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This case presents a demand for a statutory agpfraiesponse to which
should be a daunting task for a law-trained judbe:statute in question requires
the Court—not either party through assignment ofi@en of proof—to determine
the fair value of a corporation. Here, the Pldimsi entitled to the fair value of her
interest in Hesco Bastion USA, Inc. (“*Hesco,” oe tilCompany”), which interest
was lost when Hesco merged with an affiliate. Tdmk is made more difficult,
perhaps, by the facts that the merger was notastrof an auction process, and
thus the market provides no guidance; that managepreduced no projections
for the Company in the ordinary course of businédss the Company was about
to lose the benefit of a license and patent cogeiti sole product; and that the
sales of that product, in part, are driven by ratdisasters, the frequency of which
are of dubious predictability. The results of nmakysis are below.

|. FACTS
A. The Hesco Merger

Hesco Bastion Ltd. (“HBL”), not a party to this &xt, is a United Kingdom
corporation that designs and manufactures “Conoertainits.? These rapidly
deployable barriers consist of multi-cellular wallstems built from steel wire
mesh coated with zinc-aluminum and lined with pobgylene geotextile, which

are designed to be filled with sand and rock t@terenobile barriers for military,

1 8Del. C.§ 262.
2 Pre-Trial Order at 2.



asset, and flood protectidn.The Concertainer units are stored accordion-style
(hence, presumably, the name); once deployed, dpeyate as giant sandbags.
HBL designs and manufactures Concertainer unitsiadeitof North America.
Prior to her termination in 2011, Petitioner Pa&itaidler acted as Company
Secretary, General Manager, and Managing DiredtbiBa..

In 2003, Hesco Bastion USA, LLC was created forghgpose of licensing
intellectual property from HBL in order to manufact and market Concertainer
products to non-military clients in North Ameritaln 2006, Stephanie Victory
became head of management at the LLC. On Feb24r2009, Hesco, the
corporation that is the subject of this appraisalcpeding, was incorporated in
Delaware, and the Hesco Bastion USA, LLC business mverged into Hesco with
little change to its ongoing management structurdwsiness. That business
included the assembly of Concertainer units at @mmpany’s Hammond,
Louisiana facility, but not manufacture of the campnts—the wire mesh, pins,
coils, or geotextile—required to assemble the Cdaweer units At its
incorporation, an affiliate of HBL, Respondent He®astion Environmental, Inc.

(“Environmental”), held a majority interest in Hesc

% Resp't’s Pre-Trial Answering Br. at 5.

4 Pre-Trial Order at 2.

® Trial Tr. 338:14-17, 339:12-16; JX 75 at 23.
® Trial Tr. 324:1-4.



To reiterate, as of the first day of 2012, thetreteships among the various
corporate entities were as follows: HBL and Envm@ntal were each wholly-
owned by the same party, as described in morel deetiaivw; Environmental held a
majority interest in Hesco; and HBL licensed to étests intellectual property
rights relating to the Concertainer units. Thateer was the Managing Director
of HBL, and held a minority interest in Hesco.

On January 26, 2012 (the “Merger Date”), Hesco wmasrged into
Respondent Environmental. Before and after thegkleiDate, HBL, Hesco,
Environmental, and several other entities bearlmgHesco name operated under
common control. Prior to September 2010, Britistrepreneur and inventor of
the Concertainer units, James William Heseldemjmet a controlling interest in
these entities; in September 2010, Heselden passay and his interests in the
group of entities were held by his estatin order to value the businesses in which
Heselden held an ownership interest, his estagel iNtichael Hughes, who in turn
commissioned BDO Seidman to evaluate the finarmosition of the individual
entities as well as the Hesco group as a wholee résulting reports included
Project Green, which detailed HBL's business planatquire Hesco Military

Products, an entity affiliated with the Hesco eesitout owned by its director, Leo

" Pre-Trial Order at 3.



Clifford;® Project Red, which set out HBL’s business plaadquire the minority
interests in Hesco; and Project Blue, which coidatecessary information for use
in the sale of the entire corporate group, once rtheority interests in the
individual entities were acquiréd.

In 2011, HBL terminated Laidler's employment due her alleged
involvement in shipping fraud. At that time, puastito a shareholder agreement,
Laidler retained a contractual right to compel Hese repurchase her shares. In
preparation for her exercise of that right, Hesmaght an opinion from Willamette
Management Association (“Willamette”) valuing Ladk stake in Hesco. On
November 18, 2011, Willamette issued its first adilon opinion (the “Fair Market
Value Opinion”), opining that the fair market valokHesco’s stock was $180 per
share. Laidler chose not to exercise her put agkhat time.

In January 2012, Victory, Clifford, and the Petm#y each held 10,000
shares of Hesco, a respective 10% interest. $hbdteafter, Victory and Clifford
tendered their shares in the Company to Environahefot $207.50 per share;
Laidler did not. On January 26, 2012, pursuarg@ el. C.8§ 253, Hesco merged
into Environmental. As of the Merger Date, Heseldeestate owned 100% of

Environmental, which in turn owned 90% of Hescothwthe Petitioner retaining

8 Trial Tr. 334:17-22.
%1d. at 540:10-541:10.



her 10% interes Because Environmental held a 90% interest in bleso
stockholder vote was required to consummate thet-&von merger. The
Petitioner—the only remaining minority stockholdef Hesco—was offered
$207.50 per share for her interest in the Companeclining that consideration,
on May 23, 2013, the Petitioner filed her Verifiedtition for Appraisal, pursuant
to 8Del. C.§ 2627
B. Floods and Other Disasters

Operating in the flood barrier industry, Hescalstomers primarily consist
of architecture and civil engineering firms as wagl governmental organizations
providing storm and flood protection. Accordinghliesco’s revenue is in large
part determined by natural disasters and otherhgeaelated events: the bigger
the disaster, the more revenue Hesco generateseeiue in any given year is
difficult to predict. As a result of fluctuations demand for Concertainer units,
prior to the Merger, the Company typically retairfgtten permanent employees,
who sometimes did not have enough work to keep tbecapied; at other times
the Company had so much work that it had to hisggaificant number of short-

term employee¥® Hesco never generated forward-looking projectiSrend the

19 pre-Trial Order at 2.

id. at 3.

21d. at 4.

