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Foreword

Jay E. Fishman

I can’t think of a more propitious time for Shannon Pratt to update his 2001 work on

discounts and premiums. The confluence of difficult economic times, Congressional in-

quiry into the use of discounts in family limited partnerships, and the progression con-

tinuing toward fair value accounting for financial reporting has made a careful and

comprehensive study of discounts and premiums more relevant than ever.

We all know that the application of discounts and premiums depends upon the base

from which the value has been developed. In other words, for discounts and premiums to

be relevant, one must consider the characteristics of the property that is the subject of the

valuation and the base from which discounts and premiums are applied. This invaluable

resource provides valuation practitioners and users of appraisal services alike with a thor-

ough understanding of the basis for the various discounts and premium. This update builds

upon the 2001 work and provides the reader with a rigorously researched baseline of

knowledge from which to apply relevant discounts and premiums in a defensible manner.

One cannot discuss discounts and premiums without addressing the commonly ac-

cepted concept of ‘‘Levels of Value.’’ As an early developer of this concept, I have been

pleased by its reception and the debate it has sparked. Its critics may be surprised to learn

that it was never intended to be the sole prism from which the applications of discounts

and premiums should be viewed. As readers may remember from the first edition of this

book, the work of Nath, Bolotsky, Lee, and Matthews is discussed and their points of

view explained. Each point of view has merit, but it should be noted that the traditional

view is not static and the reader will see how it has changed over the years.

But this edition contains so much more! Not only have the tables and references been

updated but there is a considerable amount of new material. A plethora of new court

cases have been added, changes to Rule 144 and 144A are discussed, and Chris Mercer

and Travis Harms have completely rewritten the chapter on Quantitative Marketability

Discount Model (QMDM). Most importantly, Shannon has added seven new chapters.

New chapters such as ‘‘Discounts and Premiums in Fair Value for Financial Reporting,’’

‘‘The LiquiStat Database (Restricted Stock, Warrants and Convertibles),’’ and ‘‘Dis-

counts and Premiums in ESOP Valuations’’ are particularly timely.

Like me, the reader may not agree with every position taken but will be impressed

with the breadth and depth of the discussions on these various issues. One of the things

that I admire most about Shannon is his boundless energy and steely determination to

continue to add to the foundation of the body of knowledge that is the business valuation

profession. This book is no exception.

Shannon and I have taught, written, and lectured many times over the years, and I

truly was honored when he asked me to write this foreword. Like me, all practitioners

owe him a debt of gratitude for his continuing efforts. It has been said of Alexander the

Great that upon learning he had conquered what he knew as the world, he cried as there

were no new worlds to conquer. It will be interesting to see where Shannon directs his

efforts in the future.

Jay E. Fishman

February 2009
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Preface

In most business valuation disputes, the largest differences between the parties involve

discounts and/or premiums. That is why this book is so important.

The focus of this book is on:

� Understanding the basis for the various discounts and premiums

� Understanding when each of the discounts and/or premiums is or is not applicable

under the facts and circumstances at hand

� How to defensibly quantify the magnitudes of the various discounts and premiums

� Courts’ treatments of the various discounts and premiums in various contexts.

This knowledge will assist the preparer of the valuation to document a defensible

conclusion the first time.

Perhaps even more importantly, it will assist the reviewers of appraisal reports to

identify errors, shortcomings, and strengths both in appraisals commissioned by them

and also in appraisal reports prepared on behalf of the opposition.

The book addresses discounts and premiums in the following contexts:

� Gift, estate, and income taxes

� Marital dissolutions

� Corporate and partnership dissenting stockholder (partner) and oppression suits

� Fair value for financial reporting

� Undivided interest valuations

� ESOP valuations

� Bankruptcy reorganizations

The outcome of valuation disputes usually is determined on the quality of evidence

submitted by experts. In the hundreds of reports reviewed by me and my company, rarely

does the report submitted for any of the above purposes thoroughly cover the issues of

discounts and premiums. Moreover, in most of the cases that do end up in court, rebuttal

evidence is weak on one or both sides.

Discounts and premiums addressed in this book fall into two categories:

� Company level (those that apply to all owners):

� Key person

� Contingent liability or asset (e.g., environmental or lawsuit)

� ‘‘Portfolio’’ (nonhomogeneous assets)

� Trapped-in capital gains

� Shareholder level (those that apply to one or a specified group of owners):

� Lack of marketability

� Minority (lack of control)

� Voting versus nonvoting interests

� Blockage
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The first edition of this book was published in 2001. A lot has changed since then! We

have updated all the tables and references. We have included many illustrative court

cases decided in the last eight years. Other updates include:

� Rule 144 and 144A through October 2008

� Chris Mercer and Travis Harms have completely rewritten the chapter on the Quanti-

tative Marketability Discount Model (QMDM)

We have added seven completely new chapters:

� Discounts and Premiums in Fair Value for Financial Reporting

� Adjusting the Values for Differences in Size

� The LiquiStat Database (Restricted Stock, Warrants, and Convertibles)

� Valuation Advisors Discount for Lack of Marketability Database

� Discounts and Premiums in Divorce Disputes

� Discounts and Premiums in Corporate and Partnership Dissolutions

� Discounts and Premiums in ESOP Valuations

We have written this book both as a primer for those unfamiliar with business valua-

tion discounts and premiums and as a well-indexed reference for the experienced. We

believe that it will be useful to the following audiences:

� Business appraisers

� Attorneys dealing with business valuations

� Judges

� Corporate officers, especially CEOs and CFOs

� Fiduciaries, such as trustees and directors

� Government appraisers and reviewers of appraisals

� CPAs

� Investors

� Academicians and students of finance

My staff at Shannon Pratt Valuations and I sincerely hope that this book will contrib-

ute to sounder and more thoroughly documented valuations that will stand up to critical

scrutiny and ultimately carry the day.

Shannon P. Pratt

Shannon Pratt Valuations, Inc.

6443 S.W. Beaverton-Hillsdale Highway, Suite 432

Portland, Oregon 97221

Phone: (503) 459-4700

E-mail: shannon@shannonpratt.com

Fax: (503) 459-4710

Web site: www.shannonpratt.com
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Chapter 1

Overview of Business
Valuation Discounts and
Premiums and the Bases to
Which They Are Applied

Discounts and Premiums Are Big-Money Issues

‘‘Entity Level’’ versus ‘‘Shareholder Level’’ Discounts and Premiums
Entity Level Discounts
Discounts and Premiums Reflecting Shareholder Characteristics of

Ownership
Degree of Control or Minority
Degree of Marketability

How the Valuation Approaches Used Affect the Level of Value
Income Approach
Market Approach

Guideline Publicly Traded Company Method
Guideline Merged and Acquired Company Method

Asset-Based Approach

Use of Public Company Data to Quantify Discounts and Premiums

How the Standard of Value Affects Discounts and Premiums
Fair Market Value
Investment Value
Fair Value for Shareholder Disputes
Fair Value for Financial Reporting

American Society of Appraisers Business Valuation Standard VII: Valuation
Discounts and Premiums

Summary

This chapter calls attention to the high degree of significance of the topic of discounts

and premiums in business valuation. In fact, the existence and/or amount of discount or

premium is often the largest money issue in disputed business valuations. This chapter

provides an overview of various discounts and premiums and the bases of value to which

they may be applied.

In general, we will refer to stock when talking about any type of equity interest unless

talking specifically about partnerships or some other specific ownership form. However,

1
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the same concepts as applied to stock are usually applicable to partnership interests as

well as other forms of ownership.

The purpose of a discount or premium is to make an adjustment from some base

value. The adjustment should reflect the differences between the characteristics of the

subject interest (the interest being valued) and those of the base group on which indica-

tions of value are based.

After all discounts and premiums have been applied, it is often a very good idea as a

reasonableness or sanity check to compute the implied expected rate of return on the final

concluded value to see if it appears reasonable.

Discounts and premiums generally fall into one of two categories. Entity level dis-

counts are those that affect all shareholders; in other words, entity level discounts are

those that affect the value of the entity as a whole, such as environmental issues or depen-

dence on a key person. Shareholder level discounts are those that affect one or a specified

group of shareholders, such as minority interests or lack of voting rights.

Entity level discounts or premiums should be applied before shareholder level dis-

counts or premiums.

Most often, discounts and/or premiums are applied individually toward the end of the

analysis. They usually are specified as a percentage of the otherwise estimated value, but

sometimes are specified as a dollar amount.

On the other hand, since most discounts or premiums reflect risk factors, they are

sometimes reflected as an adjustment to the discount rate, capitalization rate, or multiple

that otherwise would be used. If this procedure is used, it is generally part of the ‘‘spe-

cific company risk factor adjustment,’’ accounting for characteristics of the company or

interest that differ from the characteristics of the companies or interests used to derive the

base values.

DISCOUNTS AND PREMIUMS ARE BIG-MONEY ISSUES

Often there is more money at stake in determining what discounts or premiums are appli-

cable to some business valuations than there is in arriving at the base value (prediscount

valuation) itself. A thorough understanding of (1) the types of discounts and premiums,

(2) situations in which each may or may not be applicable, and (3) how to quantify them

is a major and indispensable part of the tool kit of any business appraiser or reviewer of

business appraisals.

In the dissenting stockholder action of Swope v. Siegel-Robert, Inc., for example, one

appraiser testified to a value of $98.40 per share and another testified to a value of $30.90

per share, a difference of well over three to one between the two appraisers’ values. How-

ever, their base level values were $72.90 and $46.20 per share, respectively, both on a

marketable minority basis. The rest of the difference came from the fact that the first

appraiser applied a 35 percent control premium, which the second did not, and the second

appraiser applied a 35 percent discount for lack of marketability, which the first did not.1

There have been many cases in which the parties reached agreement on base values,

and the only disputes remaining involved premiums and/or discounts.

In Estate of Weinberg v. Commissioner,2 the parties agreed that the fair market value

of an apartment building, the sole asset of a limited partnership, was $10,050,000. The

points of disagreement centered on the magnitudes of lack of control and marketability

discounts for a 25.32 percent limited partnership interest. The differences in the experts’

2 Business Valuation Discounts and Premiums
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positions on the discounts and the court’s conclusion are shown in Exhibit 1.1. If the

court had accepted the taxpayer’s expert’s discounts, the concluded value would have

been $971,838. If the court had accepted the Internal Revenue Service (IRS) expert’s

discounts, the concluded value would have been $1,770,103. This magnitude of differ-

ence based on combined discounts for lack of control and lack of marketability is not

uncommon.

The most famous case dealing solely with the issue of discounts is Mandelbaum v.

Commissioner.3 The parties stipulated to freely traded minority interest values, so the

only issue was the discount for lack of marketability. After hearing testimony from

experts for both the IRS and the taxpayer, the court concluded a discount of 30 percent

for lack of marketability. Some of the court’s criteria for reaching its decision are still

controversial in the financial community. This case is discussed more fully in Chapter 14.

‘‘ENTITY LEVEL’’ VERSUS ‘‘SHAREHOLDER LEVEL’’
DISCOUNTS AND PREMIUMS

Some categories of discounts apply to the entity as a whole, such as a key person or

environmental liability discount; others reflect the characteristics of ownership, such as

control versus minority and lack of marketability. These are often distinguished as

‘‘entity level discounts’’ or ‘‘company level discounts,’’ because they apply to the com-

pany as a whole, as opposed to ‘‘shareholder level discounts,’’ which apply to a specific

block of stock.

ENTITY LEVEL DISCOUNTS

Certain discounts apply to the entity as a whole or to all shareholders, individually or as a

group, regardless of any individual shareholder’s characteristics or attributes. These in-

clude, for example:

� Discount for trapped-in capital gains

� Key person discount

� Discount for known or potential environmental liability

� Discount for pending litigation

� ‘‘Portfolio,’’ ‘‘conglomerate,’’ or ‘‘nonhomogeneous assets’’ discount (for an un-

attractive assemblage of assets)

Exhibit 1.1 Estate of Weinberg v. Commissioner: Experts’ and Court’s Discounts from

Net Asset Value

Minority & Marketability

Discounts Taxpayer’s Expert IRS Expert Tax Court

Minority Interest Discount 43% 20% 37%

Marketability Discount 35% 15% 20%

Combined Discount 63% 32% 50%

Source: Robert M. Siwicki of Fleet M&A Advisors. ‘‘Tax Court Rejects QMDM and Use of Single

Comparable,’’ Shannon Pratt’s Business Valuation Update (April 2000): 10.

‘‘Entity Level’’ versus ‘‘Shareholder Level’’ Discounts and Premiums 3
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� Concentration of customer or supplier base (risk of loss/nonrenewal of significant cus-

tomers or vendors normally is factored into the multiples in the market approach or

the discount rates in the income approach)

These entity discounts usually are applied before shareholder discounts, that is, dis-

counts affecting the entity as a whole as opposed to those characteristics affecting the

particular share ownership. These entity level discounts normally are applied to a control

level value. However, in some cases, such as the guideline public company method and

sometimes in an income approach, the analysis may lead directly to a minority level

value without ever estimating a control value. In these cases, the entity level discounts

can be applied to those minority values before any shareholder level adjustments. (The

percentage would be the same since entity level adjustments apply equally to all

shareholders.)

Also, in some instances, these ‘‘discounts’’ can be factored into discount or capitali-

zation rates in the income approach or valuation multiples in the market approach to

reflect the additional risk that they imply. If this procedure is used, the adjustments to the

discount or capitalization rates or market multiples should be clearly explained.

Estate of Mitchell v. Commissioner4 is a good example of an entity level discount.

The Tax Court first applied a 10 percent key person discount (for the death of Paul

Mitchell) to the $150,000,000 control value for the entity that the court had determined.

The court then took the percentage owned by the estate times the remaining

$135,000,000 value and applied discounts for lack of control and lack of marketability.

These entity level discounts usually are applied as a percentage to some measure of

value, as in the previous example. In some cases, for example, the application of a

trapped-in capital gains adjustment, the discount may be quantified as a dollar amount

rather than a percentage.

DISCOUNTS AND PREMIUMS REFLECTING SHAREHOLDER
CHARACTERISTICS OF OWNERSHIP

The starting point for any discount or premium has to be a well-defined base to which it

is applied. This is especially true of shareholder level discounts or premiums.

The starting point for discounts relating to characteristics of ownership could be one

of the levels defined on the traditional levels-of-value chart (see Exhibit 1.2), such as:

1. Control value

2. Minority marketable value (also sometimes called ‘‘publicly traded equivalent value’’

or ‘‘stock market value’’)

If, on the other hand, the analyst believes that publicly traded equivalent value is

equal to control value, in accordance with the alternative levels-of-value chart shown in

Exhibit 1.3, discounts for both lack of control and for the relative degree of lack of mar-

ketability between a control position and a private minority position may be appropriate

to derive a private minority value. Further explanation of the concepts embodied in

Exhibits 1.2 and 1.3 is included in Chapter 2.

Other premiums or discounts at the shareholder level may include voting versus non-

voting stock (see Chapter 16) and blockage (an amount so large that it would depress the

price if put on the market all at once, normally applied to publicly traded stocks).

4 Business Valuation Discounts and Premiums



E1C01_1 03/10/2009 5

The most often encountered premiums or discounts reflecting characteristics of own-

ership fall broadly into two major categories:

1. Degree of control or lack of control. The issue of voting versus nonvoting stock may

be regarded as a subcategory of control or as a separate issue.

2. Degree of lack of marketability

Each of the above has economic bases that must be analyzed in each individual

situation.

In a valuation analysis, the degree of control usually is considered before the degree

of marketability. This is because, although control and marketability are separate issues,

the degree of control or lack of it has a bearing on both the size of the discount for lack of

marketability and the procedures that are appropriate to quantify the discount for lack

of marketability.

It generally is not practical to use the minority nonmarketable level of value as a start-

ing point because there is no database of arm’s length transactions of minority nonmar-

ketable interests and no other empirical data to lead directly to that level of value.

Exhibit 1.2 ‘‘Levels of Value’’ in Terms of Characteristics of Ownership

A combined 20%
discount and a 45%
discount for lack of
marketability equals a
total of 56% discount
from value of control
shares.b

45% total
discount for
lack of
marketability
(25% + 20%
may be taken
additively)

20% strategic
acquisition
premium

Synergistic
(Strategic) Value

Value of control
sharesa

“Publicly traded equivalent
value” or “Stock
Market value” of minority
shares if freely traded.

Value of restricted
stock of public
company

Value of nonmarketable
minority (lack of control)
shares

Per Share
Value

Control
Premium

or Minority
Discount

Discount for
restricted stock of
public company

Additional discount
for private company

stock

$12.00

$10.00

$8.00

$6.00

$4.40

20% minority
interest
discount; 25%
control premium

25% discount for
lack of
marketability for
restricted stock

Additional 20%
discount for
private company
stock (taken from
publicly traded
equivalent value
$8.00 per share)

Notes:

Control shares in a privately held company may also be subject to some discount for
lack of marketability, but usually not nearly as much as minority shares.

Minority and marketability discounts normally are multiplicative rather than additive.
That is, they are taken in sequence:

$10.00
–  2.00
$  8.00
–  3.60
$  4.40

Control Value
Less:  Minority interest discount (.20 x $10.00)
Marketable minority value
Less lack of Marketability discount (.45 x $8.00)
Per share value of non-marketable minority shares

a

b

Source: Jay E. Fishman, Shannon P. Pratt, and J. Clifford Griffith, PPC’s Guide to Business Valuations,

18th ed. (New York: Practitioner Pub Co., 2008), Exhibit 8-8.

‘‘Entity Level’’ versus ‘‘Shareholder Level’’ Discounts and Premiums 5
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Note that the issue of marketability is usually distinguished from nonmarketability at

the minority interest level but not at the controlling interest level. On the minority interest

level, the term ‘‘marketable,’’ or ‘‘liquid,’’ reflects a stock with an active public trading

market that can be sold instantly, with cash proceeds received within three days.5 Con-

trolling interests are far less liquid than an actively traded security, although in most

Exhibit 1.3 ‘‘Levels of Value’’ in Private Companies Based on Owners’ Options for Exit or Liquidity

CONTROL
OWNER

OPTIONS FOR EXIT OR LIQUIDITY
OPTIONS FOR EXIT OR LIQUIDITY

METHODS FOR VALUATION

METHODS FOR VALUATION

DIRECT

INDIRECT

• Take company public

• Sell in M&A market

• Liquidate

• Some combination of the above

• Sell to outsider

• Sell to insider

• Redemption

• Buy and hold

  Receipt of dividends in perpetuity

  Receipt of dividends during holding period and

  then some exit or liquidity event either as a

  minority or control transaction

• Maybe no exit option

• Discounted future benefits analysis (DFBA)

 (e.g., dividends, minority interest cash

 flows and future exit assumption)

• Capitalize minority owner benefits (dividends or

 earnings) at appropriate required rate of return

• Prior transactions

• Buy-sell agreement provisions

• Apply discounts for both lack of control

 and lack of marketability or lack of liquid-

 ity from value to control owner

• Guideline public companies*

  (market approach)

• Guideline M&A transactions

  (market approach)

• NAV/Liquidation analysis

  (asset approach)

• Discounted cash flow

  (income approach)

• Capitalized cash flow

  (income approach)

• Highest value derived from above

 methods is value of control*

LEVEL
OF VALUE

MINORITY
OWNER

�Guideline public company method—Determine if company could go public. If so, where would it likely

trade assuming it was seasoned in the market? If not, is this method applicable? If company could do an

IPO, control owners usually cannot cash out, but end up with restricted stock. May need to determine the

cash-equivalent value of this restricted stock if public market indicates significantly higher value than the

other approaches.

Source: Chart designed by Eric W. Nath.
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cases they are more liquid than a private minority position. Therefore, at this point we

have no benchmark against which to classify a controlling interest as marketable or non-

marketable. Also, this concept does not apply to other types of property, such as real

property, where no such liquid market for fractional interests exists.

Since we have no such benchmark at the control level, some consider it wise to avoid

trying to classify controlling interests as ‘‘marketable’’ or ‘‘nonmarketable.’’ (This will

be discussed in greater detail in Chapter 12.)

Degree of Control or Minority

The degree of ownership control covers a wide spectrum, from 100 percent control

ownership to a tiny minority with no control attributes at all. Therefore, discounts for

lack of control vary in degree depending on how many and what types of control attrib-

utes are present.

It is vital to recognize that ownership of stock or a partnership interest does not entail

any direct claim on the underlying assets. This is a fundamental concept that those not

familiar with business appraisal may not at first grasp. It is the foundation of the discount

for lack of control. For example, the other day I tried again to back my van up to the local

brewery loading dock and swap my stock in the brewery for an equivalent value of beer. I

even offered to discount the value of my stock for minority interest and lack of market-

ability, but still no deal. They said that the stock was not exchangeable for the underlying

assets.

I think that the liquidation value of my brewery’s assets is a lot greater than what the

stock trades for, but I cannot force liquidation or even a partial sale of assets. The profits

are good enough that they could at least pay a beer dividend (some distilleries used to pay

a whiskey dividend), but they would rather pay outrageous bonuses to the semicompetent

chairman of the board (who also happens to have a controlling ownership in the stock).

It is no wonder that the few trades that do take place in the brewery’s stock are at a

price a great deal lower than a proportionate share of what the whole thing is worth.

Degree of Marketability

Like the degree of control, the degree of marketability can cover a wide spectrum. It can

range all the way from active public trading (instant sale with cash in three business days)

to no trades at all and severe restrictions on any attempt to sell. For example, most stocks

traded on the New York Stock Exchange (NYSE) or the NASDAQ markets have very

high liquidity. Partnership interests traded on the secondary market for partnerships regis-

tered by the Securities and Exchange Commission (SEC) are marketable, but the liquid-

ity of that market is usually much less than that of the major stock markets.

As alluded to, there can be a distinction between ‘‘marketability’’ and ‘‘liquidity.’’

Dictionaries define these terms in various ways, but the general theme seems to be that

‘‘marketability’’ relates to the right to sell something, whereas ‘‘liquidity’’ refers to the

speed with which an asset may be converted to cash without diminishing its value. On

the other hand, financial texts tend to define these terms somewhat differently. Currently,

business appraisers tend to use these terms interchangeably, and there is no consensus yet

on a distinction between these terms. For the purposes of this book these terms are used

interchangeably; however, analysts may wish to define these terms in their report if it is

important to the analysis.

‘‘Entity Level’’ versus ‘‘Shareholder Level’’ Discounts and Premiums 7
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Investors cherish liquidity and abhor lack of it. When a stock is not readily market-

able (that is, publicly traded), if it does finally sell, it usually will sell at a significantly

discounted price from control value or from an otherwise comparable stock that is pub-

licly traded. This is the conceptual basis for the discount for lack of marketability: one

does not know when or for how much one’s stock can be sold.

The amount of this discount will vary depending on the degree of liquidity attributes

(for instance, occasional trades, potential for a public offering, or sale of the company) to

restrictions exacerbating the lack of liquidity.

HOW THE VALUATION APPROACHES USED AFFECT
THE LEVEL OF VALUE

Different valuation approaches and methods result in different levels of value. Therefore,

in order to understand whether various discounts and/or premiums should be applied to

the appropriate base value, the appraiser needs to understand what base value was devel-

oped by the valuation method(s) used. This section gives a broad overview, and later

chapters discuss more specific detail about how the valuation method(s) impact premi-

ums and discounts.

There is an ongoing debate about whether public stock market multiples, discount

rates, and capitalization rates indicate minority or control levels of value. This debate is

summarized and examined in more depth in Chapter 2.

INCOME APPROACH

Most analysts believe that the question of whether the income approach produces a mi-

nority or control value depends for the most part on whether the income or cash flows to

be discounted or capitalized represent a minority basis (generally, business as usual) or

are adjusted to reflect whatever policies a control owner could implement.

The discount or capitalization rate in the income approach is derived from public

stock market data. There are three methods commonly used to derive discount and capi-

talization rates from public stock market data:

1. The Capital Asset Pricing Model (CAPM)

2. The buildup model

3. The ‘‘Discounted Cash Flow method’’

(For descriptions of each of these methods, see Cost of Capital: Applications and

Examples.6) Regardless of what method is used to estimate the discount rate, the rate

developed is from public market data and reflects the assumption of full marketability.

Therefore, if minority interest cash flows are used, the result should be the minority,

marketable level of value. If control cash flows are used, the result should be control

value, although there may be room for a modest control premium to reflect the ability to

exercise the prerogatives of control and gain economic benefit from doing so. For exam-

ple, most buyers believe that they can improve profitability by better management.

Since there is no market data to benchmark the discount for lack of marketability for

controlling interests, it is a matter of the analyst’s judgment as to whether a discount for

8 Business Valuation Discounts and Premiums
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lack of marketability is warranted. Discounts for lack of marketability are covered in

detail in future chapters.

MARKET APPROACH

Within the market approach, the level of value indicated may depend on whether the

guideline publicly traded company method or the merger and acquisition method is

used.

Guideline Publicly Traded Company Method

Stocks of the guideline public companies are actively traded minority interests. There-

fore, the guideline publicly traded company method traditionally has been assumed to

produce a marketable minority level of value. However, this assumption has been seri-

ously challenged, and there is good reason to believe that such may not always be the

case. A full discussion of the debate surrounding this issue is included in Chapter 2.

Guideline Merged and Acquired Company Method

If using merged and acquired guideline companies to derive market multiples, the trans-

actions usually represent controlling interests, so the method is assumed to reflect a con-

trol value. Also, this method may reflect synergies, especially in acquisitions of larger

companies, which would not be reflected in fair market value.

ASSET-BASED APPROACH

Whether the adjusted net asset value or the excess earnings method is used, the general

assumption is that asset methods reflect control over the assets and a control value with

respect to the levels-of-value chart. This is because, in both methods, individual assets or

classes of assets are adjusted to fair market value (often relying on appraisals from other

disciplines), and 100 percent ownership (control), typical market conditions, and no re-

strictions on transfer are assumed.

USE OF PUBLIC COMPANY DATA TO QUANTIFY
DISCOUNTS AND PREMIUMS

The emphasis in this book is on applying discounts and/or premiums in the context of

private company valuations, although most of the principles and some examples used are

applicable to public companies as well. To illustrate the reality of the discounts and pre-

miums, it is necessary to rely heavily on data from the public markets because this is

the only place that actual investor behavior can be observed with respect to most discount

and premium issues.

For example, there are virtually no data on the prices at which minority interests

change hands in private companies compared to the price of a controlling interest in the

same company. However, we have data on literally thousands of acquisitions of public

companies, which relate to exactly that.

Use of Public Company Data to Quantify Discounts and Premiums 9
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Most decision makers, analysts, and courts would rather have an empirical basis for

justifying both the reality and the quantification of the premium or discount rather than

just an opinion, with nothing to support the analyst’s judgment. For the most part, such

data are available only in the public market.

HOW THE STANDARD OF VALUE AFFECTS
DISCOUNTS AND PREMIUMS

The four primary standards of value that we use for various valuation purposes are

1. Fair market value

2. Investment value

3. Fair value for shareholder disputes

4. Fair value for financial reporting

While these standards of value are well defined in the appraisal literature, they often

are used much more loosely (or ambiguously) in court opinions, especially in family law

courts. It is important that the analyst, the attorney, and the court agree on the relevant

standard of value, because it may mandate or influence the applicability of certain dis-

counts or premiums, especially with respect to the issue of minority/control and

marketability.

FAIR MARKET VALUE

Fair market value is a concept of value in exchange. It is defined as ‘‘the net amount that

a willing purchaser, whether an individual or a corporation, would pay for the interest to

a willing seller, neither being under any compulsion to buy or to sell and both having

reasonable knowledge of relevant facts.’’7 It is assumed to be a cash value.

It is important to note that the buyer and seller are ‘‘hypothetical,’’ as opposed to any

one specific, identified buyer or seller. This is intended to eliminate the influence of one

buyer’s or seller’s specific motivations. However, if there is an active group of competing

buyers or sellers with a common set of motivations, this group could constitute the mar-

ket in which the ‘‘hypothetical’’ buyer and seller might meet to transact, and thus the

price that the group would find acceptable could constitute fair market value.

Fair market value is the statutory standard of value for all federal tax cases.8 It

often is the standard of value in bankruptcy proceedings. In some states, precedential

case law has established fair market value as the standard of value in property valua-

tions for divorce. The analyst or lawyer must be very careful, however, in the divorce

context, because court opinions often use the phrase ‘‘fair market value’’ and then go

on to actually apply a standard that is different from the one defined here. Except

in Ohio, fair market value is not the standard of value in dissenting-stockholder or

minority-oppression cases.

Under the standard of fair market value, the focus must be on the specific property

(ownership interest) being valued, basically ‘‘as is,’’ including control and marketability

characteristics. Therefore, minority interests in closely held corporations or partnerships

are valued to reflect lack of control and lack of marketability characteristics.

10 Business Valuation Discounts and Premiums
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INVESTMENT VALUE

Investment value differs from fair market value as defined in the literature of appraisal in

that investment value means the value to some particular buyer or seller rather than to a

hypothetical buyer or seller.

Investment value, therefore, might incorporate the synergistic value that some partic-

ular buyer may be willing to incorporate into an acquisition premium over and above just

a control premium that others might pay for the prerogatives of control.9

Investment value is often found in legal precedents, especially in the family law

courts, where judges often seek ‘‘value to the owner’’ or to the marital community, as

opposed to value in exchange. For example, if a company is family owned, there may be

no minority discount for a minority owner because, through family attribution, that owner

is assumed to be part of a control group.

The analyst and attorney must be extremely careful in studying the relevant case law,

because it is quite common to find the phrase ‘‘fair market value’’ in precedential

opinions, especially in the family law context, and then find that, in fact, the valuation

methodology accepted by the court has actually brought in elements of investment value.

Family law courts also sometimes refer to investment value as ‘‘intrinsic value.’’

FAIR VALUE FOR SHAREHOLDER DISPUTES

Fair value is a creature of state legislatures, primarily as the standard of value for dissent-

ing stockholder suits and minority oppression suits. Until 1999 it was defined by the

Model Business Corporation Act10 as ‘‘the value of the shares immediately before effec-

tuation of the corporate action to which the dissenter objects, excluding any appreciation

or depreciation in anticipation of the corporate action unless exclusion would be

inequitable.’’

This definition clearly eliminates any acquisition premium that would incorporate

synergistic value with an acquirer over and above the company’s control value on a

stand-alone basis. However, the definition does not address the questions of the lack of

control or lack of marketability of the shares in question.

In 1999 the Model Business Corporation Act introduced language to the effect that

fair value would not incorporate either minority discounts or discounts for lack of mar-

ketability. However, as of this writing (mid-2009), few states have yet incorporated that

modification into their dissenting stockholder statutes or its shareholder dissolution (mi-

nority oppression) statutes.

As of now, there is no clear majority position among the states regarding the interpre-

tation of fair value with respect to the issues of minority/control or lack of marketability,

although the trend is toward not applying discounts for these factors in determining fair

value. In fact, some treat these issues differently in the context of dissenting stockholder

versus corporate dissolution statutes. In each situation, the analyst and the attorney must

carefully study the relevant case law. When there is no precedential case law, states often

turn to persuasive case law from other states with similar statutory law.

FAIR VALUE FOR FINANCIAL REPORTING

As is the case with many ambiguous terms in the world of finance, the phrase ‘‘fair

value’’ has two different and distinct meanings in different contexts. The Financial

How the Standard of Value Affects Discounts and Premiums 11
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Accounting Standards Board (FASB) issued a definition of fair value in the context of

financial reporting. Statement of Financial Accounting Standards (SFAS) 157 defines

fair value as ‘‘the price that would be received to sell an asset or paid to transfer a

liability in an orderly transaction between market participants at the measurement

date.’’11

This sounds very much like fair market value, but it is different. The FASB stated that

it did not use fair market value because it did not want to be bogged down with the

nuances of court interpretations of fair market value. An example of differences from

fair market value is that SEC restrictions on transfer are recognized as factors calling for

discounts under SFAS 157, but discounts for blockage are not allowed.

Chapter 26 is on the subject of discounts and premiums in fair value for financial

reporting. As of this writing, there have been no court cases on the subject of fair value

for financial reporting.

AMERICAN SOCIETY OF APPRAISERS BUSINESS
VALUATION STANDARD VII: VALUATION DISCOUNTS
AND PREMIUMS

The American Society of Appraisers Business Valuation Standard VII, shown as

Exhibit 1.4, summarizes business valuation discounts and premiums and their application

quite succinctly. Appraisers should note Section III, the steps in the application of dis-

counts and premiums.

Exhibit 1.4 American Society of Appraisers Business Valuation Standard VII, Valuation Discounts

and Premiums

I. Preamble

A. This Standard must be followed in all valuations of businesses, business ownership interests, and

securities developed by all members of the American Society of Appraisers, be they Candidates,

Accredited Members (AM), Accredited Senior Appraisers (ASA), or Fellows (FASA).

B. The purpose of this Standard is to define and describe the requirements for the use of discounts

and premiums whenever they are applied in the valuation of businesses, business ownership

interests, and securities.

C. This Standard applies to appraisals and may not necessarily apply to limited appraisals and

calculations as defined in BVS-I, Section II.B.

D. This Standard incorporates the General Preamble to the Business Valuation Standards of the

American Society of Appraisers.

E. This Standard applies at any time in the valuation process, whether within a method, to the value

indicated by a valuation method, or to the result of weighing or correlating methods.

II. The Concept of Discounts and Premiums

A. A discount has no meaning until the conceptual basis underlying the base value to which it is

applied is defined.

B. A premium has no meaning until the conceptual basis underlying the base value to which it is

applied is defined.

12 Business Valuation Discounts and Premiums
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SUMMARY

This chapter has provided a broad overview of business valuation discounts and premiums.

We distinguished between those discounts and premiums that affect the whole enterprise and

all its owners, called entity level discounts, and those that are specifically a result of owner-

ship characteristics (control and marketability or lack of either), called shareholder level dis-

counts and premiums. Since entity level discounts impact the whole enterprise, they usually

are applied to a control value, derived by any valuation approach or method. However, if the

guideline public company method (or some other method producing a minority value) is used

without ever reaching a control value, the entity level discounts are still applicable.

Shareholder level discounts or premiums, on the other hand, are very specific to the

ownership characteristics of the base to which they are applied. Therefore, when dealing

with adjustments to value arising from ownership characteristics, the assumptions as to

the ownership characteristics of the base to which they are applied must be very clearly

defined, or the adjustments are meaningless.

We introduced the traditional levels-of-value chart, which assumes that public market

data as applied to a private company, gives a ‘‘marketable minority’’ level of value that is

less than control. We also introduced an alternative levels-of-value chart that treats public

market value and control value nonlinearly such that public market value could be less

than, equal to, or greater than control value. Finally, we have shown how the standard of

value (for instance, fair market value, fair value, or investment value) has an effect on

whether premiums or discounts apply in specific cases.

Following chapters discuss both the concepts and measurement of the various discounts

and premiums in detail. They also include details of how various courts have accepted or re-

jected the application and quantification of these discounts and premiums in contexts such as

tax, marital dissolution, dissenting and oppressed stockholder actions, and bankruptcy cases.

Exhibit 1.4 Continued

Summary 13

C. A discount or premium is warranted when characteristics affecting the value of the subject

interest differ sufficiently from those inherent in the base value to which the discount or

premium is applied.

D. A discount or premium quantifies an adjustment to account for differences in characteristics

affecting the value of the subject interest relative to the base value to which it is compared.

III. The Application of Discounts and Premiums

A. The purpose, applicable standard of value, or other circumstances of an appraisal may indicate

the need to account for differences between the base value and the value of the subject interest.

If so, appropriate discounts or premiums should be applied.

B. The base value to which the discount or premium is applied must be specified and defined.

C. Each discount or premium to be applied to the base value must be defined.

D. The primary reasons why each selected discount or premium applies to the appraised interest

must be stated.

E. The evidence considered in deriving the discount or premium must be specified.

F. The appraiser’s reasoning in arriving at a conclusion regarding the size of any discount or

premium applied must be explained.

Source: American Society of Appraisers Business Valuation Standards. Copyright # 2002—American Society of

Appraisers.
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NOTES

1. Swope v. Siegel-Robert, Inc., 74 F. Supp. 2d 876 (E.D. Mo. 1999) aff’d in part, rev’d in part by 243

F.3d 486 (8th Cir. 2001). In this case, the district court declined to apply either the control premium

or the marketability discount and concluded a value of $63.36 per share, finding them to be

discretionary. But the Eighth Circuit reversed, holding that no discounts or premiums should

be applied in determining fair value as a matter of law. In this sense, it interpreted the first

appraiser’s application of a ‘‘control premium’’ as bringing the value up to an enterprise level, and

the lower court’s refection of this premium as a minority discount.

2. Estate of Weinberg v. Commissioner, T.C. Memo 2000-51, 79 T.C.M. (CCH) 1507 (2000).

3. Mandelbaum v. Commissioner, T.C. Memo 1995-255, 69 T.C.M. (CCH) 2852 (1995), aff’d, 91

F.3d 124 (3d Cir. 1996).

4. Estate of Mitchell v. Commissioner, T.C. Memo 1997-461, 74 T.C.M. (CCH) 872 (1997), aff’d in

part, vacated in part by 2001 U.S. App. LEXIS 7990 (9th Cir. 2001).

5. Z. Christopher Mercer,QuantifyingMarketabilityDiscounts (Memphis: Peabody Publishing, LP,

2001), p. 7.

6. For methods to estimate discount and capitalization rates, see Shannon P. Pratt, Roger J.

Grabowski, Cost of Capital: Applications and Examples, 3rd ed. (Hoboken, NJ: John Wiley

& Sons, 2008): especially Chapter 7, ‘‘Build-up Method’’; Chapter 8, ‘‘Capital Asset Pricing

Model (CAPM)’’; Chapter 15, ‘‘Alternative Cost of Equity Capital Models’’; and Chapter 16,

‘‘Implied Cost of Equity Capital.’’

7. 26 CFR 20.2031-3 valuation of interests in businesses.

8. Certain collections matters may differ from the fair market value standard.

9. Some may refer to this standard of value as a form of ‘‘value in use,’’ although the appraisal

profession considers ‘‘value in use’’ to be a premise of value; that is, the condition of the company

when the transaction takes place.

10. Model Business Corporation Act (Chicago: American Bar Association, 1950–2008).

11. Statement of Financial Accounting Standards No. 157: Fair Value Measurements. (FASB).
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Chapter 2

Minority Discounts
and Control Premiums

Relevant Definitions

Basic Minority/Control Value Relationship

Prerogatives of Control

Factors Affecting Degree of Control
Anything Less than 100 Percent
Supermajority Requirements
Shareholder Oppression Statutes
Swing Vote Potential
Interests of 50 Percent
Legal or Regulatory Constraints
Minority Shareholder Ability to Elect Directors

Cumulative Voting
Contractual Appointment

How the Valuation Methodology Affects the Minority Discount or Control Premium
Income Approach as Value Basis
Market Approach as Value Basis

Guideline Merged and Acquired Company Method
Guideline Publicly Traded Company Method

Asset-Based Approach as Value Basis

Do Publicly Traded Minority Stock Prices Reflect Control Value?

Treatment of Control Premiums in the Delaware Courts

How the Purpose of the Valuation Affects Minority Discounts or Control Premiums
Gift, Estate, and Income Tax
Dissenting Stockholder and Shareholder Dissolution Actions
Marital Dissolutions
Pricing for a Synergistic Buyer

Summary

Everyone recognizes that control owners have rights that minority owners do not and that

the differences in those rights and, perhaps more importantly, how those rights are exer-

cised and to what economic benefit, cause a differential in the per-share value of a control

ownership block versus a minority ownership block. This chapter discusses the differ-

ences in those rights and their use or misuse and addresses how to measure the difference

in per-share value arising from the ownership and use of those rights.

15
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RELEVANT DEFINITIONS

The value of control depends not only on legal power and rights, but also on economic

potential. This is overlooked by some analysts. Of what additional value is a control

interest in an unprofitable business with no reasonable prospects for profitability? In such

a situation, a control owner’s rights, to the extent exercised, might produce no value dif-

ference. On the other hand, in a situation where significant benefits could be derived from

exercising one prerogative (for instance, owner compensation), the value of control might

be very large. For those mathematically inclined, the control premium can be conceptual-

ized as the product of two factors: legal power and economic benefit.1

Exhibit 2.1 presents relevant definitions. The definitions are fairly good as far as they

exist. It is what is missing that is revealing about the state of the business valuation profes-

sion. For example, the control premium definition correctly reflects the value of control, but

no definition exists for acquisition premium, which could reflect the value of both control

and synergies. There is also no definition of supermajority, which sometimes is important.

Many other important nuances that business appraisers need to consider have not yet found

their way into the standard lexicon of business valuation vocabulary. (We mentioned the

possible distinction between ‘‘marketability’’ and ‘‘liquidity’’ in Chapter 1.)

Chapter 21 originally by Curtis Kimball and updated by Noah J. Gordon addresses

minority/control differentials where adjusted net asset value is the starting point, especially

in the context of family limited partnerships; and Chapter 27 originally by Daniel Van

Vleet and updated by Frances Fan addresses discounts for undivided interests in assets.

BASIC MINORITY/CONTROL VALUE RELATIONSHIP

In an overly simplistic world, the control premium and the minority discount could be

considered to be the same dollar amount. Stated as a percentage, this dollar amount

Exhibit 2.1 Definitions Relating to Minority Discounts and Control Premiums

Control The power to direct the management and policies of a business enterprise.

Control Premium An amount (expressed in either dollar or percentage form) by which the pro rata

value of a controlling interest exceeds the pro rata value of a noncontrolling interest in a business

enterprise that reflects the power of control.

Majority Control The degree of control provided by a majority position.

Majority Interest An ownership interest greater than 50 percent (50%) of the voting interest in a

business enterprise.

Minority Interest An ownership interest less than 50 percent (50%) of the voting interest in a business

enterprise.

Discount A reduction in value or the act of reducing value.

Discount for Lack of Control An amount or percentage deducted from the pro rata share of value of

100 percent (100%) of an equity interest in a business to reflect the absence of some or all of the powers

of control.

Minority Discount A discount for lack of control applicable to a minority interest.

Source: International Glossary of Business Valuation Terms.
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would be higher as a percentage of the lower minority marketable value or, conversely,

lower as a percentage of the higher control value. In fact, this is exactly what the simplest

form of the traditional levels-of-value chart (Exhibit 1.2) implies.

Let us assume that the average control premium observed for an industry is 35 per-

cent, and we want to compute the amount of the minority discount this implies. The

applicable formula is:

Minority Discount ¼ 1 � 1

1 þ Control Premium

� �

Substituting the 35 percent control premium in this formula:

Minority Discount ¼ 1 �
�

1

1 þ :35

�

¼ 1 �
�

1

1:35

�

¼ 1 � :74

¼ :26 or 26%

Thus, a 35 percent control premium in the context of the levels-of-value chart implies

a 26 percent minority discount.

Unfortunately, as we shall see, the measurement and application of this concept is not

as simple as it may appear at first blush. David Simpson sent a warning flag up the pole

on this issue in 1991:

[I]t would seem at first glance that control premiums paid in buyouts of public companies

would be ideal indicators of the magnitude of discount necessary for proper valuation of a

minority interest. Yet it becomes apparent that such data is compiled from such a diverse

field that its usefulness is limited. This diversity is caused by differences in the degree of

control obtained, the industry of the acquired company, the timing of the buyout, the concen-

tration of control among selling shareholders, the perceived benefits or synergies to be ob-

tained by buyers, the receptiveness of management to the offer, and the presence or absence

of competitive bids. Finding enough examples from which to draw a valid discount conclu-

sion for a specific degree of control in a specific industry during a given time period is rarely,

if ever, possible.2

PREROGATIVES OF CONTROL

There are many things a control owner may be able to do that a minority cannot. These

include, for example, the abilities to:

� Decide on levels of compensation for officers, directors, and employees

� Decide with whom to do business and enter into binding contracts, including contracts

with related parties

� Decide whether to pay dividends and, if so, how much

� Register the stock with the Securities and Exchange Commission for a public offering

Prerogatives of Control 17
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� Repurchase outstanding stock or issue new shares

� Make acquisitions or divest subsidiaries or divisions

� Buy, sell, or hypothecate any or all company assets

� Determine capital expenditures

� Change the capital structure

� Amend the articles of incorporation or bylaws

� Sell a controlling interest in the company with or without participation by minority

shareholders

� Select directors, officers, and employees

� Determine policy, including changing the direction of the business

� Block any of the above

Depending on state laws, the company’s articles of incorporation and bylaws, and

agreements with lenders, any of the above prerogatives of control may be exercised by a

simple majority control, or they may require some level of supermajority. About half the

states require some degree of supermajority, most often two-thirds, for certain major cor-

porate actions such as selling out, merging, or liquidating the company’s major assets. If

the stock is widely distributed, or if certain contractual rights exist, a block of stock con-

stituting less than a majority may have effective control over some of the above

prerogatives.

On the other hand, many states have laws that limit or curb these prerogatives, such as

dissenting stockholder and/or minority oppression statutes. State statutes, as well as state

court cases, must be studied carefully.

FACTORS AFFECTING DEGREE OF CONTROL

Many factors can affect the degree of control and, consequently, the magnitude of the

discount for lack of control (if starting with a controlling interest value) or some pre-

mium for elements of control (if starting with a minority interest value).

ANYTHING LESS THAN 100 PERCENT

Any proportion of ownership less than 100 percent leaves room for attacks by minority

shareholders on some prerogatives of control. For example, if the company were to sell

out or take certain other corporate actions, any minority stockholder might be able to

exercise dissenting stockholder rights. There are many ways in which a minority stock-

holder can create a nuisance for the control stockholder, which could reduce the control

premium and the discount for lack of control, thus increasing the minority owner’s inter-

est’s value.

SUPERMAJORITY REQUIREMENTS

About a quarter of the states require something more than a mere 50%-plus-1-share vote

to approve certain major corporate actions, such as selling out or merging. Exhibits 2.2A

18 Business Valuation Discounts and Premiums
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Exhibit 2.2A Summary of State Voting Requirements for Approval of Sale of Assets as Business

Combination

States Statute Number

Statute Voting Requirements for

Approval of Sale of Assets as

Business Combination

Alabama Ala. Code § 10-2B-12.02 Two-thirds of outstanding shares entitled to vote

(articles or bylaws may not set requirement at

less than a majority)

Alaska Alaska Stat. § 10.06.568 Two-thirds of the outstanding shares1

Arizona Ariz. Rev. Stat. Ann. § 10-727 Majority of all votes entitled to be cast

Arkansas Ark. Stat. Ann. §§ 4-27-1202,

4-26-903

Two-thirds of the shares entitled to vote1

California Cal. Corp. Code §§ 152, 1001 Majority of the outstanding shares entitled to vote

Colorado Colo. Rev. Stat. § 7-112-102 Majority of all votes entitled to be cast

Connecticut Conn. Gen. Stat. § 33-831 Majority of the outstanding stock entitled to vote

Delaware 8 Del. C. §§ 271 Majority of all votes entitled to be cast

District of

Columbia

D.C. Code § 29-375 Two-thirds of the outstanding shares (but articles

may specify a lesser voting requirement but

not less than a majority)

Florida Fla. Stat. § 607.1202 Majority of all votes entitled to be cast

Georgia Ga. Code Ann. § 14-2-1202 Majority of all votes entitled to be cast

Hawaii Hawaii Rev. Stat. § 415-79 A simple majority may approve plan of sale of

assets for corporations organized after July 1,

1987. For corporations organized before July

1, 1987, at least three-fourths of all the issued

and outstanding stock having voting power is

required (articles may provide for a lesser

voting requirement but not less than a

majority)2

Idaho Idaho Code § 30-1-1202 Majority of all votes entitled to be cast

Illinois 805 ILCS 5/11.60 Two-thirds of the votes of the shares entitled to

vote1

Indiana Ind. Stat. Code § 23-1-41-2 Majority of all votes entitled to be cast

Iowa Iowa Code Ann. § 490.1202 Majority of all votes entitled to be cast

Kansas Kan. Stat. Ann. § 17-6801 Majority of all outstanding stock entitled to vote

Kentucky Ky. Rev. Stat. Ann.

§§ 271B.12-020

Majority of all votes entitled to be cast

Louisiana La. Rev. Stat. Ann. § 12:121 Two-thirds of the voting power (but articles may

provide for a lesser voting requirement but not

less than a majority)1

Maine 13-A.M.R.S. § 1003 Majority of all the outstanding shares entitled to

vote3

Maryland Md. Corps. & Ass’ns Code Ann.

§§ 3-105, 3-602, 3-603

Two-thirds of all votes entitled to be cast4

Massachusetts Mass. Laws Ann. Ch. 156,

§§ 42, 75

Two-thirds of each class of stock outstanding

entitled to vote

Michigan MCL § 450.1753 Majority of the outstanding shares entitled to

vote3

Minnesota Minn. Stat. Ann. § 302A.661 Majority of the voting power of all shares entitled

to vote

Mississippi Miss. Code Ann. § 79-4-12.02 Majority of the votes entitled to be cast

Missouri Mo. Ann. Stat. § 351.400 Two-thirds of outstanding shares entitled to vote

(continued )
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Montana Mont. Code Ann. §§ 35-1-823 Two-thirds of the votes entitled to be cast (but

articles may provide for a majority vote)

Nebraska Neb. Rev. Stat. §§ 21-20, 136 Two-thirds majority of all votes entitled to be cast

Nevada Nev. Rev. Stat. §§ 78.565,

78A.130, 82.436

Majority of the voting power

New Hampshire N.H. Rev. Stat. Ann. § 293-

A:12.02

Majority of all votes entitled to be cast

New Jersey N.J. Stat. Ann. § 14A:10-11 Majority of the votes entitled to be cast.3 If the

corporation was organized before Jan. 1, 1989,

then a two-thirds vote is required, however,

majority voting requirements may be adopted

with a two-thirds vote

New Mexico N.M. Stat. Ann. § 53-15-2 Majority of the shares entitled to vote3

New York N.Y. Bus. Corp. Law § 903 For corporations organized on or before February

22, 1998, a majority of the votes of all

outstanding shares entitled to vote is required.

For corporations formed after that date, unless

such a corporation amends its articles to pro-

vide for a simple majority vote, two-thirds of

the votes of all outstanding shares entitled to

vote is required

North Carolina N.C. Gen. Stat. § 55-12-02 Majority of all votes entitled to be cast

North Dakota N.D. Cent. Code § 10-19.1-104 Majority of the voting power of the shares enti-

tled to vote

Ohio Ohio Rev. Code Ann. § 1701.76 Two-thirds of the voting power (articles may

specify a lesser voting requirement but not less

than a majority)

Oklahoma Okla. Stat. Ann. Tit. 18, § 1092 Majority of the outstanding stock entitled to vote

Oregon Or. Rev. Stat. § 60.534 Majority of all votes entitled to be cast

Pennsylvania 15 Pa. Cons. Stat. Ann. §§ 1924,

1932

Majority of the votes cast by all shareholders

entitled to vote

Puerto Rico 14 L.P.R.A. § 3001 Majority of the outstanding stock entitled to vote

Rhode Island R.I. Gen. Laws § 7-1.1-72 Majority of the shares entitled to vote3

South Carolina S.C. Code Ann. § 33-12-102 Two-thirds of all votes entitled to be cast (articles

may specify a lesser voting requirement but

not less than a majority)

South Dakota S.D. Codified Law § 47-6-21 Majority of the shares entitled to vote3

Tennessee Tenn. Code Ann. § 48-22-102 Majority of all votes entitled to be cast

Texas Tex.Bus.Corp.ActAnn.Art.§5.10 Two-thirds of outstanding shares entitled to vote1

Utah Utah Code § 16-10a-1202 Majority of all votes entitled to be cast

Vermont Vt. Stat. Ann. tit. 11A, § 12.02 Majority of all votes entitled to be cast

Virginia Va. Code § 13.1-724, 13.1-900 More than two-thirds of all votes entitled to be

cast (articles may provide for a lesser voting

requirement but not less than a majority)1

Virgin Islands 13 V.I.C. § 281 A majority of the stock issued and outstanding

having voting power (the articles of incorpora-

tion may require the vote or written consent of

the holders of a larger proportion of the stock

issued and outstanding but in no event more

than three-fourths thereof)

Exhibit 2.2A Continued

States Statute Number

Statute Voting Requirements for

Approval of Sale of Assets as

Business Combination
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and 2.2B provide tables of the various states’ statutory provisions with respect to

this issue.

Even in states that do not have statutory requirements of supermajority votes for ma-

jor corporate actions, any individual company may require supermajority votes for given

corporate actions through its articles of incorporation or bylaws.

If a block of stock constitutes control for certain actions but is not large enough to be

able to cause other corporate actions, it falls in between a control value and a pure

Washington Wash. Rev. Code Ann.

§ 23B.12.020

Two-thirds of all votes entitled to be cast (lesser

vote may be provided by each voting class and

by total votes)

West Virginia W. Va. Code § 31-1-121 Majority of the shares entitled to vote1

Wisconsin Wis. Stat. Ann. § 180.1131 Majority of all votes entitled to be cast

Wyoming Wyo. Stat. § 17-16-1202 Majority of all votes entitled to be cast

Source: Business Valuation Resources, 2001.

1 If there is voting by class, two-thirds of each class and of total shares outstanding is required.
2 If there is voting by class, three-fourths of each class and of total shares outstanding is required.
3 If there is voting by class, a majority of each class and of total shares outstanding is required.
4 Special voting requirements required in certain circumstances.

Exhibit 2.2B Summary of State Voting Requirements for Approval of Merger and Share Exchange

States Code Sections

Statute Voting Requirements for Approval of

Merger and Share Exchange

Alabama Ala. Code § 10-2B-11.03 Two-thirds of the shares entitled to vote (articles or

bylaws may not set requirement at less than a

majority)

Alaska Alaska Stat. § 10.06.546 Two-thirds of the outstanding shares1

Arizona Ariz. Rev. Stat. Ann. § 10-

1103

Majority of all shares entitled to vote

Arkansas Ark. Code § 4-27-1103 Majority of all votes entitled to be cast

California Cal. Corp. Code §§ 152,

1101, 1201

Majority of the outstanding shares entitled to vote

Colorado Colo. Rev. Stat. § 7-111-103 Majority of all votes entitled to be cast

Connecticut Conn. Gen. Stat. § 33-817 Majority of the outstanding stock entitled to vote

Delaware 8 Del. C. §§ 251, 255 Majority of all votes entitled to be cast

District of

Columbia

D.C. Code § 29-367 Two-thirds of the outstanding shares (articles may not

set requirement of less than a majority)

Florida Fla. Stat. § 607.1103 Majority of all votes entitled to be cast

Georgia Ga. Code Ann. § 14-2-1103 Majority of all votes entitled to be cast

Hawaii Hawaii Rev. Stat. § 415-73 A simple majority approval plan of mergers for corpo-

rations organized after July 1, 1987. For corporations

organized before July 1, 1987, ‘‘at least three-fourths

of all the issued and outstanding stock having voting

power’’ is required (articles may provide for a lesser

voting requirement but not less than a majority)2

(continued )

Exhibit 2.2A Continued

States Statute Number

Statute Voting Requirements for

Approval of Sale of Assets as

Business Combination
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Idaho Idaho Code § 30-1-1103 Majority of all votes entitled to be cast

Illinois 805 ILCS 5/11.20 Two-thirds of the votes of the shares entitled to vote1

Indiana Ind. Stat. Ann. § 23-1-40-3 Majority of all votes entitled to be cast

Iowa Iowa Code Ann. § 490.1103 Majority of all votes entitled to be cast

Kansas Kan. Stat. Ann. §§ 17-6701,

17-6705

Majority of the outstanding stock entitled to vote3

Kentucky Ky. Rev. Stat. Ann.

§ 271B.11-030

Majority of all votes entitled to be cast

Louisiana La. Rev. Stat. Ann. § 12:112 Two-thirds of the voting power (articles may provide

for a lesser vote requirement but not less than

majority)1

Maine 13-A.M.R.S. § 611 Majority of the outstanding shares entitled to vote4

Maryland Md. Corps. & Ass’ns Code

Ann. §§ 3-105, 3-106, 3-

602, 3-603

Two-thirds of all votes entitled to be cast5

Massachusetts Mass. Law Ann. ch. 156B,

§§ 46B, 78

Two-thirds of each class of stock outstanding and enti-

tled to vote

Michigan MCL § 450.2703 Majority of the outstanding shares entitled to vote4

Minnesota Minn. Stat. Ann. § 302A.613 Majority of the voting power of all shares entitled to

vote4

Mississippi Miss. Code § 79-4-11.04 Majority of the votes entitled to be cast

Missouri Mo. Ann. Stat. § 351.425 Two-thirds of outstanding shares entitled to vote

Montana Mont. Code Ann. §§ 35-1-

815

Two-thirds of votes entitled to be cast (articles may

provide for a majority)1

Nebraska Neb. Rev. Stat. §§ 21-20, 130 Two-thirds majority of all votes entitled to be cast

Nevada Nev. Rev. Stat. §§ 78A.130,

92A.120, 92A.130,

92A.140, 92A.150,

92A.160, 92A.165

Majority of the voting power3

New

Hampshire

N.H. Rev. Stat. Ann. § 293-

A:11.03

Majority of all votes entitled to be cast

New Jersey N.J. Stat. Ann. § 14A:10-3 Majority of the votes entitled to be cast.4 If the

corporation was organized before Jan. 1, 1989, then

a two-thirds vote is required. A corporation orga-

nized before Jan. 1, 1989, may adopt the majority

voting requirements with a two-thirds vote

New Mexico N.M. Stat. Ann. § 53-15-2 Majority of the shares entitled to vote4

New York N.Y. Bus. Corp. Law § 903 For corporations organized on or before February 22,

1998, a majority of the votes of the shares entitled to

vote is required. For corporations formed after that

date, unless such a corporation amends its articles to

provide for a simple majority vote, two-thirds of the

votes of all outstanding shares entitled to vote

North Carolina N.C. Gen. Stat. § 55-11-03 Majority of all votes entitled to be cast

North Dakota N.D. Cent. Code § 10-

19.1-98

Majority of the voting power of all ownership interests

entitled to vote4

Ohio Ohio Rev. Code Ann.

§ 1701.78

Two-thirds of the voting power4

Exhibit 2.2B Continued

States Code Sections

Statute Voting Requirements for Approval of

Merger and Share Exchange
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minority value. If starting with a control value, some discount for lack of absolute control

usually is warranted. There are no empirical studies available to help quantify the amount

of the discount, but such discounts usually fall in the range of 5 to 15 percent.

In the same vein, if a minority block of stock is large enough to prevent certain corpo-

rate actions, this condition is referred to as blocking power. Such a block normally is

accorded some premium over a pure minority value for blocking power. Because such

power is invoked only rarely, the premium tends to be modest, perhaps in the range of 5

to 15 percent. This premium could be applied to an actively traded minority value (before

Oklahoma Okla. Stat. Ann. tit. 18,

§§ 1081, 1082, 1083,

1084, 1086, 1090.2

Majority of the outstanding stock entitled to vote5

Oregon Or. Rev. Stat. § 60.487 Majority of all votes entitled to be cast

Pennsylvania 15 Pa. Cons. Stat. Ann.

§§ 1924

Majority of the votes cast by all shareholders entitled

to vote4

Puerto Rico 14 L.P.R.A. § 3051, 3054,

3055, 3056, 3057, 3058

Two-thirds of the outstanding stock entitled to vote3

Rhode Island R.I. Gen. Laws § 7-1.1-67 Majority of the shares entitled to vote4

South Carolina S.C. Code Ann. § 33-11-103 Two-thirds of the votes entitled to be cast on the plan

and two-thirds of the votes entitled to be cast on the

plan within each voting group entitled to vote as a

separate voting group on the plan (articles may pro-

vide for a greater or lesser vote but not less than

majority)

South Dakota S.D. Codified Law § 47-6-4 Majority of the shares entitled to vote4

Tennessee Tenn. Code Ann. § 48-21-104 Majority of all votes entitled to be cast

Texas Tex. Bus. Corp. Act Ann. art.

§ 503

Two-thirds of the outstanding shares entitled to vote1;

shareholder vote may not be needed

Utah Utah Code § 16-10a-1103 Majority of all votes entitled to be cast

Vermont Vt. Stat. Ann. tit. 11A,

§ 11.03

Majority of all votes entitled to be cast

Virginia Va. Code §§ 13.1-718,

13.1-895

More than two-thirds of all votes entitled to be cast

(articles may provide for a greater or lesser vote but

not less than a majority)3

Virgin Islands 13 V.I.C. §§ 251, 252 Two-thirds of the total number of shares of capital

stock

Washington Wash. Rev. Code Ann.

§ 23B.11.030

Two-thirds of all votes entitled to be cast (lesser vote

may be provided by each voting class and by total

votes)

West Virginia W. Va. Code § 31-1-117 Majority of the shares entitled to vote4

Wisconsin Wis. Stat. Ann. § 180.1103 Majority of all votes entitled to be cast

Wyoming Wyo. Stat. § 17-16-1103 Majority of all votes entitled to be cast

Source: Business Valuation Resources, 2001.

1 If there is voting by class, two-thirds of each class and total shares outstanding is required.
2 If there is voting by class, three-fourths of each class and total shares outstanding is required.
3 May require a two-thirds vote in certain circumstances.
4 If there is voting by class, a majority of each class and total shares outstanding is required.
5 Special voting requirements required in certain circumstances.
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any discount for lack of marketability) or could be reflected in a smaller discount for lack

of control if control value is the base.

In any case, if the size of the block falls into the range where it may have operating

but not absolute control, or in the range where it may have blocking power, the analyst

should review the relevant state statutes, articles of incorporation, and bylaws to see

whether a possible discount or premium for this characteristic should be considered.

SHAREHOLDER OPPRESSION STATUTES

In some states under certain circumstances, minority shareholders can institute a lawsuit

to dissolve the corporation or partnership and be paid their proportionate share of the

proceeds from the liquidation. In such states, the controlling stockholder can prevent the

dissolution by paying the minority owners the fair value of their shares. About half

the states now have such statutes, with California Corporation Code 2000 being one of

the oldest and most frequently litigated.

The percentage of shares required and the alleged oppressive actions required to trig-

ger such a suit vary from state to state. The presence of such a statute might reduce the

minority discount slightly if there is a prospect of such an action.

SWING VOTE POTENTIAL

Depending on the distribution of the stock, a block could have the potential to gain a pre-

mium price over a pure minority value because of its potential as a swing block. Consider

this situation, which was recently presented to the financial advisor to an employee stock

ownership plan (ESOP). The ESOP in question owned about 35 percent of the stock, an-

other stockholder owned 35 percent, and the third-largest stockholder owned about 20 per-

cent. The financial advisor had been conducting annual valuations of the ESOP stock on a

minority basis. When the 20 percent block came up for sale, both the ESOP and the other

35 percent stockholder would quickly have paid the ESOP minority price to obtain the

stock, and a somewhat prolonged series of negotiations ensued. The ESOP ultimately pur-

chased the block at about a 17 percent premium over the ESOP minority price. The opinion

expressed by the financial advisor was that the ESOP did not pay more than fair market

value for the swing block, considering that it put the ESOP in a control position and other-

wise would have put the remaining stockholder in a control position.

Many scenarios could be constructed where a swing block would have the potential to

command some premium over a pure minority value. Generally, they arise when a sale of

the block could cause a change (for instance, strengthening or weakening) in a control

position. However, not all swing vote situations deserve a premium.

INTERESTS OF 50 PERCENT

Interests of 50 percent are neither control nor minority. A 50 percent interest usually can

prevent corporate actions but cannot cause them to happen. A 50 percent interest value

usually lies about halfway between a controlling interest value and a pure minority value.

There is no empirical data for guidance in quantifying 50 percent interest percentage

discounts from control value or premiums over minority value. However, 50 percent in-

terests sometimes are discounted at about 15 percent from control value to reflect lack of

control.
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In some circumstances two 50 percent interests do not have equal lack of control.

This situation can arise when one of the 50 percent interests exercises some prerogatives

of control under a contractual arrangement. In this case, the discount from control value

should be less for the interest with some control prerogatives and a little greater for the

interest without the control prerogatives.

LEGAL OR REGULATORY CONSTRAINTS

Legal or regulatory conditions can prevent a control owner from exercising control pre-

rogatives to the fullest extent. These conditions narrow the gap between control and mi-

nority value and reduce the potential minority discount or control premium.

MINORITY SHAREHOLDER ABILITY TO ELECT DIRECTORS

Some minority blocks of stock have the ability to elect one or more directors. This ability

can arise from either of two circumstances: cumulative voting or contractual arrange-

ment. In either case, this right tends to reduce the minority discount. However, there is

no body of empirical data to assist in quantifying this factor, so the magnitude of the

discount becomes a matter of negotiation in a transaction or of the appraiser’s judgment

in a non-transaction-related valuation.

Cumulative Voting

In most companies, a majority of the shares can elect all the directors. However, although

it is becoming less common, some companies have cumulative voting, which enables a

minority to elect one or more directors. The concept of cumulative voting is that all the

shares may vote for a single director. Thus, if 10 directors are to be elected, the owner of

a block of 10 percent of the stock can cast all of its votes for each share for a single

director, thus ensuring the election of one director by the block.3

Cumulative voting, however, does not automatically assure the minority of represen-

tation on the board; first, the minority must have the minimum shares necessary to elect

the director desired and, second, must aggregate its cumulative votes properly.

Cumulative voting may also increase the discount applicable to a control block for

lack of full control.

Contractual Appointment

For various reasons, certain blocks of stock may be granted a contractual right to appoint

one or more directors. This is often the case in conjunction with venture capital financ-

ing. This may reduce the discount for lack of control.

HOW THE VALUATION METHODOLOGY AFFECTS THE
MINORITY DISCOUNT OR CONTROL PREMIUM

To reiterate Chapter 1, for a premium or discount to be meaningful, it is necessary to

understand the relationship of the discount or premium to the valuation basis to which it

is applied. This section discusses the major valuation approaches and methods and what

How the Valuation Methodology Affects the Minority Discount 25
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the bases they produce imply regarding the appropriateness of minority discounts or con-

trol premiums. In some cases the applicability of a premium or discount is fairly straight-

forward. In other cases, however, there is substantial controversy about the applicability

of a minority discount or a control premium.

INCOME APPROACH AS VALUE BASIS

Whether the income approach utilized is the discounted cash flow or capitalization of

cash flow or earnings, the income approach can produce either a control value or a minor-

ity value. Therefore, it is necessary to understand the assumptions used in the income

approach implementation to determine whether a minority discount or a control premium

is warranted.

Most analysts agree that the extent to which the income approach produces a control

or minority value lies primarily in the level of the cash flows or earnings being dis-

counted or capitalized. If the projected cash flows were those that a control owner would

expect to receive, a control premium already would be reflected. However, if the pro-

jected cash flows used do not reflect a control owner’s expectation, then a control pre-

mium may be warranted.

Some analysts believe that the income approach always produces a publicly traded

minority basis of value because both the Capital Asset Pricing Model (CAPM) and the

buildup model develop discount and capitalization rates from minority interest transac-

tion data in the public markets. This is a very common and highly flawed conclusion.

There is little or no difference in the rate of return that most investors require for in-

vesting in a public, freely tradable minority interest versus a controlling interest.

As explained in Cost of Capital,4 almost all the difference in the control value versus

the minority value in the income approach to valuation is found in the numerator—the

expected economic income available to the investor—rather than in the denominator—

the discount or capitalization rate.

As Roger Ibbotson has succinctly stated the case, ‘‘When you are purchasing a com-

pany you are acquiring the ability to potentially control future cash flows. To acquire this

option to exercise control, you must pay a premium. Holding all else constant, it should

not impact the discount rate.’’5

Generally speaking, investors will not accept a lower expected rate of return for pur-

chase of a controlling interest than for purchase of a minority interest. In fact, there have

been many instances in recent years when public minority shareholders appear to require

a significantly lower rate of return than control buyers. Control buyers pay premiums

because they expect to take action to increase cash flows, not because they are willing to

accept a lower expected rate of return. Actions taken to increase cash flows could range

anywhere from eliminating nonperforming relatives from the payroll to drastically in-

creasing prices for products or services of both acquirer and target as a result of absorb-

ing a direct competitor.6

In adjusting a minority value upward to estimate a control value, some analysts adjust

cash flows upward to what a control owner would expect to realize rather than apply a

percentage control premium to a minority value. The advantage of this procedure is that

it uses case-specific information to quantify the incremental present value of the cash

flows that a control owner could generate. Such adjustments could logically include, for

example, elimination of excess compensation, elimination of sweetheart insider deals,

liquidation or utilization of excess assets, and exercise of other prerogatives of control. If
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cash flows are adjusted for potential synergistic benefits, the result would be investment

value or acquisition value, rather than fair market value.

Another possible fundamental adjustment sometimes used in the income approach

that is often controversial in disputes over minority versus control value is adjustment

of the company’s capital structure. The most common such adjustment is to introduce

some amount of long-term debt to substitute for an all-equity capital structure, thus

lowering the overall cost of capital and raising the present value of projected cash

flows. Again, capital structure adjustments are a control prerogative. Also, adjust-

ments in capital structure can result in changes in the cost of components (debt and

equity).

Notwithstanding the above, financial buyers still sometimes pay control premiums

even if they do not have any opportunities for synergistic benefits or other cash flow im-

provements, albeit typically much lower premiums than those paid by synergistic buyers.

Buyers see certain prerogatives of control as having value. For example, one control pre-

rogative that control owners can implement that minority owners cannot is to register a

public offering. Other control prerogatives are to sell interests to employees or to others,

to repurchase outstanding minority interests, or to recapitalize. Some will pay a premium

simply to be able to call the shots. Some perceive financial or psychological advantages

to the control of certain companies. In the discounted cash flow (DCF) method, this could

account for a slightly lower discount rate on the part of some buyers.

MARKET APPROACH AS VALUE BASIS

There are two clearly distinct methods within the market approach:

1. The guideline merged and acquired company method

2. The guideline publicly traded company method

Guideline Merged and Acquired Company Method

The guideline merged and acquired company method usually is based on observing trans-

fers of ownership of an entire company or a controlling interest in a company. These

transactions may be of either public or private companies. In either case, a controlling

interest was transferred, so usually no control premium is warranted, because it was

clearly reflected in the transaction price.

If control transactions are used as a starting point for valuing something less than a

controlling interest (for instance, less than absolute control, 50 percent interest, or minor-

ity interest), then usually some discount for lack of control is warranted (and often a

discount for lack of marketability as well).

When using available empirical data, the analyst must determine whether the con-

sideration paid was a price for the common equity or a deal price, that is, total consid-

eration paid for the entire capital structure, including debt assumed and, possibly,

preferred stock. If the consideration was a deal price, then the value of the debt and/

or preferred stock must be subtracted before applying a discount for lack of control,

because such a discount applies only to the common equity, not to the entire capital

structure. However, the percentage control premium on equity has the potential to be

greater in a highly leveraged company.
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If the transaction was structured as an asset sale, then the analyst must determine what

assets were sold and what liabilities were assumed, and make adjustments for differences

in property transacted. Also, other terms should be compared, such as the inclusion of a

noncompete agreement, and the value adjusted for differences before computing

multiples.

Guideline Publicly Traded Company Method

The guideline publicly traded company method is based on applying valuation multiples

observed in the day-to-day public stock trading markets to the fundamental data of the

subject company. Because the transactions from which the multiples are derived are mi-

nority interest transactions, conventional wisdom states that the guideline public com-

pany method produces a minority value. Following this line of reasoning, it would not be

appropriate to apply a minority discount when the guideline public company method is

used as the starting point for valuing a minority interest. Conversely, it often is appropri-

ate to apply a control premium when the guideline public company method is used as a

starting point for valuing a controlling interest.

The conventional wisdom prevailed virtually universally among business appraisers

until 1990, when Eric Nath introduced what has come to be known as the Nath hypothe-

sis in an article in Business Valuation Review.7 Among other things, Nath suggested that

many, if not most, public companies already must be trading at control value, or they

would be subject to takeover attempts. This hypothesis and its implications are explored

in the next major section.

ASSET-BASED APPROACH AS VALUE BASIS

Within the asset-based approach, appraisers generally recognize two methods:

1. The asset accumulation method or net asset value method. In this method each

tangible and intangible asset is adjusted to current values, and the liabilities are

subtracted.

2. The excess earnings method. In this method all tangible assets are adjusted to cur-

rent values. The tangible asset value is then multiplied by a reasonable rate of return

on tangible assets. If the company’s total return is greater than this, the difference is

called excess earnings. The excess earnings are capitalized at a rate that reflects the

riskiness of those earnings, and the result of this calculation represents the collective

value of all intangible assets. The total of the values of the tangible and intangible

assets (the latter estimated by capitalization of excess earnings) equals the value of

the company.

Both methods produce a control value. Therefore, if valuing a controlling interest by

either of the conventional asset-based methods, it usually is not appropriate to add a con-

trol premium. If valuing something less than a controlling interest by either of the con-

ventional asset-based methods, it usually is appropriate to apply a discount for lack of

control.
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DO PUBLICLY TRADED MINORITY STOCK PRICES
REFLECT CONTROL VALUE?

The debate over whether publicly traded minority interests represent control or minority

values has continued for over 10 years, as has the controversy over the validity of the

traditional levels-of-value chart and alternative schematic diagrams to explain minority/

control relationships in the market.

In 1990 Eric Nath propounded the hypothesis that most public companies, at least

during strong public market conditions, tend to trade at or near their takeover or con-

trolling interest values. If this is true, then valuation based on an analysis of public

companies should yield value that is tantamount to a controlling interest value, not a

minority interest value. In that case, valuation of a private minority interest using pub-

licly traded stock multiples will require discounts for both lack of control and lack of

marketability.

Nath noted that takeovers typically represent only 3 to 4 percent of public equities,

implying that most stocks are fully priced. Otherwise, ‘‘as blood attracts sharks, a signifi-

cant difference between the current price of a stock and its value to a controlling owner

should trigger some form of takeover attack.’’8

He also pointed out:

� Many takeovers are strategically motivated, calling into question the applicability of

the so-called control premium data.

� Control premium statistics can be misleading and unreliable because they exclude

negative premiums and because there is such a wide dispersion of premiums.

� There are also premiums paid for minority interests, which lack control.

Nath concluded that the existence of liquidity would tend to eliminate worries about

lack of control for public shareholders, thereby allowing value to equilibrate at essen-

tially a control level of value for a given company as long as the company was well-

managed and management was communicating effectively with investors.

It was upon this conclusion that Nath also proposed the idea that discount rates devel-

oped from public market data should also reflect controlling interest discount rates, in

essence implying that as long as there is liquidity, public investors should feel comfortable

bidding the price of a company up to the point where their required return is the same as

that of a control owner. As mentioned above, Roger Ibbotson agrees with this premise.

In a rejoinder to the Nath hypothesis, Mike Bolotsky recognizes that ‘‘[c]ertain public

companies are priced at a level roughly equal to what a buyer of the entire company

would be willing to offer.’’ Bolotsky points out that this does not change their status as

minority interests, which lack prerogatives of control. Therefore, it still is not appropriate

to deduct a minority interest discount from publicly traded minority interest values.9

Bolotsky also suggests another category of variables that conceptually could be added

to the traditional or prevailing wisdom levels-of-value chart: information access and in-

formation reliability. He notes that limited information access and reliability is ‘‘a situa-

tion that minority investors in closely held firms face every day, in addition to the lack of

liquidity of their shares.’’ Recognizing that there is no empirical basis for measuring the

impact of limited information access and reliability, he suggests that, at a minimum, the
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term ‘‘discount for lack of marketability’’ should be broadened to reflect differences in

information access and reliability between public and private firms.

Bolotsky concludes his rejection of the procedure of deducting a minority interest

discount from publicly traded stock values with the following elaboration:

a. The price at which a particular publicly traded stock trades represents the consen-

sus price at which minority blocks of stock trade. This is true whether that price

also happens to be the price that a buyer of a 100 percent control interest would

be willing to offer, or whether the minority market price is below the offer price

for control, or whether it is above the offer price for control. Regardless, the mar-

ket price still represents evidence of the value of the shares to minority interest

investors.

b. If the public minority price also happens to be the price that a typical buyer of a 100

percent controlling interest would be willing to offer, this obviously means that, in

this case, the actively traded minority interest value and the 100 percent control inter-

est have the same value. However, this does not alter the fact that the public price is

based on evidence from minority interest transactions and is therefore a minority in-

terest price that happens to be the same as a control price.

c. Yet, the public minority block and the 100 percent control block clearly have

different shareholder level attributes, whether those differences are stated solely

as control attribute differences in the terminology of the prevailing wisdom or as

the net of four different attributes in the framework we introduced earlier. Either

way, given that the shareholder level attributes differ (and we are sure no one

would argue that they don’t differ), the only way the value of the two interests

can be the same is if the value of the differences in shareholder level attributes is

zero. In other words, the premium must be zero if the price at which minority

blocks trade is equal to the price at which an offer to purchase control would be

made, regardless of whether that premium is attributable to control only or is the

net of four separate attributes.

d. If a group of public guideline companies having a zero premium is truly comparable

to a particular subject company, then the subject company should have similar attrib-

utes. That is, it too should have an as-if-freely-traded value that is equal to the price

that a typical buyer would be willing to offer for the entire business. If this were not

the case, then there must be significant company level differences between the guide-

line companies and the subject, differences sufficient to justify a zero premium in one

case and a positive premium in the other. If significant company level differences of

this magnitude existed, then the guideline companies would not be similar enough to

be usable. Therefore, by definition, if the public guideline company approach is val-

idly used, and if the premium in the public companies is roughly zero, it must also be

roughly zero in the subject company.

e. Therefore, in determining a private company minority interest value in the above sce-

nario, the valuator has only two reasonable choices:

i. Begin with the public minority price, that is, the as-if-freely-traded value, and ad-

just for the differences in key attributes between a public minority value and a pri-

vate minority value (that is, differences in liquidity only in the framework of

prevailing wisdom or differences in liquidity and information in the framework we

introduced earlier).
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ii. Begin with the control price, which happens to be the same as the public minority

price, subtract the value of the appropriate premium between the two prices, which

by definition is zero, to derive the as-if-freely-traded value, and then proceed as in

‘‘i’’ above.10

The debate continued at the Advanced Business Valuation Conference in Scottsdale

in 1991, with Nath pointing out in his speech (‘‘Reconsidering Market Data on Control

Premiums’’) that his original article had already dealt with these potential objections.

Bolotsky’s theory that a control premium of zero for a public company necessarily im-

plies a control premium of zero in a private company ignores the fact that liquidity elim-

inates concerns about lack of control for public shareholders. This is not the case for

private minority shareholders. Furthermore, private minority shareholders have no more

ability to force the controlling owner to take the company public than they do to force its

sale in the merger and acquisition market. The meaning of ‘‘control’’ is therefore com-

pletely different in a private setting compared with a public setting. So, some additional

discount for lack of control must be considered for a private minority interest if guideline

public companies are trading at or near their control values.

The American Society of Appraisers’ Summer 1995 meeting featured a panel com-

prised of Nath, Bolotsky, Wayne Jankowske, and Chris Mercer, titled ‘‘Is the Levels of

Value Concept Still Viable?’’

In direct response to the topic question, Mercer said: ‘‘[M]y answer is an unqualified

‘Yes!’ While it does not directly embrace every nuance of value (see particularly Bolot-

sky’s article for an outline of other potential valuation considerations), the Levels of Value

model more reasonably and accurately describes the economic and financial reality that I

observe every day in our valuation business than any other model I have seen to date.’’

