e u r n 1^1

 e x C e

f

S S 0 ^ t h e / 1 S k ™e

H ¿ll*Z * - ui +u A c τ *· return. No rational investor would take the sustainable method of valuation. . , r . A. . . . . * -r û risk of investing m a riskier asset if the 
Comparable sales or market methods of expected return was the same as he could 

determining value rely on valuing assets on receive from investing in risk free government 
readily available sales data which require few, b o n d s Conservative accounting principles 
if any, adjustments. For example, the value of e i t h e r d o n o t r e f l e c t t h e organisation value of 
a BHP share is the last sale price made on the a n a s s e t o r understate its value. Either way, 
stock exchange. The theoretical basis of the organisation value of, say, a company is 
comparable sales method is the notion that an n o t r e f l e c ted in its accounts. The reason for 
informed buyer will pay no more for an asset t h i s i s t h a t t a n gible asset-based valuation 
than he would be required to pay to obtain the methods focus upon historic values and fail 
same or a comparable asset. This is an to address the future income potential of the 
application of the efficient market hypothesis. a s s e t a s a g o i n g concern. 
Again we see how the concept of value in law 
and finance coincide. Unfortunately, not all * B o o k v a l u e s a r e heavily influenced by tax 
assets are in markets where market value is considerations whereas cash flow is not. 
readily determined. Consequently, methods · Accounts receivable as recorded in the books 
other than comparable sales must be considered. 0 f account may never be collected and this 
We now look at the alternative methods of misrepresents the fair value of the asset, 
valuing assets and compare them with the 
discounted cash flow technique. Proponents of tangible asset-based valuation 

methods correctly point out that the above 

Tangible Asset-based Methods of Valuation P r o b

K

l e n ! s c a " b e r e s o

t

l v e d

H

b > ; carefully examining 
9 the books of account and by revaluation of the 

_ .,. A , , . . r . constituent assets to current levels. However, 
Tangible asset-based methods of valuation in s u c h a t § ¡ n f a c t { a n i m p r e c i s e 

the main relate to book valuations and d i s c o u n t e d cash flow analysis. If going to the 
liquidation or orderly sale values of assets. t r o u b l e t 0 r e v a l u e t h e c o n s t i t u e n t assets and to 

The methodology employed is to value an asset dissect the accounts into their cash flow 
after deducting any debt and then reduce the net constituents, one may as well employ the full 
asset value by the cost of liquidation or sale of discounted cash flow analysis and be done with 
the asset. The net result is then the value of the j t # 
tangible asset. 

26. Commissioner of Stamp Duties v. Pearse (1951) 84 
25. Robinson, op. cit., η. 21, p. 146. C.L.R. 490, aff. [1954] A.C. 91. 
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Earnings-based Valuation Methods · The capitalisation rate, as for discounted cash 
flow analysis, is a rate derived from the 

There are three forms of capitalised earnings- analysis of sales evidenced in the market, 
based valuations. One of the three we have 
already discussed. Discounted cash flow analysis A review of the leading valuation texts and 
is a refinement of the more conventional cases reveals (see Table 1, pp. 19-20) that the 
techniques of capitalising earnings in the form capitalisation of future maintainable earnings is 
of maintainable profits, dividends or net rentals the most common methodology used in practice 
(in the case of land). Conventional capitalised to determine the value of assets with a potential 
earnings-based techniques involve the following to create value where there is little or no readily 
considerations: available sales data to use a comparable sales 

method. 
• Identifying the assets that are necessary to T h e m a i n ^ . ¿ ^ c o n c e r m o t h e r e a r n i n g s . 

provide the normal business income. b a s e d y a l u a t i o n m e t h o d s {s ^ t h e y d o n Q t t a k e 

• The assumption that assets surplus to account of economic reality as well as discounted 
requirements are sold. c a s h flow analysis does. The proponents of 

• The earnings capacity of the necessary assets discounted cash flow analysis argue that, just as 
are determined and referred to as the valuer must exercise his judgment in selecting 
"maintainable" earnings, accounting profit, the appropriate capitalisation rate in the light of 
dividends or rentals (as is appropriate). The such factors as a company's history, the degree 
maintainable earnings figure provides a of risk of the business, general trends in the 
benchmark income stream that is capitalised industry and the general structure of interest 
in perpetuity to determine value. rates applying to various classes of listed 

A r™ .. , r · · r ·*ι * ι companies, the valuer if allowed the freedom to 
• The time value of money is implicitly taken ^ * " F « » . 