13 SeeTrial Tr. 321:19-322:4 (“The number of employeesuid fluctuate depending on what the
demand for the product was. So we would have—wherbeginning eventually basically built
up to 15 core employees that we would, you knowgehao that if we did have to bring in more

6



parties dispute whether and to what extent weattlated events would have
continued to create demand for the Hesco produtthi Company continued as a
going concern. At trial, the parties pointed taeth events that significantly
impacted revenues in 2009, 2010, and 2011.
1. Howard Hanson Dam

In 2009, Hesco’s revenues totaled approximatel$ $dllion, $1.7 million
of which was derived from a single project, the HosvHanson Dam projett. In
January of that year, the Green River in Washingttate flooded, exposing
structural flaws in the Howard Hanson Dam. Thouglorked to make repairs,
“[t]he United States Army Corps of Engineers warnesidents that there could be
a one in four chance of a potential flood-leveleasle of water in 2010 and
suggested that barriers should be used as aminpeeicaution . . . ** As a result,
several companies with assets to protect, includeging;’ contracted with

Hesco to provide Concertainer units for use asidrarin the event the dam

employees, that we would have a core team that krewto assemble the product properly and
could train. So it fluctuated anywhere from 15aout 60 during the height of the 2011
production period.”)id. at 323:11-13 (“[E]ven when there wasn’t work, weul carry those
employees, just to make sure if we needed to, wllaip our best to respond.”).
11d. at 330:2-4;see also idat 330:9-17 (“[[]t's very difficult to predict whker it's going to
flood, and if it's going to be—what level of floadj would happen, if the hurricane—there’s—
you know, a hurricane prediction that comes oubteehurricane season, always, and sometimes
it happens the way they predict it and sometimeéedsn’t. So it's almost impossible to predict
when the floods are coming and if they’re goingaome, at what level.”).
12 Resp't's Pre-Trial Answering Br. at 20.

Id.
17 SeeResp’t’s Post-Trial Op. Br. at 18-19 (“Hesco’s béggsales during this project came from
the Boeing Company, which needed to protect a tflggmulator and a complex that houses
several national security defense programs asasetk critical data center.”).
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failed!® At trial, Hesco’s former CEO, Stephanie Victorgxplained that
providing Concertainer units to Boeing escalatddssiitom other companies in the
area, “just because people figure[d] that Boeinglh@one their due diligencé?®
As it turned out, those barriers proved to be uassary, since the Army Corps
finished repairs to the dam before any leaks catlseding. Once repairs were
made, sales “essentially stopped’—*[t]he opportytiasically ceased as soon as
the dam was shored up’”
2. BP Qil Spill

In 2010, the Deepwater Horizon oil rig explodedthe Gulf of Mexico in
what resulted in one of the largest accidental meadil spills in history. In that
year, Hesco generated $7 million in revenues frapeemental attempts to use
Concertainer units in the clean-up effort. Thesduided staking the Concertainer
units’ steel mesh baskets to shorelines and filthmgse baskets with hydrocarbon
capture powder—chemicals designed to solidify ailarder to “capture” the
spill—as well as deploying the Concertainer unitsng shorelines to create
barriers in order to prevent the spilled oil froeeping onto the shore. While the
latter effort represented a more traditional use tfe units* the former was

largely unsuccessful, as the Concertainer unitggargoor oil receptacles because

18 Trial Tr. 345:5-15.
191d. at 345:8-10.
201d. at 347:20-21.
1|d. at 356:10-15.



it was difficult to secure the Concertainer bask&isthe shoreline without
weighting them with rocks. Victory explained:

It was a very challenging project because our produheld in
place because of the fill material that is insidet @nd there wasn't
any fill material in it. And it wouldn’t rest oriné beach appropriately,
and the waves would come and it would get knockest.o

So they—the National Guard was assigned by thergovdo
come in and assist us in getting the units setanf, then they were
taking pieces of rebar and sticking the rebar itlte coils and
hammering it down, trying to get something to httildse baskets in
place.

So they would do that, and then the waves wouldecand the
scour would happen around the rebar, and the rebareu would go
sleep and wake up and the rebar’s up out of thieetas And so you’d
have to go back and you'd have to hammer it backndoand
sometimes the wall would fall over. And it's airmected. So when
one section would fall, it would fall for—you knovior quite some
period—it was a—it was a very high maintenancequfjo try and
keep in placé?

Victory opined that the Company would not likelyaliege future sales based on
that particular use of the units, explaining thiatwas highly experimental, and |
would argue that it's not—our product is not fit fourpose to be a fence cage to
sit on the shoreline”®
3. 500-Year Flood
In 2011, Hesco generated approximately $22.5 milliorevenues, largely
due to a “500-year flood"—declared a federal deaash three states—that

occurred along the Red River and Mississippi Rimethe western United States

221d. at 352:10-353:7.
231d. at 354:15-18.



and Canada. To minimize the extensive damage dabge flooding, the
Concertainer units were used as flood barriersutjinout the flooded region,
which included Manitoba and North Dakéfa. For example, in some
circumstances, Concertainer units were stackedoinnms three units high,
creating a twelve-foot wall that protected buildngpcated along the river,
including a convention center, medical center, laoigt|>> Many sales were made
as “premitigation” efforts, “stocking [] or installg [the units] in advance of the
flood, anticipating that a flood may occdf.” At that time, the Company had
trouble meeting the sudden demand for the prodbet:Company did not itself
manufacture the component parts of the units, aedcél was able to purchase
enough raw material only because “the [HBL] reguieats afforded [a
manufacturer] to dedicate lines only for [Conceréa] geotextile because of their
Department of Defense contraéf,’'and HBL permitted Hesco to draw textiles
from those dedicated liné%. The Company did not, however, seek to obtain its
own dedicated lines at that time, as it understtteeddemand generated by the

impending 500-year flood to be only temporary.

4 Resp’t's Pre-Trial Answering Br. at 21.
5 Trial Tr. 358:7-15.

26 |d. at 361:6-7.

7|d. at 363:11-13.

28|d. at 363:14-15, 19.
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C. South Carolina Manufacturing Plant

The parties dispute whether plans to open a matusfiag facility in South
Carolina as of the Merger Date reflected the “ofpegaeality” of Hesco, or HBL.
The Respondent contends that “the plan to openoduption facility in South
Carolina was for the purpose of serving the HBla{tis, non-Hesco] business and
its military sales, which as of the Merger Date ¢tebad no right to pursué? In
support of that position, the Respondent emphasimasHBL—but not Hesco—
maintained dedicated lines at unaffiliated productiacilities from which Hesco
was permitted to draw in very busy seasons—as twelb00-year flood in 2011—
but that in usual circumstances Hesco did not naotufe enough Concertainer
units to justify maintaining its own dedicated &7& The Petitioner, on the other
hand, contends that the South Carolina producaoitity was part of Hesco’s, and
not HBL's, business plan.
D. Expiration of Patents and Termination of LicemsRights

Lending to the uncertainty of future Hesco cashwélp in 2011, one
Canadian and two US Concertainer unit patents edpirPrior to the patents’
expiration, Hesco and affiliated entities were iegpl to actively enforce the

patent! as the simple structure of the Concertainer uniis easily replicable.

29 Resp't's Pre-Trial Answering Br. at 8.
% Trial Tr. 370:5-8.
311d. at 534:22-535:3.
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The Respondents contend that, not only were thoise neplicable—and in fact, in
late 2011, Leggett & Platt introduced their “Baate,® essentially a replica of
the Concertainer units—but there also existed several competing floodidar
products in the market, which competition woulcelikdrive down future Hesco
sales.

