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Value Judgments: Applying the Proper
Valuation For a Company’s Industry
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P. BRADLEY O’NEILL
AND ANUPAMA YERRAMALLI

hen Genco Shipping & Trading Ltd
Wnavigated its international opera-

tions through a $1.4 billion financial
restructuring, one primary driver chartered
its course—understanding the proper valua-
tion of a drybulk shipping company. Drybulk
shipping is a competitive, highly fragmented
industry with low entry barriers. It mirrors
the classic economic model of “perfect com-
petition.” This dynamic is compounded by
inherently volatile vessel charter rates, which
adversely affect predicting reliable projections
over time. Against this backdrop, Genco and
its sophisticated creditor groups—consisting
of numerous banks and institutional inves-
tors—successfully negotiated a Restructuring
Support Agreement (RSA) and prepackaged
Chapter 11 plan and, in doing so, understand-
ing that the more “commonly used” restructur-
ing valuation methodologies were not accu-
rate benchmarks. Instead of relying upon (1)
a discounted cash flow (DCF) analysis, (2) a
comparable company approach, or (3) a prec-
edent transaction approach, Genco focused
on the fleet’s net asset values—NAV—in its
negotiations. Projections were used to assess
the feasibility of any restructuring for liquidity
purposes—not to establish value.
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This key understanding of industry-tailored
valuation allowed Genco to foster consen-
sus on the terms of a $1.2 billion conver-
sion of debt to equity, raise $100 million of
new liquidity, and restructure $250 million
of remaining secured debt. Conversely, the
failure of certain equity investors to appreci-
ate the economic underpinnings of drybulk

shipping led to a hotly contested valuation
battle—a litigation that could have been
avoided had the equity committee recognized
that valuation in restructuring should take
into account the undercurrents of the com-
pany’s industry. Giving substantial weight
to the industry-specific NAV approach, the
bankruptcy court overruled the equity com-



Netw Dork Latw Jonenal

MONDAY, SEPTEMBER 15, 2014

mittee’s confirmation objections, keeping the
restructuring on course. This article discuss-
es the importance of applying the optimal
valuation methodology for the debtor’s indus-
try, whether or not it is a “commonly-used”
restructuring methodology.

Uses and Timing of Valuation in Bankruptcy

Valuation is often a key component of
restructuring, arising at different stages of
a case and for varying purposes. For exam-
ple, valuation is central to the use of cash
collateral or debtor-in-possession financing
to adequately protect against diminution in
value of any collateral. Fair market value may
apply as of the petition date for debtor-in-
possession financing, whereas the difference
between value on the petition date and the
hearing date may apply for the use of cash
collateral.! During a bankruptcy case, a credi-
tor may argue that it is oversecured and enti-
tled to postpetition interest; here, valuation
is determined based on the time period of
the creditor being oversecured.? Avoidance
actions, such as preferences and fraudulent
transfers, require proof of insolvency or rea-
sonably equivalent value measured at the time
of the potentially avoidable transfer.? Valua-
tion can also drive an entire case outcome,
such as the value of a reorganized company
under a plan. Here, valuation is measured as of
the confirmation date.* Where a restructuring
plan is nonconsensual (“cram down”), it must
be “fair and equitable” to dissenting class—a
valuation dependent analysis.

Typical Valuation Methodologies

Three commonly-used methodologies for
valuing a distressed company are (1) DCF,
(2) comparable companies, and (3) prec-
edent transactions. While these methods
may be prevalent, they may not best apply.
To provide a “sanity check,” more than one
methodology should be analyzed, although
the most credible methodology depends on
the particular industry.

Briefly, DCF estimates the net present
value of a company by adding the pres-
ent value of two assumed future cash flow
streams: (1) the projected unlevered cash
flow for a number of upcoming years, dis-
counted to present value using an estimated
discount rate based upon the company’s
weighted average cost of capital, and (2)
projected cash flow for the period there-
after in perpetuity, known as the “terminal

value.” The total enterprise value (TEV)
is determined by adding the two present
values of the assumed future cash flow
streams. While DCF is touted as reliable
because it is forward-looking, it is subject
to the volatility of underlying projections
and significant assumptions such as termi-
nal value and discount rate. Nor does DCF
account for changes in capital expenditures
or the impact of the restructuring. In fact,
in the Adelphia Communications Chapter
11 case, the bankruptcy court specifically
noted: “DCF works best (and, arguably, only)
when a company has accurate projections
of future cash flows.”6