^ o U ·* r · *u u u ι exercise his judgment on these issues should also 
account of by capitalising the benchmark . , . J. / A „ u 

;„^™^ P , r û n j exercise his judgment to answer such questions 
income stream. J O 

as: 
• The method takes account of the future 

income potential of the going concern by · How large is the market in which sales growth 
capitalising the benchmark. is forecast? 

• A perpetuity formula is used because: · Will the market grow or will it decline as 
* in the case of shares it is assumed that the substitute products enter? 

company will continue in perpetuity; and · What are competitors doing, or likely to do? 
* for land, as it cannot be destroyed, it will . 

continue to produce income in perpetuity; BV answering such questions the valuer should, 
,. , , . , , in light of the probability of the likely outcomes, 

accordingly, there is no reason to look at f o r e c a s t t h e expected future cash flows of the 
earning capacity of the asset over any shorter a s s e t b e i evaluated. As Hancy and Jackson 
? e n o d · 2 7 state: 

• In employing capitalised earning methods, it 
is necessary for the valuer to exercise his "Too many earnings based valuations 
judgment in selecting the appropriate employ historic earnings as a proxy for 
capitalisation rate in the light of the asset's future earnings with insufficient critical 
history, the degree of risk of the income flow examination."28 

of the asset, general trends in the industry, the . , 
general structure of rates applying to various I n supporting the view that conventional 
classes of listed companies and other relevant earnings-based methods do not take account of 
factors. economic reality as well as discounted cash flow 

analysis, Robinson says that: 
27.See Adamson, op. cit., η. 13, p. 52 and W.A. Leach, 

"Conveyancing and Valuation" (1959) 23 The 
Conveyancer 204-219. 28. Hancy and Jackson, supra, n. 21 at 3. 
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"In fact, in recent years, the assumption of As seen in Table 2 (pp. 21-25) no evidence was 
buildings lasting forever is wrong. Buildings found to indicate whether or not discounted cash 
less than 15 or 20 years old are being flow analysis has been considered by British or 
replaced or radically refurbished, and these New Zealand courts. Canadian courts as late as 
short periods and high future costs are being 1978 appeared not to recognise discounted cash 
ignored by the calculus of the conventional flow analysis as a method of valuation. In 
wisdom."29 Neonex International Ltd v. Kolasa Bouck J. 

stated:32 

Overseas Courts' Views on Discounted „ , , . 
Cash Flow Analysis "^. There are at least four ways of valuing 

shares in a company: 
In looking at overseas decisions on valuation , x __ . . _ , . , , 

we are able to make accurate comparisons <a> Market value: This method uses quotes 
between differences and similarities of approach f r o m t h e S t o c k E x c h a n ê e · 
taken by the courts in common law countries. (b) N e t a s s e t v a l u e : T h l s t a k e s i n t 0 account 
This is because the concept of value in t h e current value of the company's 
Australian, British, American and Canadian assets and not just the book value, 
courts is the same. (c) Investment value: This method relates 

As can be seen from Table 2 (pp. 21-25) to the earning capacity of the company, 
discounted cash flow analysis was discussed in (d) A combination of the preceding 
American judgments in the late 1950s. This is not three."33 

surprising owing to the growth of finance 
research and theory developed predominantly in I n 1 9 8 7 Canadian courts expressly approved 
the United States at that time. Initially, while o f discounted cash flow analysis as a method of 
recognising the concepts that the commercial valuation.34 The case involved dissenting offerees 
value of an asset consists of the expectation of i n a t a k e o v e r b l d · U n d e r Canadian law35 

income from the asset and earning potential is shareholders that do not accept a takeover bid 
far more important in valuing income producing b e c a u s e t h e o f f e r 1S i n t h e i r ° P i m o n t 0 ° l o w " e 

assets than the book value of the assets,30 e n t i t l e d t 0 a PP r o a c h t h e c o u r t t 0 determine the 
American courts took the view that, as between " f a i r v a l u e " o f t h e i r s h a r e s a n d h a v e t h e ? f f e J o r 

valuations based on a forecast of the future and Purchase their shares at the determined fair 
valuations based on actual figures, the actual value . 
figures methods were preferable. The dissenting offerees' shares were in a 