Michael Bolotsky stated:

More pertinent to this panel is the issue of whether the two attributes, ownership rights and

degree of liquidity, as used in the model, adequately describe the behavior of investors under

most or all market conditions and time periods. It is my belief, and I believe it can be proved,

that the model, as currently constituted, will adequately describe the behavior of investors

only under certain market conditions and during certain time periods. The failure of the

model to be more universally applicable can be attributed to many factors, including the

following:

1. Treating liquidity as if it is an ‘‘on’’ (public companies) or ‘‘off’’ (private companies)

factor, rather than a continuum from ‘‘almost absolute liquidity’’ (e.g., listed public com-

panies) to ‘‘fairly high liquidity’’ (e.g., OTC pink-sheet companies) to ‘‘some liquidity’’

(e.g., 100% interests in desirable private companies) to ‘‘very low liquidity’’ (e.g., minor-

ity interests in most private companies), with any number of intermediate levels of liquid-

ity along the continuum.

2. Treating the ownership rights that lead to degrees of control (or, more correctly, degrees

of ‘‘power’’) as if they were ‘‘on’’ (controlling interest) or ‘‘off’’ (minority interest) fac-

tors, rather than a continuum from ‘‘absolute power’’ (e.g., 100% ownership of a com-

pany with no debt covenants) to ‘‘significant power’’ (e.g., 51% ownership of a company

incorporated in a supermajority-state) to ‘‘influence power’’ (e.g., a 49% ownership in a

company where no one else owns more than 1%) to ‘‘total lack of power’’ (e.g., 1% own-

ership in a company where one person owns the other 99%), with any number of interme-

diate degrees of power along the continuum.

Do Publicly Traded Minority Stock Prices Reflect Control Value? 31



E1C02_1 03/10/2009 32

3. As a corollary of the above two items: Treating liquidity as if it is a line that begins at the

‘‘freely-traded value’’ and ends at the ‘‘closely-held minority value,’’ implying that rela-

tive degrees of liquidity are irrelevant to buyers of control.

4. Treating empirical market evidence as if it is, by definition, theoretical evidence of the

attribute in question, rather than nothing more than the ‘‘fallout’’ of measuring the actions

of investors in different types of markets. For example, the unfortunately named ‘‘control

premium’’ (better would be ‘‘acquisition premium’’) is not a measure of the value of con-

trol simply because people began calling it a control premium instead of an acquisition

premium. Objectively, it is nothing more than a measurement of the difference between

the price paid for shares in the public market and the price paid for shares in the tender-

offer ‘‘market.’’ If it measures anything, it measures the net of many relevant factors,

including but not limited to the perceived benefits of having significant-to-absolute power

versus having little-or-no power; and the perceived drawback of having only some liquid-

ity versus having almost absolute liquidity.

Clearly, it would be preferable to have a model that can explain the value behavior of

investors in varying market conditions, including the market conditions where liquid mi-

nority interest prices are often at or above the price that a buyer of 100 percent of the

shares would be willing to offer. Such a model can be created by considering the various

ownership attributes as multi-dimensional factors rather than as a one-dimensional line.

(See Exhibit 2.3.)

At the same time, it is critical to stress the concept that acquisition premiums are the

result of the net of a positive factor (control, or power, in comparison to a freely traded

minority) and a negative factor (the difference between low-to-moderate liquidity and

very high liquidity). It is this issue, not captured in the levels-of-value model, that bridges

the gap between the points of view espoused by Nath and by Mercer. It is also the reason

why I stated that the term ‘‘control premium’’ was an unfortunate and misleading, choice

of words. (The relative emphasis on these factors changes from time to time and from

company to company.) (See Exhibit 2.4.)

In 1995, Mary McCarter and Carla Glass made a presentation to the Advanced Busi-

ness Valuation Conference of the ASA in Boston. The essence of their presentation was

an attempt to reconcile the implied required rate of return for a control owner paying a

premium for a public company versus the required rate of return for the public share-

holder. Their observation that it makes no sense for a control buyer to accept a lower rate

of return than the public shareholder led them to formulate the idea that premiums paid

for control must then relate primarily to the ability of the new owner to improve cash

flows and earnings.

About the same time, Nath wrote two additional articles: ‘‘A Tale of Two Markets,’’

Business Valuation Review (September 1994) and ‘‘How Public Guideline Companies

Represent Control Value for a Private Company,’’ Business Valuation Review (December

1997). Together, these two articles formed the basis for the two levels-of-value charts

shown in Exhibit 1.3.

At this point, there is still debate over the meaning of public market data and its

appropriate location in the levels of value. Nath’s alternative levels-of-value chart has

some appeal, especially under market conditions such as we have seen in some of the

last few years where public market values have vastly exceeded what any rational buyer

ought to pay. On the other hand, if we return to the market conditions of the early- and

mid-1980s when financial buyers were taking over public companies at significant
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premiums and breaking them up to create additional value, the traditional levels-of-value

chart would certainly apply.

In my opinion, a strong case could be made that when the share price of a public

company is wildly out of line with its intrinsic value (to a financial buyer, and even possi-

bly to a normal strategic buyer), then perhaps the public market value is meaningless and

should be disregarded entirely. On the other side of that coin, Nath does not say that the

Exhibit 2.3 Simple Two-Attribute Model

100%
Control
Value

Closely Held
Minority
Value

Freely Traded
Minority
Value

Marketability
(Liquidity)

Control
(Power)

Closely Held Minority
- Very Low Liquidity
- Little or No Power

100% Control Value
- Low to Moderate Liquidity
- Nearly Total Power

Freely Traded Minority
- Very High Liquidity
- Little or No Power

Difference between:

Closely Held Minority and 100% Control
- Very Low vs. Low to Moderate Liquidity
- Little or No Power vs. Nearly Total Power

Freely Traded Minority and 100% Control
- Very High vs. Low to Moderate Liquidity
- Little or No Power vs. Nearly Total Power

Closely Held and Freely Traded Minority
- Very Low vs. Very High Liquidity
- No Differences in Power

Source: Michael J. Bolotsky.
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traditional levels-of-value chart never works, so if there arises a situation in which public

shares are trading significantly below the mergers and acquisitions market for companies

in a given industry, then a single discount for lack of marketability might be appropriate

when using the guideline public company method.

In 2001, Mark Lee, a well-known business valuation analyst for over 25 years, went

public with his views on the issue. Lee observed:

The stock market is a market for minority interests in common stock. The principal buyers

and sellers are individuals, mutual funds, and financial institutions. The market is highly

Exhibit 2.4 Tradeoff between Liquidity and Control

1.  This is a representation of
     typical conditions in the 1970s 
     and early 1980s.

2.  The fact that the perceived
     benefits of added power
     outweighed the perceived 
     drawback of lower liquidity 
     caused 100% interests to be 
     perceived as more desirable 
     and hence worthy of a 
     premium.

3.  Of course, there were some
     companies for which the
     100% value perception was
     less than or equal to the freely
     traded value, but the graph on
     this page is probably
     representative of the norm.

4.  This is a representation of
     typical conditions more 
     recently.  

5.  The fact that the perceived
     benefits of added power do
     not outweigh the perceived 
     drawback of lower liquidity 
     causes 100% interests to be 
     perceived as equal or even 
     less desirable.

6.  Of course, there are still many 
companies for which the 
100% value perception is 
greater than the freely traded 
value, but the graph on this 
page is probably 
representative of the norm.

Closely
Held

Minority

Liquidity

Liquidity

Liquidity

Power Power

Power

Freely
Traded
Minority

100%
Control

P
R
I
C
E

Closely
Held

Minority

Liquidity

Liquidity
Liquidity

Power Power

Power

Freely
Traded
Minority

100%
Control

P
R
I
C
E

Source: Michael J. Bolotsky.
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liquid, individual investment horizons may be short, and risk tolerances can be greater than

in illiquid markets. Financing is often readily available from banks and brokers at short-term

money rates. Investors are generally passive. Individual investments are usually purchased as

part of diversified portfolios, which leads to greater tolerance for risk.

The [mergers and acquisitions] market is a market for whole companies. The principal

buyers . . . and sellers are controlling stockholders, corporations, and [leveraged buyout]

houses. The market is illiquid; as a result, individual investment horizons tend to be longer.

Risk tolerances in the short term tend to be lower than in a liquid market. Transactions are

financed using long-term debt from banks, insurance companies, mezzanine funds, equity of

large corporations, and private equity funds. [Mergers and acquisitions] investors take an

active role in managing their companies.

The relationship of the two markets is not linear as shown in the single bar [of the levels of

value chart]. This linearity presupposes that acquisition premiums apply in all situations; and

acquisition premiums are roughly the same amount generally or in each industry.

The relationship of the two markets is better shown as the two overlapping forms as shown

in Exhibit 2.5.

Clearly, the existence of an acquisition premium and its magnitude is a ‘‘facts and circum-

stances’’ test for each individual valuation.11

In any case, it is obvious that, given the current state of the debate, one must be

extremely cautious about applying a control premium to public market values to deter-

mine a control level of value. Conversely, if guideline stocks are trading at or near control

value in a given case, valuation of a minority interest by applying a discount for lack of

control from the guideline indicators (in addition to a lack-of-marketability discount)

might be supported since the minority owner lacks the control prerogative of taking the

company public or registering his or her stock in an offering.

Exhibit 2.6 lists the main articles and conference presentations on the foregoing

debate.

TREATMENT OF CONTROL PREMIUMS
IN THE DELAWARE COURTS

Delaware is the leading state for corporate law regarding dissenting stockholder suits,

and many states follow Delaware case law in their own dissenting stockholder suits. But

Delaware courts have some unusual (and questionable) practices regarding control

premiums.

The Delaware courts award dissenting stockholders their proportional share of the

company’s value as a going concern, without discounts for either minority interest nor

lack of marketability. A paper in the summer 2008 issue of Business Valuation Review

by Gil Matthews titled ‘‘Misuse of Control Premiums in Delaware Appraisals’’ raises

questions as to three of the Delaware courts’ practices. These are as follows:

1. The Court’s adoption of the concept that market prices of shares include an inherent

minority discount, thereby requiring the Court’s addition of a control premium to val-

uations that are based on guideline companies.

2. The Court’s adoption of the concept that a subsidiary of a company should be valued

by adding a control premium to reflect the parent’s control of its subsidiaries.
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3. The Court’s adoption of the concept that it is appropriate to take average acquisition

premiums and apply them to guideline companies that are not acquisition targets, as

well as to subsidiaries of subject companies.12

The problem with the automatic assumption that public trading prices of minority

share include an inherent minority discount has already been discussed exhaustively in

this chapter.

Exhibit 2.5 Schematic Relationship of Stock Market and M&A Market

Stock Market

Acquisition Value
Exceeds Market Value
if a Buyer Exists

Acquisition Value
Equals Market Value

Market Value Exceeds
Acquisition Value

1.  The oval in the chart above is the M&A market. The box is the stock market. (The sizes of
     the two are not proportionate.)

2.  If a potential acquirer believes that it can create sufficient added economic benefits, the
     acquisition value of the company will exceed its market value. The additional economic
     benefit can pay for the cost of the acquisition premium. These are the transactions
     reported in the Control Premium Study and similar publications.

3.  Most publicly traded companies are not taken over in a given year. Generally, there is no
     market available that can create benefits large enough to justify payment of the premium
     required for the acquisition of these companies in view of other alternatives.

If there is no M&A market available to sell a company at a premium to its stock market 
value, then there is little or no acquisition premium, much less a “theoretical” premium
based on an average of acquisitions of dissimilar companies.

4.  In emerging industries, such as the Internet in 1998 and 1999, the value of the common
     stock of a corporation as a whole often is worth less than the aggregate market value of
     common stock trading as minority interests. While the new industry is viewed as very
     attractive for investment, individual corporations are perceived as too risky. As a result,
     individual and institutional investors will pay more for minority interests as part of a
     diversified industry portfolio than individual acquirers will pay for the entire company.

5.  Similarly, many companies spin off units or sell them in an IPO rather than sell the units in
     the M&A market because a higher price can be obtained in the market than in an M&A
     transaction.

M&A
Market

Source: Mark Lee of Sutter Securities, Incorporated (now of Eisnet & Co.), ‘‘Control Premiums and

Minority Discounts: the Need for Specific Economic Analysis,’’ Shannon Pratt’s Business Valuation

Update (August 2001): 1.

36 Business Valuation Discounts and Premiums



E1C02_1 03/10/2009 37

The Delaware Supreme Court first introduced the concept of applying control premi-

ums to subsidiaries in the case of Rapid-American13 in 1992, because the trial court had

valued each subsidiary solely on the basis of publicly traded guideline companies, which

the court viewed as having an implied minority discount. In subsequent cases, the court

has generally applied a control premium when values have been estimated using the

guideline public company method, but not when using the DCF method (which the court

has declared is its preferred method).

When applying a control premium, the court has sometimes applied the full average

acquisition premium for the industry (usually as computed from the Mergerstat Control

Premium Study), and has sometimes reduced this premium to account for the fact that it

includes synergistic value, which is not allowed by the Delaware statutes nor by the stat-

utes of most other states. A case-by-case analysis is included in the Matthews’ paper.14

HOW THE PURPOSE OF THE VALUATION AFFECTS
MINORITY DISCOUNTS OR CONTROL PREMIUMS

The treatment of the minority/control issue may vary considerably from one valuation

purpose to another, depending on authority in the relevant legal context.

Exhibit 2.6 Articles and Conference Presentations Dealing with the Debate over the Question ‘‘Do

Publicly Traded Minority Stock Prices Reflect Control Value?’’

Articles

Bolotsky, Michael J., ‘‘Adjustment for Differences in Ownership Rights, Liquidity, Information Access,

and Information Reliability: An Assessment of the Prevailing Wisdom Versus the Nath Hypothesis,’’

Business Valuation Review, September 1991.

Lee, M. Mark, ‘‘Control Premiums and Minority Discounts: The Need for Specific Economic Analysis,’’

Shannon Pratt’s Business Valuation Update (August 2001).

Nath, Eric W., ‘‘Control Premiums and Minority Interest Discounts in Private Companies,’’ Business

Valuation Review, June 1990.

__________, ‘‘How Guideline Public Companies Represent Control Value for a Private Company,’’ Busi-

ness Valuation Review, December 1997.

__________, ‘‘A Tale of Two Markets,’’ Business Valuation Review, September 1994.

Simpson, David W., ‘‘Minority Interest and Marketability Discounts: A Perspective, Part I,’’ Business

Valuation Review, March 1991.

Conference Presentations

The full texts of the following conference presentations are available to subscribers on BVLibrary.com.

All conference presentations listed were at the American Society of Appraisers.

November 1991

Nath, Eric W., ‘‘Reconsidering Data on Control Premiums.’’

June 1995

Nath, Eric W., Z. Christopher Mercer, Michael J. Bolotsky, and Wayne C. Jankowske, ‘‘Is the ‘Levels of

Value’ Concept Still Valid?’’

November 1995

McCarter, Mary B., ‘‘Foundations for Minority and Control Adjustments.’’

Glass, Carla G., ‘‘Foundations for Minority and Control Adjustments, Part 2.’’

October 2001

Pratt, Shannon P. (moderator), M. Mark Lee, Eric W. Nath, Mary B. McCarter, and Michael J. Bolotsky,

‘‘Levels of Value.’’
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GIFT, ESTATE, AND INCOME TAX

As noted in Chapter 1, all federal tax cases adhere to the standard of fair market value,

which focuses on the actual characteristics of the specific property being valued. There-

fore, if a minority interest is being valued using a methodology that produces a control

value, a minority discount usually will be applied. If a control interest is being valued

using a methodology that produces a minority value, a control premium may be applied.

DISSENTING STOCKHOLDER AND SHAREHOLDER
DISSOLUTION ACTIONS

As also noted in Chapter 1, the standard of value for most states’ dissenting stockholder

and shareholder dissolution statutes is fair value. Court treatment of the minority/control

issue varies greatly from one state to another, and might not even be the same for dissent

versus dissolution actions within the same state.

As will be seen in the dissent and dissolution cases discussed in Chapter 4 on minor-

ity/control issues in the courts, the decisions range all the way from blanket acceptance

of minority discounts to blanket application of control premiums, and many shades in

between. Even when it is clear that a control or a minority value is appropriate, there

have been arguments about appropriate adjustments from both discounted cash flow and

guideline public company methodologies.

MARITAL DISSOLUTIONS

There is no standard of value and no statutory or regulatory guidance on the issue of

minority or control levels of stock or partnership values for property settlements in mari-

tal dissolution proceedings. In general, many courts have tended to avoid applying minor-

ity discounts. In a few cases, the courts have reasoned that the minority owner actually

has a share of control through family or other operating owners, although this logic gen-

erally leads to bad economic decisions and should not form the basis for any valuation

adjustment. Virtually no state courts have issued blanket, sweeping precedents on the

issue, thus leaving it to be decided on a case-by-case basis.

PRICING FOR A SYNERGISTIC BUYER

If a synergistic buyer can be found, then the seller may be able to obtain some or even all

of the synergistic value. In this case, one might apply full ‘‘acquisition premiums’’ as

shown at the top of the levels-of-value chart shown as Exhibit 1.2. Data for such acquisi-

tion premiums paid historically can be found in the Control Premium Study, as described

in Chapter 3.

SUMMARY

Virtually no one questions the reality that a minority position in a company lacks valu-

able prerogatives of control and potential economic benefits that a control owner enjoys.

However, the differential in share value between minority and control shares to reflect the

presence or absence of these prerogatives and attendant benefits is difficult to measure.
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Moreover, the differential varies considerably from one set of company-specific and

shareholder-specific facts and circumstances to another.

The applicability of a minority discount or control premium depends on the method-

ology used to arrive at a base value. Both the income approach and the market approach

can produce values that may be either minority or control, and the analyst must decide

which level-of-value model best fits the specific case at hand in order to determine which

discounts or premiums should be applied. Exhibit 2.7 summarizes the relationship be-

tween methodology used and type of value resulting.

The applicability of discounts and/or premiums often is driven by the legal context.

Fair market value requires valuing the property in question as it is. Under the standard

of fair value in dissenting stockholder or shareholder dissolution statutes in some states,

however, precedential case law requires valuing minority interests as if they were worth a

proportionate share of the enterprise value with no lack of control discount, but with no

synergistic premium. The minority/control issue for marital dissolution property settle-

ments usually is decided on a case-by-case basis.

NOTES

1. Concept presented by Wayne Jankowske at the 1995 American Society of Appraisers Interna-

tional Conference and at the 1996 Institute of Business Appraisers National Conference.

2. David W. Simpson, ‘‘Minority Interest and Marketability Discounts: A Perspective, Part I,’’

Business Valuation Review (March 1991): 7.

3. For a formula for computing how many shares are required to elect one or more directors under
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Valuing a Business, 5th ed. (New York: McGraw-Hill, 2008), pp. 400–401.
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6. Shannon P. Pratt, Roger J. Grabowski, ‘‘Minority versus Control Implications of Cost of Capital

Data,’’ Chapter 30 in Cost of Capital: Applications and Examples, 3rd ed. (Hoboken, NJ: John

Wiley & Sons, 2008), pp. 482.

Exhibit 2.7 Summary of How the Valuation Methodology Affects the Resulting Value

Approach/Method Assumptions Resulting Value

Income Approach Control cash flows Controla

Minority cash flows Minority, marketable

Guideline merged &

acquired company method

Control transacted Controla

Guideline publicly traded company

methodb

Trading at or above control value Control

Trading below control value Minority, marketable

Asset accumulation method Control over assets Control

Excess earnings method Control over assets Control

aIf synergies involved, could be acquisition value.
bAs discussed in Chapter 2, this can cover a wide spectrum.
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Chapter 3

Empirical Data Regarding
Minority Discounts and
Control Premiums

Premiums Paid in Acquisitions

Identifying Industries with Higher or Lower Control Premiums

Caveats Regarding Use of Control Premium Data
Large Dispersion to the Data
Negative Premiums
Many Control Transactions Impound Synergies
Control Premiums Are Specific to a Select Group of Companies
The Hubris Factor

Are Control Premiums Too High?

Percentage Discounts from Net Asset Value

Summary

All the empirical data that we have for guidance in quantifying minority discounts and

control premiums come from the public markets for stocks or partnership interests. I

know of no studies yet that compare private company minority interest transaction prices

with the same company’s controlling interest value as measured by a sale of the entire

business within a short time.

The empirical data available fall broadly into two categories:

1. Premiums paid for acquisitions of companies compared with public market minority

trading prices prior to the acquisition announcement

2. Where net asset value is known or reasonably estimated, the percentage discount

observed in minority interest transactions compared with the underlying net asset

value

PREMIUMS PAID IN ACQUISITIONS

Prices at which controlling interests in public companies have been sold relative to their

previously unaffected trading prices are published in the quarterly updated Mergerstat/

BVR Control Premium Study. This series has been the definitive source for such data for

well over a decade.
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The introduction to the Mergerstat/BVR Control Premium Study explains:

A control premium is defined as the additional consideration that an investor would pay

over a marketable minority equity value (i.e., current, publicly traded stock prices) in order

to own a controlling interest in the common stock of a company. In this study, the premium

is expressed as a percentage of the unaffected marketable minority price per share or the

‘‘Mergerstat Unaffected Price.’’ This is the price just prior to the point of change in the

representative normal pricing of a given security. [Mergerstat/BVR Control Premium Study]

examines transactions whereby 50.1 percent or more of a company was acquired. A control-

ling interest is considered to have greater value than a minority interest because of the pur-

chaser’s ability to effect changes in the overall business structure and to influence business

policies. Control premiums can vary greatly. Factors affecting the magnitude of a given con-

trol premium include:

� The nature and magnitude of nonoperating assets

� The nature and magnitude of discretionary expenses

� The perceived quality of existing management

� The nature and magnitude of business opportunities which are not currently being

exploited

� The ability to integrate the acquiree into the acquirer’s business or distribution channels

In order to obtain unbiased and accurate pricing information, the scope of this study has been

narrowed to completed transactions where the target company was publicly traded.1

Exhibit 3.1 presents the definitions of the terms used in the Mergerstat/BVR Control

Premium Study.

Exhibit 3.2 shows announcement and closing dates and equity value of a small group

of transactions that is reasonably representative of the wide range of deal sizes in the

database.

Exhibit 3.3 gives the purchase price in dollars per share and the ‘‘unaffected’’ share

price and prices one day, one week, one month, and two months prior to the announce-

ment date.

Exhibit 3.4 shows the ‘‘control premium’’ relative to each of the five previous dates

for which prices were compiled. The industry and overall average premiums compiled by

Mergerstat/BVR Control Premium Study are based on the ‘‘unaffected price.’’

Exhibit 3.1 Definitions of Terms

Terms Definition

Premium 2 Months Premium computed by comparing the price ultimately paid to the common

stock price two months prior to the announcement date. [¼ (Purchase

Price Per Share in Home Currency/2 Month Price)–1]

Premium 1 Month Premium computed by comparing the price ultimately paid to the common

stock price one month prior to the announcement date. [¼ (Purchase

Price Per Share in Home Currency/1 Month Price)–1)

Premium 1 Week Premium computed by comparing the price ultimately paid to the common

stock price one week prior to the announcement date. [¼ (Purchase Price

Per Share in Home Currency/1 Week Price)–1]

Premium 1 Day Premium computed by comparing the price ultimately paid to the common

stock price one day prior to the announcement date. [¼ (Purchase Price

Per Share in Home Currency/1 Day Price)–1]
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Mergerstat Control

Premium

Premium computed by comparing the price ultimately paid to the

unaffected stock price. [¼ (Purchase Price Per Share in Home Currency/

Unaffected Price in Home Currency)–1] (also known as the Mergerstat

Unaffected Control Premium in the book version)

CUSIP The CUSIP number is a unique identifier of securities. Mergerstat uses

the first 6-digits to identify the issuer company. Target CUSIP refers

to the unique identifier number for the target company being acquired.

Target Stock Ticker The stock ticker symbol for the Target company. If the Stock Exchange of

the Target company is not in the United States, the Target Stock Ticker

also includes a two character code identifying the Target company’s

country.

Mergerstat Unaffected

Price

Target company’s common stock price per share unaffected by the acquisi-

tion announcement. Selected by Mergerstat after analyzing each transac-

tion (see Transaction Information) (this price is in the Home Currency).

Announce Day Price Target company’s common stock price per share on the acquisition

announcement date (this price is in the Home Currency).

1 Day Price Target company’s common stock price per share one day prior to the

acquisition announcement date (this price is in the Home Currency).

1 Week Price Target company’s common stock price per share one week prior to the

acquisition announcement date (this price is in the Home Currency).

1 Month Price Target company’s common stock price per share one month prior to the

acquisition announcement date (this price is in the Home Currency).

2 Month Price Target company’s common stock price per share two months prior to the

acquisition announcement date (this price is in the Home Currency).

LTM Net Sales Target company’s sales based on the latest reported 12-month period

(LTM) prior to the transaction’s announcement date. Sales are reported

in millions of USD and rounded.

LTM EBITDA Target company’s earnings before interest, taxes, depreciation, and

amortization (EBITDA based on the latest reported 12-month period

(LTM) prior to the transaction’s announcement date. EBITDA is reported

in millions of USD and rounded.

LTM EBIT Target company’s earnings before interest and taxes (EBIT) based on the

latest reported 12-month period (LTM) prior to the transaction’s

announcement date. EBIT is reported in millions of USD and rounded.

LTM Net Income Target company’s net income (loss), excluding extraordinary items, based

on the latest reported 12-month period (LTM) prior to the transaction’s

announcement date. Income is reported in millions of USD and rounded.

BV Target Common

Equity

Target company’s book value (BV), sometimes referred to as shareholder’s

equity or net tangible assets, is based on the latest reported period prior

to the transaction’s closing date. Book value is reported in millions of

USD and rounded.

Target Invested Capital Target company’s implied total invested capital (TIC) based on the sum of

implied market value of equity plus the face value of total interest-

bearing debt and the book value of preferred stock outstanding prior to

the announcement date (reported in USD).

Book Value per Share The target company’s BV Target Common Equity divided by the target

company’s Common Shares Outstanding (reported in USD).

Common Shares

Outstanding

Target company’s number of common shares outstanding shown in millions

and rounded.

Operating Profit Margin LTM EBIT/LTM Net Sales

Net Profit Margin LTM Net Income/LTM Net Sales

Exhibit 3.1 Continued
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Implied MVE ($mil) Target market value of equity (MVE) based on the purchase price per

share times total shares outstanding reported in the period prior to the

transaction’s announcement date. Market value of equity is reported in

millions of USD and rounded.

Price/Sales Purchase price-to-sales ratio for the target company based on the implied

market value of equity divided by the latest reported 12-month net sales

prior to the announcement date.

Price/Income Purchase price-to-net income ratio for the target company based on the

implied market value of equity divided by the latest reported 12-month

net income prior to the announcement date.

Price/Book Value Purchase price-to-book value ratio for the target company based on the im-

plied market value of equity divided by book value of the target company.

Target Invested

Capital/EBIT

Target TIC-to-EBIT ratio based on the target TIC divided by the latest

reported 12-month earnings before interest and taxes prior to the

announcement date.

Target Invested

Capital/EBITDA

Target TIC-to-EBITDA ratio based on the target TIC divided by the latest

reported 12-month earnings before interest, taxes, depreciation, and

amortization prior to the announcement date.

Date Announced Date that the acquisition was announced.

Date Effective Date that the acquisition became effective.

Deal Value ($mil) The aggregate purchase price given to shareholders of the target company’s

common stock by the acquiring company. Shown in millions of USD and

rounded.

Deal Currency The target company’s local currency.

% of Shares Acquired Percent of the target company’s common shares purchased by the acquirer

in the acquisition.

% of Shares Held at

Date Announced

Percent of the target company’s common shares held by the acquiring

company on the date announced.

% of Shares Held after

Acquisition

Percent of the target company’s common shares held by the acquiring

company following the transaction.

Purchase Price Per

Share (USD $s)

The total consideration paid per share for the target company’s shares.

Common Shares

Acquired (mil)

Number of target company’s common shares acquired by the acquiring

company in the acquisition, shown in millions and rounded.

Deal Exchange Rate The Deal Exchange Rate is used to convert the financial data of

international deals. It is always going to be 1.00 for U.S. deals. It is

expressed in U.S. dollars per unit of foreign currency. This rate is as of

the closing date of the transaction.

Purchase Price/Share

(Home currency)

The total consideration paid per share for the target company’s shares,

denominated in the home currency of the target company.

Consideration Consideration denotes the method of payment provided to the target

company. The single character codes are C¼Cash, D¼Debt, L¼
Liabilities, S¼ Stock, X¼Other (warrants, contingent payments, etc.).

Attitude These are only applied to tender offers. The types of attitude are: Friendly,

Neutral, and Hostile.

Form The form of the acquisition can take one of the following types:

� ACQ—Applies to transactions where more than 50% of the company is

being acquired and results in a change in control

� Acq-GP—Applies to transactions where 100% of the company’s stock is

bought by a private entity and the target company ceases to exist as a

public entity

� Acq-MBO—Acquisition of a company where the primary buyer is the

company’s management

Exhibit 3.1 Continued
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� Acq-TO—Acquisition of a company where the buyer has announced a

Tender Offer

� Acq-TO-GP—Acquisition of a company where the buyer is a private

group and has announced a Tender Offer

� Div-UMBO—Unit Management Buy Out, management buys a greater

than 50% interest in a division, business unit, or subsidiary

� Div-Unit—Divestiture of a greater than 50% of a business unit,

subsidiary, or division by a parent company

� Merger—Merger of 2 companies into one, where neither of the former

companies continues to exist as a legal entity, but one new public

company is created

� Merger-GP—Merger of 2 companies into one where neither of the

former companies continue to exist as a legal entity, but one new private

company is created

Transaction Purpose The four types of Transaction Purpose are Conglomerate, Financial,

Horizontal, and Vertical. These are defined as follows:

� C¼Conglomerate acquisition/merger—combining companies with none

of the below relationships or similarities. For example, a steel company

acquires a casino.

� F¼ Financial acquisition—by an individual or investment group. For

example, KKR buys an Internet company. Management buyouts are

considered financial transactions.

� H¼Horizontal acquisition/merger—combining direct competitors in the

same product lines and markets. For example, a commercial bank

acquires another commercial bank.

� V¼Vertical acquisition/merger—combining customer and company or

supplier and company. For example, if a publishing company buys a

paper producer, it is considered a vertical acquisition/merger because the

publisher buys large amounts of paper.

Source: Mergerstat/BVR Control Premium Study, available online at www.bvmarketdata.com.

Exhibit 3.2 Announce and Closing Dates, Total Deal Value

Target Name

Date

Announced

Date

Effective

Implied

MVE

(M$)

Home

Currency

Exchange

Rate

Shares

Held Date

Announced

Shares

Held after

Acquisition

Adams Respiratory

Therapeutics, Inc.

12/10/07 01/29/08 129.2 1.00 — 100%

Alabama National Bancorp 09/06/07 02/25/08 429.9 1.00 — 100

American Bank Note

Holographics, Inc.

12/11/07 02/12/08 90.2 1.00 — 100

AMIS Holdings, Inc. 12/13/07 03/17/08 119.3 1.00 — 100

Aspreva Pharmaceuticals Corp. 10/17/07 01/03/08 107.9 1.00 — 100

ASV, Inc. 01/14/08 03/04/08 277.4 1.00 — 100

Audible, Inc. 01/31/08 03/19/08 212.8 1.00 — 100

Axcan Pharma, Inc. 11/29/07 02/25/08 30.0 1.00 — 100

BIW Ltd. 06/29/07 01/16/08 48.2 1.00 — 100

Boardwalk Bancorp, Inc. 07/26/07 01/31/08 624.5 1.00 — 100
(continued )
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Bradley Pharmaceuticals,

Inc.

10/30/07 02/21/08 1,764.6 1.00 — 100%

Bulldog Resources, Inc. 12/06/07 02/07/08 28.7 1.00 — 100

Canadex Resources Ltd. 11/20/07 01/28/08 314.0 1.00 — 100

Canetic Resources Trust 10/31/07 01/11/08 4,441.2 1.00 — 100

Canyon Resources Corp. 11/19/07 03/19/08 191.3 1.00 — 100

Carolina National Corp. 08/27/07 02/01/08 199.2 1.00 — 100

Carrier Access Corp. 12/17/07 02/11/08 4,883.0 1.00 — 100

Chittenden Corp. 06/27/07 01/02/08 107.1 1.00 — 100

Christiana Bank & Trust Co. 06/25/07 01/04/08 16,741.8 1.00 — 100

Claymont Steel

Holdings, Inc.

12/10/07 01/25/08 358.3 1.00 — 100

Cognos ULC 11/12/07 01/31/08 492.5 1.00 — 100

Coley Pharmaceutical

Group, Inc.

11/16/07 01/07/08 330.4 1.00 — 100

Collicutt Energy Services Ltd. 11/27/07 01/16/08 41.8 1.00 — 100

Commerce Bancorp, Inc.

(New Jersey)

10/02/07 03/31/08 54,374.0 1.00 — 100

Document Sciences Corp. 12/27/07 03/06/08 145.2 1.00 — 100

E4 Energy, Inc. 12/04/07 02/08/08 723.9 1.00 — 100

Electronic Clearing

House, Inc.

12/19/07 02/29/08 480.9 1.00 — 100

Emergis, Inc. 11/29/07 01/17/08 61.5 1.00 — 100

ExAlta Energy, Inc. 11/26/07 01/16/08 1,190.8 1.00 — 100

Extreme CCTV, Inc. 12/14/07 02/29/08 5.8 1.00 — 100

First Consulting

Group, Inc.

10/31/07 01/14/08 346.3 1.00 — 100

First Indiana Corp. 07/09/07 01/02/08 2,925.4 1.00 — 100

First Mutual Bancshares, Inc. 07/02/07 02/01/08 1,608.7 1.00 — 100

FNB Corp. (Virginia) 07/26/07 02/28/08 179.7 1.00 — 100

Focus Energy Trust 12/03/07 02/13/08 838.6 1.00 — 100

Genesis Microchip, Inc. 12/11/07 01/25/08 532.1 1.00 — 100

Genlyte Group, Inc. 11/26/07 01/28/08 2,152.0 1.00 — 100

Goodman Global, Inc. 10/22/07 02/13/08 92.8 1.00 — 100

Great Lakes Bancorp, Inc. 09/10/07 02/15/08 45.4 1.00 — 100

Harrah’s Entertainment, Inc. 10/02/06 01/28/08 2.3 1.00 — 100

ION Media Networks, Inc. 01/18/07 02/20/08 427.8 1.00 — 100

Kellwood Co. 09/18/07 02/20/08 484.9 1.00 9.9 100

KNBT Bancorp, Inc. 09/07/07 02/01/08 63.1 1.00 — 100

Lifecore Biomedical, Inc. 01/15/08 03/26/08 23.2 1.00 — 100

MarkWest Hydrocarbon, Inc. 09/05/07 02/21/08 98.8 1.00 — 100

Merchants & Manufacturers

Bancorp, Inc.

07/10/07 03/03/08 39.8 1.00 — 100

Metal Management, Inc. 09/24/07 03/14/08 142.0 1.00 — 100

MGI PHARMA, Inc. 12/10/07 01/28/08 324.1 1.00 — 100

Midwest Air Group, Inc. 08/12/07 01/31/08 2,341.3 1.00 — 100

Mutual Community Savings

Bank, Inc. SSB

08/10/07 03/31/08 1,825.3 1.00 — 100
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Nextest Systems Corp. 12/12/07 01/24/08 397.4 1.00 — 100%

NSB Retail Systems PLC 12/17/07 02/07/08 283.9 1.00 — 100

NUVO Network

Management, Inc.

12/11/07 02/22/08 243.9 1.00 — 100

Oglebay Norton Co. 10/12/07 02/13/08 106.8 1.00 — 100

Pacific Stratus Energy Ltd. 11/12/07 01/23/08 129.0 1.00 — 100

Pavilion Bancorp, Inc. 10/02/07 03/14/08 98.7 1.00 — 100

Peerless Energy, Inc. 11/22/07 01/28/08 63.4 1.00 — 100

Photoworks, Inc. 11/28/07 01/24/08 412.8 1.00 — 100

Pilot Energy Ltd. 10/31/07 01/16/08 214.9 1.00 — 100

PrimeWest Energy Trust 09/24/07 01/16/08 77.3 1.00 — 100

Printronix, Inc. 10/02/07 01/08/08 1,492.3 1.00 — 100

Radiation Therapy

Services, Inc.

10/19/07 02/22/08 53.9 1.00 — 100

Respironics, Inc. 12/21/07 03/17/08 230.5 1.00 — 100

Rockyview Energy, Inc. 11/14/07 01/30/08 551.0 1.00 — 100

Sierra Health Services, Inc. 03/12/07 02/25/08 239.4 1.00 — 100

Slade’s Ferry Bancorp 10/11/07 02/29/08 6,789.3 1.00 — 100

Suncom Wireless Holdings, Inc. 09/17/07 02/22/08 1,632.5 1.00 — 100

Taylor NGL LP 11/12/07 01/10/08 741.2 1.00 19.2 100

The Meridian Gold, Inc. 06/28/07 01/02/08 3,118.6 1.00 — 100

Traffix, Inc. 09/27/07 02/04/08 1,599.2 1.00 — 100

Tutogen Medical, Inc. 11/13/07 02/27/08 4.1 1.00 — 100

Union Bankshares Co. (Maine) 08/14/07 01/03/08 136.6 1.00 — 100

USB Holding Co., Inc. 07/27/07 01/02/08 528.8 1.00 — 100

Vantagepoint Systems, Inc. 11/29/07 01/24/08 146.8 1.00 — 100

Vault Energy Trust 09/25/07 01/10/08 56.5 1.00 — 100

Ventana Medical Systems, Inc. 06/25/07 02/19/08 744.9 1.00 — 100

Verticalnet, Inc. 10/26/07 01/28/08 759.4 1.00 — 100

Viceroy Homes Ltd. 08/28/07 02/28/08 6.0 1.00 — 100

VISICU, Inc. 12/18/07 02/20/08 59.3 1.00 — 100

VistaCare, Inc. 01/15/08 03/06/08 2,637.8 1.00 — 100

Visual Sciences, Inc. 10/25/07 01/18/08 519.2 1.00 — 100

Source: Mergerstat/BVR Control Premium Study, Q1 2008, available online at www.bvmarketdata.com.

Exhibit 3.3 Purchase Price/Share—Mergerstat Unaffected Price ($)

Target Name

Purchase

Price per

Share

Unaffected

Price

1 Day

Price

1 Week

Price

1 Month

Price

2 Month

Price

Adams Respiratory

Therapeutics, Inc.

60.00 43.68 43.68 43.30 43.15 41.79

Alabama National Bancorp 80.00 53.12 53.12 53.84 52.10 62.49

American Bank Note

Holographics, Inc.

6.65 5.60 5.60 5.70 5.00 5.05

AMIS Holdings, Inc. 6.00 7.35 7.35 7.68 8.22 9.74
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Exhibit 3.2 Continued

Target Name

Date

Announced

Date

Effective

Implied

MVE

(M$)

Home

Currency

Exchange

Rate

Shares

Held Date

Announced

Shares

Held after

Acquisition

Premiums Paid in Acquisitions 47



E1C03_1 03/10/2009 48

Aspreva Pharmaceuticals Corp. 26.08 22.40 22.40 21.97 18.90 17.98

ASV, Inc. 18.00 12.29 1,229.00 12.17 11.91 11.71

Audible, Inc. 11.50 9.33 933.00 8.59 8.92 11.53

Axcan Pharma, Inc. 23.21 18.20 18.20 16.92 20.77 20.77

BIW Ltd. 23.75 17.00 17.00 16.00 16.50 16.80

Boardwalk Bancorp, Inc. 23.00 17.50 18.10 17.25 17.10 17.00

Bradley Pharmaceuticals, Inc. 20.00 16.00 16.00 16.47 18.20 19.46

Bulldog Resources, Inc. 6.90 6.70 6.70 6.63 6.36 6.58

Canadex Resources Ltd. 5.70 5.30 5.30 5.01 5.19 5.00

Canetic Resources Trust 13.07 15.53 15.53 15.96 15.32 13.87

Canyon Resources Corp. 0.42 0.38 0.38 0.38 0.39 0.39

Carolina National Corp. 17.59 13.60 13.60 14.32 15.24 15.99

Carrier Access Corp. 2.60 2.50 2.50 2.43 2.37 3.49

Chittenden Corp. 35.97 28.24 28.24 27.97 28.97 29.27

Christiana Bank & Trust Co. 32.29 25.95 25.95 25.90 26.20 26.00

Claymont Steel Holdings, Inc. 23.50 22.00 22.00 22.71 19.61 20.03

Cognos ULC 54.15 52.98 52.98 49.98 51.90 41.99

Coley Pharmaceutical

Group, Inc.

8.00 3.00 3.00 3.26 3.18 3.18

Collicutt Energy Services Ltd. 9.51 5.50 5.50 5.02 5.90 5.29

Commerce Bancorp, Inc.

(New Jersey)

35.06 39.74 39.74 38.01 36.73 34.25

Document Sciences Corp. 14.75 8.24 8.24 8.39 8.56 10.24

E4 Energy, Inc. 0.75 0.67 0.67 0.63 0.65 0.68

Electronic Clearing House, Inc. 17.00 7.73 7.73 9.45 12.84 12.53

Emergis, Inc. 8.03 6.94 6.94 6.79 7.20 6.98

ExAlta Energy, Inc. 1.73 1.19 1.19 1.23 1.50 1.50

Extreme CCTV, Inc. 5.11 3.95 3.95 3.90 3.60 3.85

First Consulting Group, Inc. 13.00 9.98 9.98 9.86 10.30 9.47

First Indiana Corp. 32.00 22.05 2,205.00 22.02 21.20 20.89

First Mutual Bancshares, Inc. 26.84 22.23 2,223.00 22.30 22.15 22.06

FNB Corp. (Virginia) 27.10 31.24 31.24 32.56 34.75 31.05

Focus Energy Trust 16.94 16.12 16.12 16.92 19.04 17.08

Genesis Microchip, Inc. 8.65 5.40 5.40 4.95 5.94 8.09

Genlyte Group, Inc. 95.50 62.67 6,267.00 63.60 57.64 65.50

Goodman Global, Inc. 25.60 21.84 21.84 24.78 24.32 24.18

Great Lakes Bancorp, Inc. 13.00 12.00 12.00 11.85 12.27 13.26

Harrah’s Entertainment, Inc. 90.00 66.43 66.43 67.51 62.90 61.70

ION Media Networks, Inc. 1.46 0.62 0.62 0.55 0.51 0.77

Kellwood Co. 21.00 15.96 15.96 16.85 21.34 29.40

KNBT Bancorp, Inc. 17.83 14.37 14.37 14.71 13.32 14.77

Lifecore Biomedical, Inc. 17.00 12.84 1,284.00 13.37 13.57 12.11

MarkWest Hydrocarbon, Inc. 62.07 49.73 49.73 51.32 51.00 55.78

Merchants & Manufacturers

Bancorp, Inc.

37.30 28.00 28.00 27.75 28.50 29.49

Metal Management, Inc. 57.73 48.86 48.86 45.34 43.60 45.09

MGI PHARMA, Inc. 41.00 33.45 33.45 34.74 29.92 31.76

Midwest Air Group, Inc. 17.00 14.23 14.52 13.71 14.50 14.73

Mutual Community Savings

Bank, Inc. SSB

6.25 9.76 9.76 9.78 11.03 8.55

Exhibit 3.3 Continued
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Nextest Systems Corp. 20.00 11.99 1,199.00 12.48 14.08 12.90

NSB Retail Systems PLC 0.77 0.24 0.34 0.24 0.25 0.24

NUVO Network Management,

Inc.

0.56 0.28 0.28 0.26 0.27 0.32

Oglebay Norton Co. 36.00 34.25 34.25 33.22 30.00 29.00

Pacific Stratus Energy Ltd. 10.25 11.32 14.05 14.25 12.81 11.20

Pavilion Bancorp, Inc. 74.20 47.00 47.00 45.25 43.70 45.50

Peerless Energy, Inc. 4.91 5.24 5.25 5.25 4.20 3.35

Photoworks, Inc. 0.60 0.26 0.26 0.44 0.25 0.27

Pilot Energy Ltd. 2.86 2.45 2.45 2.19 1.75 1.50

PrimeWest Energy Trust 26.10 19.93 19.93 21.20 19.95 20.07

Printronix, Inc. 16.00 13.52 13.52 13.50 13.78 13.75

Radiation Therapy Services, Inc. 32.50 21.60 21.60 22.38 22.47 22.00

Respironics, Inc. 66.00 53.11 5,311.00 52.11 49.42 48.35

Rockyview Energy, Inc. 3.17 2.46 2.46 2.25 2.13 2.10

Sierra Health Services, Inc. 43.50 35.90 35.90 36.56 39.79 35.69

Slade’s Ferry Bancorp 23.15 15.00 15.00 14.81 14.50 15.25

Suncom Wireless Holdings, Inc. 27.00 22.00 22.00 21.28 20.32 25.44

Taylor NGL LP 11.06 10.96 9.00 9.00 9.25 9.34

The Meridian Gold, Inc. 28.92 24.47 24.40 25.95 24.70 25.87

Traffix, Inc. 6.52 4.76 4.76 4.85 5.38 5.88

Tutogen Medical, Inc. 9.98 10.15 10.15 11.28 11.55 11.80

Union Bankshares Co. (Maine) 59.24 51.00 51.00 51.63 52.15 53.75

USB Holding Co., Inc. 19.60 16.56 15.29 16.74 19.50 20.22

Vantagepoint Systems, Inc. 0.68 0.40 0.40 0.43 0.47 0.48

Vault Energy Trust 3.62 3.90 3.90 4.06 3.85 4.89

Ventana Medical Systems, Inc. 89.50 51.95 5,195.00 53.15 50.92 47.49

Verticalnet, Inc. 2.56 5.61 5.61 4.76 6.40 2.85

Viceroy Homes Ltd. 5.14 3.04 3.04 3.05 3.19 3.04

VISICU, Inc. 12.00 8.86 8.86 7.87 7.91 7.90

VistaCare, Inc. 8.60 7.16 7.16 7.31 7.23 6.98

Visual Sciences, Inc. 16.54 17.37 17.37 16.98 13.98 17.62

Source: Mergerstat/BVR Control Premium Study, Q1 2008, available online at www.bvmarketdata.com.

Exhibit 3.4 Mergerstat Control Premium

Target Name

Mergerstat

Control

Premium

1 Day

Premium

1 Week

Premium

1 Month

Premium

2 Month

Premium

Adams Respiratory Therapeutics, Inc. 37.4% 37.0% 39.0% 39.0% 44.0%

Alabama National Bancorp 50.6% 51.0% 49.0% 54.0% 28.0%

American Bank Note Holographics, Inc. 18.8% 19.0% 17.0% 33.0% 32.0%

AMIS Holdings, Inc. �18.3%� �18.0% �22.0% �27.0% �38.0%

Aspreva Pharmaceuticals Corp. 17.0% 17.0% 19.0% 39.0% 46.0%

ASV, Inc. 46.5% 46.0% 48.0% 51.0% 54.0%

Audible, Inc. 23.3% 23.0% 34.0% 29.0% 0.0%

Axcan Pharma, Inc. 27.1% 27.0% 37.0% 11.0% 11.0%
(continued )

Exhibit 3.3 Continued

Target Name

Purchase

Price per

Share

Unaffected

Price

1 Day

Price

1 Week

Price

1 Month

Price

2 Month

Price

Premiums Paid in Acquisitions 49



E1C03_1 03/10/2009 50

BIW Ltd. 39.7% 40.0% 48.0% 44.0% 41.0%

Boardwalk Bancorp, Inc. 31.4% 27.0% 33.0% 35.0% 35.0%

Bradley Pharmaceuticals, Inc. 25.0% 25.0% 21.0% 10.0% 3.0%

Bulldog Resources, Inc. 2.7% 3.0% 4.0% 8.0% 5.0%

Canadex Resources Ltd. 8.1% 8.0% 14.0% 10.0% 15.0%

Canetic Resources Trust �15.4%� �15.0% �18.0% �14.0% �5.0%

Canyon Resources Corp. 11.1% 11.0% 11.0% 8.0% 8.0%

Carolina National Corp. 29.4% 29.0% 23.0% 15.0% 10.0%

Carrier Access Corp. 4.0% 4.0% 7.0% 10.0% �26.0%

Chittenden Corp. 27.4% 27.0% 29.0% 24.0% 23.0%

Christiana Bank & Trust Co. 24.4% 24.0% 25.0% 23.0% 24.0%

Claymont Steel Holdings, Inc. 6.8% 7.0% 3.0% 20.0% 17.0%

Cognos ULC 2.7% 3.0% 9.0% 5.0% 30.0%

Coley Pharmaceutical Group, Inc. 166.7% 167.0% 145.0% 152.0% 152.0%

Collicutt Energy Services Ltd. 73.8% 74.0% 90.0% 62.0% 81.0%

Commerce Bancorp, Inc. (New Jersey) �11.8%� �12.0% �8.0% �5.0% 2.0%

Document Sciences Corp. 79.1% 79.0% 76.0% 72.0% 44.0%

E4 Energy, Inc. 11.7% 12.0% 19.0% 15.0% 10.0%

Electronic Clearing House, Inc. 119.9% 120.0% 80.0% 32.0% 36.0%

Emergis, Inc. 16.3% 16.0% 19.0% 12.0% 16.0%

ExAlta Energy, Inc. 45.7% 46.0% 41.0% 16.0% 16.0%

Extreme CCTV, Inc. 28.8% 29.0% 30.0% 41.0% 32.0%

First Consulting Group, Inc. 30.3% 30.0% 32.0% 26.0% 37.0%

First Indiana Corp. 45.1% 45.0% 45.0% 51.0% 53.0%

First Mutual Bancshares, Inc. 20.7% 21.0% 20.0% 21.0% 22.0%

FNB Corp. (Virginia) �13.2%� �13.0% �17.0% �22.0% �13.0%

Focus Energy Trust 4.8% 5.0% 0.0% �11.0% �1.0%

Genesis Microchip, Inc. 60.2% 60.0% 75.0% 46.0% 7.0%

Genlyte Group, Inc. 52.4% 52.0% 50.0% 66.0% 46.0%

Goodman Global, Inc. 17.2% 17.0% 3.0% 5.0% 6.0%

Great Lakes Bancorp, Inc. 8.3% 8.0% 10.0% 6.0% �2.0%

Harrah’s Entertainment, Inc. 35.5% 35.0% 33.0% 43.0% 46.0%

ION Media Networks, Inc. 135.5% 135.0% 165.0% 186.0% 90.0%

Kellwood Co. 31.6% 32.0% 25.0% �2.0% �29.0%

KNBT Bancorp, Inc. 24.1% 24.0% 21.0% 34.0% 21.0%

Lifecore Biomedical, Inc. 32.4% 32.0% 27.0% 25.0% 40.0%

MarkWest Hydrocarbon, Inc. 24.8% 25.0% 21.0% 22.0% 11.0%

Merchants & Manufacturers

Bancorp, Inc.

33.2% 33.0% 34.0% 31.0% 26.0%

Metal Management, Inc. 18.1% 18.0% 27.0% 32.0% 28.0%

MGI PHARMA, Inc. 22.6% 23.0% 18.0% 37.0% 29.0%

Midwest Air Group, Inc. 19.5% 17.0% 24.0% 17.0% 15.0%

Mutual Community Savings

Bank, Inc. SSB

�35.9%� �36.0% �36.0% �43.0% �27.0%

Nextest Systems Corp. 66.8% 67.0% 60.0% 42.0% 55.0%

NSB Retail Systems PLC 227.5% 126.0% 224.0% 205.0% 224.0%

NUVO Network Management, Inc. 100.1% 100.0% 115.0% 108.0% 75.0%

Oglebay Norton Co. 5.1% 5.0% 8.0% 20.0% 24.0%

Pacific Stratus Energy Ltd. �9.0%� �27.0% �28.0% �20.0% �8.0%

Pavilion Bancorp, Inc. 57.9% 58.0% 64.0% 70.0% 63.0%

Peerless Energy, Inc. �5.9%� �6.0% �6.0% 17.0% 47.0%

Exhibit 3.4 Continued

Target Name

Mergerstat

Control

Premium

1 Day

Premium

1 Week

Premium

1 Month

Premium

2 Month

Premium

50 Business Valuation Discounts and Premiums



E1C03_1 03/10/2009 51

Note that the ‘‘negative premiums’’ (buyouts at less than the Mergerstat unaffected

price) are shown with asterisks. They are not included in the Mergerstat/BVR Control

Premium Study industry medians or averages, but the data are there so that the analyst

can recompute averages or medians of any group to reflect the ‘‘negative premiums’’ if

so desired.

Each quarter’s compilation of the control premiums by industry includes data for the

period, as shown in Exhibit 3.5. Although ‘‘negative premiums’’ are excluded from the

medians and means, the analyst can easily recompute these figures to reflect the ‘‘nega-

tive premiums.’’ Also, using the online version, the analyst is not locked into the 12 trail-

ing months but can compile transactions and averages for any desired time period.

The online study classifies every transaction since 1998 as one of the following:

� Horizontal integration

� Vertical integration

� Conglomerate

� Financial

Photoworks, Inc. 128.8% 129.0% 35.0% 138.0% 125.0%

Pilot Energy Ltd. 17.5% 17.0% 31.0% 64.0% 92.0%

PrimeWest Energy Trust 31.6% 32.0% 24.0% 31.0% 31.0%

Printronix, Inc. 18.3% 18.0% 19.0% 16.0% 16.0%

Radiation Therapy Services, Inc. 50.5% 50.0% 45.0% 45.0% 48.0%

Respironics, Inc. 24.3% 24.0% 27.0% 34.0% 37.0%

Rockyview Energy, Inc. 29.6% 30.0% 42.0% 50.0% 52.0%

Sierra Health Services, Inc. 21.2% 21.0% 19.0% 9.0% 22.0%

Slade’s Ferry Bancorp 54.3% 54.0% 56.0% 60.0% 52.0%

Suncom Wireless Holdings, Inc. 22.7% 23.0% 27.0% 33.0% 6.0%

Taylor NGL LP 1.4% 23.0% 23.0% 20.0% 19.0%

The Meridian Gold, Inc. 18.2% 19.0% 11.0% 17.0% 12.0%

Traffix, Inc. 37.0% 37.0% 34.0% 21.0% 11.0%

Tutogen Medical, Inc. �1.7%� �2.0% �12.0% �14.0% �15.0%

Union Bankshares Co. (Maine) 16.2% 16.0% 15.0% 14.0% 10.0%

USB Holding Co., Inc. 18.3% 28.0% 17.0% 0.0% �3.0%

Vantagepoint Systems, Inc. 7.2% 71.0% 59.0% 47.0% 44.0%

Vault Energy Trust 71.1% �7.0% �10.0% �5.0% �26.0%

Ventana Medical Systems, Inc. 72.3% 72.0% 68.0% 76.0% 88.0%

Verticalnet, Inc. �54.4%� �54.0% �46.0% �60.0% �10.0%

Viceroy Homes Ltd. 41.9% 69.0% 68.0% 60.0% 68.0%

VISICU, Inc. 35.4% 35.0% 52.0% 52.0% 52.0%

VistaCare, Inc. 20.1% 20.0% 18.0% 19.0% 23.0%

Visual Sciences, Inc. �4.8%� �5.0% �3.0% 18.0% �6.0%

Source: Mergerstat/BVR Control Premium Study, Q1 2008, available online at www.bvmarketdata.com.

Exhibit 3.4 Continued
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These classifications enable users to select any subset of type of transaction for sum-

mary and/or further analysis. By this means, for example, transactions where premiums

are thought to be primarily synergistic can be eliminated.
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Exhibit 3.5 Control Premiums by Industry

SIC Code

General

Target SIC

Codes

Date

Effective Target Name

Mergerstat

Control

Premium

10–14 Mining

Range ¼ 1:4% to 45.7%, Median ¼ 14:6%, Average ¼ 20:3%
10 1041 01/02/08 The Meridian Gold, Inc. 18.2%

13 1381 02/07/08 Bulldog Resources, Inc. 2.7%

13 1381 01/11/08 Canetic Resources Trust �15.4%�

13 1381 02/08/08 E4 Energy, Inc. 11.7%

13 1381 01/16/08 ExAlta Energy, Inc. 45.7%

13 1381 02/13/08 Focus Energy Trust 4.8%

13 1389 02/21/08 MarkWest Hydrocarbon, Inc. 24.8%

13 1381 01/23/08 Pacific Stratus Energy Ltd. �9.0%�

13 1311 01/28/08 Peerless Energy, Inc. �5.9%�

13 1381 01/16/08 Pilot Energy Ltd. 17.5%

13 1381 01/30/08 Rockyview Energy, Inc. 29.6%

13 1311 01/10/08 Taylor NGL LP 1.4%

13 1381 01/10/08 Vault Energy Trust 71.1%

14 1481 03/19/08 Canyon Resources Corp. 11.1%

14 1422 02/13/08 Oglebay Norton Co. 5.1%

20–39 Manufacturing

Range ¼ 4:0% to 166.7%, Median ¼ 31:6%, Average ¼ 41:6%
23 2331 02/20/08 Kellwood Co. 31.6%

24 2452 02/28/08 Viceroy Homes Ltd. 41.9%

28 2834 01/29/08 Adams Respiratory Therapeutics, Inc. 37.4%

28 2834 01/03/08 Aspreva Pharmaceuticals Corp. 17.0%

28 2833 02/25/08 Axcan Pharma, Inc. 27.1%

28 2834 02/21/08 Bradley Pharmaceuticals, Inc. 25.0%

28 2834 01/07/08 Coley Pharmaceutical Group, Inc. 166.7%

28 2834 01/28/08 MGI PHARMA, Inc. 22.6%

33 3312 01/25/08 Claymont Steel Holdings, Inc. 6.8%

34 3433 02/13/08 Goodman Global, Inc. 17.2%

35 3531 03/04/08 ASV, Inc. 46.5%

35 3563 01/16/08 Collicutt Energy Services Ltd. 73.8%

35 3577 01/08/08 Printronix, Inc. 18.3%

36 3674 03/17/08 AMIS Holdings, Inc. �18.3%�

36 3669 02/11/08 Carrier Access Corp. 4.0%

36 3674 01/25/08 Genesis Microchip, Inc. 60.2%

36 3641 01/28/08 Genlyte Group, Inc. 52.4%

36 3674 01/24/08 Nextest Systems Corp. 66.8%

38 3812 02/29/08 Extreme CCTV, Inc. 28.8%

38 3841 03/26/08 Lifecore Biomedical, Inc. 32.4%

38 3842 03/17/08 Respironics, Inc. 24.3%

38 3842 02/27/08 Tutogen Medical, Inc. �1.7%�

38 3829 02/19/08 Ventana Medical Systems, Inc. 72.3%

40–49 Transportation, Communications, Electric, Gas, and Sanitary Services

Range ¼ 8:1% to 135.5%, Median ¼ 22:7%, Average ¼ 45:1%
41 4151 01/28/08 Canadex Resources Ltd. 8.1%

45 4512 01/31/08 Midwest Air Group, Inc. 19.5%

48 4833 02/20/08 ION Media Networks, Inc. 135.5%

48 4812 02/22/08 Suncom Wireless Holdings, Inc. 22.7%

49 4941 01/16/08 BIW Ltd. 39.7%

52 Business Valuation Discounts and Premiums



E1C03_1 03/10/2009 53

50–51 Wholesale Trade

50 5093 03/14/08 Metal Management, Inc. 18.1%

60–67 Finance, Insurance, and Real Estate

Range ¼ 8:3% to 57.9%, Median ¼ 29:4%, Average ¼ 36:1%
60 6021 02/25/08 Alabama National Bancorp 50.6%

60 6022 01/31/08 Boardwalk Bancorp, Inc. 31.4%

60 6021 02/01/08 Carolina National Corp. 29.4%

60 6022 01/02/08 Chittenden Corp. 27.4%

60 6022 01/04/08 Christiana Bank & Trust Co. 24.4%

60 6021 03/31/08 Commerce Bancorp, Inc. (New Jersey) �11.8%�

60 6099 02/29/08 Electronic Clearing House, Inc. 119.9%

60 6021 01/02/08 First Indiana Corp. 45.1%

60 6021 02/01/08 First Mutual Bancshares, Inc. 20.7%

60 6021 02/28/08 FNB Corp. (Virginia) �13.2%�

60 6036 02/15/08 Great Lakes Bancorp, Inc. 8.3%

60 6036 02/01/08 KNBT Bancorp, Inc. 24.1%

60 6022 03/03/08 Merchants & Manufacturers Bancorp, Inc. 33.2%

60 6022 03/31/08 Mutual Community Savings Bank, Inc. SSB �35.9%�

60 6022 03/14/08 Pavilion Bancorp, Inc. 57.9%

60 6022 02/29/08 Slade’s Ferry Bancorp 54.3%

60 6022 01/03/08 Union Bankshares Co. (Maine) 16.2%

60 6022 01/02/08 USB Holding Co., Inc. 18.3%

63 6321 02/25/08 Sierra Health Services, Inc. 21.2%

67 6722 01/16/08 PrimeWest Energy Trust 31.6%

70–89 Services

Range ¼ 2:7% to 227.5%, Median ¼ 35:4%, Average ¼ 54:2%
70 7011 01/28/08 Harrah’s Entertainment, Inc. 35.5%

73 7389 02/12/08 American Bank Note Holographics, Inc. 18.8%

73 7375 03/19/08 Audible, Inc. 23.3%

73 7372 01/31/08 Cognos ULC 2.7%

73 7372 03/06/08 Document Sciences Corp. 79.1%

73 7379 01/17/08 Emergis, Inc. 16.3%

73 7379 01/14/08 First Consulting Group, Inc. 30.3%

73 7372 02/07/08 NSB Retail Systems PLC 227.5%

73 7379 02/22/08 NUVO Network Management, Inc. 100.1%

73 7384 01/24/08 Photoworks, Inc. 128.8%

73 7331 02/04/08 Traffix, Inc. 37.0%

73 7372 01/24/08 Vantagepoint Systems, Inc. 7.2%

73 7372 01/28/08 Verticalnet, Inc. �54.4%�

73 7379 02/20/08 VISICU, Inc. 35.4%

73 7372 01/18/08 Visual Sciences, Inc. �4.8%�

80 8099 02/22/08 Radiation Therapy Services, Inc. 50.5%

80 8059 03/06/08 VistaCare, Inc. 20.1%

Source: Mergerstat/BVR Control Premium Study, Q1 2008, available online at www.bvmarketdata.com.

Exhibit 3.5 Continued
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In mining the data to develop a list of transactions most specifically relevant to the

subject being valued, the analyst has the option of selecting any range of SIC codes, any

time frame, any size criteria, and any transaction code or codes. For example, if conditions

in the merger market for the industry have been in a steady state for 18 months prior to the
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valuation date and the analyst wants to eliminate synergies, the analyst might start with

financial and conglomerate transactions for a given SIC range for a deal size under $300

million for six quarters prior to (and perhaps surrounding) the effective valuation date.

Descriptions of the businesses of both target and acquiring companies are provided,

as shown in Exhibit 3.6. Thus, the analyst is not necessarily committed to the transaction

codes but can make an independent judgment as to classification. Of course, since these

companies were all public before the acquisition, one can always go to the SEC filings if

more detail is desired.

Exhibit 3.6 Company Descriptions

Target Name Target Business Description

Acquiror Business

Description

Adams Respiratory

Therapeutics, Inc.

Manufactures over-the-counter

remedies for respiratory

ailments

Manufactures household

cleaning products

Alabama National

Bancorp

National commercial bank Provides banking and financial

services

American Bank Note

Holographics, Inc.

Produces and markets

holograms

Provides fiber-optic components

and modules

AMIS Holdings, Inc. Designs and manufactures

integrated analog mixed

signal semiconductor

products

Manufactures and develops

semiconductors

Aspreva Pharmaceuticals

Corp.

Manufactures pharmaceutical

products

Researches, produces, and

wholesales pharmaceutical

products

ASV, Inc. Designs, manufactures,

and sells track-driven

all-season vehicles

Designs and manufactures

construction equipment

Audible, Inc. Provides audio services for

content download and playback

on personal computers

Provides online retail shopping

services

Axcan Pharma, Inc. Manufactures specialty

pharmaceuticals

Alternative investment manager

BIW Ltd. Provides water utilities services Provides water utilities

Boardwalk Bancorp, Inc. State commercial bank State commercial bank

Bradley Pharmaceuticals, Inc. Manufactures and distributes

pharmaceutical products

Manufactures pharmaceutical

products

Bulldog Resources, Inc. Explores for oil and gas Produces oil and gas

Canadex Resources Ltd. Provides transportation

services

Provides school bus

transportation services

Canetic Resources Trust Produces oil and natural gas Closed-end investment

fund/investment trust

Canyon Resources Corp. Provides mineral resource

mining services

Engaged in gold exploration

Carolina National Corp. National commercial bank National commercial bank

Carrier Access Corp. Develops broadband

equipment solutions to

communications service

providers

Provides metro transport and

switching solutions

Chittenden Corp. State commercial bank National commercial bank
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Christiana Bank & Trust Co. State commercial bank National commercial bank

Claymont Steel Holdings, Inc. Manufactures steel plates Produces steel and steel

products and provides

mining services

Cognos ULC Provides business

intelligence software

solutions

Develops computer solutions

through the use of advanced

information technology

Coley Pharmaceutical

Group, Inc.

Manufactures drugs to

treat chronic diseases

Develops, manufactures,

and markets prescription

medicines for humans

and animals

Collicutt Energy Services Ltd. Designs and manufactures

compression equipment

for the natural gas industry

Distributes construction,

mining, and farming

machinery under the

Caterpillar brand

Commerce Bancorp, Inc.

(New Jersey)

National commercial bank International commercial

bank

Document Sciences Corp. Develops software for

customer communications

management solutions

Develops, delivers, and

supports information

storage

E4 Energy, Inc. Explores for oil and gas Produces oil and gas

Electronic Clearing

House, Inc.

Provides electronic credit

card authorizations, fund

transfers, and deposit

services for merchants

Provides software products

for businesses

Emergis, Inc. Provides information

technology solutions

and consulting services

Provides telecommunications

products and services

ExAlta Energy, Inc. Explores for oil and natural gas Explores for oil and gas

Extreme CCTV, Inc. Designs, develops, and

manufactures of active-

infrared surveillance equipment

Holding company with

interests in investment

businesses

First Consulting Group, Inc. Provides consulting, technology,

blended-shore sourcing, and

applied research services

Provides services related to

information technology and

software development

First Indiana Corp. National commercial bank National commercial bank

First Mutual Bancshares, Inc. National commercial bank National commercial bank

FNB Corp. (Virginia) National commercial bank State commercial bank

Focus Energy Trust Explores for oil and gas Closed-end investment fund/

investment trust

Genesis Microchip, Inc. Designs, develops, and

markets digital image

manipulation integrated

circuit solutions

Designs, develops, makes,

and markets a broad range

of semiconductor integrated

circuits

Genlyte Group, Inc. Designs and manufactures

lighting fixtures in the

commercial, industrial,

and residential markets

Manufactures consumer

electronics, telephones,

computer equipment, and

peripherals, appliances,

lighting fixtures, and

medical supplies

(continued )
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Goodman Global, Inc. Manufactures domestic

heating, ventilation, and

air-conditioning products

Alternative investment

manager

Great Lakes Bancorp, Inc. Non-federally chartered

savings institution

State commercial bank

Harrah’s Entertainment, Inc. Owns and operates casinos

and hotels

Alternative investment

manager

ION Media Networks, Inc. Operates cable and

television stations

Develops and manufactures

products for the generation,

transmission, distribution,

control, and utilization of

electricity and manufactures

aircraft engines

Kellwood Co. Manufactures and markets

apparel and related soft goods

Alternative investment manager

KNBT Bancorp, Inc. Non-federally chartered

savings institution

National commercial bank

Lifecore Biomedical, Inc. Develops, manufactures,

and markets medical

and surgical devices

Private equity firm

MarkWest Hydrocarbon, Inc. Provides natural gas

processing services

Processes, transports, and

stores natural gas

Merchants & Manufacturers

Bancorp, Inc.

State commercial bank International commercial

bank

Metal Management, Inc. Provides scrap metal

recycling services

Provides global metal

recycling resource recovery

and industrial services

MGI PHARMA, Inc. Develops. manufactures, and

markets pharmaceutical

and medical products for

therapeutic markets

Manufactures and markets

pharmaceuticals

Midwest Air Group, Inc. Provides air transportation

services

Provides air transportation

services

Mutual Community Savings

Bank, Inc. SSB

State commercial bank State commercial bank

Nextest Systems Corp. Designs and manufactures

ATE for non-volatile

memory, microcontrollers,

ASIC, and System-On-a-

Chip (SOC) semiconductors

Designs, manufactures,

markets, and services

electronic test systems

NSB Retail Systems PLC Develops software products Develops software products

NUVO Network

Management, Inc.

Provides information technology

management services

Designs computer software

for e-commerce companies

Oglebay Norton Co. Mines, processes, and

distributes industrial

minerals and aggregates

Holding company with

interests in limestone

manufacturing

Pacific Stratus Energy Ltd. Explores for oil and gas Explores for oil and gas

Pavilion Bancorp, Inc. State commercial bank State commercial bank

Peerless Energy, Inc. Produces and drills for oil

and natural gas

Explores for, produces,

and develops oil and

gas properties

Exhibit 3.6 Continued
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Photoworks, Inc. Provides photo processing,

printing, and finishing

services

Designs and publishes greeting

cards and distributes them

through the Internet

Pilot Energy Ltd. Explores for oil and natural

gas

Closed-end investment fund/

investment trust

PrimeWest Energy Trust Closed-end investment

fund/investment trust

Invests in companies engaged

in power generation, water

desalination, oil, gas, and metal

Printronix, Inc. Manufactures integrated

enterprise printing

solutions

Alternative investment manager

Radiation Therapy

Services, Inc.

Provides radiation therapy

services

Alternative investment manager

Respironics, Inc. Designs, manufactures,

and markets sleep and

respiratory medical

devices

Manufactures consumer

electronics, telephones,

computer equipment and

peripherals, appliances,

lighting fixtures, and

medical supplies

Rockyview Energy, Inc. Explores for oil and gas Distributes natural gas and

electricity and provides

fixed, mobile, and Internet

telecommunications services

Sierra Health Services, Inc. Provides health care

insurance

Provides health care coverage

and operates and manages

organized health systems

Slade’s Ferry Bancorp State commercial bank State commercial bank

Suncom Wireless

Holdings, Inc.

Provides wireless

communications services

Provides a variety of

telecommunications services

Taylor NGL LP Explores, produces, and

develops oil and gas

properties

Closed-end investment

fund/investment trust

The Meridian Gold, Inc. Provides metal mining

services

Mines for gold and silver

Traffix, Inc. Provides consumer targeted

direct marketing and

customer acquisition

services off-line and online

Provides digital entertainment

products and services

Tutogen Medical, Inc. Manufactures and markets

bio-implants and medical

devices

Processes allograft tissue for

use in orthopedic and other

surgeries

Union Bankshares Co. (Maine) State commercial bank National commercial bank

USB Holding Co., Inc. State commercial bank National commercial bank

Vantagepoint Systems, Inc. Develops application

software solutions

Private acquisition vehicle

Vault Energy Trust Explores for oil and gas Closed-end investment fund/

investment trust

Ventana Medical

Systems, Inc.

Develops and sells

proprietary instrument

and reagents systems

Manufactures and distributes

pharmaceutical and vitamin

products
(continued )
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While this chapter focuses primarily on the Mergerstat/BVR Control Premium Study

for data on minority discounts and control premiums, the studies also contain five funda-

mental financial figures and the related market value multiples for each transaction:

� Equity multiples

� Price/sales

� Price/earnings (net income)

� Price/book value

� Invested capital multiples

� Target invested capital/Earnings Before Interest and Taxes (EBIT)

� Target invested capital/Earnings Before Interest, Taxes, Depreciation, and Amorti-

zation (EBITDA)

Examples of these are shown in Exhibits 3.7 and 3.8, respectively.

Verticalnet, Inc. Develops sourcing and

supply management solutions

Manufactures cement and

related products

Viceroy Homes Ltd. Manufactures custom

home packages

Provides investment services

VISICU, Inc. Provides information

technology solutions

for health care

Manufactures consumer

electronics, telephones,

computer equipment and

peripherals, appliances,

lighting fixtures, and

medical supplies

VistaCare, Inc. Provides hospice care

services

Provides health care services

Visual Sciences, Inc. Provides data analysis and

visualization software

Provides online business

optimization software

Source: Mergerstat/BVR Control Premium Study, Q1 2008, available online at www.bvmarketdata.com.

Exhibit 3.7 Target Financials (M$)

Target Name TIC

Net

Sales

LTM

Net

Income

LTM

BV Target

Common

Equity

EBIT

Operating

Income

LTM

EBITDA

Cash

Flow

LTM

Adams Respiratory

Therapeutics, Inc.

2,152.0 351.4 46.3 181.8 71.1 75.7

Alabama National Bancorp 2,819.6 578.4 83.6 540.0 371.5 386.4

American Bank Note

Holographics, Inc.

129.2 31.3 5.2 30,068.0 7.4 8.3

AMIS Holdings, Inc. 809.6 619.0 69.8 249.9 84.7 155.7

Aspreva Pharmaceuticals

Corp.

918.7 123.9 237.8 385.4 139.7 143.7

Exhibit 3.6 Continued
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Acquiror Business
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ASV, Inc. 480.9 199.9 11.3 168.7 17.5 20.7

Audible, Inc. 277.4 102.0 (3.1) 53.5 (2.9) 2.3

Axcan Pharma, Inc. 1,285.6 81.5 348.9 295.5 121.9 144.4

BIW Ltd. 57.3 9.5 0.8 11.2 2.0 3.1

Boardwalk Bancorp, Inc. 182.3 29.5 1.8 39.2 19.3 19.3

Bradley Pharmaceuticals,

Inc.

330.4 141.2 4.0 7.1 12,108.0 25.4

Bulldog Resources, Inc. 194.6 12.1 39.6 44.1 18.0 29.0

Canadex Resources Ltd. 33.7 0.5 23.7 28.3 4.9 10.3

Canetic Resources Trust 4,644.0 (345.3) 1,351.1 1,978.1 84.0 752.6

Canyon Resources Corp. 24.1 (759.2) (5.8) 11.8 (5.7) (5.7)

Carolina National Corp. 46.9 15.9 1.9 31.6 10.1 10.4

Carrier Access Corp. 90.2 36.2 (40.8) 100.2 (40.8) (36.5)

Chittenden Corp. 1,870.3 452.8 85.3 419.6 258.6 276.8

Christiana Bank & Trust Co. 48.9 17.5 2.7 19.8 8.7 8.7

Claymont Steel Holdings,

Inc.

576.7 332.7 3.2 (43.5) 53.8 70.2

Cognos ULC 4,441.2 126.3 1,021.4 306.0 159.3 190.0

Coley Pharmaceutical

Group, Inc.

228.5 31.2 (33.0) 48.4 (32.1) (30.4)

Collicutt Energy Services

Ltd.

136.3 1.6 130.2 55.6 4.1 7.2

Commerce Bancorp, Inc.

(New Jersey)

6,993.4 3,085.7 169.8 2,792.5 1,508.7 1,688.7

Document Sciences Corp. 59.3 38.7 (1.8) (1.5) (1.5) (1.1)

E4 Energy, Inc. 47.3 (1.9) 18.0 35.9 (2.0) 9.2

Electronic Clearing House,

Inc.

120.6 76.9 2.8 11.7 0.5 5.0

Emergis, Inc. 731.3 26.7 176.1 101.9 27.6 43.6

ExAlta Energy, Inc. 103.1 (9.7) 39.3 65.7 (10.1) 19.7

Extreme CCTV, Inc. 87.2 2.5 42.8 13.7 3.3 4.8

First Consulting Group,

Inc.

352.9 282.7 23.1 125.8 24.8 31.9

First Indiana Corp. 879.6 163.0 21.6 144.8 100.9 104.4

First Mutual Bancshares,

Inc.

196.7 89.9 10.0 73.7 58.0 62.0

FNB Corp. (Virginia) 274.2 113.3 17.4 125.9 70.2 73.8

Focus Energy Trust 1,488.5 49.0 364.1 622.4 57.6 246.7

Genesis Microchip, Inc. 324.1 191.2 (63.7) 214.3 (44.6) (28.6)

Genlyte Group, Inc. 2,829.8 1,601.3 144.5 306.1 235.4 266.6

Goodman Global, Inc. 2,600.0 1,901.9 140.1 (180.9) 228.8 271,504.0

Great Lakes Bancorp, Inc. 333.9 47.4 (1.6) 134.3 26.4 30.3

Harrah’s Entertainment, Inc. 27,835.9 9,439.3 748.1 918.3 1,703.7 2,383.8

ION Media Networks, Inc. 1,230.4 228.9 (179.0) (1,851.6) (46.8) (10.5)

Kellwood Co. 1,055.2 1,958.2 105.3 63.6 98.2 138.8

KNBT Bancorp, Inc. 1,004.0 193.5 19.7 214.9 109.3 118.4

Lifecore Biomedical, Inc. 230.5 70.0 7.6 87.1 12.7 15.1

MarkWest Hydrocarbon, Inc. 1,273.9 697.0 66.4 (863.2) 106.3 165.3

(continued )
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Merchants & Manufacturers

Bancorp, Inc.

353.3 108.3 3.6 64.3 54.3 57.9

Metal Management, Inc. 1,761.9 2,387.2 91.9 435.4 150.1 179.5

MGI PHARMA, Inc. 3,563.9 369.2 (2.1) 19.0 7.0 19.6

Midwest Air Group, Inc. 448.6 697.2 (0.2) 65.3 2.2 17.4

Mutual Community Savings

Bank, Inc. SSB

11.2 6.6 (0.4) 6.6 3.4 3.4

Nextest Systems Corp. 358.3 75.8 4.9 120.5 6.8 8.5

NSB Retail Systems PLC 317.0 15.8 91.1 41.2 16.0 23.3

NUVO Network

Management, Inc.

18.1 0.9 16.7 5.4 0.4 2.0

Oglebay Norton Co. 653.3 376.2 10.5 187.1 29.8 54.1

Pacific Stratus Energy Ltd. 506.7 (21.8) 38.0 195.7 (11.4) 7.0

Pavilion Bancorp, Inc. 55.6 22.7 2.3 278.6 11.5 13.2

Peerless Energy, Inc. 279.5 (5.2) 54.0 132.0 2.6 29.4

Photoworks, Inc. 23.6 10.7 (6.3) (1.2) (6.3) (6.0)

Pilot Energy Ltd. 72.7 0.8 15.7 15.3 1.9 7.1

PrimeWest Energy Trust 3,016.9 1,580,548.0 640.2 1,356.0 124.4 352.8

Printronix, Inc. 106.8 127.5 4.0 72.8 4.6 8.6

Radiation Therapy Services,

Inc.

1,059.2 367.4 32.2 (75.9) 66.6 89.0

Respironics, Inc. 4,932.8 1,240.0 131.3 745.5 180.6 248.8

Rockyview Energy, Inc. 111.5 (13.6) 37.5 96.9 (13.4) 10.8

Sierra Health Services, Inc. 2,460.2 1,718.9 140.5 201.9 219.4 236.0

Slade’s Ferry Bancorp 247.4 38.8 3.5 49.3 23.5 24.4

Suncom Wireless

Holdings, Inc.

2,570.8 919.7 (118.5) (526.3) 42.4 163.0

Taylor NGL LP 611.9 (51.9) 235.5 180.4 32.3 48.6

The Meridian Gold, Inc. 2,925.4 250.9 49.9 366.5 95.8 126.9

Traffix, Inc. 98.7 80.7 1.8 33.9 3.9 6.0

Tutogen Medical, Inc. 196.2 53.8 6.9 40.4 3.9 6.0

Union Bankshares

Co. (Maine)

231.2 37.2 3.9 35.3 21.6 22.6

USB Holding Co., Inc. 608.3 190.9 30.8 225.1 136.5 139,598.0

Vantagepoint Systems, Inc. 11.0 0.6 12.0 0.6 1.3 1.6

Vault Energy Trust 296.3 (19.6) 118.3 237.7 (16.7) 42.0

Ventana Medical Systems,

Inc.