The “comparable company” approach ana-
lyzes the value of comparable peer firms and
uses their metrics to project the value of the
subject company. Values are standardized
using one or more common variables (includ-
ing revenue, earnings, cash flow or any com-
mon metric that drives cash flow) with the
expert applying a multiple of the financial
metric(s) that yields the market’s valuation
of the comparable companies. Comparable
company analysis can be consolidated (look-
ing at comparables for the entire company
as a whole) and sum-of-the-parts (looking
at individual lines of businesses and aggre-
gating those results to estimate the TEV).
Selecting the appropriate multiple is key
to this analysis; however, these multiples
require adjustment for liquidity constraints,
leverage, management’s capabilities, and
profitability between the comparable and
subject company.

The “precedent transactions” methodology
applies multiples derived from comparable
companies from their purchase prices in
past mergers and acquisitions. This method
analyzes precedent transactions (including
control premiums, operational synergies and
hostile transactions) and the current financial
environment. This methodology requires the
debtor to examine change-in-control (stock)
transactions that allow for apples-to-apples
comparison between the companies sold and
the subject company. Similar adjustments for
multiples can be required.

Know Your Industry: Genco as a Case Study’

As aleading provider of international sea-
borne transportation services for drybulk
cargo (including iron ore, coal, and grain),
Genco operates in a highly competitive ship-
ping industry. As with other shippers, Genco

fell victim to significant economic downturn
affecting the drybulk shipping sector, coupled
with a highly leveraged balance sheet that
included three separate secured credit facili-
ties aggregating $1.3 billion, plus unsecured
convertible note debt of $125 million (plus
trade and other operating debt).

The industry-specific NAV methodology
formed the basis of the company’s restruc-
turing negotiations with its creditors—par-
ties with (or whose advisors had) significant
experience in the drybulk shipping industry.
Despite the fact that NAV was not a common
“restructuring” valuation methodology, the
company and its principal creditors recog-
nized the use of NAV in the industry. Why was
this relevant? The drybulk shipping is highly
competitive and fragmented in nature, with
low barriers to new entry, and using essen-
tially commoditized assets. With an active
market for vessel sales, the net asset value
of vessels, based upon appraisals, largely (or
entirely, if no other assets) forms a shipper’s
value. In effect, asset values are established
weekly as vessels trade.

Using NAV of vessels (plus specific addi-
tional non-vessel assets), Genco?® calculated
its total distributable value as between $1.36
billion and $1.44 billion—less than its total
liabilities. Despite this insolvency, Genco
negotiated concessions from its creditor
supporting a prepackaged plan leaving trade
claims unimpaired and even providing a vol-
untary distribution to equity through new
warrants. Once the bankruptcy case was filed,
the U.S. Trustee appointed a three-member
equity committee, which disputed Genco’s
valuation, asserting solvency.

The equity committee’s analysis suffered
from misunderstanding the industry, argu-
ing the use of “traditional” valuation meth-
odologies, and largely disregarding NAV. The
equity committee gave the most weight to its
DCF analysis, followed by comparable com-
panies, NAV, and precedent transactions, in
descending order. As a “sanity check,” Genco
likewise analyzed each of these alternatives.
Unsurprisingly, the competing analyses dif-
fered materially based upon selected data
inputs, including projections.

However, the equity committee disputed
the relevance of NAV and vessel appraisals to
establish “going concern” value. While Gen-
co’s proposed fleet appraisal values were not
contested, the committee argued that Genco
was undervalued because the debtors did
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not include intangible points of value such
as (1) the corporate franchise, (2) manage-
ment, and (3) future cash flows. It argued
that each of these sources of value reflected
“hallmarks of true going-concern enterprise
valuations derived from the traditional [val-
uation] methodologies” and their inclusion
would significantly increase the value of the
company in equity’s favor. Genco argued that
vessel appraisal values assume that the ves-
sels will be in use and earn a market hire
rate; in other words, in this industry, ves-
sel appraisal values already included future
market earning capacity.