In addition to the expiration of certain patentslate 2011, HBL terminated
Hesco’s license to use the trademark “Hesco” im@se beyond 2012, as well as
know-how rights associated with the expired pat&etgond 20267 When asked
at trial why he made the decision to terminate d&stcense, Michael Hughes
testified:

. .. Because | had the contractual right to datssas the best thing |
could do for my business. And | was the directbHesco Bastion
Limited—or one of the directors of Hesco Bastiomlied, so what |
was doing was in the best commercial interests e$dd Bastion
Limited.

| accepted and realized that the impact of thahiygne looking
at Hesco Bastion USA would probably look at it islightly different
light in terms of what its value may or may not [0, yes, there was
going to be a collateral damage impact in the valug from my
perspective as the director working—and, in fadbe tonly
independent director—working at Hesco Bastion Leajtthat was in
the best commercial interests of Hesco Bastion teid?

32 The urge to pun seems to be irresistible in thedibarrier industry.
%3 Trial Tr. 377:5-15.

3 Resp't’s Pre-Trial Answering Br. at 10.

% Trial Tr. 533:4-19.
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After Environmental’s acquisition of Hesco, the\suing entity continued to use
the Hesco trademark, despite cancellation of tenBe in 2011. Hughes testified
that the new entity was operating under a new ‘@rdgreement:
Well, you—the verbal is | allowed them to continioeuse the name.
It continued, anyway, because it had a year thrdaghit had a year
through to probably October. When did we termiAat8o it had a
year through October 2012, and since then | haea loenscious we
need to put a full set of new agreements in place;all the IP and
know-how and trademark agreements are there. Andave
withdrawn, because | don’'t need to do it in anyeotivay, the need to
remove the name because | have effectively takendabmpany and
incorporated into a company that | have that hadrthme, anyway.
So | didn’t necessarily have to go and give anodggeement. If you
own the company and you own all the companies alreahpercent,
as we do within the group now, then | can call thehat | want and
change the names as | wih.
The Petitioner contends that the value of the tradk and know-how rights
should be included in the value of the Company g®iag concern because the
licenses were terminated for the sole purpose pfadsing the value of Hesco, as
evidenced by the fact that the surviving entity kastinued to use the licenses
despite their purported cancellation.
E. Expert Valuations
As noted above, the price offered to the Petitiomethe Merger was

$207.50 per share. Upon seeking appraisal, thgtidhet obtained an expert

valuation from Thomas Frazee of Frazee Valuatiofrdensic Consulting LLC,

361d. at 632:16-633:8.
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who, relying exclusively on a direct capitalizatimf cash flow method of
valuation, opined that the fair value of the Petigir's shares as of December 31,
2011 was $515 per share.

Prior to the Merger, Curtis Kimball of Willamettproduced for the
Respondent the Fair Market Value Opinion, opinimaf the Petitioner’s interest in
Hesco could be valued at $180 per share; that tiatusavas meant to produce a
price if the Petitioner exercised her contractughtr to put her shares to the
Company, included a minority discount, and wasndésl to reflect théair market
value—but not the going-concernvalue—of the Petitioner's interest in the
Company. After the Petitioner filed her VerifiecetRion for Appraisal, the
Respondent sought a going-concern valuation frolaWette (the “Fair Value
Opinion”), which relied heavily on a capitalizatiaf cash flow analysis but also
iImplemented guideline companies and guideline #&etens analyses, which,
taken together, estimated the fair value of thé&iBeér's shares at $322. Michael
Hughes, unsatisfied with that Opinion’s conclusidhen contacted Kimball
because he “felt that the report that [Kimball] gwoed did not adequately reflect
particular issues around normalized earnings tHaghes] felt were pertinent to

the case and pertinent to his valuatidh.To address those concerns, Hughes and

371d. at 578:7-10.
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Victory met with Kimball on October 8, 2013. Atal, Hughes explained that at
that meeting:
| indicated to him that | didn’t think that it wasppropriate just to
assume—or use the earnings as they were withirbtiseness as a
basis for determining what was maintainable gomgvérd. What |
did say was there were a number of what | perceitedbe
extraordinary events which ought to be taken intzwoant and
factored into his valuation in some shape or fobmt | gave no
direction on how that should be. 1 just felt itsmamitted. | thought it
was a manifest error in what he had done, andtlittedhould be
reflected in that repoft.
The October 8 meeting resulted in Kimball backing certain revenues that
former Hesco management indicated were “non-reagytiincluding revenues
generated by the Howard Hanson Dam project, the@iB&pill, and the 500-year
flood. Taking into account the newly “normalizegvenues, Willamette issued a
third opinion (the “Revised Fair Value Opinion”) ddctober 31, 2013, which
resulted in a decreased estimation of per shate\edbm $322 to $250.38. That
Opinion was the subject of the Petitioner’'s MotinrLimine, which | denied in a
bench ruling at the start of a three-day trial hmidJanuary 14, 15, and 16, 2014.

Accordingly, my analysis focuses primarily on FraizeSeptember 11, 2013

valuation opinion and Kimball's October 31, 2013/Red Fair Value Opinion.

% 1d. at 578:20-579:6.

39 After making minor corrections to account for He@astion USA, LLC's cash flows in 2009,
the Respondent submits that the fair value of tké&tiBner’'s shares is $256.20 per share.
Resp’t’s Post-Trial Op. Br. at 1.
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[I.ANALYSIS

Where a stockholder has been frozen out of a coynpw virtue of a short-
form merger, she may petition this Court for awgtaty appraisal pursuant to 8
Del. C.8 262, in accordance with which:

the Court shall determine the fair value of therebaxclusive of any

element of value arising from the accomplishmenexpectation of

the merger or consolidation, together with interdsany, to be paid

upon the amount determined to be the fair valuedetermining such

fair value, the Court shall take into account elevant factor§’
In undertaking the statutory responsibility to ddes “all relevant factors,” this
Court often relies on market and income approadiesaluation, including
comparable companies analyses, comparable tramssieénalyses, and discounted
cash flow analyse$;the Court has also considered the merger pricergtsu
from an arm’s length transaction as indicative air fvalue, at least where
alternative methods of valuation are unrelidBleStill, the Court may consider

“proof of value by any techniques or methods wharle generally considered

acceptable in the financial community and othensigmissible in court®

‘08 Del. C.§ 262(h).

1 Merion Capital, L.P. v. 3M Cogent, In2013 WL 3793896, at *4 (Del. Ch. July 8, 2013).

2 SeeHuff Fund Inv. P’ship v. CKx, Inc2013 WL 5878807, at *1 (Del. Ch. Nov. 1, 2013);
Union 111.1995 Inv. Ltd. P’ship v. Union Fin. Gra.td., 847 A.2d 340, 357 (Del. Ch. 2004).