3,120.6 248.6 44.6 159.4 69.7 87.1

Verticalnet, Inc. 9.8 13.8 (7.3) (10.5) (6.2) (3.7)

Viceroy Homes Ltd. 56.5 (1.2) 69.3 36.3 (1.7) 1.8

VISICU, Inc. 397.4 35.7 8.9 115.6 14.0 15.1

VistaCare, Inc. 145.2 240.8 (5.7) 50.9 (5.4) (2.0)

Visual Sciences, Inc. 350.4 79.0 2.5 19.6 1.9 12.6

Source: Mergerstat/BVR Control Premium Study, Q1 2008, available online at www.bvmarketdata.com.
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Exhibit 3.8 Target Multiples

Target Name

P to

Sales

P to

Income

P to

Book

Value

TIC to

EBIT

TIC to

EBITDA

Adams Respiratory Therapeutics, Inc. 6.12 30.29

Alabama National Bancorp 2.82 19.54 3.02

American Bank Note Holographics, Inc. 4.13 24.88 0.00 17.53 15.51

AMIS Holdings, Inc. 0.86 7.62 2.13 9.56 5.20

Aspreva Pharmaceuticals Corp. 7.41 3.86 2.38 6.57 6.39

ASV, Inc. 2.41 2.85 27.55 23.19

Audible, Inc. 2.72 5.18

Axcan Pharma, Inc. 3.68 4.35 10.55 8.91

BIW Ltd. 4.18 3.55 28.50 18.33

Boardwalk Bancorp, Inc. 3.35 2.52

Bradley Pharmaceuticals, Inc. 2.34 27.29 13.03

Bulldog Resources, Inc. 4.84 4.35 10.82 6.70

Canadex Resources Ltd. 1.27 1.06 6.90 3.26

Canetic Resources Trust 2.23 1.52 6.17

Canyon Resources Corp. 1.96

Carolina National Corp. 2.85 23.54 1.44

Carrier Access Corp. 2.49 0.90

Chittenden Corp. 355.00 18.86 3.83

Christiana Bank & Trust Co. 2.75 18.00 2.43

Claymont Steel Holdings, Inc. 1.24 10.73 8.22

Cognos ULC 4.35 27.88 23.38

Coley Pharmaceutical Group, Inc. 6.83 4.40

Collicutt Energy Services Ltd. 0.72 1.68 33.10 19.01

Commerce Bancorp, Inc. (New Jersey) 2.20 39.99 2.43

Document Sciences Corp. 1.53

E4 Energy, Inc. 1.78 0.89 5.16

Electronic Clearing House, Inc. 1.55

Emergis, Inc. 4.11 7.10 26.50 16.77

ExAlta Energy, Inc. 1.56 0.94 5.23

Extreme CCTV, Inc. 1.99 6.21 26.16 18.16

First Consulting Group, Inc. 1.25 15.29 2.80 14.22 11.06

First Indiana Corp. 325.00 24.44 3.65

First Mutual Bancshares, Inc. 2.00 17.92 2.44

FNB Corp. (Virginia) 1.76 11.46 1.58

Focus Energy Trust 3.27 1.91 25.84 6.03

Genesis Microchip, Inc. 1.70 1.51

Genlyte Group, Inc. 1.69 18.70 8.83 12.02 10.62

Goodman Global, Inc. 0.93 12.60 11.36 9.58

Great Lakes Bancorp, Inc. 3.00 1.06

Harrah’s Entertainment, Inc. 1.77 22.38 16.34 11.68

ION Media Networks, Inc. 0.47

Kellwood Co. 0.28 5.17 8.55 10.74 7.60

KNBT Bancorp, Inc. 2.51 24.60 2.26

Lifecore Biomedical, Inc. 3.29 30.38 2.65 18.09 15.28

MarkWest Hydrocarbon, Inc. 1.07 11.22 11.98 7.70

Merchants & Manufacturers Bancorp, Inc. 1.26 37.52 2.13

Metal Management, Inc. 0.63 16.24 3.43 11.74 9.81

MGI PHARMA, Inc. 8.94

(continued )
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IDENTIFYING INDUSTRIES WITH HIGHER OR LOWER
CONTROL PREMIUMS

Often industry control premiums are consistently higher in certain industries, such

as technology-based industries where quick reactions and nimbleness are required to

achieve bountiful rewards. Exhibit 3.9 shows that trends and control premiums in ‘‘Com-

puter Software, Supplies and Services’’ and ‘‘Electronics’’ are substantially higher than

the all-industry average.

These higher-than-average premiums are often seen in specific industries that are rap-

idly changing, and offer substantially greater opportunities to buyers wishing to penetrate

Midwest Air Group, Inc. 0.61 6.55

Mutual Community Savings Bank,

Inc. SSB

0.34 0.34

Nextest Systems Corp. 4.72 2.97 52.40

NSB Retail Systems PLC 3.48 7.70 19.86 13.60

NUVO Network Management, Inc. 1.04 3.22 9.04

Oglebay Norton Co. 1.38 2.77 21.91 12.07

Pacific Stratus Energy Ltd. 13.33 2.59

Pavilion Bancorp, Inc. 2.37 23.63 0.19

Peerless Energy, Inc. 4.51 1.85 9.51

Photoworks, Inc. 2.20

Pilot Energy Ltd. 4.04 4.14 10.23

PrimeWest Energy Trust 3.71 1.75

Printronix, Inc. 0.84 26.72 1.47 23.33 12.47

Radiation Therapy Services, Inc. 2.07 23.59 15.91 11.90

Respironics, Inc. 3.94 37.18 6.55 27.31 19.83

Rockyview Energy, Inc. 2.06 0.80 10.33

Sierra Health Services, Inc. 136.00 16.67

Slade’s Ferry Bancorp 2.39 26.22 1.88

Suncom Wireless Holdings, Inc. 1.74 15.77

Taylor NGL LP 2.00 2.61 18.96 12.60

The Meridian Gold, Inc. 7.98 30.54 23.05

Traffix, Inc. 1.22 2.91 25.50 16.52

Tutogen Medical, Inc. 355.00 27.82 4.74

Union Bankshares Co. (Maine) 1.70 16.15 1.79

USB Holding Co., Inc. 2.25 13.94 1.91

Vantagepoint Systems, Inc. 0.82 8.28 6.76

Vault Energy Trust 1.12 0.56 7.05

Ventana Medical Systems, Inc.

Verticalnet, Inc. 0.30

Viceroy Homes Ltd. 0.82 1.56 31.21

VISICU, Inc. 3.44 28.29

VistaCare, Inc. 0.60 2.85

Visual Sciences, Inc. 4.38

Source: Mergerstat/BVR Control Premium Study, Q1 2008, available online at www.bvmarketdata.com.
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or expand position and momentum in growing markets. Typically, factors seen in such

industries include:

� Short reaction time in which to make decisions in order to achieve sales

� Rapidly changing mix of customers and suppliers

� Short duration of ‘‘knowledge half-life’’ such as new discoveries, techniques, and

methods constantly outdating ‘‘old’’ concepts

� Scarcities of key talent; rapidly growing salary levels for key personnel

� Murky competitive and regulatory environments

� Exaggerated profit potential due to economies of scale, such as software distribution

� Waves of consolidation among companies representing disparate intellectual property

in order to create new markets and emerging consumers

CAVEATS REGARDING USE OF CONTROL PREMIUM DATA

LARGE DISPERSION TO THE DATA

There is a tremendous dispersion in the control premiums exhibited by takeover transac-

tions. Using individual industry averages will occasionally narrow the dispersion some-

what, but in most industries the range of premiums is still fairly wide. Furthermore, few

industries have enough transactions in any period to reach a conclusion to make the ob-

served premiums a reliable indication of the premium that could be expected in the next

ensuing transaction. In any event, after a premium is paid for a company, similar compa-

nies’ stock may experience a price increase as a reaction, reducing the premium on the

next transaction in the industry.

If the Mergerstat/BVR Control Premium Study data is to be used, I believe that the

medians are more reliable measures of central tendency than the means. This is because

the means have an upward bias because they are distorted by a few very high

observations.

NEGATIVE PREMIUMS

One would think that if the traditional levels-of-value chart is correct, very few compa-

nies would be acquired at a discount. Yet, in the third quarter of 1998, more than one-

third of the transactions reported in the Mergerstat/BVR Control Premium Study were

for a price below their premerger public market trading prices.2 Over the full range of

data, about 15 percent of the transactions were at negative premiums. Related to this is

Exhibit 3.9 Industry Premiums (Percent Premium Offered)

Industry 2001 2002 2003 2004 2005

All Industries 57.2 59.7 62.3 30.7 34.5

Computer Software, etc. (SIC 7371–7379 inclusive) 74.8 71.5 52.7 35.9 34.5

Wholesale & Distribution (SIC 5012–5199 inclusive) 81.3 256.8 67.4 22.6 48.7

Source: Mergerstat Review 2006 (FactSet Mergerstat, LLC).
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another statistical problem with the Mergerstat/BVR Control Premium Study in that both

the means and the medians exclude ‘‘negative premiums.’’ That is, if a company sold at a

discount instead of a premium from its public market price, that discount is not counted

in compiling the mean or median premiums. This may also be a significant source of

upward bias. When transactions at discounts are included in the aggregate statistics, the

mean and median premiums can drop significantly.

Another feature of the revised Mergerstat/BVR Control Premium Study is a table that

includes the ‘‘negative premiums’’ in the means and medians, but at this point it is only

for the overall means and medians. Also, the ability to mine the data electronically now

enables the analyst to zero in on a specific group of the most relevant transactions rather

than rely on broad averages.

MANY CONTROL TRANSACTIONS IMPOUND SYNERGIES

A large proportion of the public company mergers and acquisitions in the 1990s and

some in the 2000s were strategic in nature, involving economic benefits of synergies be-

tween buyers and sellers. Such synergistic transactions impounded elements of invest-

ment value, that is, value to a particular buyer, as opposed to pure fair market value,

which is the value of a transaction between hypothetical willing buyers and sellers. In

other words, the premiums paid in such transactions reflect more than just the preroga-

tives of control of a company on a stand-alone basis.

Referring back to the traditional levels-of-value chart in Exhibit 1.2, when value for

such synergies is included in the premium paid, the total premium takes the price further

upward beyond just control value to what might be referred to as acquisition value. Con-

sequently, some analysts have suggested that such premiums be labeled acquisition pre-

miums or transactions premiums, to recognize that they reflect additional values beyond

just the value of the elements of control.

Some analysts have suggested that premiums paid by financial buyers are more repre-

sentative of the pure value of control than premiums paid by strategic buyers. For exam-

ple, in a 1997 presentation, Chris Mercer explained, ‘‘Conceptually, evidence relating to

controlling interest transactions involving financial buyers is the best evidence regarding

fair market value.’’3

Steve Garber pursued this thought with empirical research presented at the American

Society of Appraisers mid-year conference in 1998. He separated out the going private

transactions over the 10 years 1988–1997 and compared the premiums paid compared to

the premiums in all transactions. As expected, the average premiums paid in the going

private transactions were several percentage points less than the average for all transac-

tions.4 He attributed this difference to the lack of premium for synergies.

Yet, even going private transactions may be based on strategic considerations. For

example, an ostensibly financial purchase may be used as a base from which a roll-up or

build-up may be commenced.

Most analysts concur that, with the possible exception of industries under consolida-

tion where there are multiple buyers that constitute an effective and relatively predictable

market, acquisition premiums observed for public companies generally tend to overstate

the pure control premium that could be included in the fair market value of a controlling

interest compared with a minority interest. Instead, such premiums usually reflect value

to a particular buyer, and therefore reflect elements of investment value over and above

fair market value.
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CONTROL PREMIUMS ARE SPECIFIC TO A SELECT GROUP
OF COMPANIES

Out of the tens of thousands of public companies only a very small percentage actually

are acquired each year. In recent years the companies purchased have often been best of

breed, making them a very unique subset of the market. Statistically, it is unlikely that

this small, select group is universally representative of the market as a whole.

THE HUBRIS FACTOR

It is undeniable that some buyers overpay. This may be either because they are swept up

in the heat of the action or, as in 1999/2000, they subscribed to the theory that no price

could be too high for the hottest new technology because public shareholders would bail

them out. When the investment bankers also buy into these ideas you have the necessary

conditions for big mistakes to be made. Extremely high premiums in a particular indus-

try, or premiums paid for companies that are already overpriced in the market, are a note

of caution.

In fact, in some cases, especially in the 1980s and 1990s, the premium paid, in

retrospect, exceeds the value of all of the synergies. Richard Roll observed this phe-

nomenon in the mid-1980s and hypothesized that it was due to the hubris (an exagger-

ated sense of self-confidence) on the part of the acquiring companies’ CEOs.5 Two

Columbia University professors tested the hubris hypothesis in the early 1990s and

found it valid.6

Steven Kaplan, a professor at the University of Chicago, conducted a study of 70 large

acquisitions, and concluded that the overpayments continued in the first half of the 1990s.

He found an average 13 percent increase in wealth, accounted for by an average 21 per-

cent increase in wealth for the target company stockholders and an average 8 percent loss

in wealth for the stockholders of the acquiring companies.7

ARE CONTROL PREMIUMS TOO HIGH?

It has been well documented that, on average, acquiring companies lose money for their

stockholders. (See, for example, the previous section on ‘‘The Hubris Factor.’’)

But a recent paper concludes that this is not because average control premiums are

too high. The authors conclude:

We find no evidence that acquirers paying high premiums underperform those paying rela-

tively low premiums in three years following mergers, and the result is robust after control-

ling for a variety of firm and deal characteristics. Short term cumulative abnormal returns are

moreover positively correlated to the level of the premium paid by acquirers. Our evidence

therefore suggests that high merger premiums paid are unlikely to be responsible for

acquirers’ long-run post merger underperformance.

The authors examined 394 successful UK mergers between 1985 and 2004. They

broke the sample into the 30 percent highest premiums paid, the 30 percent lowest pre-

miums paid, and the 40 percent in the middle. Overall, the acquirers underperformed the

market. But they found that ‘‘for the whole sample, return differentials between high and

low premium sub-portfolios are small and statistically insignificant.’’8

Are Control Premiums Too High? 65



E1C03_1 03/10/2009 66

So the average underperformance of acquirers must be explained by something other

than control premiums paid. How about multiples, such as multiples of EBITDA relative

to the industry?

PERCENTAGE DISCOUNTS FROM NET ASSET VALUE

There are certain types of companies for which both underlying net asset value and actual

market trading prices for minority interests are publicly available. Most such companies

are holding companies of various types, holding real estate, securities, and other invest-

ment assets. The percentages below net asset value at which such securities trade are

sometimes used as a proxy for minority interest discounts.

A few such sources are the following:

� Prices of publicly traded Real Estate Investment Trusts (REITs) compared with their

underlying net asset values, compiled annually by National Association of Real Estate

Investment Trusts (NAREIT)

� Prices of SEC-registered limited partnership interests compared with their underlying

net asset values, compiled by Partnership Profiles, Inc.

� Prices of publicly traded closed-end mutual fund shares compared with their net asset

values, published regularly in the financial press, such as the New York Times, Wall

Street Journal, and Barron’s, as well as Morningstar

These various sources and their uses are discussed in Chapters 21 and 27, and

Appendix B.

Great care must be exercised in using data from REITs and closed-end funds to avoid

over- or undervaluation. For instance, REIT shares sometimes trade above and sometimes

below net asset value, depending on the state of the markets. The same holds true for

closed-end funds where discounts can rapidly become premiums, depending on which sec-

tor of the public market happens to be in vogue at the moment. In addition, there are prob-

lems currently in using closed-end investment companies as a source for discounts for

minority interests. Closed-end investment company managements have begun to use several

different techniques to narrow the holding company discount, including (1) stock buybacks,

(2) guaranteed annual distributions as a percentage of net asset value, and (3) liquidating.

With respect to limited partnerships, given the lack of liquidity of these investments

(transfers of units and receipt of cash can take several months) there is very likely some

element of lack of liquidity in the discounts. So these discounts may be a combination of

both lack of control and lack of liquidity.

SUMMARY

Two major and totally different bodies of empirical evidence are often used to estimate

minority discounts or control premiums:

1. Prices at which controlling interests are acquired in the public market compared with

the preannouncement minority stock trading prices
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2. Prices at which holding company interests sell compared with their underlying net

asset values:

a. REITs

b. SEC-registered limited partnership interests

c. Closed-end mutual funds

As pointed out, there are some shortcomings with the acquisition premium data. Its use

to quantify either the value of control in the traditional levels-of-value chart in Exhibit 1.2,

or the discount for lack of control in the alternative two-level chart in Exhibit 1.3, must be

used with great care. Yet it is all we have at this point until a better tool is devised.
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Chapter 4

Minority Discounts and Control
Premiums in the Courts

Gift, Estate, and Income Tax Cases
Minority Discount Accepted

Estate of Barudin v. Commissioner
Estate of Weinberg v. Commissioner
Gow v. Commissioner
Estate of Smith v. Commissioner
Estate of Jones v. Commissioner
Estate of Jelke v. Commissioner
Estate of Green v. Commissioner
Estate of Thompson v. Commissioner
Hess v. Commissioner
Adams v. United States
Temple v. United States
Robertson v. United States

Control Premium Rejected
Estate of Wright v. Commissioner
Estate of Simplot v. Commissioner

Control Premium Applied
Estate of Maggos v. Commissioner

Minority Discount from ‘‘Market Value’’ Rejected
Estate of Freeman v. Commissioner

Discounts for Lack of Control in Employee Stock Ownership Plan Cases
Minority Discount Accepted

Howard v. Shay
Reich v. Hall Holding Co.
Chao v. Hall Holding Co., Inc.

Dissenting Shareholder Cases
Cases Denying Minority Discount

Brown v. Arp and Hammond Hardware Co. (Wyoming)
Pueblo Bancorporation v. Lindoe, Inc. (Colorado)
Blitch v. Peoples Bank (Georgia)
Friedman v. Beway Realty Corp. (New York)
Hansen v. 75 Ranch Co. (Montana)
HMO-W, Inc. v. SSM Health Care System (Wisconsin)
Arnaud v. Stockgrowers State Bank (Kansas)
Bomarko, Inc. v. International Telecharge, Inc. (Delaware)

This chapter was updated from the first edition by Noah J. Gordon.
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Swope v. Siegel-Robert, Inc. (Missouri)
Cases Applying Control Premium

Hintmann v. Fred Weber, Inc. (Delaware)
In re 75,629 Shares of Common Stock of Trapp Family Lodge,

Inc. (Vermont)
Nebel v. Southwest Bancorp (Delaware)
Doft & Co. v. Travelocity.com, Inc. (Delaware)
In re Valuation of Common Stock of Penobscot Shoe Company

(Maine)
Northwest Investment Corp. v. Wallace (Iowa)
Agranoff v. Miller (Delaware)

Applicability of Discounts to Be Determined on Case-by-Case Basis
Weigel Broadcasting Co. v. Smith (Illinois)

Shareholder Oppression Cases

Marital Dissolution Cases
Minority Discount Rejected

Ferraro v. Ferraro (Virginia)
Oatey v. Oatey (Ohio)
Howell v. Howell (Virginia)
Verholek v. Verholek (Pennsylvania)
Brown v. Brown (New Jersey)
Hanson v. Hanson (Alaska)

Minority Discount Accepted
DeCosse v. DeCosse (Montana)
Stayer v. Stayer (Wisconsin)
Anderson v. Anderson (Tennessee)

Bankruptcy Case
Case Accepting Minority Discount

In re Frezzo

Summary

The term minority discount is used in this chapter because it is the most commonly used

phrase. The reader should be aware, however, that the professional business appraisal

community now prefers the term discount for lack of control, or DLOC. This distinction

reflects the possibility that such a discount may apply in certain circumstances, such as a

50 percent interest, or where the stockholder has a majority interest but less than absolute

control when a supermajority is required. (In about half the states, a supermajority vote is

required for certain major corporate actions.)

The chapter is organized by type of case in various courts because of differing rules of

law:

� Gift, estate, and income tax

� Employee stock ownership plan (ESOP)
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� Dissenting shareholder

� Shareholder oppression

� Marital dissolution

� Bankruptcy

The majority of business appraisers and courts treat discounts for lack of control and

discounts for lack of marketability as separate items. Nevertheless, appraisers and courts

sometimes lump the two factors into a single discount.

This chapter does not purport to be an exhaustive treatise of the many court cases

involving minority versus control issues. That would be too great a task for the scope of

this book; moreover, this book does not give legal advice. What I have tried to do is

select a representative sample that will show the diversity of opinions in each of the sev-

eral areas of litigation listed earlier. The reader should consult a lawyer for a legal opin-

ion if one is needed.

Although only minority/control issues are discussed in this chapter, most of the cases

also involved other valuation issues and frequently another discount or premium issue.1

GIFT, ESTATE, AND INCOME TAX CASES

All gift, estate, and income tax valuations fall under the legal standard of fair market

value. As such, any time a minority interest is being valued, a minority discount is nor-

mally applied in any valuation method that results in a control value. The magnitudes of

the minority discounts vary widely and usually are based on expert testimony, supported

by empirical evidence presented.

MINORITY DISCOUNT ACCEPTED

Estate of Barudin v. Commissioner.2 The expert for the taxpayer testified to a com-

bined 67.5 percent minority and marketability discount based on a single prior transac-

tion in units of a partnership that owned two commercial office buildings. The IRS’s

expert testified to 15 percent minority and 15 percent marketability discounts. The minor-

ity discount was based on ‘‘market studies’’ that were unidentified in the written opinion

but showed an average of 19 percent, which is the figure decided on by the court. (As to

marketability, studies cited showed averages of 26 to 45 percent, and the court found a 26

percent discount.)

Estate of Weinberg v. Commissioner.3 Both experts and the court agreed that minority

and marketability discounts were applicable to this minority limited partnership interest,

but there were diverging opinions as to their magnitudes. Both appraisers used data from

The Partnership Spectrum to quantify discounts using net asset value (NAV) as the basis.

The taxpayer’s expert used a single strongly comparable guideline partnership and testi-

fied to a minority discount of 43 percent. The IRS’s expert used 16 guideline partnerships

and testified to a minority discount of 20 percent. The judge rejected the use of a single

comparable, preferring the use of the group of 16. However, the court preferred other

aspects of the taxpayer’s expert’s methodology and concluded a minority discount of
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37 percent. (The judge also determined a discount for lack of marketability of 20 percent,

for a combined discount, taken in sequence, of about 50 percent from NAV.)

Gow v. Commissioner.4 The issue in this case was whether a minority discount was

applicable, given that the base value was derived by the discounted cash flow (DCF)

method. The taxpayer’s expert argued that the DCF value was a control value, and thus a

minority discount was applicable. The IRS’s expert argued that the DCF value was a

minority value, and therefore no minority discount should be applied. The court agreed

with the taxpayer’s expert and accepted a minority discount.

The DCF method can produce either a minority or control valuation result. It depends

primarily on whether the cash flows used are ones a control owner would expect or ones

that would accrue to the benefit of a minority owner. The written opinion in this case

does not provide enough information for me to decide whether I agree with the court’s

decision.

Estate of Smith v. Commissioner.5 In valuing a minority interest in this farm sub-

chapter S corporation that did not make distributions, the taxpayer’s expert used market

price to net asset value (P/NAV) ratios for nondistributing real estate investment trusts

(REITs) to quantify the minority interest discount. The median P/NAV for the 15 selected

guideline REITs was 41.3 percent, or a 58.7 percent discount from NAV. The expert

chose a discount of 50 percent. The court agreed that the spread between market price of

the shares and NAV was a minority discount and accepted the taxpayer’s expert’s

conclusion.

The same case also involved the valuation of a bank stock. The expert for the taxpayer

developed a minority interest discount of 32 percent based on the inverse of the control

premium data derived from the Control Premium Study. The judge applied the 32 per-

cent minority discount so derived.

Estate of Jones v. Commissioner.6 In this case valuing partnership interests, one expert

used a minority discount of 45 percent based on the latest full published The Partnership

Spectrum compilation, and the other used 38 percent based on the following year’s com-

pilations, which covered the period of the valuation date. The court compromised at 40

percent.

Of perhaps greater interest, the court denied the taxpayer’s further 20 percent discount

for lack of marketability. I disagree with this. While the partnership secondary market is

thin, the units are registered with the SEC, and there is a market. But there is no orga-

nized market for private partnership interests of which we are aware, and they are there-

fore far less liquid.

Estate of Jelke v. Commissioner.7 The estate’s expert in this case discounted dece-

dent’s minority interest in a corporation by 25 percent for lack of control, whereas the

IRS’s expert applied a 5 percent discount. The taxpayer’s expert based his discount on

the assumption that the company was most like a closed-end and not widely traded in-

vestment fund holding publicly traded securities. Comparing the subject company to

such funds, the expert arrived at a 20 percent discount base, and added an additional 5

percent discount because the subject company had fewer assets, paid fewer dividends,

and posted lower short-term returns than the comparable funds. In contrast, the IRS

expert’s analysis began with an average discount (8.61 percent) for closed-end funds, and
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reduced this because he claimed that the company outperformed the comparables used by

the estate. The court adopted a 10 percent lack of control discount, finding that the sub-

ject was smaller than some of the comparables presented, but that the subject was well

diversified, which reduced investment risk, and that investors in the company would base

their investments on the company’s history of good performance. This discount was

affirmed on appeal.

Estate of Green v. Commissioner.8 The experts for each party in this case disagreed

only slightly on their discounts for lack of control for shares in a bank, with the estate

calculating a control premium of 20 percent and an implied lack of control discount of

20 percent, ‘‘but with little explanation.’’ The IRS concluded an average discount range of

18.4 to 19.6 percent but reduced that to 15 percent for several factors: (1) decedent’s

‘‘substantially larger interest’’ than typical minority interests in banks; (2) lack of concen-

tration of ownership in the bank’s stock; (3) the highly regulated and ‘‘transparent’’ bank-

ing industry; and (4) the bank’s solid capitalization, high returns on equity and assets, high

rating compared with other banks, and favorable dividend payout. The Tax Court did not

adopt either side’s analysis. It rejected the estate’s control premium and found the IRS’s

discount reductions were not well supported. The court concluded a 17 percent DLOC.

Estate of Thompson v. Commissioner.9 The issue in this case was the value of a 20

percent interest in a publishing company. The estate’s experts used a capitalization of

income method and applied a 40 percent minority discount. The IRS’s expert used two

methods, the DCF method and the comparable public company method, but did not apply

a discount for lack of control, claiming such a discount is inherent in the DCF method.

The court criticized both experts for their lack of experience and for the general lack of

credibility of their valuations. The court also adjusted the estate’s expert’s capitalization

rate, and applied a 15 percent minority discount.

Hess v. Commissioner.10 The experts for both sides in this case agreed that a 15 per-

cent DLOC applied, but the court criticized the taxpayer’s expert for using a discount

under the guideline public company method, concluding that such a discount is already

included and inherent in that method.

Adams v. United States.11 The court in this case, after remand from the Fifth Circuit,

which required the Tax Court to apply discounts to a partnership interest because the co-

executors’ receipt of a partner’s share of the dissolved partnership’s surplus was not a

legal certainty, applied a 20 percent DLOC to a 25 percent interest in the estate partner-

ship because the taxpayer’s expert provided ‘‘the lone specific analysis of the issues.’’

Temple v. United States.12 In this gift tax case, the court determined the DLOC for

limited partnerships holding publicly held marketable securities by using closed-end

funds data. Although both parties had used this data, the taxpayer’s expert limited the

universe of funds and computed the discount using the 75th percentile of the limited uni-

verse. The IRS’s expert used all reporting closed-end funds and calculated the discount

based on the mean of the reported discounts and premiums from net asset value. The

court preferred what it deemed the more comprehensive approach used by the IRS

expert, and applying the IRS’s analysis to three valuation dates, the court applied minor-

ity discounts in a range of 3.3 percent to 10.1 percent.
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Robertson v. United States.13 This case involved the valuation of limited partnership

interests in determining a Generation Skipping Tax (GST). The taxpayer’s expert arrived

at a 22 percent minority discount based on 8 percent median discounts in closed-end funds,

plus 11 percent based on ‘‘structural differences’’ between closed-end funds and the sub-

ject limited partnership, plus 3 percent for other factors. The court rejected the 3 percent

discount for other factors, finding it was unwarranted, since this was based on six factors

unique to the partnership, none of which was empirically quantifiable—and many of which

had already been factored into the closed-end fund analysis. The IRS’s expert arrived at a 6

percent minority discount, based on an average discount for closed-end funds. The court

not only found that the taxpayer’s expert’s analysis was more thorough, but also com-

mented that use of the median was more appropriate than the average, which could be

unduly influenced by outliers. Thus, a 19 percent discount for lack of control was allowed.

CONTROL PREMIUM REJECTED

Estate of Wright v. Commissioner.14 At issue was the value of a 23.8 percent interest

in a very thinly traded over-the-counter (OTC) stock. The market price was $50 per

share, with only very small blocks traded. The taxpayer’s experts applied a blockage dis-

count and concluded a $38 value. The IRS’s expert relied on the hypothesis that a single

group of investors might purchase the entire block of stock and further use this block to

force other minority stockholders to sell, thus acquiring at least 51 percent, and therefore

opined to a 33 percent control premium and a value of $67.34 per share. The court found

the hypothetical scenario unlikely and rejected the control premium. It reduced the

blockage discount to 10 percent, resulting in a value of $45 per share.

Estate of Simplot v. Commissioner.15 The decedent in this case owned a minority in-

terest in a small control block of stock. The Tax Court, adopting the IRS’s position,

attributed a 3 percent premium to the swing vote block, and then took a 35 percent

DLOC from the decedent’s pro rata share in that block. This resulted in a multimillion-

dollar control premium on the noncontrolling interest in the control block. On appeal, the

Ninth Circuit reversed, finding that a buyer of the block could never recover the pre-

mium, and accepting the taxpayer’s application of a zero premium. The appellate court

decided that a controlling block of stock is not to be valued at a premium for estate tax

purposes unless it can be shown that a purchaser of the block would be able to use it ‘‘in

such a way to assure an increased economic advantage worth paying a premium for.’’

CONTROL PREMIUM APPLIED

Estate of Maggos v. Commissioner.16 The decedent’s controlling block of stock in a

company was repurchased by the company without the benefit of a formal valuation.

After applying a 25 percent DLOM, the court applied a 25 percent control premium

based on average premiums paid in the industry at the time of purchase.

MINORITY DISCOUNT FROM ‘‘MARKET VALUE’’ REJECTED

Estate of Freeman v. Commissioner.17 The taxpayer’s expert estimated a market value

for the minority shares and then applied a 20 percent minority interest discount and also a

discount for lack of marketability. In rejecting the minority discount the court explained:
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[Taxpayer’s expert] applied a 20-percent discount to reflect what he believed would be the

minority position that a purchaser of the shares would have. We think that that is in-

appropriate. [He] did not arrive at a value for the corporation and then try to determine the

value of minority interest. He arrived at a market equivalent value for a share of the corpora-

tion and then multiplied to arrive at the value of the shares. We assume that, in valuing a

single share of stock, the market would recognize the minority position of that share, and

that no further minority discount would (or could) be demanded.

DISCOUNTS FOR LACK OF CONTROL IN EMPLOYEE
STOCK OWNERSHIP PLAN CASES

Most ESOP stock is valued on a minority basis, whether the ESOP owns a controlling

interest in the stock or not. If the ESOP clearly has control, the trustees can elect to have

the stock valued on a control basis. As in tax cases, the legal standard of value for ESOP

cases is fair market value.

MINORITY DISCOUNT ACCEPTED

Howard v. Shay.18 This was a class action suit in which ESOP participants sued for

undervaluation on termination of the ESOP and sale of its 38.6 percent stock interest to a

trust controlled by the controlling stockholder. One of the many issues was whether a

series of minority interest discounts should have been taken and, if so, their magnitude.

The first discount applied was 60 percent from NAV on a 50 percent interest in a

Japanese real estate holding company, in which the Japanese partner was the managing

partner. It is not clear exactly how much of this 60 percent was for lack of control be-

cause other factors were included, such as the confiscatory Japanese real estate capital

gains structure, adverse changes in the Japanese real estate market, and questionable con-

fidence in the real estate appraisal.

The appraiser then applied a 45 percent minority discount to the stock held by the

ESOP. This was based partly on REIT discounts from NAV at the time plus lack of divi-

dend distributions. The appraiser then applied a 50 percent discount for lack of market-

ability. The case was heavily litigated, but in the end the appraiser’s value was upheld.

Reich v. Hall Holding Co.19 The ESOP owned a 9.96 percent interest in Hall Holding

Co. stock. One expert had considerable experience in the industry. The court accepted his

conclusion of company value based on DCF, comparable acquisitions, and the guideline

public company method, but the court did not accept his opinion that there should be no

minority interest discount. The other expert had considerable experience in valuing stock

for ESOP purposes. The court concluded that a 13 percent minority discount should be

applied to the industry expert’s discounted cash flow value and comparable acquisitions

value, because the ESOP held only 9.96 percent of Hall Holding stock. The court also

held that the minority discount should not apply to the value derived from the guideline

public company method, because that analysis yielded a minority interest value.

Chao v. Hall Holding Co., Inc.20 The U.S. Department of Labor brought suit against

Hall Holding Co. and others on the grounds, among others, that they breached their fidu-

ciary duty by purchasing Hall Holding stock for the employee stock ownership plan
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(ESOP) without conducting a prudent and independent investigation to determine the

stock’s fair market value.

Goldman Financial Group, Inc. (GFGI), purchased Hall Chemical Co., through Hall

Holding Co. (Hall Holding). Hall Chemical was Hall Holding’s primary asset, with

Hall Holding owning 95 percent of Hall Chemical. The decision was made to create Hall

Chemical ESOP, and a valuation expert was hired to value Hall Chemical. However, the

expert was not informed and never knew that the purpose of the valuation was to deter-

mine how much an ESOP should pay for Hall Chemical stock. The expert concluded that

Hall Chemical was worth between $32.4 and $37.4 million, exclusive of debt. Based on

this valuation, Hall Chemical’s president and vice president, who were also trustees of the

ESOP, offered to and did purchase for Hall Chemical ESOP 110 shares, or 9.9 percent, of

Hall Holding stock for $3.5 million (the appraiser had not valued Hall Holding, however).

The District Court, finding that Hall Holding stock should have been valued, con-

ducted its own valuation. The court concluded that the fair market value of Hall Holding

stock was $2,450,451. It arrived at this value by using the valuation expert’s range of

value for the Hall Chemical stock, subtracting a $13.6 million debt of Hall Holding, and

applying a 13 percent minority discount to account for the fact that the ESOP purchased

only a minority interest (9.96 percent) in Hall Holding (as well as other discounts). This

decision was affirmed on appeal.

DISSENTING SHAREHOLDER CASES

In almost all states, the legal standard of value for dissenting stockholder cases is fair

value. Most states have modeled their dissenting stockholder statutes after the Model

Business Corporation Act. This act was revised in 1984 and became known as the Re-

vised Model Business Corporation Act (RMBCA), which has had revisions through

2002. Until 1999, the RMBCA defined fair value as follows:

The value of the shares immediately before the effectuation of the corporate action to which

the shareholder objects, excluding any appreciation or depreciations in anticipation of the

corporate action unless exclusion would be inequitable.

In 1999 the definition changed to:

‘‘Fair value’’ means the value of the corporation’s shares determined:

i. immediately before the effectuation of the corporate action to which the shareholder

objects;

ii. using customary and current valuation concepts and techniques generally employed for

similar businesses in the context of the transaction requiring appraisal; and

iii. without discounting for lack of marketability or minority status except, if appropriate, for

amendments to the articles pursuant to section 13.02(a)(5).21

The majority of states22 use the pre-1999 definition, and only a handful have adopted the

1999 version. A minority of states use the pre-1999 definition without the ‘‘unless exclu-

sion would be inequitable’’ phrase, and some states omit this phrase but, in addition, add

a clause that states that all relevant factors should be considered in determining value.

Florida and Illinois use a hybrid of the pre-1999 and 1999 definitions.23
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The pre-1999 definition is silent, however, as to what the fair value standard implies

in the context of control/minority interests, thus leaving the issue of discounts to be deter-

mined by the courts through case law. The courts have been widely divergent in their

stances on the minority/control issue:

� Precedential opinions (that is, binding case law) in some states have held that value

will be on a proportionate share of control basis.

� Precedential opinions in other states have said that value will be on a minority basis.

� Precedential opinions in yet other states have held that there will be no universal rule

and that the determination must be made on the facts and circumstances of each case.

� Some states do not yet have any precedential rule on the minority/control valuation

basis issue.

In states that have no precedential case law, courts often look to the case law of other

states for guidance, often choosing those states with similarly worded statutory law. To

complicate matters even further, courts in states that have precedential case law on the

matter occasionally find reasons to reverse the precedent or to make an exception to it.

The trend is toward disallowing discounts.

The lesson for appraisers is clear. Work closely with the client’s legal counsel to

understand the statutory context and case law implications of each dissenting share-

holder matter.

CASES DENYING MINORITY DISCOUNT

Even though some states have said that the issue of minority discounts in dissenters’

rights valuations must be decided on a case-by-case basis, and others have no preceden-

tial case law on the issue, the majority of states deny lack of control (and lack of market-

ability) discounts in appraisal actions.

Brown v. Arp and Hammond Hardware Co. (Wyoming).24 The Wyoming Supreme

Court, finding that the clear majority of courts have held that minority discounts do not

apply when determining fair value in the appraisal context, ruled that it would join the

majority and not permit such discounts.

Pueblo Bancorporation v. Lindoe, Inc. (Colorado).25 In this case, the Colorado Court

of Appeals rejected lack of control discounts, saying:

[I]n determining the ‘‘fair value’’ of a dissenter’s shares in a closely held corporation, the

trial court must first determine the value of the corporation and the pro rata value of each

outstanding share of common or equity participating stock. In the case of a going concern,

no minority discount is to be applied. . . .

Blitch v. Peoples Bank (Georgia).26 The trial court allowed a minority discount, but

the court of appeals reversed. Only one prior appellate case in Georgia had addressed

this issue. In Atlantic States Const. v. Beavers, the Georgia Court of Appeals had deter-

mined that minority and marketability discounts could be considered in the fair value

calculation but should not be overemphasized.27 The court did not follow this case be-

cause it was not binding precedent and because it found authority to the contrary to be
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more persuasive. (The case of Atlantic States was not binding on the Blitch decision

because it interpreted a prior dissenters’ rights statute, and also because the judgment

was not fully concurred in by all judges ruling on that case—a requirement by Georgia

Court of Appeals rules.)

The court noted that the current Georgia dissenting shareholder statute was based on

the Model Business Corporation Act. The court also pointed out that legislative com-

ments to the Georgia statute specifically provide that the official comments to the Model

Act were relevant to any interpretation of the Georgia statute. In looking at the official

comments, the 1999 amendments to the Model Act, and case law from other jurisdictions

holding that minority and marketability discounts should not be applied, the court of ap-

peals concluded that these authorities were more persuasive than Atlantic States and

adopted a rule rejecting the discount.

Friedman v. Beway Realty Corp. (New York).28 The corporation’s expert opined to a

9.8 percent minority discount, based on differences between NAV and market prices for

REITs. The court rejected the minority discount. (The court did, however, accept a dis-

count for lack of marketability.)

Hansen v. 75 Ranch Co. (Montana).29 The court prohibited the consideration of a

minority discount when establishing fair value, despite a stockholders’ agreement that

reflected such a discount. This decision overruled the same court’s 1996 decision in

McCann Ranch, Inc. v. Quigley-McCann,14, 30 a shareholder oppression suit in which the

court held that nothing in §35-1-826(4), Model Corporation Act, prohibited consideration

of a minority shareholder’s lack of control and lack of marketability for minority shares

when establishing fair value.

HMO-W, Inc. v. SSM Health Care System (Wisconsin).31 The Wisconsin Supreme

Court upheld a trial court’s ruling that a minority discount would not be allowed in a

case under a dissenters’ appraisal rights statute. In a footnote, the supreme court defined

both minority and marketability discounts and discussed their respective purposes. The

court then stated that it was not addressing the issue of whether a marketability discount

should be applied because that was not at issue in this case.

Arnaud v. Stockgrowers State Bank (Kansas).32 In a case of first impression before

the Kansas Supreme Court, it rejected both minority and marketability discounts in a

dissenters’ suit where a reverse stock split forced out almost all of the shareholders.

This result should not be construed too broadly, because the issue put to the Kansas

Supreme Court focused very narrowly on the case-specific facts: ‘‘Is it proper for a

corporation to determine the ‘fair value’ of a fractional share pursuant to K.S.A. § 17-

6405 by applying minority and marketability discounts when the fractional share re-

sulted from a reverse stock split intended to eliminate the minority shareholder’s inter-

est in the corporation?’’

Bomarko, Inc. v. International Telecharge, Inc. (Delaware).33 Plaintiff’s expert used

the guideline public company method and applied a 30 percent control premium to ac-

count for the minority discount inherent in the comparable companies analysis. The court

rejected defendants’ argument against the control premium, stating, ‘‘Plaintiffs are enti-

tled to be paid the fair value of their shares without a minority discount.’’
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Swope v. Siegel-Robert, Inc. (Missouri).34 The U.S. District Court reached its decision

consistent with the Missouri Court of Appeals case of King v. F.T.J., Inc., 765 S.W.2d

301 (Mo. Ct. App., 1989). That case held that the question of whether minority and mar-

ketability discounts are applicable in Missouri dissenting stockholder cases is to be deter-

mined on a case-by-case basis, weighing the individual facts and circumstances. In this

case, the court determined that the shares should be valued on a minority basis but that

there should be no discount for lack of marketability. The Eighth Circuit reversed, hold-

ing that no minority or marketability discounts should be applied in dissenters’ rights

cases as a matter of law.

CASES APPLYING CONTROL PREMIUM35

The control premium comes into play when a guideline public company valuation

method is used and the objective is to reach a control value result. The Control Premium

Study usually is cited as empirical evidence to quantify this premium.

Some have argued that the full premium paid in acquisitions is too high, on average,

to represent the value of control because it often contains elements of synergistic value,

which should not be a part of either fair value or fair market value. Resources are now

available that give analysts the ability to adjust for these factors.36

Hintmann v. Fred Weber, Inc. (Delaware).37 Experts valued the subsidiaries of a

holding company by a combination of the DCF and guideline public company meth-

ods. The Court of Chancery of Delaware held that, because the companies were con-

trolled subsidiaries, a control premium was appropriate. The expert for the plaintiff

testified that control premiums paid in the industry in the 12 months prior to the valu-

ation were at a mean of 45 percent and a median of 55 percent. Because a portion of

those premiums reflected postmerger values expected from synergies, the plaintiff’s

expert arbitrarily adjusted the premium down to 20 percent, which the court

accepted.

In re 75,629 Shares of Common Stock of Trapp Family Lodge, Inc. (Vermont).38 In

this 1999 case of first impression since Vermont’s Business Corporation Act was

amended in 1994, the Vermont Supreme Court upheld a trial court ruling that applied a

30 percent control premium. The dissenters’ expert testified that ‘‘in applying the dis-

counted cash flow (DCF) method, he relied on figures derived from publicly traded com-

panies and that the per share value of a share on the public market is a minority interest

value.’’ He testified that the average control premium for the hotel and motel industry

was 46 percent (apparently obtained from the Control Premium Study). In applying a 30

percent premium, he asserted that this figure ‘‘was on the conservative side.’’

The validity of this decision is suspect. It is one thing to apply a control premium to a

result derived from the guideline public company method. In the DCF method, though,

the only figure to be derived from public companies is the discount rate. As discussed in

detail in Cost of Capital,39 and previously in this book, the discount rate is the same or

nearly the same for both control and minority interests, and all or most of the difference

between control and minority values is accounted for by the expected cash flows, which

the expert certainly could not have derived from public companies. Therefore, I question

the validity of always applying a control premium to a result reached by the DCF

method.
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Nebel v. Southwest Bancorp (Delaware).40 Plaintiff’s expert applied a control pre-

mium, which the court accepted. Defendant’s expert used the DCF and guideline public

company methods, with no premium or discount applied. The court rejected defendant’s

expert’s appraisal ‘‘because it had a built-in minority discount.’’ (As noted above, the

guideline public company method begets a marketable minority value, and the DCF

method could reach either a minority or control value.)

Doft & Co. v. Travelocity.com, Inc. (Delaware).41 The court on its own added a 30

percent control premium, saying that ‘‘The equity valuation produced in a comparable

company analysis does not accurately reflect the intrinsic worth of a corporation on a

going concern basis. Therefore, the Court, in appraising the fair value of the equity, ‘must

correct this minority trading discount by adding back a premium designed to correct it.’’’

In re Valuation of Common Stock of Penobscot Shoe Company (Maine).42 This dis-

senters’ rights action involved a small, closely held business. The court permitted a con-

trol premium adjustment, concluding that the control premium could properly be used as

an upward adjustment of the value of the subject company’s shares when compared to

similar companies in the industry.

Northwest Investment Corp. v. Wallace (Iowa).43 In this case, the Iowa Supreme

Court held that in an appraisal action a control premium may be considered in determin-

ing fair value if it is supported by the evidence.

Agranoff v. Miller (Delaware).44 In this case, the Delaware Court of Chancery

explained that the determination of a control premium is necessarily imprecise because

to determine what the implicit minority discount in a comparable companies analysis is,

one is forced to look at the prices paid for control blocks. Such prices are frequently paid

in connection with a merger or other fundamental transaction. The court found that this

source of data is therefore problematic, because the premiums arguably reflect value that

is not related to the value of the acquired companies as going concerns under their preex-

isting business plans, such as synergistic values attributable to transactionally specific

factors. The court acknowledged that it is impossible to make precise determinations

about what motivated an acquirer to pay a control premium. In this case, the court de-

cided that the premium should be 30 percent.

APPLICABILITY OF DISCOUNTS TO BE DETERMINED ON
CASE-BY-CASE BASIS

Weigel Broadcasting Co. v. Smith (Illinois).45 The defendants’ expert applied both

minority and marketability discounts, which the trial court accepted. The appellate

court, citing earlier Illinois cases, confirmed that ‘‘applying such discounts, there-

fore, is left to the trial court’s discretion.’’ In upholding the discounts in this case,

the appellate court also offered the following observations: ‘‘The trial court, we

think, was justified in finding the illiquidity and minority factors had a significant

bearing on the intrinsic value of the stock, especially in the absence of any claim of

oppressive corporate conduct.’’

It must be noted that since Weigel was decided, Illinois adopted a hybrid version of

the 1999 RMBCA definition of fair value in dissenters’ rights valuations that expressly
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prohibits discounting for minority status. Accordingly, Illinois courts will presumably no

longer have the discretion to apply a discount for lack of control in an appraisal action.

SHAREHOLDER OPPRESSION CASES

In most states, the standard of value for shareholder oppression cases is fair value, the

same as for dissenting stockholder cases. However, case law in shareholder oppression

matters in a given state does not necessarily parallel the dissenters’ cases regarding the

minority/control valuation issue. See Chapter 25, ‘‘Discounts and Premiums in Dissolu-

tion and Oppression Cases,’’ for an in-depth treatment of this rapidly growing area.

MARITAL DISSOLUTION CASES

Not one state has a statutory standard of value for divorce cases, much less any statutes

regarding minority or control issues. Some states have adopted a standard of value

through case law. Even in those states, however, the standard is not always consistently

followed. When a spouse who is active in the business owns a minority interest, the

courts are divided as to whether a minority interest discount should be applied.

Far more business valuation cases at the trial level are for marital property division

purposes than for any other area of business valuation litigation. In spite of this, there is

very sparse precedential case law in this area. This is partly because the bulk of the cases

are relatively small and partly because there often is an inadequate evidentiary record

made at trial from which to appeal.

Many jurisdictions have recognized that a lack of control discount is frequently ap-

propriate if the operating spouse does not own a controlling interest in the subject com-

pany. For example, an Alaska case, referencing other jurisdictions, rejected as a matter of

law testimony to the effect that no discount for lack of control was appropriate.46 In a

North Dakota case, the Court rejected the testimony of one expert who said that ‘‘there

should be no minority discount in a family-owned business in divorce cases, where, as

here, Lillian’s family owns the corporation and the minority shares are not being sold to

unrelated, unknown buyers.’’ However, the Court concluded a discount for lack of control

of only 11.3 percent rather than the 25 to 40 percent sought by the party being awarded

the business interest in question.47 There have been many other cases in which discounts

for lack of control have been accepted.48 On the other hand, there have been many cases

where experts’ testimony in favor of a discount for lack of control has been rejected.49

The cases discussed below are a sampling of these.

MINORITY DISCOUNT REJECTED

Ferraro v. Ferraro (Virginia).50 The husband in this case owned a 34 percent interest

in various sporting goods stores. The court adopted the husband’s expert’s valuation

using the excess earnings method, which produces a control value. On the other

hand, the trial court rejected the husband’s expert’s application of a minority interest dis-

count, and the appellate court upheld, explaining: ‘‘[N]o other person owned a majority

interest. . . . Although husband testified that other minority shareholders routinely voted
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together . . . the trial court was free to reject husband’s testimony and conclude that hus-

band’s minority ownership did not diminish the value of this asset.’’

Oatey v. Oatey (Ohio).51 The husband contended on appeal that the trial court erred in

not applying a minority interest discount. The appellate court upheld the trial court’s rea-

soning that the husband had effective control through family ownership. (This is akin to

the IRS’s old family attribution rule which Revenue Ruling 93-12 eliminated.)

Howell v. Howell (Virginia).52 The court rejected a minority discount for an interest in a

law practice. In upholding the trial court, the appellate court found the discounts (both mar-

ketability and minority) inappropriate because no transfer of the partnership interest was

foreseeable and no one in the firm, nor any group within it, exercised majority control.

Verholek v. Verholek (Pennsylvania).53 Pennsylvania is one of the states that, through

its case law, clearly has adopted fair market value as the standard of value for divorce.

Nevertheless, the court denied a minority interest discount from a value arrived at by the

capitalization of earnings method. The court’s explanation was that ‘‘the expert testified

that a minority discount was not needed because the company was not valued as a

whole.’’ The opinion lacked sufficient details about the capitalization of earnings method

used to enable me to assess the validity of the expert’s statement on that point.

Brown v. Brown (New Jersey).54 In this case the New Jersey Appellate Division

expressly indicated that it was looking to corporate law principles found in shareholder

oppression and dissent cases to determine that, in the absence of extraordinary circum-

stances, neither marketability nor minority discounts apply to the valuation of a spouse’s

interest in a closely held corporation for purposes of equitable distribution. The rationale

of cases such as Brown, therefore, is that a spouse who owns a fractional interest in an

enterprise must be compensated for what has been taken—either the pro rata share of the

going concern, or what the owner would have reasonably expected to receive from con-

tinuing involvement with the enterprise. Applying discounts to the spouse’s share where

the spouse retains the interest would unfairly reduce the value of the marital estate.

Hanson v. Hanson (Alaska).55 In this case, despite the agreement of the experts for

both sides that discounts for lack of control and for lack of marketability should be ap-

plied to the wife’s minority interest in the husband’s business, the court disallowed the

discounts, reasoning that discounts were inappropriate where the majority spouse was

acquiring the minority spouse’s interest.

MINORITY DISCOUNT ACCEPTED

DeCosse v. DeCosse (Montana).56 The husband owned a minority interest, with other

family members owning the balance. Every year a Certified Public Accountant valued the

stock by the income approach and applied a 20 percent minority discount. At trial, the

CPA testified to the value, net of the 20 percent discount, which the court accepted. The

Montana Supreme Court upheld the lower court’s ruling.

Stayer v. Stayer (Wisconsin).57 In this case the wife’s expert valued the family com-

pany as a whole and valued the husband’s minority interest as a proportionate share of
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the total. The husband’s expert valued the minority interest based solely on a hypothetical

sale of only his minority interest, recognizing both the minority position and also the lack

of marketability due to a stockholder agreement. (The decision did not break down the

relative effect of minority and lack of marketability.) The court of appeals upheld the trial

court’s acceptance of the husband’s expert’s valuation.

Anderson v. Anderson (Tennessee).58 In valuing the husband’s minority interest in a

mobile home company, its CPA (and also the parties’ joint expert) first calculated its

‘‘fair value’’ as a going concern, which he estimated at just over $2.7 million. He then

calculated 43.75 percent of that value, representing the husband’s shares and discounted

this by 38.3 percent for lack of control. Although the court rejected his additional dis-

count for lack of marketability, it accepted the minority discount.

BANKRUPTCY CASE

CASE ACCEPTING MINORITY DISCOUNT

In re Frezzo.59 A Chapter 7 trustee sought to sell debtor’s 50 percent interest in a com-

pany. An appraisal by an expert using the income approach yielded a value of

$1,290,000, net of a 10 percent discount for lack of control and 30 percent for lack of

marketability. The court granted the trustee’s motion to sell at that price, despite an ob-

jection from the debtor that the interest was worth $2,500,000, but with no expert testi-

mony or evidence to substantiate that position.

SUMMARY

Court decisions on minority/control issues are heavily influenced by the particular legal

context. Gift, estate, and income tax issues and also ESOP valuations all fall under the

fair market value standard, as defined in U.S. Treasury regulations. In this context, mi-

nority interests are always valued as such, and minority discounts are applied if the base

value for a minority interest is developed by appraisal methodology resulting in a control

value.

In almost all states, both dissenting stockholder and stockholder oppression cases fall

under the respective state’s statutory standard of fair value. The case law decisions on

this issue have been greatly mixed, but there is a clear trend disallowing discounts for

lack of control in appraisal actions. In addition, the 1999 RMBCA definition of fair

value expressly excludes minority discounts, and several states have adopted this

definition.

States’ marital dissolution statutes provide no guidance on valuation. Court decisions

on issues such as minority/control vary considerably.

In the area of bankruptcy, the decisions on the issue of minority/control also differ

widely.

Even where precedent seems to be established, it often changes. Any time a valuation

potentially contains a minority/control issue, the attorney and/or appraiser should thor-

oughly search the current case law relevant to the particular valuation.
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Chapter 5

Discounts for Lack
of Marketability
for Minority Interests:
Concept and Evidence

Public Market Benchmark for Marketability

Empirical Evidence to Quantify Discounts for Lack of Marketability

Restricted Stock Studies
How Restricted Shares of Public Companies Arise
Nature and Results of Restricted Stock Studies
Liquistat Database
Results of the Securities and Exchange Commission’s Loosening of

Restrictions

Pre–Initial Public Offering Discount for Lack of Marketability Studies

Courts’ Aversion to ‘‘Benchmarking’’

Regulatory and Court Recognition of Empirical Marketability Discount Studies
Revenue Ruling 77-287
Recognition of Pre–Initial Public Offering Studies

Summary

Lack of marketability, more often than not, is the largest dollar discount factor in the

valuation of a business interest, particularly a minority interest. This chapter particularly

discusses evidence of the discounts for lack of marketability for minority interests, and

Chapter 12 will discuss discounts for lack of marketability for controlling interests.

PUBLIC MARKET BENCHMARK FOR MARKETABILITY

The United States has the most liquid markets in the world for equity interests. All ob-

servers agree that this condition vastly facilitates the formation of equity capital raised

from millions of minority equity investors. U.S. equity markets are the benchmark for

marketability: sell your stock instantly over the phone, at or very close to a known public

price, and receive cash in your pocket within three business days. Anything short of that

standard of liquidity forms the basis for a discount for lack of marketability.

Investors love liquidity and are willing to pay a high premium for it. Conversely, rela-

tive to otherwise similar highly liquid securities, investors demand a high discount for
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lack of liquidity. The market price differential between otherwise comparable, readily

marketable and unmarketable interests is greater than most people realize. The incident

described in the following narrative helps to drive home the point. Nothing was changed

regarding the securities themselves, but even short-term jeopardy of their marketability

had a sudden and dramatic impact on their market prices.

The concept of marketability, or the relative ease and promptness with which a security can

be bought or sold, is an underlying assumption of an efficient market. When this assumption

is challenged, the results can be severe.

WS Clearing, a clearinghouse in Glendale, California, closed its doors on March 6, 1997,

because of a net capital deficit of at least $1.1 million.

Euro-Atlantic Securities, a brokerage firm in Boca Raton, one of two dozen clients of WS

Clearing, stopped making a market in several stocks, because it had relied on WS Clearing’s

ability to complete transactions in those securities and had no alternative clearinghouse.

The stock of Hollywood Productions, a company in the movie and bathing-suit businesses,

fell from $7.50 per share to $3.25 (a 57 percent loss) before closing at $5.25. (Euro-Atlantic

had been a market maker in the stock of Hollywood Productions.)

Metropolitan Health Networks, Inc. (another stock for which Euro-Atlantic was a market

maker) fell from $7 to $4.125 before closing at $5 on the NASDAQ small cap market. Both

stocks closed down about 30 percent, reflecting the discount for lack of marketability. This

sequence of events shows that even in liquid markets like NASDAQ, if marketability be-

comes impaired even temporarily, investors quickly revise their expectations and demand

compensation for lack of marketability.1

Many factors affect the extent to which the marketability of a given business owner-

ship interest that is not actively traded may differ from the marketability found in active,

freely traded securities markets:

� Put rights

� Dividends or distributions

� Size of potential market of buyers

� Prospects for going public or being acquired

� Restrictive transfer provisions

� Size and financial strength of company

� Size of interest in question relative to total shares outstanding

These factors and others are discussed in subsequent chapters.

EMPIRICAL EVIDENCE TO QUANTIFY DISCOUNTS
FOR LACK OF MARKETABILITY

Two series of studies are widely recognized to provide market evidence of the difference

between the price of a publicly traded stock and the price of a stock that is otherwise the

same or similar but not eligible for public trading as of the valuation date.

These two series of studies are known as the restricted stock studies and the pre-IPO

studies.
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RESTRICTED STOCK STUDIES

Many companies whose stocks are publicly traded have outstanding shares that are not

registered for public trading or are subject to restrictions on public trading. These shares

are identical to the publicly traded shares in all respects except for the lack of registration

or the restrictions on trading.

HOW RESTRICTED SHARES OF PUBLIC COMPANIES ARISE

Unregistered or restricted shares can arise in a variety of ways, for example:

� Shares not registered at the time of IPO. Underwriters of initial public offerings

often are not willing to have all of the outstanding stock registered for public trading

at the time of the offering. They are concerned about the risk that insiders may bail

out and depress the market. Alternatively, shares might be registered but restricted

from trading by a ‘‘lockup agreement’’ for some negotiated period of time.

� Shares issued in an acquisition. Companies often use stock to acquire other compa-

nies. The stock issued in an acquisition in many cases is unregistered or subject to

restrictions on its sale.

� Private placements. Companies often sell unregistered shares privately to raise capi-

tal without incurring the delay or expense of registering the shares at the time of the

placement.

In any of the above scenarios, the owners of the restricted stock may or may not have

contractual rights to register the stock at some point in the future or when certain condi-

tions are met.

NATURE AND RESULTS OF RESTRICTED STOCK STUDIES

In any case, although the unregistered or restricted shares cannot be sold on the open mar-

ket, blocks of shares may be sold in private transactions. Thus, the restricted stock studies

compare the prices of the restricted stock sales to the public market trading prices on the

same day. Since the shares are identical in every respect except for their trading status, the

difference is due solely to marketability and thus serves as empirical evidence of and a

benchmark for the amount of discount that the market requires for the lack of marketability.

There have been many independent studies of such transactions. The studies have

covered hundreds of transactions from 1966 through the present time. Details of the vari-

ous restricted stock studies are included in Chapters 6.

In 1977 the IRS issued Revenue Ruling 77-287, which recognized the restricted stock

studies as empirical data useful for guidance in quantifying discounts for lack of market-

ability. Exhibit 5.1 summarizes the restricted stock studies. At least up until 1990, the

average or median discounts hovered around 33 to 35 percent.

There is one database available that provides individual stock transactions, the FMV

Restricted Stock Study. It is described in the next chapter.

LIQUISTAT DATABASE

The LiquiStat database, a study by Espen Robak at Pluris Valuation Advisors LLC, is a

continuously updated database of transactions in the secondary market for illiquid
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securities. Different from other studies, the LiquiStat database specializes in the analysis

of discounts taken when investors not affiliated with the issuing company sell restricted

stock in private transactions to other investors. See Exhibit 7.1 for the LiquiStat discounts

for restricted stock. The LiquiStat database is available at www.PlurisValuation.com. The

LiquiStat database is further analyzed in Chapter 7.

RESULTS OF THE SECURITIES AND EXCHANGE COMMISSION’S
LOOSENING OF RESTRICTIONS

In 1990 the SEC eliminated the requirement that all restricted stock transactions be regis-

tered with it. It issued Rule 144A, which allows qualified institutional investors to trade

unregistered securities among themselves without filing registration statements. This

created a somewhat more liquid market for the unregistered securities, thus starting a

significant trend of reducing the average discounts observed in restricted stock transac-

tions because of the looser restrictions.

In February 1997 the SEC announced that, effective April 29, 1997, the required

holding period for securities restricted pursuant to Rule 144 would be reduced from two

years to one year. This significantly increased the liquidity of restricted securities. As can

be seen from the only restricted stock studies covering the post-1997 period as of our

publication date (the Columbia Financial Advisors studies included in Exhibit 5.1), this

change significantly reduced the average discount that the market requires for holding

restricted securities.

Lately, the SEC made another announcement that, effective February 15, 2008, changes

to Rule 144 modified the restricted stock holding period from one year to six months.2

Restricted stocks, by definition, are stocks of companies that already have established

public markets. When the restrictions are lifted, an active public market will be available to

Exhibit 5.1 Summary of Restricted Stock Transaction Studies

Time Period Study

Number of

Transactions

Average

Discount

1/66–6/69 SEC Institutional Investor 398 25.8%1

1/68–12/70 Milton Gelman 89 33.0%

1/68–12/72 Robert Trout 60 33.5%

1/68–12/722 Robert Moroney 148 35.6%

1/69–12/73 Michael Maher 33 35.4%

10/78–6/82 Standard Research Consultants 28 45.0%3

1/81–12/88 William Silber 69 33.8%

1/79–4/92 FMV Opinions, Inc. >100 23.0%

1/80–12/96 Management Planning, Inc. 53 27.1%

1/91–12/95 Bruce Johnson 70 20.0%

1/96–4/97 Columbia Financial Advisors 23 21.0%4

5/97–12/98 Columbia Financial Advisors 15 13.0%5

1 The average was 32.6% for OTC companies not required to file reports with the Securities and

Exchange Commission.
2 The exact ending month is not specified.
3 Median.
4 Median was 14.0.
5 Median was 9.0.
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the owners of the shares. Private companies enjoy no such market or imminently prospec-

tive market. Therefore, it is reasonable to expect that the discount for lack of marketability

for minority shares of private companies would be greater than that for restricted stocks.

As can be seen from Exhibit 5.1, prior to 1990 the discounts for smaller public com-

pany restricted stocks clustered in the area of 33 to 35 percent. (Size of the company is a

factor impacting the magnitude of the discount for lack of marketability, as will be

discussed further in Chapter 11.) Since 1990, apparently because the restrictions have

been progressively loosened, the discounts have been lower, and the restricted stock

study average discounts have become even less relevant as a proxy for private company

minority interest discounts for lack of marketability, especially since the holding period

was reduced to one year and then six months.

This turn of events does, however, provide a good illustration of the effect that higher

marketability, higher liquidity, and shorter holding periods have on the relative magni-

tude of the discount. Extrapolation of these data to private company situations with lon-

ger holding periods and less marketability may provide another tool for analyzing the

discount.

For example, suppose a stock were absolutely prohibited from sale in a lockup situa-

tion, but the lockup expired the next day. Buyers would feel fairly comfortable paying

nearly full price for the stock because the next day they would have completely liquid

shares just like everyone else. Therefore, one could start with a data point of approxi-

mately zero discount for a one-day holding period until the stock became liquid.

The data from the various restricted stock studies have shown that, as the holding

period for relatively marketable restricted stock is reduced from two years to one, the

discount is reduced from the 20s into the teens. The discount for very restricted stock

with a two-year holding period (that is, pre-1990) versus the discount for relatively re-

stricted stock (post-1990, but pre-1997) is the difference between approximately 33 to 35

percent and something in the low 20s. These relationships could be used to construct

fitted curves that would quantify the discount for completely unmarketable stock with,

for example, an expected 5- or 10-year holding period. (See Appendix D for some addi-

tional considerations in this type of analysis.)

This approach is enhanced by another series of studies that comes closer to providing

a direct proxy for private company minority interest discounts for lack of marketability:

the pre-IPO studies will be discussed next.

PRE–INITIAL PUBLIC OFFERING DISCOUNT FOR LACK
OF MARKETABILITY STUDIES

Starting in 1975, another series of studies addressed the quantification of discounts for

lack of marketability for minority shares of privately held companies. These studies ob-

served transactions in privately held companies that eventually completed initial public

offerings (IPOs). In each transaction, the private transaction price was compared to the

public offering price, and the percentage discount from the public offering price was con-

sidered a proxy for the discount for lack of marketability.

Although the results of these three series of studies consistently showed higher dis-

counts than the restricted stock studies, these discounts still may understate true average

discounts for lack of marketability for minority shares of most privately held companies,

because in many cases the buyers and sellers knew about the possibility of future
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liquidity through a public offering. However, the studies do represent actual trades in

closely held company shares and, as such, embody another source of direct empirical

evidence on the topic of discounts.

The following elements of uncertainty are embodied in the pre-IPO discounts:

� It is not known for sure whether the IPO will happen. Market conditions can change

rapidly.

� The price of the IPO cannot be known.

� Because the company is private at the time of the transactions, there may be uncer-

tainty as to the current value of the firm.

� Once the company does go public, officers, employees, affiliates, and others still may

own restricted stock subject to lockup provisions, which further extends the expected

holding period and exposes the owner to market volatility.

Two of the companies stopped doing the studies after 2000. Willamette Management

Associates never made their underlying data public, only their annual averages. The

details (entire transaction database) of the John Emory studies are the subject of Chapter

9. The Valuation Advisers database is available in its entirety through Business Valuation

Resources, and is the subject of Chapter 10.

These studies, taken together with the restricted stock studies, offer powerful evi-

dence of the size of the impact of lack of marketability on the values of minority stock

interests.

For example, in Estate of Davis,3 I used both types of studies to quantify the discount

for lack of marketability. The judge criticized the IRS expert for using only restricted

stock studies, which did not give the full range of available evidence. In Okerlund,4 we

went into both types of databases and selected companies with characteristics most in

common with the subject company. The result was a 40 percent discount for lack of

marketability on one valuation date and 45 percent on the second valuation date, even

though the company had over $1 billion in sales. In Bradley J Berquist and Angela Ten-

dick et al. v. Commissioner,5 the expert for the IRS used both sets of data, resulting in a

45 percent discount for lack of marketability.

Willamette began its series of studies specifically to help quantify the discount for

lack of marketability in the Estate of Gallo v. Commissioner case.6

COURTS’ AVERSION TO ‘‘BENCHMARKING’’

‘‘Benchmarking’’ has come to be the term used for merely citing average or median re-

sults of studies in support of quantifying the discount for lack of marketability. Courts

find it much more convincing when experts go into the databases and select transactions

that have characteristics in common with the subject company.

Such factors include size, profitability, size of block relative to shares outstanding,

dividend payments, potential for public offering or other liquidity event, information

access and reliability, and other characteristics. These are discussed in Chapter 11, ‘‘Fac-

tors Affecting Discounts for Lack of Marketability for Minority Interests.’’ Interestingly,

in most years, industry is not a big factor, except for financial institutions, which tend to

have somewhat smaller discounts for lack of marketability than other industries.
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REGULATORY AND COURT RECOGNITION OF EMPIRICAL
MARKETABILITY DISCOUNT STUDIES

The IRS and the courts have recognized the two series of empirical studies discussed in

this chapter as guidance in quantifying discounts for lack of marketability.

REVENUE RULING 77-287

In 1977 the Internal Revenue Service published Revenue Ruling 77-287, which recog-

nized the restricted stock studies as valid empirical evidence for quantifying discounts for

lack of marketability. The full text of Revenue Ruling 77-287 is included as Appendix D.

The restricted stock studies are also discussed in the IRS Valuation Training for Ap-

peals Officers Coursebook at pages 11-2 through 11-7.7

RECOGNITION OF PRE–INITIAL PUBLIC OFFERING STUDIES

The first of the pre-IPO studies had not yet been published at the time of Revenue Ruling

77-287. The IRS discusses the pre-IPO studies briefly in the IRS Valuation Training for

Appeals Officers Coursebook at pages 9-3 through 9-6.

In Mandelbaum v. Commissioner, the only issue was the size of the discount for lack

of marketability. Judge David Laro stated that he used the restricted stock studies and

pre-IPO studies as his starting point and adjusted upward or downward based on a variety

of factors.8 (The factors are discussed in Chapter 11.)

In Estate of Davis v. Commissioner, expert witnesses for the taxpayer considered

both restricted stock and pre-IPO studies, while the expert for the IRS used only re-

stricted stock studies.9 The court chose a discount for lack of marketability closer to the

opinions of the taxpayer’s experts, explaining that the IRS expert should have considered

both lines of studies to have a more comprehensive basis for his opinion.

In Howard v. Shay,10 the discount for lack of marketability, determined by using a

pre-IPO database, was upheld both at the initial trial and on remand.

Both the taxpayer’s expert and the IRS’s expert in Okerlund v. United States11 used

specific transactions from both the restricted stock studies and pre-IPO studies to deter-

mine discounts on two different valuation dates. The court determined a discount for one

date that was closer to the taxpayer’s expert’s and accepted the taxpayer’s expert’s dis-

count for the other date.

The Tax Court in Estate of Green v. Commissioner,12 while recognizing the pre-IPO

studies, indicated that they did not warrant a discount greater than 35 percent. In other

cases, however, the Tax Court has upheld a greater discount for lack of marketability that

was based at least in part on pre-IPO data.13

SUMMARY

Marketability or liquidity is the ability to convert ownership interests to cash quickly,

with minimum transaction costs and at a price very close to a known market price. This

attribute is very important to investors. It means they can get their money whenever they

want or need it. They do not risk being unable to sell during changing internal company

or market conditions. Their proceeds are not diluted by high costs of finding a buyer and
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effecting a transaction. Because of the current active market, quoted regularly, they do

not risk overestimating expected proceeds from sale. Investors demand a much higher

expected rate of return if they incur these risks, not infrequently an amount double or

triple the rate of return they would expect from a fully liquid investment. They demand

this return in the form of a substantially discounted price compared with the price of an

otherwise comparable but fully liquid investment.

A large amount of empirical data is available to help quantify this discount for minor-

ity interests in closely held companies. The data fall into two major categories:

1. Trades in restricted or illiquid stocks of publicly traded companies

2. Trades in stocks of privately held companies prior to an IPO

Because of the loosening of restrictions on transactions in restricted public stocks and

the resulting increase in their marketability, the restricted stock studies show that transac-

tions since 1990 generally have lower discounts than pre-1990 transactions. This makes

current restricted stock transactions somewhat less useful in determining private minority

discounts. However, changes in the discount during the 1990s have shed light on the rela-

tive magnitude of marketability discounts as a function of the holding period and the

degree to which the shares are restricted from resale.

The pre-IPO studies more closely represent the actual circumstances of a closely held

company stockholder and thus are generally regarded as a better direct proxy for closely

held company minority stock discounts for lack of marketability.

This chapter has addressed only the concept and importance of marketability (and the

penalties for lack of it) and data quantifying average discounts for lack of marketability

for minority interests. Subsequent chapters address:

� Factors influencing the magnitudes of the discount for lack of marketability

� Quantifying the discount when net asset value is the starting point

� Discounts for lack of marketability for controlling interests

� Courts’ treatment of discounts for lack of marketability

The IRS has recognized the restricted stock studies as empirical evidence of lack of

marketability in Revenue Ruling 77-287. The U.S. Tax Court and U.S. District Courts

have recognized both the restricted stock studies and pre-IPO studies on many occasions.

Some appellate courts have also effectively accepted them.14

NOTES
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2. Please refer to ‘‘Revisions to Rules 144 and 145: A Small Entity Compliance Guide.’’ The guide

was prepared by the staff of the U.S. Securities and Exchange Commission under Section 212 of

the Small Business Regulatory Enforcement Fairness Act of 1996, as amended. The guide is

available at www.sec.gov/info/smallbus/secg/rules144-145-secg.htm.

3. Estate of Davis v. Commissioner, 110 T.C. 530 (1998).
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13. See, e.g., Estate of Brookshire v. Commissioner, T.C. Memo 1998-365 (U.S. Tax Ct. 1998) (40

percent discount derived from both restricted stock and pre-IPO studies); Okerlund v. United
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Chapter 6

Synopsis of Restricted
Stock Studies

Securities and Exchange Commission Institutional Investor Study

Gelman Study

Trout Study

Moroney Study

Maher Study

Standard Research Consultants Study

Silber Study

FMV Opinions Study

Management Planning Study
Factors with the Most Explanatory Power

Size of Revenues
Size of Earnings
Price Stability
Value of Block
Quarters to Sell Block
Trading Volume

Factors with Some Explanatory Power
Revenue Stability
Earnings Stability

Factors with Minimum Explanatory Power
Debt Ratio
Shares Outstanding
State of Market

Johnson Study

Columbia Financial Advisors Study

LiquiStat Database

Summary

This chapter summarizes all available published restricted stock studies and, in addi-

tion, includes tabular material from several of the studies.

Quite clearly, discounts on restricted stocks compared to freely traded stock prices

were lower starting in 1990 when the SEC issued Rule 144A relaxing the Rule 144 re-

strictions, and a further trend toward lower discounts began in 1997, when the required

holding period under Rule 144 was reduced from two years to one year. This

This chapter was updated from the first edition by Alina V. Niculita.
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demonstrates that the perceived holding period is a major factor affecting the size of the

discount for lack of marketability.

Several of the studies include analyses of other factors affecting the size of the discount,

and these results are summarized within the synopsis of each study. The results are generally

consistent from study to study, but not universally so. Chapter 11 analyzes these influences

by factor rather than by study. The most important factor, dividend payouts, does not show

up in the restricted stock studies because very few of the companies in which restricted

stock transactions were involved paid any dividends. Chapter 11 brings the payout factor

into perspective by reference to data other than the restricted stock transactions.

SECURITIES AND EXCHANGE COMMISSION INSTITUTIONAL
INVESTOR STUDY

To this day, the SEC Institutional Investor Study1 is the most comprehensive restricted

stock study, encompassing 398 transactions from January 1, 1966, through June 30,

1969. The SEC broke down the transactions by several criteria:

� Trading market

� Type of institutional purchaser

� Transaction size

� Sales of issuer

� Earnings of issuer

The results of these breakdowns are shown in Exhibits 6.1 through 6.6.

The differences in discounts among different trading markets were significant, as

shown in Exhibit 6.1. The smallest discounts were found among stocks listed on the New

York Stock Exchange (NYSE). Next were American Stock Exchange (ASE) and over-

the-counter (OTC) reporting companies. Most significantly, the largest discounts were

found among OTC nonreporting companies, with well over 50 percent of the transactions

showing discounts in excess of 30 percent. These are companies that are public but, be-

cause of the asset size or number of stockholders, do not have to file the annual 10-K or

other reports with the SEC. These are the companies that come closest to resembling

privately held companies.

The differences by type of purchasing institution, as shown in Exhibit 6.2, are not

especially significant. The transaction size, illustrated in Exhibit 6.3, did not seem espe-

cially important either. The size factor, however, measured by sales as shown in Exhibits

6.3 and 6.4, was significant. Blocks of stock of companies with smaller sales tended to

sell at larger discounts. Over 50 percent of transactions in stocks of companies with sales

of less than $5 million took place at discounts of 30 percent or higher.

Even more significant than size of sales was size of earnings, as shown in Exhibits 6.5

and 6.6. Blocks of stock of companies with lower earnings tended to sell at greater dis-

counts than those with larger earnings; this is shown especially clearly in Exhibit 6.5.

Over 60 percent of transactions in companies with earnings of less than $1 million took

place at discounts of 20 percent or more. On the other hand, over 60 percent of transac-

tions in companies with earnings more than $1 million took place at discounts of 20

percent or less.
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GELMAN STUDY

Milton Gelman studied the transactions through the end of 1970 by four mutual funds

established in 1968 specifically for the purpose of investing in restricted stocks.2 He

reported that both the mean and median discount for 89 stocks studied was 33 percent.

The distribution of discounts observed by Gelman is shown in Exhibit 6.7. Signifi-

cantly, 60 percent of all transactions were at discounts greater than 30 percent, and 36

percent of all the transactions were at discounts greater than 40 to 45 percent. Neverthe-

less, to this date, the U.S. Tax Court has recognized only a few discounts of 40 percent

(and only one of 50 percent) in Huber v. Commissioner3 strictly for marketability not

combined with any other factors. (The case of Howard v. Shay concluded a 50 percent

discount for lack of marketability, but that was an ESOP case, not a tax case, and the

ESOP did not have a put option, as required of ESOPs formed more recently.4)

TROUT STUDY

Like Gelman, Robert Trout studied purchases of restricted stocks by mutual funds.5 His

time frame was 1968 to 1972. He used three of the same funds studied by Gelman plus

three others. Although he used more funds and a longer time period than Gelman, he

made some eliminations, resulting in a total of 60 transactions studied.

Trout used a multiple linear regression analysis to study the impact of several factors

on the size of the discount. The effects of each of these factors, from a multiple regres-

sion intercept of 43.53, was as follows, controlling for other variables:

� Listed on exchange. Discount averaged 8.39 percent less for those listed than for

unlisted stocks.

� Shares outstanding (a proxy for overall marketability of the company’s shares). Dis-

count averaged 4.08 percent less for each 1 million shares outstanding over the

study’s average of 1.51 million outstanding.

� Size of transaction. This was measured in two dimensions, which were somewhat

offsetting:

Exhibit 6.7 Distribution of Discounts in Gelman Study

Size of Discount No. of Common Stocks % of Total

Less than 15.0% 5 6%

15.0–9.9 9 10

20.0–24.9 13 15

25.0–29.9 9 10

30.0–34.9 12 13

35.0–39.9 9 10

40.0 and over 32 36

Total 89 100%

Source: Milton Gelman, ‘‘An Economist-Financial Analyst’s Approach to Valuing Stock of a

Closely-Held Company,’’ Journal of Taxation (June 1972): 353–354. # 1972 Warren, Gorham

& Lamont, of RIA, 395 Hudson Street, New York, NY 10014, reprinted with permission.
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� Percent of outstanding stock (voting control). The average discount was 0.87 per-

cent less for each percentage point of outstanding stock above the study’s average of

7.41 percent.

� Value of transaction. The average discount was 4.75 percentage points higher for

every $1 million above the study’s average of $1.08 million.

MORONEY STUDY

Robert Moroney, an investment banker in Houston, studied 148 restricted stock purchases

by 10 mutual funds from 1968 through 1972.6 He found a range from a 30 percent pre-

mium up to a 90 percent discount, with an average discount of 35.6 percent. The results

are shown in Exhibit 6.8.

The Moroney article also gives details of discounts concluded by the U.S. Tax Court

up to the time of his study.

MAHER STUDY

J. Michael Maher, an insurance company officer and former IRS gift and estate tax agent,

studied purchases of restricted stocks by four mutual funds from 1969 through 1973.7 He

found discounts ranging from a low of 2.79 percent to a high of 75.7 percent, with an

average of 35.4 percent. His article includes a complete list of the 33 transactions in-

cluded in the study.