With the greater acceptance of discounted cash m i n i n ^ 0 0 F 1 P ^ ^ h hf ? a minin
+

g ! e a s e ' ™ e 

flow analysis by the accounting profession the company h a d d e ? d e d n ° l t 0 " T *.? 1 ^ ™ e 

case law in the United States on value and b o a r d negotiated with Cyprus Anvil Corp. for 
valuation has followed in the wake of this |t to make a takeover offer for all of the shares 
acceptance. In 1983 the Supreme Court of m the company The company was not a going 
Delaware approved the use of forecasts to arrive c o n c e r n a n d h a d n o n e t c a s h flow r e c o r d -
at value. The only proviso stipulated by the A t f i r s t instance, McEachern C.J.S.C.36 

Supreme Court was that the assumptions upon discussed three valuation methods: 
which the forecasts are based must be founded , , f , ,. , k 
upon facts and evidence available at the date of ( 1 ) M a ' k e t v a l u e i 0 r S h a r e s l i s t e d ° n a St0Ck 

valuation and not the product of mere exC a n g e ' 
speculation.31 

32. (1978) 84 D.L.R. (3d) 446. 
33. Ibid., at 453 per Bouck J. 

29. Robinson, op. cit., η. 21, p. 16. 34. Re Cyprus Anvil Corp. v. Dickson (1987) 33 D.L.R. 
30. Cottrell v. Pawcatuck Co., 128 A.2d 225, 229 and 232 (4th) 641. 

(1956). 35. Section 199 of the Canadian Corporations Act. 
31. Weinberger v. UOP Inc. 457 A.2d 701 (Del. Sup. Ct 36. Re Cyprus Anvil Corp. v. Dickson (1983) 40 B.C.L.R. 

(1983)). 180 at 190. 
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(2) Net asset value by appraisal and findings was in the range of $18.00 to $22.00 per 
negotiation; share. Whilst this was a high value, McEachern 

(3) Discounted cash flow. C.J.S.C, stated: 

On the facts McEachern C. J.S.C, held that "Having made these difficult choices, I feel 
discounted cash flow analysis was the only constrained, as was said by General Grant, 
available method because the shares of the t o l e t t h e c h iP s fal1 w h e r e t h e v mav> e v e n 

company were not on a stock exchange. Net asset t h o u S h t h e r e s u l t s s e e m v e r v generous to the 
backing was not appropriate, as — although it respondent. I say this because I do not think 
was put to McEachern C.J.S.C. by the offeror t h i s is t h e k i n d o f c a s e w h e r e a JudSe c a n 

that the offer price was negotiated on an arm's employ a discounted cash flow method and 
length basis (between the Board of the company t h e n a d J u s t t h e r e s u l t l f lt s e e m s t 0 ° h l S h o r 

and Cyprus) — his Honour held that the Board: t 0 ° l o w a s is permissible in personal injury 
or fatal accident cases . . . Further, I see no 

"Having decided not to develop the reason to change any of the factors in the 
properties, were anxious to sell to the only equation (except the question of the mill) 
buyer for whatever they could get. That is which were all so fully ventilated in a long 
not how fair value should be determined."37 trial. Cyprus Anvil says my postulated ore 

reserves are too high, but I think the figures 
Having determined that discounted cash flow suggested by Cyprus Anvil were too low, and 

analysis was an appropriate method of valuation, in s u ch circumstances one must make 
McEachern C.J.S.C. methodically discussed the choices."39 

factors which the parties had to consider to arrive 
at a discounted cash flow valuation. McEachern On appeal40 the majority, Lambert and 
C.J.S.C. closely looked at all of the relevant Hinkson J.A., did not disapprove of discounted 
factors (19 in all). He then made findings of fact cash flow analysis. They criticised McEachern 
on each point: ore reserves; metallurgy — C.J.S.C.'s judgment for blindly following the 
recovery of metal in the appropriate milling discounted cash flow method as the only means 
process; debt or equity financing; capital costs; of valuing the shares. The majority held that 
mining and mechanical divisions costs; mill McEachern C.J.S.C. did not consider "other" 
department costs; electrical costs; coal costs; factors in arriving at his judgment. These 
environmental control costs; general overhead "other" factors were that Cyprus Anvil Inc. was 
administrative costs; transportation to tidewater the only purchaser and, as a question of fact, it 
costs; terminal costs at Scagway; overseas freight would not have paid a price anywhere near the 
and smelter charges; trucking costs; mining plan total value of that produced by applying the 
costs; metal prices; exchange rate; tax discounted cash flow method. After referring to 
considerations and the appropriate discount rate decided cases the majority emphasised that the 
to be applied. problem in finding fair value is a special one to 