As part of its “sanity check,” for com-
parable companies, Genco proposed six
companies, analyzing them using both a
TEV/NAV analysis and a TEV/EBITDA analy-
sis. The equity committee urged the court to
exclude two of the comparables utilized by
Genco due to their size, TEV, and corporate
profile. Excluding these comparables (which
had the lowest multiples under both a TEV/
NAV analysis and a TEV/EBITDA analysis)
resulted in a higher calculation of value for
the company by the committee. With respect
to the precedent transactions analysis, the
committee urged the court to look not at
“fleet sale” transactions, but rather public
change-in-control transactions. In conducting
this analysis, the committee asked the court
to “consider what buyers would pay for a
full business, inclusive of an operating plat-
form, management, and expected future cash
flows, not simply the value of the assets.”
Genco proposed an analysis based on fleet
sale transactions given the relative absence
of public change-in-control transactions in
the industry. This absence recognized that
buyers would not pay a premium to acquire
control of an existing dry-bulk shipper when
the requisite assets (vessels) traded in the
market and could be acquired readily; hence,
the low barriers to new entry into this indus-
try. Finally, the committee urged the court
to afford the most significant weight to a
DCF analysis dependent upon future rate pro-
jections. This analysis resulted in the com-
mittee’s highest value. Genco disputed the
reliability of projections to establish value
because of the inherent volatility of dry bulk
shipping rates—a fact ultimately acknowl-
edged even by the committee’s experts.

Genco’s prepack case contemplated
a 45-day confirmation milestone under
the RSA. The bankruptcy court granted a

30-day extension to allow the committee
to undertake discovery and dispute valu-
ation. Following extensive discovery and
a four-day trial (involving the testimony of
eight live fact and expert witnesses), the
bankruptcy court issued a 60-page deci-
sion endorsing Genco’s use of NAV given
the specific characteristics of the drybulk
shipping industry and the industry’s accep-
tance of this methodology as the proper
means by which similar companies should
be valued. However, while NAV was to be
given “substantial weight given the nature
of the drybulk shipping industry,” the court
also analyzed the other methodologies, hold-
ing that a comparable companies analysis
was likewise useful in determining value,
but that a precedent transactions analysis
was of “limited utility.”” But, recognizing the
“highly speculative nature of rate projec-
tions for the drybulk shipping industry,”
the court found that the DCF analysis was
an inappropriate means by which to value
an entity such as Genco.!”

In its analysis, the bankruptcy court
addressed the propriety of the data inputs
for the other proffered methodologies,
largely agreeing with Genco’s approach on
comparable companies. For the precedent
transactions analysis, the court examined
the few public change-in-control transac-
tions (stock acquisitions) that took place in
the preceding 10 years in dry-bulk shipping.
The court observed that these transactions
were generally consummated at or around
NAV, observing that a very recent change-
in-control transaction was consummated at
NAV. Because there were only three transac-
tions that were relevant to this analysis, the
court found that the benefits of this analysis
were relatively limited. However, as noted,
the absence of numerous stock acquisitions
reflected the specific nature of the shipping
industry, where change-of-control transac-
tions are usually unnecessary since acquirors
can typically purchase vessels individually or
in bulk.! In the end, all valuation methodolo-
gies demonstrated Genco’s insolvency, and
the court confirmed the Genco’s as-proposed
prepackaged Chapter 11 plan.

Conclusion

The morale of this case study is two-fold—
perhaps even two sides of the same coin.
First, the appreciation by the company and
its various creditor groups and their advi-

sors of the proper valuation approach in the
dry-bulk shipping industry greatly expedited
the financial restructuring and deleveraging
process. The parties negotiated and docu-
mented a complex restructuring in a matter
of months—all based upon a common under-
standing of NAV. On the flip side, the Chap-
ter 11 prepack was (unnecessarily) delayed
by a small group of equity investors whose
strategy relied upon using largely inapplicable
“traditional” valuation methodologies, virtu-
ally ignoring the industry’s standard. However,
as Genco supports, valuation should take into
account the industry within which the debtor
operates. While using the so-called “tradi-
tional” restructuring methodologies may be
helpful to confirm the reasonableness of the
industry-accepted methodology, overreliance
upon such traditional approaches can be mis-
leading. Valuation fights—particularly those
underlying a Chapter 11 plan—can be “bet
the company” litigation. Whether governing
the soundness of the initial investment deci-
sion, the posture taken during negotiations, or
developing a litigation strategy, research the
company’s industry. If you want to keep your
business afloat, it helps to know your ship.
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