3 Doft & Co. v. Travelocity.com Inc2004 WL 1152338, at *5 (Del. Ch. May 21, 2004jitig
Weinberger v. UOP, Inc457 A.2d 701, 713 (Del. 1983)).
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In an appraisal proceeding, the burden to establar value by a
preponderance of the evidence rests on both thitopet and the respondetit.
After evaluating the parties’ presentations, thisu@ may “select one of the
parties’ valuation models as its general framewank, fashion its own, to
determine fair value in [an] appraisal proceediftg.”

The parties dispute whether the merger price, etakalyses, or an income
approach to valuation are reliable indicationshef fair value of Hesco. | consider
each of those measures of fair value in turn.

A. Merger Price

As an initial matter, the Respondent suggeststbsiCourt should consider
the merger price set by Environmental as persuasiweéence of Hesco's fair
value. The Respondent contends:

Hughes provided evidence at trial about how thel detue was

reached and about the arms-length negotiations tibak place

between the Estate and Hughes as an “independentali’ acting for
Hesco Holdings, Inc. at the time, as well as treeptance of the price

by Clifford. . . . It is significant that real netgations occurred which
affected the price in a positive way for Petitigrees well as the other
shareholders. . . . Hughes’ suggested number,uliimdate revised

number, reflects the relevant information availadii¢he time and the
revised number was accepted by those with an stt@énereceiving
cash from the deé&f.

*M.G Bancorp., Inc. v. Le Bead37 A.2d 513, 520 (Del. 1999).
> Cede & Co. v. Technicolor, Ind384 A.2d 289, 299 (Del.1996).
“® Resp't’s Post-Trial Op. Br. at 40, 43.
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The Respondent here implicitly draws from my recdatision inHuff Fund
Investment Partnership v. CKi which | found that, in circumstances where no
comparable companies or transactions were avaitaldenduct a market analysis,
and where “a one-time, unpredictable, irreversid@d immitigable” event
rendered future cash flows indeterminable such #hafiscounted cash flow
analysis would have been particularly unrelialihe, merger price generated from
an arm’s length transaction where a full marketckh®ead been conducted was the
best available evidence of the fair value of thareh at issu&. That circumstance,
truly an arm’s length transaction, bears no resandd to the short-form merger at
iIssue here. Here, Hesco’s ninety-percent comigoitockholder itself determined
the price it would pay for the Company’s sole mityostockholder’'s shares, and,
pursuant to 8Del. C. § 253, consummated a merger transaction withoat th
minority stockholder’'s consent. Under our case, lavstatutory appraisal is the
sole remedy to which the Petitioner is entitfdand to defer to an interested
controlling stockholder’'s determination of fair ualin a transaction such as this
would render that remedy illusory. | thereforelohecto consider the merger price

in determining the fair value of Hesco.

*"Huff Fund Inv. P’ship v. CKx, Inc2013 WL 5878807, at *10 (Del. Ch. Nov. 1, 2013).
8 \Weinberger v. UOP, Inc457 A.2d 701, 703 (Del. 1983).
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B. Market Analyses

The Respondent also offers, as part of its expedport, a comparable
companies analysis, or “Guideline Publicly Tradedrpany Method,” as well as a
comparable transactions analysis, or “Guidelinegddrand Acquired Companies
Method.” A comparable companies analysis “entiduésreview of publicly traded
competitors in the same industry, then the germratf relevant multiples from
public pricing data of the comparable companies famally the application of
those multiples to the subject company to arriva ahlue,*® while a comparable
transactions analysis involves “finding similar nsactions, quantifying those
transactions through financial metrics, and apgjyimose metrics to the company
at issue in order to arrive at a vald&. The “true utility” of either approach ‘is
dependent on ‘the similarity between the compargy ¢burt is valuing and the
companies used for comparisof:”and “when the ‘comparables’ involve
companies that offer different products or serviege at a different stage in their
growth cycle, or have vastly different multiples,camparable companies or

comparable transactions analysis is inappropriate.”

9 Doft & Co. v. Travelocity.com Inc2004 WL 1152338, at *8 (Del. Ch. May 21, 2004).

% |n re U.S. Cellular Operating Cp2005 WL 43994, at *17 (Del. Ch. Jan. 6, 2005).

*1 Doft & Co., 2004 WL 1152338, at *8 (citinGray v. Cytokine Pharmasciences, .Ir2002 WL
853549, at *9 (Del. Ch. Apr. 25, 2002)).

>2 Merion Capital, L.P. v. 3M Cogent, In2013 WL 3793896, at *6 (Del. Ch. July 8, 2013).

1¢



Kimball’'s comparable transactions analysis consde“six companies
acquired from 2007 through the Valuation Date [thadllectively provide a
reasonable benchmark for purposes of comparisdthetro,” which transactions
“cover companies in the small and middle marketgh public and private®®
From those transactions, Kimball derived a pricmgltiple, based 80% on a
weighting of market value of invested capital to ITEBA among the selected
transactions, and 20% on a weighting of market evabfi invested capital to
revenue among the selected transactionslhat weighting entailed qualitative
adjustments based on “differences in size, scalesinbss similarities, and
profitability of Hesco to the underlying comparaldempanies,” as well as the
difference in “size and volatility of Hesco’s salasd earnings within its market
niche versus those of the guideline companiesdin times of business’”

Kimball’'s comparable companies analysis selectad tompanies within
Standard & Poor’s “structural metal” industry clifisation, including Leggett &
Platt, Inc., Moro Corporation, NCI Building System#c., and Gibraltar
Industries, Inc. Kimball conceded that “the seddcguideline public companies
are not exactly like Hesco,” and suggested that grevided a “relative basis for

cross-check comparison” only after “making adjusita&based on differences in

53 JX 75 at 42.
54

Id.
4.
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expected future growth and considerations of vdialdue to “the Company’s
dependence on flood problent.’Ultimately, Kimball concluded in his report that
“Hesco is not as similar to the guideline compamgsve would prefer, therefore,
this method was given relatively little weight imrofinal analysis,” and further,
that “the guideline merged and acquired companyhatetwas [also] given
relatively little weight due to (1) the data poiatgailable and (2) the comparability
of the transactions with Hesco’s specific line akimess, size, and other specific
factors;®” he similarly testified at deposition that “[ijn myeview of the
companies, again, | could not find a public comptrat had the kind of weather-
driven, event-related sales volatility that [then@mny] had,*® and conceded that
“[a]ll of [the proposed comparable companies] awebified companies, so to that
extent, they do have a much smoother and lessileotatvenue structure [than
Hesco].™

Because | find that the Respondent has failed tmodstrate that the

companies upon which its analyses are based dse domnparable to Hesco, |

*01d. at 48.