McEachern C.J.S.C. did not calculate the b e determined on the facts of each case. They 
value but allowed the parties to do so using the concluded: 
facts which he had determined His Honour's „ I t d e f i e s b e i r e d u c e d t 0 a s e t o f m l e s f o r 
judgment is a good example of the thoughtful s d e c t i a m e t h o d o f v a i u a t i o n , o r t 0 a 
process involved in making a valuation by using f o r m u l a o r e q u a t i o n w h i c h w m p r o d u c e a n 
discounted cash flow analysis. a n s w e r w i t h t h e i l l u s i o n o f mathematical 

In a supplemental judgment McEachern certainty. Each case must be examined on 
C.J.S.C.38 noted that the value calculated by its own facts, and each presents its own 
discounted cash flow analysis on the basis of his difficulties."41 

37. Ibid., at 191. 39. Ibid., at 228. 
38. Re Cyprus Anvil Corp v. Dickson (1984) 54 B.C.L.R. 40. Supra, n. 34. 

225. 41. Ibid., at 652. 
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Cyprus Anvil Inc. argued on the appeal that, as the "fact" that Cyprus Anvil Inc. was the only 
a matter of law, discounted cash flow analysis purchaser. Although appeal courts regularly hold 
should not be accepted as a method of that they will not overrule a finding of fact of 
valuation.42 The argument was rejected by the a trial judge lightly, the majority made no express 
Court of Appeal.43 recognition of the fact that they had to overrule 

Esson J.A., in dissent, was of the view that McEachern C.J.S.C.'s findings of fact to alter 
the trial judge found that the price negotiated the valuation as they did. 
between the major shareholders and Cyprus We have seen, by applying the discounted cash 
Anvil Inc. for the company was not that which flow basis even though the company was not a 
a not overly anxious vendor and purchaser would going concern, the value which resulted was a 
have arrived at. As a consequence, McEachern value which a rational economic investor would 
C.J.S.C. was required by law to determine the have accepted for its shares rather than waiting 
value of the shares. The price negotiated by the for the expected returns which the company had 
parties was not to be a relevant consideration, the potential to realise in the future. No one gains 
as the majority held. What was required was a and no one loses from the transaction. What 
price which rational economic parties would have better definition of fair value can there be? 
accepted as being fair. As the company was not Both parties at the hearing relied on 
a going concern the only available method left discounted cash flow analysis to argue their case, 
was that of discounted cash flow analysis. Once All McEachern C. J.S.C, did was to rely on the 
that method was chosen, McEachern C.J.S.C. evidence and make findings of fact consistent 
could not change his mind if he were to apply with the evidence. With respect, his Honour did 
the law. not abrogate his responsibility for determining 

On appeal, Cyprus Anvil Inc. also attacked the fair value of the shares on the facts of the 
McEachern C.J.S.C.'s judgment by arguing that particular case before him by using only one 
his Honour realised the potential of the property method to determine the shares' value. Rather, 
which is inherent in applying discounted cash he closely analysed the relevant facts and applied 
flow analysis. Esson J.A. also rejected this the only valuation method available to him. 
argument, because the mining lease only had Having done so he had to let the chips fall where 
value because of the potential to extract ore. To they might, 
determine the value it was necessary to make 
some assumptions as to its future potential.44 As Australian Court Decisions on Discounted 
Esson J.A. said: Cash Flow Analysis 

"The entire value of the property resides in T h e use of discounted cash flow analysis is 
its possibilities Discounted cash flow k n o w n t o Australian courts. See Table 3 
analysis is a process of assessing the (pp. 25-27). Unlike the Canadian decision in Ae 
possibilities."45 Cyprus Anvil, no Australian court has closely 

^- .u "*-u-1·* u * .u . analysed the use of discounted cash flow 
Given the compatibility between the concept / . T , . u- u A· +A U 