STANDARD RESEARCH CONSULTANTS STUDY

William Pittock and Charles Stryker, then of the Standard Research division of American

Appraisal Associates, analyzed 28 private placements of restricted common stock from

October 1978 through June 1982.8 They found discounts ranging from 7 to 91 percent,

with a median of 45 percent. The U.S. equity markets were quite depressed during the

latter part of this period, which may explain why the discounts were unusually high for

block sales of illiquid stock.

The sample size used in the study is relatively small to make meaningful analyses of

factors influencing the size of the discounts. There was some correlation, however, show-

ing that stocks of companies with larger revenues tended to have lower discounts. While

profitability in the latest year was not a significant factor, those companies with only one

or two years of profitability out of the last five sold at the highest average discounts,

while the two companies in the study that were profitable in each of the last five years

showed the lowest discounts.

SILBER STUDY

William Silber analyzed 69 private placements from 1981 through 1989.9 He found a

range from a 12.7 percent premium to an 84 percent discount, with an average discount

of 33.75 percent.

Silber Study 101
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Exhibit 6.8 Original Purchase Discounts, Moroney Study (Discounts from the quoted market

value of the same corporation’s ‘‘free’’ stock of the same class)

Investment Company Original Purchase Discount Number of Blocks

Bayrock Growth Fund, Inc.,

New York City (formerly

Fla. Growth Fund)

4 blocks bought at discounts of 12%,

23%, 26%, 66%, respectively

4

Diebold Venture Capital

Corp., New York City

6 blocks bought at discounts of 16%,

20%, 20%, 23%, 23%, 50%,

respectively

6

Enterprise Fund, Inc., Los

Angeles

10 blocks bought at discounts of 31%,

36%, 38%, 40%, 49%, 51%, 55%,

63%, 74%, 87%, respectively

10

Harbor Fund, Inc., Los Angeles 1 block bought at a discount of 14% 1

Inventure Capital Corp., Boston At acquisition dates all blocks were

valued at cost

—

Mates Investment Fund, Inc.,

New York City

1 block bought at a discount of 62% 1

New America Fund, Inc.,

Los Angeles (formerly Fund

of Letters, Inc.)

32 blocks bought at discounts of 3%,

3%, 14%, 14%, 16%, 21%, 25%,

26%, 27%, 33%, 33%, 33%, 35%,

36%, 36%, 37%, 37%, 39%, 40%,

40%, 43%, 44%, 46%, 47%, 49%,

51%, 53%, 53%, 56%, 57%, 57%,

58%, respectively

32

Price Capital Corp.,

New York City

7 blocks bought at discounts of 15%,

29%, 29%, 32%, 40%, 44%, 52%,

respectively

7

SMC Investment Corp.,

Los Angeles

12 blocks bought at 30% premium, dis-

counts 4%, 25%, 26%, 32%, 33%,

34%, 38%, 46%, 48%, 50%, 78%,

respectively

12

Value Line Development

Capital Corp., New York City

35 blocks bought at discounts of 10%,

15%, 15%, 15%, 15%, 15%, 20%,

23%, 28%, 28%, 28%, 30%, 30%,

30%, 30%, 30%, 32.5%, 35%, 40%,

40%, 40%, 40%, 40%, 40%, 45%,

50%, 50%, 50%, 50%, 53%, 55%,

55%, 65%, 70%, 90%, respectively

35

Value Line Special

Situations Fund, Inc.,

New York City

38 blocks bought at discounts of 10%,

13%, 15%, 15%, 17%, 17%, 20%,

20%, 20%, 23%, 25%, 25%, 25%,

25%, 26.5%, 27%, 27%, 30%, 30%,

30%, 30%, 30%, 30%, 30%, 30%,

33%, 37.5%, 40%, 40%, 40%, 40%,

45%, 55%, 55%, 56%, 56%, 60%,

81%, respectively

38

Source: Robert E. Moroney, ‘‘Most Courts Overvalue Closely Held Stocks,’’ Taxes—The Tax Magazine (March 1973):

144–156. Published and copyrighted by CCH Incorporated, 2700 Lake Cook Road, Riverwoods, IL 60015, reproduced

with permission.
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Silber investigated several factors that might help explain the different levels of dis-

count. He found that private placements of companies with higher revenues tended to sell

at lower discounts, but this accounted for only a few percentage points.

Silber’s results regarding transaction size were in direct contrast to those of Trout

(although he did not reference the Trout study):

� Percent of outstanding stock. ‘‘Discounts are larger when the block of restricted

stock is large relative to the total shares outstanding.’’10

� Value of transaction. ‘‘. . . [T]he dollar size of the issue is inversely related to the

discount.’’11

FMV OPINIONS STUDY

FMV Opinions, Inc., a business valuation firm, examined over 471 restricted stock trans-

actions from 1980 through March 2005.12 The mean discount was reported as 22.1

percent.

The authors offered several generalizations about factors affecting the size of the dis-

count for lack of marketability:

� Discounts were lower for companies with higher revenues and higher earnings.

� Discounts were lower for those companies whose unrestricted stocks were traded on

the larger exchanges.

� The discounts were highest for blocks of stock valued at under $10 million and de-

creased as the size of the block exceeded $10 million.

� However, discounts were higher for blocks exceeding 10 percent of ownership than

for blocks representing smaller percentages.

� Discounts for lack of marketability were higher as the capitalization of the corpora-

tion decreased.

� For companies with capitalizations under $50 million, average discounts were 28.9

percent, and median discounts were 28.0 percent.

Overall, FMV staff reviewed thousands of transactions during the construction of the

study. Transactions were eliminated from the study for the following reasons:

� The transaction was not a private placement, or was announced and later withdrawn.

� The stock was not traded on a domestic exchange.

� The stock traded below $1 for the entire month of the transaction.

� Significant pieces of information were unavailable, to the extent that the private

placement discount could not be determined. This includes issues where the refer-

ence market price for the fully liquid shares was not available, where the private

placement transaction price was unavailable, or issues where only the net transac-

tion proceeds to the issuer were reported publicly (net of unknown transaction costs

and fees).

� The transaction was not a plain vanilla common stock issue. The stock was either

preferred stock, convertible preferred stock, or some kind of hybrid equity-derivative
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security; or it was issued as part of a stock warrant unit or had units attached; or

detachable units, warrants, or options were issued with the common stock.

� There were special contractual arrangements between buyer and seller limiting either

the economic upside or downside of the buyer.

� The stock was issued in connection with a merger or acquisition, in exchange for

services, or in connection with any other transaction that could cast doubt on what

the fair market value of the restricted stock was.

� The stock was registered and became fully marketable either prior to the transaction

or within thirty days of it.

This ‘‘cleaning process’’ eliminated over 90 percent of transactions reviewed, leaving

the current database (as of October 2008) of almost 500 plain vanilla private placements

of restricted common stock. Over time, with the addition of eligible transactions, the

study evolved into a database available online at www.bvmarketdata.com, the FMV Re-

stricted Stock Study. The database includes restricted stock transaction data from two

time frames, (1) transactions prior to March 1, 1997, having a two-year holding period

on the restricted stock and (2) transactions from March 1, 1997, to March 2005 having a

one-year holding period on the restricted stock. As a result, the database can be searched

by either a one-year or two-year holding period, among other search criteria. As of the

time of this writing, the FMV Restricted Stock Study included 242 transactions with a

two-year holding period with a 22 percent average discount and a 20 percent median

discount, and 229 transactions with a one-year holding period with a 22 percent average

discount and an 18 percent median discount.13 As of the time of this writing, the SEC

further reduced the holding period on restricted stock from one year to six months, and

the study was in the process of being updated with new transactions in stock with a six-

month holding period.

MANAGEMENT PLANNING STUDY

Robert Oliver14 and Roy Meyers studied private placements for the period from January

1, 1980, through December 31, 2000.15 They considered transactions that were noted in

Investment Dealers Digest, Private Placement Letter, and Private Equity Week leading

up to the time of the study.

A total of 59 transactions were further studied after eliminating transactions involving

the following:

� Market price under $2 per share

� Less than $3 million sales volume

� Companies characterized as ‘‘startup’’ or ‘‘developmental stage’’

� Companies lacking adequate information

� Transactions that were known to have forms registration rights

The underlying data for the transactions in the Management Planning Study as of the

time of this writing is presented in Exhibit 6.9. The authors offered the following broad

observations about the 59 selected transactions:
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Exhibit 6.9 Analysis of Private Sales of Unregistered Common Stock, Management

Planning Study

Date Company

Location

of

Market

Number of

Shares Sold

Privately

(000)

Private

Sale Price

Per Share

($)

Market Price

Per Share

($) Discount

3/6/1985 Air Express International Corp. A.S.E. 714 7.00 7.00 0.0%

10/19/1993 AirTran Corp. O.T.C. 1,379 7.25 9.00 19.4%

10/30/1980 Anaren Microwave, Inc. O.T.C. 200 6.25 9.50 34.2%

12/14/1982 Angeles Corp. O.T.C. 160 11.25 14.00 19.6%

3/4/1996 ARC Capital O.T.C. 1,400 1.63 2.00 18.8%

10/30/1985 AW Computer Systems, Inc. O.T.C. 1,152 1.60 3.75 57.3%

7/12/1983 Besicorp Group, Inc. O.T.C. 750 2.00 4.719 57.6%

4/8/1991 Bioplasty, Inc. O.T.C. 1,100 10.50 15.25 31.1%

12/12/1996 Biopool International, Inc. O.T.C. 500 2.19 2.50 12.5%

4/2/1998 Black Warrior Wireline Corp. O.T.C. 596 5.50 7.56 27.3%

5/14/1993 Blyth Holdings, Inc. O.T.C. 371 12.00 17.50 31.4%

2/5/1984 Byers Communications Systems, Inc. O.T.C. 323 15.50 20.00 22.5%

1/10/1995 Centennial Technologies, Inc. A.S.E. 75 8.75 9.00 2.8%

8/8/1995 Chantal Pharmaceutical Corp. O.T.C. 1,000 4.90 8.875 44.8%

4/1/1981 Crystal Oil Co. A.S.E. 937 26.67 35.13 24.1%

3/12/1986 Cucos, Inc. O.T.C. 340 5.89 7.25 18.8%

9/23/1994 Davox Corporation O.T.C. 533 1.88 3.50 46.4%

1/13/1988 Del Electronics O.T.C. 184 2.14 3.625 41.0%

2/28/1996 Dense Pac Microsystems, Inc. O.T.C. 900 5.00 6.50 23.1%

7/1/1992 Edmark Corp. O.T.C. 381 5.25 6.25 16.0%

11/10/1981 Electro Nucleonics O.T.C. 111 9.50 12.625 24.8%

9/22/1995 Esmor Correction Services, Inc. O.T.C. 497 7.75 11.50 32.6%

3/27/1991 Gendex Corp. O.T.C. 400 12.50 15.00 16.7%

10/31/1986 Harken Oil & Gas, Inc. O.T.C. 1,351 1.48 2.125 30.4%

6/16/1998 HORIZON Pharmacies, Inc. A.S.E. 737 9.50 11.75 19.1%

10/23/1997 HORIZON Pharmacies, Inc. A.S.E. 465 10.08 14.00 28.0%

9/2/1983 ICN Pharmaceuticals, Inc. N.Y.S.E. 1,000 9.40 10.50 10.5%

3/26/1999 Integrated Transportation Network

Group, Inc.

O.T.C. 2,000 2.00 4.4375 54.9%

9/22/1997 Interlink Electronics, Inc. O.T.C. 324 6.94 9.13 23.9%

3/16/1992 Ion Laser Technology, Inc. O.T.C. 557 1.75 2.97 41.1%

2/14/1994 Max & Erma’s Restaurants, Inc. O.T.C. 156 7.64 8.75 12.7%

5/8/1986 Medco Containment Services, Inc. O.T.C. 2,941 34.00 40.25 15.5%

11/20/1985 Newport Pharmaceuticals, Intl., Inc. O.T.C. 850 7.00 11.25 37.8%

3/5/1996 Nobel Education Dynamics, Inc. O.T.C. 1,000 12.00 14.875 19.3%

4/11/1993 Noble Roman’s, Inc. O.T.C. 417 3.00 3.625 17.2%

6/1/1987 North American Holding Corporation O.T.C. 375 8.00 11.50 30.4%

5/31/1983 North Hills Electronics, Inc. O.T.C. 350 10.50 16.563 36.6%

11/14/1991 Photographic Sciences Corp. O.T.C. 1,200 4.17 8.25 49.5%

8/18/1993 Presidential Life Corporation O.T.C. 5,250 7.25 8.625 15.9%

12/21/1989 Pride Petroleum Services, Inc. O.T.C. 4,300 5.00 6.625 24.5%

6/17/1991 Quadrex Corp. O.T.C. 1,000 5.00 8.25 39.4%

2/21/1980 Quality Care, Inc. O.T.C. 600 5.25 8.00 34.4%

12/11/1980 Ragen Precision, Inc. O.T.C. 200 10.00 11.813 15.3%

3/17/1992 REN Corporation-USA O.T.C. 1,171 10.25 14.50 29.3%

10/1/1992 REN Corporation-USA O.T.C. 5,500 9.75 11.875 17.9%

4/18/1997 Reuter Manufacturing, Inc. O.T.C. 1,517 3.00 4.875 38.5%

11/20/1985 Ryan’s Family Steak Houses, Inc. O.T.C. 250 21.00 23.00 8.7%

3/21/1985 Ryan’s Family Steak Houses, Inc. O.T.C. 450 16.11 17.00 5.2%

6/30/1988 Sahlen & Associates, Inc. O.T.C. 3,222 1.88 2.594 27.5%

3/6/1985 Starrett Housing Corp. A.S.E. 300 10.00 18.13 44.8%

6/12/1985 Sudbury Holdings, Inc. O.T.C. 4,700 4.75 8.875 46.5%

(continued)
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� The average discount for lack of marketability was about 27 percent.

� The median discount for lack of marketability was about 25 percent.

� Only one of the 59 transactions occurred at a price equal to the market price.

� The remaining 58 transactions all reflected discounts for lack of marketability ranging

from a low of about 3 percent to a high of 58 percent.

The authors also analyzed the relationships of specific factors and the size of dis-

counts. Following are some of their possibly more important findings.

FACTORS WITH THE MOST EXPLANATORY POWER

Certain factors tended to be better correlated with the size of discounts.

Size of Revenues

Companies with higher revenues tended to have lower discounts. Exhibit 6.10 shows the

relationship between the level of revenues and the size of the discount.

Exhibit 6.9 Continued

Date Company

Location

of

Market

Number of

Shares Sold

Privately

(000)

Private

Sale Price

Per Share

($)

Market Price

Per Share

($) Discount

6/21/1983 Superior Care, Inc. A.S.E. 1,415 4.00 6.88 41.9%

2/15/1984 Sym-Tek Systems, Inc. O.T.C. 85 11.71 17.125 31.6%

8/22/1984 Telepictures Corp. O.T.C. 1,000 15.25 17.25 11.6%

7/1/1998 Total Research Corporation O.T.C. 1,000 2.25 3.69 39.0%

2/29/1996 Unimed Pharmaceuticals, Inc. O.T.C. 1,400 6.00 7.125 15.8%

1/31/1984 Velo-Bind, Inc. O.T.C. 300 7.75 9.625 19.5%

7/30/1980 Western Digital Corp. O.T.C. 2,500 3.13 5.938 47.3%

2/22/1991 50-Off Stores, Inc. O.T.C. 810 7.00 8.00 12.5%

Median 24.8%

Average 27.4%

Exhibit 6.10 Relationship between Revenues and Discount, Management Planning Study

Company

Revenues

($000) Discount Median Average

Air Express International Corp. 292,952 0.0%

Crystal Oil Co. 273,294 24.1%

Presidential Life Corporation 209,008 15.9%

AirTran Corp. 124,331 19.4%

Sudbury Holdings, Inc. 118,068 46.5%

Starrett Housing Corp. 105,147 44.8%

50-Off Stores, Inc. 78,123 12.5% 19.3% 21.7%

Telepictures Corp. 74,186 11.6%

Medco Containment Services, Inc. 73,615 15.5%

Pride Petroleum Services, Inc. 65,898 24.5%

Sahlen & Associates, Inc. 54,949 27.5%
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Gendex Corp. 54,508 16.7%

REN Corporation-USA (10/1/92) 53,427 17.9%

REN Corporation-USA (3/17/92) 53,427 29.3%

Nobel Education Dynamics, Inc. 44,154 19.3%

Max & Erma’s Restaurants, Inc. 43,273 12.7%

ICN Pharmaceuticals, Inc. 38,774 10.5%

North American Holding Corporation (a) 36,677 30.4%

Superior Care, Inc. 36,399 41.9%

Electro Nucleonics 34,959 24.8%

Total Research Corporation 34,057 39.0%

Davox Corporation 33,756 46.4% 24.8% 25.3%

Quadrex Corp. 33,169 39.4%

Ryan’s Family Steak Houses, Inc. (11/20/85) 31,995 8.7%

Ryan’s Family Steak Houses, Inc. (3/21/85) 31,995 5.2%

Ragen Precision Industries, Inc. 29,750 15.3%

HORIZON Pharmacies, Inc. (6/16/98) 28,429 19.1%

Angeles Corp. 28,273 19.6%

Quality Care, Inc. 28,225 34.4%

Esmor Correctional Services, Inc. 24,273 32.6%

Velo-Bind, Inc. 23,466 19.5%

Integrated Transportation Network Group, Inc. 22,343 54.9%

Byers Communications Systems, Inc. 21,180 22.5%

Western Digital Corp. 20,603 47.3%

Sym-Tek Systems, Inc. 20,079 31.6%

ARC Capital 19,394 18.8%

Dense Pac Microsystems, Inc. 18,006 23.1% 28.0% 31.4%

Black Warrior Wireline Corp. 17,062 27.3%

Photographic Sciences Corporation 16,434 49.5%

Reuter Manufacturing, Inc. 14,174 38.5%

Interlink Electronics, Inc. 13,485 23.9%

HORIZON Pharmacies, Inc. (10/23/97) 13,136 28.0%

Newport Pharmaceuticals, Intl., Inc. 10,469 37.8%

Blyth Holdings, Inc. 9,282 31.4%

Noble Roman’s, Inc. 9,103 17.2%

Harken Oil & Gas, Inc. 8,689 30.4%

Anaren Microwave, Inc. 8,306 34.2%

Centennial Technologies, Inc. 8,213 2.8%

Bioplasty, Inc. 7,872 31.1%

Unimed Pharmaceuticals, Inc. 7,412 15.8%

Chantal Pharmaceutical Corporation 7,215 44.8%

Cucos, Inc. 6,802 18.8% 32.7% 31.4%

Biopool International, Inc. 6,662 12.4%

Del Electronics Corporation 6,492 41.0%

Edmark Corp. 5,963 16.0%

AW Computer Systems, Inc. 4,261 57.3%

Besicorp Group, Inc. 3,964 57.6%

North Hills Electronics, Inc. 3,384 36.6%

Ion Laser Technology, Inc. 3,194 41.1%

Exhibit 6.10 Continued

Company

Revenues

($000) Discount Median Average
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Size of Earnings

Companies with higher earnings tended to be associated with lower discounts.

Exhibit 6.11 shows the relationship between the level of earnings and the size of the

discount.

Exhibit 6.11 Relationship between Earnings and Discount, Management Planning Study

Company

Earnings

($000) Discount Median Average

Presidential Life Corporation 23,967 15.9%

Crystal Oil Co. 9,113 24.1%

Integrated Transportation Network Group, Inc. 7,869 54.9%

AirTran Corp. 6,740 19.4%

Telepictures Corp. 6,057 11.6%

Starrett Housing Corp. 5,195 44.8%

Medco Containment Services, Inc. 3,931 15.5% 16.7% 20.6%

Nobel Education Dynamics, Inc. 3,906 19.3%

Ryan’s Family Steak Houses, Inc. (11/20/85) 3,345 8.7%

Ryan’s Family Steak Houses, Inc. (3/21/85) 3,345 5.2%

Angeles Corp. 3,095 19.6%

ICN Pharmaceuticals, Inc. 2,967 10.5%

North American Holding Corporation (a) 2,921 30.4%

Gendex Corp. 2,901 16.7%

50-Off Stores, Inc. 2,816 12.5%

Sahlen & Associates, Inc. 2,064 27.5%

REN Corporation-USA (10/1/92) 1,830 17.9%

REN Corporation-USA (3/17/92) 1,830 29.3%

Electro Nucleonics 1,791 24.8%

Dense Pac Microsystems, Inc. 1,698 23.1%

Sudbury Holdings, Inc. 1,635 46.5%

Esmor Correctional Services, Inc. 1,543 32.6% 27.5% 28.4%

Max & Erma’s Restaurants, Inc. 1,371 12.7%

Total Research Corporation 1,124 39.0%

ARC Capital 942 18.8%

Ragen Precision Industries, Inc. 861 15.3%

Velo-Bind, Inc. 841 19.5%

Sym-Tek Systems, Inc. 780 31.6%

Reuter Manufacturing, Inc. 749 38.5%

Photographic Sciences Corporation 729 49.5%

Western Digital Corp. 678 47.3%

Newport Pharmaceuticals, Intl., Inc. 647 37.8%

Unimed Pharmaceuticals, Inc. 625 15.8%

Byers Communications Systems, Inc. 546 22.5%

Pride Petroleum Services, Inc. 544 24.5%

Interlink Electronics, Inc. 515 23.9%

Quality Care, Inc. 514 34.4% 31.1% 29.8%

Noble Roman’s, Inc. 491 17.2%

Centennial Technologies, Inc. 464 2.8%

Black Warrior Wireline Corp. 447 27.3%

North Hills Electronics, Inc. 439 36.6%
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Price Stability

Companies with greater trading price stability tended to have lower discounts.

Value of Block

Larger dollar value blocks tended to have lower discounts.

Quarters to Sell Blocks

The greater the number of quarters needed to sell the block (based on trading volume)

generally the higher the discount.

Trading Volume

Transactions where the size of the block represented a higher percentage of trading vol-

ume tended to have somewhat higher discounts.

FACTORS WITH SOME EXPLANATORY POWER

Several factors were found to be somewhat related to the size of discounts.

Revenue Stability

Higher revenue stability was somewhat related to lower discounts.

Earnings Stability

The most stable earnings were associated with lower discounts.

Anaren Microwave, Inc. 428 34.2%

Chantal Pharmaceutical Corporation 406 44.8%

Bioplasty, Inc. 399 31.1%

Davox Corporation 385 46.4%

Edmark Corp. 364 16.0%

AW Computer Systems, Inc. 354 57.3%

Quadrex Corp. 347 39.4%

Superior Care, Inc. 336 41.9%

HORIZON Pharmacies, Inc. (6/16/98) 327 19.1%

Cucos, Inc. 272 18.8%

Besicorp Group, Inc. 265 57.6% 30.9% 31.0%

Del Electronics Corporation 240 41.0%

Harken Oil & Gas, Inc. 204 30.4%

HORIZON Pharmacies, Inc. (10/23/97) 196 28.0%

Air Express International Corp. 184 0.0%

Biopool International, Inc. 141 12.4%

Ion Laser Technology, Inc. 123 41.1%

Blyth Holdings, Inc. 99 31.4%

Exhibit 6.11 Continued

Company

Earnings

($000) Discount Median Average
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FACTORS WITH MINIMUM EXPLANATORY POWER

Some factors had little correlation with the size of discounts.

Debt Ratio

There appeared to be no relationship between discounts and debt ratio seen in the four

quartiles.

Shares Outstanding

There appeared to be no relationship between discounts and number of shares outstanding.

State of Market

The data showed no significant relationship between the discounts during rising versus

falling market conditions.

JOHNSON STUDY

Bruce Johnson, of the firm Munroe, Park & Johnson, studied 72 private placement trans-

actions that occurred in 1991 through 1995.16 This was the first half decade after the Rule

144 restrictions were relaxed. The range was a 10 percent premium to a 60 percent dis-

count with an average discount for the 72 transactions of 20 percent.

The study analyzed four factors that might influence the size of the discount: (1) posi-

tive net income, (2) sales volume, (3) transaction value, and (4) net income strength. The

results of his study are shown in Exhibit 6.12.

COLUMBIA FINANCIAL ADVISORS STUDY

As of this writing, there are two restricted stock studies undertaken since the Rule 144

holding period was reduced to one year in 1997, and the one headed by Kathryn Asch-

wald at Columbia Financial Advisors, Inc. (CFA) is one of them (the other is The FMV

Restricted Stock Study17).

Their study was divided into two parts: January 1, 1996, through April 30, 1997 (be-

fore the reduction in the Rule 144 holding period), and May 1, 1997, through December

31, 1998 (after the one-year holding period became effective, April 29, 1997).

They identified 23 transactions for the 1996–April 1997 period, with discounts rang-

ing from 0.8 to 67.5 percent, with a mean of 21 percent. For the May 1997–December

1998 period, they identified 15 transactions, with a range of 0 to 30 percent, and a mean

of 13 percent, and a median of 9 percent.

As explained by Kathryn Aschwald, author of the CFA study:

Many ‘‘rumblings’’ in the appraisal community have centered around the fact that discounts

for restricted stock have been declining, and many appear to be concerned about what this

might mean in valuing privately held securities. It makes perfect sense that the discounts for

restricted securities have generally declined since 1990 as the market (and liquidity) for the-

ses [sic] securities has increased due to Rule 144A and the shortening of restricted stock

holding periods beginning April 29, 1997. Thus, while the newer studies are specifically
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relevant for determining the appropriate discounts for restricted securities, the studies con-

ducted after 1990 are not relevant for purposes of determining discounts for lack of market-

ability for privately held stock, because they reflect the increased liquidity in the market for

restricted securities. Such increased liquidity is not present in privately held securities.18

LIQUISTAT DATABASE

The LiquiStat database, a study by Pluris Valuation Advisors LLC, is a continuously

updated database of transactions in the secondary market for illiquid securities. Different

from other studies, the LiquiStat database specializes in the analysis of discounts taken

when investors not affiliated with the issuing company sell restricted stock in private trans-

actions to other investors. The LiquiStat database is available at www.PlurisValuation.com.

The LiquiStat database is further analyzed in Chapter 7.

SUMMARY

The many independent restricted stock studies, encompassing hundreds of transactions,

are remarkably consistent over time. They indicate discounts in the 33 to 35 percent

range, up until the SEC started loosening the restrictions in 1990. After that, discounts

Exhibit 6.12 Johnson Study

Total Net Income Avg Discount

Negative 22.5%

$0 to $1M 26.0%

$1M to $10M 18.1%

+ $10M 6.3%

Total Sales Avg Discount

$0 to $10M 23.5%

$10M to $50M 19.4%

$50M to $200M 17.7%

+$200M 13.0%

Transaction Size Avg Discount

$0 to $5M 26.7%

$5M to $10M 20.9%

$10M to $25M 17.0%

+$25M 10.8%

Net Income Margin Avg Discount

Negative 22.5%

0% to 5% 23.7%

5% to 10% 15.2%

+10% 11.6%

Source: Bruce Johnson, ‘‘Quantitative Support for Discounts for Lack of Mar-

ketability,’’ Business Valuation Review (December 1999): 152–155.
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dropped, reflecting greater liquidity, especially after the holding period was reduced from

two years to one year in 1997.

The studies do not address the most important factor influencing the magnitudes of

discounts, that is, the level of dividends or cash distributions. This is because almost

none of the companies involved in the studies paid dividends. (The Partnership Re-Sale

Discount studies described in Chapter 11 make the point, however, that distributions are

a major factor.) Nonetheless, the restricted stock studies are helpful in identifying several

other factors that do and do not impact the size of discounts for lack of marketability.

Chapter 11 examines the impact of various factors in some detail.
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Chapter 7

LiquiStat Database (Restricted
Stocks, Options, Warrants, and
Convertible Securities)

By Espen Robak and Angelina McKedy

Restricted Stock as a Basis

Biases Beyond Illiquidity in Traditional Restricted Stocks
Control and Monitoring
Capital Scarcity
Lemon Theory (Information Asymmetry)
Other Factors

How LiquiStat Is Different

Options and Warrants in LiquiStat

Convertible Securities in LiquiStat

Summary

The LiquiStat database, a study by Espen Robak at Pluris Valuation Advisors LLC, is a

continuously updated database of transactions in the secondary market for illiquid securi-

ties. Different from other studies, the LiquiStat database specializes in the analysis of

discounts taken when investors not affiliated with the issuing company sell restricted

stock in private transactions to other investors. See Exhibit 7.1 for the LiquiStat discounts

for restricted stock. Additional data on the LiquiStat database is available at www

.PlurisValuation.com.

In this chapter we look at an alternative to the more traditional restricted stock studies

appraisers have utilized in the past to determine discounts for illiquidity. The LiquiStat

database created by Pluris Valuation Advisors, LLC takes a new approach to analyzing

restricted stock transactions to reflect arm’s length transactions on an investor-to-

investor basis. The LiquiStat database also tackles for the first time discounts associated

with warrants and convertible securities—along with other illiquid assets. Future releases

of the LiquiStat database will include information on trading in illiquid debt instruments,

including auction-rate securities and other structured finance vehicles; distressed debt and

claims against distressed companies, including bankruptcy claims; and data on secondary

market trading in common stock of private companies.
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RESTRICTED STOCK AS A BASIS

Restricted stock studies discussed in Chapter 6 analyze the difference between sales of liquid

and illiquid securities otherwise identical in nature. Most restricted stock studies involve a

comparison of the public market trading price and private placements called PIPEs (Private

Investments in Public Equity). PIPEs typically involve companies small in nature (worth less

than $100 million), and the companies are often in financial distress. The PIPEs are used to

infuse capital into these companies. Because of the nature of the transactions one could argue

that they are not truly comparable to the public market transactions they are compared to in

these studies and therefore the discount associated with these restricted stock studies might be

smaller than it would be in arm’s length investor-to-investor transactions. Chapter 6 gives

more in depth details of the traditional restricted stock private placement studies.

The private placement studies are a theoretically valid method for measuring il-

liquidity—if there are no factors other than illiquidity present that affect the private place-

ment price and if sufficient information on each deal can be analyzed. However, PIPEs and

other private placements are often uniquely structured and the information disclosed on each

deal may be insufficient to arrive at an accurate measure of the discount in each case. For

example, the exact time of the pricing of each deal is often not publicly disclosed. Espe-

cially for highly volatile stocks, if the timing of the deal is off by just a few days, the impact

on the measured discount (versus the actual discount) may be considerable.

BIASES BEYOND ILLIQUIDITY IN TRADITIONAL
RESTRICTED STOCK STUDIES

In restricted stock private placement studies, the illiquidity discount is assumed to be the

difference between the private placement price and the ‘‘market’’ price of a specific

Exhibit 7.1 LiquiStat Discounts for Restricted Stocks
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Source: Espen Robak, Fair Value of Illiquid Securities: Restricted Securities and Auction-

Rate Securities, Handbook on FAS 157 and Fair Value-How Do We Get from Here to

There? March 2008. Used with permission. Available at www.PlurisValuation.com.
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How LiquiStat Is Different 115

stock. However, other biases may be present that affect the discount in the private place-

ment price of equity. These factors may include:

Control and Monitoring. Where the seller of the shares assumes the investor will

take an active role in management, where the discount could be explained as compensa-

tion to the buyer for their enhanced role in company.

Capital ‘‘Scarcity.’’ Firms issuing private equity are in need of raising capital due to

financial conditions, meaning the firm is most likely in financial distress.

Lemon Theory (Information Asymmetry). An assumption that the seller has ad-

verse knowledge of the equity, which is unknown to the buyer. In other words, if the

equity was so attractive why would the seller be selling it? This skepticism may result in

an additional discount.

Other Factors. Even accounting for the discount, restricted stock private placement

investors often do poorly, assuming they hold until the end of the Rule 144 holding pe-

riod (the stock deteriorates further). One explanation may be that such buyers overpay

due to the additional ‘‘selling’’ involved in the deal process. Another explanation may be

that the buyers routinely shortcut the Rule 144 holding period through early registrations,

hedging, short selling, or other techniques.

The LiquiStat Database attempts to remove these additional factors that may impact

the discount in restricted stock sales. In addition, the LiquiStat database avoids the seri-

ous flaws inherent in the traditional private placement studies due to the limited informa-

tion available to the compilers of such studies.

HOW LIQUISTAT IS DIFFERENT

The LiquiStat database aims to capture true arm’s length transactions that are investor-to-

investor. The database is created by Pluris Valuation Advisors LLC. LiquiStat contains

transactions facilitated by SecondMarket, an intermediary specializing in illiquid securi-

ties and assets. The buyers and sellers tend to be hedge funds, institutions, or other

accredited investors. For the transactions in the LiquiStat database, the investors are not

affiliated with the issuer of the stock and do not have any material nonpublic information

about the issuer of the stock. It is assumed that the investors are aware of all the publicly

available information of the stock, including trading price and volume histories, stock

price volatilities and similar information available to a sophisticated investor. By remov-

ing the issuer and any affiliates of the issuer from the transaction, the additional factors

that may influence the discounts on restricted stocks are mitigated. Additionally, Liqui-

Stat is the first database to separate warrant and convertible securities transactions.

By assuring that both the buyer and the seller are not affiliated with the issuer of the

securities, the LiquiStat database eliminates transactions that could have additional dis-

counts for control and monitor and information asymmetry. The transactions are also in

transfers of stock, not new issuances; therefore the idea of the issuing company needing

to infuse new capital is removed. Without these additional factors, the LiquiStat more

truly captures only the discount associated with liquidity.

LiquiStat pulls its data from the SecondMarket trading network (SecondMarket). Sec-

ondMarket is believed to be the largest trading network for restricted securities any-

where, with more than 200 institutions and accredited investors as members.1 All

Second-Market transactions that are used by LiquiStat are time and date stamped, which

allows for precision in determining the market reference price to compare the transaction

to. This is in comparison to other private placement studies in which the exact timing of
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the transactions is almost always unknown. The LiquiStat database is then able to corre-

late the days remaining in the holding period of the restricted stocks with the discount.

The LiquiStat database analyzes in each transaction the market capitalization, block

size of the transaction, revenue of the issuer company, remaining holding period for the

restricted stock, the current market prices of stock, volatility and applicable discount rate

between the restricted stock and the freely traded stock available in the market place. See

Exhibit 7.2 for Restricted Stock Discounts from LiquiStat.

OPTIONS AND WARRANTS IN LIQUISTAT

Until LiquiStat, there has never been a study of marketability discounts applicable to

warrants or stock options. The SecondMarket trading network has had a great volume of

trading in common stock warrants—the equivalent of common stock call options—since

inception. Considering the great volume of stock options issued every year subject to

financial reporting and/or tax reporting requirements, the lack of data on stock options

thus far has been an impediment to accurate valuations.

The data shows that warrants trade at significant discounts from their Black-Scholes

model values—much greater discounts than those for restricted stock. The discounts are a

function of the variance of the stock, the delta of the warrant (the ‘‘delta’’ of the option or

warrant is one of the calculation steps in the Black-Scholes formula and describes the

relationship between the stock price and the option price), a measure of how far the op-

tion is into or out of the money, the block size, the market value of the issuing firm, and

other factors. Internal analysis by Pluris Valuation Advisors found that warrant discounts

(from the Black-Scholes formula value) are:

Exhibit 7.2 Restricted Stock Discounts from LiquiStat

Restricted Stock Discounts (SecondMarket)

Market

Cap ($m)

Block

Size (%)

Total

Assets ($m)

Holding

Period (Days)

Market

Price ($)

Volatility

(%)

Discount

(%)

Average 293 450 124 203 7.89 86 28.3

Median 203 76 38 210 4.03 77 22.9

1st Quintile 407 35 48 227 13.11 81 12.8

2nd Quintile 100 59 54 251 3.63 74 19.4

3rd Quintile 90 40 54 105 3.85 76 22.9

4th Quintile 232 256 13 229 5.24 68 35.0

5th Quintile 99 274 7 197 2.70 104 47.5

Source: Pluris Valuation Advisors LLC, available at www.PlurisValuation.com.

� As much as 10 to 20 percentage points higher than restricted stock discounts

� Greater the greater the volatility of the stock underlying the warrant

� Greater the greater the quantity of warrants sold

� Lower the higher the intrinsic value of the warrant

� Greater the higher the time value of the warrant

� Greater the longer the time to expiration

� Lower the greater the market capitalization of the issuer company
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The LiquiStat database for warrants analyzes in each transaction, the market capitali-

zation, stock price, intrinsic value, delta, moneyness (or how far in or out of the money

the warrant is), volatility of the stock, and the discount. See Exhibit 7.3 for Warrant Dis-

counts from LiquiStat.

CONVERTIBLE SECURITIES IN LIQUISTAT

The LiquiStat database also shows significant trading activity on the SecondMarket trad-

ing network in convertible debentures and convertible preferred shares. This data, along

with the LiquiStat database, helps in determining the appropriate option-adjusted yield

spreads for convertible securities. The analysis should always consider the price the con-

vertible instruments are issued at, as well as the warrant coverage (the amount of war-

rants issued with a debenture as ‘‘sweeteners’’) and the percentage of the total purchase

price that is represented by the warrant coverage.

Convertible securities generally have two value components: a fixed income compo-

nent and an optionality component. The value of the fixed income component changes

relative to interest rates, credit spreads, and the idiosyncratic risk premium of the issuing

company (and fluctuates in opposite direction to the option-adjusted yield). The value of

the optionality component fluctuates with the stock price of the issuing company and

reflects the value of the option of the holder to convert the bond to common stock at the

conversion price. Non-traded convertibles are subject to significant illiquidity adjust-

ments and trade at a discount from the value of actively traded convertibles.

Exhibit 7.3 Warrant Discounts from LiquiStat

Warrant Stock Discounts (RSTN)

Market

Cap ($m)

Stock

Price ($)

Intrinsic

Value ($) Delta Money-ness

Volatility

(%)

Discount

(%)

Average 231 6.81 2.31 0.817 0.202 7686.3 42.7

Median 153 4.12 0.38 0.831 0.153 69 44.2

1st Quintile 229 7.66 2.16 0.903 0.471 52 15.3

2nd Quintile 160 4.96 1.42 0.841 0.317 66 30.2

3rd Quintile 127 4.40 0.43 0.794 0.139 60 44.5

4th Quintile 123 2.45 0.00 0.830 �0.058 83 56.8

5th Quintile 106 2.44 0.00 0.803 �0.184 90 66.9

Source: Pluris Valuation Advisors LLC, available at www.PlurisValuation.com.

SUMMARY

The LiquiStat database offers appraisers an alternative in determining discounts for lack

of liquidity. The database includes transactions that have details about the buyer, the

seller, and the transaction time frame, all of which can be applied in capturing a discount

for illiquidity. Additionally, LiquiStat provides information on discounts associated with

transactions in options/warrants and convertible securities both of which have not been

analyzed previously.
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Chapter 8

Blockage Discounts

Blockage Is Distinct from Restricted Stock

Factors to Analyze in Quantifying Blockage Discount
Size of Block Relative to Trading Volume

Number of Shares as a Percentage of Outstanding Shares
Size of the Block Relative to the Float
Number of Individual and Institutional Shareholders

Characteristics of the Stock Itself
Market Factors

Trading Market
Price Volatility
Other Block Trades
Market Exposure
Price Trends

Current Outlook
Market Impact of the Block
Institutional Ownership

Must Consider Ways of Selling Stock

‘‘Price Pressure’’ and ‘‘Market Exposure’’

Block Buyer Could Ameliorate Blockage Discount

Blockage Discounts Recognized in Estate and Gift Tax Regulations

Blockage Discounts in U.S. Tax Court
Multiple Gifts Must Be Valued Separately
Each Case Depends on Unique Facts and Circumstances

Financial Accounting Standards That May Affect Blockage Discounts

Blockage Discounts Used to Estimate Illiquidity Discounts

Summary

The concept of blockage applies primarily to a holding of publicly traded stock, when the

block is so large relative to normal trading volume that either an instant sale probably

would be at a discounted price compared to the prevailing market or else it would take a

long time to sell. (See Exhibit 8.1 for definitions.) The concept also applies to real estate,

when the quantity being appraised could only be sold at a discounted price compared to

the prevailing market for small parcels or else it would take the market a long time to

absorb it. The principle also applies to property such as collections of art and antiques.

Disputes as to whether a discount for blockage is applicable and, if so, the magnitude

of the discount arise most commonly in the determination of fair market value for gift

This chapter was updated from the first edition by Angelina McKedy.
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and estate tax purposes, but they could apply in divorce, insolvency, and other contexts

as well.

BLOCKAGE IS DISTINCT FROM RESTRICTED STOCK

Like minority and marketability, the concepts of blockage and restricted stock are sepa-

rate concepts, although they can be related. Blockage refers to difficulty in selling be-

cause of the size of the block relative to the market. Restricted stock refers to difficulty

in selling because of regulatory or contractual restraints on selling. While restricted stock

discounts may easily be over 30 percent, discounts for blockage usually are considerably

less, typically under 15 percent, although they have been as high as 25 percent.

In some cases the detrimental effects of blockage and restricted stock are lumped to-

gether and reported only as a single discount. In other cases both restricted stock and

blockage discounts have been allowed and quantified separately.1

FACTORS TO ANALYZE IN QUANTIFYING
BLOCKAGE DISCOUNTS

This section lists factors to consider in estimating the size of the blockage discount. To

the extent that they are relevant, they should be presented in detail in the valuation report.

Some excellent illustrative tables are contained in Joseph Estabrook’s chapter on block-

age discounts in Handbook of Advanced Business Valuation.2

SIZE OF BLOCK RELATIVE TO TRADING VOLUME

The most important single factor is how many shares the block constitutes relative to

normal daily, weekly, monthly, or annual trading volume. Tabular support can include a

record of prices and volume for some relevant period.

Other factors relating to the size of the block could also be relevant.

Exhibit 8.1 Definitions of Blockage and Blockage Discount

Blockage Discount An amount or percentage deducted from the current market price of a publicly

traded security to reflect the decrease in the per share value of a block of those securities that is of a

size that could not be sold in a reasonable period of time given normal trading volume.a

Blockage Recognition in the field of taxation of fact that in some instances a large block of stock

cannot be marketed and turned into cash as readily as a few shares. Citizens Fidelity Bank & Trust

Co. v. Reeves, Ky., 259 S.W.2d 432, 433. The discount at which a large block of stock sells below the

price of a smaller block is blockage. It is generally a phenomenon of shares which do not represent

the controlling interest in a corporation. See Blockage Rule.b

Blockage Rule The principle that a large block of stock shares may be valued at less than the total

value of the individual shares because such a large block may be difficult to sell at full price.c

aSource: International Glossary of Business Valuation Terms.
bSource: Black’s Law Dictionary, 6th ed.
cSource: Black’s Law Dictionary, 8th ed.

Factors to Analyze in Quantifying Blockage Discounts 119
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Number of Shares as a Percentage of Outstanding Shares

The larger the number relative to the total, the greater the likely necessary discount.

Size of the Block Relative to the Float

The float is the amount of stock available for market trading, generally considered to be

stock not held by insiders or control owners. Generally speaking, the larger the float, the

better the potential liquidity.

Number of Individual and Institutional Shareholders

A large number of shareholders and, particularly, a significant number of institutional

shareholders could contribute to liquidity for a large block.

CHARACTERISTICS OF THE STOCK ITSELF

Certain characteristics of the stock itself could be important. For example, does it pay

dividends? A block of stock with no dividend yield probably would be harder to place

than one with a good dividend yield. The analyst should note any special features, such

as whether there is more than one class of stock, as well as consider the implications of

those features.

MARKET FACTORS

Several aspects of the market for the stock may impact the potential discount.

Trading Market

Is it traded on the New York Stock Exchange (NYSE), American Stock Exchange (ASE),

a regional exchange, NASDAQ, or over-the-counter (OTC) market? Active markets like

the NYSE and NASDAQ could ease the problem compared to less active markets (unless,

of course, the desire to unload was known to traders and others who might short the stock

in anticipation of market weakness).

Price Volatility

Risk and expected return go hand in hand. High price volatility is often a negative factor

that exacerbates the blockage discount. A high beta also would be a negative factor.

Other Block Trades

Is there any history of other large block trades or secondary offerings?

Market Exposure

How many analysts follow the stock, and what reports have been issued? Have there been

any recent changes in their recommendations?
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Price Trends

Has the stock been on an upward or downward price trend? This factor seems to arise in

every discussion of blockage discounts. It appears that a downward price trend is consid-

ered a negative factor (higher discount) and an upward price trend a positive factor

(lower discount). If one believes that stock market prices are a random walk, recent

trends should not make any difference. However, in Estate of Davis v. Commissioner,

Judge Carolyn Chiechi recognized that it would take a long time to sell the block of stock

in question, yet she denied a blockage discount. The only clue to the denial of the dis-

count in the written opinion is that the stock had been on an upward price trend, a fact

emphasized by the expert for the IRS.3

CURRENT OUTLOOK

As with any valuation report, there should be some discussion of the outlook, at least for

company fundamentals, and also for the industry and the economy. While one would

expect these factors already to be reflected in the market price of the stock, they could

impinge still further on the blockage discount.

MARKET IMPACT OF THE BLOCK

Ultimately the question is this: What would be the impact on the market of the sale of

this block of stock? If marketed as a block, what price concession would be necessary?

If dribbled out, how much additional volume could the market absorb, if any, without

affecting the price, and how long would it take to sell the block in the normal course of

open market transactions?

The analyst may be able to gain some insight by interviewing brokers and/or market

makers. This seems like a reasonable step to consider in the overall process of estimating

a blockage discount. As George Hawkins explains it:

The market maker in the shares of the public company is normally the best place to start.

Market makers are specialists who actually serve as the intermediaries who match purchase

and sell orders for the stock, maintaining an inventory on hand of the shares to match the

needs of buyers and sellers and create an orderly market. Since they are in daily contact with

the liquidity and supply and demand forces of the stock, they are normally the best equipped

to estimate the price impacts of dumping a larger block of the shares on the market.4

INSTITUTIONAL OWNERSHIP

A higher blockage discount is much more likely in a smaller company with little or no

institutional ownership than in a larger company with more institutional ownership. The

reason is because, for the latter types of companies, the large-block trading desks of most

of the big investment banks will buy the block at, often, just a 1 to 7 percent discount,

because they know they can find a ready institutional buyer without much delay. How-

ever, these desks tend to shy away from blocks of companies for which they cannot read-

ily find a block buyer. For those companies with low institutional holdings, then, the

owner of the block is often left with no alternative but to sell the shares gradually into

the market.

Factors to Analyze in Quantifying Blockage Discounts 121
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MUST CONSIDER WAYS OF SELLING STOCK

In the valuation report, the analyst should consider the various mechanisms for selling the

stock, suggesting which method or methods would be likely to have the least depressing

effect on value.

The two most common methods of selling a large block would be a private placement

or dribbling the stock out onto the open market in small lots that would not be likely to

affect the price significantly. In the case of a private placement, one would estimate the

percentage discount that would be required to induce a buyer to purchase the entire block

outright. In the case of a dribble-out, one would estimate the present value of the

expected proceeds at a discount rate that reflected the time value of money and the risk

of depression in the stock price over the selling period.

Other possible mechanisms for selling include:

� The sale to an underwriting syndicate for resale to the public—secondary

distribution

� A special offering by which a broker may buy the entire block and resell it or

offer it

� Exchange distributions, in which one member acting as a principal or agent sells a

block to other members of the exchange who have solicited purchases.5

‘‘PRICE PRESSURE’’ AND ‘‘MARKET EXPOSURE’’

Will Frazier has suggested two components of cost that should be measured in estimating

a blockage discount: price pressure and market exposure.

Price pressure is the impact on the stock price when a large block depresses the

market. Frazier suggests measuring this by analyzing the factors outlined above, using

various assumed numbers of days to sell the stock.

What Frazier means by market exposure is the risk of encountering a lower stock

price during the holding period necessary to complete the liquidation of the shares, again

using various holding period scenarios. He suggests measuring this by estimating the cost

of a put option.6

BLOCK BUYER COULD AMELIORATE BLOCKAGE DISCOUNT

Brian Becker and Gary Gutzler comment on the basic principle that markets are a

function of supply and demand. They note that traditional blockage literature focuses

on the willing seller, generally assuming no willing buyers at the time for a block of

the subject’s size. They point out that it is difficult to buy as well as difficult to sell

large blocks. If someone were looking for a large block of the subject company at the

same time that the block became available, the increased demand would offset the

increased supply, and the depressing effect on the market price would be neutralized.7

While this hypothesis makes sense, its occurrence in real-world markets would be

purely coincidental.

122 Business Valuation Discounts and Premiums



E1C08_1 03/10/2009 123

BLOCKAGE DISCOUNTS RECOGNIZED IN ESTATE AND
GIFT TAX REGULATIONS

The concept of a discount for blockage is specifically recognized in the estate and gift tax

regulations:

In certain exceptional cases, the size of the block of stock to be valued in relation to the number

of shares changing hands in sales may be relevant in determining whether selling prices reflect

the fair market value of the block of stock to be valued. If the executor can show that the block

of stock to be valued is so large in relation to the actual sales on the existing market that it could

not be liquidated in a reasonable time without depressing the market, the price at which the

block could be sold as such outside the usual market, as through an underwriter, may be a more

accurate indication of value than market quotations. Complete data in support of any allowance

claimed due to the size of the block of stock shall be submitted with the return (Form 706 Estate

Tax Return or Form 709 Gift Tax Return). On the other hand, if the block of stock to be valued

represents a controlling interest, either actual or effective, in a going business, the price at which

other lots change hands may have little relation to its true value.8

BLOCKAGE DISCOUNTS IN U.S. TAX COURT

The concept of a discount for blockage for tax purposes goes all the way back to 1937. In

a landmark decision that is still frequently quoted, Safe Deposit and Trust Co. v. Com-

missioner, the Tax Court said: ‘‘Blockage is not a law of economics, a principle of law or

a rule of evidence. If the value of a given number of shares is influenced by the size of the

block, this is a matter of evidence and not of doctrinaire assumption.’’9 In other words, it

is based on the facts and circumstances of each case.

Exhibit 8.2 is a summary of tax cases dealing with blockage. While the exhibit is self-

explanatory, we will comment on a few of the principles demonstrated in the cases.

Exhibit 8.2 Summary of Selected Tax Cases Involving Blockage Discounts

Year

Case

Citation

Blockage

Discount Comments

2006 Estate of Gimbel v.

Commissioner,

2006 Tax Ct. Memo

LEXIS 274 (De-

cember 19, 2006).

14.2% combined on

restricted and non-

restricted shares

IRS asserted a discount in the range of 8 to 9%,

whereas taxpayer initially asserted a 20% dis-

count, but lowered this to 17%.

2000 Estate of Brocato v.

Commissioner, T.C.

Memo 1999-424

11% (on 7 of 8

real properties)

Petitioner asserted a 12.5% blockage discount for all

eight real properties while the IRS argued that a

discount of 1.92% should be applied to only seven

properties.

1999 Estate of Mellinger

v. Commissioner,

112 T.C. 26

25% Both parties presented expert testimony for a block-

age discount ranging from 15% to 35%; the court

made adjustments to petitioner’s methods.

1999 Estate of Foote v.

Commissioner, T.C.

Memo 1999-37

3.3% Court accepted IRS expert opinion of a 3.3% block-

age discount based on 16 factors; rejected tax-

payer’s expert’s reliance on past cases and a

22.5% blockage discount.

(continued)
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One of the largest discounts for blockage was found in a 1999 case, Estate of Mellin-

ger v. Commissioner. The stock in question was a very large block of a very thinly traded

public stock, Frederick’s of Hollywood. Both the taxpayer and the Internal Revenue Ser-

vice presented expert testimony, and Chief Judge Mary Ann Cohen concluded a blockage

discount of 25 percent.10

MULTIPLE GIFTS MUST BE VALUED SEPARATELY

The important principle that each gift must be valued separately may work against the

taxpayer for the purpose of estimating blockage discounts applicable to gifts. A block of

stock in an estate is valued as a whole, regardless of how it may be split up among multi-

ple heirs. This is an important legal concept that many appraisers misunderstand. In

estate taxes, what is valued is what the estate owns, regardless of the decedent’s will,

trusts, or other dispositive arrangements. By contrast, in gift taxes, multiple gifts to vari-

ous donees, even if made on the same day, must be valued separately. This principle was

affirmed with respect to blockage discounts in Rushton v. Commissioner.11

EACH CASE DEPENDS ON UNIQUE FACTS AND CIRCUMSTANCES

As with other aspects of valuation, the facts and circumstances of each case must stand

on their own. A quantification of blockage discounts cannot be determined by reference

to past blockage court cases.

Exhibit 8.2 Continued

Year

Case

Citation

Blockage

Discount Comments

1998 Estate of Davis v.

Commissioner,

110 T.C. 530

Zero Court disallowed a blockage discount because

Estate failed to carry burden of establishing that a

blockage or SEC Rule 144 discount should apply.

1998 Estate of McClatchy v.

Commissioner, 147

F.3d 1089 (9th Cir.)

15% IRS conceded a 15% blockage discount opined by

petitioner. Issue on appeal related to federal

securities law restrictions.

1997 Estate of Wright v.

Commissioner, T.C.

Memo 1997-53

10% Starting with the over-the-counter price of $50 per

share, taxpayer’s experts applied a 24% discount

for blockage and other factors; IRS expert applied

a control premium but no blockage discount.

1987 Adair v. Commis-

sioner, T.C. Memo

1987-494

5% For valuation of petitioner Adair’s stock, a blockage

discount was inappropriate. For valuation of

petitioner Borgeson’s stock, IRS expert opined to

no blockage discount and petitioner’s expert

opined to a 15% blockage discount.

1985 Robinson v. Commis-

sioner, T.C. Memo

1985-275

18% Respondent opined to a 6% blockage discount;

petitioner Robinson opined to a 40% combined

discount for federal securities restrictions and

blockage; petitioner Centronics opined to no

blockage discount.

1983 Steinberg v. Commis-

sioner, T.C. Memo

1983-534

27.5% Petitioner argued for a 30% blockage discount; IRS

argued for a 12.5% blockage discount.

1974 Rushton v. Commis-

sioner, 498 F.2d 88

(5th Cir.)

Zero Commissioner disallowed a blockage discount for

sale of 4 blocks of stock.
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In Estate of Christie v. Commissioner, the taxpayer suggested using an average of

discounts allowed in past court cases. The court opinion stated, ‘‘The suggestion is too

simplistic to require detailed comment.’’12

In Estate of Foote v. Commissioner, taxpayer’s expert opined to a 22.5 percent block-

age discount based on reported Tax Court cases that involved a blockage discount and

were factually similar to the subject. The expert for the IRS considered at least 16 factors

in arriving at a discount of 3.3 percent, including:

� Decedent’s shares were only 2.2 percent of the total shares outstanding.

� Decedent’s block was equal to the number of the subject company’s shares traded

during a 29-day period.

� The trading float of the stock.

� Dividend-paying record of the company.

� Current outlook for the company.

� The percentage of institutional ownership of stock.

� Effect of trading more than 50,000 shares of stock in eight separate trading days.13

The court adopted the IRS expert’s opinion, noting that he properly considered all the

relevant factors.

Estate of Branson v. Commissioner was unique in that there was no organized market

for the stock, but the company (a bank) maintained a list of interested buyers. Decedent’s

block size equaled several years’ worth of historical transactions, but the court also con-

sidered transactions of about a tenth to a quarter of decedent’s block size shortly before

death and within a year after death in deciding that the blockage discount should be 10

percent.14 The opinion also cites and quotes several earlier blockage discount cases.

In Estate of Gimbel v. Commissioner,15 the decedent owned more than 3.6 million

shares of Reliance Steel and Aluminum Company, a publicly traded company. The dece-

dent’s block of shares represented almost 13 percent of the company’s outstanding

stock—enough that the estate was considered an affiliate; and nearly all of its holdings

were subject to restrictions under applicable federal securities laws. The corporation’s

board later repurchased 2.27 million shares of the estate’s stock at $19.35 per share.

The IRS experts asserted that the shares should be discounted from the valuation date

trading price by only 8 or 9 percent, whereas an initial appraisal for the estate opined

that 20 percent was a proper discount. At trial, the estate lowered this to 17 percent. The

court found that a corporate repurchase of 20 percent of the estate’s stock was foresee-

able at the date of death. The court accepted a 13.9 percent repurchase discount that was

appropriate to utilize in the valuation of the 20 percent of the shares.

The court adopted the estate expert’s dribble-out methodology for the sale of the re-

maining restricted stock over time, reflecting a 14.4 percent discount from the valuation

date trading value. The net rate of discount thus amounted to 14.2 percent for all the

shares, both restricted and nonrestricted.

Interestingly, the court rejected the use of an option collar approach to determine the

discount, saying that ‘‘[c]ashless collars and prepaid variable forward contracts generally

are used with blocks of stock that are highly liquid and marketable’’; the court concluded

that there would not have been a market for such hedging contracts in this instance. Simi-

larly, in Litman v. United States,16 an income tax case involving the valuation of a very

large block of close to 10 million restricted shares of stock, where the restrictions were
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used to calculate a discount for lack of marketability rather than a blockage discount, the

court rejected the use of an option collar approach, finding that the size of the subject

company’s restricted stock, as compared to the public float, would render such a transac-

tion impossible as a practical, real-world matter.

FINANCIAL ACCOUNTING STANDARDS THAT MAY
AFFECT BLOCKAGE DISCOUNTS

FAS 157 no longer permits assets to be valued at cost. Investments currently booked

at cost—but which have decreased to lower than cost since the original investment—

must now be shown at the decreased fair value. Conversely, investments whose fair

value has increased since the initial investment must now reflect the appreciated

value (that is, the inability to apply a blockage discount to illiquid securities). This

increased mandatory disclosure may prompt investors to question not only the accu-

racy of these adjustments, but also the propriety of an entity’s assumption that cost is

equivalent to fair value.17

Unfortunately, FAS 157 contains what I perceive as an (perhaps unintended) internal

inconsistency with respect to blockage discounts. While FAS 157 purports to lead to an

‘‘exit price,’’ it makes a distinction between legally imposed restrictions on sale (e.g.,

restricted stock, which normally should be discounted) and market-imposed restrictions

(e.g., blocks of stock that are too large to be sold without depressing the market, which

should not be discounted for what the market refers to as ‘‘blockage’’).

BLOCKAGE DISCOUNTS USED TO ESTIMATE
ILLIQUIDITY DISCOUNTS

There is a school of thought among business appraisers that illiquidity discounts should

be treated separately from discounts for lack of marketability, but in this book illiquidity

is reflected in the discount for lack of marketability. However, blockage discount studies

have been utilized to estimate a discount for illiquidity. Dr. Ashok Abbott has written and

spoken on this topic on numerous occasions; articles on this topic can be found at www.

bvlibrary.com, as well as current updates to his study.

SUMMARY

A blockage discount is a discount related to the size of a block, recognizing that selling it

all at once would likely flood the market and depress the price. This discount can apply to

publicly traded stock, real estate, or collections of personal property. Blockage discounts

usually are applied in the context of estate and gift taxes, and are specifically recognized

in estate and gift tax regulations.

Blockage is different from illiquidity due to transfer restrictions. There are no hard

and fast rules for quantifying blockage discounts, but, as with other aspects of valuation,

each case must be analyzed on its specific facts and circumstances. This chapter dis-

cussed the factors to be analyzed in quantifying the blockage discount and summarized

selected U.S. Tax Court decisions in blockage discount cases.
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1. See, for example, Adair v. Commissioner, T.C. Memo 1987-494, 54 T.C.M. (CCH) 705 (1987), in

which the court allowed a discount for lack of marketability and also allowed a 5 percent additional

discount for blockage.

2. Joseph S. Estabrook, ‘‘Blockage Discounts,’’ Chapter 7 in Handbook of Advanced Business

Valuation, Robert F. Reilly and Robert P. Schweihs, eds. (New York: McGraw-Hill, 2000),
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Chapter 9

John Emory Pre–Initial Public
Offering Discount for Lack of
Marketability Studies—
Complete Underlying Data

Study #1: Adjusted Study, January 1980–June 1981

Study #2: Adjusted Study, January 1985–June 1986

Study #3: Adjusted Study, August 1987–January 1989

Study #4: Adjusted Study, February 1989–July 1990

Study #5: Adjusted Study, August 1990–January 1992

Study #6: Adjusted Study, February 1992–July 1993

Study #7: Adjusted Study, January 1994–June 1995

Study #8: Adjusted Study, November 1995–April 1997

Study #9: Adjusted Study, Dot-Com Companies, May 1997–March 2000

Study #10: Adjusted Expanded Study, May 1997–December 2000

Summary

Chapter 5 introduced three sets of pre-IPO marketability studies:

1. Willamette Management Associates

2. John Emory (Emory & Co., LLC)

3. Valuation Advisors

This chapter brings all of the transactions for the series of 10 Emory studies together

in one place. (In 2002, Emory & Co., LLC made adjustments to all 10 studies. Only the

adjusted study results are presented in this chapter.)1 For the convenience of subscribers

who wish to perform various statistical analyses across the data in the 10 studies, the data

are also accessible electronically at BVLibrary.com.

John Emory Sr. originated the studies while at Baird & Co., a Milwaukee investment

banking firm, where for many years he served as vice president in the corporate finance

department, in charge of appraisal services. He has continued the studies after leaving

Baird & Co. through his business valuation firm, Emory & Co., LLC, also in Milwaukee.

He is joined there by his son, John Emory Jr., and F. R. Dengel III, both of whom also

participate in updating the studies.
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A complete list of the articles accompanying each of the studies, most of which

were published in Business Valuation Review, is contained in the bibliography in

Appendix A.

The essential methodology for the studies has remained the same across the entire

series of the first eight studies. In summary, the company had to be financially sound,

and the private transaction had to occur within five months prior to the IPO date. In the

first eight studies, the following were eliminated:

� Development-stage companies

� Companies with a history of operating losses

� Companies with an IPO price under $5 per share

The criteria were relaxed, and some additional analyses were included in the ninth

study involving dot-com companies from May 1997 through March 2000 and the tenth

study involving expanded companies from May 1997 through December 2000.

Sources for the transactions were prospectuses in which Baird & Co. was a member

of the underwriting syndicate or transactions for which Emory had otherwise obtained

prospectuses.

The data are presented in chronological order, from the earliest through the latest.

STUDY #1: ADJUSTED STUDY, JANUARY 1980–JUNE 1981

The final two paragraphs of the article accompanying the first study summarize its

conclusions:

The final question to be answered is that if these kinds of discounts are appropriate for prom-

ising situations where marketability is probable, but not a certainty, how much greater should

discounts be for the typical company’s stock that has no marketability, little if any chance of

ever becoming marketable, and is in a neutral to unpromising situation? The inability to get

out of a once promising investment that has turned sour is something to be avoided. A mi-

nority investor cannot control the destiny of his investment and may well be reduced to

watching its value decline to nothing. I speak from personal experience.

It is apparent that lack of marketability is one of the more important aspects to value, and the

marketplace itself emphasizes this point. The size of discount for lack of marketability de-

pends on the individual situation and is governed by the promise of the company and the

likelihood of future marketability.2

The basic theme has not changed since.

The data for the adjusted first study is contained in Exhibit 9.1. Ninety-seven prospec-

tuses were reviewed, resulting in 12 qualifying transactions.

STUDY #2: ADJUSTED STUDY, JANUARY 1985–JUNE 1986

The text accompanying the second study is similar to that accompanying the first. Details

of the adjusted transactions are shown in Exhibit 9.2. This study encompassed 130 pro-

spectuses, this time yielding 19 qualifying transactions.

Study #2: Adjusted Study, January 1985–June 1986 129
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The average discounts, a mean and median of 43 percent, are significantly lower than

those shown in the first study. As the article points out, the first study was conducted at a

time of very depressed market conditions, while the second study was done at a time of

record market highs and a more active IPO market.

STUDY #3: ADJUSTED STUDY, AUGUST 1987–JANUARY 1989

The adjusted third study encompassed the October 1987 stock market crash. Neverthe-

less, the average discount of 38 percent was lower than the 43 percent discount found in

the second study.

The article accompanying this study observes that for several months after the crash

there was little IPO activity and that the postcrash IPOs were of significantly increased

quality and size. Emory also notes that there was little difference in discounts from the

pre– versus post–October 19, 1987, periods. In addition, he remarks that they found little

difference in discounts based on the equity size of the issuer. The adjusted transactions

data are shown in Exhibit 9.3. A review of 98 prospectuses produced 21 qualifying

transactions.

STUDY #4: ADJUSTED STUDY, FEBRUARY 1989–JULY 1990

In this study, the average discount was again 46 percent. Market conditions had

not changed drastically. After eliminations from 157 IPO prospectuses studied, only 17

qualifying transactions remained. The adjusted qualifying transactions are detailed in

Exhibit 9.4.

STUDY #5: ADJUSTED STUDY, AUGUST 1990–JANUARY 1992

This study covered 30 qualifying transactions out of 266 IPO prospectuses reviewed. The

mean discount was 34 percent and the median 33 percent. Adjusted transactions are listed

in Exhibit 9.5.

In the accompanying article, Emory comments that, after his eliminations, all the

companies were promising in nature, and their securities had good potential for becom-

ing readily marketable. Why else would a bona fide investment banker pursue an under-

writing commitment?

The point, again, of course, is the question of how much greater the discount should

be for the typical privately held minority block with little or no marketability and little or

no chance of ever attaining any marketability.

STUDY #6: ADJUSTED STUDY, FEBRUARY 1992–JULY 1993

In this adjusted study, the number of qualifying transactions jumped to 49, out of 443

prospectuses reviewed. The mean discount was 45 percent and the median 43 percent.

In the article accompanying this study, Emory points out that 32 of the 173 transac-

tions in the first six studies were actual sales, most of the rest being options granted at
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fair market value. In general, actual sales transactions occurred at greater discounts than

options. The six-study average discount for the 32 sales transactions was 49 percent, and

the median was 52.5 percent. Adjusted details are shown in Exhibit 9.6

The article also includes an anecdotal example of the reality of sales of closely held

stock at significant discounts from IPO prices:

As an example of the value of marketability, on July 21, 1993, Robert W. Baird & Co. Incor-

porated, my employer, was the managing underwriter in an initial public offering of

2,150,000 shares of Starcraft Automotive Corporation at a price of $10.00 per share. On

March 29, 1993, about four months before the IPO and with full knowledge of the IPO, in a

disclosed and arms-length negotiated transaction, a principal holding 50 percent of the vot-

ing stock, which represented 42 percent of the economic interest of Starcraft, negotiated a

sale of 738,400 shares of his Starcraft stock to Starcraft for a price of $5.42 per share, a

discount of 46 percent from the offering price. This same individual also sold another

486,000 shares less than four months later in the IPO at $10.00 per share and then he

retired.3

STUDY #7: ADJUSTED STUDY, JANUARY 1994–JUNE 1995

The seventh study covered 314 prospectuses, yielding 45 qualifying transactions. The

mean and median discounts were 45 percent and 47 percent respectively. Adjusted details

are shown in Exhibit 9.7.

STUDY #8: ADJUSTED STUDY, NOVEMBER 1995–APRIL 1997

This study covered 732 prospectuses and found 84 qualifying transactions in a strong

stock market and a market for IPOs that could be considered hot.

Again, the actual sales transactions were at slightly larger discounts than the group as

a whole. The total group of adjusted transactions is shown in Exhibit 9.8A, and a separate

table showing only the sales transactions is presented as Exhibit 9.8B.

Because more companies were arriving at the IPO market with no earnings, and in

some cases with no revenues, the 84 transactions tabulated are net after a final cut of 38

transactions that otherwise would have met the study’s criteria. This was done to keep the

companies used comparable in quality to those in prior studies. The mean and median

discounts for the 38 transactions eliminated were 48 percent and 47 percent, respectively,

versus the 43 percent and 42 percent found in the primary study.

STUDY #9: ADJUSTED STUDY, DOT-COM COMPANIES,
MAY 1997–MARCH 2000

The ninth study differed from its predecessors in four major respects:

1. Only companies with ‘‘com’’ in their names were included.

2. The study covered a 35-month period as opposed to the 18-month periods of each of

the eight earlier studies.

Study #9: Adjusted Study, Dot-Com Companies, May 1997–March 2000 131
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3. All transactions were actual sales, whereas the earlier studies also included options

issued.

4. Most of the companies did not have earnings.

There were 51 sales transactions used in the study after adjustment. These included

42 convertible preferred stock transactions and 9 common stock transactions. Many of

the transactions involved private equity funds, where the use of convertible preferred

stock rather than straight common stock is the typical practice. Most such stocks auto-

matically converted to common at the IPO date. The overall adjusted mean and median

discounts for the group of 48 were 51 percent, as detailed in Exhibit 9.9A.

The study also compiled and tabulated transactions and average discounts by SIC

code. These adjusted results are shown in Exhibit 9.9B.

A phenomenon of this group of dot-com IPOs was the tendency of their stocks to

experience significant price increases following the IPO. Consequently, in addition to the

pre-IPO transaction price relative to the IPO price, the study also related the transaction

price to the stock price at the close of the IPO date and the stock prices 90 days and 180

days after the IPO. The average results are shown below. The details for each adjusted

transaction are shown in Exhibit 9.9C.

Pre-IPO Discounts From:4

IPO Price IPO Date Close Price 90 Days after IPO Price 180 Days after IPO

Mean 48% 63% 63% 49%

Median 51% 68% 74% 74%

If there were multiple sale transactions within the five-month period prior to the IPO,

during the adjustment, the latest transaction within that time frame was used, and subse-

quent transactions were detailed in footnotes, as shown in Exhibit 9.9D. As would be

expected, the discount tended to drop as the transaction occurred closer to the IPO.

To determine how the discounts changed relative to revenues, equity, offer size, mar-

ket capitalization, or loss size, the study examined the average of the top and bottom 10

transactions in each of those categories. Only one of the 53 companies had positive earn-

ings. The results were as follows:

Mean Size of Discount from IPO Price

10 at Top of Category 10 at Bottom of Category

Revenue 55% 57%

Equity 52% 61%

IPO Size 59% 56%

Market Capitalization at IPO 63% 51%

Loss Size 63% (smallest net loss) 52% (largest net loss)

There seemed to be little correlation among revenues, equity, or IPO offer size and the

size of the discount.
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STUDY #10: ADJUSTED EXPANDED STUDY,
MAY 1997–DECEMBER 2000

The adjusted results for the tenth study are shown in Exhibit 9.10.

SUMMARY

The John Emory pre-IPO studies cover a span of 20 years and hundreds of transactions.

This chapter has documented every single transaction that was recorded in the studies in

that two-decade span.

The results are extremely consistent over time, documenting average discounts

around 46 percent over varying market conditions. The Emory Studies are summarized

in Exhibit 9.11.

In spite of the consistency of the averages, the dispersion of observations within each

study is quite wide. With the convenience of having all of the data here in one place (and

also online at BVLibrary.com), the analyst can examine the individual transactions to

select those most relevant to the subject valuation.

They broke down the total transactions between sale transactions and option transac-

tions. These results are shown in Exhibit 9.12. The sale transactions had much higher

discounts (median of 52 percent) compared with the option transactions (median 42

percent).

They also broke down the transactions in terms of the length of time between the

transaction and the IPO. These results are shown in Exhibit 9.13. They show consistently

lower discounts as the time approaches the IPO, ranging from a median of 54 percent for

transactions four to five months prior to the IPO to a median of 25 percent for transac-

tions within a month of the IPO. This strongly demonstrates that the perceived length of

the holding period is a major factor impacting the magnitude of the discount for lack of

marketability.
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Exhibit 9.9B Discounts by SIC Code, Pre-IPO Dot-Com Discount Study, May 1997–March

2000; Adjusted: October 19, 2002

SIC Code SIC Code Description Company

Discount from

IPO Price (1)

2750 Printing and Publishing Iprint.com 31%

2752 Commercial Printing,

Lithographic

ImageX.com 40%

3652 Phonograph Records, Prerecorded

Audio Tapes, Disks

MP3.com, Inc. 74%

3661 Telephone, Telegraph Apparatus Phone.com, Inc. 25%

Smarterkids.com 70%

Mean 48%

4813 Telephone Communications,

Except Radiotelephone

Deltathree.com 47%

5199 Nondurable Goods, Not

Elsewhere Classified

Sciquest.com 53%

5411 Grocery Stores Homegrocer.com 52%

5734 Computer, Computer Software

Stores

Buy.com 30%

5912 Drug, Proprietary Stores drugstore.com, Inc. 2%

PlanetRx.com, Inc. 46%

Mean 38%

5942 Book Stores Varsitybooks.com 33%

5945 Hobby, Toy, Game Shops Ashford.com, Inc. 12%

5961 Catalog, Mail-Order Houses Garden.com, Inc. 40%

Musicmaker.com, Inc. 59%

Neoforma.com 56%

Stamps.com, Inc. 50%

VitaminShoppe.com, Inc. 17%

Mean 38%

5963 Direct Selling Establishments Shopping.com 67%

5999 Miscellaneous Retail Stores,

Not Elsewhere Classified

Pets.com 9%

6162 Mortgage Bankers, Loan

Correspondents

Mortgage.com, Inc. 0%

6531 Real Estate Agents, Managers HomeStore.com, Inc. 51%

7311 Advertising Agencies Lifeminders.com 52%

Webstakes.com, Inc. 57%

Mean 39%

7319 Advertising, Not Elsewhere

Classified

Yesmail.com, Inc. 84%

7330 Business Services Exactis.com 54%

7361 Employment Agencies HotJobs.com, Ltd. 49%

7373 Computer Integrated Systems

Design

Software.com, Inc. 59%

7374 Computer Processing, Data

Preparation

Loislow.com, Inc. 79%

ShopNow.com, Inc. 25%

TheStreet.com, Inc. 37%

Mean 55%

7375 Information Retrieval Services Amazon.com, Inc. 63%

Autobytel.com, Inc. 43%

Biznessonline.com 43%

(continued )

Summary 159
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Exhibit 9.9B Continued

SIC Code SIC Code Description Company

Discount from

IPO Price (1)

COMPS.COM, Inc. 75%

Drkoop.com, Inc. 17%

Fashionmall.com 66%

Healthcentral.com 53%

InfoSpace.com, Inc. 47%

Mail.com, Inc. 29%

Multex.com, Inc. 64%

Onvia.com 48%

Priceline.com Inc. 80%

Snowball.com 9%

Mean 49%

7379 Computer Related Services,

Not Elsewhere Classified

Bamboo.com, Inc. 70%

GoTo.com, Inc. 54%

MiningCo.com, Inc. 78%

Partsbase.com 81%

Quespasa.com, Inc. 44%

Mean 65%

7389 Business Services, Not

Elsewhere Classified

PurchasePro.com, Inc. 71%

7549 Automotive Services, Except

Repair and Car Washes

Autoweb.com, Inc. 76%

Mean 74%

Source: John D. Emory, Sr., F. R. Dengel III, and John D. Emory Jr., Business Valuation Review (September 2000):

111–121; John D. Emory Sr., F. R. Dengel III, and John D. Emory Jr., Business Valuation Review (December 2002).

# Emory & Co., LLC.

Note: See Exhibit 9.9D for footnotes.

160 Business Valuation Discounts and Premiums
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Exhibit 9.9D Footnote Summary, Pre-IPO Dot-Com Study; Adjusted: October 19, 2002

‘‘C’’ Common Stock

‘‘P’’ Convertible Preferred Stock

NA Not Available
(1) 1 minus (transaction price divided by offering price).
(2) Excludes redeemable preferred stock.
(3) Latest fiscal year, latest 12 months or interim ales annualized for meaningfulness.

The following footnotes highlight additional sale transactions within 5 months prior to

the company’s IPO.

(4) Autobytel.com, Inc. also had sales at $13.20 on November 10, 1998 and at $13.20

on December 21 and 24, 1998.
(5) Buy.com also had a sale at $9.07 in October, 1999.
(6) Drkoop.com, Inc. also had sales at $7.43 on March 3, 5, and 31, 1999.
(7) drugstore.com, Inc. also had sales at $19.86 in May, 1999 and at $17.65 in

June, 1999.
(8) HomeStore.com, Inc. also had sales at $9.97 in June, 1999.
(9) Mail.com, Inc. also had sales at $5.00 in April, 1999.
(10) MiningCo.com, Inc. also had a sale at $5.48 in December, 1998.
(11) MP3.com, Inc. also had sales at $4.93 in May 1999 and at $7.17 in June, 1999.
(12) Onvia.com also had a sale at $6.86 in December 1999.
(13) Pets.com also had a sale at $9.97 in January 2000.
(14) Phone.com, Inc. also had a sale at $12.00 in April, 1999.
(15) Quepasa.com, Inc. also had a sale at $6.50 in June 1999.
(16) ShopNow.com, Inc. also had sales at $9.00 in May, June, and July 1999.
(17) Snowball.com also had a sale at $10.00 in January 2000.
(18) Xoom.com, Inc. also had a sale at $10.80 in July 1998.
(a) Bamboo.com, Inc. merged with Interactive Pictures in January 2000 to form

Internet Pictures Corp. (IPIX).
(b) COMPS.COM, Inc. was acquired by CoStar Group Inc. in January, 2000.
(c) MiningCo.com, Inc. changed its name to About.com in May, 1999.
(d) Webstakes.com, Inc. changed its name to Promotions.com in February, 2000.
(e) Yesmail.com, Inc. acquired by CMGI Inc. in December, 1999.

Source: John D. Emory, Sr., F. R. Dengel III, and John D. Emory Jr., Business Valuation Review (September 2000):

111–121; John D. Emory Sr., F. R. Dengel III, and John D. Emory Jr., Business Valuation Review (December 2002).

# Emory & Co., LLC.
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Exhibit 9.13 Emory Studies 1980–2000 (after 2002 revision) Broken Down by Time before IPO

Discounts versus Time between Transactions and IPO

Days Mean Median Count

0–30 30% 25% 18

30–60 40% 38% 72

60–90 42% 43% 162

90–120 49% 50% 161

120–153 55% 54% 130

Total   543

Source: Presentation by John Emory Sr. and John Emory Jr. at the IBA 25th annual national conference, Orlando,

Florida, June 3, 2003.

Exhibit 9.11 Emory Studies (after 2002 revision)

Study

# of IPO

Prospectuses

Reviewed

# of Qualifying

Transactions

Mean

Discount

Median

Discount

1997–2000� 1,847 266 50% 52%

1995–1997 732 84 43 41

1994–1995 318 45 45 47

1992–1993 443 49 45 43

1990–1992 266 30 34 33

1989–1990 157 17 46 40

1987–1989 98 21 38 43

1985–1986 130 19 43 43

1980–1981 97 12 59 68

Total 4,088 543 46% 47%

Source: Presentation by John Emory Sr. and John Emory Jr. at the IBA 25th annual national conference, Orlando,

Florida, June 3, 2003.

�1997–2000 Expanded Study.

Exhibit 9.12 Emory Studies 1980–2000 (after 2002 revision) Sale vs. Option Transactions

All Transactions Sale Transactions Option Transactions

Mean 46% 50% 43%

Median 47% 52% 42%

Count 543 282 261

Source: Presentation by John Emory Sr. and John Emory Jr. at the IBA 25th annual national conference, Orlando,

Florida, June 3, 2003.
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NOTES

1. We are indebted to Emory & Co. and especially John Emory Jr. for providing the detailed data in

Exhibits 9.1 through 9.10.

2. John D. Emory, ‘‘The Value of Marketability as Illustrated in Initial Public Offerings of Common

Stock—January 1980 through June 1981,’’ ASA Valuation (June 1986): 66.

3. John D. Emory, ‘‘The Value of Marketability as Illustrated in Initial Public Offerings of Common

Stock—February 1992 through July 1993,’’ Business Valuation Review (March 1994): 3.