>"|d. at 50;see alsKimball Dep. 97:8-13 (“With the caveat that théseno ideally comparable

company in this particular case in this particidat of facts and circumstances, | felt that the

selection of the four were the best available irm#eof their manufacturing business that they

conducted.”)jd. at 99:3-4 (“None of these are great comps or es@essarily that good a comp
.);id. at 98:17-20 (testifying that a subsidiary of Letjge Platt involved in the same

business as Hesco generated only a “very, veryl gyeatentage” of Leggett & Platt’'s overall

revenue).

%81d. at 102:18-21.

*%1d. at 103:4-6.
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decline to rely on the Respondent’'s market appreschlrhough the Respondent
criticizes Frazee’s decision to rely “exclusively ¢the DCCF method without
performing any other analyses to confirm his restf it has not convincingly
demonstrated that the companies and transactiats ingts market analyses are
truly comparable such that they could provide aabé cross-check of the
Company’s value. Notably, in addition to the liatibns the Respondent’s own
expert indicated as detailed above, the Petitimrectly points out that in
Willamette’'s original Fair Market Value Opinion, mdball considered six
comparable companies, but in his Fair Value Opinanopped three companies
and added one, analyzing a total of only four camipie companie¥’ similarly,
his Fair Value Opinion analyzed entirely differé&r@nsactions than his earlier Fair
Market Value Opinioff? Further, the Petitioner’'s expert confirmed witedible
testimony that the companies and transactions @ Respondent’'s expert’s

analyses were not truly comparable to HeSco.

% Resp't’s Post-Trial Op. Br. at 24.
®L Trial Tr. 49:20-24.
%2|d. at 50:8-12; Frazee Dep. 347:1-6 (“But in a nutshlebse companies are not comparable to
HESCO in that they do not have exposure to the sawenue drivers that HESCO does. These
companies, they make building products. They atemthe business of anything close to flood
control barriers.”).
% Trial Tr. 27:10-11 (“They were—in my view, they reenot very close at all to being what |
would term to be comparable.”d. at 51:4-8 (“Q: In your opinion, is [sic] there any
comparables that have been identified that areogpiate to rely on?

A: Not that have publicly available information thaould rely on.”).
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Accordingly, although this Court recognizes thatisi preferable to take a
more robust approach involving multiple techniques. to triangulate a value
range,® | find that the comparable companies and transastanalyses are not
reliable indicators of fair value here, and declineadopt those analyses in my
valuation of Hesco.

C. Direct Capitalization of Cash Flow Analysis

Income approaches to valuation are premised ord#eethat the value of a
company is equal to the present value of its futagh flows. Both experts here
rely primarily on an income approach, the diregditzdization of cash flow method
of valuation (“DCCF"). The first step of this inee@ approach is similar to that of
a discounted cash flow analysis (“DCF”), but diffen that a DCF projects cash
flows over a horizon period and estimates a terhnvale at which cash flows can
be valued in perpetuity, and then discounts togmesgalue those cash flows over
multiple periods; a DCCF, on the other hand, egesia normalized level of cash
flows in perpetuity and divides those cash flowsalapitalization rate to estimate
the present value of the busindssA DCCF is employed in two steps, by (1)
determining a normalized figure for annual cashwfioin perpetuity, and (2)

calculating a capitalization rate by which to d&vidash flows.

®4 See Merion Capital, L.P. v. 3M Cogent, [2013 WL 3793896, at *5 (Del. Ch. July 8, 2013)
(citations omitted).
®® Trial Tr. 695:12-15.
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Though DCF is more prominently employed in Delawappraisal
litigation, both parties’ experts opine that emphgya DCF is not feasible here
because Hesco’'s management never made cash flgactwas in the ordinary
course of its business. | assume, therefore,ubatof the DCCF analysis is the
appropriate method for determining the presentevalithe Company based on
income. Due to the lack of comparable companiesamsactions upon which to
base an analysis, and the lack of management pasjeaipon which to conduct a
DCF, | find that the most reliable indicator of favalue here is a direct
capitalization of cash flow analysis, and accortyinglace 100% weight on the
following DCCF calculation. Because | am unfammiliaith the methodology
typically employed in a DCCF analysis (as opposethe more-common DCF),
and because both parties’ experts are in agreeasetat the inputs and calculation
to be used, differing only as to the values forheak have employed the
methodology common to both experts in my analysesows, resolving the
valuation disputes as appropriate.

1. Cash Flows
At trial, the bulk of both parties’ presentatiorecfised on the appropriate

cash flows to consider in a DCCF. The partiesuatibns diffef® primarily

% |d. at 693:15-20 (“There’s three big areas, essentidlhe first area is what are the normative
level of revenues and the associated cash flowghibacompany and investor can rely on going
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because the Petitioner's expert constructs his d¢msh figure by weighting
Hesco's actual revenues in 2010 and 2011 40% afd, @@spectively, then
multiplying that figure by a projected 55% profitangin and subtracting $1.5
million in estimated overhead expenses; the Resptisl expert, on the other
hand, constructs a cash flow figure by weightingvéoying degrees actual and
“normalized” EBITDA figures for 2008’ 2010, and 2011, where “normalized”
figures back out revenues earned from the Howandsbla Dam project, BP oil
spill, and 500-year flood, which earnings the Resjamt characterizes as “non-

recurring.”®

With this approach, the Respondent contends“idlamette used
the figures from 2009 to represent poor years fithees from 2010 to represent
typical years, and the figures from 2011 to repnesetive years®® Actual results
accounted for 25% of the Respondent’s cash flowmasibn, while normalized
results accounted for 75%.

The parties dispute (a) how future cash flows wdaddmpacted by plans to

build a plant in South Carolina, the expirationpaftents, and the termination of

forward in terms of looking at what the base leoklkarnings are that are sustainable in this
company.”).

®” The Respondent’s expert used a figure for 2008rémmesented only the EBITDA generated
by Hesco, and not its predecessor LLC, which geéedreevenues in the first three months of
2009.

%8 SeeResp’t’s Post-Trial Op. Br. at 16 (“Willametteking the reality of the company’s revenue
history into consideration, used six data pointdeave its basis for sustainable future cash flow:
actual and adjusted results for 2009, actual apdstet! results for 2010, and actual and adjusted
results for 2011.").

%%1d. at 25.
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licenses, and (b) whether certain past revenuergeng events should be
considered non-recurring such that they are padicators of future cash flows. |
consider those issues in turn, below.
a. South Carolina Plant, Expiration of Patents, arermination of Trademarks
First, the parties dispute whether (1) the Southol@a plant was an
opportunity that belonged to Hesco and would hameeiased future cash flows
had Hesco continued as a going concern, (2) thendipg expiration of certain
patents and resulting increased competition inntfagket would have decreased
Hesco’s future cash flows, and (3) the value ofatertrademark and know-how
rights that HBL purported to terminate should belext back into the value of
Hesco. In estimating future cash flows, neithatyps expert quantified the value
of the South Carolina plant, the effect of increisempetition’” or the value of
the trademark rightS. In other words, the Petitioner’s expert did ndjuat future
cash flows upward to reflect the increased revethuSouth Carolina plant would

generaté? nor did he adjust the Company’s income streamcaouant for the

9| note that Kimball indicated that he accounted ifwreased competition in adopting a 3%
unsystematic risk premium; however, the Petiticagnees that a 3% unsystematic risk premium
is appropriate without regard to increased competitSee infranote 103.

