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Perhaps the most important decision for a Court when determining the fair value of a company's shares, pursuant to Section 238 of the
Companies Law (2018 Revision) (Law), is the valuation methodology to apply. There are, in broad terms, two main options:

Shareholders who have dissented from a merger pursuant to Section 238 of the Law have done so on the basis that the merger price
was below fair value and therefore generally argue that a DCF valuation should be used. Companies, on the other hand, have
previously approved and finalised the merger on the basis that the merger price constituted fair value to its shareholders, and invariably
argue for a market-based methodology.

In the two reported Cayman decisions, the Grand Court has applied a DCF analysis (in Shanda[1], by agreement between the parties)
and a 75% DCF / 25% market-based analysis (in Integra[2]).

This article argues that, despite the Delaware courts' apparent movement towards market-based approaches, there are certain
characteristics of Cayman mergers that make it likely DCF valuations will continue to be preferred in the Cayman Islands.

Delaware's appraisal law is in a state of flux. In both DFC[3] and Dell[4], the Supreme Court reversed earlier Court of Chancery
decisions to give the deal price no weight (Dell, where the Court of Chancery applied a 100% DCF analysis) or just one-third weight
(DFC, where one-third weight was given to each of the deal price, a DCF analysis, and a comparable companies analysis).

In Dell, the Supreme Court stressed that the deal price should be given significant, if not complete, weight where the merger was
conducted at an arm's length with a robust sale process (i.e. where the merger was "Dell complaint"). The Supreme Court also
suggested that a DCF analysis was inherently unreliable and should not be preferred over market-based approaches.

In both Dell and DFC, the Supreme Court reinforced the importance of the efficient market hypothesis, which posits that that a market
is efficient if the prices of assets sold in that market fully reflect all available information about those assets. The Supreme Court held
that, where the market for shares is efficient, market-based prices (i.e. the deal price and trading price) will be good indicators of fair



www.collascrill.com

BVI | Cayman | Guernsey | Jersey | London

This note is a summary of the subject and is provided for information only. It does not purport to give specific legal advice, and before acting, further advice should always
be sought. Whilst every care has been taken in producing this note neither the author nor Collas Crill shall be liable for any errors, misprint or misinterpretation of any of the
matters set out in it. All copyright in this material belongs to Collas Crill.

March 2019

Perhaps the most important decision for a Court when determining the fair value of a company's shares, pursuant to Section 238 of the
Companies Law (2018 Revision) (Law), is the valuation methodology to apply. There are, in broad terms, two main options:

Shareholders who have dissented from a merger pursuant to Section 238 of the Law have done so on the basis that the merger price
was below fair value and therefore generally argue that a DCF valuation should be used. Companies, on the other hand, have
previously approved and finalised the merger on the basis that the merger price constituted fair value to its shareholders, and invariably
argue for a market-based methodology.

In the two reported Cayman decisions, the Grand Court has applied a DCF analysis (in Shanda[1], by agreement between the parties)
and a 75% DCF / 25% market-based analysis (in Integra[2]).

This article argues that, despite the Delaware courts' apparent movement towards market-based approaches, there are certain
characteristics of Cayman mergers that make it likely DCF valuations will continue to be preferred in the Cayman Islands.

Delaware's appraisal law is in a state of flux. In both DFC[3] and Dell[4], the Supreme Court reversed earlier Court of Chancery
decisions to give the deal price no weight (Dell, where the Court of Chancery applied a 100% DCF analysis) or just one-third weight
(DFC, where one-third weight was given to each of the deal price, a DCF analysis, and a comparable companies analysis).

In Dell, the Supreme Court stressed that the deal price should be given significant, if not complete, weight where the merger was
conducted at an arm's length with a robust sale process (i.e. where the merger was "Dell complaint"). The Supreme Court also
suggested that a DCF analysis was inherently unreliable and should not be preferred over market-based approaches.

In both Dell and DFC, the Supreme Court reinforced the importance of the efficient market hypothesis, which posits that that a market
is efficient if the prices of assets sold in that market fully reflect all available information about those assets. The Supreme Court held
that, where the market for shares is efficient, market-based prices (i.e. the deal price and trading price) will be good indicators of fair

value[5]. Features of an efficient market in shares include high trading volumes, a diverse range of shareholders, and good information
flow to the market.