4. #Emory Business Valuation, LLC, Dot-Com Pre-IPO Study (2000).
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Chapter 10

Valuation Advisors Discount
for Lack of Marketability Study�

Description of Study

Results of Study

Summary

DESCRIPTION OF STUDY

The Valuation Advisors’ Lack of Marketability Discount Study is a database that was

developed by Brian Pearson of Valuation Advisors, LLC (VAL), and compares the initial

public offering (IPO) stock price to pre-IPO common stock, common stock option, and

convertible preferred stock prices. The look-back period of the transactions in the data-

base is up to two years prior to the IPO. These market-based transactions demonstrate the

lack of marketability discount generated by the pre-IPO transactions because of their

illiquidity when entered into by the privately held company prior to the successful IPO.

This study is a Web-based tool used to quantify lack of marketability discounts and is

updated monthly. The study includes pre-IPO transactions from 1995 to the present. In

addition to using the study to determine and defend your business valuation discounts, it

can also be used to develop industry information and possible guideline companies for

use in the market-based valuation approach, and to analyze venture capital investments.

You can search the database by specifying any of the following variables:

� Revenues

� Assets

� Operating income

� Operating profit margin

� Time period (by three-month intervals or year)

� Common stock, Common stock options or Convertible preferred stock

� Individual four-digit SIC (Standard Industry Classification) code

� Individual three and up to six-digit NAICS (North American Industry Classification

System) code

� An industry (a range of SIC or NAICS codes)

Exhibit 10.1 is a typical Valuation Advisors’ transaction report. Exhibit 10.2 is the

legend for the report.
�Readers of this book can purchase the Valuation Advisors’ Discount for Lack of Marketability Study for $50

off the regular subscription price. Go to www.bvresources.com/bvmarketdata and be sure to enter priority code

DPZED upon checkout to get this special discount.
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Exhibit 10.1 Valuation Advisors’ Lack of Marketability Discount Study Transaction Report

Company

Company Brittania Bulk Holdings, Inc.

Product, Service or Business Drybulk Shipping

SIC 4412 Deep Sea Foreign Transportation of Freight

NAICS 483111 Deep Sea Freight Transportation

Transaction Data Financial Data

Pre-IPO Timeframe 0–3 mth(s) Net Sales $566,641,000

Transaction Date 6/2/2008 Marketability Discount 20.667%

Transaction Price Per Share $11.90 Total Assets $491,201,000

CPS, S or O O Operating Income $66,743,000

IPO Date 6/17/2008 Operating Profit Margin 11.779%

IPO Price Per Share $15.00

N/A ¼ Not Available

Copyright # 2008 Valuation Advisors, LLC. All rights reserved.

Exhibit 10.2 Legend for Valuation Advisors’ Lack of Marketability Discount Study Data

Reports Excel Format Definition

Pre-IPO Timeframe PreIPOTransactionTimeframe IPO date—Transaction date

Transaction Date TransactionDate The date a sale or issuance of stock

or options occurred

Transaction Price

Per Share

TransactionPrice The price of the stock or option

Transaction Type CPSSO CPS ¼ convertible preferred stock,

S ¼ common stock, and O ¼
stock option

IPO Date IPODate The date shares of the company

were sold to the public for the

first time

IPO Price Per Share IPOPrice The price of the stock paid by the

initial public investors to acquire

their shares

Net Sales Revenues Total sales for the year as shown on

the income statement closest to

the IPO date

Marketability Discount MarketabilityDiscount The difference between the IPO

price per share and the price on a

given transaction date

Total Assets Assets The total assets on the balance sheet

at the date nearest the IPO date

Operating Income

(Loss)

OperatingIncome The income of the Company on the

income statement nearest the IPO

date, but before interest or other

extraordinary items

Operating Profit Margin OperatingProfitMargin Operating Income (Loss) divided by

Net Sales
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For example, if valuing a 20-store profitable restaurant chain with $25 million reve-

nue as of December 31, 2007, one might enter the following selection criteria:

Revenue $2.5 million to $250 million

Operating Income >0

Time Period 2003–2007

Stock, Options, and Convertibles All

SIC 5812

If the analyst finds that these criteria produced too few companies, they can be broad-

ened. The tighter the range, the fewer transactions are necessary, whereas the greater the

dispersion the more transactions are necessary. If the analyst has enough transactions, she

might narrow one or more of the criteria.

Interestingly, except for financial institutions (which tend to sell at lower discounts),

the industry is one of the less important criteria. More important criteria for the analyst

will likely be operating income and revenue.

As of October 2008, the Valuation Advisors’ Lack of Marketability Discount Study

contained over 3,800 transactions and over 1,600 companies dating from 1995 to 2008.

With the ability to search all of the data online, appraisers have instant access to market-

based data that provides empirical support for lack of marketability discounts. The study

is updated monthly as new companies go public; therefore, the database continues to

expand with new information.

RESULTS OF STUDY

The study breaks down the number of transactions by length of time that the private

transaction occurred prior to the IPO: 1–90 days prior, 91–180 days prior, 181–270 days

prior, 271–365 days prior, and 1–2 years prior. Results for the years 1999–2007 are

shown in Exhibit 10.3.

Exhibit 10.3 Valuation Advisors’ Lack of Marketability Discount Study Transaction Summary Results

by Year from 1999–2007

Time of Transaction

before IPO

1–90

Days

91–180

Days

181–270

Days

271–365

Days

1–2

Years

1999

Number of transactions 148 174 103 91 174

Median Discount 30.8% 54.2% 75.0% 76.9% 82.2%

2000

Number of transactions 129 176 116 91 141

Median Discount 28.7% 45.1% 61.5% 68.9% 76.6%

2001

Number of transactions 15 17 18 17 48

Median Discount 14.7% 33.2% 33.4% 52.1% 51.6%

2002

Number of transactions 9 13 7 16 36

Median Discount 6.2% 17.3% 21.9% 39.5% 55.0%
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Note how strikingly the discounts diminish as the time period to the IPO lessens. This

provides strong evidence that the perceived holding period is a major factor influencing

the magnitude of the discount for lack of marketability, especially since all of these com-

panies eventually went public. Think of the typical minority stockholder in a privately

held company with no chance of ever going public and what the discount may be!

As of this writing, Business Valuation Resources has about a 10-page free download

of frequently asked questions about the Valuation Advisors’ Lack of Marketability Study

located on its FAQ page at BVMarketdata.com.

SUMMARY

As of this writing, the Valuation Advisors Discount for Lack of Marketability Study con-

tains data on over 3,800 transactions in stocks of private companies prior to an Initial

Public Offering (IPO) from 1995 to the present. This is updated monthly and available

online from Business Valuation Resources.

Median discounts from the IPO price for transactions over a year prior to the IPO

ranged from 45.5 percent in 2005 to 82.0 percent in 1999. The discounts decreased quite

consistently as the transactions came closer in time to the IPO. This demonstrates both

the magnitude of typical discounts for lack of marketability for minority interests in pri-

vate companies and the impact of the length of the perceived holding period on the size

of the discount.

Analysts can search the database and select companies with characteristics as close as

possible to their subject company in terms of size, profitability, industry, holding period,

and other relevant criteria.

Exhibit 10.3 Continued

Time of Transaction

before IPO

1–90

Days

91–180

Days

181–270

Days

271–365

Days

1–2

Years

2003

Number of transactions 12 22 24 21 44

Median Discount 28.8% 22.3% 38.4% 39.7% 61.4%

2004

Number of transactions 37 74 63 59 101

Median Discount 16.7% 22.7% 40.0% 56.3% 57.9%

2005

Number of transactions 18 59 58 62 99

Median Discount 14.8% 26.1% 41.7% 46.1% 45.5%

2006

Number of transactions 25 76 69 72 106

Median Discount 20.7% 20.8% 40.2% 46.9% 57.2%

2007

Number of transactions 46 76 92 79 124

Median Discount 11.1% 29.4% 36.3% 47.5% 53.1%

1999–2007

Number of transactions 439 687 550 508 873

Median Discount 25.3% 36.1% 49.4% 60.8% 65.8%

Source: The Valuation Advisors’ Lack of Marketability Discount Database, available online at www

.bvmarketdata.com.
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Chapter 11

Factors Affecting Discounts
for Lack of Marketability
for Minority Interests

Size of Distributions
The Partnership Re-Sale Discount Studies
Comparison of the Subject Interest to Public Limited Partnership Interests
The FMV Opinions Study

Prospects for Liquidity
Restricted Stock Studies Pattern
Specific Restricted Stock and Pre–Initial Public Offering Study Findings

Securities and Exchange Commission Institutional Investor Study
Standard Research Consultants Study
Management Planning Study
Emory Pre–Initial Public Offering Studies

The Partnership Re-Sale Discount Studies Findings

Pool of Potential Buyers
Strength of Ultimate Trading Market

Securities and Exchange Commission Institutional Investor Study
Standard Research Consultants Study

Block Size
Silber Study
Management Planning Study
FMV Opinions Study

Risk Factors
Level and Volatility of Issuer’s Earnings

Securities and Exchange Commission Institutional Investor Study
Standard Research Consultants Study
Management Planning Study
Johnson Study
FMV Opinions Study

Size of Issuer
Securities and Exchange Commission Institutional Investor Study
Standard Research Consultants Study
Management Planning Study
FMV Opinions Study
Johnson Study

Summary

This chapter was updated from the first edition by Alina V. Niculita.
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This chapter draws on the material presented in Chapters 5, 6, 7, 8, 9 and 10, organizing

the findings in terms of the relevant factors impacting the magnitude of the discount for

lack of marketability for minority interests. It also draws on material in Chapters 21 and

27, in which net asset value is the base to which the discount is applied.

While the classification in this chapter is somewhat arbitrary, and there is indeed

some overlap among factors, the empirical data suggest that the primary drivers of the

magnitude of the discount for lack of marketability are as follows:

� Size of distributions (dividends, withdrawals)

� Prospects for liquidity (probable length of holding period)

� Pool of potential buyers (also affecting prospects for liquidity)

� Risk factors (affecting the investors’ required rate of return during the holding period,

that is, the discount rate)

� Growth prospects (affecting the eventual potential sale price, that is, terminal value)

SIZE OF DISTRIBUTIONS

Privately placed bonds and preferred stocks sell at little or no discount compared with

publicly traded bonds and preferred stocks. Why is this so? It is because investors are

receiving their returns as they go along in the form of interest and dividends, and these

payments are in fixed amounts, so the investors know when and how much they expect to

receive.

Distributions on common equity investments (for instance, common stocks and part-

nership interests) generally are not fixed, unlike the interest on bonds or the dividends on

preferred stock. Nevertheless, the higher (and the more certain) the distribution, the lower

the discount, whether the base from which the discount is taken is a publicly traded

guideline group of securities or net asset value.

Unfortunately, neither the extensive restricted stock studies nor the pre-IPO studies

shed any light on the impact of the size of distributions. The reason is that virtually all of

the stocks in both categories of studies are nondividend paying. One thing those studies

do reveal is that discounts for lack of marketability when there are no distributions are

quite high, with a median of around 45 percent in the pre-IPO studies.

For guidance on the size of discounts relative to various levels of distributions, the

analyst must turn to other studies, such as the Partnership Re-Sale Discount Study. Most

of these studies relate to discounts from net asset value. In addition, there are very few

transactions in the FMV Opinions Study in stocks of dividend-paying companies that we

present in the next section.

THE PARTNERSHIP RE-SALE DISCOUNT STUDIES

A limited partnership interest in a public real estate limited partnership is an investment

in an entity that itself has an interest in an operating real estate project (for instance,

office buildings, industrial/warehouse facilities, research and development facilities,

business parks, apartments and retirement centers, shopping centers, outlet malls and

other retail-use space, manufactured housing communities, mobile home parks, hotels
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and other lodging facilities, restaurants, and mini-warehouses/self-storage facilities). For

valuation purposes, appraisers use public market information related to secondary market

transactions (see the following description) in limited partnership units that are similar to,

but not the same as, the subject interest. They then take into consideration the unique

characteristics of the subject interest and the fact that no public market exists for it. In

deriving price-to-value discounts, appraisers frequently utilize a study conducted by Part-

nership Profiles, Inc., and reported in two publications: the Minority Interest Discount

Database (an online searchable database) and in the Guideline Partnership Reports (also

available online).

Many appraisers may be more familiar with the previous form of presentation of the

Partnership Profiles data. The Partnership Re-Sale Discount Studies published annually

by Partnership Profiles, Inc. from 1992 through 2004 were featured in the May/June issue

of its bi-monthly newsletter known as Direct Investments Spectrum and The Perspec-

tive.1 Those historical articles can still be accessed in past issues of the newsletters, as

well as in the 3rd edition of the book Comprehensive Guide for the Valuation of Family

Limited Partnerships by Bruce A. Johnson, Spencer Jefferies, and James R. Park.2

Both the online database and the self-contained guideline partnership reports pub-

lished by Partnership Profiles, Inc include partnerships owning real estate assets. All

of the partnerships included in this price-to-value discount study are publicly regis-

tered with the Securities and Exchange Commission (SEC), although none of the part-

nerships is publicly traded on any recognized securities exchange. Instead, units of the

partnerships are bought and sold in the so-called limited partnership secondary mar-

ket. This market is comprised of 10 to 12 independent securities brokerage firms that

act primarily as intermediaries in matching buyers and sellers of units in unlisted part-

nerships of all types.

In a typical price-to-value discount study, the most recent unit net asset values

reported by the sample group of partnerships are compared with the weighted average

prices at which investors purchase units in these partnerships in the partnership secondary

market during the two-month period of April and May of each year.

Partnership unit values used in the study are reported by the partnerships and repre-

sent either valuations prepared internally by general partners, independent valuations pre-

pared by third-party appraisers retained on behalf of the partnerships, or some

combination of the two. Each unit value generally represents an estimate of the total

amount of the cash that would be distributed to limited partners on a per-unit basis, based

on a hypothetical sale of the partnership’s real estate assets and the liquidation of the

partnership.

The results of the price-to-value discount studies are consistent over the years

reported by Partnership Profiles in that the two most important factors considered by sec-

ondary market buyers in pricing units of real estate partnerships are (1) whether the part-

nership is consistently paying periodic cash distributions and (2) the degree of debt

financing utilized by the partnership. This is evidenced by the relatively low price-to-

value discounts of debt-free insured mortgage and triple-net-lease programs, which con-

sistently deliver high cash-distribution yields to buyers. At the other end of the discount

spectrum are debt-laden partnerships, which are unable to pay cash distributions on a

current basis and have no real prospects of doing so in the foreseeable future.

The results shown in Exhibit 11.1 are from the 2004 issue of the Partnership Re-Sale

Discount Study (the last one published under that format), from the highest distributions

down through the lowest.
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As can be seen, the average discounts range from 14 to 16 percent for the highest-

distributing group up to 29 to 38 percent for those with no distributions.

Spencer Jefferies, of Partnership Profiles, discussed the results as follows:

Valuation professionals attribute the fact that minority interest in non-listed real estate part-

nerships are priced at discount from net assets values in the secondary market to two factors,

both of which are discussed below.

First, while the partnership secondary market does provide a market for minority interests in

otherwise non-traded limited partnerships, this market does not offer the liquidity, of, say,

the New York Stock Exchange where investors can convert their securities into cash in a

matter of days. According to an internal study by American Partnership Board, the leading

secondary market firm in terms of trading volume, the average amount of time required to

secure a buyer for the units of publicly-registered partnership and release the net sale

proceeds to the seller was approximately 60 days from the time the seller’s paperwork was

approved. (This study was based upon transactions processed by APB during the first half of

1999.) . . .

The second factor that accounts for why partnership interests trade in the secondary market

at discounts is that these are non-controlling, minority interest in every sense. This means

that the owner of the interest has no control or influence over the affairs of the partnership.

Indeed, the prospectus for every public limited partnership ever formed contains a statement

that says something to the effect that ‘‘all decisions with respect to the management of the

partnership will be made exclusively by the general partner.’’ As would be expected, buyers

of minority interest in limited partnerships are unwilling to pay ‘‘full value’’ for an interest

in a partnership over which they have no management influence or control. . . .

Although it is not possible to precisely quantify the amount of discount attributable to

marketability versus lack of control considerations, it is the opinion of Direct Investments

Spectrum, along with many appraisers, that most of the overall discount is due to lack of

control issues. While the partnership secondary market is certainly not a recognized securi-

ties exchange, it is a market where there are usually multiple bidders who stand ready to

purchase the units of virtually any publicly-registered partnership that has value . . . , it is

typically not a matter of whether the units can be sold, but a matter of how long it takes to

get the net sale proceeds in the hands of the seller.

It therefore follows that most of the overall price-to-value discount inherent in the pricing of

partnership interests changing hands in the secondary market is due to lack of control con-

siderations. But whether a proper allocation of the lack of control versus the marketability

component of the total discount is, say, 70/30 or 80/20 is difficult to quantify. Some valua-

tion professionals believe that the issues of control and marketability are so interrelated that

Exhibit 11.1 The Partnership Re-Sale Discount Study Results

Partnership Category No. of Partnerships Average Discount Average Yield

Insured Mortgages 5 14% 9.1%

Triple-Net-Lease 23 14% 9.7%

Equity—Distributing (low or no debt) 15 16% 8.6%

Equity—Distributing (moderate to high debt) 19 29% 6.9%

Equity—Nondistributing 12 38% 0%

Undeveloped Land 5 33% 0%

Source: The Partnership Re-Sale Discount Study 2004.
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it is simply not possible to ascertain exactly how much of the total discount is attributable to

lack of control versus marketability.

It is common practice for appraisers using the discount data reported in this study when

valuing a minority interest in a FLP or some other illiquid investment involving real estate

to adjust these discounts upward to account for the fact that the subject of their valuation is

less marketable than the partnership interests included in this study. Within the valuation

profession there are various theories and methodologies concerning how this additional dis-

count for marketability should be determined.3

The analyst should also consider whether there is any indication of offers to acquire a

limited partnership interest prior to the date of reported transactions. As often noted in

the studies, price-to-value discounts typically shrink considerably when a partnership

announces definitive, near-term liquidation plans. Accordingly, the study generally

excludes any partnership that has announced definitive plans to liquidate within the next

12 months.

There does not appear to be any correlation between the size of the discount and

the nature of the property. This conclusion is supported by the work of Christian

L. Bendixen, ASA,4 based on several multivariate regression analyses he performed

on the 1997 Partnership Profiles, Inc. database of real estate limited partnerships.

Bendixen concluded that, with respect to price-to-value discounts, there was little sta-

tistical significance due to the property variable. His findings corroborated the 1997

Partnership Profiles, Inc. findings regarding the yield and debt variables, which

showed high statistical significance.

COMPARISON OF THE SUBJECT INTEREST TO PUBLIC LIMITED
PARTNERSHIP INTERESTS

In comparing subject interests to limited partnership investments in publicly registered

real estate partnerships, major differences include, but are not necessarily limited to, the

following:

� Generally, no market currently exists for the subject interest since it generally is not

registered with the SEC, and there are no plans to do so. The limited partnership inter-

ests of the public real estate partnerships are registered with the SEC and trade in a

secondary market, comprised of 10 to 12 independent brokerage firms, most of which

operate as intermediaries in matching buyers and sellers of publicly registered limited

partner interests. Subject interests are therefore less easily converted into cash than

investments in publicly registered limited partnerships, thus impairing their

marketability.

� As private companies not subject to SEC financial reporting requirements, subject

companies’ financial information normally is not disclosed, further impairing the

marketability of such interests.

� Most public limited partnerships often own a diversified portfolio of real estate invest-

ments in multiple states. The subject private interest may own only one building. This

lack of diversification increases the risk associated with an investment in the subject

interest as compared with an investment in the public limited partnerships. This im-

pairs the marketability of the subject interest relative to a limited partner investment

in a public real estate limited partnership.
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THE FMV OPINIONS STUDY

As of the time of this writing, there were 26 transactions in stocks of dividend-paying

companies and 445 transactions in stocks of non–dividend paying companies in the

FMV Restricted Stock Study. The median discount for those companies paying divi-

dends was 13.1 percent as compared to those companies not paying dividends having

a median discount of 20.0 percent. The following is an excerpt from Determining Dis-

counts for Lack of Marketability—A Companion Guide to the FMV Restricted Stock

Study current as of 2007 regarding the relevance of dividends to the marketability

discount:

Dividends are important for a few reasons. They may mitigate the illiquidity discount by

itself, in addition to the fact that they indicate higher profits and lower risk. Significant divi-

dend payments can be a factor that shortens the duration of the security. Current income

tends to lower illiquidity; by ‘‘front-loading’’ some of the economic benefits the security

holder can expect to accrue. Also, public companies paying dividends tend to have lower

volatility.

PROSPECTS FOR LIQUIDITY

An extremely important factor driving the magnitude of the discount for lack of market-

ability is the prospect for liquidity within a known time frame, the shorter the better. In

other words, the shorter the expected holding period, and the more certain the prospective

transaction, the lower the discount. This factor is widely demonstrated by the empirical

data. It is, of course, far more important for entities that do not make distributions, since

the ultimate payoff is the only return that can be expected.

For the owner of a stock or partnership interest, liquidity can be achieved in several

ways:

� Sale of all or part of the underlying asset(s) and payout of the proceeds

� Registration of the interest in an initial public offering, or lifting of restrictions on a

block of restricted stock of a public company

� Sale of the entity and:

� Receipt of cash proceeds

� Receipt of stock that is more liquid than interests in the selling company

RESTRICTED STOCK STUDIES PATTERN

The history of the restricted stock studies, as detailed in Chapter 6, certainly drives home

the point that increased prospects for liquidity mean lower discounts for lack of market-

ability. From 1966 through the end of the 1980s, average discounts for restricted stock

consistently ran about 33 to 35 percent. Then, when the rules changed in 1990, creating a

more liquid market for restricted stocks, average discounts dropped to the low 20s per-

cent. Finally, in 1997, when the required holding period was reduced from two years to

one year, the Columbia Financial Advisors study found an average discount of only 13

percent.
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SPECIFIC RESTRICTED STOCK AND PRE–INITIAL PUBLIC OFFERING
STUDY FINDINGS

Securities and Exchange Commission Institutional Investor Study

The study found that discounts were related to the resale constraints applicable to the

restricted securities. Essentially, any provisions that reduced the time or expense involved

in reselling the stock tended to reduce the discount.

Standard Research Consultants Study

The Standard Research Consultants study reported that the longer the time needed to

dispose of the restricted stock, the greater the discount.

Management Planning Study

The Management Planning, Inc. (MPI) study reported ‘‘some confirming tendency’’ to

affirm the following expectations:

� Number of Quarters to Dribble-Out. The expectation was that shorter calculated

dribble-out periods would suggest lower discounts because of the shorter period of

time until liquidity could be achieved. Exhibit 11.2 shows that the greater the number

of quarters needed to sell the block (based on trading volume), generally the higher

the discount.

� Number of Weeks Trading Volume to Sell. The expectation was that longer calcu-

lated periods would suggest higher discounts because of the longer period of time

until liquidity could be achieved.

Emory Pre–Initial Public Offering Studies

The John Emory pre-IPO studies covered transactions going back five months prior to

completion of a public offering. As shown in Exhibit 9.13D, the discounts tended to drop

as the transactions occurred closer to the IPO.

THE PARTNERSHIP RE-SALE DISCOUNT STUDY FINDINGS

Over the last several years, more than 500 SEC-registered limited partnerships have

liquidated, merged, or ‘‘rolled up’’ into a more marketable security. In anticipation of the

possibilities of such liquidating events, average discounts from net asset value have

Exhibit 11.2 Relationship between Quarters to Sell Block (Based on Trading

Volume) and Discount, Management Planning Study

Quarters to Sell Block

(Trading Volume)

Median

Discount

Average

Discount

First Quartile 22 to 483 34.4% 31.7%

Second Quartile 9 to 20 29.3% 28.4%

Third Quartile 4 to 9 27.3% 26.0%

Fourth Quartile 1 to 3 21.4% 23.2%

192 Business Valuation Discounts and Premiums



E1C11_1 03/10/2009 193

shrunk sharply. When a partnership announces plans to liquidate, the discount immedi-

ately declines significantly. This is compelling evidence that the expected holding period

has an important impact on the discount for lack of marketability.

POOL OF POTENTIAL BUYERS

Closely related to the prospects of liquidity for the entity is the pool of potential buyers

for the block itself. As would be expected, the larger the pool of potential buyers, the

lower the discount for lack of marketability, and vice versa.

STRENGTH OF ULTIMATE TRADING MARKET

The more liquid the market in which the unrestricted stock traded, the lower the discount,

and vice versa.

Securities and Exchange Commission Institutional Investor Study

The SEC study identified two factors that reflected the impact of the pool of potential

buyers as reflected in the strength of the ultimate trading market:

The dollar amount of securities sales (trading volume). Companies with the lowest dollar

amount of sales of their securities during the test period accounted for most of the transac-

tions with higher discounts, while they accounted for only a small portion of transactions

involving lower discounts.

Trading market. Discounts were greatest on restricted stocks with identical unrestricted

securities traded over-the-counter, followed by those with unrestricted counterparts listed on

the American Stock Exchange, and then by those with unrestricted counterparts listed on the

New York Stock Exchange.5

Standard Research Consultants Study

The authors found that higher trading volume of the unrestricted stock was associated

with lower discounts. They commented that the greater the company’s trading volume,

the greater the likelihood that, upon expiration of the resale restrictions, the restricted

stock can be sold publicly without disrupting the market for the issuer’s unrestricted

stock.

BLOCK SIZE

The larger the block, the smaller the pool of potential buyers. Also, the block size affects

the holding period, and as a result, the prospects for liquidity. This is because, during the

periods covered by the restricted stock studies, restricted stock had to be held for two

years (pre-1997) or one year (after 1996) after the transaction date, and then was subject

to a dribble-out provision according to the volume limit provisions of Rule 144. Under

certain assumptions, a block of 20 percent or more could be subject to a dribble-out period

of more than five years in addition to the holding period under the provisions of Rule 144.
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Silber Study

The Silber study indicated some sensitivity to block size, with larger blocks tending to

have higher discounts.

Management Planning Study

The MPI study found that block size divided by shares outstanding did not have a con-

sistent effect on the size of the discount. However, the study found that a larger block size

divided by trading volume was generally associated with a higher discount.

FMV Opinions Study

According to the FMV Opinions, Inc. (FMV) study, the discount was highest with an

average of 26.2 percent and a median of 25.6 percent for blocks of stock valued at less

than $10 million but decreased to an average of 13.9 percent and a median of 11.7 per-

cent as the size of the block exceeded $10 million. ‘‘The data indicates that the discount

increases with longer holding periods expressed in terms of larger percentage size

blocks.’’6 For blocks of stock of less than 20 percent ownership, the median discount was

18.7 percent, while the blocks greater then 30 percent had a median discount of 39.0

percent, a 20 percentage point differential. The median discount for block sizes greater

than 25 percent is 34.9 percent.7

RISK FACTORS

The studies confirm what one would expect, in that higher levels of risk are associated

with higher discounts for lack of marketability. This makes sense, since the potential

negative impact of risk factors is exacerbated by the inability to readily sell the invest-

ment. Risk is imbedded in the discount rate in the income approach and in the valuation

multiples in the market approach when estimating the base value to which the discount

for lack of marketability is applied. But high risk also makes it more difficult to sell the

interest. Therefore, it is not ‘‘double dipping’’ to count the risk again as a factor exacer-

bating the discount for lack of marketability.

LEVEL AND VOLATILITY OF ISSUER’S EARNINGS

The studies show that high levels of earnings and stability of earnings are factors associ-

ated with lower discounts, while losses and/or high earnings volatility are associated with

higher discounts.

Securities and Exchange Commission Institutional Investor Study

The companies with the lowest dollar amount of earnings during the test period

accounted for most of the transactions with higher discounts, while they accounted for

only a small portion of transactions involving lower discounts. Issuers’ earnings are far

more related to size of discounts than are issuers’ sales. For example, there were no trans-

actions in restricted stocks of public companies with earnings deficits in the fiscal years
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preceding the dates of the transactions. The greater influence of earnings than of sales on

the size of the discounts is probably due to the more proximate relationship of earnings

than of sales to the riskiness of the investment.

Standard Research Consultants Study

Approximately 60 percent of the transactions analyzed in the study were in the stock of

companies reporting net losses in the fiscal year prior to the placement date. Profitability

in the fiscal year preceding the placement did not seem to influence the discount; the 11

companies showing a profit in the year preceding the year of the restricted sale had a

median discount of 45 percent while the 17 that were unprofitable during the prior year

had a median discount of 46 percent.

However, the pattern of earnings of the issuer did seem to matter. On average, com-

panies that were profitable in each of the five years prior to the date of placement ap-

peared to sell restricted stock at substantially smaller discounts than did those with two,

three, or four unprofitable years during the five-year period. This correlation is best

shown in Exhibit 11.3.

Management Planning Study

The expectation was that companies with lower earnings stability would lead to

higher discounts and vice versa. As Exhibit 11.4 shows, the companies with the

greatest earnings stability generally did have the lowest discounts (although stability

of earnings was not among the factors with the most explanatory power, as discussed

in Chapter 6).

The analysis also tended to confirm the expectation that companies with higher earn-

ings would have lower restricted stock discounts than companies with lower earnings, as

seen in Exhibit 11.5.

Exhibit 11.3 Standard Research Consultants Study

Profitable Years

of Latest Five Median Discount

5 34%

2 to 4 39%

0 or 1 46%

Exhibit 11.4 Management Planning Study—Stability of Earnings

Discounts Relative to

Stability of Earnings

(Ranked Highest to Lowest) Median Mean

First Quartile 16.7% 19.3%

Second Quartile 30.4% 29.8%

Third Quartile 24.2% 25.3%

Fourth Quartile 34.6% 35.6%
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Johnson Study

The Johnson data further supported the notion that the level of earnings impacts the dis-

count, as seen in Exhibit 11.6.

FMV Opinions Study

The FMV data regards profitability as an indicator of firm risk because the stock of a

money-making firm is usually regarded as a less risky investment than the stock of a

money-losing firm. The FMV study finds that firms with greater earnings tend to have

lower discounts when placing shares privately, as low as a median of 12.8 percent for the

top decile of net income. By comparison, firms with net income between a negative $1

million and a positive $0.4 million exhibited a median discount of 24.4 percent. The av-

erage and median discount for all firms with negative earnings equals 22.8 percent and

21.0 percent, respectively. The average and median discount for firms with positive earn-

ings equals 20.2 percent and 16.4 percent, respectively.

SIZE OF ISSUER

Many studies have documented the fact that smaller size increases risk. The empirical

data bears out the conclusion that higher risk associated with smaller size, as measured

by either revenue or market capitalization is associated with higher discounts.

Securities and Exchange Commission Institutional Investor Study

The companies with the lowest dollar amount of sales during the test period accounted

for most of the transactions with higher discounts, while they accounted for only a small

portion of transactions involving lower discounts.

Exhibit 11.5 Management Planning Study—Level of Earnings

Discounts Relative to

Level of Earnings

(Ranked Highest to Lowest) Median Mean

First Quartile 16.7% 20.6%

Second Quartile 27.5% 28.4%

Third Quartile 31.1% 29.8%

Fourth Quartile 30.9% 31.0%

Exhibit 11.6 Johnson Study—Net Income

Average

Discount

Sorted by Current Year Net Income

Current Year Net Income 16%

Negative Net Income 23%

Sorted by Previous Year Net Income

Positive Net Income 16%

Negative Net Income 23%
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Standard Research Consultants Study

The authors indicated that the size of the issuer (in terms of revenues) had an inverse

relationship to the size of the discount.

Management Planning Study

In general, the analysis indicated a tendency to confirm the expectation that companies

with greater revenues would have lower restricted stock discounts than companies with

lower revenues, because larger companies generally are viewed as less risky than smaller

companies. Management Planning, Inc. noted, however, that several of the largest com-

panies in terms of revenues had discounts well in excess of the discounts of several of the

smallest companies, as seen in Exhibit 11.7.

FMV Opinions Study

The FMV study also corroborated the conclusion of the SEC study that the size of the

discount is often a function of the size of the subject company in terms of market value,

revenues, assets, and book value.

Before including the one-year holding period transactions, FMV reported that dis-

counts appear to increase as the capitalization of a corporation decreases below $50 mil-

lion compared with corporations having capitalizations in excess of $100 million. For

capitalization below $50 million, the average discount was 27.3 percent, and the median

was 26.7 percent, while for capitalization over $100 million, the average discount was

14.8 percent, and the median discount was 11.1 percent. Including the transactions with

a one-year holding period, the average discount for all transactions in firms smaller than

$50 million in market capitalization is 28.9 percent; the median is 28.0 percent.

When looking at size in terms of revenues, in general, the higher the revenues, the

lower the discount. For firms less than $10 million in revenue the average discount was

26.5 percent, and the median discount was 25.7 percent, compared to firms with greater

than $50 million in revenue, which had an average discount of 16.1 percent and a median

discount of 14.4 percent. When looking at size in terms of assets, the average discount for

companies with less than $10 million in total assets in the FMV Study had an average

discount of 31.5 percent and a median discount of 30.0 percent. The same relationship

holds for book value of equity. Firms with high shareholders’ equity tend to have low

discounts when placing shares privately. For firms showing negative book value the aver-

age discount was 30.4 percent, and the median discount was 27.3 percent.

Exhibit 11.7 Management Planning Study—Level of Revenues

Discounts Relative to

Level of Revenues

(Ranked Highest to Lowest) Median Mean

First Quartile 19.3% 21.7%

Second Quartile 24.8% 25.3%

Third Quartile 28.0% 31.4%

Fourth Quartile 32.7% 31.4%
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Johnson Study

As shown in Exhibit 11.8, the Johnson data also supports the tendency for smaller com-

panies to sell at higher discounts.

SUMMARY

Factors affecting the magnitude of the discount for lack of marketability for minority

interests include:

� Size of distributions during holding period

� Prospects for liquidity (length of likely holding period)

� Size of potential pool of buyers for the interest

� Block size

� Risk factors affecting the issuing company during the holding period

Within each of the above are several subfactors.

Owners of blocks of minority stock with some limited degree of control may have the

ability to influence the above factors and thus mitigate to some extent the discount for

lack of marketability. Most analysts believe that prospects for growth in value mitigate

the discount for lack of marketability, but none of the studies address this factor.

This chapter has summarized empirical studies, which have documented the reality of

the foregoing factors. The dispersion of discounts in all the studies is very wide. To the

greatest extent possible, the analyst should examine these factors for the subject company

and judge discounts for lack of marketability accordingly, rather than just assuming that

the broad averages of discount for lack of marketability studies automatically apply to

any given company or interest in a company.

NOTES

1. As of the time of this writing, the Partnership ReSale Discount Study has been replaced with a

new report called the 2007 Executive Summary Report. This report is not available for order

separately but it is included with an annual subscription to the database. The 2007 Executive

Summary Report is a 20-page report that provides a detailed analysis of the current state of

price-to-value discounts based on the prices at which minority interests in real estate partner-

ships traded in the secondary market in the first half of 2007, together with a historical look at

discounts. This summary reports price-to-value discounts for each partnership included in the

Exhibit 11.8 Johnson Study—Sales

Average Discount

Sorted by Current Year Sales

Greater than $12.7 million (median annual

sales for companies examined)

18%

Less than $12.7 million 22%

198 Business Valuation Discounts and Premiums



E1C11_1 03/10/2009 199

survey as well as average price-to-value discounts for the entire group of partnerships and based

upon five categories including: (i) Equity—Distributing (low to no debt); (ii) Equity—Distributing

(moderate to high debt); (iii) Equity—Non-Distributing; (iv) Undeveloped Land; and (v) Triple-

Net-Lease. (www.partnershipprofiles.com)

2. Johnson, Bruce A., Spencer Jefferies, and James R. Park.Comprehensive Guide for the Valuation

of Family Limited Partnerships, 3rd ed. Dallas: Partnership Profiles, 2006.

3. Direct Investment Spectrum, May/June 2004, pages 7–9 (included in the 3rd edition of the

Comprehensive Guide for the Valuation of Family Limited Partnerships by Bruce A. Johnson,

Spencer Jefferies, and James R. Park.

4. The 1997 Partnership Profiles, Inc. database of real estate limited partnerships.

5. ‘‘Discounts Involved in Purchases of Common Stock (1966–1969),’’ Institutional Investor Study

Report of the Securities and Exchange Commission, H.R. Doc. W. 64, part 5, 92nd Cong., 1st

Session, 1971, 2444–2456.

6. FMV Opinions, Inc., ‘‘Determining Discounts for Lack of Marketability a Companion Guide to

the FMV Restricted Stock Study,’’ www.bvmarketdata.com.

7. Id.
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Chapter 12

Discounts for Lack of
Marketability for Controlling
Interests

Discounts for Lack of Marketability for Controlling Interests: A Controversial
Concept

‘‘Control, Marketable’’ Is an Oxymoron

Bases from Which Controlling Interest Discounts for Lack of Marketability May Be
Deducted
Buyout Price as Control Value Basis
Public Offering Value of Stock as Control Value Basis
Net Asset Value as Control Value Basis

Factors Affecting Controlling Interest Discounts for Lack of Marketability
Flotation Costs
Professional and Administrative Costs

Accounting Costs
Legal Costs
Appraisals
Management Time

Risk of Achieving Expectations
Lack of Ability to Hypothecate
Transaction Costs

Public versus Private Company Acquisition Multiples
Mergerstat Statistics
Phillips, Freeman Study
Koeplin, Sarin, and Shapiro Study
Officer Study
De Franco, Gavious, Jin and Richardson Study
Possible Explanations for Private Company Discount

Relative Quality of Accounting
Relative Exposure to Market

Court Treatment of Controlling Interest Discounts for Lack of Marketability

Summary

It is often necessary to agree on the cash equivalent value today (or as of some date

certain) for a controlling interest in a closely held business, whether or not the business

will actually be sold. Examples of this cash equivalency analysis include federal estate
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taxes (in the case of death of controlling equity holder) or the value of a closely held

business as marital property (in the case of a divorce).

In many reported decisions, the U.S. Tax Court has recognized that discounts for lack

of marketability for controlling ownership interests in closely held companies are appro-

priate. The courts have used language such as the following:1

Even controlling shares in a nonpublic corporation suffer from lack of marketability because

of the absence of a ready private placement market and the fact that flotation costs would

have to be incurred if the corporation were to publicly offer its stock.

The rationale for a marketability discount on controlling interests of closely held

companies is that ‘‘[t]he controlling owner of a closely held business who wishes to liqui-

date his or her controlling ownership interest generally faces the following transactional

considerations:

� Uncertain time horizon to complete the offering or sale

� Cost to prepare for and execute the offering or sale

� Risk concerning eventual sale price

� Noncash and deferred transaction proceeds

� Inability to hypothecate (that is, the inability to borrow against the estimated value of

the stock)’’2

All of the above considerations make the sale of the controlling interest in a closely

held business risky, difficult, and costly. For this reason, many valuators believe that such

controlling interests suffer from some measure of lack of marketability that needs to be

represented via a discount adjustment to value.

Discounts for lack of marketability (DLOMs) for controlling interests are an entirely

different story from discounts for lack of marketability for minority interests. For one

thing, until recently, unlike in minority interest transactions, there has been no empirical

transaction database from which to draw guidance for quantifying discounts for lack of

marketability for controlling interests.

Second, while there is some overlap, the list of factors that affect the size of the

DLOM for controlling interests is considerably different from the factors affecting mi-

nority interest DLOMs.

Addressing marketability discounts for controlling interests, Chris Mercer concludes

as follows:

� ‘‘The marketability discount applicable to minority interests is clearly different than any

‘‘illiquidity discount’’ or ‘‘marketability discount’’ applicable to controlling interests.

� The two discounts (if, in fact, the latter exists) are applicable to different valuation

bases.

� By obvious inference, market evidence applicable to minority interests, which comes from

publicly traded minority interests, would not be relevant in assessing the magnitude of any

‘‘illiquidity discount’’ or ‘‘marketability discount’’ applicable to controlling interest trans-

actions, which occur in a different market entirely than the public securities markets.’’3

I agree.
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Where DLOMs are appropriate for controlling interests, they typically are much

smaller than those for minority interests. Discounts for lack of marketability for control-

ling interests allowed in the U.S. Tax Court range from 3 to 35 percent, compared with

the more typical 30 to 45 percent for minority interests.

DISCOUNTS FOR LACK OF MARKETABILITY FOR
CONTROLLING INTERESTS: A CONTROVERSIAL CONCEPT

The whole concept of DLOMs for controlling interests is still controversial in the minds of

some. There are those who believe that there should never be a discount for lack of mar-

ketability for controlling interests. Others have espoused the notion that whether a DLOM

is appropriate for a controlling interest depends on how the control value was derived.

As we examine what sound like very diverse positions, however, we find that much of

the disagreement turns out to be more semantic than real.

‘‘CONTROL, MARKETABLE’’ IS AN OXYMORON

A few take the position that there is no DLOM for controlling interests.4 Even these peo-

ple recognize, however, that it is impossible to call your friendly broker and sell your

company instantly and receive cash in three days. They call this problem a lack of liquid-

ity rather than marketability. As discussed in Chapter 1, we treat this as a semantic dis-

tinction without any difference as a practical matter.

As discussed in earlier chapters, the benchmark for marketability is being able to call

your broker, sell the stock instantly at a nearly exactly known price, and receive cash in

three business days. Since this is not possible with a controlling interest, it seems to me

that there is no such thing as ‘‘control, marketable.’’ This observation applies whether the

company is public or private.

It is only for minority interests that the levels-of-value chart (Exhibit 12.1, repeated

here for convenience) makes a distinction between ‘‘marketable’’ and ‘‘nonmarketable.’’

I know of no company, public or private, that could meet the benchmark criteria for mar-

ketability, that is, a known sale price and cash in three days. Therefore, I submit that the

expression ‘‘control, marketable’’ is an oxymoron.

In 2000 The Business Broker published the results of its fourth annual national survey

of business brokers, which included responses to issues such as the lengths of time it took

to sell businesses in the years 1999 and 2000. The survey revealed that the average time it

took for a business to sell was approximately six months from listing to closing.5 That

ignores the time needed to prepare the business for listing, the average discount of the

sale price from the listing price, and all the businesses that were listed but never sold.

Obviously, a controlling interest does not enjoy the same level of marketability that a

publicly traded minority interest enjoys.

BASES FROM WHICH CONTROLLING INTEREST DISCOUNTS
FOR LACK OF MARKETABILITY MAY BE DEDUCTED

As emphasized throughout this book, a discount is meaningless until the base to which it

is applied is made clear. The three bases most often encountered from which a control-

ling interest discount for lack of marketability is deducted are:
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1. Control buyout value (cash equivalent basis)6

2. Publicly traded stock value

3. Net asset value

Unfortunately, these bases and their implications may not always be as clear-cut as

one might hope.

BUYOUT PRICE AS CONTROL VALUE BASIS

The price that the control owner could expect to receive upon sale is a logical basis for a

DLOM. This price could be estimated by the market approach, observing sales of similar

companies. This value also could be estimated by the income approach, discounting or

capitalizing estimated cash flows (or some other measure of income) that a control owner

Exhibit 12.1 Levels of Value in Terms of Characteristics of Ownership

A combined 20%
discount and a 45%
discount for lack of
marketability equals a
total of 56% discount
from value of control
shares.b

45% total
discount for
lack of
marketability
(25% + 20%
may be taken
additively)

20% strategic
acquisition
premium

Synergistic
(Strategic) Value

Value of control
sharesa

“Publicly traded equivalent
value” or “Stock
Market value” of minority
shares if freely traded.

Value of restricted
stock of public
company

Value of nonmarketable
minority (lack of control)
shares

Per Share
Value

Control
Premium

or Minority
Discount

Discount for
restricted stock of
public company

Additional discount
for private company

stock

$12.00

$10.00

$8.00

$6.00

$4.40

20% minority
interest
discount; 25%
control premium

25% discount for
lack of
marketability for
restricted stock

Additional 20%
discount for
private company
stock (taken from
publicly traded
equivalent value
$8.00 per share)

Notes:

Control shares in a privately held company may also be subject to some discount for
lack of marketability, but usually not nearly as much as minority shares.

Minority and marketability discounts normally are multiplicative rather than additive.
That is, they are taken in sequence:

$10.00
–  2.00
$  8.00
–  3.60
$  4.40

Control Value
Less:  Minority interest discount (.20 x $10.00)
Marketable minority value
Less lack of Marketability discount (.45 x $8.00)
Per share value of non-marketable minority shares

a

b

Source: Jay E. Fishman, Shannon P. Pratt, and J. Clifford Griffith, PPC’s Guide to Business Valuations,

18th ed. (New York: Practitioner Pub Co., 2008), Exhibit 8-8.
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could expect to realize. Another possible way of estimating a buyout price is the excess

earnings method.7

PUBLIC OFFERING VALUE OF STOCK AS CONTROL VALUE BASIS

Unlike a minority stockholder, a controlling stockholder may register for a public offer-

ing of the stock. Thus, the estimated potential public trading price could be the basis for a

control value.

When public markets are strong, especially for the industry in which the company

operates, the potential public trading price could be as much as or more than the control

owner could expect to receive for the sale of the company. Therefore, under such condi-

tions, a control owner might maximize the price by going public. However, the owner is

not likely to be able to sell (or even register) all the stock, so the balance retained should

be discounted in value as restricted stock. Alternatively, if buyouts of public companies

are rampant in the industry, one might estimate a control value by using the guideline

public company method plus some premium for control.

NET ASSET VALUE AS CONTROL VALUE BASIS

Net asset value usually is construed to represent a control rather than a minority value.

This is because the control owner has the option of liquidating, hypothecating, or other-

wise utilizing the assets, an option not available to the minority owner. The assets usually

are valued at their realizable value, either on a liquidation or going-concern premise of

value, whichever is more appropriate for the given assignment.

The factors discussed in this chapter affecting the potential discount are also applica-

ble when net asset value is the control value basis.

FACTORS AFFECTING CONTROLLING INTEREST DISCOUNTS
FOR LACK OF MARKETABILITY

We noted earlier that two of the bases from which controlling interest DLOMs might be

applied are:

1. A buyout price

2. A public offering price

In order to receive proceeds on any of the above bases, the company generally must

accomplish several tasks:

� Create accounting records satisfactory to buyers and/or regulatory authorities.

� Incur legal expenses to document company attributes, often including representations

and warranties regarding the state of various aspects of the company (for instance,

contingent liabilities).

� Utilize substantial management time to facilitate the above and cure negative factors

that would be undesirable to the typical buyer (for instance, ease nonperforming rela-

tives off the payroll).

� Find a buyer or buyers (easier for some kinds of companies than for others).
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The buyout price reflects accomplishment of the above tasks.

If a company is being valued as of a certain effective date (for instance, for taxes, a

divorce, or a minority oppression suit) using any of the control valuation bases discussed

earlier, rarely has it completed any of the above items as of the valuation date. The costs

of accomplishing these tasks form part of the DLOM when comparing value at a given

date to expected proceeds from any of the foregoing bases of value.

Furthermore, accomplishing these necessary steps takes time. Therefore, eventual

expected proceeds need to be discounted to account for the time value of money. In some

cases, the time value of money may be offset by expected positive cash flows during the

holding period.

Very importantly, all the bases of value for the controlling interest are estimates.

Risk-averse investors could not reasonably be expected to pay 100 percent of the esti-

mated future proceeds, so the expected proceeds need to be discounted to reflect the un-

certainty of the amount and timing of proceeds to be realized.

Finally, transaction costs usually are deducted from the price before arriving at net

proceeds. Such costs may or may not be deducted in arriving at fair market value. Tax

Court cases are mixed on this issue.

Remember that fair market value (FMV) means (1) cash equivalent (2) as of

some specific effective valuation date. It is not what you might receive at some time

in the future after you have spent thousands or millions of dollars ‘‘fixing’’ the com-

pany to make it more saleable. To arrive at FMV today, all such costs need to be

deducted from proceeds ultimately expected and then adjusted to present value for

the time necessary to complete them and also for risks (for instance, market changes

in interim). Of course, such costs may have been deducted before arriving at the

value of 100 percent of the company, in which case they should not be deducted

again.

FLOTATION COSTS

The costs of going public, called flotation costs (that is, the costs of floating a public

offering), often form the basis for the DLOM from an estimated public offering price.

The major fixed costs required are audit fees, legal fees to register with the Securities

and Exchange Commission (SEC), and printing costs for the preliminary and final offer-

ing circulars. These costs combined usually run well into six figures for smaller compa-

nies and seven figures or more for larger companies.

The major variable cost is underwriters’ fees. These typically approach 15 percent of

expected proceeds for smaller companies, scaling downward by a few percentage points

for larger companies. The total cost of flotation for a smaller company—that is, the size

of a few million dollars—can easily exceed 20 percent of expected proceeds.

PROFESSIONAL AND ADMINISTRATIVE COSTS

At any given time, very few companies are ready for sale. Frequently, a company must

incur some or all of the following costs to prepare for sale.

� Accounting Costs. Few small, privately owned companies routinely prepare fi-

nancial statements that are both comprehensive and reliable enough to satisfy
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most buyers. Some additional accounting usually is required, often an audit, for

multiple years.

� Legal Costs. Extensive legal documentation is required for a transfer of ownership.

This expense varies greatly from one situation to another, but it is never low.

� Appraisals. If the company owns real estate, tangible personal property, or signifi-

cant intangible assets, buyers often insist on independent appraisals. Such appraisals

are performed not just to satisfy the buyers and possible financing sources, but often

also to facilitate the allocation of purchase price, which has major tax consequences

for both buyer and seller, who must agree on the allocation, at least in an asset sale.

Many deals founder on this issue.

� Management Time. Working with outside professionals and potential buyers, as

well as tending to all the internal details of preparing for a sale, can absorb much or

even most of top management’s time and attention during the process. This usually

incurs a significant opportunity cost in terms of distracting management from other

productive efforts for a period of many months.

RISK OF ACHIEVING EXPECTATIONS

It is important to remember that each of the bases for control value involves estimates of

what eventually can be realized. The control interest seller bears the risk of:

� Whether the sale or liquidation plan chosen can be accomplished

� If so, how long it will take

� How much the actual proceeds will be relative to the estimate

The degree of these uncertainties will vary greatly from one company to another and

is a major factor in quantifying a DLOM. Investors shun risk. The discount rate to reach a

present value from the expected proceeds must reflect both the time value of money and a

substantial premium for the risk of not achieving expectations.

LACK OF ABILITY TO HYPOTHECATE

A controlling interest in a private company does not necessarily, or even usually, make

the stock acceptable collateral for a bank loan. When a control owner offers his or her

stock as collateral, he or she should expect the friendly banker to accept it, as long as it

is accompanied by a personal guarantee plus publicly traded stock worth 125 percent of

the loan value.

TRANSACTION COSTS

In most cases there will be a commission due to an intermediary. If not, the company

usually will have expended considerable funds in locating and negotiating with buyers.

Depending on the situation, courts may or may not allow transaction costs as a factor in

quantifying the DLOM. (For a case that did allow transaction costs, see Estate of Borga-

tello v. Commissioner in a subsequent section.)
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PUBLIC VERSUS PRIVATE COMPANY ACQUISITION
MULTIPLES

There is a great deal of evidence that controlling interests in private companies should

have a DLOM because they almost always are acquired at lower valuation multiples than

are otherwise comparable public companies.

MERGERSTAT STATISTICS

In support of this hypothesis, proponents cite Mergerstat statistics, as shown in Exhibit 12.2.

PHILLIPS, FREEMAN STUDY8

John Phillips and Neill Freeman challenged this conclusion in a 1995 article examining a

relevant selection of the Mergerstat data and presented their own conclusion as follows:

We confirmed that differences in size, industry, and profitability explain much of the differ-

ence between the P/E [price/earnings] multiples of different companies. Our results suggest

that the difference between median public and private P/E multiples reflects differences be-

tween these variables in the composition of the two samples, public and private. Therefore,

once adjustments are made for differences in size, profitability and industry, no additional

adjustment for marketability appears justified for controlling interests.

The Phillips and Freeman research makes a worthwhile contribution to DLOM the-

ory. However, it is neither comprehensive nor rigorous enough to answer once and for all

Exhibit 12.2 Median P/E Offered: Public versus Private, 1991–2007

Year

Acquisitions of Public

Companies

Acquisitions of Private

Companies

1991 15.9 (93) 8.5 (23)

1992 18.1 (89) 17.6 (15)

1993 19.7 (113) 22.0 (14)

1994 19.8 (184) 22.0 (18)

1995 19.4 (239) 15.5 (16)

1996 21.7 (288) 17.7 (31)

1997 25.0 (389) 17.0 (83)

1998 24.0 (362) 16.0 (207)

1999 21.7 (434) 18.4 (174)

2000 18.0 (379) 16.0 (130)

2001 16.7 (261) 15.3 (80)

2002 19.7 (161) 16.6 (83)

2003 21.2 (198) 19.4 (107)

2004 22.6 (188) 19.0 (108)

2005 24.4 (230) 16.9 (127)

2006 23.7 (294) 21.4 (65)

2007 24.9 (300) 21.6 (64)

Source: Mergerstat Review 2001, 2006, and 2008 (FactSet Mergerstat, LLC). To purchase, visit www.BVresources.

com or call (503) 291-7963.

Note: () denotes number of transactions reporting P/E.
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the question as to the impact of the public versus private company factor. Mergerstat

collects and analyzes data for transactions over $100 million, based entirely on data filed

with the SEC. The Mergerstat/BVR Control Premium Study compiles information on

public companies of all sizes that have been acquired. Data are assembled at BVMarket-

Data.com regarding sales of both private and public companies under $100 million, with

data collected from business intermediaries as well as the SEC.

KOEPLIN, SARIN, AND SHAPIRO STUDY9

In a study published in 2000, John Koeplin, Atulya Sarin, and Alan Shapiro conducted a

study of matched pairs of private and public company acquisitions between 1984 and

1998 (excluding financial companies and regulated utilities). Of the matched pairs, 87

percent were in the same 4-digit SIC code. Comparing growth of earnings, the earnings

of the U.S. closely held companies grew faster than their publicly-traded counterparts in

the three years prior to the registration.

Exhibit 12.3 compares the sizes of private versus public domestic firms in terms of

sales and assets. Exhibit 12.4 shows the implied private company discount (PCD) in

terms of median valuation multiples.

OFFICER STUDY10

In a study published in 2007, Micah Officer compares valuation multiples paid for the

private firms and unlisted subsidiaries of public firms with multiples paid for public

firms. He also broke it down between cash versus stock acquisitions.

Officer looks to see if the PCD is a function of alternative sources of liquidity for the

selling owners. For example, during easy credit periods (lower spread between corporate

interest rate and federal funds rate), the PCD is lower (PCD ¼ 14 percent for closely held

firms and 25 percent for unlisted subsidiaries) than during times of more costly debt financ-

ing (PCD ¼ 23 percent for closely held firms and 34 percent for unlisted subsidiaries).

Exhibit 12.3 Descriptive Statistics of Sample Domestic Transactions

(Koeplin et al. Study)

Private Firms (1) Public Firms (2)

Net Sales $56.3 $91.2

Assets $40.6 $60.1

$ millions

(1) Median of 84 closely held companies acquired.

(2) Median of 84 matched public companies acquired.

Exhibit 12.4 Private Company Discounts (Koeplin et al. Study)

PCD (1)

Enterprise Value/EBIT 30%

Enterprise Value/EBITDA 18%

Enterprise Value/Sales <1% (2)

(1) Based on median multiples for domestic acquisitions.

(2) Difference not statistically significant.
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While you might hypothesize that during periods of above average initial public offering

(IPO) activity, the PCD might be lower (as going IPO is an alternative method of gaining

liquidity), Officer finds no evidence that the PCD varies with IPO activity.

Exhibit 12.5 shows average sizes in terms of assets for private firms, unlisted subsidi-

aries, and public firms. Exhibit 12.6 shows the implied private company discounts broken

down by cash acquisitions versus stock acquisitions.

DE FRANCO, GAVIOUS, JIN, AND RICHARDSON STUDY11

In the most comprehensive study to date, contained in a 2007 working paper, Gus De

Franco, Ilanit Gavious, Justine Jin, and Gordon Richardson compiled a database consisting

of 664 acquired privately held companies from Pratt’s Stats and 2225 acquired public firms

from Compustat. Exhibit 12.7 shows the comparative sizes in terms of sales and assets.

The authors calculate the PCD in terms of capitalization rates (rather than multiples to

ensure that the denominators are always positive numbers). They performed a multifactor

regression analysis to control for differences in size, sales, growth, R&D expenditures as a

Exhibit 12.5 Descriptive Statistics of Sample Transactions (Officer Study)

Private Firms (1) Unlisted Sub (2) Public Firms (3)

Assets $52.5 $255.2 $292.6

$ millions

(1) Median of 417 closely held companies acquired.

(2) Median of 416 unlisted subsidiaries acquired.

(3) Median of 4,206 public firms acquired.

Exhibit 12.6 Private Company Discounts (Officer Study)

Private Firms (1) Unlisted Sub (2)

Average—cash acquisitions 22% 28%

Average—stock acquisitions 12% 28%

Average—overall 17% 28%

(1) Based on average difference in multiples (price paid for equity to book value of equity, price

paid for equity to earnings, enterprise value to EBITDA and enterprise value to sales) paid for

private firms and comparable public firms (difference in arithmetic average of multiples).

(2) Based on average difference in multiples (price paid for equity to book value of equity, price

paid for equity to earnings, enterprise value to EBITDA and enterprise value to sales) paid for

unlisted subs and comparable public firms (difference in arithmetic average of multiples).

Exhibit 12.7 Descriptive Statistics of Sample Transactions (De Franco et al. Study)

Private Firms (1) Public Firms (2)

Net Sales $15.8 $130.1

Assets $8.7 $131.1

$ millions

(1) Median of 673 closely held companies acquired.

(2) Median of 2,249 public companies acquired.

Public versus Private Company Acquisition Multiples 209



E1C12_1 03/10/2009 210

percent of sales, and EBITDA as a percent of sales. Exhibit 12.8 shows the implied private

company discount in terms of enterprise value to EBITDA and enterprise value to sales.

The results of these three studies are consistent with studies of the rates of return

realized by shareholders of acquiring companies.12 These studies generally conclude that

shareholders of public acquiring firms benefit from the companies acquiring closely held

firms or nonpublic subsidiaries of public firms when compared to shareholders of public

acquiring firms acquiring public companies.

POSSIBLE EXPLANATIONS FOR PRIVATE COMPANY DISCOUNT

The relative size of the private companies was smaller than the public companies, and size

of company has been positively correlated with size of valuation multiples.13 But all of the

authors were aware of this, and each made attempts to control for size differences.

Relative Quality of Accounting

Public companies are subject to more stringent audit requirements than are private com-

panies, so buyers probably view the public companies’ accounting as more reliable. One

study even showed that the stature of the accounting firm doing the audit was correlated

with the multiples paid, even in public companies.14

Relative Exposure to Market

Probably the greatest reason for differences in multiples paid is the relative degree of

exposure to the market. All public companies have exposure to the market through quota-

tion systems, SEC filings, and various reporting services. Companies interested in mak-

ing acquisitions can screen available databases in search of a company with the criteria

they are looking for.

Few private companies enjoy such constant media exposure, especially in the finan-

cial press. Most keep their financial results top secret. And there is the confidentiality

paradox of most control owners, who implore their investment banker or intermediary to

‘‘find me a buyer for my company, but don’t let anyone know that it’s for sale.’’

COURT TREATMENT OF CONTROLLING INTEREST
DISCOUNTS FOR LACK OF MARKETABILITY

The U.S. Tax Court clearly has recognized DLOMs for controlling interests. In fact,

when DLOMs have been an issue in the U.S. Tax Court, they have been accepted far

more often than they have been rejected. The Tax Court statement quoted most often on

Exhibit 12.8 Private Company Discounts (De Franco et al. Study)

PCD (1)

Enterprise Value/EBITDA 37%

Enterprise Value/Sales 21%

(1) Based on mean of capitalization rates.
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this issue is from the 1982 case, Estate of Andrews v. Commissioner: ‘‘Even controlling

shares in a nonpublic corporation suffer from lack of marketability because of the ab-

sence of a ready private placement market and the fact that flotation costs would have to

be incurred if the corporation were to publicly offer its stock.’’15

However, the Tax Court has been uneven in its application of DLOMs for control-

ling interests. I believe that this apparent inconsistency arises largely from three

sources:

1. Differences in the facts and circumstances from one case to another, even though the

differences may not be fully apparent from the summary of facts included in the writ-

ten opinion

2. The quality of the expert testimony presented to the court, especially its direct rele-

vance to the facts and circumstances of the case at hand

3. Which judge is deciding the case

As an aside, these three reasons should always be kept in mind when considering

court cases. They lead inescapably to the conclusion that court decisions are often

distorted by imperfections in information. This is one reason why appraisers, who

should rely on market data, must avoid citing court cases as relevant evidence. In

legal parlance, they are not probative for appraisers. For examples of cases that

either allow or deny controlling interest discounts for lack of marketability, see

Chapter 15.

SUMMARY

Discounts for lack of marketability are very real for controlling interests. However, the

reasons for them and, consequently, the analysis needed to quantify them are quite differ-

ent from those for discounts for lack of marketability for minority interests. The lack of

benchmark data exacerbates the measurement problem.

The base from which the discount is taken usually is an estimate of what could be

realized in a sale of the controlling interest at some future time. Courts have widely ac-

cepted discounts for lack of marketability for controlling interests, but they expect rele-

vant and adequate evidence and analysis to support the discount.
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Chapter 13

The Quantitative Marketability
Discount Model: A Shareholder
Level DCF Model1

By Z. Christopher Mercer and Travis W. Harms

Introduction

The Structure of the Shareholder Level DCF Model

A Visual Representation of the Shareholder Level DCF Model

Factors Contributing to Marketability Discounts
Base Case (Shareholder Value Equal to Enterprise Value)
Impact of Agency Costs
Impact of Incremental Holding Period Risks
Combined Impact on Overall Marketability Discount
Review of Analysis

Summary

INTRODUCTION

The Quantitative Marketability Discount Model (QMDM), a shareholder level discounted

cash flow model, is a valuation method within the income approach. The QMDM

provides a standardized format for analyzing, projecting, and discounting relevant share-

holder cash flows that is applicable to almost any subject nonmarketable minority

interest.2

The QMDM inputs are analogous to those used in traditional enterprise level

discounted cash flow models. The two sets of assumptions are compared in

Exhibit 13.1.

Each of the discounted cash flow inputs (from the enterprise model on the left side of

the exhibit) are tailored to the considerations of minority shareholders in private enter-

prises (on the right side). Although the QMDM directly values the subject nonmarketable

minority interest, it is not used in isolation, but rather in conjunction with a contempora-

neous valuation of the subject enterprise because the shareholder level expectations

regarding cash flows, risk, and growth are inextricably linked to the corresponding

expectations with respect to the enterprise.
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THE STRUCTURE OF THE SHAREHOLDER LEVEL DCF MODEL

The basic structure of the two-stage enterprise level discounted cash flow model, which

we expressed mathematically in terms of cash flow (CF), growth (g), and risk (r) follows

in Exhibit 13.2.

PVICF, the first term in Exhibit 13.2, is the present value of the interim cash flows

during a finite forecast period ending in year f. The second term, PVTV, represents the

present value of the terminal value. The terminal value is the value of all future cash

flows after year f (into perpetuity), or the projected value of the enterprise at the end of

year f. The term r in the model is the enterprise discount rate appropriate for the risk of

the expected cash flows, which are growing at the interim rate of ge and the long-term

rate of g (for the terminal period calculation).

The same two-stage discounted cash flow model structure can be used at the share-

holder level, as shown in Exhibit 13.3.

Exhibit 13.1 Enterprise and Shareholder Level DCF Assumptions

Enterprise Level DCF Assumptions Shareholder Level DCF (QMDM) Assumptions

1. Forecast Period 1. Range of Expected Holding Periods

2. Projected Interim Cash Flows 2a. Expected Distribution/Dividend Yield

(during forecast period) 2b. Expected Growth in Distributions/Dividends

2c. Timing (Mid-Year or End of Year)

3. Projected Terminal Value 3a. Growth in Value over Holding Period

(at end of forecast period) 3b. Premium or Discount to Projected Enterprise Value

4. Discount Rate 4. Range of Required Holding Period Returns

Exhibit 13.2 The Two-Stage Enterprise DCF Model

Ve ¼
Sum

f

i ¼ 1

CF 1 þ geð Þi
1 þ rð Þi

2
4

3
5

PVICF

þ CF 1 þ geð Þ fþ1ð Þ= r � gð Þ
1 þ rð Þf

2
4

3
5

PVTV

Exhibit 13.3 The Two-Stage Shareholder DCF Model

Vsh ¼
Sum

f

i ¼ 1

CFsh 1 þ gdð Þi
1 þ Rhp

� �i
2
64

3
75

PVICF

þ Ve 1 þ gvð Þf 1 þ P=D%ð Þ
1 þ Rhp

� �f
2
64

3
75

PVTV
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Exhibit 13.3 includes each of the shareholder level discounted cash flow inputs enum-

erated in Exhibit 13.1.

1. Range of Expected Holding Periods. The expected holding period is year f in the

equation, which is the final year for which discrete cash flow projections are made

and the year in which the terminal value is expected to be received.

2a. Expected Distribution/Dividend Yield. The expected distribution/dividend yield de-

fines the initial expected shareholder cash flow (CFsh) in terms of the current enter-

prise value (Ve).

2b. Expected Growth in Distributions/Dividends. The expected growth in distributions/

dividends defines the subsequent interim shareholder cash flows in terms of an an-

nual growth rate (gd) relative to the initial expected shareholder cash flow (CFsh).

(Assumptions 1 and 2a–2b specify the numerator in the first term in Exhibit 13.3, or

expected distributions during the expected holding period of a nonmarketable asset.)

2c. Timing (Mid-Year or End-of-Year). The present value of the projected interim cash

flows depends on when shareholders expect to receive them. The timing assumption is

manifested in the discounting periods denoted as i in the denomination in Exhibit 13.3.

3a. Growth in Value over Holding Period. The assumed growth in value over the holding

period (gv) defines the terminal enterprise value in terms of an anticipated annual

capital appreciation rate from the current enterprise value (Ve).

3b. Premium or Discount to Projected Enterprise Value. The most likely expectation in

a shareholder level discounted cash flow model is that the projected terminal value to

be received by the minority shareholder is the marketable minority value. In certain

circumstances, however, the appraiser may wish to specify that the minority share-

holder will receive a terminal value in excess of, or below, the projected enterprise

value. This potential premium or discount (P/D percent) is applicable to the pro-

jected terminal enterprise value. (Assumptions 3a and 3b specify the numerator of

the second term in Exhibit 13.3.)

4. Range of Required Holding Period Returns. The required holding period return (Rhp)

is the discount rate of the shareholder level discounted cash flow model. The share-

holder level discount rate is the sum of the enterprise discount rate and appropriate

holding period premiums necessary to compensate the minority investor for accept-

ing the extra risks associated with investing in a nonmarketable security. (Assump-

tion 4, when applied in the equation in Exhibit 13.3, yields the PVICF and the

PVTV, which together comprise Vsh.)

Exhibits 13.2 and 13.3 together illustrate that illiquid minority interests (Vsh) can be

valued under the income approach using the very same discounted cash flow model as

that used to value enterprises (Ve).

As shown in Exhibit 13.4, the marketability discount is defined by the relationship

between the values determined in Exhibits 13.2 and 13.3.

Exhibit 13.4 The Marketability Discount

MD ¼ 1 � Vsh

Ve
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Given this discussion, the concept that the marketability discount is not a valua-

tion input, but rather a valuation result, should be clear. In Exhibit 13.4, the market-

ability discount (MD) describes the relationship between Vsh, or shareholder level

value, and Ve, or enterprise value. Exhibit 13.4 also illustrates the futility, using in-

adequate transactional data from restricted stock studies, of estimating MD directly

(and therefore, Vsh indirectly). It is preferable to estimate Vsh directly in the context

of Ve to determine MD, rather than to attempt to determine Vsh indirectly by estimat-

ing MD.

Exhibits 13.2, 13.3, and 13.4, also illustrate what can cause value determined for a

particular interest of an enterprise (shareholder level value) to be less than the value of

the enterprise. The reasons can be summarized as follows:

� Cash flow to shareholders is less than cash flow of the enterprise (CFsh < CF). As

noted in the discussion of the Integrated Theory in Chapter 3 of Business Valua-

tion: An Integrated Theory (2nd edition),3 there are two potential agency costs

that may create a differential between cash flow to shareholders and enterprise

cash flows.

� Non–pro rata distributions. Agency costs are incurred by minority shareholders

when there are non–pro rata distributions to certain shareholders, such as control-

ling shareholders, who take bonuses in excess of normalized compensation. These

funds are not available for pro rata distributions, nor are they available for re-

investment, which drives the expected growth in value.

� Suboptimal reinvestment. Suboptimal reinvestment occurs when the management

of an enterprise reinvests funds at less than its cost of capital. An important as-

sumption of the Gordon Model is that all enterprise cash flows are either distrib-

uted or are reinvested in the enterprise at the enterprise discount rate. It is the

reinvestment of earnings that drives the growth of earnings (and value), particu-

larly over defined time horizons, at rates greater than the long-term expected

growth in core earnings. Suboptimal reinvestment dampens the expected growth

in value and therefore Vsh, implying greater marketability discounts, other things

remaining the same.

� Incremental risks faced by minority investors exceed the risks of the enterprise

(Rhp>R). In developing marketable minority valuation indications (enterprise

level), appraisers develop equity discount rates. These discount rates reflect the

appraisers’ assessments of the risks related to achieving expected cash flows and

growth. Those risks are embodied in the enterprise discount rate, R, and in the

enterprise valuation. Minority investors in nonmarketable interests face additional

risks, including the uncertainties of the expected holding period (which may be

long and uncertain), restrictions on transfer, and, in the case of tax pass-through

entities, potential exposure to adverse cash flow (if the entity fails to make tax

pass-through distributions).

Any combination of agency costs, or incremental shareholder risks, contributes to re-

ducing Vsh relative to Ve, and therefore, to increasing the marketability discount, other

things being equal.
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A VISUAL REPRESENTATION OF THE SHAREHOLDER
LEVEL DCF MODEL

The function of the various QMDM inputs is perhaps more easily demonstrated with a

visual representation of the underlying discounted cash flow model using a simple exam-

ple in Exhibit 13.5. At this point, readers are asked to accept the reasonableness of the

assumptions in the example. How to determine and support QMDM assumptions follows.

In practice, we compute shareholder level values (and corresponding marketability

discounts) over a range of potential holding periods and required holding period returns.

Exhibit 13.5 depicts the nonmarketable minority value and marketability discount for

only a single set of assumptions for ease of presentation.

1. Expected Holding Period. The expected holding period of 10 years establishes the

length of the discrete forecast period and the point at which the projected terminal

value is expected to be received (that is, when the investment is expected to become

marketable).

2a. Expected Distribution/Dividend Yield. For ease of exposition and illustration, we de-

velop the shareholder level value relative to a base enterprise value of $1.00

Ve ¼ $1:00ð Þ. In this example, the expected distribution/dividend yield of 10.0 per-

cent establishes the initial shareholder cash flow of $0.100 ($1.00 enterprise value �
10.0 percent expected yield).

Exhibit 13.5 Visual Representation of the QMDM

Shareholder Level DCF (QMDM) Inputs
10 years1. Expected Holding Period
10.0%2a. Expected Distribution / Dividend Yield
5.0%2b. Expected Growth in Distributions / Dividends
End2c. Timing (Mid-Year or End of Year)
5.0%3a. Growth in Value over Holding Period $1.629
0.0%3b. Premium/Discount to Projected Enterprise Value $1.551
20.0%4. Required Holding Period Return $1.477

$1.407
$1.340

$1.276
$1.216

$1.158
$1.103

Enterprise Value  $1.050
Normalized to $1.00  $1.000

(MM Value)  

Interim Dividends / Distributions (Interim Cash Flows)
$0.155$0.148$0.141$0.134$0.128$0.122$0.116$0.110$0.105$0.100

109876543210

Discount Periods (Interim Cash Flows) 10.009.008.007.006.005.004.003.002.001.00
PV Factors (Interim Cash Flows) 0.16150.19380.23260.27910.33490.40190.48230.57870.69440.8333
PV Factor (Terminal Value) 0.1615
   Nonmarketable Minority Value Present Value of Interim Cash Flows and Terminal Value

$0.491PVICF 65.1% $0.025$0.029$0.033$0.037$0.043$0.049$0.056$0.064$0.073$0.083
$0.263PVTV 34.9% $0.263
$0.754NMM Value 100.0%

Derivation of Marketability Discount
$1.000Marketable Minority Value (Enterprise Value)
$0.754Less: Nonmarketable Value (Shareholder Value)
$0.246Marketability Discount ($)

24.6%Marketability Discount (%)
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2b. Expected Growth in Distributions/Dividends. The expected growth in distributions/

dividends of 5.0 percent defines the subsequent interim shareholder cash flows

expectations relative to the initial expected cash flow of $0.10.

2c. Timing (Mid-Year or End-of-Year). In this example, the end-of-year cash flow as-

sumption defines the discount periods for the interim cash flows as 1.00 years, 2.00

years, and so on.

3a. Growth in Value over Holding Period. The assumed growth in value over the holding

period of 5.0 percent establishes the terminal enterprise value of $1.629 (1.05^10).

3b. Premium or Discount to Projected Enterprise Value. In this example, there is no

assumed premium or discount to the projected enterprise value. Had there been, the

specified discount or premium would have been applied to the terminal enterprise

value of $1.629.

4. Required Holding Period Returns. The required holding period return of 20.0 percent

defines the present value factors applicable to each of the projected interim cash

flows and terminal value.

The QMDM inputs define the projected cash flows and corresponding present value

factors of the shareholder level discounted cash flow model. The mechanics of applying

the present value factors to the various cash flows is no different from that of the enter-

prise level discounted cash flow model, as the bottom portion of Exhibit 13.5 makes

clear. The indicated value of the subject nonmarketable minority interest Vsh ¼ $0:754ð Þ
is the sum of the present value of the projected interim cash flows ($0.491) and the pres-

ent value of the projected terminal value ($0.263). The corresponding marketability dis-

count of 24.6 percent calculated at the bottom of Exhibit 13.5 describes, rather than

defines, the relationship between the shareholder and enterprise levels of value.4

FACTORS CONTRIBUTING TO MARKETABILITY DISCOUNTS

While discussing the shareholder level of value in the context of the Integrated Theory,

we noted that marketability discounts arise because of the existence of two particular

economic factors: agency costs (in the form of non–pro rata distributions to shareholders

and/or suboptimal reinvestment of corporate cash flows) and the incremental risks faced

by minority investors in private enterprises. Using the previous visual representation, we

can illustrate the impact of these two factors upon the marketability discount in Exhi-

bits 13.6, 13.7, and 13.8.

BASE CASE (SHAREHOLDER VALUE EQUAL TO ENTERPRISE VALUE)

First, we consider the hypothetical case in which neither of the economic factors giving

rise to marketability discounts is present, such that the shareholder value is equal to the

corresponding enterprise value.

Assume that the base enterprise value implies growth in core earnings of 6.0 percent

and a total required return, or discount rate, of 16.0 percent. If there are no agency costs

or incremental risks associated with owning a nonmarketable minority interest in the

enterprise, the inputs to the shareholder level discounted cash flow model (and the result-

ing discount) would be those presented in Exhibit 13.6:
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The absence of agency costs can be seen by comparing the total projected sources of

return to the nonmarketable minority investor (cash flow yield and capital appreciation) to

the base enterprise discount rate. Non–pro rata distributions impair the cash flow yield that

is available to the nonmarketable minority investor, while suboptimal reinvestment reduces

the anticipated rate of capital appreciation, or growth in value. In this example, the sum of

the expected distribution/dividend yield (10.0 percent) and the growth in value over the

holding period (6.0 percent) is equal to the enterprise discount rate (16.0 percent).

If there are no incremental risks associated with ownership of a nonmarketable minor-

ity interest in the subject enterprise, the required holding period return will equal the

enterprise discount rate. In other words, investors in the subject nonmarketable minority

interest do not earn a premium return relative to the enterprise, or as-if-freely-traded,

return. In this example, the required holding period return of 16.0 percent equals the

enterprise discount rate.

In the absence of both agency costs and incremental risks for enduring ownership of a

nonmarketable minority interest, the shareholder level discounted cash flow model yields

a conclusion of $1.00, implying no discount to the base enterprise value (as calculated at

the bottom of Exhibit 13.6).5

IMPACT OF AGENCY COSTS

We can now isolate the impact of expected agency costs over the anticipated holding

period on the marketability discount. In the example case, the appraiser expects a modest

Exhibit 13.6 The QMDM with No Agency Costs or Incremental Risks

Shareholder Level DCF (QMDM) Inputs
10 years1. Expected Holding Period
10.0%2a. Expected Distribution / Dividend Yield
6.0%2b. Expected Growth in Distributions / Dividends
End2c. Timing (Mid-Year or End of Year)
6.0%3a. Growth in Value over Holding Period $1.791
0.0%3b. Premium/Discount to Projected Enterprise Value $1.689
16.0%4. Required Holding Period Return $1.594

$1.504
$1.419

$1.338
$1.262

$1.191
$1.124

Enterprise Value  $1.060
Normalized to $1.00  $1.000

(MM Value)  

Interim Dividends / Distributions (Interim Cash Flows)
$0.169$0.159$0.150$0.142$0.134$0.126$0.119$0.112$0.106$0.100

109876543210

Discount Periods (Interim Cash Flows) 10.009.008.007.006.005.004.003.002.001.00
PV Factors (Interim Cash Flows) 0.22670.26300.30500.35380.41040.47610.55230.64070.74320.8621
PV Factor (Terminal Value) 0.2267
   Nonmarketable Minority Value Present Value of Interim Cash Flows and Terminal Value

$0.594PVICF 59.4% $0.038$0.042$0.046$0.050$0.055$0.060$0.066$0.072$0.079$0.086
$0.406PVTV 40.6% $0.406
$1.000NMM Value 100.0%

Derivation of Marketability Discount
$1.000Marketable Minority Value (Enterprise Value)
$1.000Less: Nonmarketable Value (Shareholder Value)
$0.000Marketability Discount ($)

0.0%Marketability Discount (%)
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level of suboptimal reinvestment of corporate cash flows, resulting in a downward adjust-

ment in the growth in value (and distributions/dividends) to 5.0 percent from 6.0

percent.6

As a result, Assumption #2b and #3a are changed from 6.0 percent in Exhibit 13.6 to

5.0 percent in Exhibit 13.7.

The impact of suboptimal reinvestment is seen in the projected terminal value, which

is $1.629, compared to $1.791 in the absence of agency costs (Exhibit 13.6). In value

terms, the agency costs account for a marketability discount of 5.7 percent, excluding the

effect of any incremental holding period premium (as calculated at the bottom of

Exhibit 13.7).

This example confirms that the effect of suboptimal reinvestment is not limited to the

returns realized by nonmarketable minority investors. Unlike other agency costs against

which controlling shareholders may receive an indirect benefit (that is, excess owner’s

compensation), suboptimal reinvestment also reduces the returns achieved by the control-

ling shareholder. In other words, despite controlling the enterprise, the returns of the ma-

jority owners also suffer from suboptimal reinvestment over time.