Λ<? ι · r- *u Α Λ ±u u +Χ analysis. In the cases in which discounted cash 
of value in finance theory and law, the better « , . u A A * r 
view of the decision in Re Cyprus Anvil Corp. J o w a " f 1 ^ 1 5 h a s JfPPeared, Australian court 
v. Dickson is, with respect, the minority view of h a v J either accepted it or rejected it on the expert 
Esson J.A. In order to reach their decision the evidence placed before them." 
majority of the Court of Appeal tacitly overruled 
the trial judge's findings of fact, namely, that 4 6 · T h e c a s e s w h i c h h a v e l o o k e d a t d i s c o u n t e d c a s h ñQyN 

the narties were not Healina at arm'* lenath ςη analysis in Australia in any detail are: Albany and Ors 
tne parties were not dealing at arm s length so v commonwealth of Australia (1976) 12 A.L.R. 20i; 
that It was not appropriate t o take account Of Reynolds v. Commissioner of State Taxation (W.A.) 

(1986) 17 A.T.R. 987; and Sanford v. Sanford Courier 
Services Pty Ltd (1986) 10 A.C.L.R. 549; 11 A.C.L.R. 
373. Each decision was decided by a single judge. Each 

42. Ibid., at 644. decision illustrates the need for lawyers better to 
43. See, in particular, per Esson J.A. at 667. understand the concept of value in order better to assist 
44. Ibid., at 668. expert witnesses in presenting evidence about value and 
45. Ibid., at 669. valuation methods in a logical and acceptable form. 
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The only High Court decision on discounted · the period of time over which the cash 
cash flow analysis is Albany and Ors v. would flow in from sales; and 
Commonwealth of Australia,47 a decision of · the appropriate discount rate. 
Jacobs J. The case involved the High Court N 0 t o n i y ¿id Jacobs J. reject the discounted 
determining the appropriate compensation for c a s h flow valuation for the unoccupied land 
land compulsorily acquired from Mr Albany because of the over-optimistic assumptions made 
(and others). The expert witnesses for Mr Albany by t h e plaintiff's expert witnesses, he rejected its 
(the plaintiff) valued his land at $8,500,000 on u s e because he was not satisfied that discounted 
the basis that the best use of the land at the date c a s h flow analysis was a suitable method to value 
of acquisition was for residential development. t h e unoccupied land. His reasons were: 
The method used was discounted cash flow 
analysis. u . . . I am not satisfied that this could be 

Mr Albany's land was in three categories: the a n acceptable method of valuation in the 
land which was not licenced (the unoccupied P r e s e n t c a s e · l e x P r e s s n o opinion upon the 
land); the land which he licensed for quarrying question whether or not, in other 
operations (the quarry land), and the land his circumstances and in other cases, a method 
house was on (the Albany house land). o f valuation by way of discounting the 

The defendant's valuers considered three anticipated cash flow is a proper method of 
me détendant s valuers considered three valuation of land. There is not sufficient 

alternative methods of valuation of the . . , u f _ _ , „ „ru:„u τ „ Λ 1 1 ΙΛ 
> A * Α τ? u ¿u A u A material before me upon which I could unoccupied land. Each method was based upon , , , ^ : „ : Λ Μ „ ^ „ *u:c • A * ui ι τ u r r j express a concluded opinion upon this 

evidence of comparable sales. Jacobs J. found \. A τ , _ ι ™ Γ+Ο^Λ „Ζ,~ rtftua •u« ~~ + X Λ ι · c .u matter. As I have earlier stated, none οι the 
the most useful analysis was from the , u Ά^^ Í^„*~* \Λ*. 
Aof^An„+> ι TU *u A +u ι valuers who gave evidence (except Mr 
defendant's valuer. The method was the value ^ . , x u

 & . T ,. . \ . X^U^A 
,~™*U-I,> A \A + *u A + c · •*· Fenwick) has previously applied this method 

upon the land as sold at the date of acquisition ~ , ;. *Λ A TUXL· ;«, „~ MAA™~~ 
. <,« . , A τ, A, r 11_ of valuation of land. There is no evidence 
in 31 separate lots. It was the most useful because ^u . + u ,. .. ~ . . . ^+U~A UO C o i * w 

*-r A *u A c .u 1 . 1 that the application of this method has either 
it utilised the evidence of the only truly · i_ · · A A η 
comparable sales i n t h e o r y o r i n e x P e n e n c e produced results 

, . . ' consistent with methods of valuation based 
In his judgment, Jacobs J. looked at the o n c o m p a r a b l e sales or on that method of 

discounted cash flow valuations of the plaintiffs valuation upon the basis of hypothetical 
experts. In doing this, his Honour said: subdivision which has, where necessary, 