"l The Respondent suggests that “[i]jt was improperFi@zee to unilaterally decide that the
termination of the licenses was not relevant, arsteiad he should have considered the effect of
the termination of the licenses as well as therakipn of the patents in his Report.” Resp't's
Post-Trial Op. Br. at 34. However, neither pattgm@mpted to quantify the effect of terminating
the licenses in order to accordingly adjust pregiduture cash flows.

2 Though he did not attempt to quantify the valuet# South Carolina plant, Frazee did
consider the cost of the South Carolina plant & $ubtraction of $1.5 million in overhead
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trademark and know-how right3;:nor did the Respondent’s expert adjust cash
flows downward to reflect the effect of increasednpetition due to the expiration
of patents? Instead, these factors were largely consideré'dwaitative” factors

in determining what predictive weight should beegivto cash flows in certain
prior years. Because the parties have not attehtpteguantify the effects of the
South Carolina plant, expiration of patents, omieation of licenses on future
cash flows, | find that the parties have failed demonstrate that those
considerations materially impact my analysis of the value of Hesco, and

decline to attempt such a quantification here.thaur to the extent | must consider

expenses from his estimation of normalized casW.fld~razee Dep. 53:3-6See also idat
131:16-15 (“Well, the disclosures as to what opyuittes were going to be pursued through the
South Carolina site were very minimal. . . . Budid look at a little bit of information there
related to 2012 which contained some additionakegp line items that showed that there was
some expense associated with opening that siid.”gt 130:13-15 (“There was not a specific
calculation for the revenue side of that equatiofor the cost side of it, the number was
$250,000 annually.”)id. at 180:12-21 (“I am assuming a certain level ofrbead expense is
being incurred in South Carolina that causes profits to drop by that amount on an annual
basis. | don’t have a specific dollar value tocplan the revenue generated from that South
Carolina business, but I think it is a relevantsidaration when we are looking at whether that
conclusion of revenue at $18 million is reasondple.

3 Frazee testified at deposition that his analyasstimed that the license terminations, whether
they are upheld or not, would have no significaggative impact on the ability of the company
to generate revenue and profitld. at 64:16-19. Neither did Kimball adjust his cé&hw
estimate to account for gains Hesco would realized longer paying royalty fees associated
with the licenses, since he assumed that “the caognex its termination of the agreements
would have to devote sufficient funds to marketpteducts that no longer benefited from an
association with HESCO.” Kimball Dep. 124:10-14.

" Frazee, on the other hand, “quantified” the effafcincreased competition by assuming that
any losses caused by increased competition wouldffset by savings from no longer paying
royalty expenses. Frazee Dep. 54:1-6, 15-19 g‘leflective of my belief that the use of those
dollars could be spent, expended, if you will, touy question, to address any competitive
pressures that might materialize from the patestids). In the absence of any evidence
guantifying the value of increased competitiorintifFrazee’s assumption here to be reasonable.
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these issues in estimating a cash flow figureckeptthe parties’ assumptions that
(1) losses caused by increased competition dueet@xpiration of patents, if any,
would be offset by the concomitant termination lo¢ tCompany’s obligation to
make royalty payments,and (2) royalty payments saved by the terminatibn
licenses, if those terminations could be approgiyatonsidered in the Company’s
going-concern value, would be equal to increas@eeditures necessary to market
its products after the licenses expiféd.
b. Non-Recurring Events

The parties also dispute whether past cash flowsaaeliable predictor of
future cash flows, or whether future cash flows udtiotake into account that
certain revenues in previous years were generated ndn-recurring or
extraordinary events. The Petitioner challengesRbvised Fair Value Opinion’s
treatment of “non-recurring” revenues as litigatamven and self-serving,
contending that “after reviewing Willamette['s] [iFavalue Opinion], Hughes
hailed Kimball from Atlanta to Washington, D.C. ¢bange the revenue numbers

expressed in this report.” The Petitioner underscores the fact that the Manket

Value Opinion adjusted the growth rate downwardtheryear 2011 to account for

> See supraote 74.
® See supraote 73.
" Pet’r's Post-Trial Op. Br. at 15.
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revenue generated by the unusually large saletedeta the 500-year flood,but
did not treat revenues generated by the Howard ¢teaBsm project or the BP oil
spill as extraordinary. In his Fair Value Opinidigwever, Kimball, instead of
adjusting the growth rate, placed less weight aremaes from 2011 due to the
unusually large impact on revenues of the 500-ykard, but otherwise used
actual revenue results from 2009 and 2011; revéguees for 2010 were adjusted
downward to back out roughly $4 million in salesigmted by the BP oil spii.
Finally, in his Revised Fair Value Opinion, Kimbailéed the approach described
above, weighting both actual and normalized revenadjusted to back out
revenues associated with the Howard Hanson DanegrdpP oil spill, and 500-
year flood. The Petitioner suggests that thesgingrapproaches represent an ill-
disguised attempt to depress the results of Kirsbhadlluation, and that, if Hesco
management truly believed revenues for the Howaadsdn Dam project, BP oill
spill, and 500-year flood were “non-recurring” sublat they were poor indicators
of future revenue, management would have disclased fact in preparing

materials for BDO Seidmadii. Accordingly, the Petitioner argues that managemen

8 Trial Tr. 651:12-18 (“Q: And why did you lower tiggowth rate?

A: Because in discussing the company’s backgroumd lastory and outlook with
management, | came to the conclusion that the coynpas having an extraordinarily good year
historically, and it was unlikely to be able to liegte that type of result in the future, over a
reasonable time horizon.”).
21d. at 662:15-664:6.
81d. at 439:7.
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never considered revenues “non-recurring” until,tfee purposes of this litigation,
they realized that concept could be used to adlfjcdepress the value of Hesco.

Rather than back out certain revenues as “non-tiagir the Petitioner’s
expert, Frazee, instead relies exclusively on actweenues from 2010 and 2011,
weighted 40% and 60%, respectively. At trial, hoere Frazee presented no
justification for that weighting, other than tha made a “qualitative assessment”
based on certain considerations, including Hesplaias to open a plant in South
Carolina and attempts to reduce volatility by fangson pre-mitigation sales.
Putting aside the fact that these “qualitative” sidarations were never translated
into quantitative estimates of impact on futurehcllew, | find it suspect that
Frazee placed 60% weight on cash flows in 2011 itgedpe fact that 2011 was
“Hesco’s highest grossing year at more tdanblethe revenue of any other year
in Hesco’s history® Frazee provided no compelling explanation ashyg 2011,
the Company’s highest grossing year, was a battkcator of future cash flows
than 2009 or 2010.