This does not imply, however, that the effect of suboptimal reinvestment should not

be a component of the marketability discount. The public company equivalent, or mar-

ketable minority, value relative to which marketability discounts are measured is predi-

cated on both normalized current operations and normalized reinvestment practices. The

marketability enjoyed by public company minority investors assures that suboptimal

reinvestment is not anticipated. Note that this does not mean that certain investments

made by public companies will not turn out badly, but rather that such poor performance

Exhibit 13.7 The QMDM with Agency Costs

Shareholder Level DCF (QMDM) Inputs
10 years1. Expected Holding Period
10.0%2a. Expected Distribution / Dividend Yield
5.0%2b. Expected Growth in Distributions / Dividends
End2c. Timing (Mid-Year or End of Year)
5.0%3a. Growth in Value over Holding Period $1.629
0.0%3b. Premium/Discount to Projected Enterprise Value $1.551

16.0%4. Required Holding Period Return $1.477
$1.407

$1.340
$1.276

$1.216
$1.158

$1.103
Enterprise Value  $1.050

Normalized to $1.00  $1.000
(MM Value)  

Interim Dividends / Distributions (Interim Cash Flows)
$0.155$0.148$0.141$0.134$0.128$0.122$0.116$0.110$0.105$0.100

109876543210

Discount Periods (Interim Cash Flows) 10.009.008.007.006.005.004.003.002.001.00
PV Factors (Interim Cash Flows) 0.22670.26300.30500.35380.41040.47610.55230.64070.74320.8621
PV Factor (Terminal Value) 0.2267
   Nonmarketable Minority Value Present Value of Interim Cash Flows and Terminal Value

$0.573PVICF 60.8% $0.035$0.039$0.043$0.047$0.052$0.058$0.064$0.071$0.078$0.086
$0.369PVTV 39.2% $0.369
$0.943NMM Value 100.0%

Derivation of Marketability Discount
$1.000Marketable Minority Value (Enterprise Value)
$0.943Less: Nonmarketable Value (Shareholder Value)
$0.057Marketability Discount ($)

5.7%Marketability Discount (%)
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is not anticipated. If it were, the public share price would be bid down to a level at which

incumbent management would be subject to removal, and new managers more responsive

to the interests of the shareholders installed.7

IMPACT OF INCREMENTAL HOLDING PERIOD RISKS

We can also isolate the impact of incremental holding period risks over the expected

holding period on the marketability discount. In the example case, the appraiser con-

cludes that the incremental holding period risks justify a 4.0 percent increment to the

base enterprise discount, resulting in a required holding period return of 20.0 percent in

Assumption #4. To isolate the impact of incremental holding period risks, we reset the

expected growth in value (and distributions/dividends) to 6.0 percent in Assumption #2b

and #3a. These changes are reflected in Exhibit 13.8.

The impact of the incremental holding period risks is manifested in the lower present

value factors. Excluding the impact of agency costs, the return premium reflecting the

incremental holding period risks generates a marketability discount of 20.3 percent (as

calculated at the bottom of Exhibit 13.8).

Conceptually, the observed discounts in restricted stock transactions of public compa-

nies reflect only this component of the overall marketability discount applicable to mi-

nority interests in private enterprises. In practice, we are not dogmatic on this point,

because the sample of public companies that issue restricted shares consists primarily of

small, financially distressed firms trading in relatively inefficient markets for which the

Exhibit 13.8 The QMDM with Incremental Risks

Shareholder Level DCF (QMDM) Inputs
10 years1. Expected Holding Period
10.0%2a. Expected Distribution / Dividend Yield
6.0%2b. Expected Growth in Distributions / Dividends
End2c. Timing (Mid-Year or End of Year)
6.0%3a. Growth in Value over Holding Period $1.791
0.0%3b. Premium/Discount to Projected Enterprise Value $1.689

20.0%4. Required Holding Period Return $1.594
$1.504

$1.419
$1.338

$1.262
$1.191

$1.124
Enterprise Value  $1.060

Normalized to $1.00  $1.000
(MM Value)  

Interim Dividends / Distributions (Interim Cash Flows)
$0.169$0.159$0.150$0.142$0.134$0.126$0.119$0.112$0.106$0.100

109876543210

Discount Periods (Interim Cash Flows) 10.009.008.007.006.005.004.003.002.001.00
PV Factors (Interim Cash Flows) 0.16150.19380.23260.27910.33490.40190.48230.57870.69440.8333
PV Factor (Terminal Value) 0.1615
   Nonmarketable Minority Value Present Value of Interim Cash Flows and Terminal Value

$0.508PVICF 63.7% $0.027$0.031$0.035$0.040$0.045$0.051$0.057$0.065$0.074$0.083
$0.289PVTV 36.3% $0.289
$0.797NMM Value 100.0%

Derivation of Marketability Discount
$1.000Marketable Minority Value (Enterprise Value)
$0.797Less: Nonmarketable Value (Shareholder Value)
$0.203Marketability Discount ($)

20.3%Marketability Discount (%)
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discipline described earlier may not be strong enough to eliminate the potential for sub-

stantial agency costs.

COMBINED IMPACT ON OVERALL MARKETABILITY DISCOUNT

Combining the lower anticipated growth in value and distributions/dividends with the

higher required holding period return yields the initial shareholder level discounted cash

flow model presented in Exhibit 13.5. Note that the overall marketability discount (24.6

percent) is modestly less than the sum of the agency costs and incremental holding period

risk components (5.7 percent þ 20.3 percent ¼ 26.0 percent) because of the interaction

of the lower present value factors and lower projected cash flows.

This analysis suggests that the qualitative discussion of the marketability discount

applicable to a subject nonmarketable minority interest ought to emphasize the nature

and persistence of specific agency costs borne by the shareholders and the specific hold-

ing period risks for which the hypothetical willing buyer would demand compensation in

the form of a higher required return.

REVIEW OF ANALYSIS

We can summarize this analysis of the shareholder level DCF model with the following

table, reordered to present the enterprise value (0 percent marketability discount) first.

Then, suboptimal reinvestment alone is presented, where the resulting impairment to

growth in value generates a marketability discount of 5.7 percent. Next, incremental risk

alone is presented where the required holding period return generates a marketability dis-

count of 20.3 percent. Finally, we see the combined impact of both suboptimal reinvestment

and incremental risk, where the calculated marketability discount is 24.6 percent.

Exhibit 13.9 illustrates that each assumption of the QMDM is important. It also illus-

trates that the various assumptions interact and influence calculated marketability

discounts.

Exhibit 13.9 Impact of Agency Costs and Incremental Risk on Marketability Discount

( 4 )( 3 )( 2 )( 1 )

10101010Years

2a. Expected Distribution / Dividend Yield 10.0%10.0%10.0%10.0%Yield

2b. Expected Growth in Distribution / Div. Yield 5.0%6.0%5.0%6.0%Growth

2c. Timing (Mid-Year or End of Year) EEEETiming

3a. Growth in Value over Holding Period Gv 5.0%6.0%5.0%6.0%

3b. Premium or Discount to Marketable Value 0.0%0.0%0.0%0.0%Prem/Disc.

20.0%20.0%16.0%16.0%Low

24.6%20.3%5.7%0.0%Marketability Discount

( 1 ) Enterprise Value (Exhibit 13.6)

( 2 ) Suboptimal Reinvestment Only (Exhibit 13.7)

( 3 ) Incremental Risk Only (Exhibit 13.8)

( 4 ) Suboptimal Reinvestment and Incremental Risk (Exhibit 13.5)

1. Expected Holding Period

4.   Required Holding Period Returns
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The marketability discount in column four of 24.6 percent includes the combined ef-

fect of agency costs and incremental shareholder level risks. This discount is lower than

the so-called normal range of 30 to 40 percent or more. Why? Note the expected divi-

dend/distribution yield of 10.0 percent in Assumption #2a. The high current dividend yield

serves to mitigate what could otherwise be a substantially higher marketability discount.

SUMMARY

We have explored the relationship between the enterprise and shareholder levels of value

within the context of the Integrated Theory. The Quantitative Marketability Discount

Model is a shareholder level discounted cash flow model standardized to accommodate

the valuation of nearly all nonmarketable minority interests.

Shareholder level valuation is driven by the same factors as enterprise level valuation:

expected cash flow, growth, and risk. Nonmarketable minority interests are generally

worth less than the corresponding pro rata portion of enterprise value because of a com-

bination of agency costs (which can affect both the level of, and growth rate in, cash

flows) and incremental holding period risks (which cause the required holding period

return to exceed the enterprise discount rate).

NOTES

1. Adapted from the book, Business Valuation: An Integrated Theory, 2nd ed. (John Wiley & Sons,

2008) by Z. Christopher Mercer, ASA, CFA and Travis W. Harms, CPA/ABV, CFA. For a more

comprehensive discussion of the QMDM, see Business Valuation: An Integrated Theory, 2nd ed.

(John Wiley & Sons, 2008), available at www.mercercapital.com or www.wiley.com.

2. Z. Christopher Mercer, Quantifying Marketability Discounts (Memphis, TN: Peabody Publish-

ing, LP, 1997).

3. Note 1 supra.

4. In the context of Exhibit 13.4:

MD¼ 1 � Vsh

Ve

0
@

1
A

¼ 1 � $0:754

$1:00

0
@

1
A

¼ 1 � 75:4%ð Þ
¼ 24:6%

5. Enterprise value is determined using the Gordon Model:

Ve ¼ CF1

r � g

¼ $0:10

16%� 6%

¼ $1:00
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6. An appraiser might make a similar assumption if the enterprise has historically been accumulating

excess assets and there is an expectation for a continuation of this policy over the expected holding

period.

7. We do not suggest that examples of ‘‘empire building’’ or other agency costs are never observed in

public companies over even lengthy periods of time, but rather that such examples are exceptions

to the typical market discipline faced by public company managers.
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Chapter 14

Marketability Discounts in the
Courts—Minority Interests

Gift and Estate Tax Cases
Cases Involving Corporate Stock

Mandelbaum v. Commissioner
Huber v. Commissioner
Estate of Jelke v. Commissioner
Estate of Deputy v. Commissioner
Estate of Green v. Commissioner
Estate of Thompson v. Commissioner
Okerlund v. United States
Hess v. Commissioner
Estate of Davis
Estate of Brookshire
Barnes v. Commissioner

Cases Involving Partnership Interests
Estate of Jones v. Commissioner
McCord v. Commissioner
Lappo v. Commissioner
Estate of Kelley v. Commissioner
Peracchio v. Commissioner

Employee Stock Ownership Plan Case
Howard v. Shay

Dissenting Shareholder Cases
Cases Denying Discount for Lack of Marketability

Cavalier Oil Corp. v. Harnett
Pueblo Bancorporation v. Lindoe, Inc.
Brown v. Arp and Hammond Hardware Co.
Pro Finish USA Ltd. v. Johnson.
Sieg Co. v. Kelly
Blitch v. Peoples Bank
Swope v. Siegel-Robert, Inc.

Case Accepting Discount for Lack of Marketability
English v. Atromick Int’l Inc.

Applicability of Discount for Lack of Marketability to Be Determined on Case-
by-Case Basis Where Extraordinary Circumstances Are Present
Matthew G. Norton Co v. Smyth
Lawson Mardon Wheaton, Inc. v. Smith
Weigel Broadcasting Co. v. Smith

This chapter was updated from the first edition by Noah J. Gordon.
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Discounts for Lack of Marketability Not Addressed
HMO-W, Inc. v. SSM Health Care System

Minority Oppression Cases

Marital Dissolution Cases
Cases Denying Discount for Lack of Marketability

Howell v. Howell
Hanson v. Hanson
Baltrusis v. Baltrusis
Brown v. Brown
Mexic v. Mexic
Ferraro v. Ferraro
In re the Marriage of Connor

Cases Allowing Discount for Lack of Marketability
Erp v. Erp
In re the Marriage of Tofte
Michael v. Michael
Crismon v. Crismon
Ferguson v. Ferguson
Rattee v. Rattee
Ellis v. Ellis

Summary

This chapter deals with discounts for lack of marketability (DLOMs) in court cases involv-

ing valuation of noncontrolling interests. The cases selected are representative of the wide

diversity of court decisions on the topic, especially from one legal context to another, but

also within a given legal arena. In many cases, the diversity of opinions is explained by the

relative strength of the evidence and expert testimony presented to the court. Court cases

involving DLOMs for controlling interests are addressed in Chapters 12 and 15.

As with Chapter 4, this chapter is organized by type of case in varying courts because

of differing rules of law:

� Gift and estate tax

� Employee stock ownership plan (ESOP)

� Dissenting shareholder

� Shareholder oppression

� Marital dissolution

Most business appraisers and courts treat discounts for lack of control and discounts

for lack of marketability as separate items. Nevertheless, appraisers and courts sometimes

lump the two factors into a single discount.

This chapter does not purport to be an exhaustive treatise of the many court cases

involving DLOMs for noncontrolling interests.1 That would be far too great a task for

the scope of this book. What this chapter does is present a representative sample that will

show the diversity of opinions in each of the several areas of litigation listed above. Al-

though only marketability issues are discussed in this chapter, most of the cases also in-

volved other valuation issues and frequently another discount or premium issue.2
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GIFT AND ESTATE TAX CASES

The U.S. Tax Court has a long history of allowing discounts for lack of marketability for

noncontrolling interests in closely held companies. We have separated stock cases from

partnership cases because, in many instances, the minority value of the partnership inter-

est (to which the DLOM normally is applied) is often based on transactions in the sec-

ondary market for limited partnership interests that are registered with the Securities and

Exchange Commission (SEC). This market is less liquid than the public stock markets,

implying that the transaction prices might already reflect some portion of a discount for

lack of marketability. See Chapter 21 for additional case references.

CASES INVOLVING CORPORATE STOCK

Mandelbaum v. Commissioner.3 This is probably the most famous case on discounts

for lack of marketability. The parties stipulated to a freely traded (marketable) minority

value, so the only issue was the discount for lack of marketability.

The expert for the taxpayer cited seven restricted stock studies along with the John

Emory (Baird & Co.) and other pre-IPO studies. (These studies were discussed in Chapters

5, 6, and 9.) The court used the studies cited as a starting point (35 percent average dis-

count for restricted stock studies and 45 percent average discount for private transactions

prior to IPOs). The expert listed nine factors that might cause the marketability discount

for a given instance to be higher or lower than the benchmark averages, concluding that,

on balance, the facts and circumstances in the particular case led to a lower discount for

lack of marketability than the benchmark averages. He decided on a 30 percent discount.

The factors cited in the case were:

� Financial statement analysis

� Dividend policy

� Nature of the company, its history, its position in the industry, and its economic

outlook

� Management

� Amount of control in the transferred shares

� Restrictions on transferability

� Holding period for the stock

� Company’s redemption policy

� Costs associated with a public offering

The above factors have often been referred to since as the ‘‘Mandelbaum factors.’’

Many in the appraisal community believe that some of them, such as financial statement

analysis, nature of the company, and management, constitute ‘‘double counting’’ because

they would be reflected in the freely traded value. The court recognized this issue but felt

that the factors also impacted the discount for lack of marketability.

Huber v. Commissioner.4 The United States Tax Court in this case for the first time

allowed a 50 percent discount for lack of marketability. The court permitted such a high

discount on its finding that sales of shares between some 250 family members (many of
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whom were distantly related) and trusts who were shareholders in JM Huber

Corporation—one of the largest family-held businesses in the country, reporting over

$500 million in annual sales—were arm’s length transactions and supported the prices

used for gift tax returns. The prices used in the 90 stock transactions at issue, which

occurred over several years for various purposes, were based on appraised values, includ-

ing a 50 percent discount for lack of marketability that had been consistently applied by

an independent third-party appraiser.

The variety of the shareholder relationships was, according to the court, ‘‘a positive

indicator of the existence of arm’s length sales.’’ The court also rejected the ‘‘hypotheti-

cal’’ notion that offering the stock for public sale would have obtained an optimum price.

Because there was ‘‘no basis to suggest’’ an available market where a potential buyer

would purchase Huber shares at higher than the independently appraised values, these

values—including the discounts—were the ‘‘best reference’’ available.

Estate of Jelke v. Commissioner.5 In this case, the court rejected the estate’s expert’s

use of restricted stock studies, determining they were not sufficiently similar to the

subject company. The IRS expert relied on the Mandelbaum factors to arrive at a 10

percent discount for lack of marketability. Performing its own Mandelbaum analysis,

the court concluded a 15 percent marketability discount, reasoning that a lower than

average discount was justified. On appeal, the Eleventh Circuit affirmed the discount.6

Estate of Deputy v. Commissioner.7 In this case, involving the valuation of interests in

a company held by an FLP, the IRS concluded a 25 percent DLOM based on restricted

stock studies. The taxpayer’s expert applied a matrix his company created to replicate an

investor’s decision process and determined a combined 44 percent lack of marketability

and minority interest discount. The Tax Court preferred the taxpayer’s approach because

it focused on the company’s unique attributes, but questioned the matrix’s weighting

scheme. After independently analyzing each category in the matrix, the court concluded

a 30 percent combined DLOM and minority discount.

Estate of Green v. Commissioner.8 The experts in this case disagreed widely on the

appropriate DLOM. The estate’s expert relied on restricted stock studies indicating dis-

counts ranging from 31 to 45 percent, and also relied on pre-IPO studies that indicated a

range between 43 and 45.7 percent, as well as several transactions involving the stock of

the subject company. Based on all these, the taxpayer’s expert concluded a 40 percent

DLOM. The IRS expert used one restricted stock study (MPI study) that included only

two transactions with revenues that were comparable to those of the subject company.

Those transactions had an average discount of 43 percent. The court noted that the MPI

study indicates a ‘‘clear correlation between the size of a company’s gross income and

the size of the lack of marketability discount.’’ Rejecting the IRS expert’s 25 percent

discount, the court concluded a 35 percent discount, which was at the higher end of the

IRS expert’s range, and was ‘‘consistent with the average discount that [taxpayer’s

expert] derived from the restricted stock studies.’’ The court also indicated that it be-

lieved the pre-IPO studies used by the taxpayer’s expert were ‘‘entitled to some consider-

ation,’’ but did not justify a discount greater than 35 percent.

Estate of Thompson v. Commissioner.9 In this case, the issue was the value of a 20

percent interest in a publishing company. The estate’s experts used a capitalization of
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income method and applied a 45 percent DLOM. The IRS’s expert used two methods—

the discounted cash flow method and the comparable public company method—and

found a 30 percent DLOM. Although the court criticized both experts for their lack of

experience and for the general credibility of their valuations, the court seemed to adopt

the IRS’s position and concluded a 30 percent DLOM.

Okerlund v. United States.10 This was a Court of Federal Claims case. To support dis-

counts for lack of marketability on two valuation dates, both parties’ experts used data

that relied on restricted stock studies and pre-IPO studies. Although the data were simi-

lar, there was a 15 percent gap between the respective experts’ DLOM conclusions for

both dates—30 percent for the IRS, 45 percent for the taxpayer. The court found, how-

ever, that the taxpayer expert’s analysis was far more detailed and persuasive than the

IRS expert’s, and commended the taxpayer’s expert for emphasizing the pre-IPO studies,

which, the court determined, were more comparable to the subject company. The court

concluded a 40 percent DLOM for one date and 45 percent for the other.

Hess v. Commissioner.11 The Tax Court accepted a 25 percent DLOM concluded by

the IRS over a 30 percent discount used by the taxpayer because the court found that the

taxpayer’s expert commingled control issues with the marketability discount.

Estate of Davis.12 The taxpayer’s experts testified to a 35 percent discount, and the IRS

expert used a 23 percent discount. The Tax Court ultimately concluded a 32 percent dis-

count because it determined that the IRS expert failed to consider pre-IPO studies, which,

together with the restricted stock studies, would have provided a more accurate base

range and starting point for determining the appropriate lack of marketability discount.

Estate of Brookshire.13 In this case, Tax Court concluded a 40 percent DLOM. Impor-

tantly, the taxpayer’s expert utilized the pre-IPO as well as the restricted stock studies in

quantifying the DLOM.

Barnes v. Commissioner.14 In this case of gifts of stock of two South Carolina tele-

phone companies, the court agreed with the taxpayer’s expert and applied a 40 percent

DLOM to the Home Telephone voting stock and a 45 percent DLOM for the Rock Hill

Telephone Company nonvoting stock. The court agreed because

� The Barnes family had controlled Rock Hill for 80 years and the Helmly and Barnes

families had controlled Home for 50 years.

� Both families intended to keep control of the companies.

� The families had taken steps to bring in younger family members and had taken mea-

sures to avoid having to sell the shares to pay death taxes.

� Home and Rock Hill paid much lower dividends than the guideline companies.

� There had been few sales of Rock Hill stock and only limited family and insider sales

of Home stock at about book value.

� The Home and Rock Hill stocks were not registered or traded on any exchange or

over the counter.

� The Home and Rock Hill stocks in question represented very small minority interests

that had no ability to direct the affairs of either company or cause the sale of its assets.
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The Tax Court was critical of the lack of preparation by the IRS’s expert, who did not

visit either company or talk with management, nor was his cash flow method for valua-

tion available at trial for taxpayers to cross-examine. The Tax Court denied the IRS’s

post-trial motion to reopen the record to supplement the expert’s report.

CASES INVOLVING PARTNERSHIP INTERESTS

Estate of Jones v. Commissioner.15 In two complex limited partnerships involving

several large ranches, one an 83.08 percent interest and the other a 16.915 percent inter-

est, the Tax Court applied an 8 percent DLOM to each. This case involved the formation

of trusts by Jones II to continue family ownership of ranches that had been in the family

for several generations. Two partnerships were formed with his children. The issue of

interest here was the DLOM. The taxpayer’s expert argued for a 20 percent discount. His

valuation was based in part on values of syndicated limited partnerships where he ac-

knowledged that a large DLOM is already built into the secondary market discount. Al-

though taxpayer’s expert adjusted his analysis of the data found in the restricted stock

and pre-IPO studies to take into consideration the lack of marketability discount already

allowed, the court found his adjustment inadequate. The court allowed an 8 percent lack

of marketability discount from net asset value (NAV) on the 83.08 percent interest and an

8 percent discount after a 40 percent minority discount on the 16.915 percent interest.

McCord v. Commissioner.16 This was a gift tax case involving interests in a limited

liability partnership holding company. The taxpayers’ expert determined a 35 percent

discount for lack of marketability based on pre-IPO and restricted stock studies. The IRS

expert determined a 7 percent discount based on the expert’s own study of 88 private

placements (the ‘‘Bajaj study’’). The Tax Court found that of the 88 private placements,

only the 29 middle placements were useful. Using these, the court concluded a 20 percent

DLOM. There was no rebuttal to the IRS DLOM evidence in this case. On appeal, the

Fifth Circuit reversed on legal, rather than valuation, grounds, so that the taxpayer’s val-

ues were upheld, including the 35 percent DLOM based on restricted stock and pre-IPO

studies (as opposed to Bajaj’s lower discounts based on his own studies). The Court of

Appeals did not address the DLOM issue per se, so this case should not be read as favor-

ing or disfavoring the approach used by the taxpayers’ expert.

Lappo v. Commissioner.17 In this case, the Tax Court found that a 21 percent initial

discount was appropriate for an interest in a family limited partnership (FLP) consisting

of marketable securities and real estate subject to a long-term lease. The court made a

further upward adjustment of 3 percent to the discount to account for characteristics spe-

cific to the partnership, including the following reasons:

� The partnership was closely held with no real prospect of becoming publicly held.

� The partnership was relatively small and not well known.

� There did not exist a present market for the partnership interests.

� The partnership had a right of first refusal to purchase the interests.

The taxpayer did not present strong evidence regarding the DLOM, which stayed at

24 percent.
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Estate of Kelley v. Commissioner.18 The Tax Court in this case agreed that a DLOM

was appropriate in valuing the interests in an investment FLP, finding that there is not a

ready market for partnership interests in a closely held partnership. In determining the

marketability discount, the taxpayer’s expert used the restricted stock approach and con-

cluded a 38 percent marketability discount. The IRS expert determined a 15 percent

DLOM on the basis of the Bajaj private placement study (discussed previously in the

McCord case). The court was not persuaded by the taxpayer’s approach, finding that the

restricted stock studies examined mostly operating companies, and that ‘‘there are funda-

mental differences between an investment company holding easily valued and liquid

assets (cash and certificates of deposit), such as [the limited partnership], and operating

companies.’’ However, it was also not persuaded by the IRS discount.

Because it declined to use either party’s DLOM, the court conducted its own DLOM

analysis, finding an initial 20 percent DLOM based on the approach used in the Bajaj

study. It further found that an upward adjustment of 3 percent was proper, based on the

approach used in Lappo, to incorporate characteristics specific to the partnership, thus

concluding a DLOM of 23 percent.

Peracchio v. Commissioner.19 The court in this case rejected the methodology of the

taxpayer’s experts, who relied on the Mandelbaum factors to arrive at a DLOM of at least

35 percent. The court stated that nothing in Mandelbaum suggested that the range of

discounts used in that case served any purpose other than to resolve the issues in that

particular case. The court also criticized the taxpayer’s experts for failing to analyze and

apply data from restricted stock studies to the particular (partnership) interests being val-

ued. The court was also dissatisfied with the IRS expert, who had determined that the

DLOM range was between 5 and 25 percent and then, without justification, arbitrarily

picked the midpoint of the range, 15 percent, as his conclusion of the appropriate

DLOM. The court, treating the upper end of the IRS expert’s range as a concession that

25 percent would be appropriate, ruled that 25 percent was the correct DLOM.

EMPLOYEE STOCK OWNERSHIP PLAN CASE

Howard v. Shay.20 This case involved the termination of an employee stock ownership

plan (ESOP) that owned approximately 38 percent of the stock of Pacific Architects and

Engineers (PA&E). The stock was sold to a trust controlled by the stockholder who

owned the other approximately 62 percent of PA&E stock. The minority discount applied

in this case was discussed in Chapter 4.

The final adjustment to value made by the ESOP financial advisor who valued the

stock was a 50 percent DLOM. The employees brought a class action suit claiming that

the stock was undervalued; the size of the DLOM was a major issue.

Unlike most ESOPs today, this ESOP stock had no ‘‘put’’ right, because it was estab-

lished before ESOP laws were changed to require such rights. Consequently, its market-

ability (or lack of it) was no better than that of any other closely held minority interest.

A pre-IPO database on discounts for lack of marketability was entered into evidence

in defense of the discount. The evidence presented was all transactions in the database for

the five years preceding the valuation date where the sale involved 25 to 49.9 percent of

the outstanding stock. These data showed average discounts of very close to the 50 per-

cent that was used in the original stock appraisal. The 50 percent discount was upheld at
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the trial level and again on remand from the Ninth Circuit for further valuation

proceedings.

The case is a very important one for DLOMs, because it supports a DLOM that is 50

percent based on significant empirical evidence. Based, in part, on such evidence, the

U.S. Tax Court has allowed a 50 percent DLOM.21

For a more detailed treatment of the DLOM, as well as other discounts, in ESOP

cases, see Chapter 23, ‘‘Discounts and Premiums in ESOP Valuations.’’

DISSENTING SHAREHOLDER CASES

The courts have been mixed on the treatment of the lack of marketability issue in dissent-

ing shareholder cases. However, Delaware, the leading state in dissenting shareholder

litigation, denies both marketability and minority discounts.

CASES DENYING DISCOUNT FOR LACK OF MARKETABILITY

Cavalier Oil Corp. v. Harnett.22 For example, in this often cited case, the Delaware

Supreme Court stated: ‘‘In rejecting a minority or marketability discount, the Vice Chan-

cellor concluded that the objective of [an] appraisal is ‘to value the corporation itself, as

distinguished from a specific fraction of its shares as they may exist in the hands of a

particular shareholder.’ We believe this to be a valid distinction. . . . [T]he Court of

Chancery is not required to apply further . . . factors at the shareholder level, such as

discounts to minority shares for asserted lack of marketability.’’

Pueblo Bancorporation v. Lindoe, Inc.23 In this case, a divided Colorado Supreme

Court affirmed a decision denying a lack of marketability discount when determining

fair value under Colorado’s dissenters’ rights statute. The court noted that the trial court

must first determine the value of the corporation as a going concern and the pro rata value

of each outstanding share, and that discounts should not be applied, except under extra-

ordinary circumstances.

Brown v. Arp and Hammond Hardware Co.24 The Wyoming Supreme Court, finding

that the clear majority of courts have held that minority discounts do not apply when

determining fair value in the appraisal context, ruled in this case that it would join the

majority and not permit such discounts.

Pro Finish USA Ltd. v. Johnson.25 In a case of first impression in Arizona, the state’s

Court of Appeals denied the application of a lack of marketability discount, concluding

that the focus should be on the value of the company as a whole, and prorated equally,

rather than discounting the dissenting shareholders’ pro rata share of the sale price.

Sieg Co. v. Kelly.26 An Iowa corporate reorganization led to a decision by the trial

court to allow a marketability discount. Although the Iowa Supreme Court found con-

vincing the overall valuation approach, which supported the marketability discount, it

found the marketability discount more problematic since Iowa law was clear at the time

the valuation was made that a marketability discount was not permitted. Accordingly, the

court denied the lack of marketability discount.
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Blitch v. Peoples Bank.27 The Georgia Court of Appeals reversed a trial court in this

case with facts similar to those previously mentioned. In this case the trial court accepted

the expert appraisal testimony of the bank. The appraiser applied both minority and mar-

ketability discounts in his calculations. The dissenting shareholder maintained a value

based on the proportionate share of the corporation as a whole. The appeals court noted

that the Georgia dissenting shareholder statute was clear and persuasive on the issue and

ruled the marketability discount not applicable in Georgia fair value determination.

Swope v. Siegel-Robert, Inc.28 The U.S. District Court for the Eastern District of Mis-

souri reached a decision consistent with the Missouri Court of Appeals in King v. F.T.J.,

Inc.29 That case said that the question of whether minority and marketability discounts

are applicable in Missouri dissenting stockholder cases is to be determined on the facts

and circumstances, on a case-by-case basis. In the Swope case the court found that the

shares should be valued on a minority basis, but that there should be no discount for lack

of marketability.

On appeal, the Eighth Circuit Court of Appeals upheld the denial of the discount for

lack of marketability, although it held that this issue is a matter of law, not a discretionary

matter. However, the expert for the plaintiffs had applied a 35 percent control premium,

which the trial court rejected. The Eighth Circuit remanded the case for revaluation because

the district court price per share ‘‘presumably reflected a discount for minority status.’’30

CASE ACCEPTING DISCOUNT FOR LACK OF MARKETABILITY

English v. Atromick Int’l Inc.31 In determining ‘‘fair cash value’’ in a dissenters’ rights

action, which is the standard of value used in Ohio and which the Ohio courts have indi-

cated is not ‘‘fair value,’’ the Ohio Court of Appeals permitted the application of the

willing-buyer–willing-seller approach and determined that a marketability (as well as a

minority) discount was appropriate.

APPLICABILITY OF DISCOUNT FOR LACK OF MARKETABILITY TO BE
DETERMINED ON CASE-BY-CASE BASIS WHERE EXTRAORDINARY
CIRCUMSTANCES ARE PRESENT

Matthew G. Norton Co v. Smyth.32 In this case of first impression, the Washington

Court of Appeals ruled that a discount for lack of marketability was appropriate at the

entity level, and rejected a bright-line rule that such a discount is never available at

the shareholder level. However, the court also held that the trial court’s decision would

be affirmed to the extent that the trial court’s order was intended to declare that, absent

extraordinary circumstances, no such discount can be applied at the shareholder level.

Thus, the decision leaves open the possibility that a DLOM may be applied in an ap-

praisal action where extraordinary circumstances may require it.

Lawson Mardon Wheaton, Inc. v. Smith.33 The New Jersey Supreme Court ruled

against a marketability discount in determining the fair value of the dissenters’ shares in

a restructuring and later a merger. Both the trial court and the New Jersey Superior Court,

Appellate Division, upheld the marketability discount. The lower courts relied on the

‘‘extraordinary circumstances’’ exception to the American Law Institute’s Principles of

Corporate Governance section 7.22 (1992). The trial court concluded that the
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circumstances of this case dictated application of the exception to the general rule. The

state’s highest court held that the application of the ‘‘extraordinary circumstances’’ rule

was not supported by the record and ordered the case to be reopened to admit new evi-

dence. It should be noted, however, that if a case arises in this jurisdiction that does pres-

ent ‘‘extraordinary circumstances’’ a DLOM will not be automatically precluded and

may be allowed.

Weigel Broadcasting Co. v. Smith.34 In this 1997 Illinois case, after citing case law

supporting consideration of a minority interest and a marketability factor, the appel-

late court decided that ‘‘[a]pplying such discounts is left to the trial court’s discre-

tion.’’ It should be noted, however, that since this and similar cases were handed

down, Illinois modified its dissenters’ rights statute to provide that fair value is deter-

mined without discounting for lack of control, and, absent extraordinary circum-

stances, lack of marketability.35 This change will inevitably reduce the courts’

discretion in this area, but will permit consideration of a DLOM where there is a

showing of extraordinary circumstances.

DISCOUNTS FOR LACK OF MARKETABILITY NOT ADDRESSED

HMO-W, Inc. v. SSM Health Care System.36 Many states have not addressed the issue

of discounts for lack of marketability, but the Supreme Court of Wisconsin specifically

stated that it has not. In this case, the Wisconsin Supreme Court upheld the lower court’s

denial of a minority discount, but made a point of saying that it was not addressing the

issue of a discount for lack of marketability.

MINORITY OPPRESSION CASES

In most states that have statutes regarding minority oppression, the statutory standard of

value is fair value. However, even in states where fair value is defined the same way in

the oppression statute as in the dissenting shareholder statute, court interpretations are

not always the same in oppression cases as in dissenting shareholder cases. For a detailed

discussion of the treatment of discounts in oppression cases, see Chapter 25, ‘‘Discounts

and Premiums in Corporate and Partnership Dissolution and Oppression Cases.’’

MARITAL DISSOLUTION CASES

CASES DENYING DISCOUNT FOR LACK OF MARKETABILITY

Howell v. Howell.37 The husband was a partner in the Virginia law firm Hunton &

Williams. The husband’s expert calculated the value of a theoretical, marketable, control-

ling partnership interest in the firm, and then applied a 40 percent DLOM (as well as a 30

percent minority discount) to that value. The trial court rejected the discounts because no

transfer of the partnership interest was foreseeable and no one in the firm, nor any group

within it, exercised majority control. The Virginia Court of Appeals affirmed.

Hanson v. Hanson.38 In this case, both experts had agreed on the value of the hus-

band’s traffic control business and that discounts for lack of marketability and control
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applied to the wife’s 5 percent interest in the business, but disagreed on the amount. The

trial court, however, disagreed with both experts, holding that discounts were in-

appropriate ‘‘because the minority interest was being acquired by the party that also con-

trolled the rest of the shares,’’ so that applying either discount would give the husband a

windfall. The Alaska Supreme Court affirmed.

Baltrusis v. Baltrusis.39 In this case, the wife held 43,560 shares and the husband held

16,800 shares of a closely held bank holding company, which was owned by members of

the wife’s family. Only the wife presented valuation evidence, which relied on a prior

valuation that had been performed for estate tax purposes and that had applied a 33 per-

cent DLOM. The trial court rejected the application of the discount, finding that the hus-

band was in a position akin to that of a dissenting shareholder. The Washington Court of

Appeals affirmed, finding that because the transaction was court ordered and the parties

were acting under compulsion, and because the only market for the husband’s shares was

the ex-wife’s family, the dissenting shareholder analogy was appropriate. Accordingly,

fair value was the appropriate standard of value and no discounts were permitted absent

extraordinary circumstances.

Brown v. Brown.40 The trial court in this case found that the wife’s expert’s valuation,

which had not applied discounts to the husband’s minority interest in a floral business,

was more credible, so it rejected a 25 percent DLOM used by the husband’s expert. The

New Jersey Appellate Division affirmed, finding that fair value was the appropriate stan-

dard of value for marital dissolution cases, so that absent extraordinary circumstances—

which were not present in this case—discounts for lack of control or lack of marketabil-

ity should not be applied.

Mexic v. Mexic.41 The Louisiana Court of Appeals held in this case that a 15 percent

DLOM was not appropriate. The court ruled that the discount would be applicable if the

property in question were sold to a third party. Since the property in question was not to

be sold, no discount was allowed.

Ferraro v. Ferraro.42 The court in this Virginia decision where the husband owned a

34 percent interest, denied discounts for both minority and marketability because the

husband did not need to sell his ownership to pay the wife’s distribution, and there was

no majority interest in the stores.

In re the Marriage of Connor.43 An Indiana appellate court in this case rejected a dis-

count for lack of marketability, not as a matter of principle, but for lack of evidence. In

its recalculation of the value of Associated Imaging, the court reduced the value by ‘‘ap-

plying a standard 20 percent lack of marketability discount.’’ Neither expert had applied

such a discount, nor was there any other evidence in the record to support it. The court of

appeals stated:

Although there are ample examples in the body of law concerning application of a market-

ability discount, a search of recent opinions yielded no case in which a court had applied a

discount without some testimony concerning the amount or validity of such a discount. Fur-

ther, we cannot definitely state that application of a 20% marketability discount for the value

of a health care business is a generally known fact.
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CASES ALLOWING DISCOUNT FOR LACK OF MARKETABILITY

Erp v. Erp.44 In this marital dissolution, involving 40 percent interests in an RV dealer-

ship held by each of the separating spouses, the Florida Court of Appeals declined to

prohibit the application of a DLOM in divorce cases as a matter of law, and permitted a

10 percent DLOM. The wife had analogized the case to a dissenting shareholder case,

where a DLOM would be prohibited, but the court rejected such an analysis, saying:

The debate is sometimes led astray by the application of broad generalizations that do not

differentiate between the types of proceedings within which valuations are required, nor ac-

knowledge that the appropriate analysis for the valuation of a business may change depend-

ing upon the specific legal and factual context presented. What is appropriate in the

oppressed shareholder or minority appraisal rights cases may not necessarily be desirable in

a judicial dissolution of a corporation or in an action for dissolution of marriage involving

equitable distribution.

In this case, the wife was not the victim of majority shareholder oppression. She and

the husband agreed that they could not run the business together, but disputed who should

retain it. The closer and more proper analogy, the court reasoned, was to a judicial disso-

lution of the business based on shareholder deadlock. In these cases, a court has discre-

tion to determine whether a marketability discount is appropriately applied to a closely

held corporation.

In re the Marriage of Tofte.45 The Court of Appeals of Oregon allowed a DLOM in

this case when no sale was contemplated. Experts for both parties used the capitalization

of earnings approach but differed on whether it was appropriate to apply a marketability

discount. The husband’s expert applied a 35 percent discount to the fair market value of

the shares ‘‘to reflect the minority shareholder interest to reflect lack of marketability.’’

The court’s statement shows the confusion in distinguishing between a minority interest

discount and a marketability discount. ‘‘A marketability discount addresses the degree of

liquidity of the interest. Such discounts compensate for the lack of a recognized market

for a particular stock, lack of ready marketability, or restrictive provisions affecting own-

ership rights or limiting sale.’’

The wife argued that the marketability discount was inappropriate in this case because

there was no evidence that the husband was contemplating a sale of his interest. The

court argued, ‘‘[W]e have previously applied marketability and minority discount without

consideration of or speculation about the owners’ intention to sell shares.’’

Michael v. Michael.46 In another case, the court also allowed a discount for lack of

marketability based on two factors. The first was that the business was highly dependent

on the coal mining industry and was very risky. The second issue involved the holding of

stock in a bank. The value of the stock was greater than the value of the operating assets

of the business, but the cost basis was very low relative to the market value. If the busi-

ness were sold to a third-party buyer, the liquidation of the stock would result in a mate-

rial capital gains tax. The court applied a 25 percent discount because the evidence

showed that the husband no longer worked closely with the business.

Crismon v. Crismon.47 In an Arkansas case, both experts testified to a discount for

lack of marketability for a 50 percent partnership interest in a partnership owning two
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convenience stores and some commercial property. Wife appealed the trial court’s

application of a marketability discount. The appellate court affirmed the trial court’s

decision.

Ferguson v. Ferguson.48 The issue in this Connecticut marriage dissolution case

was whether a marketability discount should be applied in determining the valuation

of the common stock of the family business. The husband owned all of the common

and preferred stock of Mohawk Manufacturing Company, Inc. of Middletown,

Connecticut.

The wife’s expert declined to use a marketability discount because the husband had

articulated his strong position against a sale of the business. The husband’s expert used a

35 percent marketability discount, claiming that it was the exception rather than the rule

not to use a marketability discount in a closely held business. He also pointed to a nega-

tive business climate, and a ‘‘thin’’ management structure, with stagnant revenues, in

support of his marketability discount.

The parties acknowledged that under case law whether a marketability discount

should be applied is a fact-laden, case-specific question. ‘‘The plaintiff [wife] claims that

when a marketability discount is applied to a one hundred (100%) percent interest valua-

tion, there is customarily a fact articulated which inhibits marketability in addition to the

closely-held nature of ownership.’’

The court found that a marketability discount applied in this case solely due to the

lack of a ready market for the business. The other negatives used by husband’s expert

simply did not comport with the observations from the financial statements of the parties

and their testimony.

The court found that the rationale of approving a marketability discount was appropri-

ate under the facts of this case, but that a 35 percent discount was excessive. ‘‘[H]igher

marketability discounts [are] reserved for cases which describe . . . more than one facet

of discount criteria.’’ The court held that a fair marketability discount in this case was

15 percent.

Rattee v. Rattee.49 In this New Hampshire case the trial court adjusted the value of a

49.6 percent interest in a business by 28.5 percent to reach the fair market value because

of the closely held nature of the company and the fact that the husband’s interest was a

minority interest. The trial court derived the amount of this combined minority and mar-

ketability discount from the testimony of the wife’s expert.

On appeal, the wife argued that reducing the value of the husband’s minority interest

was improper and an abuse of discretion because he ‘‘controlled’’ the company, and nei-

ther he nor his mother planned to sell the business. The appellate court refused to con-

sider whether ‘‘contemplation’’ of actual sale or the husband’s management participation

negated the application of minority and marketability discounts because the standard of

value in a marital dissolution is fair market value, which is the willing seller/willing

buyer standard.

Ellis v. Ellis.50 At issue in this case was husband’s interest in a closely held family

furniture business. The trial court applied a 25 percent DLOM because his shares in this

closely held corporation could not be readily sold on a public market, and New York’s

intermediate appellate court affirmed.
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SUMMARY

The U.S. Tax Court normally allows discounts for lack of marketability for noncontrol-

ling interests in closely held companies. However, the size of the discounts varies greatly

from one case to another. Apart from substantive factors affecting the magnitude of the

discount, the quality of the expert evidence and testimony presented in the Tax Court

makes a big difference in the outcome. The Tax Court expects good empirical evidence,

relevant to the subject at hand, to support the amount of the discount. So far, however, in

spite of studies showing much higher discounts in hundreds of arm’s length transactions,

the highest discount that the Tax Court has allowed purely for lack of marketability is 50

percent, and most discounts have been considerably less.

The ESOP discounts for lack of marketability usually are relatively low (or some-

times nonexistent) because most ESOP stock has a ‘‘put’’ right to sell the stock back

to the sponsoring company. However, in the case of one ESOP that lacked a ‘‘put’’

right (established before puts were required for ESOPs), the court upheld a 50 percent

DLOM.

Dissenting shareholder and shareholder oppression cases are quite mixed on the mat-

ter of discounts for lack of marketability. It is necessary to carefully study the recent case

law in the relevant jurisdiction. Some states’ case law flatly rejects DLOMs as a matter of

law. A smaller number of states routinely accept DLOMs as a matter of law. Many state

decisions have said that it depends on the facts and circumstances and thus will be de-

cided on a case-by-case basis. Many states do not have precedential case law on the

issue.

There is little case law on DLOMs in divorce cases, and what exists is also quite

mixed.

Cases discussing discounts for lack of marketability in family limited partnerships are

addressed in Chapter 21, and Chapter 27 includes case law on DLOMs in undivided

interests.

NOTES

1. For an exhaustive treatise on court decisions on discounts for lack of marketability see Business

Valuation Resource’s Guide to Discounts for Lack of Marketability (Portland, OR: Business

Valuation Resources, 2008).

2. The full texts of all court decisions discussed in this chapter and many more are available at

BVLibrary.com and are keyword searchable. In addition, the case summaries on BVLibrary.com

contain the names of the testifying experts in most cases, even if the written opinion does not.

3. Mandelbaum v. Commissioner, T.C. Memo 1995-255, 69 T.C.M. (CCH) 2852 (1995), aff’d, 91

F.3d 124 (3rd Cir. 1996).

4. Huber v. Commissioner, T.C. Memo 2006-96; 2006 Tax Ct. Memo LEXIS 97 (2006).

5. Estate of Jelke v. Commissioner, T.C. Memo 2005-131 (2005).

6. Estate of Jelke v. Commissioner, 507 F.3d 1317 (11th Cir. 2007).

7. Estate of Deputy v. Commissioner, T.C. Memo 2003-176 (2003).

8. Estate of Green v. Commissioner, T.C. Memo 2003-348 (2003).

9. Estate of Thompson v. Commissioner, T.C. Memo 2004-174 (2004).

238 Business Valuation Discounts and Premiums



E1C14_1 03/10/2009 239

10. Okerlund v. United States, 53 Fed. Cl. 341 (Fed. Cl. 2002),motion for new trial denied, 2003 U.S.
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17. Lappo v. Commissioner, T.C. Memo 2003-258 (2003).

18. Estate of Kelley v. Commissioner, T.C. Memo 2005-235 (2005).

19. Peracchio v. Commissioner, T.C. Memo 2003-280 (2003).

20. Howard v. Shay, 1993 U.S. Dist. LEXIS 20153 (C.D. Cal. 1993), rev’d and remanded by, 100 F.3d

1484 (9th Cir. 1996), cert. denied, 520 U.S. 1237 (1997).

21. Huber v. Commissioner, T.C. Memo 2006-96; 2006 Tax Ct. Memo LEXIS 97 (May 9, 2006). This
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22. Cavalier Oil Corp. v. Harnett, 564 A.2d 1137 (Del. 1989).

23. Pueblo Bancorporation v. Lindoe, Inc., 37 P.3d 492 (Colo. 2003).

24. Brown v. Arp and Hammond Hardware Co., 141 P.3d 673 (Wyo. 2006).

25. Pro Finish USA Ltd. v. Johnson, 204 Ariz. 257, 63 P.3d 288 (Ariz. Ct. App. 2003).

26. Sieg Co. v. Kelly, 568 N.W.2d 794 (Iowa 1997).

27. Blitch v. Peoples Bank, 246 Ga. App. 453, 540 S.E.2d 667 (Ga. Ct. App. 2000).

28. Swope v. Siegel-Robert, Inc., 74 F. Supp.2d 876 (E.D. Mo. 1999), aff’d in part, reversed in part by

243 F.3d 486 (8th Cir. 2001).

29. King v. F.T.J., Inc. 765 S.W.2d 301 (Mo. Ct. App. 1988).

30. Swope v. Siegel-Robert, Inc., 2001 U.S. App. LEXIS 2760 (8th Cir. 2001).
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32. Matthew G. Norton Co v. Smyth, 51 P.3d 159, 112 Wash. App. 865 (Wash. Ct. App. 2002).

33. Lawson Mardon Wheaton, Inc. v. Smith, 160 N.J. 383, 734 A.2d 738 (N.J. 1999).

34. Weigel Broadcasting Co. v. Smith, 682 N.E.2d 745 (Ill. Ct. App. 1997).

35. Ill. Compiled Statutes Ch. 805, §5/11.70(j) (i) (2008).

36. HMO-W, Inc. v. SSM Health Care System, 234 Wis.2d 707, 611 N.W.2d 250 (Wis., 2000), aff’g

228 Wis.2d 815, 598 N.W.2d 577 (Wis. Ct. App. 1999).

37. Howell v. Howell, 46 Va. Cir. 339; 1998 Va. Cir. LEXIS 256 (Va. Cir. Sept. 4, 1998), aff’d, 31 Va.
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38. Hanson v. Hanson, 2005 Alas. LEXIS 166 (Alas. 2005).

39. Baltrusis v. Baltrusis, 2002 Wash. App. LEXIS 2241 (Wash. Ct. App. 2002).

40. Brown v. Brown, 348 N.J. Super. 466, 792 A.2d 463, 2002 N.J. Super. LEXIS 105 (N.J. App. Div.

2002).

41. Mexic v. Mexic, 577 So. 2d 1046 (La. Ct. App. 1991).

42. Ferraro v. Ferraro, 2000 Va. App. LEXIS 164 (Va. Ct. App. 2000).
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Chapter 15

Marketability Discounts in the
Courts—Controlling Interests

By Noah J. Gordon

Gift and Estate Tax Cases
Cases Allowing Controlling Interest Discounts for Lack of Marketability
(DLOM)
Estate of Hendrickson v. Commissioner, 30 Percent Discount
Estate of Dunn v. Commissioner, 15 Percent Discount
Estate of Jameson v. Commissioner, 3 Percent Discount
Estate of Dougherty v. Commissioner, 25 Percent Discount
Estate of Maggos v. Commissioner, 25 Percent Discount
Estate of Borgatello v. Commissioner, 33 Percent Discount
Estate of True v. Commissioner, 20 Percent Discount
Estate of Jones v. Commissioner, 8 Percent Discount

Cases Denying Controlling Interest Discounts for Lack of Marketability
Estate of Cloutier v. Commissioner

Marital Dissolution Cases
Cases Allowing Controlling Interest Discounts for Lack of Marketability
(DLOM)
Caldas v. Caldas, 75 Percent Discount
Finney v. Finney, 35 Percent Discount

Case Denying Controlling Interest Discounts for Lack of Marketability
Hanson v. Hanson

Summary

The following are examples of cases illustrating the wide range of discounts involving

controlling interests.

GIFT AND ESTATE TAX CASES

CASES ALLOWING CONTROLLING INTEREST DISCOUNTS
FOR LACK OF MARKETABILITY (DLOM)

Estate of Hendrickson v. Commissioner, 30 Percent Discount.1 The interest at issue

was 49.97 percent, but the court deemed it a controlling interest because the balance of

the stock was divided among 29 shareholders and the 49.97 percent block was deemed to

constitute control ‘‘in substance.’’

Both the discounted cash flow (DCF) and market approaches were presented, but the

court ultimately based its decision on the market approach, using the guideline public
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company method. The IRS’s expert testified to a 10 percent discount for lack of market-

ability because decedent’s shares were effectively a controlling interest.

In accepting the taxpayer’s expert’s proposed 30 percent DLOM, the court cited the

following factors regarding the marketability of the stock:

� The subject company, a bank, had few opportunities for growth.

� The bank’s earnings were subject to significant interest rate risk.

� The bank had no employee stock option plan or history of repurchasing shares.

� There was no readily available public or private market for the bank’s shares.

The court then went on to elaborate with the following:

While we recognize that elements of control may enhance marketability, we do not think that the

estate shares were rendered marketable by virtue of their effective control. . . . A buyer of the

estate shares would either have to sell the block privately, cause [the bank] to make a public offer-

ing, or seek an acquiror. Any of these three options could take a number of months, and require

significant transaction costs for the services of accountants, lawyers, and investment bankers.

Estate of Dunn v. Commissioner, 15 Percent Discount.2 The interest at issue was

62.96 percent of the outstanding stock. In arriving at its base value, the court allocated

65 percent weight to net asset value and 35 percent to capitalized net cash flow.

The parties conceded that a 15 percent discount for lack of marketability and a 7.5 per-

cent discount for lack of supermajority control were appropriate, which the court applied

additively in this case.

Estate of Jameson v. Commissioner, 3 Percent Discount.3 The interest at issue was

98 percent of a holding company with timberland as its primary asset. The court reached

its base value by the net-asset-value method. It concluded a 3 percent DLOM because

97 percent of the assets of the corporation were highly marketable and only 3 percent of

the assets were unmarketable. The court’s decision was vacated on other grounds by the

Fifth Circuit (267 F.3d 366) (2001).

Estate of Dougherty v. Commissioner, 25 Percent Discount.4 The court found a

25 percent DLOM applicable to a 100 percent interest in the stock of an investment com-

pany where the base value was the underlying net asset value.

Estate of Maggos v. Commissioner, 25 Percent Discount.5 The company was a Pepsi-

Cola bottler. The court decided on a 25 Percent DLOM, saying that ‘‘shares in the com-

pany could not be sold without the approval of Pepsi-Cola, Inc.’’

Estate of Borgatello v. Commissioner, 33 Percent Discount.6 On decedent’s 82.76

percent interest in a real estate holding company, the Tax Court allowed a 33 percent

DLOM, which it broke down as follows:

Potential tax on capital gains 25%

Restrictions on stock transfer 3%

Transaction and other costs 6%

Total DLOM 33% (rounded)
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Estate of True v. Commissioner, 20 Percent Discount.7 The court rejected a 40 per-

cent DLOM that was based on restricted stock and pre-IPO studies, since those did not

involve controlling interests, but also rejected the proposition that a DLOM is never

available for a controlling interest. The court arrived at a 20 percent DLOM by taking

into account that the controlling interest at issue could control the company’s liquidation.

Estate of Jones v. Commissioner, 8 Percent Discount.8 The court allowed an 8 per-

cent DLOM on an 83.08 percent controlling interest to reflect the possibility of litigation

over forced liquidation initiated by the owner of the controlling interest that would

reduce the amount that a hypothetical buyer would be willing to pay for the interest.

CASE DENYING CONTROLLING INTEREST DISCOUNTS
FOR LACK OF MARKETABILITY

Estate of Cloutier v. Commissioner.9 The interest at issue in this case was 100 percent

of the stock of a company whose primary asset was a television station. The parties stipu-

lated to the value apart from discounts and premiums, so the only issue was whether a

DLOM applied and, if so, how much.

The stipulated value was based on ‘‘transactional and financial data,’’ not on publicly

traded guideline companies. Based largely on restricted stock and pre-IPO studies, the

taxpayer’s expert opined to a 25 percent DLOM.

The court rejected the discount entirely, because the discount to which the expert

testified was based on publicly traded guideline companies, which were not used in arriv-

ing at the stipulated base value.

MARITAL DISSOLUTION CASES

CASES ALLOWING CONTROLLING INTEREST DISCOUNTS
FOR LACK OF MARKETABILITY (DLOM)

Caldas v. Caldas, 75 Percent Discount.10 In a marital dissolution action, the court

permitted a 75 percent DLOM for the husband’s controlling interest in a government

contracting business where continued business depended on the husband’s minority

status and security clearance and loan covenants that severely restricted the husband’s

control.

Finney v. Finney, 35 Percent Discount.11 The husband and wife owned a controlling

interest in a closely held ranching company. In determining the value of the company for

marital dissolution, the husband’s appraiser applied a 35 percent DLOM for statutory

restrictions on the sale of stock of corporations owning agricultural real estate. Both the

trial and appellate courts accepted this DLOM because the wife, who challenged it, failed

to present valuation evidence that rebutted the expert’s opinion.

CASE DENYING CONTROLLING INTEREST DISCOUNTS
FOR LACK OF MARKETABILITY

Hanson v. Hanson, 25 Percent Discount.12 A key issue in this case was whether a

DLOM should be applied to a controlling interest in a closely held corporation owned
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by both spouses. The husband’s expert had applied a 25 percent DLOM, but the trial

court rejected this discount, finding the wife’s expert’s valuation more credible. Although

the wife’s expert’s position was that a DLOM may never be applied to a controlling inter-

est, on appeal, the Oregon Court of Appeals clarified that the trial court had not held that

such a discount may never be applied to a controlling interest, but that it was not appro-

priate in this case. One of the reasons supporting the trial court’s finding was that the

effect of illiquidity was already accounted for in the underlying valuation because the

valuation was determined by comparison to other private company transactions. Previ-

ously, in In re the Marriage of Tofte (see treatment of that case in Chapter 14) the Oregon

Court of Appeals had permitted a DLOM, saying such a discount may be applied to

either minority or controlling interests; however, in that case, the DLOM was permitted

because the value of the minority interest had been determined by reference to publicly

traded stock.

SUMMARY

This chapter’s review of cases in different areas illustrates that discounts for lack of

marketability may be available for controlling interests under a narrow range of circum-

stances. Discounts for such interests may be granted where the entity has limited growth

opportunities, earnings are subject to considerable risk, transferability of the interest is

restricted, and there is otherwise no readily available market for the entity. Absent such

circumstances, however, discounts for lack of marketability for controlling interests usu-

ally are not granted. However, see Chapter 12 for reasons why such discounts should

sometimes be granted.

NOTES

1. Estate of Hendrickson v. Commissioner, T.C. Memo 1999-278, 78 T.C.M. (CCH) 322 (1999).

2. Estate of Dunn v. Commissioner, T.C. Memo 2000-12, 79 T.C.M. (CCH) 1337 (2000).

3. Estate of Jameson v. Commissioner, T.C. Memo 1999-43, 77 T.C.M. (CCH) 1383 (1999).

4. Estate of Dougherty v. Commissioner, T.C. Memo 1990-274, 59 T.C.M. (CCH) 772 (1990).

5. Estate of Maggos v. Commissioner, T.C. Memo 2000-129, 79 T.C.M. (CCH) 1861 (2000).

6. Estate of Borgatello v. Commissioner, T.C. Memo 2000-264, 80 T.C.M. (CCH) 260 (2000).

7. Estate of True v. Commissioner, T.C. Memo 2001-167, 2001 Tax Ct. Memo LEXIS 199, aff’d,

2004 U.S. App. LEXIS 24844 (10th Cir. 2004).

8. Estate of Jones v. Commissioner, 116 T.C. 121 (2001).

9. Estate of Cloutier v. Commissioner, T.C. Memo 1996-49, 71 T.C.M. (CCH) 2001 (1996).

10. Caldas v. Caldas, 2005 Ohio 4493, 2005 Ohio App. LEXIS 4074 (Ohio Ct. App. 2005).

11. Finney v. Finney, 2003 Neb. App. LEXIS 46 (Neb. Ct. App. 2003).

12. Hanson v. Hanson, 2004 Ore. App. LEXIS 230 (Ore. Ct. App. 2004).
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Chapter 16

Voting versus Nonvoting Stock

Voting versus Nonvoting Stock Scenarios
Significant Number of Holders of Both Classes
Where Small Block Holds Voting Control

Empirical Studies Show Little Differential for Small Minority Interests
Lease, McConnell, and Mikkelson Study
Robinson, Rumsey, and White Study
O’Shea and Siwicki Study
Houlihan Lokey Howard & Zukin Study
The Financial Valuation Group Study

Transactions Involving Premiums for Control Blocks

Court Cases Involving Voting versus Nonvoting Stock
Dissenting Stockholder Case
U.S. Tax Court Cases
Marital Dissolution Case

Summary

If a company has both voting and nonvoting classes of stock, there may be a price differ-

ence between the two, usually in favor of the voting stock. In order to analyze the facts

and estimate the difference for any specific situation, it is helpful to classify the basic set

of facts into one of two groups:

1. Situations in which there are large numbers of both voting and nonvoting shares (al-

though in most such situations the number of voting shares considerably outnumbers

the number of nonvoting shares)

2. Situations in which a very small number of voting shares controls, with the nonvoting

shares vastly outnumbering the voting shares

VOTING VERSUS NONVOTING STOCK SCENARIOS

SIGNIFICANT NUMBER OF HOLDERS OF BOTH CLASSES

When there are many owners of both voting and nonvoting classes, the price differential

tends to be small, often in the range of 0 to 5 percent. If the block in question is just a

small minority, the vote is not likely to carry much influence, if any.

The distribution of the voting stock also makes a difference. If one stockholder has

the required majority control and the corporate governance documents do not provide for

This chapter was updated from the first edition by Alina V. Niculita.
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cumulative voting, the question of whether the minority shares are voting or nonvoting is

academic, unless a split of the control block is foreseeable.

Another factor in favor of nonvoting stock price in some states is that certain corpo-

rate actions, such as liquidation of the company, require a majority vote by class. Thus, as

Yale Kramer points out, a majority block of nonvoting stock could in effect veto such

corporate actions.1

Restrictive agreements also can have a bearing. Some voting stocks are subject to an

agreement that converts them to nonvoting stock in the event of transfer. Such a provision

can render voting rights virtually powerless for valuation purposes.

WHERE SMALL BLOCK HOLDS VOTING CONTROL

There appears to be an increasing number of situations, especially in private companies,

in which a relatively small block of voting stock controls the entire company. If a control

owner sells a control block, usually there is no obligation to make an offer to noncontrol

shareholders at the same price. In fact, the control owner usually is not obligated to make

any offer at all to noncontrol shareholders. I am aware of a significant number of cases

where a voting control block received a substantial premium per share over nonvoting

stock, as shown in a subsequent section.

EMPIRICAL STUDIES SHOW LITTLE DIFFERENTIAL
FOR SMALL MINORITY INTERESTS

Empirical studies of the price differentials between voting and nonvoting publicly traded

stocks indicate that, for small minority interests, the market generally accords very little

or no value to voting rights. Where differentials in favor of voting stock exist, they gener-

ally have been under 5 percent, and no study of U.S. markets has indicated a differential

of over 10 percent.

LEASE, McCONNELL, AND MIKKELSON STUDY

Ronald Lease, John McConnell, and Wayne Mikkelson studied corporations having two

classes of stock outstanding over the period from 1940 through 1978. They found 26

firms that had voting and nonvoting or limited voting common stock outstanding with

equivalent dividend rights and liquidity preferences, and did not have voting preferred

stock. On the basis of this study, they concluded: ‘‘For the 26 firms that have had two

classes of common stock outstanding, but have had no voting preferred stock outstand-

ing, the class of common stock with superior voting rights generally has traded at a pre-

mium relative to the other class of common stock. This relationship has persisted through

time and across firms. The average of the mean price premiums for the stocks in this

group of firms was 5.44 percent.’’2

ROBINSON, RUMSEY, AND WHITE STUDY

Chris Robinson, John Rumsey, and Alan White studied firms having voting and nonvoting

classes of stock listed on the Toronto Stock Exchange (TSE) from 1981 through 1990. A

valuable quality of the data is the large number of dual class shares traded on the TSE.
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The total number of different firms in the sample was 93. The number of firms in the

sample varied from a low of 47 in 1981 to a high of 77 in 1986. About half the sample

had ‘‘coattail’’ protection for the nonvoting stock, which the authors explain as follows:

An unusual characteristic of the data makes this estimation procedure more revealing. About

half of the companies in our sample have takeover protection for the B shareholders, spelled

out in the Articles of Incorporation. This protection, called a ‘‘coattail,’’ has not been

reported for any country other than Canada. It is triggered by a takeover offer to the A share-

holders which is not made identically to the B shareholders. The two basic mechanisms used

are: (1) the B shares acquire the same voting rights as the A shares; or (2) the B shares

become convertible into the A shares for the purpose of tendering to the bid. Since the B

shares outnumber the A shares in almost all cases, the B shareholders can defeat any take-

over proposal, or make its acceptance very unlikely. Since August 1987 in Canada all new

issues of dual class equity must include a coattail agreement for the B Shares, so that the

proportion of firms with two classes of shares without coattails is diminishing.

The authors conclude:

A takeover model became a significant explanatory variable for firms that had no coattail. A

voting power model was a significant explanatory variable for firms that had a coattail

provision.

The empirical results suggest that if the observed premium is a result of an expected windfall

takeover (a relatively rare event in which substantial gains may be reaped by the buyer), the

expected gain to the A [voting] shareholders in the event of the takeover is between 8% and

18% of the total equity value. Under an alternative steady-state takeover model the premium

merely reflects the value that anyone can capture by buying control. In this case the empirical

results suggest that about 3.5–4.5% of the total equity value can be attributed to voting control.3

O’SHEA AND SIWICKI STUDY

Two academic authors, Kevin O’Shea and Robert M. Siwicki, compared prices of ‘‘super-

voting’’ versus ‘‘limited voting’’ pairs of stock in the same companies in the United

States, selected from the Standard & Poor’s 1990 Year-End Stock Guide. They found

a 3.5 percent average price differential in favor of the stocks having the greater vote.

(These were not ‘‘supervoting’’ in the sense that a very small block had voting control.)4

HOULIHAN LOKEY HOWARD & ZUKIN STUDY

Paul Much and Timothy Fagan of Houlihan Lokey Howard & Zukin completed an analy-

sis of price differentials between voting and nonvoting publicly traded stocks, using 60-

day to 260-day moving averages of the respective prices for the period ending December

31, 1994. After eliminations for differences in rights between classes, insufficient float

and/or volume, and one company in bankruptcy, 18 pairs remained for comparative

analysis.

They found overall positive average and median premiums of 2.05 percent and 1.46

percent, respectively. The 260-day moving average showed the highest average and me-

dian premiums of 3.20 percent and 2.73 percent, respectively. The results are shown in

Exhibit 16.1. The authors conclude: ‘‘Taking these particular examples into consideration

along with other information developed in the study leads us to conclude that the value of
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voting rights (absent a takeover situation) is probably somewhat less than [the] 5.4% pre-

mium derived by Lease, McConnell, and Mikkelson.’’5

THE FINANCIAL VALUATION GROUP STUDY

The Financial Valuation Group in Tampa undertook yearly studies of the differences in

price between voting and nonvoting stock of the same companies for the years 1992–

2005 with the exception of 1995 and 1997. The study focused on operational companies

and excluded the highly regulated financial and utility companies. The prices of shares

similar in all aspects except for the voting rights were compared. The authors conclude:

‘‘This research seems to indicate that where the shares traded represented only a minority

interest, a small added value was placed on the voting shares by the marketplace.’’6

For the 12 yearly studies performed by the Financial Valuation Group in Tampa, the

median premium for voting stock was between 0 percent and 3.54 percent while the aver-

age premium was between 0.44 percent and 9.08 percent.7

TRANSACTIONS INVOLVING PREMIUMS
FOR CONTROL BLOCKS

Gilbert E. Matthews of Sutter Securities Incorporated compiled a table of transactions

where the high-vote shares were acquired in takeovers or were eliminated in restructur-

ings. The table only includes situations where the high-vote shares as a class had voting

control. As shown in Exhibit 16.2A, some significant differences existed between the

consideration per share paid for classes of high-vote shares as compared to classes of

low-vote (or nonvoting) shares.

Exhibit 16.2B is an analysis of the premiums paid. The premium paid is in relation to

the economic value of the high-vote shares as a class. For example, in Continental Air-

lines, the high-vote shares accounted for 18.8 percent of the shares in terms of economic

value, but received 23.4 percent of the consideration. Matthews calls the difference (4.6

percent) the premium over economic interest. This is not the same concept as the 0 per-

cent to 5 percent market premium just discussed.

It is Matthews’ view that it is improper to calculate the premium for high-vote shares

on a per-share basis, but that the incremental value should be determined by applying

an appropriate premium to the economic value of the high-vote class. Matthews has

stated, ‘‘The public market for high-vote shares does not provide a valid measure of the

value of control. . . . In cases where both high-vote shares and low-vote shares are pub-

licly traded, the publicly traded high-vote shares seldom collectively represent voting

control . . . and the high-vote shares therefore trade at little or no premium.’’8

COURT CASES INVOLVING VOTING VERSUS
NONVOTING STOCK

DISSENTING STOCKHOLDER CASE

Manacher v. Reynolds is a very interesting case demonstrating the value of rights of vot-

ing control.9 United States Foil Company (Foil) had outstanding a small number of ‘‘A’’

Court Cases Involving Voting versus Nonvoting Stock 251
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voting shares and a large class of ‘‘B’’ nonvoting shares. The only significant asset of Foil

(through direct and indirect ownership) was a 50.09 percent interest in Reynolds Metals

Company (Metals), which traded on the New York Stock Exchange (NYSE).

Foils’ Class A (voting) stock had no public market. Foils’ Class B (nonvoting) stock

had unlisted trading privileges on the American Stock Exchange (ASE). The Foils Class

B stock generally traded at about a 33 percent discount from the value of the equity inter-

est that it represented in the Reynolds shares.

For years the Foils Class B (nonvoting) shareholders had made proposals to try to

narrow or close this gap, but to no avail. Finally, after much negotiation, representatives

of the Class A and Class B shares came to a settlement agreement. They would convert

all shares of both classes to a new class of common stock, with the Class A stock getting

three shares for one and the Class B stock getting one share for one. Then the new com-

mon stock would be converted into shares of Reynolds Metals Company. This worked

out to be about a $40,000,000 premium that the Class A stockholders would receive (at

the expense of the Class B stockholders) compared with simply converting all the shares

on a one-for-one basis.

Some of the minority Class B (nonvoting) stockholders objected to the settlement

agreement as being unfair. Thus, it came to the Court of Chancery of Delaware to rule on

the fairness of the settlement agreement.

Following are relevant quotes from the opinion of the Delaware Court of Chancery:

The court is met at the outset with the Objectors’ contention that the officials of Foil, being

members of the Reynolds’ Group, violated a fiduciary duty which they owed the B share-

holders. It consisted of their exacting the 3 for 1 premium as their price for letting ‘‘their’’

board act on a merger which they could not prevent by their votes as stockholders. Was the

Reynolds’ Group prohibited from asking for the premium as a condition to their agreeing to

vote in favor of the merger? . . .

The B stockholders were fully advised and, of real importance, had to give their approval as

a condition precedent to court approval. They were not controlled by the Reynolds Group.

Under such circumstances I do not believe the officials of Foil or its A stockholders breached

any fiduciary duty owed the B. . . .

I next consider the terms of the settlement. The Objectors contend that they constitute noth-

ing but a gift of a large portion of B’s equity in Metals to A. . . . Under the plan each B

share will receive $5.16 less than it would receive were the conversion after reclassification

on a 1 for 1 basis. The Objectors say that under the plan the A is exacting from the B a 4%

premium amounting to about $40,000,000 without any recognizable benefit passing to

the B. . . .

By relinquishing absolute control of Foil the A will give up a valuable right which they now

possess. Such relinquishment will benefit the B shares. The principal benefit will come from

the elimination of the discount. The objectors appear to argue that the ‘‘discount’’ is not

something of value passing from the A to the B. . . . [T]he hard fact of life is that the pro-

posed action by the A is an indispensable prerequisite to the realization of any benefit by the

B from the elimination of the discount.

. . . [T]he A shareholders hold the key with which to unlock the ‘‘discount’’ treasure chest

for the B. No other factor being present, they may demand a reasonable premium for the use

of their key.

I return to the central question: What was the A fairly entitled to exact from the B for the

rights relinquished and the consequent benefits to the B? . . .
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I conclude that when overwhelming stockholder approval is added to the facts, it justifies a

business-judgment approval of the settlement. . . . I conclude that their terms are fair in this

setting.

U.S. TAX COURT CASES

In Barnes v. Commissioner, one expert discounted the nonvoting stock by 3.66 percent

and the other expert by 5 percent.10 The court concluded:

Prospective buyers will pay a premium for shares with voting power or obtain a discount for

nonvoting shares. Wallace v. United States, 566 F. Supp. 904, 917 (D. Mass. 1981) (voting

shares appraised 5 percent higher than nonvoting shares); Kosman v. Commissioner, T.C.

Memo 1996-112 (nonvoting shares discounted by 4 percent); Estate of Winkler v. Commis-

sioner, T.C.Memo 1989-231.

[One expert] applied a discount of 3.66 percent for lack of voting power to the value

($337.87) of the Rock Hill stock. [He] based this discount on a study of 43 public companies

with voting and nonvoting shares. The study found that the average discount for nonvoting

stock was 3.66 percent. [The other expert] discounted the nonvoting stock of Rock Hill by an

additional 5 percent. We find that use of a 3.66-percent discount for nonvoting stock was

reasonable.

In Kosman v. Commissioner, the taxpayer’s expert testified to a 10 percent nonvoting

stock discount, and the IRS’s expert opined to 4 percent.11 The court accepted the 4 per-

cent, explaining that the taxpayer’s expert did not explain why he chose a 10 percent

discount for nonvoting shares, whereas the IRS expert based his 4 percent nonvoting dis-

count on the Lease, McConnell, and Mikkelson study published in the Journal of Finan-

cial Economics in April 1983.

In Estate of Winkler v. Commissioner, the estate held 10 percent of the 80,000 shares

of voting stock, and there were also 720,000 shares of nonvoting stock outstanding.12 The

expert for the IRS opined to a 10 percent premium in the per-share value of the voting

stock over the nonvoting stock. The court accepted this differential, explaining:

Another point at which respondent’s appraisal report diverged from that of petitioner’s

experts was [the IRS expert’s] determination that the voting stock was worth more than the

non-voting stock in Rock Island. There were only 80,000 shares of voting stock compared to

720,000 shares of non-voting stock. In this case the difference between the voting and non-

voting stock in Rock Island is the ability to vote for a board of directors and any ‘‘swing vote

characteristics’’ of a 10 percent block of voting stock. In being able to vote for a board of

directors, a shareholder has a voice, albeit perhaps a small voice in certain instances, in de-

ciding corporate policy, directing the payment of dividends, and compelling a liquidation.

Thus, the owner of a 10 percent voting interest in a corporation retains the possibility of

control, even if it must be exercised in conjunction with other shareholders, over the closely

held corporation. On the other hand, the owner of a non-voting share of stock has no likeli-

hood of influencing corporate policy, other than by selling his shares of stock in disapproval

over what the board of directors has done. We think petitioner’s experts could not reasonably

treat the voting and non-voting stock as having the same value. Thus, we find that the value

of the Class A voting, common stock was higher than the Class B non-voting, common stock.

Estate of Bosca v. Commissioner involved a recapitalization, in which the father

exchanged his 50 percent block of voting stock for a 50 percent block of nonvoting
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stock.13 The corporation then canceled the voting stock it received, thus giving 100 per-

cent voting rights to his two sons. The taxpayer initially took the position that no value

was transferred to the sons, because the father’s interest in the company was un-

diminished, except for loss of voting rights.

By the time of the trial, the taxpayer had conceded that some value was transferred.

The biggest issue for the court was whether the transfers should be valued as one 50

percent block or two 25 percent blocks. For reasons that unfortunately were not

explained, the parties had agreed beforehand that, if the court decided the stock should

be valued as a single 50 percent block, the premium would be 25.62 percent over the

nonvoting stock value, for a tax liability of $970,830. If the stock were valued as two

separate 25 percent blocks, however, the premium would be 2.72%, for a tax liability of

$103,040.

With respect to the question of whether there was a gift, the Tax Court said: ‘‘In short,

a transfer that involves relinquishing property with a bundle of rights and receiving back

the same property with the bundle of rights reduced is a direct gift with the value of the

rights transferred determined under I.R.C. section 2512(a). Where a transfer involves re-

linquishing property with a bundle of rights and receiving some of those rights back, plus

others, or totally different rights, the issue or ‘money’s worth’ comes up and the valuation

is under I.R.C. section 2512(b).’’

In essence, therefore, there were indirect gifts of the value of the voting rights to each

of the two sons. Since this constituted two gifts, and each gift must be valued separately,

the court ruled in favor of two 25 percent blocks rather than one 50 percent block.

The most controversial case ever on the subject of voting versus nonvoting stock

value was Estate of Simplot v. Commissioner.14 Rounding the numbers slightly, decedent

and two of his brothers each owned 18 shares and another brother owned 22 shares of the

76 shares of voting stock outstanding in J.R. Simplot Company. There were also out-

standing 141,289 shares of nonvoting stock, of which the decedent owned 3,942 shares.

The Tax Court found that the nonvoting stock was worth $3,417 per share and that the 18

shares of voting stock were worth $215,539 per share!

The Ninth Circuit Court of Appeals reversed Simplot and remanded for entry in favor

of the taxpayer.15 The Ninth Circuit said that the Tax Court valued something that was not

at issue—namely, the entire block of voting stock—in the process of reaching its decision.

The appellate court also commented that a control premium should be applied only if

economic advantage could be shown, and that the Commissioner had failed to do so.

The key issue in Wall v. Commissioner16 was the fair market value of 9,380 shares

of the company’s nonvoting common stock, which the majority shareholder gifted into

trusts for the benefit of his children. In determining this value, the experts for both

sides applied a 40 percent discount for lack of marketability, but the taxpayer’s expert

applied a 5 percent nonvoting stock discount whereas the IRS’s expert found that this

discount was only 2 percent. The Tax Court did not have to decide which nonvoting

stock discount was correct. Instead, it found that the taxpayer had not met its burden

of proving that the IRS notice of deficiency, which was by law presumptively correct,

was in fact incorrect, and held for the IRS.

In Estate of Schwan v. Commissioner,17 Schwan, the president and majority share-

holder of Schwan’s Sales Enterprise (SSE), formed a revocable trust to hold his stock,

comprised of two-thirds of the voting and nonvoting stock of SSE. He retained the power

to dispose or encumber the stock during his life, but the trust became irrevocable upon

his death. He also formed a charitable foundation and set up an arrangement whereby the
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trust, the foundation, and SSE would execute a redemption agreement requiring the trust

to give his stock to the foundation upon his death, thereby providing his estate with a

charitable deduction for the stock. As part of this arrangement, on the tenth business day

after the due date of Schwan’s estate tax return, SSE would redeem the stock from the

foundation at the value included in the estate tax return, thereby, transferring control of

the company to his children.

After Schwan died, the estate included the value of the stock in the decedent’s gross

estate and then deducted the value of the stock as a charitable bequest on the estate’s tax

return. Specifically, the estate tax return valued Schwan’s stock at $869,450,800 and took

a charitable deduction for the same amount for the bequest to the foundation; the founda-

tion received cash and a note for the same amount. Simultaneously, the remaining SSE

minority shareholders (primarily Schwan’s children and grandchildren) could redeem

both the voting and the nonvoting SSE stock from the foundation for $869,450,800.

The IRS concluded that the estate improperly calculated the value of the stock and the

value of the charitable bequest. It determined the value of the SSE stock was

$1,064,591,322, an increase of $195,140,522 over the reported value, and also deter-

mined that the fair market value of the SSE shares passing to the foundation for the pur-

poses of the charitable deduction was $857,572,432, a decrease of $11,878,368 from the

reported value.

In determining the value of the stock for the gross estate, the IRS argued that the

voting and nonvoting stock should be valued as a single block of stock representing a

controlling two-thirds interest in the company without reference to any potential effect of

the redemption agreement, the trust agreement or the SSE’s bylaws, which provided the

company with a right of first refusal. The Tax Court agreed, concluding that the stock’s

value was divided, not destroyed since the redemption agreement placed no restrictions

on Schwan’s ability to use or dispose of his interest in SSE during his life. Thus, the court

reasoned, the agreement had no impact on the stock’s value prior to his death, and it

further reasoned that if Schwan had sold all his stock to a hypothetical buyer, the stock

would have passed to the buyer unrestricted by the redemption agreement. The court

granted summary judgment to the IRS on this issue.

However, when it came to the valuation of the charitable bequest, the court was un-

able to grant summary judgment to either side. The estate asserted that this value was

identical to the value of the stock included in the gross estate, arguing that prior to SSE’s

redemption of the stock (regardless of voting distinction), the foundation had the same

power over the stock as Schwan and could recapitalize, thereby converting its nonvoting

stock into voting stock. The IRS disagreed, concluding that the charitable bequest was

comprised of Schwan’s nonvoting stock and the right to receive income for the voting

stock under the redemption agreement. The court observed that state law (Minnesota)

provided a mechanism for the foundation to recapitalize, but also provided a mechanism

for protection of the minority shareholders who might find the recapitalization unfair. It

stated, ‘‘[I]t would appear that the rights of the Foundation under Minnesota law are

intertwined with and could be limited by the reasonable expectations of the minority

shareholders. Such expectations, in turn, would depend upon all of the circumstances

relating to the preparation and carrying out of decedent’s estate plan, including the rea-

sonableness of potential interpretations of the Redemption Agreement.’’ Since neither

party addressed the reasonableness of any potential interpretations, the court determined

that the issue of whether the foundation had the same power over the stock as Schwan

was not appropriate for summary judgment.
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In a gift and income tax case arising from the same estate, but presenting different

issues, the Federal Court of Claims in Okerlund v. United States18 had to determine the

fair market value of two minority nonvoting stock interests in SSE as of two separate

valuation dates. The estate’s valuation expert (the author of this book) and the IRS expert

agreed that a 5 percent nonvoting stock discount should apply to both sets of gifts. The

court accepted this discount and applied it additively to the discounts for lack of market-

ability (40 percent for the first set of gifts, and 45 percent for the second), making the

total discount 45 percent for the first gifts and 50 percent for the second. The decision

was affirmed on other grounds by the Federal Circuit Court.