" I have carried out this exercise in order b e e n a P P l i e d i n t h e p a s t · " 4 9 

to show how far wide of the mark was the T h e q u a r r y land was also valued using 
initial valuation of the plaintiff's valuers discounted cash flow analysis by the plaintiff's 
because of incorrect ^assumptions made as e x p e r t witnesses. In applying the methodology 
the basis therefor."4 8

 t h e valuers relied upon ascertainable evidence in 

The nature of the assumptions used by the a r r i v i n g a t t h e i r a s s u m P t i o n s t h a t : 

plaintiff's valuers were: · t h e licence would last 12/2 years; and 

• the probable time within which develop- # ^ e i ™ i m return imdca: the Kcence w ^ 
ment would commence and continue to $30,000 per annum. 

completion; J a c o b s j concluded: 
• the number of lots likely to be obtained 

from the subdivision of the lands; " I n m v opinion the approach of the 
• *u~ „~c+ ~r A 1 * 1 * plaintiff's valuers was the correct approach. 
• the cost of development per lot; L· . . . . CÍA* 

. * * The acquisition from an owner of land of 
• the prices likely to be obtained for the a n a s s u r e d r i g h t o f t h a t o w n e r t 0 r e c e ive 

various lots; 
49. Ibid., at 210. Mr Fenwick was one of the defendant's 

47. Ibid. valuers. He gave evidence that discounted cash flow 
48. Ibid., at 218. analysis was not appropriate in this case. 
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every year for 12Vi years a sum of $30,000, (2) a capitalisation of expected future 
results in the loss to that owner of that dividend stream by the second 
income over that period and he is entitled defendants, 
to be compensated accordingly."- R i s H o n o u r m a d e n o d e d s i o n b u t c a l l e d for 

The difference between the rejection of further evidence from the parties, 
discounted cash flow analysis for the unoccupied In his judgment Waddell J., with respect, 
land and its acceptance for the quarry land reflected a misunderstanding of the use of a 
demonstrates the following matters: valuation method based on capitalisation of 

earnings. His Honour held: 
• It is important for expert witnesses to rely 

on verifiable evidence in projecting future "Having regard to all these circumstances 
cash flows. Discounted cash flow analysis it seems to me that basically the plaintiff's 
makes explicit items which conventional shares should be valued by capitalising the 
capitalisation methods subsume as being expected dividend stream . . . on the 
taken account of in the discount rate. assumption that the emoluments provided 
While having the advantage of ensuring for the second defendants as directors had 
that all relevant considerations are been and would be on a commercial basis, 
analysed, discounted cash flow analysis The shares at that time would have had some 
requires that such considerations which additional value because of the possibility 
are extrapolated and projected are based that the business might be sold in a way 
upon evidence available to the expert which would enable the plaintiff to get the 
witness as at the date the valuation is to value of his shares on an asset-backing 
be made. basis."52 

• It is important for expert witnesses to be A s s e e n i n t h e d i s c u s s i o n on capitalisation of 
educated so as to be able logically to put e a r n i n g s m e t hods , the use of such methods is to 
their cases before the courts. v a l u e a c o m p a n y o n a going-concern basis. A 

• It is important for lawyers to understand c o m pany has an organisation value in excess of 
the foundations of discounted cash flow ¡ t s n e t a s s e t b ^ n g . χ 0 therefore consider the 
analysis to provide courts with sufficient -possibility that the business might be sold in a 
material upon which courts can express w a y w h i c h e n a b i e s the plaintiff to get the value 
a concluded opinion, bearing in mind that o f t h e s h a r e s o n a n a s s e t backing basis" as well 
judicial decisions on issues of fact, such a s t a k i n g a c c 0 l l n t of the earning potential is 
as methods of valuation, are in the main double-dipping. Such an error would be 
reflections and sanctioning by courts of overcome by a discounted cash flow valuation, 
established methods of valuation used in w h i c h w o u l d r e q U i re the valuer to analyse each 
practice by accountants, bankers and step, including the realisable value of the assets 
v a l u e r s · at the end of the valuation period, whilst taking 

In Sanford v. Sanford Courier Services Pty i n t 0 consideration the net cash flow of the asset. 
UdX an oppression of the minority action under BY breaking up the constituent parts of the 
s. 320 of the Companies (N.S.W.) Code, valuation process, nothing is missed or added 
Waddell C J . in Eq. was called upon to value t w i c e > whereas the subsuming of these concepts 
shares in a private company. In the first hearing ™ the conventional capitalisation of earnings 
his Honour had two methods of valuation put methods can lead to fundamental errors 

t 0 J1J1n. In Sanford53 the plaintiff's expert looked at 
what should be the notional distributable income 

(1) an asset-based valuation, founded upon f r 0 m 30 June 1984 to 30 June 1986 and capital-
realisable values of the company's iSed the average using a market-determined 
assets, by the plaintiff; and discount rate. 