Following Dell and DFC, a series of decisions (SWS Group[6], Clearwire[7], Solera Holdings[8], AOL[9], and Aruba[10]) have
determined fair value to be equal to the deal price or below. A factor that appears to be driving these decisions is the Delaware courts'
increased willingness to adjust valuations (whether determined by reference to deal price, or a DCF analysis) down to account for
"merger synergies"[11]. In any event, these recent decisions are likely to have a chilling effect on Delaware appraisal activity, if they
have not already.

The most notable of these post-Dell cases is perhaps Aruba. In that case, the Court of Chancery held that the sale process was "Dell
compliant" but eschewed the deal price in favour of Aruba's 30-day unaffected market price (i.e. Aruba's average trading price in the
30 days preceding its merger announcement). This was the first time that unaffected share price had been applied in Delaware
appraisal litigation, and it drove the fair value to over 30% below deal price. Aruba, which has been highly controversial in Delaware, is
on appeal and argument has been listed for hearing before the Supreme Court on 27 March 2019.

Irrespective of the outcome in Aruba, some commentators have speculated that the Cayman Islands Court of Appeal's decision in
Shanda[12] may signal a broader move by the Cayman courts away from Delaware jurisprudence. In that case, the Court of Appeal
overturned the Grand Court's refusal (consistent with a long line of Delaware authorities) to apply a minority discount. In doing so, the
Court of Appeal noted that the policy considerations underpinning the Delaware decisions were inconsistent with those underpinning
the mechanisms available under English law (and replicated in Cayman law) to acquire the shares of a dissenting minority[13]. The
Court of Appeal also drew support from the dissent regimes in the British Virgin Islands and Bermuda, both jurisdictions based on
English common law. Shanda has been appealed and is listed for hearing before the Privy Council[14] on 12 March 2019.

Even if the Cayman courts follow Delaware's emphasis on the efficient market hypothesis and deal process, it remains to be seen
whether the Cayman jurisprudence will also develop towards market-based methodologies. First, the Supreme Court's decisions in
DFC and Dell have been controversial and some argue that the court misunderstood or misapplied basic corporate finance theory. For
example, it has been suggested that the Supreme Court's application of the efficient market hypothesis was flawed because it
conflated informational efficiency with the more controversial theory of value (or fundamental) efficiency. It has also been suggested
that, in Dell, the Supreme Court applied the wrong legal standard when determining what constitutes an arm's length and robust sale
process in the context of appraisal litigation[15].

Second, there are a number of characteristics of a typical Cayman take-private merger which make it less likely that the Cayman
Courts will consider deal price and market price as reliable indicators of fair value.

Efficient market hypothesis

Under Dell and DCF, deal price will be a good indicator of fair value if three is an efficient market for the company's shares. However,
Cayman companies which have been taken private often lack a number of the important indicia of efficient )or semi-strong efficient)
markets. For example, they often include a controlling shareholder, and their stocks are often illiquid and thinly traded In Integra, the
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illiquidity of the company's shares was the primary basis the Grand Court rejected of the company's argument that a market-based
approach should be used, and preferred the dissenters' expert's suggestion of a 75% DCF / 25% market price weighting.

The absence of an efficient or semi-strong efficient market would also appear to make it less likely that a Cayman court would apply the
unaffected share price (assuming, of course that Aruba is not overturned by the Supreme Court) given that, in Aruba, the Court of
Chancery said it felt compelled to apply unaffected share price because of the Supreme Court's emphasis on efficient market
hypothesis in Dell and DFC.

Dell compliance

The Cayman courts have yet to undertake a detailed consideration of the robustness of the merger process, and whether the process
can be considered "Dell compliant". However, many Cayman mergers are management buy-outs, which the Delaware courts have held
to be a factor militating against Dell compliance. Moreover, in Cayman take-privates, buyer groups often have the two-thirds majority
required to vote their own deal through, and invariably the one-third majority required to veto competing bids. Dissenters may argue
that such voting power undermines the integrity and soundness of the merger process, such that the deal price cannot be considered a
reliable indicator of value[16].

A handful of Cayman appraisal cases are expected to come to trial in 2019 (Qunar[17] commenced a two week hearing on 24
February 2019), and further guidance on valuation methodology will no doubt be forthcoming. We will keep you informed of
developments in these and all related proceedings.

Led by Partner Rocco Cecere, Collas Crill's highly experienced section 238 practice is a sought-after, market-leading
presence in merger appraisal cases in the Cayman Islands. Please contact Rocco for more information.
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