MARITAL DISSOLUTION CASE

In Anzalone v. Anzalone,19 the wife had received voting and nonvoting stock in a family-

owned business from her father and grandmother. The valuation issue was the value of

the appreciation of the stock during the marriage. The wife’s appraisal expert determined

the value of the gifted stock on the date of the gift and on the valuation date, finding that

the voting stock had a value of $45.22 per share and the nonvoting stock had a value of

$42.96 per share when gifted, and a value of $57.65 and $54.77 per share, respectively,

on the valuation date. The husband’s expert valued the stock as of the valuation date only.

He concluded that the stock had a value of $107.39 and $102.02 per share, respectively.

Although the court found the wife’s expert more persuasive for several reasons, and

adopted that expert’s valuation, the court did not question that the nonvoting stock con-

sistently was valued at a lower value than the voting stock by both experts.

SUMMARY

If a company has both voting and nonvoting stock, there may be a price differential be-

tween the two in favor of the voting stock. For small minority interests, this differential is

usually small, but it could be more substantial for a voting control block.

In the United States, most state laws and company articles of incorporation do not

guarantee nonvoting (or other minority) shareholders the same per-share price (or any

offer at all) if a controlling block is sold. There have been many instances where control

blocks have sold at substantial premiums over offers to other stockholders.

Empirical research on both the U.S. and Canadian markets show that differentials

between voting and nonvoting share prices are small, averaging under 5 percent, absent a

takeover scenario. But courts have upheld substantial premiums paid for voting blocks

compared to nonvoting blocks.

The U.S. Tax Court recognizes the differential between voting and nonvoting stock

values. It has made a variety of findings as to the amount of the difference, depending on

the varied facts and circumstances of each case. In the few nontax cases where this issue

arises, the courts generally also accept this differential.
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Summary

Many private companies are highly dependent on a single key person or a few key peo-

ple. The actual death or potential loss of such a person, whether by death, disability, or

resignation, entails risk of adverse consequences. Such consequences can include a vari-

ety of losses, as suggested by that key person’s unique attributes. In smaller, technology-

oriented companies, for example, the reliance on a key person is often magnified because

of the necessity for the organization to be nimble and proactive to market opportunities

that require swift, high-quality decisions and cutting-edge technical competence.

Some of the key person attributes that may be lost include:

� Relationships with suppliers

� Relationships with customers

� Employee loyalty to key person

This chapter was updated from the first edition by Kimberly L. A. Linebarger.
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� Unique marketing vision, insight, and ability

� Unique technological or product innovation capability

� Extraordinary management and leadership skill

� Financial strength (ability to obtain debt or equity capital, personal guarantees)

The impact or potential impact of the loss of a key person can be reflected either

explicitly or implicitly. Sometimes the key person discount may be reflected in an adjust-

ment to a discount or capitalization rate in the income approach or to valuation multiples

in the market approach. Alternatively, the key person discount may be quantified as a

separate discount, sometimes as a dollar amount but more often as a percentage. It is

generally considered to be an enterprise level discount (taken before shareholder level

adjustments); it is a function of the valuation subject and impacts the entire company. All

else being equal, a company with a realized key person loss is worth less than a company

with a potential key person loss. On occasion, a key person premium similarly is used to

account for a key person’s value to a company.

EMPIRICAL EVIDENCE SUPPORTS KEY PERSON DISCOUNT

LARSON/WRIGHT STUDY

James A. Larson and Jeffrey P. Wright conducted a study to determine the impact of the

loss of a key person on small firms. The study was first published in the Business Valua-

tion Review May 1996 with updates in September 1998 and September 2001.1 The

authors attempt to determine when and to what extent the application of a key person

discount is appropriate in the appraisal of small to medium-sized, closely held

businesses.

Background

The initial findings were based upon research that covered the six and one-half year pe-

riod, January 1, 1990–June 30, 1995. The update combined the information from the

original effort with data through December 31, 1997. The last study examined all previ-

ously combined data, as well as the data covering the period 1998 and 1999. The authors

draw conclusions with the benefit of a full decade of information.

Methodology

The authors note that the best way to determine if the key person discount is appropriate

for application in the appraisal of a privately held business interest would be to obtain an

equity value immediately before a death occurred and compare it to the value after the

death. Unfortunately, by definition, a privately held concern has no public market for

its stock. For comparison purposes the authors study small companies in the public secu-

rities market. The study defines a ‘‘small’’ company as a business with a maximum of

500 employees. A search was conducted using the key words ‘‘President,’’ ‘‘Chief Exec-

utive Officer,’’ ‘‘CEO’’ and/or ‘‘Chairman’’ coupled with the words ‘‘death’’ or ‘‘died.’’

A window of 10 trading days before and after the death was used in determining the

existence and/or extent of key person effect.
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Results

The results indicated no significant change between the three studies or between the first

and second half of the decade studied. The negative reactions showed mean and median

declines in the 4–6 percent range while the positive reactions showed mean and median

gains in the area of 7 percent.

Conclusion

The three major results of this study can be summarized briefly as follows:

� Business appraisers should not use the key-person specific risk factor as a quick and

easy justification for building up a higher equity discount rate that in turn leads to

lower equity value.

� The preponderance of evidence in this and earlier studies indicates that a ‘‘key-

person’’ discount was present in less than one-half of all identified cases.

� When the discount is deemed appropriate, the order of magnitude is generally a

decrement of 4–6 percent in equity value.

BOLTEN/WANG STUDY

Another interesting study was prepared by Steven Bolten and Yan Wang2 on market

reaction to management changes in public companies, especially small ones. They con-

cluded that the market evidence supports the key person discount. Even though the

authors studied a relatively short time period of one year the results are of note. The

following is a summary of their findings.

The Data

They examined the Wall Street Journal from August 1, 1996, through November 28,

1996, for announcements of senior management changes above the rank of vice

president. They selected 101 observations within their criteria.

Methodology

They split the increase and decrease responses to avoid the arithmetic distortion of their

offsetting effects on the averages. The risk of management disruption was their concern in

the smaller, closely held firms, so it is the average decrease they were most interested in.

They stratified the sample by size based on capitalization below and above $280 mil-

lion and, more importantly, on the number of senior management as listed in the

Compact Disclosure database. The latter was stratified as fewer than 6; 6 to 10; 11 to 15;

and more than 15.

Results

The results clearly supported the intuitive belief that the departure for whatever reason of

a significant key person negatively impacts the firm’s valuation. On average, the depar-

ture of a key management person caused the stock of the smaller, public firms (less than
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$280 million capitalization) to fall 8.65 percent. An average negative 4.83 percent impact

was observed for the larger capitalization firms with presumably greater management

depth. Of course, they observed increases in the valuation when a perceived favorable

change occurred in senior management, as one would logically anticipate.

The smaller firms, where the impact is potentially greater, had the larger observed

average percentage change. Since the private firms typically are structured such that the

departure of the key person would be negative, the average decrease is typically more

significant for the valuation of closely held firms, except in those rare instances where it

can be documented that the departure of the key person (usually a family member) may

be advantageous. It might be added that this is hard to document even in the rare case

where it may be true.

The impact of the departure of the key person is increasingly greater as the number of

persons on the management team decreases. This observed inverse relationship is, of

course, what one would anticipate. With fewer than six persons on the management

team, as reported in Compact Disclosure, the average decrease in stock value for the

public firms was 9.43 percent. This result was the highest among the smaller public firms,

progressively and consistently rising from –2.65 percent for firms with more than 16 per-

sons on the management team.

Conclusion

They believe the observed results definitively support the generally accepted assumption

that the lack of management depth and the potential loss of a key person(s) negatively

impacts valuation. This is particularly true in small, closely held firms where the number

of persons on the management team may be as few as one. The degree of negative impact

increases as the number on the team decreases. We observed it as high as negative 9.43 per-

cent for public firms with fewer than six persons on the management team before the lack

of data made it impossible to extrapolate any further. However, the negative impact of the

discount should obviously be higher as the number of persons on the team decreases.

Of course, adding a premium to the discount rate in the income approach to reflect the

‘‘size effect’’ can capture some of the differential discussed by these authors.

INTERNAL REVENUE SERVICE RECOGNIZES KEY
PERSON DISCOUNT

The IRS recognizes the key person discount factor in Revenue Ruling 59-60:

Rev. Rul. 59-60

Section 4.02

� � � � � � �
. . . The loss of the manager of a so-called ‘‘one-man’’ business may have a depressing ef-

fect upon the value of the stock of such business, particularly if there is a lack of trained

personnel capable of succeeding to the management of the enterprise. In valuing the stock of

this type of business, therefore, the effect of the loss of the manager on the future expectancy

of the business, and the absence of management-succession potentialities are pertinent fac-

tors to be taken into consideration. On the other hand, there may be factors, which offset, in

whole or in part, the loss of the manager’s services. For instance, the nature of the business
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and of its assets may be such that they will not be impaired by the loss of the manager.

Furthermore, the loss may be adequately covered by life insurance, or competent manage-

ment might be employed on the basis of the consideration paid for the former manager’s

services. These, or other offsetting factors, if found to exist, should be carefully weighed

against the loss of the manager’s services in valuing the stock of the enterprise.

Moreover, the IRS discusses the key person discount in its IRS Valuation Training for

Appeals Officers Coursebook:

Key Person

A key person is an individual whose contribution to a business is so significant that

there is certainty that future earning levels will be adversely affected by the loss of the

individual. [ . . . ]

Rev. Rul. 59-60 recognizes the fact that in many types of businesses, the loss of a key person

may have a depressing effect upon value. [ . . . ]

Some courts have accounted for this depressing effect on value by applying a key person

discount. In determining whether to apply a key person discount certain factors should be

considered:

1. Whether the claimed individual was actually responsible for the company’s profit levels.

2. If there is a key person, whether the individual can be adequately replaced.

Though an individual may be the founder and controlling officer of a corporation, it does not

necessarily follow that he or she is a key person. Earnings may be attributable to intangibles

such as patents and copyrights or long-term contracts. Evidence of special expertise and

current significant management decisions should be presented. Finally, subsequent years’

financial statements should be reviewed to see if earnings actually declined. In many situa-

tions, the loss of a so-called key person may actually result in increased profits.

The size of the company, in terms of number of employees, is also significant. The greater

the number of employees, the greater the burden of showing that the contributions of one

person were responsible for the firm’s earnings history.

Even where there is a key person, the possibility exists that the individual can be adequately

replaced. Consideration should be given to whether other long-term employees can assume

management positions. On occasion, a company may own key person life insurance. The

proceeds from this type of policy may enable the company to survive a period of decreased

earnings and to attract competent replacements.

There is no set percentage or format for reflecting a key person discount. It is essentially

based on the facts and circumstances of each case.3

FACTORS TO CONSIDER IN ANALYZING THE KEY
PERSON DISCOUNT

Some of the factors to consider in estimating the magnitude of a key person discount

include:

� Services rendered by the key person and degree of dependence on that person.

� Likelihood of loss of the key person (if still active). Including age and health.

� Depth and quality of other company management.
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� Availability and adequacy of potential replacement.

� Compensation paid to key person and probable compensation for replacement.

� Value of irreplaceable factors lost, such as vital customer and supplier relationships,

insight and recognition, and personal management styles to ensure company-wide

harmony among employees.

� Risks associated with disruption and operation under new management.

� Lost debt capacity.

The factors considered in the key person discount are similar to the elements used to

allocate personal goodwill. The appraiser needs to be aware of the similarities and differ-

ences between the key person discount and the allocation of personal goodwill.4

There are three potential offsets to the loss of a key person:

1. Life or disability insurance proceeds payable to the company and not earmarked for

other purposes, such as repurchase of a decedent’s stock.

2. Compensation saved (after any continuing obligations) if the compensation to the key

person was greater than the cost of replacement.

3. Employment and/or noncompete agreements.

QUANTIFYING THE MAGNITUDE OF THE KEY
PERSON DISCOUNT

Ideally, the magnitude of the key person discount should be the estimated difference in

the present value of net cash flows with and without the involvement of the key person. If

the key person were still involved, the projected cash flows for each year would be multi-

plied by the mean of the probability distribution of that person’s remaining alive and

active during that year. A significant factor in the quantification of the key person dis-

count is the presence or absence of employment and/or noncompete agreements. In the

absence of such agreements, the stock may be worth only its tangible asset value.

Jerome Osteryoung and Derek Newman propose a fairly rigorous analytical approach

to quantifying the key person discount. In the summary to their article, they write:

This paper suggests that the key person impact on the valuation of a business is important.

The smaller the business the more important the key person becomes.

The key person impact cannot be thought of as applying a certain percentage to normal

valuation of the business. This is not appropriate for two reasons. First, there is no viable

research or theory that substantiates this point. Second, the key person loss will be different

with each type of business.

In order to evaluate the loss of a key person on the value of a business, each component in

the future income and cash-flow stream must be evaluated for the exiting key person. Only

by undertaking such a rigorous approach can any losses resulting form [sic] the departure of

the key person be quantified.5

Notwithstanding the above, the fact is that most practitioners and most courts do

express their estimate of the key person discount as a percentage of the otherwise undis-

counted enterprise value.
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In any case, the analyst should investigate the key person’s actual duties and areas of

active involvement. A key person may contribute value to a company both in day-to-day

management duties and in strategic judgment responsibilities based on long-standing

contacts and reputation within an industry.6 The more detail presented about the impact

of the key person the better.

U.S. TAX COURT CASES INVOLVING KEY
PERSON DISCOUNTS

CASES INVOLVING DECEDENT’S ESTATE

In Estate of Mitchell v. Commissioner, the court commented that the moment-of-death

concept of valuation for estate tax purposes is important, because it requires focus on the

property transferred.7 This meant that, at the moment of death, the company was without

the services of Paul Mitchell. Because (1) the court considered him a very key person,

(2) alleged earlier offers to acquire the entire company were contingent upon his continu-

ing service, and (3) there was a marked lack of depth of management, the court deter-

mined a 10 percent discount from the company’s enterprise stock value.

The court’s discussion of the key person factor is instructive:

We next consider the impact of Mr. Mitchell’s death on [John Paul Mitchell Systems].

Mr. Mitchell embodied JPMS to distributors, hair stylists, and salon owners. He was vitally

important to its product development, marketing, and training. Moreover, he possessed a

unique vision that enabled him to foresee fashion trends in the hair styling industry. It is

clear that the loss of Mr. Mitchell, along with the structural inadequacies of JPMS, created

uncertainties as to the future of JPMS at the moment of death.

Accordingly, after determining an enterprise value of $150,000,000 for John Paul

Mitchell Systems stock, the court deducted $15,000,000 to arrive at $135,000,000 before

calculation of the estate’s proportionate value and then applying discounts for minority

interest, lack of marketability, and litigation risk.

The estate, however, appealed the Tax Court’s conclusion on other grounds. On May 2,

2001, the Ninth Circuit Court of Appeals reversed and remanded Mitchell. The Ninth Cir-

cuit decision held that the Tax Court was internally inconsistent in its ruling on minority and

marketability issues and failed to adequately explain its conclusion.8 On remand, the Tax

Court again determined a $150,000,000 acquisition value and a 10 percent key person

discount.9

In Estate of Feldmar v. Commissioner, the court gave a lengthy explanation before

ultimately arriving at a 25 percent key person discount:10

Management. [United Equitable Corporation] was founded by decedent in 1972. From its

inception until the date of decedent’s death, UEC has been a company highly dependent

upon specialized marketing techniques which are employed in selected markets to encourage

the sale of UEC’s non-traditional insurance products and services. Throughout the com-

pany’s history, decedent had been heavily involved in the daily operation of UEC. Decedent

was the creative driving force behind both UEC’s innovative marketing techniques, and

UEC’s creation of, or acquisition and exploitation of, new products and services.

In 1981, decedent was paid a salary of $270,000 by UEC and of $98,466 by [American

Warranty Corporation] for his services. Such salary was, as compared to the salaries of the
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executives in positions and companies comparable to decedent’s, approximately $100,000

higher than the norm. However, decedent never received any payments from UEC in the

form of dividends. Despite the higher salary decedent received, UEC recognized that the

prospects for finding someone to replace decedent as the head of UEC’s management team

were not hopeful. In recognition of UEC’s probable inability to acquire the services of a

competent leader to replace decedent, UEC attempted to partially ameliorate that eventuality

by obtaining an insurance policy on decedent’s life under which UEC was the beneficiary.

Such insurance policy provided for proceeds of $2,000,000 upon decedent’s death. . . .

We further recognize, however, that where a corporation is substantially dependent upon the

services of one person, and where that person is no longer able to perform services for the

corporation by reason of death or incapacitation, an investor would expect some form of

discount below fair market value when purchasing stock in the corporation to compensate

for the loss of that key employee (key employee discount). See Estate of Huntsman v. Com-

missioner, 66 T.C. 861 (1976): Edwards v. Commissioner, a Memorandum Opinion of this

Court dated January 23, 1945. We find that Milton Feldmar was an innovative driving force

upon which UEC was substantially dependent for the implementation of new marketing

strategies and acquisition policies. Therefore, we find that a key employee discount is

appropriate.

Respondent asserts that no key man discount should be applied because, respondent argues,

any detriment UEC suffered from the loss of decedent’s services is more than compensated

for by the life insurance policy upon decedent’s life. We do not find merit in such a position.

The life insurance proceeds UEC was to receive upon decedent’s death are more appropri-

ately considered as a non-operating asset of UEC. See Estate of Huntsman v. Commissioner,

supra. We did this when we determined a value of UEC’s stock by using the market-to-book

valuation method.

Respondent also argues that the key employee discount should not be applied because, re-

spondent asserts, UEC could rely upon the services of the management structure already

controlling UEC, or UEC could obtain the services of a new manager, comparable to the

decedent, by using the salary decedent had received at the time of his demise. With respect

to the existing management, [taxpayer’s expert] conducted interviews of such managers and

found them to be inexperienced and incapable of filling the void created by decedent’s

absence. By contrast, neither of respondent’s experts offered an opinion on such manage-

ment’s ability to replace decedent. From the evidence represented, we conclude that UEC

could not compensate for the loss of decedent by drawing upon its management reserves as

such existed on the valuation date.

Taking into account the control premium and key employee discount, we find that an inves-

tor would be willing to pay a 15% premium for a controlling block of shares in UEC, but the

same investor would expect a 35% discount for the loss of a key employee. A control pre-

mium of 15% is proper in the case at hand because, although an investor would be acquiring

a corporation over which he could exercise dominion, that investor would also be acquiring a

corporation which was already facing declining profitability and serious concerns regarding

the adequacy of its claims reservs [sic]. A key man discount of 35% is appropriate in this

case because UEC suffered a serious loss when decedent took to his grave his considerable

expertise in finding and exploiting innovative insurance products and services. Such 35%

discount should be reduced, however, to account for UEC’s potential for finding a new

leader, from outside of its existing management, to replace decedent. Although we find it to

be a very remote possibility that UEC might find a new helmsman with knowledge, experi-

ence, innovative skills, and resources comparable to those of the decedent, we shall reduce

the key employee discount to be applied form [sic] 35% to 25% to account for such

potentiality.
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Combining the control premium of 15% and the key employee discount of 25%, the result is

an overall downward adjustment of 10% to the per share weighted average fair market value

of $14.41.

In Estate of Rodriguez v. Commissioner, the company subject to valuation was Los

Amigos Tortilla Manufacturing, a corn and flour tortilla manufacturing business provid-

ing shells used by Mexican restaurants for tacos, burritos, and so forth.11

Respective experts for the IRS and the taxpayer presented diverging testimony on the

key person issue. The taxpayer’s expert adjusted pretax income to account for the loss of

the decedent. The expert for the IRS said that he normally would adjust the capitalization

rate to account for the loss of a key person, but did not in this case because of the

$250,000 corporate-owned life insurance policy on the decedent. He also testified that

decedent’s salary would pay for a replacement.

The court decided the issue in favor of the taxpayer:

[W]e do not agree with respondent’s expert that no adjustment for the loss of a key man is

necessary in this case. Respondent argues that an adjustment is inappropriate because Los

Amigos maintained $250,000 of insurance on decedent’s life. Also, respondent’s expert

witness testified that he did not make any allowance for the value of decedent as a key man

because his replacement cost was equal to his salary. These arguments understate the impor-

tance of decedent to Los Amigos and the adverse effect his death had on business. We agree

with petitioners that an adjustment is necessary to account for the loss of decedent.

The evidence shows that decedent was the dominant force behind Los Amigos. He worked

long hours supervising every aspect of the business. At the time of his death, Los Amigos’

customers and suppliers were genuinely and understandably concerned about the future of

the business without decedent. In fact, Los Amigos soon lost one of its largest accounts

due to an inability to maintain quality. The failure was due to decedent’s absence from oper-

ations. Profits fell dramatically without decedent to run the business. No one was trained to

take decedent’s place.

Capitalizing earnings is a sound valuation method requiring no adjustment only in a case

where the earning power of the business can reasonably be projected to continue as in the

past. Where, as in this case, a traumatic event shakes the business so that its earning power

is demonstrably diminished, earnings should properly be adjusted. See Central Trust Co. v.

United States, 305 F.2d at 403. An adjustment to earnings before capitalizing them to deter-

mine the company’s value rather than a discount at the end of the computation is appropriate

to reflect the diminished earnings capacity of the business. We adopt petitioners’ expert’s

adjustment to earnings for the loss of the key man.

In Estate of Huntsman v. Commissioner, the Tax Court applied a key person dis-

count as the final adjustment to value with little discussion:12

Using our best judgment, we find that the value of the stock in Steel and Supply, on the date

of the decedent’s death, based upon both their earnings and net asset values, giving consider-

ation to the insurance proceeds received by each, was $33 and $11 per share, respectively.

One final adjustment is necessary to determine the actual price a willing buyer would pay for

the stock of these two companies. The decedent was the dominant force in both businesses,

and his untimely death obviously reduced the value of the stock in the two corporations.

However, both corporations had competent officers who were able to assume successfully

the decedent’s duties. Both experts agreed that some discount must be made to reflect the

loss of the decedent. Using our best judgment, we find that after discounting the value of the
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stock to reflect the loss of the decedent, the fair market value of the Steel and Supply stock at

the date of the decedent’s death was $29 and $10 per share, respectively.

In Estate of Yeager v. Commissioner, decedent was the controlling stockholder of a

complicated holding company with several subsidiaries.13 The court decided on a 10 per-

cent discount for the loss of the key person. In its opinion, the court commented:

Until his death, the decedent was president, chief executive officer, and a director of Cascade

Olympic, Capital Cascade, and Capitol Center. He was the only officer and director of these

corporations who was involved in their day-to-day affairs. The decedent was also president

of Center Offices until 1979. The presence of the decedent was critical to the operation of

both Cascade Olympic and the affiliated corporations.

As with all types of valuation cases, where valuation opinions and approaches must

be adequately supported by appropriate evidence lest they be rejected, key person dis-

counts must also be sufficiently supported.

For example, in Estate of Leichter v. Commissioner,14 the Tax Court considered the

valuation of a closely held S corporation that the decedent and her husband had operated.

The decedent’s husband had been the company’s president and chief salesman and

accounted for 80 to 90 percent of the company’s business. The husband had predeceased

the decedent by a few months. The IRS claimed that the estate had understated the com-

pany’s value, and at trial, the estate claimed that it had overstated the value on its estate

tax return (the return had indicated a value of over $2 million, whereas at trial the estate

claimed that the company’s fair value was no more than $800,000).

One of the two estate’s experts valued the business using various methods includ-

ing the discounted earnings, comparable guideline company, and industry market ratio

methods. In making those valuations, he applied a key person discount to reflect the

loss of the decedent’s husband to the company. He also applied a discount for lack of

marketability, and concluded that the business had a fair market value of $863,000.

The Tax Court perceived various flaws with this expert’s valuation, including the ap-

plication of a key person discount and a discount for lack of marketability. The court

found that these discounts were duplicative, since the expert had already discounted

for the husband’s loss in all three methods he had used. It stated, ‘‘We found this to

be an attempt to discount for the same reasons he discounted the values initially.’’ The

court questioned the reliability of this expert’s opinion, reviewed the other experts’

opinions, and ultimately decided that the company’s value was the value stated on the

estate’s tax return.

Similarly, in Estate of Renier v. Commissioner,15 the court rejected a ‘‘key-man’’ dis-

count because it determined that the expert asserting this discount failed to present ‘‘fac-

tual support’’ for the discount, in addition to finding the expert’s entire report unhelpful

and deserving of no weight.

CASE WHERE KEY PERSON IS STILL ACTIVE

In Furman v. Commissioner, the issue was valuation of minority interests in a 27-store

Burger King chain.16 The U.S. Tax Court rejected in toto the IRS’s expert’s valuation.

Besides rejecting his methodology, the court noted that he had represented that he pos-

sessed certain qualifications and credentials to perform business valuations, which he did

not in fact have.
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The taxpayer’s expert’s appraisal used a multiple of earnings before interest, taxes,

depreciation, and amortization (EBITDA) and applied discounts of 30 percent for minor-

ity interest, 35 percent for lack of marketability, and a 10 percent key person discount for

a total discount of 59.05 percent. The court adjusted the EBITDA multiple upward, de-

cided on a combined 40 percent minority and marketability discount, and agreed with the

application of a 10 percent key person discount, for a total discount of 46 percent.

It is instructive to read the court’s discussion supporting the key person discount:

Robert Furman a Key Person

At the times of the 1980 Gifts and the Recapitalization, Robert actively managed [Furman’s,

Inc.], and no succession plan was in effect. FIC employed no individual who was qualified to

succeed Robert in the management of FIC. Robert’s active participation, experience, busi-

ness contacts, and reputation as a Burger King franchisee contributed to value of FIC. Spe-

cifically, it was Robert whose contacts had made possible the 1976 Purchase, and whose

expertise in selecting sites for new restaurants and supervising their construction and startup

were of critical importance in enabling FIC to avail itself of the expansion opportunities

created by the Territorial Agreement. The possibility of Robert’s untimely death, disability,

or resignation contributed to uncertainty in the value of FIC’s operations and future cash-

flows. Although a professional manager could have been hired to replace Robert, the follow-

ing risks would still have been present: (i) Lack of management until a replacement was

hired; (ii) the risk that a professional manager would require higher compensation than Rob-

ert had received; and (iii) the risk that a professional manager would not perform as well as

Robert.

Robert was a key person in the management of FIC. His potential absence or inability were

risks that had a negative impact on the fair market value of FIC. On February 2, 1980, the

fair market value of each decedent’s gratuitous transfer of 6 shares of FIC’s common stock

was subject to a key-person discount of 10 percent. On August 24, 1981, the fair market

value of the 24 shares of FIC’s common stock transferred by each decedent in the Recapital-

ization was subject to a key-person discount of 10 percent.

KEY PERSON DISCOUNTS IN MARITAL DISSOLUTIONS

A key person discount crops up occasionally in the context of a marital dissolution. A

trilogy of Minnesota cases is representative of family law courts’ recognition of this

issue.

In Rogers v. Rogers, the husband was 85 percent owner of a firm providing engineer-

ing services.17 The Supreme Court of Minnesota found great flaws in the valuation opin-

ion of the expert that was accepted by the trial court:

The third major defect in [wife’s expert’s] methodology is his apparent failure to take into

account appellant’s importance to [Rogers, Freels & Associates]. [Wife’s expert] applied a

purely arbitrary risk factor in his calculations and there is no indication that factor bore any

relationship to the importance of appellant to the continuing success of RFA. While the testi-

mony did not establish that RFA would be worthless without appellant, it is clear that appel-

lant is a key man—if not the key man—in RFA, and the profitability of the corporation could

be substantially reduced if he were to leave. However, the valuation of appellant’s share of

RFA should not be based upon the assumption that appellant will remain. Such an assump-

tion would compel appellant to continue with RFA, perhaps against his wishes, simply in
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order to earn enough money to pay for the award to respondent. The property acquired

during marriage should be limited to that portion of the value of RFA that is not dependent

upon appellant’s continued services. To capitalize the earnings of RFA on the assumption

that appellant will continue to contribute his talents and services is, essentially, to capitalize

appellant. An award made on this basis would, in effect, give respondent a forced share of

appellant’s future work. If appellant were to become disabled and RFA lost its earning

capacity, appellant’s interests would be worth substantially less than [wife’s expert’s] valua-

tions, but because the award to respondent was a ‘‘property’’ award, the court could not

subsequently change the award to reflect the changed circumstances. . . . Reversed and re-

manded with instructions.

In In re the Marriage of Nelson, the company in question tested and optimized de-

signs of large heating and ventilating systems for commercial, industrial, and government

buildings.18 Although the company had four other employees, the husband, who had

highly specialized training, was solely responsible for generating all business and for all

analysis and supervision of projects.

The trial court applied a 30 percent combined discount for key person and lack of

marketability, without specifying the percentage for each. The court of appeals found

that the discount was far too low. The opinion stated:

Respondent is entitled to property acquired during the marriage, but she is not entitled to a

lien on appellant himself . . .

As in Rogers, the trial court’s discount in this case simply does not accurately reflect appel-

lant’s importance to the corporation. Here, the trial court was presented with evidence that:

(a) Mechanical Data would cease operation if appellant left the business; (b) appellant is the

sole fee generating professional employed by the corporation; (c) appellant is specially certi-

fied as a test balance engineer (one of only 95 in the country and the only one so certified in

Minnesota, North and South Dakota); and (d) the corporation derives the majority, if not all,

of its business through appellant’s personal contacts with mechanical contractors in the area.

This evidence, particularly in the absence of expert testimony establishing 30% as a reason-

able key man/marketability discount, compels the conclusion that the trial court’s discount

was arbitrarily low. We so hold. The trial court did not err in valuing the corporation under

the capitalization of income approach. The trial court’s key man/marketability discount is

reversed and the matter remanded for findings consistent with this opinion, including the

taking of additional testimony, if necessary.

Unfortunately, we do not know the ultimate dispositions of the above two cases.

In one more Minnesota case, In re the Marriage of Buchanan, the court of appeals

accepted the trial court’s finding:19

The trial court’s valuation reflects a 25% discount for appellant’s influence and importance

to the business and for the inherent risk and limitations on marketability associated with the

business. The trial court did not abuse its discretion in applying this discount rather than the

higher ‘‘key-man’’ discount urged by appellant, where the evidence shows J.L. Buchanan,

Inc. would not cease operation if appellant left the business, appellant is not the corpora-

tion’s sole fee generating person and expert testimony established 25% as a reasonable

discount.

While the above three cases all refer to a key person discount, the unmentioned but

real issue at stake was the exclusion of personal goodwill from the marital estate. Some

states consider personal goodwill a marital asset, some do not, and the case law in other
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states is unclear. In states that do not include personal goodwill in the marital estate, my

preference is to value the company assuming the absence of the owner/operator, thereby

accounting for the impact of the owner/operator’s contribution.

In another Minnesota case, Feldick v. Feldick,20 the trial court rejected the husband’s

assertion of a key person discount on the grounds that the husband, who owned a residen-

tial appraisal business, had failed to produce information that supported such a discount.

On appeal, the appellate court indicated that ‘‘[t]o the extent appellant’s refusal to pro-

duce information prompted a refusal to grant a ‘key-person’ discount, he is not entitled

to relief.’’ One judge dissented. He found that the residential appraisal industry has low

barriers to entry and the husband’s business’ success relied heavily on the husband’s rela-

tionships with mortgage originators. Thus, he stated, ‘‘Because of these undisputed facts,

independent of appellant’s credibility problems, I conclude that the failure to apply a

‘key-person’ discount to any valuation of the appraisal business, no matter how complex,

careful, or professional the formula used to arrive at the valuation, is error.’’

In a Wisconsin case, the court applied a 30 percent discount to a puppy-selling busi-

ness because it determined that the business was ‘‘one-of-a-kind’’ and was ‘‘primarily the

product’’ of the husband, and thus was not readily marketable.21

Conversely, in an Iowa case, the court rejected a 20 percent key person discount that

purportedly accounted for the business’ reliance on the husband where the court found

that the wife’s expert’s valuation was more credible. The decision was affirmed on ap-

peal, where the court concluded that ‘‘the discounts determined by the husband’s expert

including the key person discount were ‘excessive under the facts of this case.’’’22

In Bernier v Bernier,23 the husband and wife equally owned two supermarkets via

S corporations, which needed to be valued for marital dissolution purposes. The experts

for both spouses agreed that the buyer of the supermarket shares would seek an invest-

ment that would yield the buyer’s required rate of return and that the most accurate esti-

mate of the supermarkets’ value would be achieved by employing the income approach.

In addressing the issue of key person and cost-of-sale discounts (10 percent each) that the

husband’s expert had applied and that the trial court had accepted, the Massachusetts

Supreme Judicial Court ruled that the trial court had erred in accepting these discounts

since the evidence clearly showed that the husband’s expertise was critical to the contin-

ued success of the supermarkets and that he would continue to maintain total ownership

and control of the supermarkets.

KEY PERSON DISCOUNTS IN OTHER TYPES OF CASES

SHAREHOLDER DISPUTES

Billigmeier v. Concorde Marketing, Inc.,24 was a suit for unpaid commissions and frus-

tration of reasonable expectation of continued employment brought by the 36 percent

minority shareholder in a closely held, two-owner, manufacturers’ representative corpo-

ration. The majority owner had terminated the minority owner’s employment and had

failed to pay him commissions still owed to him. The trial court found that the company

had withheld over $250,000 in commissions from the minority shareholder, and further

found that the company had acted in a manner unfairly prejudicial to him. Accordingly,

it ordered the company to buy out the minority owner’s interest in the company, and then

determined the fair value of the interest as of the date of termination.

272 Business Valuation Discounts and Premiums



E1C17_1 03/10/2009 273

The minority owner’s expert presented the only expert valuation evidence, which was

unrebutted. The expert determined that a key person discount of 10 percent was appropri-

ate because the company did not have a long established relationship with its vendors or

a reasonable succession plan. The discount was applied to the value of the company as a

going concern. The trial court accepted this discount (as well as all the expert’s other

discounts).

On appeal, the company contended that the trial court had erroneously failed to

take into account the court’s judgment against the company for unpaid commissions.

It argued that the company had a negative value if the amount of the unpaid commis-

sions judgment and the amount of a bank loan were deducted from the value of the

company before application of the key person discount. Based on this argument, the

company reasoned that it had no value as a going concern. The appellate court noted

that the expert’s valuation was a revenue-based analysis rather than a book value anal-

ysis. It further noted that although the company was correct in arguing that the lower

court did not specifically take the judgment into account, it had considered the com-

pany’s financial strength in applying the lower multiplier to its gross earnings. The

appellate court thus affirmed the valuation, stating, ‘‘Because the valuation method

used . . . was unrelated to book value and because the record contains no evidence

that the debt owed . . . invalidates the 80% multiplier, we cannot conclude that the

district court’s valuation . . . is clearly erroneous.’’

In Garlock v. Southeastern Gas & Power, Inc.,25 minority shareholders brought suit

to involuntarily dissolve the corporation, which had been run more like a partnership than

a corporation. The court determined that the majority shareholder had engaged in oppres-

sive conduct and appointed an appraiser to determine the fair value of the company’s

stock. The appraiser applied, and the court accepted, a premium to the discount rate used

in the income approach to account for the ‘‘key man’’ status of the majority shareholder,

which lowered the value of the company. As in this case, appraisers sometimes add some

premium to the discount rate for the specific company risk factor instead of applying a

specific key person discount.

INCOME TAXATION

The key person discount was adjusted for by the IRS’s expert in Litman v. United States,26

an income tax case involving both individual taxpayers and a corporate taxpayer. The

individual taxpayers, Litman and Diener, were the founders of Hotels.com, Inc. & Sub-

sidiaries’s two predecessor companies, TMF, Inc. (TMF) and HRN Marketing Corp.

(HRN Marketing). In 1999, TMF and HRN Marketing sold substantially all of their

assets to HRN, Inc. (HRN), a wholly-owned subsidiary of USA Networks, Inc. (HRN

eventually changed its name to Hotels.com, Inc. & Subsidiaries.) As founders of the

predecessor companies, when HRN completed its initial public offering (IPO), Litman

and Diener received 9,999,900 restricted shares of HRN stock. On their personal income

tax returns, they reported that the restricted shares had an average weighted value of

$4.54 per share. In contrast, on its tax return HRN reported that the approximately

10 million shares of restricted stock had a value of $16 per share, the IPO price. The

IRS, claiming it was ‘‘whipsawed’’ by these disparate valuations, argued that there was a

tax gap of approximately $115 million. The court held that the appropriate date for valu-

ing the stock was the date of issuance as reflected on the stock certificates, and that the

methodology of the individual taxpayers’ valuation expert, which applied discounts for
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lack of marketability, carried the most weight. The court, however, found weaknesses in

the methodology and subtracted 25 percent from the lower range of the expert’s market-

ability discounts to conclude that the value of the stock was $90,818,180, or approxi-

mately $9.08 per share.

In his valuation, the IRS’s expert took into account what he deemed was a key person

discount, and adjusted this discount upward. He explained:

[U]sually when you look at [key-person discounts], you’re looking at a private company. . . .

In this case, we have effectively a publicly traded share price, because we have the $16 [IPO

price], and therefore there was a sense that the market price would have incorporated the

key-person factor into the price, because it’s all in the prospectus and everything else, and

yet I was troubled by the fact that these shares are owned by Mr. Litman and Mr. Diener,

and if they were to sell their shares, the buyer of those shares would know that one of

the company insiders is selling their shares . . . . And so I tried to take that into account by

making an adjustment of 7-1/2 percent to the discount based on research that’s been done

which indicates 5 to 10 percent is really the range of the key-person impact.

As indicated above, the court did not rely on this expert’s approach.

SUMMARY

Many private companies (and some small public ones) are highly dependent on a key

individual. This creates a significant risk factor to the company while that key person

is active and an actual loss results upon death, disability, or resignation. Evidence of

adverse market reaction to the loss of a key person in small public companies supports

the economic reality of the key person discount. This chapter has discussed the many

factors involved in analyzing and quantifying the key person discount.

One way to quantify the key person discount is by calculating the difference between

the present value of expected cash flows with and without the key person, as opposed to

taking a percentage discount from enterprise value. If the key person is alive and active in

the business, the cash flow differential for each year would be multiplied by the probabil-

ity of the person’s remaining alive and active during that year.

The IRS has recognized the key person discount factor in Revenue Ruling 59-60 and

has discussed it in its Valuation Training for Appeals Officers Coursebook. The Tax

Court recognizes the key person discount factor, when appropriate, both in estate valua-

tions and also while the key person is still active. On occasion, the key person discount

also has been recognized in marital dissolution cases.
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Chapter 18

Discounts for Trapped-In
Capital Gains Taxes

Rationale for Trapped-In Capital Gains Tax Discount

‘‘General Utilities Doctrine’’

Tax Court Recognizes Trapped-In Capital Gains

Internal Revenue Service Acquiesces to Trapped-In Capital
Gains Discount

Subsequent Tax Cases Regularly Recognize Trapped-In Capital
Gains Tax Discount

Trapped-In Capital Gains in Dissenting Stockholder
Actions

Trapped-In Capital Gains in Bankruptcy Court

Trapped-In Capital Gains Taxes in Marital Dissolutions
Marital Cases Denying Trapped-In Capital Gains
Discounts

Marital Cases Allowing Trapped-In Capital Gains
Discounts

Treatment of Capital Gains Tax Liability

Treatment of Capital Gains Tax Liability in S Corporations

Summary

The concept of trapped-in capital gains is that a company holding an appreciated asset

would have to pay a capital gains tax on the sale of the asset. If ownership of the com-

pany were to change, the liability for the tax on the sale of the appreciated asset would

not disappear.

To review fundamentals, the embedded capital gains tax liability is relative to the

company’s appreciated asset. This liability would be incurred if the asset were sold.

Transactions in the company’s stock might also incur capital gains, but these would be

based on the cost and selling price of the stock, not the asset. The capital gains tax would

be a corporate expense, not a personal expense, and it would influence what a buyer

would pay. In this chapter, we speak only of embedded capital gains in the asset.

There are two basic concepts in understanding the unrealized capital gains tax for

assets. The first is that the unrealized capital gains tax is a liability associated with the

company’s assets. The second is that the unrealized capital gains tax is only relevant under

the asset approach which assumes a hypothetical sale of the asset on the day of valuation.

This chapter was updated from the first edition by Kimberly L. A. Linebarger.
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RATIONALE FOR TRAPPED-IN CAPITAL GAINS
TAX DISCOUNT

An ongoing issue in gift and estate tax valuation is whether, or the extent to which, the

liability for unrealized capital gains on appreciated assets should be reflected in valuation

of the stock or partnership interest that owns the assets.

In most (if not all) cases, we believe that the liability for trapped-in capital gains taxes

should be reflected in the value of the stock or partnership that owns the assets. However,

until 1998 the Internal Revenue Service and the U.S. Tax Court steadfastly held that the

trapped-in capital gains tax was not a basis for a discount. That all changed with the

Davis case in 1998 (discussed later in the chapter).

Assuming that the standard of value is fair market value, the premise seems very sim-

ple. Suppose that a privately held corporation owns a single asset (for instance, a piece of

land) with a fair market value of $1 million and a cost basis of $100,000. Would the

buyer pay $1 million for the stock knowing the underlying asset is subject to a corporate

tax on a $900,000 gain, when he or she could buy the asset (or a comparable asset) di-

rectly for $1 million? Of course not.

And would the hypothetical, willing seller of the private corporation discount his or

her stock below $1 million to receive cash not subject to the corporate capital gains tax?

Of course.

The most common reason cited in court decisions for denying a discount for trapped-

in capital gains is lack of intent to sell. If the reason for rejecting the discount for

trapped-in capital gains tax is that liquidation is not contemplated, then this same logic

should also lead to the conclusion that the asset approach is irrelevant, and the interest

should be valued only by the income approach and/or the market approach.

There have been dramatic developments in U.S. Tax Court decisions, starting in 1998,

with explicit recognition of liability for capital gains taxes on significantly appreciated

property. This recognition in the tax court has trailed in the wake, albeit somewhat belat-

edly, of the 1986 elimination of the ‘‘General Utilities Doctrine.’’ We can only hope that

the family law courts will take note and follow suit.

This issue is typical of many in business valuation, in which sound theory dictates a

certain conclusion, but the courts, the law, and legal practitioners are, to put it simply,

behind the curve. It is the job of appraisers to educate others as to these economic reali-

ties. Note the 12-year time lag between the 1986 repeal of the General Utilities Doctrine

and the 1998 and subsequent court cases discussed in this chapter. This education process

requires years. The law is slow to change, despite economic reality.

‘‘GENERAL UTILITIES DOCTRINE’’

Prior to 1986, a rule of law known as the ‘‘General Utilities Doctrine’’ (named after a

U.S. Supreme Court case, General Utilities & Operating Co. v. Commissioner) was in

effect.1 This law allowed corporations to elect to liquidate, sell all their assets, and dis-

tribute the proceeds to shareholders without paying corporate capital gains taxes. The Tax

Reform Act of 1986 eliminated this option, thus leaving no reasonable method of avoid-

ing the corporate capital gains tax liability on the sale of appreciated assets.

With no way to eliminate the capital gains tax on the sale of an asset, it is impossible

to believe that an asset subject to the tax (for instance, buying stock of a company owning
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a highly appreciated piece of real estate) could be worth as much as an asset not subject

to the tax (for instance, direct investment in the same piece of real estate). Even with no

intent to sell the entity or the appreciated asset in the foreseeable future, it seems that any

rational buyer or seller would see a value difference.

TAX COURT RECOGNIZES TRAPPED-IN CAPITAL GAINS

The U.S. Tax Court first recognized the rational buyer/seller viewpoint in 1998 in Estate

of Davis v. Commissioner.2 The primary asset of the corporation whose stock was being

valued was a large block of highly appreciated stock of Winn Dixie, a publicly traded

company. The IRS held tenaciously to its historical position that, as a matter of law, a

discount to recognize the trapped-in capital gain was inappropriate. In recognizing a dis-

count to reflect the built-in capital gains factor, the court held:

[E]ven though no liquidation of [the company] or sale of its assets was planned or contem-

plated on the valuation date, a hypothetical willing seller and a hypothetical willing buyer

would not have agreed on that date on a price . . . that took no account of [the company’s]

built-in capital gains tax. We are also persuaded . . . that such a willing seller and such a

willing buyer . . . would have agreed on a price . . . that was less than the price that they

would have agreed upon if there had been no . . . built-in capital gains tax. . . .

The amount of the discount allowed in Davis was between one-third and one-half of

the trapped-in capital gains tax liability.

Carsten Hoffmann, a business appraiser, wrote this summary of the Davis case result:

Davis Estate has been a startling, but logical, victory for the taxpayer. Through in-depth

analysis of all relevant circumstances and expert testimony of several well-respected experts,

the Tax Court decided that in a post–General Utilities environment the tax liability resulting

from built-in capital gains can be considered when there is no intent to liquidate the assets of

the corporation. Logic and the Tax Court agree, however, that a dollar-for-dollar subtraction

of the tax liability is not the correct valuation approach when there is no intent to liquidate.

As a result, it is up to the valuation community to gather the appropriate data and establish

the most accurate methodology to quantify the diminution in value resulting from built-in

capital gains tax liabilities.3

As we will see shortly, many appraisers do believe that the discount should be the full

amount of the impounded tax.

At the time of the Davis decision, Eisenberg v. Commissioner was on appeal in the

Second Circuit Court of Appeals.4 The Tax Court had denied the trapped-in gains dis-

count, relying on Tax Court decisions prior to the 1986 repeal of the General Utilities

doctrine. The Second Circuit opinion noted that, because of the change in the law,

those decisions were no longer controlling. The Second Circuit, commenting favor-

ably on the Davis decision, vacated the Tax Court decision denying the discount, and

held:

Fair market value is based on a hypothetical transaction between a willing buyer and a will-

ing seller, and in applying this willing buyer–willing seller rule, ‘‘the potential transaction is

to be analyzed from the viewpoint of a hypothetical buyer whose only goal is to maximize

his advantage. . . .’’ Our concern in this case is not whether or when the donees will sell,
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distribute or liquidate the property at issue, but what a hypothetical buyer would take into

account in computing [the] fair market value of the stock. We believe it is common business

practice and not mere speculation to conclude a hypothetical willing buyer, having reason-

able knowledge of the relevant facts, would take some account of the tax consequences of

contingent built-in capital gains. . . . The issue is not what a hypothetical willing buyer

plans to do with the property, but what considerations affect the fair market value. . . . We

believe that an adjustment for potential capital gains tax liabilities should be taken into ac-

count in valuing the stock at issue in the closely held C corporation even though no liquida-

tion or sale of the Corporation or its asset was planned. . . .

The Second Circuit remanded the case back to the Tax Court for revaluation recogniz-

ing the trapped-in capital gains factor. There is no written decision on the valuation on

remand, but we understand that the discount agreed to in settlement was consistent with

that concluded in Davis.

In Estate of Simplot v. Commissioner, the company being valued owned a large block

of highly appreciated stock in a publicly traded company, Micron Technology.5 Experts

for both the taxpayer and the IRS deducted 100 percent of the trapped-in capital gains tax

in valuing this nonoperating asset held by the operating company, and the Tax Court ac-

cepted this conclusion. (This aspect of Simplot is distinct from the control premium issue

on which the decision was reversed. Treatment of trapped-in capital gains was not at

issue on appeal.)

Another 1999 case, Estate of Jameson v. Commissioner, also clearly recognized the

trapped-in capital gains tax discount, in this case involving a timber company.6 The court

found that where a timber company must recognize built-in capital gains under Internal

Revenue Code section 1231 (because of its IRC section 631(a) election), each time it cuts

and sells timber, valuation of the company must take the built-in capital gains into

account.

Many members of the professional business valuation community applaud the re-

sult of deducting the full amount of the tax liability. For example, Chris Mercer com-

mented: ‘‘The Court’s finding is consistent with the position I have long advocated.

This is an exciting result. Good economic evidence is the basis for sound decisions

by the courts.’’7

Another example of this school of thought was offered by John Gilbert. In an article

in the CPA Expert, he analyzed alternate scenarios and concludes that ‘‘the proper

amount of the discount is the full amount of the tax liability.’’8

Notwithstanding these opinions, some business appraisers believe that in some cases

only a portion of the capital gains tax should be deducted, depending on the facts and

circumstances of each case. This remains a controversial issue, with some appraisers tak-

ing the position that the discount should always be 100 percent of the tax liability, and

others saying that it is economically incorrect to do so in some (or even most) situations.

The issue is discussed later in this chapter.

INTERNAL REVENUE SERVICE ACQUIESCES TO TRAPPED-IN
CAPITAL GAINS DISCOUNT

The IRS finally posted a notice on its Web site, www.irs.gov, acquiescing that there is no

legal prohibition against a discount for trapped-in capital gains.
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Referring to the Eisenberg case, the notice stated:

The Second Circuit reversed the Tax Court and held that, in valuing closely-held stock, a

discount for the built in capital gains tax liabilities could apply depending on the facts pre-

sented. The court noted that the Tax Court itself had recently reached a similar conclusion in

Estate of Davis v. Commissioner 110 T.C. 530 (1998).

We acquiesce in this opinion to the extent that it holds that there is no legal prohibition

against such a discount. The applicability of such a discount, as well as its amount, will here-

after be treated as factual matters to be determined by competent expert testimony based

upon the circumstances of each case and generally applicable valuation principles. Recom-

mendation: Acquiescence.

The notice indicated that it was approved by Stuart L. Brown, Chief Counsel, and

Judith C. Dunn, Associate Chief Counsel. Of course, it contained the standard caveat:

‘‘This document is not to be relied upon or otherwise cited as precedent by taxpayers.’’9

SUBSEQUENT TAX CASES REGULARLY RECOGNIZE
TRAPPED-IN CAPITAL GAINS TAX DISCOUNT

There have been several additional cases decided in the U.S. Tax Court involving dis-

counts for trapped-in capital gains, and all, except a partnership case, have recognized

the discount, with the amounts varying considerably.

In Estate of Dunn v. Commissioner, the subject company was an operating equipment

leasing company, and the appreciated assets in question were the equipment available for

lease.10 Because it viewed liquidation as unlikely, the Tax Court allowed only a 5 percent

discount for trapped-in capital gains. However, on appeal the Fifth Circuit called for a

dollar-for-dollar reduction of the trapped-in capital gains.

In Estate of Welch v. Commissioner, the Tax Court denied the capital gains tax de-

duction because the appreciated property was real estate subject to condemnation, which

made the company eligible for an IRC section 1033 election to roll over the sale proceeds

and defer the capital gains tax, an option it exercised.11 On appeal the Sixth Circuit Court

of Appeals reversed.

The Sixth Circuit specifically addressed the issue of the corporation’s potential IRC

section 1033 election, stating that the availability of the election does not automatically

foreclose the application of a capital gains discount. The Tax Court must consider it as a

factor in determining fair market value, just as a hypothetical willing buyer would.

The point to be gleaned from this case is that while a section 1033 election may be

available, the value of that election and its effect on the value of the stock still depend on

all of the circumstances a hypothetical buyer of the stock would consider. In the present

case, the corporation’s exercise of the section 1033 election after the valuation date was

therefore irrelevant.

In Estate of Borgatello v. Commissioner, the estate held an 82.76 percent interest in a

real estate holding company.12 Both experts applied a discount for trapped-in capital

gains, but by using very different methods.

The expert for the taxpayer assumed immediate sale. On that basis, the combined

federal and California state tax warranted a 32.3 percent discount.
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The expert for the IRS assumed a 10-year holding period and a 2 percent growth rate

in asset value. On the basis of those assumptions, he calculated the amount of the com-

bined federal and California tax and discounted that amount back to a present value at a

discount rate of 8.3 percent. On that basis the discount worked out to be 20.5 percent.

The court held that the taxpayer’s expert’s methodology was unrealistic, because it

did not account for any holding period by a potential purchaser. The court also found

that the IRS’s expert’s 10-year holding period was too long. Therefore, the court looked

at the range of discounts opined by the experts and tried to find a middle ground between

the immediate sale and the 10-year holding period. The court concluded that a 24 percent

discount attributable to the trapped-in capital gains was reasonable.

In Estate of Jelke v. Commissioner,13 the court allowed only a partial discount for

built-in capital gains tax liability. On appeal the Eleventh Circuit Court of Appeals re-

manded with instructions for a dollar-for-dollar deduction. The United States Supreme

Court denied review,14 so the Eleventh Circuit’s decision is the final say in this case.

In Wechsler v. Wechsler,15 the trial court relied significantly on the Jelke case but

took a different approach. On appeal the court remanded for a dollar-for-dollar reduction.

This case and the Jelke case are discussed further in the treatment of capital gains section

of this chapter.

One case since Davis in which the capital gains tax discount was denied was Estate of

Jones v. Commissioner, where the estate owned an 83.08 percent partnership interest.16

In denying the discount, the Tax Court elaborated at length to distinguish the circum-

stances from Davis:

The parties and the experts agree that tax on the built-in gains could be avoided by a section

754 election in effect at the time of sale of partnership assets. If such an election is in effect,

and the property is sold, the basis of the partnership’s assets (the inside basis) is raised to

match the cost basis of the transferee in the transferred partnership interest (the outside ba-

sis) for the benefit of the transferee. See sec. 743(b). Otherwise, a hypothetical buyer who

forces a liquidation could be subject to capital gains tax on the buyer’s pro rata share of the

amount realized on the sale of the underlying assets of the partnership over the buyer’s pro

rata share of the partnership’s adjusted basis in the underlying assets. See sec. 1001. Because

the [limited partnership] agreement does not give the limited partners the ability to effect a

section 754 election, in this case the election would have to be made by the general partner.

[Taxpayer’s expert] opined that a hypothetical buyer would demand a discount for built-in

gains. He acknowledged in his report a 75- to 80-percent chance that an election would be

made and that the election would not create any adverse consequences or burdens on the

partnership. His opinion that the election was not certain to be made was based solely on the

position of [decedent’s son], asserted in his trial testimony, that, as general partner, he might

refuse to cooperate with an unrelated buyer of the 83.08-percent limited partnership interest

(i.e., the interest he received as a gift from his father). We view [decedent’s son’s] testimony

as an attempt to bootstrap the facts to justify a discount that is not reasonable under the

circumstances.

[The IRS’s expert,] on the other hand, opined, and respondent contends, that a hypothetical

willing seller of the 83.08-percent interest would not accept a price based on a reduction for

built-in capital gains. The owner of that interest has effective control, as discussed above,

and would influence the general partner to make a section 754 election, eliminating any

gains for the purchaser and getting the highest price for the seller. Such an election would

have no material or adverse impact on the preexisting partners. We agree with [the IRS’s

expert]. . . .
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In the cases in which the discount was allowed, there was no readily available means by

which the tax on built-in gains would be avoided. By contrast, disregarding the bootstrap-

ping testimony of [decedent’s son] in this case, the only situation identified in the record

where a section 754 election would not be made by a partnership is an example by [tax-

payer’s expert] of a publicly syndicated partnership with ‘‘lots of partners . . . and a lot of

assets’’ where the administrative burden would be great if an election were made. We do not

believe that this scenario has application to the facts regarding the partnerships in issue in

this case. We are persuaded that, in this case, the buyer and seller of the partnership interest

would negotiate with the understanding that an election would be made and the price agreed

upon would not reflect a discount for built-in gains.

Similarly, in Temple v. United States,17 the court rejected a discount for built-in capi-

tal gains for the sales of two partnerships because it determined that any built-in gain at

contribution was generally allocated to the contributing partner and that it was likely a

hypothetical buyer and seller would negotiate an understanding that the section 754 elec-

tion would be made so the price would not reflect a discount for any built-in capital gains.

TRAPPED-IN CAPITAL GAINS IN DISSENTING
STOCKHOLDER ACTIONS

Courts have been mixed in their treatment of trapped-in capital gains tax liability in dis-

senting stockholder actions. The issue does not often arise in this context, because liqui-

dation value is not often the premise of value. Most corporations (except holding

companies) are valued on a going concern basis.

A case that denied a trapped-in capital gains liability deduction was In re 75,629

Shares of Common Stock of Trapp Family Lodge, Inc. (Vermont).18 The Supreme Court

of Vermont said, ‘‘[W]e conclude that the trial court correctly determined that no tax

consequences of a sale should be considered where no such sale is contemplated.’’ The

court characterized the base value from which it denied the discount as going concern

value, although a net asset value approach was incorporated in reaching the value.

Another case that ultimately denied the discount for built-in capital gains liability was

Brown v. Arp & Hammond Hardware Co.,19 involving minority shareholders asserting

their appraisal rights following a reverse stock split that effectively cashed out their inter-

est. The trial court found that a 5 percent discount for trapped-in capital gains was appro-

priate because it was anticipated that the company would have to sell some of its assets to

satisfy the judgment in the case. However, the Wyoming Supreme Court reversed. After

reviewing the case law of other jurisdictions, it held that absent clear evidence of the

company’s imminent liquidation, a discount for embedded capital gains would not accu-

rately reflect the ‘‘fair value’’ of the shares.

Although the embedded capital gains tax discount was disallowed in Matthew G.

Norton Co. v. Smyth,20 a dissenters’ rights case, the Washington Court of Appeals re-

jected a bright-line rule that such a discount is never appropriate in an appraisal action.

The court indicated that a ‘‘wholesale discount for built-in capital gains on all the appre-

ciated assets of the companies based on hypothetical liquidation at some indefinite time

in the future is not appropriate,’’ but added:

[F]acts that were known or could be ascertained as of the date of the merger that relate to

disposition of a particular appreciated asset—such as contemplation of sale of the asset in
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accord with pre-existing planning in the normal course of business—are properly considered

in determining net asset value in a dissenting shareholders case, provided, however, that the

shareholder will not effectively be paying his or her proportionate share of the tax on this

same appreciation, upon taxation of the proceeds of sale of his or her appreciated stock back

to the corporation. To the extend that the trial courts ruling was intended to preclude any

such considerations, we reverse.

Finally, the court stated that the company needed to provide the trial court with a

reasonable explanation of why such built-in gains should be considered.

TRAPPED-IN CAPITAL GAINS IN BANKRUPTCY COURT

Trapped-in capital gains tax liability was an issue in In re Frezzo.21 An appraiser pre-

sented the trustee with an appraisal that utilized both an income approach and an asset

approach. The asset approach value was net of 35 percent hypothetical capital gains tax

on a sale of the company’s assets. The trustee accepted the appraised value, and the court

approved it. The court stated, ‘‘A reduction for potential taxes is certainly appropriate.’’

TRAPPED-IN CAPITAL GAINS TAXES IN MARITAL
DISSOLUTIONS22

In many cases the marital estate owns property that is worth more than its cost basis. In

such a situation, if the marital estate or one of the spouses were to sell the property, the

seller would be subject to federal capital gains taxes.

Whether to consider tax liabilities that would be triggered by the sale of assets is one

of the most common issues in marital property divisions. For the most part, family law

courts have been unwilling to make any allowance for trapped-in capital gains on appre-

ciated property unless a sale of the property is imminent. Since family law courts often

take Tax Court positions into consideration, perhaps the Tax Court’s sharp change of di-

rection on this issue in 1998, instructing that valuations reflect trapped-in capital gains

taxes, will lead family law courts to give renewed consideration to this issue.

It seems economically inequitable to give one spouse cash or an asset that is free and

clear of tax liability while the other spouse receives property of equal market value but

subject to tax liability if the spouse desires or needs to liquidate it. Yet that is exactly

what the preponderance of family law courts do. The principal factor cited in denying a

discount for capital gains tax liability is lack of intent to sell. As stated in an earlier

section, if lack of intent to sell is the basis for denying consideration of the built-in capi-

tal gains tax liability, then the value to the marital estate should be determined solely on

an income approach basis because the asset’s market value is rendered irrelevant.

This section presents a representative selection of cases. For more case references, read-

ers are referred to the 139-page paper by Tracy Bateman, ‘‘Divorce and Separation: Con-

sideration of Tax Consequences in Distribution of Marital Property,’’ published in 2000.23

MARITAL CASES DENYING TRAPPED-IN CAPITAL GAINS DISCOUNTS

A Washington case, In re the Marriage of Hay,24 is typical. The trial court adjusted the

gross value of the parties’ interest in a real estate partnership from $119,049 to $101,000

to reflect the capital gains tax that would be paid if it were sold. The court of appeals
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reversed. The appellate court noted, ‘‘There is no Washington case specifically address-

ing whether capital gains tax consequences should be a factor in determining the value of

marital assets.’’ Thus, the court looked to other states for precedent, citing cases in seven

other states. The court then concluded:

Courts have generally found that consideration of tax consequences is either required or at

least appropriate where the consequences are immediate and specific and/or arise directly

from the court’s decree, but find they are not an appropriate consideration where speculation

as to a party’s future dealings with property awarded to him or her would be required. We

agree with the rule adopted by most jurisdictions. . . . Mr. Hay testified at trial that he had

no plans to sell his partnership interest. . . . [We] remand to enable the trial court to consider

the property division without regard to the capital gains tax consequences of a hypothetical

sale of H&L Investments.

Likewise, in Buzzanell v. Miller,25 the court rejected a discount for trapped-in gains

because there was no imminent sale planned for the husband’s medical practice. The hus-

band’s expert had valued the practice at $31,000 on an after-tax basis, but the court in-

stead concluded that the value was $155,000. In doing so, the court said, ‘‘[The husband’s

expert’s] consideration of tax consequences is speculative, and an improper consideration

in valuation of the practice. The court finds further that the write-off ratios and the deduc-

tions for collection, used by [the expert] were excessive.’’ Many other family law courts

have come to the same conclusion.26

The court in Owens v. Owens,27 in addition to rejecting an imbedded capital gains tax

discount because a sale was not imminent, also opined that the discount was in-

appropriate under an intrinsic value standard of value, that is, what the property is worth

to the parties, which is to be used for equitable distribution.

The practice of reviewing decisions from other states is very common in the

family law arena. A typical example of the result of such practice is Kaiser v. Kaiser

(North Dakota).28 This opinion stated that a court should consider potential tax

consequences in valuing marital assets only if all of the following conditions are met:

� The recognition of a tax liability is required by dissolution or will occur within a short

time.

� The party’s future dealings with the assets are definite enough that the court need not

speculate.

� The future consequences are definite enough that the court need not speculate, and the

tax liability can be reasonably predicted.

The courts usually factor in the tax consequences when it is clear that they will be

triggered as part of the divorce action. However, in the Indiana case of Granger v.

Granger, a trial court ordered the husband to pay a mortgage, a car loan, and a cash

judgment to the wife from the sale of at least one of two laundromats that he owned.29

The trial court reduced the marital estate by $53,200 tax liability to be incurred on the

sale of the laundromats. The trial court explained that although it did not specifically

order the sale of the laundromats, this sale was the only way that the husband could com-

ply with the orders of the court. Nevertheless, the appellate court found that the sale of

both laundromats was not an immediate or necessary consequence of the property
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disposition and that the trial court erred in reducing the marital estate by the amount of

the tax liability.

The Kansas case of Bohl v. Bohl is an example of extreme denial of consideration of

tax consequences.30 The property division mandated by the trial court in effect required

the husband to liquidate his closely held business and turn the proceeds over to the wife

to satisfy a cash award. Nevertheless, the court rejected the husband’s argument that the

stock should have been valued at its liquidation value rather than its going concern value

because of the tax consequences, reasoning that to follow this argument would univer-

sally prevent a court from valuing property at more than cost because of tax

consequences.

In Knotts v. Knotts (Indiana), the husband held an option to buy Eli Lilly stock.31 The

market price at the time of dissolution was well above the strike price, so the option

clearly had intrinsic value, but the husband would have had to pay capital gains tax if he

exercised it. The trial court valued the option at its intrinsic value less the capital gains

tax that would have to be paid to realize that intrinsic value.

The court of appeals reversed, stating ‘‘[t]hat a trial court must consider tax conse-

quences related to the disposition of marital property. However, the ‘‘statute requires the

trial court to consider only the direct or inherent and necessarily incurred tax conse-

quences ‘of the property disposition.’

‘‘In the present case, the trial court improperly considered tax consequences incident

to the future disposition of the Lilly stock option. As a result, we reverse the property

distribution and order the trial court, upon remand, to award [the wife] an additional

$2,394.50.’’

Isn’t this the height of inequity? First, the husband has to pay his wife half the amount

of tax that he will have to pay to the government when he exercises the option. Then,

when he exercises it, he will have to pay the government the full amount of the tax! If

the stock price falls so that the amount realized is less or nothing, the wife has collected

half of the amount of the tax that the husband would have had to pay on exercise if the

stock had maintained its market value!

MARITAL CASES ALLOWING TRAPPED-IN CAPITAL GAINS DISCOUNTS

There are, however, cases where the potential tax consequences on sale have been

deducted in valuing the marital estate, even when no immediate sale was contem-

plated. For example, in Liddle v. Liddle (Washington), the court concluded that it

was proper to deduct the amount of capital gains tax that the husband would have to

pay on the anticipated sale of limited partnership interests.32 The wife objected to

reducing the value by the impounded taxes, claiming that they were ‘‘hypothetical,

speculative, imaginary, unfair, and arbitrary.’’ Evidence was introduced to show that

the partnership was a tax shelter that would lose its desirability in five to seven years

and would probably be sold. The court concluded that the date of sale was neither

imaginary nor hypothetical.

The court then offered an interesting broader statement that ‘‘partnerships ought to

be reduced by future capital gains taxes’’ where the partnerships were investments that

‘‘were only valuable as long as other investments were not more desirable,’’ and the

husband ‘‘was more likely to sell his interest in the partnerships than die owning them,’’

and would, therefore, incur a capital gains tax from the sale of the partnerships (emphasis
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added). From the viewpoint of a financial analyst, it is reasonable to think that this rea-

soning should apply to any investment asset.

Another interesting decision upholding subtraction of capital gains tax involved a

commercial building. In Hogan v. Hogan (Missouri), the appellate court held that the

trial court did not abuse its discretion in subtracting the capital gains tax that would be

incurred on sale, even though there was no evidence that the property was going to be

sold.33 The court found that experts for both parties attested to the property’s fair market

value and that the concept of fair market value assumes the sale of the property to an

interested buyer. Thus, the court was reluctant to find any error by the trial court in pre-

suming a sale of the real estate with its attendant tax consequences in order to value that

marital asset.

In Zoldan v. Zoldan (Ohio), the trial court accepted the valuation of the husband’s

expert, which was net of tax consequences (and also net of both minority and marketabil-

ity discounts).34 The trial court stated that it found the husband’s expert more credible.

The wife’s expert ‘‘did not consider all the facts and procedures the court considered

applicable.’’ The court of appeals upheld, stating that ‘‘there was sufficient credible evi-

dence considering the totality of the circumstances, from which the trial court could have

accepted the valuations given by [wife’s] expert witness.’’

In In re the Marriage of Deviny,35 at issue was the value of the husband’s nontransfer-

able and nondivisible stock options in the 3M corporation. The husband’s expert valued

these on an after-tax basis to account for a capital gains rate of 26 percent, which the trial

court originally accepted. However, on a motion by the wife to reconsider, the trial court

revised the valuation of the options so that it was on a pretax basis. On appeal, the Min-

nesota Court of Appeals reversed, concluding that the tax consequences upon sale of the

options was an absolute certainty, rather than speculative, which required a valuation that

accounted for the capital gains tax liability on an after-tax basis.

Finney v. Finney36 involved the valuation of a controlling interest in a closely held

ranching business. In that case, the husband’s expert reduced the value by $507,000 to

account for capital gains taxes that would be owed upon a future sale of the ranch, and

the trial court accepted this deduction. On appeal, the wife argued that the trial court had

erred, since the sale of the business was not imminent and was hypothetical and specula-

tive. The Nebraska Court of Appeals did not agree with the wife, and it affirmed, reason-

ing that tax ramifications may be considered when they are established by an expert. The

court said, ‘‘The fact that the ranch is not presently for sale does not render the consider-

ation of this factor inappropriate.’’

In another case, where the husband would effectively have been forced to purchase

the wife’s shares in a company, the court permitted a credit for capital gains taxes, even

though there was no evidence of an imminent sale.37

Some courts hold that tax consequences may be considered if the court determines

that the property division award will force a party to sell the business to generate the

cash needed to pay the court-imposed obligations.38

TREATMENT OF CAPITAL GAINS TAX LIABILITY

Ever since acceptance of the capital gains tax liability in the tax courts, the proper treat-

ment of the liability has been heavily debated. There are two main opinions on how to

calculate the liability. One is that a partial discount based on a present value calculation
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over an estimated holding period of the asset should be utilized to determine the liability.

The other is that the discount should reflect the dollar-for-dollar value of the tax liability

as of the date of valuation.

One of the most recent cases to address this issue was Estate of Jelke v. Commis-

sioner. Based on the IRS expert’s testimony the court allowed only a partial discount for

the built-in capital gains tax liability. On appeal the Eleventh Circuit Court of Appeals

remanded with instructions for a dollar-for-dollar deduction.

The Tax Court, adopting the Commissioner’s expert witness appraiser’s approach, allowed

the estate only a partial $21 million discount for [the] built-in capital gains tax liability,

indexed to reflect present value on the date of Jelke’s death, using projections based upon

the court’s findings as to when the assets would likely be sold and when the tax liability

would likely be incurred, that is, in this case, over a 16-year period. Using what could be

termed an economic market reality theory, the estate argued, under the rationale set forth by

the Fifth Circuit Court of Appeals in Estate of Dunn v. Commissioner, 301 F.3d 339 (5th Cir.

2002), that a 100 percent dollar-for-dollar discount was mandated for [the] entire contingent

$51 million capital gains tax liability. Under this theory, it is assumed that [the company] is

liquidated on the date of Jelke’s death, the valuation date, and all assets [of the company] are

sold, regardless of the parties’ intent to liquidate or not, or restrictions on [the company’s]

liquidation in general.

Based upon [ . . . ] historical overview, discussion, and precedential authority, we are in ac-

cord with the simple yet logical analysis of the tax discount valuation issue set forth by the

Fifth Circuit in Estate of Dunn, 301 F.3d at 350-55, providing practical certainty to tax prac-

titioners, appraisers and financial planners alike. Under a de novo review, as a matter of law,

we vacate the judgment of the Tax Court and remand with instructions that it recalculate the

net asset value of [the company] on the date of Jelke’s death, and his 6.44% interest therein,

using a dollar-for-dollar reduction of the entire $51 million built-in capital gains tax liability

of [the company], under the arbitrary assumption that [the company] is liquidated on the date

of death and all assets sold.39

One judge dissented in the appeal.

Another recent case to address this issue was Wechsler v. Wechsler.40

The trial court had accepted the approach of plaintiff’s expert and reduced the baseline

value of the company by the historical rate of annual taxes paid. On appeal, the court

modified the trial court’s judgment. The court rejected the use of the historical rate of

annual taxes as the approach assumed that the assets would not be sold as of the valua-

tion date and that the company would operate in the future as it had in the past, particu-

larly with regard to the sale of its assets. Instead, the court held that the appropriate

approach was that in Matter of Dunn v. Commissioner of Internal Revenue, 301 F.3d 339

(5th Cir. 2002), in which the value of the company was reduced on a dollar-for-dollar

basis by the full amount of the tax liability that would arise from the sale of the assets by

a hypothetical buyer on the valuation date [ . . . ].

One of the most significant aspects of the appeal is the discussion of applying the

arguments outlined in the Dunn and Jelke cases in a marital action setting. ‘‘[T]he valid-

ity of the net asset valuation methodology adopted in Jelke and Dunn does not depend

upon whether it is applied in an estate tax case, another type of tax case or a matrimonial

action.’’

One judge dissented in the appeal.
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TREATMENT OF CAPITAL GAINS TAX
LIABILITY IN S CORPORATIONS

The question of how to treat trapped-in capital gains tax associated with a company’s

assets when valuing stock in an S corporation is a complicated one. Nancy Fannon

addresses the topic in her book on S-corporation valuation:

[When liquidation is assumed] the S corporation investor has a distinct benefit- or at least the

possibility of one. Because the capital gain passes through to the individual level, the capital

loss on the stock can be taken in full and offset against the gain. However, for this to occur,

the stock of the S corporation must be liquidated in the same tax year as the liquidation of

the underlying asset. . . . For these instances, the investor would not seek a discount from

net asset value for built-in gains tax.

Note that in no instance would an S corporation investor pay a premium calculated by refer-

ence to the company’s net asset value, as some commentators have suggested. . . . How the

value of the S corporation’s net assets compares to C corporation pricing or premiums calcu-

lated by reference to C corporation rates of return are of no relevance to net asset

calculations.

. . . In some instances, the S corporation may desire to continue operating. Or the investor

may not be able to offset an asset gain with a stock liquidation in the same taxable year: for

example, when an S corporation owns both an operating business and an appreciated asset,

so that a corporate liquidation is not feasible. In these cases, the S corporation investor still

has the advantage compared to a C corporation of a 20% capital gains tax rate compared to

a 40% rate for C corporations, and basis step-up for the gain on the asset sale. However,

unlike the income approach (where we use publicly traded C corporation rates of return to

value the S corporation), when we value the S corporation using the net asset value method

of appraisal, we are not valuing it by reference to a C corporation; we are valuing it by

reference to its own assets and liabilities. [ . . . ] The only comparison we should be making

is whether the S corporation has an advantage or disadvantage compared to owning them

individually. Since all taxes and basis pass through to the owner of the S corporation, the

answer to this is generally no.41

One of the most important points Fannon makes on the treatment of the trapped-in

capital gains tax for assets is found in a footnote:

[FN 2] Every valuation is facts-and-circumstances driven, and the application of taxes to any

particular situation will likely vary from the general guidelines. . . . Analysts and business

owners should always seek appropriate advice from a tax accountant and/or a tax attorney

on all tax-related matters.

SUMMARY

From the repeal of the General Utilities Doctrine in 1986, it took the U.S. Tax Court until

the Davis case in 1998 to recognize the reality of trapped-in capital gains tax liability as a

discount in determining fair market value. Since then, the Tax Court has consistently

recognized the capital gains tax factor, applying varying discounts up to 100 percent of

the trapped-in capital gain.

Courts in dissenting stockholder cases have produced mixed decisions on the issue. In

bankruptcy court, where the sale of assets usually is an option, the trapped-in capital gain

discount tends to be recognized.
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Some marital dissolution cases recognize a discount for trapped-in capital gains on

appreciated property for marital property distribution. However, the majority have not,

unless there was an immediate prospect of a sale. This disinclination has caused what

appear to be some serious inequities in property distribution. Family law courts often

refer to Tax Court decisions. Possibly the compelling reality of the recent stance of the

U.S. Tax Court will spill over into family law courts.

The treatment of trapped-in capital gains tax liability for S corporations is compli-

cated, and so far there is no definitive case law. It is beneficial to obtain appropriate

advice from a tax expert in S corporation valuations when trapped-in gains may be an

issue.
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Chapter 19

Nonhomogeneous Assets
(‘‘Portfolio’’) Discounts

Portfolio Discount Principle

Empirical Evidence Supporting Portfolio Discounts
Evidence from Actual Breakups
Conglomerate Discounts from Estimated Breakup Value
Evidence from Real Estate Holding Companies

How to Value Companies with Disparate Portfolios
Separate Valuations Followed by a Discount
Blended Multiples or Discount Rates Followed by a Discount
Direct Use of Conglomerates

Quantifying the Portfolio Discount

Portfolio Discounts in the Courts
Portfolio Discount Accepted
Portfolio Discount Denied

Summary

A ‘‘portfolio discount’’ is applied, usually at the entity level, to a company or interest in a

company that holds disparate operations or assets. This chapter explains the principle, dis-

cusses empirical evidence of its existence and magnitude, and offers some suggestions for

applying it in practice. Finally, we note that it has been accepted by the U.S. Tax Court.

PORTFOLIO DISCOUNT PRINCIPLE

Investors generally prefer to buy ‘‘pure plays’’ rather than packages of dissimilar opera-

tions and/or assets. Therefore, companies or interests in companies that hold a non-

homogeneous group of operations and/or assets frequently sell at a discount from the

aggregate amount those operations and/or assets would sell for individually. The latter is

often referred to as the breakup value. This disinclination to buy a miscellaneous assort-

ment of operations and/or assets and the resulting discount from breakup value is often

called the portfolio effect.

It is quite common for family-owned companies, especially multigenerational ones,

to accumulate an unusual (and often unrelated) group of operations and/or assets over

the years. This often happens when different decision makers acquire holdings that par-

ticularly interest them at different points in time. For example, a large privately owned

company might own a life insurance company, a cable television operation, and a hospi-

tality division.
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The following have been suggested as some of the reasons for the portfolio discount:

� The diversity of investments held within the corporate umbrella

� The difficulty of managing the diverse set of investments

� The expected time needed to sell undesired assets

� Costs expected to be incurred upon sale of the investments

� The risk associated with disposal of undesired investments1

The portfolio discount effect is especially important when valuing minority interests,

because minority stockholders have no ability to redeploy underperforming or non-

performing assets, nor can they cause a liquidation of the asset portfolio and/or a dissolu-

tion of the company. Minority stockholders give little or no weight to nonearning or low-

earning assets in pricing stocks in a free and open, well-informed public market. Thus,

the portfolio discount might be greater for a minority position, because the minority

stockholder has no power to implement changes that might improve the value of the op-

erations and/or assets, even if the stockholder desires to.

EMPIRICAL EVIDENCE SUPPORTING PORTFOLIO DISCOUNTS

Empirical evidence supporting the existence and quantification of the portfolio discount

for minority interests is abundant in the public markets. This evidence falls into three

distinct categories:

1. Increases in aggregate market value when a conglomerate company announces and/or

completes a breakup or a tax-free spinoff

2. Analysts’ estimates of breakup values of conglomerates compared to the conglomer-

ate stocks’ public trading prices

3. Differences in discounts from net asset value for real estate holding companies with

homogeneous versus nonhomogeneous real estate holdings

EVIDENCE FROM ACTUAL BREAKUPS

Unquestionably, the breakup of conglomerates has created value for their stockholders in

almost every instance. Quantifying this value increase (which would represent the portfo-

lio discount from the post-breakup values) presents a measurement problem that defies

precision. One might start with the conglomerate value the day before the announcement

and compare it to the value the day after the announcement, or to the aggregate trading

prices of the components when the breakup is effective, or to the aggregate trading values

of the components at some time after the market has ‘‘seasoned’’ them.

None of the above procedures, however, reflects the extent of the value increase al-

ready reflected in the preannouncement price as a result of rumors of the breakup. For

example, on February 14, 2001, Canadian Pacific announced plans to divide itself into

five separate publicly traded companies. The New York Times reported, ‘‘Rumors over

the last month about such a plan had lifted the stock price 25 percent.’’2
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Two of the most widely publicized breakups were AT&T on September 20, 1995, and

ITT on June 13, 1995. Exhibit 19.1 shows the implied portfolio discount based on the

price immediately before the announcement and the aggregate prices of the components

shortly after the breakups. This does not reflect any run-up in the stock prices prior to the

announcements.

Another example is the announcement by Anheuser Busch that it would sell off its

money-losing Eagle Snacks operation and its baseball subsidiary, consisting of the St. Louis

National Baseball Club (the St. Louis Cardinals), Busch Memorial Stadium, and several

nearby parking garages. The stock immediately experienced a favorable price reaction.3

A 1997 book titled Breakup!: When Large Companies Are Worth More Dead Than

Alive posits that ‘‘the successful demerging of the most obvious corporate candidates in

the United States alone would unlock $1 trillion of value’’4 otherwise trapped by the very

nature of what the book calls multibusiness companies. The result in each case would be

several single businesses, or what the authors call focused-business companies. Although

the book focuses on large public companies, the principle is equally applicable to compa-

nies of all sizes, public or private.

Online searches yield dozens of examples of positive stock market price reactions to

the announcement or completion of breakups of public conglomerates.