52. Ibid., at 563. 
50. Ibid., at 231. 53. Sanford v. Sanford Courier Services Pty Ltd (No. 2) 
51. (1986) 10 A.C.L.R. 549. (1986) 11 A.C.L.R. 373. 
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The defendant's expert took notional income cash flow basis over a period of seven years.57 

from 30 June 1980 to 30 June 1984 and capital- It is apparent from Burt C. J.'s judgment that the 
ised the average, providing for the likelihood of Commissioner's valuation was rejected because 
increased profit by adjusting the capitalisation the expert called on behalf of the Commissioner 
rate. was "not an expert valuer",58 whereas the expert 

The plaintiff's expert relied on the convention- called for the appellant had been valuing 
al wisdom that the risk of the business downturn, businesses for about eight years, although not 
if it exists, is one which should be taken account on a full-time basis, 
of by the capitalisation rate. Again, we see by this decision the importance 

The defendant's expert (presumably relying on which courts place upon the evidence of expert 
empirical evidence derived from finance theory) witnesses. Since courts place such reliance on 
stated that, as there was no guarantee that the expert witnesses, then discounted cash flow 
company would continue to be profitable after analysis is preferable to the more conventional 
a period of five years, then an annuity would be earnings-based methods, even if only for the 
preferable. Waddell J. found in favour of the reason that it makes explicit those factors which 
plaintiff, relying on the plaintiff's expert are often subsumed by the conventional wisdom, 
evidence. As determined by the plaintiff's expert, By making explicit what the conventional 
the company's worth on a perpetuity basis was wisdom takes as implicit, the court is given a 
$89,075. Relying on the annuity formula and clearer and more complete picture and the means 
taking the discount rate of 20 per cent (being the more easily of identifying errors of judgment in 
one used by the plaintiff's expert) the valuation the evidence of competing experts. Such is not 
on the defendant's basis (although not stated in the case using a conventional approach, 
the report itself) would have been $53,277.73. 
There is a substantial difference between the two Conclusions 
results. The reason for this is that over a short 
time period the discounted cash flow approach T h e empirical evidence and cases reveal the 
is a more precise method. following matters: 

Waddell J.'s reasons for accepting the . Courts, when called upon to determine 
plaintiff s expert were as follows: t h e v a l u e o f a n a s s e t > d o s o o n t h e s p e c i a l 

"Clearly enough Mr Pinn's approach facts and circumstances pertaining to the 
would be appropriate if there was some a s s e t being valued, 
substantial measure of certainty about the · Substantial reliance is placed by courts 
size and duration of future profits . . . . upon expert evidence. 
However, it is not, in my view, appropriate · Courts have accepted discounted cash 
to the present circumstances."54 flow analysis as a method of valuation: 

TT r ι ι . XT , o , Albany and Ors v. The Commonwealth 
Unfortunately his Honour s use of the of Australia;» Re Cyprus Anvil Corp. v. 
conventional wisdom does not take account of Dickson 60 

the realities of economic life that growth does . D i s c o u l U e d c a s h flow a n a l y s i s i s n o t a 

not con mue for ever. At best five to seven years s u i t a W e m e t h o d o f y a l u a t i o n f o r e y e r y 

is a realistic period. valuation question. Like conventional 
In Reynolds v. Commoner of State capitalisation methods, it is a secondary 

Taxation (W A.)» the Court was called upon or alternative method of valuation/' It 
to determine the value of an assigned interest in 
a legal partnership. The Commissioner sought 
to value the assigned interest on a discounted 5 7 Seven years was chosen because this was the minimum 

time under which the tax law would permit the 
assignment to last if any taxation advantage was to 

54. Ibid., at 379. accrue to the assignor. 
55. See generally, Officer, supra, n. 15; Hancy and Jackson, 58. Ibid., at 991. 

supra, n. 21; Brealey and Myers; Weston and Copeland, 59. Supra, n. 46 at 231. 
op. cit., η. 14. 60. Supra, η. 34. 