Ultimately, | find it inappropriate to decrease ragtimate of future cash
flows based on the Respondent’s contention that rea®nue was generated by
specific events unlikely to occur again. Althoutile parties dispute whether

certain revenue should or should not be considéned-recurring,” such that

81 Respt’t's Post-Trial Op. Br. at 3 (emphasis added)
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those cash flows are or are not a good predictidatare revenues, neither party
attempted to provide any statistical evidence emrplg the likelihood that a
particular weather-related event would occur in giwen year, that Hesco would
enjoy sales from such an event, and, if so, whag sevenues would likely be
realized. It may be that within the next severahrg another announcement of
structural flaws in the Howard Hanson Dam, ano&@-year flood in the upper
Mississippi, or another oil spill in the Gulf of Mieo is unlikely, but the
Respondent has not demonstrated that the Compauig wot, as a going concern,
have generated future revenues caused by strugollems in a different dam,
floods in a different geographic region, or expe&mtal uses in another context.
Nor has the Respondent indicated what percentagieofCompany’s overall
revenue is generated by pre-mitigation sales waaratural disaster is anticipated
but never eventualizes. The Company is primanlyhe business of providing
asset protection in anticipation of natural disasteo the Respondent’s suggestion
that all natural disasters are non-recurring, &edgetffore a poor predictor of future
revenue streams, seems to me misplaced.

Instead, | find that the best predictor of futaesh flows is past cash flows

in 2009% 2010, and 2011, weighted equally. Based on tberdebefore me, | do

82 The 2009 cash flow figure | have used includes dasvs for the first three months of 2009
before the LLC was merged into Hesc8eeid. at 11 n.38 (“The additional three months of
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not find it unlikely that, if the Company continuad a going concern, some future
revenue-generating events, in themselves “non-riegyt would occur; notably,
events which the Respondent deems “non-recurringlimedevery yeathe entity
was in existence. While it may be that in somay®aore weather-related events
will occur than in other years, | find credible Kaadl's account that 2009 and 2010
represented average to poor years, while 2011 gepted a particularly profitable
year for the Company. | therefore find that actoash flows in those years,
weighted equally, are the best available estimdtduture cash flows. The
Company’s EBITDA was $5,886,000 in 2009; $5,258,000 2010; and
$11,295,000 in 201% | therefore use as an estimation of future cémhsf the

average of those figures, $7,480,000.

income earned at Hesco's predecessor company aetbtmtoughly $2.1 million that had been
left out of both experts’ reports.”).

8 | have calculated EBITDA figures by reference twe tCompany’s historical income

statements, JX 75, Ex. 3, but have added an additi$2.1 million to revenues for 2009, as
explained in note 88upra | have not accepted the Respondent’s additiadjalstments to costs

and expenses, as | have not found credible itsrég@gtempts at normalizing revenues.

2011 2010 2009

Revenues, including | $22,529,000 $10,541,000 $10,635,000
an additional $2.1
million in 2009

Costs and Expenses,| $11,234,000 $5,283,000 $4,749,000
other than interest,
taxes, and
depreciation and
amortization

EBITDA $11,295,000 $5,258,000 $5,886,000
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c. Tax Rate, Depreciation, and Capital Expenditures

The parties’ experts face only minor disagreements the applicable tax
rate, depreciation figure, and capital expenditigere®® With respect to the
applicable tax rate, the Petitioner’s expert uséulended federal and state income
tax rate” of 37.8%, while the Respondent’s expegdia tax rate of 38.5%. At
trial, in deposition, and in briefing, neither exrpprovided persuasive evidence
bearing on which tax rate the Court should empBgcause | find it likely that the
appropriate tax rate lies between these two singitdimates, | adopt a 38% tax
rate®

With respect to depreciation, the Petitioner'seekpFrazee, used a figure of
$29,000, which represents 2011 levels for deprieciathe Respondent’s expert
used a figure of $30,000, which represents a “\Widtte Management Associates
estimate.’® Again, neither party provided persuasive evidemcargument as to

which figure | should employ; | therefore adopt Z&@a’'s approach of using the

84 SeeJX 24 at 19 (“The capital expenditures, deprecigtamd tax rate assumptions [employed

by Frazee] generally match those set forth by Kiliha

8 SeeCrescent/Mach | P'ship, L.P. v. Turne&t007 WL 1342263, at *11 (Del. Ch. May 2, 2007)

(“In effect, neither side has proved an appropriaterate. The evidence supports an inference
that the appropriate rate lies within a range be[tespondent’s estimate] to [the petitioner's

estimate]. Therefore, the Court finds, based oreghing of the reasonable inferences from the
evidence produced at trial, that the appropriakeréde projection is [a figure between those

estimates.]”).

8 JX 75, Ex. 7 n.[b].
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2011 figure for depreciatioff,as well as Kimball's assumption that “[d]epreati
and capital expenditures are assumed to be eqeatioe long-term®®

With respect to future capital expenditures, Kithhesed an estimate of
$31,000. Frazee employed a figure of $31,900, wiepresents 110% of the 2011
level. As | have adopted the 2011 figure for det#on, | likewise adopt the
2011 figure for capital expenditures, which was,$020.

2. Capitalization Rate

Both Kimball and Frazee use a capitalization deeermined by multiplying
the Company’s weighted average cost of capital (WZA) by its long-term
growth rate. They agree that the appropriate kengr growth rate here is 4%, but
dispute the various inputs in calculating the Conym WACC. First, in
calculating the Company’s cost of equity, both etpemployed a build-up
model®® but dispute the context-appropriate Ibbotson dsedibr both industry risk

premium and size premium. Second, the partieseggalispute the appropriate

capital structure to employ.

873X 24, Ex. C.

8 JX 75, Ex. 7 n.[d].

8 In addition to a build-up model, Kimball employadViodified Capital Asset Pricing Model
(“CAPM”) and Duff and Phelps Model. JX 75, Ex. 6However, Kimball did not testify at trial,
nor did the Respondent make any argument, abouinthés to those models. Because the
Respondent has not provided me with a sufficiemdextiary basis to adopt a CAPM or Duff
and Phelps Model,decline to adopt those models here.
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a. Industry Risk Premium

Morningstar, a preeminent investment research caggaublishes annually
a “Bonds, Bills, and Inflation Valuation Yearbookii which it compiles premia
(“Ibbotson deciles”) to reflect risks caused by taer factors shared among
companies operating in the same or similar indesstror reflecting the same or
similar characteristics, such as sizeThe premium associated with a given decile
Is “calculated by subtracting the risk-free rate..from the total annual rates of
return on common stocks” of companies categorizeteuthe decilé® Industries
in which companies operate are classified under $8tandard Industrial
Classification system, in accordance with whichaarindustries are identified by
numbered codes (“SIC codes”), to which risk prearmassigned.