56. Supra, η. 46. 61. Bennett v. The Valuer General (1973) 23 The Valuer 75. 
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has a comparative advantage however Projected figures must be based upon 
when looking at businesses which are a actual figures where possible rather than 
going concern whose tangible asset mere speculation, 
backing is not worth as much as the 
organisation value of the asset. In Although discounted cash flow analysis has been 
particular, discounted cash flow analysis accepted in Australia by a single judge decision 
is the only available method where the o f t h e H i ê h Court62, it is not generally accepted 
asset is not a going concern, there is no by Australian courts (see the other Australian 
history of earnings to derive a figure for c a s e s i n T a b l e 3> PP- 25-27). The reasons for this 
maintainable earnings and there is no appear twofold: 
evidence available to use a comparable ( 1 ) L a w y e r s a r e n o t s u f f i c i e n t l y f a m i l i a r 

sales method. w i t h t h ç d i f f e r e n t b a s i s a n d techniques 
• The proponents of discounted cash flow of discounted cash flow analysis as a 

analysis argue that investors look at cash method of valuation and the underlying 
returns rather than earnings on an concepts and problems of this method; 
accounting basis. Empirical evidence consequently, they: 
supports such arguments. „ ., , , . . . 

• fail to adduce to court s evidence of 
• Discount cash flow analysis is of more t h e method's acceptance in finance 

use when the time frame is less than 80 t h e o r y a n d i n p r a c t i c e ; and 
years. Given that no business f ... , .. . .. . . . . 
' .· „ .. ,. . e · fail to show that the method produces 
continually grows at the same rate for . f . . f a c c u r a c v 

80 years, or that the income producing resul t s. °* V 0 t ^curacy 
if f u ·υ· . Λ u* in consistent with comparable sales 
life of buildings today is between 10 . , . ., * . 

A *>n A . c .u where market evidence is non-years and 20 years and not forever, then . . . . „. . . . , . r i ν .· i f i existent, insufficient or irrelevant for for a more realistic appraisal of value , . 
discount cash flow analysis is preferable m e a s s e t i n <l u e s t I 0 1 1 · 
to the other methods. (2) Expert witnesses have not sufficiently 

• The seemingly greater objectivity of presented the method in a logical and 
conventional capitalisation of earnings acceptable form. 
methods is more apparent than real. As consequently, Australian courts have not been 
seen, the conventional capitalisation of i y e n s u f f i c i e n t m a t e r i a l o n w h i c h t o e x p r e s s a 

earnings methods subsume such issues * o n s i d e r e d i n i o n t h e u s e o f d i sc0unted 
as gearing, management costs, c a s h flow a n a l y s i s . W h a t i s r e q uired therefore 
acquisition costs, capital gains, tax i s f o r l a w y e r s and expert witnesses in the finance 
effects and income growth; whereas this f ¡ d d ( y a l accountants and actuaries) to 
is not true in the case of discounted cash e d u c a t e Q n e a n Q t h e r T h e , j o f e s s i o n 

flow analysis whose methodology ^ e d u c a t i t 0 b e c o m e f a m i l i a r w i t h t h e 

requires each to be specifically underiying c o n c e p t s and problems of discounted 
considered and a determination made by c a s h flow a n a , i s E witnesses require 
the valuer using his experience and value e d u c a t i o n o n h o w t o e s e n t e v i d e n c e i n c o u r t 
judgment. Moreover, by making the i n a ^ ^ a n d c o n v i n c i n m a n n e r . B y educating 
otherwise implicit explicit, errors in o n e a n o t h e r > b o t h w i l l b e able to establish to the 
judgment are more easily noticed and s a t i s f a c t i o n o f c o u r t s t h e acceptance of 

discounted cash flow analysis as a reliable and 
• Courts prefer to rely on methods of commercially accepted method of valuation in 

valuation which take account of actual theory and practice, thereby better serving their 
figures rather than forecasted figures. clients. 
This preference however does not render 
discounted cash flow analysis useless. 
Discounted cash flow analysis relies 6 2 . Albany and Ors v. Commonwealth of Australia, su?™, 
u p o n the past to project the future. n. 46, at 231 per Jacobs J. 
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