Here, the parties dispute the appropriate Ibbotecile to account for
industry risk in calculating Hesco’s cost of equitWhile the Petitioner’'s expert
“utilize[d] something that was roughly consisterithithe average® of three SIC
codes—34 (“Fabricated Metal Products, Except Mamyinand Transportation
Equipment”), and two subsets of that category, @&dbricated Structural Metal
Products”) and 3499 (“Fabricated Metal Productst Bisewhere Classified”)—

over several years, the Respondent’s expert emglogly “the SIC code 344 for

% JX 75 at 39.
4.
%2 Frazee Dep. 277:21-22.
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2011, the most relevant code number applied tortbst recent year as is the usual
industry standard® The Respondent’s expert testified at trial thatcbntacted
Morningstar and was informed that “the appropriage of their statistic is to use
the latest available datariot to average codes over a period of years, because a
code for the latest year already incorporatesssizdi data for previous yeats.
Further, Frazee conceded in his deposition testyntibat he did not believe “SIC
Code 34 or 3499 are very good,” though he testified SIC code 344 was not
comparable to Hesco eith&r. Though concededly not a perfectfitbased on
Kimball's credible expert testimony, | find thatethappropriate industry risk
premium in this context is the premium correspogdmSIC code 344 for the year
2011, 5.91%.
b. Size Premium

To reflect size premium, the Respondent’s expaleyed Ibbotson decile
10, while the Petitioner's expert argues that asstilof that group, decile 10a, is
more appropriate. The Respondent points out theted10a “includes companies

with market capitalizations between 144 million &86 million, despite the fact

% Resp't's Post-Trial Op. Br. at 37.

% Trial Tr. 700:12-24.

% Frazee Dep. 295:12-16.

% | acknowledge the unreliability of selecting amdistry risk premium having previously
found that the parties have identified no compasidiciently comparable to Hesco such that |
could rely on a market approach to valuation; havewas the parties have presented no
valuation alternatives that completely eschew ispgénerated by the market, | accept the
Respondent’s industry risk premium as the bettbgiaimperfect, input.
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that Hesco is worth far less than that ranje.On the other hand, the Petitioner
contends that “the Court should utilize ‘10a’ bessausing Decile 10 will result in
the inclusion of premiums derived from companiesat tfall in 10b,” and “10b
includes a disproportionately large number of highéveraged or poorly
performing companies that have low equity values, Imecause their business
operations are ‘small,” but because their equituations are low® In other
words, the Respondent argues that decile 10a pprogriate because it includes
companies with market capitalizations that areftigh, while the Petitioner argues
that decile 10b is inappropriate because it inducEmpanies with too much debt.
Because the parties’ respective experts providedildie testimony on both points,
| find that the appropriate decile is 10, as itteoms companies from both 10a, to
account for companies with a more similar debtcstne to Hesco, and 10b, to
account for companies with more similar market digiation. The risk premium
associated with decile 10 is 6.10%.

Taking into account the foregoing analysis, thBofang represents my

calculation of the Company’s cost of equity undher build-up model:

9" Resp't's Post-Trial Op. Br. at 38.
% pet'r's Post-Trial Op. Br. at 9.
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Risk free rate 2.74%
Equity Premium 6.14%
Size Premium 6.10%%
Industry Risk 5.919"
Unsystematic Risk Premium 3.00%
Cost of Equity 23.89%

c. Cost of Debt

The parties’ experts also differ on the capitalcure they assume. The
Company’s actual capital structure at the timehef Merger consisted of no debt,
but the parties agree that as a going concern timp@ny would be expected to
take on a certain amount of debt. The Respondenpert employed a ratio of
90% equity to 10% debt; the Petitioner’'s experttlom other hand, employed an
85% equity, 15% debt ratio. Because neither play introduced any evidence
bearing on the appropriate capital structure, d fthat the appropriate capital
structure here is the Respondent’s more conseevastimate of 90% equity to
10% debt.

The cost of debt is taken from Moody’s rating dBaa company as of the

Merger Date, here, 5.24%5' WACC is calculated with the following formula:

% This figure represents the market rate yield-tdemiy on a twenty-year treasury bond as of
the Merger Date. JX 75 at 38. | note that thatiBeer's expert inappropriately employed the
risk-free rate as of December 31, 2011 rather thaMerger Date.

190 This figure represents Ibbotson’s equity risk piremfor the years 1926 through 2011. JX
75 at 39. The parties agree on this figure extetite extent they round differently.

191 This figure represents Ibbotson decile 10, asudised in more detail above.

192 This figure represents SIC code 344, as disclissewre detail above.

193 The parties agree on this figure.
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WACC = (Cost of Equity x Weight of Equity) + (Cost debt x (1-
Tax Rate) x Weight of Debt?

Thus, the Company’'s WACC is 21.83%.

The capitalization rate is calculated by subtrartirom the Company’s
WACC its long-term growth rate, which the partiegrdr agree is 4%.
Accordingly, the capitalization rate | employ in rapalysis is 17.83%, with its
inverse, 5.6, as the capitalization multiple.

3. Summary of DCCF Valuation

The following summarizes my calculation of the faalue of Hesco.

Normalized EBITDA $7,480,000
Depreciation at 2011 level ($29,000)
$7,451,000
Tax at 38% ($2,831,380)
$4,619,620
Depreciation at 2011 level $29,000
Capital Expenditures at 2011 level ($29,000)
$4,619,620
Growth Rate 4%
Net Cash Flow to Invested Capital $4,804,405
Capitalization multiple 5.6
$26,904,668
Excess cash $9,520,000
Net value $36,424,668

104 3X 75, Ex. 6a n.[b].

195 | ane v. Cancer Treatment Centers of Am.,,|18604 WL 1752847, at *30 (Del. Ch. July 30,
2004).

19 This figure is derived by subtracting from the Gmmy’'s $10,000,000 in excess cash
$240,000 for unaccrued management bonuses and0®®4fyr contingent unaccrued sales tax
liability. The Petitioner used a $9,700,000 figdoe excess cash as of December 31, 2011,
because when he drafted his report he did not hewess to the Company’s financials as of the
Merger Date. | use the more current figure, $10,000 in excess cash as of the Merger Date.
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Accordingly, based on the direct capitalization cdsh flow analysis
described above, and dividing the Net Value byrthmber of shares outstanding,
the fair value of one share of Hesco is $364.24.eXplained in more detail above,
| place 100% of my valuation of the fair value oédd¢o on the results of this
analysis.

[11. CONCLUSION

For the reasons stated above, | find that thevilue of one share of Hesco
is $364.24, and that the Petitioner is therefotdled to $3,642,400 for her 10,000
shares, plus interest at the statutory t¥teWith due regard to my arithmetic skill
(or lack thereof), | will defer entry of a final der pending the parties’ review of
my calculations, with any suggested computatiormatections to be submitted

within two weeks of the date of this Memorandum rigm.

197 See8 Del. C.§ 262(h).
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