CONGLOMERATE DISCOUNTS FROM ESTIMATED BREAKUP VALUE

At the time of this writing, Yahoo! Finance Market Guide listed almost 32 public compa-

nies that are regarded in the financial industry as conglomerates. These are listed in

Exhibit 19.2. From time to time, brokerage house analysts issue reports on these compa-

nies comparing their breakup values with their public trading prices.

Exhibit 19.3 summarizes a sampling of analysts’ reports comparing stock price to

estimated breakup value, showing the dates at which reports were issued.

EVIDENCE FROM REAL ESTATE HOLDING COMPANIES

An article on real estate holding companies made the point that the negative effect of a

disparate portfolio applies to real estate holding companies, such as real estate invest-

ment trusts (REITs), as well as to operating companies: ‘‘REITs that enjoy geographic

concentrations of their properties and specialize in specific types of properties, e.g., out-

let malls, commercial office buildings, apartment complexes, shopping centers, golf

courses . . . etc., are the most favored by investors. This is similar to investor preferences

for the focused ‘pure play’ company in other industries.’’5

Exhibit 19.1 Portfolio Discounts Implied by AT&T and ITT Breakups

Date of

Breakup

Price

Before Percent

Implied

Portfolio 10/23/95

Company Low Before Announcement High After Increase Discount� Price

AT&T $47.25 9/20/95 $57.575 $66.375 15.3% 13.3% $61.25

ITT $77.00 6/13/95 $109.25 $128.50 15.0% 13.0% $123.625

Source: Jamie Mikami, ‘‘AT&T Breakup Is Empirical Evidence of ‘Portfolio Discount’ Theory,’’ Shannon Pratt’s

Business Valuation Update (November 1995): 8.
�(1 – 1/(1 + percent increase))

As illustrated in the AT&T example: 1� 1
1þ:153 ffi :133
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HOW TO VALUE COMPANIES WITH DISPARATE PORTFOLIOS

There are several workable procedures for valuing companies with multiple lines of oper-

ation and/or diverse assets. The most common are:

� Conduct separate valuations of each operating line and/or asset, followed by a portfo-

lio discount

Exhibit 19.2 Companies Classified as Conglomerates by Yahoo!

� 3M Co.
� Asta Funding Inc.
� Boystoys.com Inc.
� CDSI Holdings Inc.
� Cherokee Inc.
� China SXAN Biotech, Inc.
� Cooper Industries Ltd.
� Crane Co.
� Danaher Corp.
� Dynasil Corp. of America
� Earth Search Sciences Inc.
� Equicap, Inc.
� GamePlan Inc.
� GenCorp Inc.
� General Electric Co.
� Geospatial Holdings, Inc.

� Golf Rounds.com Inc.
� GVC Venture Corp.
� HuntMountain Resources
� Interdyne Co.
� Ironstone Group Inc.
� Katy Industries, Inc.
� LaserLock Technologies Inc.
� Leisure Direct Inc.
� Montana Mining Corp.
� PPG Industries Inc.
� Rentech, Inc.
� Ridgefield Acquisition Corp.
� Silver Butte Co., Inc.
� Textron Inc.
� United Technologies Corp.

Source: Yahoo! Finance Market Guide, Sept. 18, 2008.

Exhibit 19.3 Estimated Breakup Values of Existing Conglomerates

Date of

Analyst Report

Conglomerate

Name1
Stock Price at

Date of Report

Analyst’s Breakup

Value2
Portfolio

Discount3

10/31/99 Monsanto Co. $38.50 $55 30%

1/25/00 B&H $27 $37 27%

1/28/00 Pac. Dunlop $1.98 $3.48 43%

10/25/00 IBM $112 $150 25%

10/30/00 British Telecomm. $117 ADR4 $165 ADR4 29%

11/6/00 AT&T $21.94 $36.25 65%

11/24/00 Optus $4.37 $4.55 39%

2/13/01 Canadian Pac. Ltd. $36.52 $43 15%

9/3/08 Textron Inc. $41.74 $44 5%

Mean 24.2%

Median 27%

Source: Compiled in March 2001 by Paul Heidt, Business Valuation Resources; updated in September 2008 by Frances

Fan, Shannon Pratt Valuations.
1 At the time of the analyst’s report, all conglomerates still existed.
2 The estimated breakup value is based on several analysts’ reports and is as of the date of the analysts’ reports. This

represents estimated minority value in the public market if traded separately.
3 Portfolio Discount = (Breakup Value – Stock Price)/Breakup Value.
4 ADR–American Depository Receipt.
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� Blend multiples in the market approach and discount or capitalization rates in the

income approach (each derived from market data for the respective industry), fol-

lowed by a portfolio discount

� Compare directly with selected guideline conglomerates6

SEPARATE VALUATIONS FOLLOWED BY A DISCOUNT

A common procedure is to value each operating unit and/or asset separately, sum the

values, and apply an appropriate portfolio discount. An advantage of this procedure is

that each piece can be valued using whatever valuation approaches and/or methods are

most appropriate for the particular operation and/or asset.

BLENDED MULTIPLES OR DISCOUNT RATES FOLLOWED BY A DISCOUNT

Another procedure is to develop blended market value multiples and/or a discount or

capitalization rate for each part of the company, based on the proportion of the company

that each part represents. The weightings usually are based on either revenues or gross

margin dollars. Using asset values for weighting usually is not advisable (except for hold-

ing companies), because asset values may be difficult to determine and are not the pri-

mary value drivers.

DIRECT USE OF CONGLOMERATES

Another possible procedure is to use value measures from publicly traded guideline con-

glomerates, in which case no further portfolio discount would be necessary, because the

discount already would be reflected in the value measures. The practical difficulty with

this procedure is finding guideline conglomerates that are reasonably similar to the

subject.

QUANTIFYING THE PORTFOLIO DISCOUNT

Quantifying the portfolio discount for any individual company remains as much a matter

of judgment as of science. This is because any given portfolio’s divergence usually will

not match up very closely with any particular company or companies observed in the

market. The best procedure would be to base the discount on a group of guideline compa-

nies having similar characteristics. More often than not, this will not be possible, and the

analyst will have to list the factors that drive the discount (see factors listed earlier in

chapter, and add any others that are specific to the subject company) and estimate the

total impact on value.

PORTFOLIO DISCOUNTS IN THE COURTS

The U.S. Tax Court has recognized the concept of a portfolio discount. It must be sup-

ported, however, by convincing expert testimony.
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PORTFOLIO DISCOUNT ACCEPTED

In Estate of Maxcy v. Commissioner, the company in question owned citrus groves, cattle

and horses, a ranch, mortgages, acreage and undeveloped lots, and over 6,000 acres of pas-

tureland.7 The expert for the taxpayer opined that it would require a 15 percent discount

from underlying asset value to induce a single purchaser to buy this assortment of assets.

The expert for the Internal Revenue Service opposed this discount, saying that a control

owner could liquidate the corporation and sell the assets at fair market value. (This case

was decided before repeal of the General Utilities Doctrine, discussed in Chapter 18.)

The Tax Court agreed with the taxpayer’s expert:

Without deciding the validity of respondent’s contention, we fail to see how this power to

liquidate inherent in a majority interest requires a higher value than [taxpayer’s expert’s]

testimony indicates. Whether or not a purchaser of a controlling interest in Maxcy Securities

could liquidate the corporation and sell its assets is immaterial, as there must still be found a

purchaser of the stock who would be willing to undertake such a procedure. [Taxpayer’s

expert’s] opinion was that this type purchaser is relatively scarce and not easily found at a

sales price more than 85 percent of the assets’ fair market value.

Section 20.2031-1(b), Estate Tax Regs., provides that: ‘‘The fair market value [of property]

is the price at which the property would change hands between a willing buyer and a willing

seller, neither being under any compulsion to buy or sell and both having reasonable knowl-

edge of relevant facts.’’ In the instant case, we are attempting to determine the price a willing

seller of Maxcy Securities shares could get from a willing buyer, not what the buyer may

eventually realize.

[Taxpayer’s expert’s] testimony impresses us as a rational analysis of the value of the stock

in issue, and in the absence of contrary evidence, we find and hold on the facts here present

that a majority interest in such stock was worth 85 percent of the underlying assets’ fair

market value on the respective valuation dates.

Since Maxcy, the only other U.S. Tax Court case applying the portfolio discount is

Estate of Piper v. Commissioner.8 At issue was the valuation of a gift of stock in two

investment companies, Piper Investment and Castanea Realty. The companies each

owned various real estate holdings, as well as stock in Piper Aircraft, which manufac-

tured light aircraft.

The parties agreed that, because of the investment companies’ nondiversified portfo-

lios, the value of their stock was less than their net asset values. The size of the discount,

however, was still in dispute. The IRS argued that the discount should be 10 percent, a

value in between the values proposed by its two expert witnesses. The estate contended

that the discount should exceed 17 percent, the higher of the two values suggested by the

IRS’s experts. Curiously, neither the estate nor its expert witnesses suggested a specific

value for the portfolio discount.

The IRS’s valuation experts took similar approaches to the problem of determining

the portfolio discount. The IRS’s first expert proposed a discount of 7.7 percent below

NAV based on the average discount from NAV of the prices of 14 nondiversified invest-

ment companies. The IRS’s second expert, on the other hand, found that the relation of

market price to NAV of 24 publicly traded closed-end investment companies ranged from

a discount of 16.7 percent to a premium of 82.4 percent. He concluded that because of

Piper Investment’s and Castanea Realty’s relatively unattractive portfolios, the highest

discount, approximately 17 percent, should be applied.
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The court discussed both experts’ methods in turn:

While we consider [the IRS’s first expert’s] approach somewhat superior to that of [the

IRS’s second expert] because [the first] limited his analysis to nondiversified investment

companies, we believe that he erred in selecting the average discount of the nondiversi-

fied investment companies he considered. The weight of the evidence indicates that the

portfolios of Piper Investment and Castanea were less attractive than that of the average

nondiversified investment company. We reject [the IRS’s] attempt to bolster [the first

expert’s] position by reference to the premiums above net asset value at which certain

investment companies, either diversified or specialized in industries other than light air-

craft, were selling. Those companies simply are not comparable to Piper Investment and

Castanea, nondiversified investment companies owning only realty and [Piper Aircraft]

stock.

The court rejected the estate’s contention that the discount should exceed 17 percent

and chose 17 percent as the appropriate discount:

[The estate] has also failed to introduce specific data to support its assertion that Piper

Investment and Castanea were substantially inferior to the worst of the companies consid-

ered by [the IRS’s second expert]. [The estate] made no attempt to elicit evidence as to the

portfolios of the companies considered by [the second expert], and its expert witness com-

mented only on [the first expert’s], and not on [the second expert’s], report. . . . On the basis

of the record before us, we conclude that the discount selected by [the first expert] was too

low, but that there is insufficient evidence to support [the estate’s] position that the discount

should be higher than that proposed by [the second expert]. Therefore, we find that 17

percent is an appropriate discount from net asset value to reflect the relatively unattractive

nature of the investment portfolios of Piper Investment and Castanea.

In Adams v. United States,9 the Mendenhall estate consisted of a 25 percent assignee

interest in Taylor Properties, a dissolved Texas general partnership. The partnership

assets included ranch land, securities, mineral royalties, and working interests. The estate

valued the 25 percent interest on the federal estate tax return at $7,480,975.43. The IRS

audit valued the interest at $7,604,125.32.

The estate brought suit for a refund, and the district court refused to apply certain

discounts to the partnership interest under the assumption that Texas partnership law

gave a partner’s assignee the right to force liquidation or to receive its pro rata share of

the partnership’s net asset value without discounts.

The Fifth Circuit reversed and remanded, concluding that such a liquidation right was

‘‘at best unclear and uncertain’’ under Texas law and that the hypothetical parties to the

willing seller/willing buyer transaction would conclude the same. It thus held that the

district court was required to determine the value of the decedent’s 25 percent interest in

a dissolved Texas partnership, including the various claimed discounts.

On remand, one of the issues was whether a portfolio discount should apply, and, if

so, the quantum of that discount. The estate’s expert applied a 10 percent portfolio dis-

count to account for poorly diversified assets. The IRS’s expert conceded that if such a

discount were applicable, it ‘‘could be up to 10 percent[.]’’ Absent a specific alternative

valuation from the IRS and the apparent reasonableness of the estate expert’s opinion,

evidenced by the IRS’s expert’s equivocal testimony on the issue, the court accepted a 10

percent portfolio discount.
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PORTFOLIO DISCOUNT DENIED

In Knight v. Commissioner, the entity in question was a family limited partnership that

held real estate and marketable securities.10 Citing the section in Valuing a Business on

discounts for conglomerates, the expert for the taxpayer claimed a 10 percent ‘‘portfolio

discount.’’ In denying the discount, the court said, ‘‘the Knight family partnership is not a

conglomerate public company . . . [Taxpayer’s expert] gave no convincing reason why

the partnership’s mix of assets would be unattractive to a buyer. We apply no portfolio

discount.’’

SUMMARY

Investors prefer to buy companies with clearly focused operations or groups of assets

rather than companies with disparate operations and/or assets. As a result, companies

having disparate operations and/or assets, especially minority interests in such compa-

nies, tend to sell at a discount compared to the sum of the values of their component

parts.

The reality of the portfolio discount is amply evidenced in the public stock markets.

One line of evidence is the success of conglomerates that have broken up, with the aggre-

gate values of the resulting companies being greater than the preannouncement values of

the stocks before breakup. Another line of evidence is the wealth of published analyst

estimates showing how much conglomerate companies’ stock prices are discounted from

their estimated breakup values. Evidence also shows that real estate holding companies

focusing on a single type of property sell at less of a discount from their underlying asset

value than real estate holding companies with diverse portfolios.

Stocks of conglomerate corporations (or partnerships) can be valued by estimating the

value of each piece separately and taking a portfolio discount from the total, by using a

blended multiple or discount rate reflecting the proportionate share of each component,

or by direct comparison to guideline conglomerate stocks.

Although there is a great deal of empirical evidence, the portfolio discount is hard to

quantify because of the uniqueness of each company.

The U.S. Tax Court and at least one federal district court have recognized the portfo-

lio discount as a separately quantified discrete discount.
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Chapter 20

Discounts for Environmental,
Litigation, and Other
Contingent Liabilities

Concept of the Contingent Liability Discount

Financial Accounting Standard #5 May Provide Guidance in Quantifying
Contingent Liabilities

Treatment of Contingencies in the U.S. Tax Court

Treatment of Contingencies in Marital Dissolution

Summary

Contingent assets and liabilities are among the most difficult to value simply because of

their nature. The challenge lies in estimating just how much may be collected or will

have to be paid out, and thus in quantifying the valuation adjustments.

CONCEPT OF THE CONTINGENT LIABILITY DISCOUNT

In purchases and sales of businesses and business interests in the real world, such items

often are handled through a contingency account. For example, suppose a company with

an environmental problem were being sold, and estimates had placed the cost to cure the

environmental problem at $10 million to $20 million. The seller would place $20 million

in an escrow account to pay for the cleanup, and once the problem was cured, any money

remaining would be released back to the seller.

In gift and estate, marital dissolution, and some other situations, however, a point

estimate of value is required as of the valuation date without the luxury of waiting for the

actual result. In such cases some estimate of the cost of recovery must be made. It can be

expressed as a percent of value or as a dollar-denominated amount.

A difficult example was an estate tax valuation with a high probability of the subject

company’s going completely out of business because of known contamination in its

waterfront location. The problem had been known and studied for 10 years, and the com-

pany was still in business. It was proposed that an arbitrarily determined 50 percent dis-

count be applied to the going concern value, and the parties accepted it.

In another case in which the subject company did not carry product liability insur-

ance, although claims in the industry were common and most companies carried insurance,

this issue was handled (in both the income and market approaches) by deducting from

income (before capitalizing or applying market multiples) the cost of product liability

This chapter was updated from the first edition by Angelina McKedy.
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insurance. The chief executive officer protested, ‘‘But we’ve never been sued!’’ to which the

reply was, ‘‘But it’s still a contingent liability with your type of products, and others in your

industry have been sued. Sometimes the greatest risks we face are ones that we haven’t expe-

rienced yet.’’

These anecdotes summarize the two means available to reflect contingency discounts:

apply a percentage discount to value or adjust the balance sheet and the benefit stream.

A third way to value a contingent liability is that certain property and casualty insur-

ers offer after-the-fact coverages tailored to specific contingencies. The insured pays a

premium and in exchange the insurer takes on a specified amount (or perhaps all) of the

liability. This, in effect, takes some or all of the liability off the financial statements and

simplifies the valuation analyst’s task.

A fourth way to value a contingent liability might be to consider its effect on market-

ability. Most people would probably agree that, at the instant a liability is detected and

verified, but before the feasibility and cost to cure are determined, the equity of a private

company with an environmental liability would be very difficult to sell. Thus, there

would be a substantially increased discount for lack of marketability. However, if the

contingent liability has been addressed by the other three available methods, the discount

for lack of marketability should not additionally reflect contingent liabilities.

FINANCIAL ACCOUNTING STANDARD #5 MAY PROVIDE
GUIDANCE IN QUANTIFYING CONTINGENT LIABILITIES

Financial Accounting Standard (FAS) #5 deals with contingent liabilities for purposes of

financial statement reporting. In valuing a company with a full disclosure financial state-

ment (compilation, review, or audit), FAS #5 would require consideration of any contin-

gent liabilities, and they would be covered in the legal letters (lawyers are required to

respond to accountants’ inquiries in an audit regarding the probability of contingent liabil-

ities and their potential impact). This information could be of significant value to the

appraiser in determining a discount or reduction in value related to contingent liabilities.

At the time of this publication the Financial Accounting Standards Board (FASB)

has an exposure draft of a proposed statement that would replace and enhance FAS

#5. According to FASB, the new statement would require expanded disclosures for

those loss contingencies that are (or would be) recognized as liabilities in a statement

of financial position. Specifically, this proposed Statement would (a) expand the pop-

ulation of loss contingencies that are required to be disclosed, (b) require disclosure

of specific quantitative and qualitative information about those loss contingencies, (c)

require a tabular reconciliation of recognized loss contingencies to enhance financial

statement transparency, and (d) provide an exemption from disclosing certain required

information if disclosing that information would be prejudicial to an entity’s position

in a dispute.1

TREATMENT OF CONTINGENCIES IN THE U.S. TAX COURT

The U.S. Tax Court recognizes discounts for contingent liabilities where appropriate.

In Estate of Klauss v. Commissioner, both the taxpayer’s and the IRS’s experts

applied substantial discounts for product liability and environmental claims.2 The
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taxpayer’s expert enumerated specific items and applied a discount of $921,000. The

IRS’s expert applied a 10 percent discount, which amounted to $1,130,000. The court

agreed with taxpayer’s expert’s method because ‘‘[i]t more accurately accounted for the

effects.’’

In Payne v. Commissioner, the IRS contended that the value of the stock, $500,000

received and claimed by Payne on his tax returns, was significantly understated.3 Payne

argued that there should be a discount on the value due to pending litigation over the

company’s business license. The IRS’s expert valued the stock at $1,140,000 as a going

concern and at $230,000 if the company did not receive the business license. The Tax

Court allowed a 50 percent discount on the going concern value due to the pending litiga-

tion and found the stock to be worth $570,000.

In Estate of Mitchell v. Commissioner, after applying a 10 percent key person deduc-

tion at the enterprise level (as discussed in Chapter 17), the Tax Court then applied a $1.5

million discount for a pending compensation lawsuit, but only after computing the

estate’s 40 percent pro rata interest in the enterprise value and after deduction of a 35

percent combined lack of control/lack of marketability discount.4 (The court did not

explain why this discount, which logically should be an entity level discount, was applied

at the shareholder level.)

However, the Ninth Circuit reversed and remanded, saying that the starting point was

acquisition value, and that the Tax Court misstated the range of combined minority/mar-

ketability discounts as 30 to 45 percent, when the record showed a range of 46.2 to 61.5

percent for the combined discounts. The appellate court also held that the Tax Court pro-

vided an inadequate explanation of the way it reached its conclusion.5

The court’s treatment of the contingent liability is quite interesting in Estate of

Desmond v. Commissioner.6 Before giving equal weight to the income and guideline

public company methods in valuing a paint company’s stock, the court applied a

20 percent discount for marketability to account for the result of the market approach

and a 30 percent discount for marketability to account for the result of the income

approach. The extra 10 percent reflected the environmental liability associated with

the paint operation.

The reason for not applying the extra discount to the market approach was the as-

sumption that the public market multiples of the two guideline paint companies that

were used already reflected similar contingent liabilities. The IRS’s expert argued that

the companies had higher than average betas, and thus the volatility reflected in the betas

in the income approach were because of the contingencies. The court said that no evi-

dence was presented to support this argument and rejected it.

In Estate of Deputy v. Commissioner,7 involving the valuation of the estate’s

shares in a boat building business, the estate’s expert used a net asset value approach

in which he converted book values to fair market values, resulting in a $2,392,916

increase of fair market value over book value, and then deducted $1,919,869 for

environmental liabilities and $165,566 for capital gains tax. The Tax Court consid-

ered, but rejected this approach, indicating that it ‘‘found his reasoning and/or basis

for his conclusions in support of the adjustments (reductions) to be inadequate and

without meaningful explanation.’’ In particular, it emphasized that the expert had not

discussed the deduction for environmental concerns. The case thus demonstrates the

importance of providing a basis for a discount, whether it is a discount for a contin-

gent liability or any other factor.

302 Business Valuation Discounts and Premiums



E1C20_1 03/10/2009 303

In RJE Corp. v. Northville Indus. Corp.,8 a key issue was whether the fair market value

of a petroleum products company should account for environmental liabilities. To have

some of the owners sell their interest in the company to some of the other owners, all own-

ers had executed a stock purchase agreement, a purchase price adjustment agreement, and

an option agreement, under which the parties could sever their joint interest in several ways,

one of which was through an abandonment provision. As negotiations ensued, the company

discovered underground gasoline leaks at two of its oil terminals, which led to government

investigations, a landowners’ class action suit, and ‘‘potential and indeterminate’’ environ-

mental liabilities. The abandonment provision, which required an appraisal of the fair mar-

ket value of the oil terminals and a subsequent bidding process, was invoked, and ultimately,

the interpretation of fair market value under the agreements went to trial.

The trial court held that since the parties ‘‘unambiguously intended a straight asset

sale,’’ the fair market value of the terminals was to be based on the fair market value of

the system’s assets, without considering liabilities. The Second Circuit affirmed, finding

that the option agreement defined the subject of the valuation as comprising all of its

properties and assets, and the annexes to the agreement comprehensively listed the assets,

which did not include any environmental liabilities. Moreover, the court pointed out that

the purchase price adjustment agreement executed by the parties expressly capped the

purchaser’s responsibility for liabilities. Because this cap had already been reached,

the court concluded that no further payment obligations for any liabilities were owed.

The court also reasoned that although the option agreement gave the purchaser the right

to purchase the assets at a fixed amount plus the assumption of liabilities, and the aband-

ment clause did not include such a provision, the option provision could be invoked only

by the purchaser and the abandonment provision only by the seller, so that the two agree-

ments were not contradictory.

This case shows how agreements may expressly—or unintentionally—dictate how

contingent liabilities will be treated as part of a valuation.

In Estate of Adams v. Commissioner,9 the Tax Court considered the valuation of

the decedent’s controlling block of stock in an insurance agency. A factual issue that

affected the differing valuations of the experts was pending litigation filed by the

state’s insurance commission, since the company had potential liability exposure of

over $400,000. Also, the company’s president, who was not restricted by a noncom-

petition agreement, would be key to dealing with any adverse outcome. The court

found the estate’s expert’s valuation of the company (before applying a discount for

lack of marketability) was more credible than that of the IRS’s expert because the

estate’s expert had talked with one of the company’s primary clients and had investi-

gated the pending litigation, whereas the IRS’s expert had not. Accordingly, the

court credited the estate expert’s conclusion that it was unlikely the company would

survive without its president. When determining the discount for lack of marketabil-

ity, the IRS’s expert had increased the discount from 35 percent to 45 percent to

account in part for the pending litigation. Although the court rejected this proposed

increase, it nonetheless said it was doing so ‘‘not because the . . . litigation should

not be considered, but because we believe a 35-percent discount adequately takes

into account [the company’s] vulnerabilities.’’

This case demonstrates the great importance of conducting a thorough investigation

of the facts affecting the value of the interest at issue, and to support discounts, whether

for contingent liabilities or other reasons, with factual underpinnings.
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TREATMENT OF CONTINGENCIES IN MARITAL DISSOLUTION

Courts recognize discounts for contingencies in marital dissolution actions.

For example, in Kapp v. Kapp,10 the husband’s construction company faced a possible

lawsuit for the death of a construction worker, potentially with no insurance. Accord-

ingly, the husband’s valuation expert applied a discount for contingent transaction costs

(7.5 percent) and an unspecified ‘‘litigation contingency discount,’’ because under the

applicable definition of fair market value, ‘‘a willing buyer would take into consideration

a potential contingent liability like a wrongful death claim that may be uninsured.’’ The

trial court ruled that these discounts were appropriate, and on appeal, the appellate court

affirmed the litigation contingency discount, but held that a discount for contingent trans-

action costs was inappropriate where no evidence had been presented that the husband

intended to sell the business.

The court in Collier v. Collier,11 a marital dissolution action involving the valuation

of a closely held professional corporation in the petroleum engineering business, permit-

ted a combined 25 percent discount for lack of marketability and discount for contingent

liabilities based on two lawsuits pending against the company.

SUMMARY

Contingent assets and liabilities can arise from a number of sources, such as lawsuits,

environmental liability, and product liability. When a value has to be determined at a

point in time before actual cost of the liability has been determined, the dollar amount of

the impact must be estimated so that it can be reflected in the value. Courts are open to

reasonable estimation, realizing that the potential impact cannot be measured with preci-

sion. However, if possible, the estimated impact should be determined by a qualified,

independent expert, in writing, who understands that the business appraiser will be rely-

ing on the expert’s opinion.
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Summary

Combining assets into a portfolio managed within a limited partnership (LP) or a limited

liability company (LLC) has received increasing emphasis as a wealth management and

estate planning tool. This chapter discusses the framework for the primary valuation dis-

count adjustments to consider in appraising limited partnership and limited liability com-

pany or similar interests (collectively called ‘‘entities’’).

The first area of due diligence in valuing entities revolves around the rights and fea-

tures of the subject interest. This requires a closer interface with the legal and tax counsel

for the entity and its owners than many appraisers may be accustomed, but this contact at

the beginning of the project is very beneficial. State law has a substantial influence over

how interests are viewed for appraisal. Federal income tax and estate and gift tax laws

and regulations are also important for analyzing and understanding influences and con-

straints on value.

The second area of analysis for valuation of these entities is the asset and liability

structure of the entity. The appraiser must analyze the values and business risks contrib-

uted to or subtracted from the entity by each asset and liability and arrive at a conclusion

of how the assets and liabilities interact with each other in a final conclusion of the over-

all risks and returns of the portfolio.

The third area of analysis relates the net asset value of the portfolio of the entity to the

value of individual noncontrolling interests. Depending on the influential issues analyzed

in the first and second steps for the subject interest, a value adjustment for relative lack of

control and relative lack of marketability may be justified. Research into the magnitude

of such value adjustments comes from guideline public companies and other securities of

a similar type in the same or similar lines of business.

One of the advantages of an entity is that individual noncontrolling interests are mi-

nority interests for appraisal purposes, even though the entire entity may be owned by a

group of related people. Therefore, a timely series of gifts or sales of noncontrolling

interests under a fair market value standard for gift planning purposes can reduce the

overall value that is taxed in a generational shift of ownership within a family.

The range of discounts applicable in such transactions depends on the analysis and

application of these factors. Studies of partnership interests and securities of firms in

the same or similar lines of business show that these factors produce discounts as small

as 10 percent and as large as 85 percent.
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INTRODUCTION

Limited partnerships have existed for quite a while; thus, the notion of a limited partner-

ship as an investment vehicle is not new. Many real estate investments in the 1970s and

1980s used a limited partnership format to syndicate investment ventures. Limited liabil-

ity companies are a relatively newer form of organization that has achieved popularity

ever since the Internal Revenue Service provided for more certainty of treatment with

check-the-box pass-through income tax status.

Beginning in 1986, with the passage of the Tax Reform Act and the adoption of the

new rules repealing the General Utilities Doctrine, it became very difficult for C corpora-

tions to avoid double taxation of capital gains at the entity and shareholder levels. See

Chapter 18 for a discussion of the General Utilities Doctrine and issues relating to

trapped-in capital gains. Limited partnerships are a more flexible organization type to

manage wealth. As a result, many financial planning practitioners utilized limited part-

nerships and, later, limited liability companies as holding and management vehicles for

their clients’ assets. Individual minority interests of such entities usually are subject to

discounts from their underlying net asset values for the valuation transfers.

The flexibility of entities is further evidenced by the potential to reduce management

cost for a portfolio of assets that might otherwise be held in multiple accounts, for multi-

ple family members, with multiple investment managers. Entity interests are less difficult

to divide into partial interests and to transfer than are fractional interests in many other

types of property, such as real estate. Out-of-state probate proceedings, which are re-

quired if property is owned directly by the client, often can be avoided for real property

located in another state but held by an entity.

PARTNERSHIP FEATURES

The first area of due diligence necessary in valuing a minority entity interest is an analy-

sis of the features of the existing or proposed entity.

Every entity is formed under the laws of its home state. State laws regarding partner-

ships have benefited greatly from the suggested statutes in the Uniform Limited

Partnership Act (ULPA) of 1976 and the Revisions of 1985, which have promoted con-

sistency among the states. However, the appraiser must work closely with the attorney for

the client at this stage of the appraisal to ensure that the entity interests combine the

rights and privileges that reflect the needs of the client, consistent with state require-

ments. This involves the state’s requirements for formation of the entity and the appropri-

ate documents to be executed. Typically, a limited partnership agreement will spell out

the details of formation and operation. As further discussed below, these features form

the basis for the economic rights and constraints that result in discounts from the adjusted

net asset value of the underlying assets of the entity.

The following features are key in determining the fair market value of an interest:

� The length of time the entity will operate until dissolution or termination

� Which interests will manage the day-to-day affairs of the entity

� How the election of new managing partners, members, or agents is accomplished

� Which interests have voting rights to liquidate the entity
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� Withdrawal rights of various ownership interests

� Which interests control distributions to the other entity interests

� What preferences exist among the classes of entity interests

� What restrictions, terms, and conditions apply to transfers of entity interests

OTHER STATE LAW AND REGULATORY ISSUES

An understanding of state laws also is required to comply with (or avoid) state transfer

and excise taxes that may be triggered by the transfer of the contributed assets into the

entity. State income tax issues also may be affected by placement of operating or invest-

ment assets into an entity, and some states may deem the transfer into an entity as the

equivalent of a change in ownership for property tax assessment purposes.

Zoning and land use issues also may be affected by a transfer, as some states require

reapplication for protected status for some forms of farming or special use zoning. Credi-

tor notification rules also may be triggered if the property contributed to an entity is

encumbered by debt.

COMPLIANCE WITH FEDERAL INCOME TAX REGULATIONS

The comparison of an entity’s features relative to state laws also comes into play in the

formation of an entity for a range of federal income and estate and gift tax issues.

Internal Revenue Code (IRC) section 754, which provides a revocable election to

adjust the basis of partnership distributions and transfers, may create concerns among

potential buyers that their purchase of an interest in the entity may not allow them to step

up their cost basis in the assets of the entity to their cost basis of the interest (that is, their

purchase price). Therefore, a buyer may have built-in gains on a partial interest in an

entity if an asset within the portfolio, or the entire portfolio, of the entity is later sold.

IRC section 704 requires allocation of income factors (as well as gain, loss, deduc-

tion, and credit items) among the partners based on the economic substance of each inter-

est, and not just as a method to transfer income to partners with lower marginal tax

brackets. (Other provisions of section 704 require real business purposes in the formation

and operation of limited partnerships.)

IRC section 721, which provides for nonrecognition of gain or loss to a partnership or

to any of its partners in the case of a contribution of property to the partnership in

exchange for an interest in the partnership, thus may also apply to the formation of an

entity, and the contribution of appreciated securities thereto. If partners achieve addi-

tional diversification beyond de minimis (approximately 1 percent) changes to the portfo-

lio of securities held before the formation of the entity, then income taxes on the

securities’ gains may become due upon the formation of the entity.

IRC section 752, which provides for treatment of certain liabilities, is also a potential

trap for the unwary in triggering income taxes on the portion of debts on an encumbered

property contributed to an entity and assigned to the other partners. The regulations view

such an assumption as an extinguishment of the debt from the original holder’s personal

tax capacity, even though the partner may remain liable for the debt.
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COMPLIANCE WITH FEDERAL TRANSFER TAX REGULATIONS

Estate and gift tax regulations are perhaps the biggest federal tax hurdle faced in the

successful planning and valuation of entity interests.

The basic standard of value in estate and gift tax transfers is fair market value (FMV).

The FMV standard assumes that a hypothetical willing buyer and willing seller have no

special relationship to each other and are dealing at arm’s length. Revenue Ruling 93-12

reversed the IRS’s earlier position that joint family member control of an asset meant that

no discounts for minority interest lack of control could be taken for a fractional interest.

Revenue Ruling 93-12 opened the floodgates for entity planning since a limited partner-

ship interest could be accorded minority interest status.

However, the IRS in all probability would not have issued as sweeping a concession

as Revenue Ruling 93-12 without the assurance of a backstop to control behavior

regarded as abusive under other regulations. This was done with the addition of chapter

14 (sections 2701–2704) to the estate and gift tax laws for all transactions entered into or

in some cases substantially modified after October 8, 1990.

Section 2701 of chapter 14 calls for special valuation procedures when preferred part-

nership interests have certain preferences designed to enhance value. However, under

current entity planning, most LP and LLC structures avoid section 2701 by giving inter-

est holders proportionate rights to income and in liquidation.

Section 2703, which generally disregards the value of property in an option, agree-

ment, or right that sets such value at less than fair market value, covers buy-sell agree-

ments and upholds the value set in such agreements where the agreement is part of a bona

fide business arrangement, is not a device to transfer the property to members of the de-

cedent’s family for less than full and adequate consideration in money or money’s worth,

and its terms are comparable to similar arrangements entered into by persons in an arm’s

length transaction. Generally, the buy-sell provisions included in an entity agreement

closely follow those between arm’s-length investors. Because of the long-term nature of

most entity ventures, the investors often need assurances that the owner group, or anyone

subsequently acquiring an interest in the entity, is willing to stay the full term of the

entity.

Section 2704 addresses restrictions on liquidation and lapsing restrictions on such

items as voting rights, when the family owns control of an entity. Generally, legal counsel

will need to coordinate the entity agreement with the basic ‘‘default’’ provisions in state

laws regarding the extent to which investors can withdraw or otherwise liquidate their

interests. Typically, by making the entity operate for a fixed term of years and by the

addition of non–family-member interest holders with unanimous agreement required for

liquidation, the entity will comply with the requirements of this section of chapter 14.

ANALYSIS OF OWNERSHIP AND CLASSES OF INTERESTS

Equally important to the valuation is the analysis of the existing or proposed ownership

group of the entity and the classes of entity interest that will be created. Usually, but not

always, only general and limited partnership classes are created for entities. Usually, but

not always, family members are the primary owners of the entity. The analyst must con-

sider these factors because of the potential for triggering the special valuation rules just

discussed that may result in the valuation being determined without regard to certain
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restrictions contained in the entity agreement. Family members’ ownership interests are

aggregated for determining whether control over liquidation exists. Such family members

are defined as the individual transferor and spouse; any ancestor or lineal descendant of

the individual or spouse; any siblings of the individual or spouse; and any spouse of any

such ancestor, lineal descendant, or sibling.

ANALYSIS OF UNDERLYING ADJUSTED NET ASSET VALUE

The first reference point of entity valuation is usually the adjusted net asset value of the

underlying assets and liabilities of the entity. When starting with the adjusted net asset

value of the underlying assets of the entity, discounts typically are applied to the under-

lying asset for the relative lack of control and relative lack of marketability of the subject

entity interest. The basis for the discounts is discussed next.

Cash, publicly traded securities, and other easily valued assets typically do not require

formal appraisals. Real estate often requires a documented value analysis (such as a for-

mal written appraisal) as of the date of transfer of any interest. Other factors, such as the

ability of the typical market to absorb the volume of the entity asset held (particularly for

large real estate interests clustered in a single market or large blocks of publicly traded

stock), may require an adjustment of the appraised values of the assets before further

analysis of the value of partial entity interests.

Significant privately held investments, such as closely held business interests and

other limited partnership investments, usually will require separate valuations. As an

alternative approach to establishing the discount, these assets may be valued instead

without any applicable discounts for minority interest and limited marketability. Thus,

such discounts are recognized only at the entity interest level under this methodology, on

the theory that the buyer of such an interest is acquiring an overall interest in the entity’s

portfolio of net assets and such discounts can only be determined with reference to the

interest being transferred.

An analysis of the portfolio of assets in the entity is also important to determine the

following matters:

� The combined riskiness of the portfolio of assets, as opposed to the risk of each asset

and liability. Entity interest owners are exposed to the combined risk of all net assets.

� The interaction among assets in the entity portfolio. The combination of different

types of assets may render an entity interest unattractive to some potential buyers that

might otherwise be interested in investing in some of the entity’s operations. As an

example, many multifamily real estate investors may be uncomfortable also investing

in agricultural properties.

ANALYSIS OF INCOME CAPACITY VALUE

A second reference point in the valuation of entity interests is the determination of an

income-based value. This analysis typically requires the consideration of current income

capacity and possible projection of the magnitude and timing of future income from op-

erations. The income stream measured is most often the cash flow from operations of
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each asset owned by the entity, net of all related operating expenses of the asset and the

entity, but before consideration of any income tax issues for the interest holders. Such an

analysis is conducted on the assumption that the investor has control over operations of

the entity and that any expenses fall into the range of reasonableness and typicality for

the assets under management.

Because the proceeds of asset sales and capital gains typically are reinvested within

the entity structure and not distributed until the end of the term of the partnership, these

types of capital asset cash flows usually are not considered in calculating the sustainable

cash flows from operations under this approach.

Income analysis is critical to the valuation of entities and entity interests, as there may

be dramatic differences among the ways hypothetical buyers look at the subject invest-

ment, depending on their primary motives for investment. Investors seeking income

returns from the investment will focus on sustainable operating income and distribution

yields. Investors seeking returns through appreciation of the underlying assets of the

entity will be influenced more strongly by the prospect of asset appreciation and the

timing of any returns on the investment.

The stability of income is a significant factor in determining the business risk of the

entity and its interests. There may be interactions among cash flows from different assets

and liabilities that will create refinancing risks or temporary (or even permanent) nega-

tive cash flows that will require additional capital contributions from the investors.

A comparison of potential growth rates of income of the assets within the entity and

comparison of the entity to other investments in the same or similar lines of business (see

Revenue Ruling 59-60) is essential in establishing the required capitalization rate on the

income capacity of the interest or the discount rate on projected cash flows.

One method of establishing an income-based value is to capitalize the current indi-

cated cash flows from entity operations to the subject interest. Most often the capacity of

the entity to make distributions to the subject interest is capitalized in the same manner as

a dividend yield calculation. These typically are calculated on a control basis, under the

initial assumption that any remaining available income will be distributed in the manner

of the comparable publicly traded securities, such as closed-end mutual funds.

Sources of data for distribution yields on entities come from investments with similar

characteristics. These include publicly traded limited partnerships (PLPs), real estate

investment trusts (REITs), closed-end mutual fund units (CEFs), and publicly registered

limited partnerships traded in the secondary market (RLPs).

VALUATION OF NONCONTROLLING ENTITY INTERESTS

Valuing partial interests in entities is based on the application of standard valuation tech-

niques. In fact, Revenue Ruling 68-609 extended the same elements of value utilized in

Revenue Ruling 59-60 for corporate stock to the valuation of partnership interests. The

most common methods are based on establishing a relationship between the adjusted net

asset value and the cash flow income from operations of the underlying assets of the

entity to the subject partial interest.

Applicable discounts include the following:

� The relative lack of control of the subject interest over the management of the assets

and income
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� The relative lack of marketability of the entity interest, when compared to otherwise

similar securities that have the benefit of a public market

These discounts are taken in sequence. The first taken is typically the adjustment for

relative lack of control. The adjustment for the entity’s relative lack of marketability

usually is taken after the lack-of-control discount.

Qualitative factors also come into play in the analysis of appropriate discount adjust-

ments. One critical area that requires close scrutiny is the quality of management of the

entity. Many of the similar public investments are run by experienced investment manag-

ers with deeply staffed groups of support personnel that have an extensive history of solid

industry performance. In contrast, many entities have rudimentary management organiza-

tions attempting to follow a wide array of operations and investments.

GENERAL PARTNERSHIP INTERESTS

These are usually controlling interests in the entity, and state laws may give general part-

ners withdrawal rights prior to the end of the term of the partnership. As a result, the value

of a general partnership interest is more closely aligned to the underlying net asset value

of the entity as a whole. However, for entities that may not terminate for many years,

the fair market value to a withdrawing general partner may be reduced by any damages to

the other partners caused by a breach of the agreement due to early withdrawal. Both the

adjusted net asset and income-based reference points are important in arriving at fair mar-

ket value. Similar issues typically may apply to a managing member of an LLC.

Partial general partnership interests that are, in effect, minority voting interests, due to

required majority voting rights among general partners, often are valued more in the

manner of limited partnership interests as discussed below.

The withdrawal by a general partner from a real estate–oriented entity may result

in the investor receiving an undivided interest in real property that itself is subject to

discounts for shared control and relative lack of marketability.

LIMITED PARTNERSHIP INTERESTS

Most commonly, limited partnership interests are the securities transferred by investors

for financial planning purposes. Limited partnership interests are, by definition, perma-

nent minority interests, except for those cases in which the limited partners as a class

possess certain rights under state law or the partnership agreement to block actions by

the entity (such as dissolution). Both adjusted net asset and income-based reference

points cited above are appropriate starting points for arriving at fair market value.

ASSIGNEE INTERESTS

An assignee interest may not be allowed to succeed to a partnership interest, but instead it

may have the right merely to obtain a charging order to receive distributions, if any, from

the entity. Additional relative lack-of-control and lack-of-marketability discounts typically

are necessary to reflect any incremental additional problems associated with assignee status.

Valuation discounts for assignee interests are typically greater than those seen for

similar limited partnership interests and can be comparable to those seen on distressed

securities, since the issues of timing and certainty of collection of cash flows can be
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comparable. Other problems that tend to increase the discount can include the lack of

access to data and the obligation to pay income taxes on earnings without the receipt of

cash distributions to pay such obligations.

DISCOUNTS FOR LACK OF CONTROL AND MARKETABILITY

Sources of data for discounts on entities come from investments with similar character-

istics. These include the following:

� Publicly traded limited partnerships (PLPs)

� Real estate investment trusts (REITs)

� Closed-end mutual fund units (CEFs)

� Publicly registered limited partnerships traded in the secondary market (RLPs)

Studies of the magnitude of such discounts are discussed in Chapter 27, and sources are

detailed in Appendix B.

In the case of data on discounts of trading prices relative to adjusted net asset values,

it may be difficult to separate the portion of the total discount that arises from relative

lack of control from the portion that is due to the relative lack of marketability of the

subject entity interest. This is particularly true for registered limited partnership interests

trading in the secondary market. In fact, the discounts seen in transactions in RLP inter-

ests may not fully capture the illiquidity of private entity interests if there have never

been any trades in the subject private interest.

The factors that appear to affect the magnitude of the discount are:

� The disparity between income-based and adjusted net asset-based values. A poor

earnings outlook increases the discount. Large amounts of debt service relative to

cash flow also may be a cause of poor earnings for equity holders.

� Low levels of income distributions. Low current income increases the discount.

� Time to dissolution or liquidation. The longer an interest holder has to wait for an exit

via a dissolution or liquidation of the entity, the greater the discount.

� Elements of voting issues and restrictions placed on general partner actions. More

protection for the limited partners decreases the discount.

� Differences between the subject entity and the guideline interest. For example, some

closed-end funds use a number of techniques to reduce the discount between their

trading prices and their net asset values that are not used by the subject private entity.

GENERALIZED DISCOUNT ADJUSTMENT MODEL

Discounts Drawn from Publicly Registered Limited Partnership Transactions

1. Calculate the adjusted net asset value of the entity (control basis).

2. Based on discounts of trading prices to net asset value from public limited partnership

(PLP) data, determine the discount adjustment from net asset value for the subject

entity.
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3. Determine whether any further relative marketability discounts are necessary, if the

subject entity has greater exposure than PLPs to other risk factors:

� Restrictions on transfer

� Built-in gains exposure due to a lack of an IRC section 754 election

� Concentration of assets in a single investment (lack of diversification)

DATA SOURCE EXAMPLE: THE PARTNERSHIP RE-SALE
DISCOUNT STUDY 2004

This study was updated in a periodic survey of combined lack-of-control and lack-of-

marketability discounts for registered LP interests actively trading in the secondary mar-

ket. The partnerships studied totaled 79, and partnership discounts showed some addi-

tional decline as investors anticipated partnership liquidations and buyouts. Exhibit 21.1

shows the study published in the May/June 2004 issue of The Partnership Spectrum,

which indicated the listed discounts for limited partnership interests, all real estate invest-

ment related.

GENERALIZED DISCOUNT ADJUSTMENT MODEL

Discounts Drawn from Closed-End Mutual Fund Transactions

1. Calculate the adjusted net asset value of the entity (control basis).

2. Calculate the income-based value of the entity (control basis).

3. Reconcile the indicated control values.

4. Based on discounts from net asset value and yields on closed-end funds, determine a

discount for the relative lack of control.

5. Based on the empirical studies and theoretical models (see other chapters), determine

a discount for the relative lack of marketability of the entity interest.

LIMITED LIABILITY COMPANIES

The limited liability company (LLC) is a relatively recent organizational form that is

being used as a substitute for limited partnerships in financial planning. Although orga-

nized more similarly to a partnership, and taxed as such, an LLC provides its owners with

Exhibit 21.1 Discounts Indicated in The Partnership Spectrum Study 2004

Category

Number

of LPs

Average

Discount (%)

Average

Yield (%)

Equity—Distributing (Low/No Debt) 15 16 8.6

Equity—Distributing (Larger Debt) 19 29 6.9

Equity—Nondistributing 12 38 0.0

Undeveloped Land 5 33 0.0

Triple Net Lease 23 14 9.7

Mortgages—Insured 5 14 9.1

Source: The Partnership Spectrum (May/June 2004).
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protection from unlimited liability similar to a corporation. Usually liability is limited to

the owner’s investment in the LLC.

Utilizing LLCs for wealth planning in the same manner as an LP is potentially feasi-

ble but depends in part on the state law under which the subject LLC operates. The major

issue for LLCs is the degree to which state LLC laws protect liquidation, withdrawal, and

marketability restrictions that may be contained in the LLC membership agreement from

being deemed applicable restrictions under IRC section 2704. As noted above, if these

restrictions on LLC interests are more restrictive than the basic state law provisions, they

must be ignored for gift valuation purposes under chapter 14 of the Internal Revenue

Code. Many state laws treat LLC memberships as interests subject to withdrawal in a

manner similar to general partnership interests. See comments above regarding minority

general partnership interests.

Other legal entities such as limited liability limited partnerships are also being used in

a manner similar to LLCs.

CLOSELY HELD INTERESTS INSIDE ENTITIES

One issue that occasionally arises in valuing entity interests is the extent to which closely

held securities, which are already illiquid securities, are further discounted if held inside

an entity. Our research indicates that additional discounting typically is warranted but

that such discounts are usually incremental in nature. Incremental discounts can be simi-

lar in magnitude to typical marketability discounts when the features of the entity interest

further restrict or otherwise provide much lesser marketability than the closely held secu-

rities held by the entity.

COURT CASES REGARDING LIMITED PARTNERSHIP VALUES

Although not very useful for direct use by the appraiser, U.S. Tax Court and other rulings

on the values and discounts associated with limited partnership interests can be helpful in

understanding what factors the courts find significant and under what circumstances.

Harwood v. Commissioner.1 A 50 percent discount from the underlying adjusted net

asset value was determined by the court for a small limited partnership interest subject to

transfer restrictions that probably would be required to be ignored under current special

valuation rules in IRC section 2703 of chapter 14.

Knott v. Commissioner.2 A 50 percent limited partnership interest in an LP owning

apartments was given a 30 percent discount by the court from adjusted net asset value.

Moore v. Commissioner.3 The court allowed a 35 percent discount from the underlying

adjusted net asset value for a minority general partnership interest with certain restric-

tions on selling, withdrawing, or assigning the partnership interest.

LeFrak v. Commissioner.4 Although the judge decided that the structure of the trans-

action consisted of the transfer of minority undivided interest in real estate rather than

limited partnerships as the taxpayer had maintained, the analysis was similar to LP valua-

tion. The court allowed discounts from adjusted net asset values totaling 30 percent.
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Estate of McCormick v. Commissioner.5 A series of gifts of minority (North Dakota)

general partnership interests were valued by the Tax Court utilizing a combined minority

interest and marketability discount to underlying asset value between 34.4 to 47.0 per-

cent. The two partnerships owned real estate held for development and land contract

receivables.

Estate of Barudin v. Commissioner.6 The issue concerned the valuation of one general

partnership unit of a total of 95 units outstanding. This New York partnership owned com-

mercial office buildings. An unrelated party owned a majority of the partnership units, and

the partnership agreement required a majority vote on such significant issues as the sale or

transfer of these general partnership units. The legal right under state law of any general

partner to dissolve the partnership was given little weight by the court, and the court as-

sessed a total discount for lack of control and lack of marketability of 45 percent.

Estate of Schauerhamer v. Commissioner.7 The commingling of cash flows from

assets supposedly conveyed to an LP with the personal accounts of the senior-generation

founder invalidated the basis for any discounts in this case. The court decided that the

LP’s assets should be included directly in the estate without recognizing any impact of

the LP.

Estate of Lehman v. Commissioner.8 The general and limited partnership interests in

this case owned real estate leased for a hotel in the District of Columbia. The court

allowed a total discount of 39 percent.

Estate of Nowell v. Commissioner.9 In this case the Tax Court decided that the two

Arizona LP interests should be valued as assignee interests rather than as limited partner-

ship interests. The terms of the partnership agreement and state law had a direct effect on

the outcome in this case.

Kerr v. Commissioner.10 In this case, an LP held a limited partnership interest in an-

other LP. The LP interest held was allowed a discount of 25 percent (combined adjust-

ment for lack of control and lack of marketability), and the LP interest subject to gift tax

was allowed discounts of 17.5 percent (lack of control) and 35 percent (lack of market-

ability), taken consecutively.

Church v. United States.11 This LP owned ranchlands and publicly traded securities.

The court allowed a combined discount of 57.6 percent from the underlying net asset

value of the partnership, which was affirmed on appeal to the Fifth Circuit.

Shepherd v. Commissioner.12 The court in this case ruled that real estate contributed to

the subject LP resulted, in effect, in a gift of undivided interests in the real estate to the

other partners. Thus, no discounts were allowed for the effect of the LP ownership, but

rather a combined 15 percent discount was allowed for relative lack of control and lack

of marketability represented by the fractional interest nature of the real estate interests.

Knight v. Commissioner.13 The court in this case concluded that the taxpayer’s valua-

tion report lacked credibility in part and therefore allowed a combined discount of 15 per-

cent for lack of control and lack of marketability for the subject LP interests.
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Estate of Strangi v. Commissioner.14 There were two securities at issue in this case.

A large minority interest in the stock of the corporation owning the general partner,

received discounts of 5 percent (lack of control) and 15 percent (lack of marketabil-

ity), or a combined discount of 19 percent overall. An LP interest was allowed dis-

counts of 8 percent (lack of control) and 25 percent (lack of marketability), or a

combined discount of 31 percent overall. The substantial influence that the stock inter-

est could exert over the LP and the fact that the estate could have sold both as a unit,

influenced the court’s decision in this case. Approximately 75 percent of the assets of

the LP were publicly traded securities, and the remainder were real estate and other

assets. However, on appeal to the Fifth Circuit, the Court of Appeals ruled that the

Tax Court had erroneously failed to consider the IRS’s § 2036 argument that the value

of all the assets transferred to the partnership should be included in the estate due to

retention of control, and remanded for consideration of that issue.15 On remand, the

Tax Court accepted the IRS’s position, finding that because the decedent had retained

the right to designate who could enjoy the transferred FLP property, the FLP did not

qualify for a ‘‘bona fide sale’’ exception.16 On appeal to the Fifth Circuit once again,

the Court of Appeals affirmed, finding that the Tax Court had not erred in its conclu-

sions.17 Thus, ultimately, the discounts were disallowed.

Estate of Jones v. Commissioner.18 In this case, interests in two LPs were valued. In

the first issue, the size of the LP was large enough to allow the LP interest holder to

exercise influence over the general partner under the provisions of the partnership agree-

ment. Therefore the court determined that no discount for lack of control was allowable

and an 8 percent discount for lack of marketability was appropriate. In the second issue,

the size of the blocks of LP interests transferred were not sufficient to provide them with

any significant influence. The court allowed a discount of 40 percent from net asset value

based on publicly registered limited partnership transaction data and an 8 percent addi-

tional discount for lack of marketability, based on restrictions on transfer within the LP

agreement—particularly an opinion forcing the exiting LP holder to receive payment

over 10 years at a minimum allowable interest rate.

Kimbell v. United States.19 In this case, the decedent created a revocable living trust,

which later formed a limited liability company (LLC). The trust and the LLC formed a

limited partnership, which was owned 99.5 percent by the decedent. The estate claimed a

49% discount on the value of the decedent’s interest in the partnership and her interest in

the LLC for lack of control and lack of marketability of the partnership interest. The IRS

found a deficiency, which the estate contested. The district court held that the decedent’s

transfer to the partnership was not a bona fide sale for full and adequate consideration

under § 2036(a). The Fifth Circuit vacated and remanded, finding that the pro rata part-

nership interest that the decedent received was adequate and full consideration for the

assets transferred to the partnership. The court ruled that the district court had errone-

ously considered bona fide sale to imply an arm’s length transaction, but remanded for a

determination as to whether the decedent’s interest in the partnership was an assignee

interest or a partnership interest.

Estate of Stone v. Commissioner.20 In this case, the decedents were a husband and

wife who formed five limited partnerships with their children to avoid litigation among

the children over the assets and management of their company. The estate claimed
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average discounts of 43 percent. The IRS challenged the assets transferred to the partner-

ships, claiming that they were not bona fide sales for adequate and full consideration. The

IRS argued that, because the decedents received respective partnership interests in each

of the five partnerships the value of which, taking into account appropriate discounts, was

less than the value of the respective assets that they transferred to each such partnership,

they did not receive adequate and full consideration for the assets transferred. However,

the Tax Court expressly rejected the argument that a discounted valuation of a pro rata

partnership interest precludes a finding that the interest is adequate consideration for the

assets transferred. The court held that this argument in effect reads out of § 2036(a) the

exception for a bona fide sale for an adequate and full consideration in money or money’s

worth in any case where there is a bona fide, arm’s-length transfer of property to a busi-

ness entity, for example, a partnership or a corporation, for which the transferor receives

an interest in such entity, for example, a partnership interest or stock, that is proportion-

ate to the fair market value of the property transferred to such entity and the determina-

tion of the value of such interest takes into account appropriate discounts.

Astleford v. Commissioner.21 This case gave the Tax Court an opportunity to decide the

fair market value of limited partnership interests transferred as gifts. The decedent, Mr.

Astleford, owned interests in various real properties located primarily in Minnesota. All of

these passed through a marital trust to his wife, who formed the Astleford Family Limited

Partnership (AFLP) to ‘‘facilitate the continued ownership, development, and management’’

of the real estate interests and to facilitate gifts to the couple’s three adult children. At the

time of its formation, Mrs. Astleford retained a 10 percent general partnership interest in

AFLP and gave each of the children a 30 percent limited partnership (LP) interest. The

limited partners made no capital contributions at the time of any gifts and received no voting

rights and no outside party could join AFLP without the general partner’s (GP) consent. The

GP also controlled all rights regarding the sale/transfer/partition of the partnership assets.

Mrs. Astleford initially funded the AFLP with an eldercare facility valued at close to

$900,000. A year later, she transferred to AFLP a 50 percent general partnership interest

in the Pine Bend Development Company (Pine Bend), which owned 3,000 acres of land.

She gifted additional LP shares in AFLP to her children to maintain the original owner-

ship percentages.

On audit of Mrs. Astleford’s gift tax returns for two successive years, the IRS found,

among other things, a higher net asset value (NAV) for the entire partnership than

reported. The IRS also decreased some of the lack of marketability and lack of control

discounts related to the gifted AFLP limited partnership interests. The two key business

valuation issues for trial were (1) discounts to be applied to the 50 percent Pine Bend

interest depending on whether it was construed as a GP or assignee interest; and (2) the

applicability and amount of discounts for lack of control and lack of marketability to the

gifted AFLP LP interests.

Mrs. Astleford treated the 50 percent Pine Bend interest as an assignee interest,

based primarily on the other 50 percent owner’s failure to consent to the transfer to

the AFLP. Because, under state law, an assignee would only have rights to Pine

Bend’s profits but not control, the taxpayer’s expert, as a preliminary matter, dis-

counted the assignee interest by 5 percent. The IRS, however, observed that the AFLP

partnership resolution treated the Pine Bend transfer as one of all the taxpayer’s rights

and interests. Further, as AFLP’s sole general partner, Mrs. Astleford was essentially

in the same management position whether she transferred a GP or assignee interest.
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The court, agreeing with the IRS, concluded that the substance of the transfer should

trump its form, and ruled that Mrs. Astleford had funded AFLP with a 50 percent

general partnership interest.

To determine the discounts for lack of marketability and control for the 50 percent GP

interest, Mrs. Astleford’s expert examined comparable data from sales of registered real

estate limited partnerships (RELPs), determined that comparables established a range of 22

percent to 46 percent for a combined lack of marketability and control discount, and then,

without further analysis, concluded that a 40 percent combined discount was applicable.

The IRS expert believed that because the 50 percent GP interest was merely an AFLP

asset, discounts applied at the entity level eliminated the need to apply discounts to this

interest. The court, finding it appropriate to apply layered discounts where a taxpayer

held a minority interest in an entity that in turn owned a minority interest in another

entity—which was the case here—concluded that lack of control and lack of marketabil-

ity discounts at both the Pine Bend level and the AFLP level were appropriate. After

correcting for RELP comparables that it found inapplicable, the court determined that a

30 percent combined discount applied to the 50 percent GP interest transferred to AFLP,

valued at nearly $1.3 million.

In determining discounts for gifts of the limited partnership interests in AFLP, the

taxpayer’s expert considered nine RELP comparables, which had an average trading

discount of 38 percent. Of these, four RELPs were ‘‘most comparable,’’ with trading dis-

counts ranging from 40 percent to 47 percent. Ultimately, the expert concluded a lack of

control discount for the LP interests of 45 percent for the first gift year and 40 percent for

the second. The court, however, found that nine of the comparables were significantly

more leveraged (debt-to-NAV ratios of 82 percent to 205 percent) than AFLP (52 percent

debt-to-NAV). Because AFLP held less debt and was inherently less risky than the com-

parables, the court found the taxpayer’s 45 percent and 40 percent discounts ‘‘unlikely.’’

Moreover, because AFLP’s cash distribution rate was significantly higher than the aver-

age rate of the RELPs—10 percent versus 6.7 percent—the court found that under his

own approach, which conceded less risk to companies with higher cash distributions—

the expert’s discounts should be lower than the 38 percent average that he observed

among the comparables.

The IRS expert, on the other hand, examined data from sales of Real Estate Invest-

ment Trusts (REITs). Although the court found that RELPs more closely resembled

AFLP and also the Pine Bend partnership in size, marketability, management, distribu-

tion requirements, and taxation, it also observed that the abundance of REIT sales ‘‘tends

to produce more reliable data.’’ Any differences between REITs and the subject partner-

ships could be minimized by having a larger pool of REIT comparables from which to

choose, and by subjecting the comparables to a methodology that accounts for their

greater liquidity. In analyzing REIT data in this context, the court explained, it is appro-

priate to back out of their trading prices any liquidity premiums, resulting in lack of con-

trol discounts. Applying such an approach, the IRS expert concluded that REITs

generally traded during those tax years at a 7.79 percent liquidity premium over private

real estate partnerships. Combining this observed premium with the respective tax years

trading data, he arrived at a lack of control discount for the AFLP limited partnership

interests of 7.14 percent in the first tax year and 8.34 percent in the second.

Although the court preferred the IRS expert’s methodology, it ruled that his discounts

appeared unreasonably low, especially since studies he cited suggested that the applicable

liquidity premiums were nearly two times the levels he used. A better method, according
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to the court, is to look at the difference in average discounts observed in private place-

ments of registered and unregistered stock. That difference amounted to approximately

14 percent, which resulted in a general liquidity premium of 16.27 percent inherent in

publicly traded assets and also applicable to REITs. Based on this premium, the court

arrived at a lack of control discount for the AFLP partnership interests of 16.17 percent

and 17.47 percent, respectively for the two tax years.

As to lack of marketability discounts, Mrs. Astleford’s expert concluded a 15 percent

discount for the first tax year’s limited partnership gift whereas the IRS expert concluded

a 21.23 percent discount. Finding no reason not to adopt the higher discount, the court

adopted it. The parties stipulated to a 22 percent marketability discount for the second

tax year’s gifts, and the court accepted that stipulated value.

Holman v. Commissioner.22 This case presented the Tax Court with the issue of

whether transfers of FLP interests six days after the FLP was funded with publicly traded

stock constituted indirect gifts of the stock, as well as the value of the FLP interests. In

this case, the taxpayers were a married couple who formed an FLP and funded it with

over $2.8 million of Dell Computer stock. Six days later, they gifted limited partnership

interests to each of their four minor children’s trusts, leaving themselves with a minor

general partner (GP) interest and the limited partners (LPs) owning a substantial majority

interest. They also made smaller gifts in each of two succeeding years. On their tax re-

turns for the three years, the couple applied substantial discounts for lack of control and

lack of marketability (combined 49.25 percent for all transfers).

In determining the applicable discount for lack of control, both side’s experts used

closed-end investment funds data, and each used three samples—one for each gift—of

similar size. The IRS’s expert relied solely on general equity funds, finding them the

most comparable to the FLP, whereas the taxpayers’ expert used seven specialized

funds—which, he admitted, resembled the FLP only in their singular focus, and for

which there was no correlation between their quantitative factors and the discounts at

which they traded. The IRS’s expert calculated median, mean, and interquartile mean

discounts for each of his samples. The taxpayers’ expert computed only the medians,

and adjusted them 10 percent upward to account for the FLP’s qualitative factors. The

court rejected the taxpayer’s expert’s use of the specialized funds, as well as his

upward adjustments, finding them unreliable, and instead relied on what it perceived

as the more reliable general equity fund data. It constructed samples for each valua-

tion date from the data common to both experts, resolving outliers by using the inter-

quartile mean. Finding the IRS’s expert’s approach more reliable, the court applied

lack of control interest discounts of 11.32 percent, 14.34 percent, and 4.63 percent to

the three respective gifts.

As for the discount for lack of marketability (DLOM), both experts relied on samples

from restricted stock studies. The taxpayers’ expert calculated median and mean dis-

counts of 24.8 percent and 27.4 percent, respectively, for his samples, and concluded that

there was virtually no market for the FLP units and that a willing buyer would have great

difficulty in selling those interests for full value. The expert concluded that the DLOM

should be ‘‘at least’’ 35 percent based on all these factors. The court was not convinced

by this analysis, finding that the expert’s assertion that the FLP units lacked any available

market could conceivably lead to a DLOM of 100 percent and a zero value for the gifts

and that his discount range was nothing more than a guess.
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The court preferred the IRS’s expert’s analysis, which was more detailed and more

carefully tailored to account for the FLP’s specific characteristics. The IRS’s expert first

obtained average discounts for each of three periods. The first was the period before

1990, when the SEC adopted Rule 144A and when there was no resale market for re-

stricted stock. During this period, the average discounts were 34 percent. The second

was the seven-year period after the enactment of Rule 144A, to 1997, during which time

there was limited access to a resale market and during which average discounts were

22 percent. The third period was the two years following the 1997 amendment of 144A,

which reduced the required holding period from two to one year and during which aver-

age discounts were 13 percent. The expert concluded that the 12 percent (34 percent to

22 percent) decline in discounts between pre- and post-Rule 144A was due to the opening

of a limited resale market and represented the ‘‘charge’’ or incremental level of discounts

that investors demanded before 1990, when the market became more liquid. He attributed

the remaining 22 percent primarily to holding period restrictions. Based on this analysis,

he concluded that for private holding companies such as the FLP, which are not subject to

legally imposed holding periods or the risks attendant to restricted stock, the DLOM was

around 12 percent.

Adopting this baseline, the IRS expert analyzed FLP-specific factors. Its failure to

make distributions reduced marketability, whereas its holding of only Dell stock, and

its transfer restrictions increased marketability because Dell stock was freely tradable

and the buy-back provision permitted the partnership to dissolve and redistribute the

assets to the remaining partners (under this provision, the economic self-interest of

noncompliant LPs and the remaining members could increase marketability by

encouraging sales of FLP units). Based on these factors, the expert concluded a dis-

count range of 10 percent to 15 percent, the midpoint of which was 12.5 percent,

which he felt was supported by his prior analysis. He did not adjust for the holding

period because he believed that in this case it had no relevance. The court agreed and

accepted his DLOM.

Gross v. Commissioner.23 As in Holman, the court found that gifts of limited partner-

ship interests were validly made eleven days after the transfer of assets to the FLP had

occurred. Accordingly, it accepted the parties’ stipulation, based on the court’s ruling,

that the fair market value of the gifted partnership interests should reflect a 35 percent

combined discount for lack of marketability and lack of control.

Other Courts. It is reasonable to assume that bankruptcy courts and divorce courts will

have to address issues relating to the valuation of limited partnerships and other entities

increasingly in the future as owners of these types of interests become enmeshed in insol-

vency and marital division proceedings.

SUMMARY

The development of discount adjustments for LP and LLC interests for financial planning

purposes is an exercise subject to professional appraisal standards and methods. Analysts

developing valuation techniques for entity interests need to be aware of the empirical

evidence and may want to maintain or purchase proprietary databases applicable to such
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entities. The appraiser practicing in this area needs to work closely with legal and tax

counsel to adhere to IRS regulations applicable to entity valuations.
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Differences in Size
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Summary

Sources of Additional Data

The ‘‘size effect’’ is the concept that the smaller the company the greater the risk and

thus the higher the companies’ cost of capital. The factors that contribute to smaller com-

panies having increased risk include lack of product diversity, industry and geographic

diversification, higher sensitivity to economic movement, and less access to capital, to

list a few.1 Most business valuation analysts recognize the size effect when valuing small

closely held companies.

INCOME APPROACH2

EVIDENCE OF THE SIZE PREMIUM

The existence of the size effect has been heavily debated since the first empirical evi-

dence was published in 1981 by Rolf W. Banz.3 Today most analysts utilize two indepen-

dent studies published by Morningstar and Duff & Phelps to adjust for the size effect
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within the income approach. Both studies use data from the Center for Research in Secu-

rity Prices (CRSP) at the University of Chicago’s Graduate School of Business.

Morningstar devotes an entire chapter to the firm size premium in its well known

annual publication Stocks, Bonds, Bills, and Inflation.4 Morningstar breaks down stock

returns from the New York Stock Exchange (NYSE), the American Stock Exchange

(AMEX), and the National Association of Securities Dealers Automated Quotations

(NASDAQ) into 10 deciles by size, as measured by the aggregate market value of com-

mon equity as evidence of the size effect. The excess returns over the basic realized

return for the market increase dramatically with decreasing size and is especially notice-

able for the smallest 10 percent of companies (Exhibit 22.1).

To further analyze the firm size phenomenon Morningstar calculates the size pre-

mium in a variety of ways. To assist in showing the pattern that the smaller the com-

pany the greater its size premium Morningstar breaks the 10th decile down further

into 10a and 10b. To show that the size effect still exists after taking into account the

Exhibit 22.1 Long-Term Returns in Excess of CAPM with S&P 500 Benchmark

Long-Term Returns in Excess of CAPM Estimation for Decile Portfolios of the

NYSE/AMEX/NASDAQ with 10th Decile Split: 1926–2006

Decile Beta�
Arithmetic

Mean Return

Realized Return

in Excess of

Riskless Rate��

Estimated Return

in Excess of

Riskless Ratey

Size Premium

(Return in Excess

of CAPM)

1—Largest 0.91 11.35% 6.13% 6.49% –0.36%

2 1.04 13.25% 8.04% 7.39% 0.65%

3 1.10 13.85% 8.64% 7.82% 0.81%

4 1.13 14.28% 9.07% 8.04% 1.03%

5 1.16 14.92% 9.71% 8.26% 1.45%

6 1.18 15.33% 10.11% 8.45% 1.67%

7 1.23 15.63% 10.42% 8.80% 1.62%

8 1.28 16.61% 11.39% 9.12% 2.28%

9 1.34 17.48% 12.27% 9.57% 2.70%

10—Smallest 1.41 21.57% 16.36% 10.09% 6.27%

Mid-Cap, 3–5 1.12 14.15% 8.94% 7.97% 0.97%

Low-Cap, 6–8 1.22 15.67% 10.46% 8.70% 1.76%

Micro-Cap, 9–10 1.36 18.77% 13.56% 9.68% 3.88%

Source: Stocks, Bonds, Bills, and Inflation Valuation Edition 2007 Yearbook. Copyright # 2007 Morningstar, Inc. All

rights reserved. Used with permission. To purchase copies of the Valuation Edition Yearbook, or for more information

on other Morningstar publications, please visit global.morningstar.com/DataPublications. Calculated (or derived) based

on CRSP data, # 2007 Center for Research in Security Prices (CRSP), Graduate School of Business, the University of

Chicago.

�Betas are estimated from monthly portfolio total returns in excess of the 30-day U.S. Treasury bill total return versus

the S&P 500 total returns in excess of the 30-day U.S. Treasury bill, January 1926–December 2006.
��Historical riskless rate is measured by the 81-year arithmetic mean income return component of 20-year government

bonds (5.21 percent).
yCalculated in the context of the CAPM by multiplying the equity risk premium by beta. The equity risk premium is

estimated by the arithmetic mean total return of the S&P 500 (12.34 percent) minus the arithmetic mean income

return component of 20-year government bonds (5.21 percent) from 1926 to 2006.
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lagged price reaction of small company stocks Morningstar presents the size premium

using sum beta. Morningstar concludes the chapter on the firm size premium with the

following:

The goal of this section was to review the most common arguments against [the size premi-

ums] existence. Most criticisms presented to date, however, have not provided sufficient evi-

dence to disprove the existence of a size premium.5

Duff & Phelps Risk Premium Report presents the results of Roger Grabowski and

David King’s study of the size premium. The study breaks down stock returns from

the NYSE, the AMEX, and the NASDAQ into 25 deciles and utilizes 8 different mea-

sures of size. Exhibit 22.2 presents data from the study ranked by market value of

equity for use in the CAPM. In each of the measures of size presented in the study

the inverse relationship between size and risk is clearly visible especially for the

lower deciles.

Additional studies on the size effect have been conducted. One such study by Eugene

Fama and Kenneth French examined the contribution of the migration of stocks across

size and value portfolios to the size and value premiums in average stock returns. They

conclude:

The size premium is almost entirely a result of the extreme positive returns of small-cap

stocks that move to a big-cap portfolio from one year to the next. Three factors contribute to

the value premium. (1) Plus transitions, with their high returns, occur more often for value

stocks than for growth stocks. (2) Minus transitions and their low returns are more likely for

growth stocks. (3) Value stocks that remain in the same portfolio from one year to the next

have higher average returns than the matching (small-cap or big-cap) growth stocks. . . . [T]he

size and value premiums in average returns are the result of rational risks of concern to

investors. . . .6

EXAMPLES USING MORNINGSTAR AND DUFF & PHELPS DATA

Within the income approach the size effect or size premium is added to the cost of capital

after the risk-free rate and equity risk premium. The data presented in both Morningstar

and Duff & Phelps studies can be utilized in a variety of cost-of-capital models including

CAPM and Build-up models. Exhibit 22.3 presents simplified examples of CAPM using

Morningstar data presented in Exhibit 22.1 and Duff & Phelps data from the Risk Pre-

mium Study. An analyst should fully understand the data presented in each study before

using the results.

MARKET APPROACH

Multiples of economic income used in the market approach are the reciprocal of the capi-

talization rate and are impacted by the same factors. Two of the most important influ-

ences on the capitalization rate are risk and growth. As mentioned earlier, size is an

important indicator of risk and thus an important qualitative factor when determining

value under the market approach.

Market Approach 325



E1C22_1 03/12/2009 326

E
x
h
ib
it
2
2
.2

D
u

ff
&

P
h

el
p

s
S

iz
e

S
tu

d
y

fo
r

U
se

in
C

A
P

M

#
D

u
ff

an
d

P
h
el

p
s,

L
L

C

#
2
0
0
7

C
R

S
P
1

,
C

en
te

r
fo

r
R

es
ea

rc
h

in
S

ec
u
ri

ty
P

ri
ce

s.
G

ra
d
u
at

e
S

ch
o
o
l

o
f

B
u
si

n
es

s,
th

e
U

n
iv

er
si

ty
o
f

C
h
ic

ag
o
.

U
se

d
w

it
h

p
er

m
is

si
o
n
.

A
ll

ri
g
h
ts

re
se

rv
ed

.
w

w
w

.c
rs

p
.c

h
ic

ag
o
g
sb

.e
d
u
.

326



E1C22_1 03/12/2009 327

If we utilize the median of the data, RPs ¼ 5:59% then expected rate of return using Duff & Phelps’

Risk Premium Report – Size Study is:

E Rð Þ ¼ 4:91%þ 1:2 5:1%ð Þ þ 5:59%þ 2%

¼ 4:91%þ 6:12%þ 5:59%þ 2%

¼ 18:62%

Exhibit 22.3 Examples of the Size Premium in the CAPM

The formula for the modified CAPM is:

E Rð Þ ¼ Rf þ B RPmð Þ þ RPs þ RPu

where:

E Rð Þ ¼ Expected rate of return

Rf ¼ Rate of return available on a risk-free security as of the date of valuation

B¼ Beta

RPm ¼ General equity risk premium for the market

RPs ¼ Risk premium for size

RPu ¼ Risk premium attributable to the specific company (u stands for unique or
unsystematic risk)

For simplicity the following assumptions are used in both examples:

Rf ¼ 4:91% (20-year U:S: Treasury Bond Yield as of 12=31=2006)

B¼ 1:2

RPm ¼ 5:1%�
RPu ¼ 2%

Example 1: The Size Premium Using Morningstar Data

If the subject company is in the 10th decile as presented in Exhibit 1 then RPs ¼ 6:27% and the

expected rate of return using Morningstar data is:

E Rð Þ ¼ 4:91%þ 1:2 5:1%ð Þ þ 6:27%þ 2%

¼ 4:91%þ 6:12%þ 6:27%þ 2%

¼ 19:3%

Example 2: The Size Premium Using Duff & Phelps Data

The following is assumed: Company
Size

Guideline

Portfolio

Premium over

CAPM (1)

Market Value of Equity $95 mil. 25 7.04%

Book Value of Equity $50 mil. 25 5.70%

5-year Average Net Income $7 mil. 24 5.48%

Market Value of Invested Capital $120 mil. 25 6.59%

Total Assets $250 mil. 24 5.10%

5-year Average EBITDA $20 mil. 24 5.37%

Sales $150 mil. 24 5.18%

Number of Employees 125 25 6.37%

Mean premium over CAPM, RPs 5.85%

Median premium over CAPM, RPs 5.59%

Source: Duff & Phelps’ Risk Premium Report 2007, copyright Duff & Phelps LLC # 2007. Used with

permission. All rights reserved. (1) Smoothed premium over CAPM from exhibits B-1 through B-8.

(continued )
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The long-horizon expected equity risk premium (historical) in the SBBI 2007 book is 7.1%. This has

been rounded down by 2% to arrive at 5.1%. It is not the purpose of this chapter to discuss the equity risk

premium; see Chapter 9 in Shannon Pratt and Roger Grabowski, Cost of Capital, 3rd edition for a com-

plete explanation of this adjustment.

The size effect is applied in the market approach by adjusting multiples derived from

guideline companies; this is true under both the guideline publicly traded company method

and the guideline merged and acquired company method. The adjustment is often first per-

formed during the selection process of comparable guideline public companies and/or

merged and acquired companies. The focus of the selection of guideline comparables is on

finding companies with the same underlying economic drivers. Frequently differences in

size will affect the selection of guideline comparables. For example, a publicly traded com-

pany that has revenues of $300 million with operations across the U.S. will most likely not

be comparable to a company with revenues of $1 million with operations in a single U.S.

city given that the economic drivers of each company may differ greatly.

Exhibit 22.4 Example of Adjusting for Size from Guideline Public Companies

The formula used for adjustment:

P=Esubject ¼ 1
1

P=Epublic
þ DRisk þ DGrowth

where:

P=Esubject ¼ Subject company price/earning multiple

P=Epublic ¼ Public company price/earning multiple

DRisk ¼ Increased (higher) or decreased (lower) risk of subject company as

compared to public company

DGrowth¼ Increased (lower) or decreased (higher) growth of subject company

as compared to public company

Example:

The subject company is riskier and has higher expected growth compared to the public company. The

following has been determined:

1

P=Epublic

¼ 8

DRisk ¼ 5% higher then public company

DGrowth ¼ 2% higher then public company

P=Esubject ¼ 1

1

8
þ 5%� 2%

¼ 1

12:5%þ 5%� 2%

¼ 1

15:5%

¼ 6:45%

Source: This is an expanded example from Shannon Pratt with Alina Niculita, Valuing a Business, 5th ed. (New York:

McGraw-Hill 2008): 293.

Exhibit 22.3 Continued
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Another method of adjustment for the size effect under the market approach is adjust-

ing the multiples themselves. Frequently the analyst is able to find guideline comparables

of similar size under the merged and acquired method and thus any further adjustment is

not warranted. Sources for merged and acquired company transactions can be found at

the end of this chapter.

When valuing small closely held companies under the guideline public company

method comparables are regularly larger in size. This does not imply that the analyst

does not have the obligation to search for smaller more comparable companies. As stated

in Valuing a Business, fifth edition, ‘‘The search for guideline publicly traded companies

should be as exhaustive as the scope of the particular valuation case permits. . . . The

analyst must establish and adhere to an objective set of selection criteria so that the final

list will not tend to bias the valuation result either upward or downward.’’7 Numerous

books present models on how to adjust multiples from guideline public companies.

Exhibit 22.4 presents a simplified model focusing on the size adjustment.

CRITICISMS OF THE SIZE PREMIUM

While most business valuation analysts recognize the size effect when valuing small

closely held companies, the debate as to the existence of the size effect continues. Even

in 1981 while presenting his evidence on the size effect Rolf W. Banz made sure to note

that ‘‘it is not known whether size per se is responsible for the effect or whether size is

just a proxy for one or more true unknown factors correlated with size.’’8 Some of the

main criticisms of the size effect are issues with the underlying data, measurement of

beta, composition of the deciles used, seasonality, and the delisting bias.

As mentioned earlier Morningstar looks at many of the criticisms of the firm size

premium and concludes that the premium does exist. The Risk Premium Study does not

specifically address the criticisms of the size premium. However, both Roger Grabowski

and David King have addressed them repeatedly in other literature.9

When adjusting for differences in size, as with any adjustment, to properly apply the

adjustment the analyst must be aware of the fundamentals of the underlying adjustment.

This will assist the analyst in understanding whether the adjustment should be applied to

a given subject company.

COURT CASES INVOLVING THE SIZE PREMIUM

The courts have not been consistent in their treatment of the small-firm risk premium.

Some have accepted the application of such a premium, whereas others have not. What

is clear is that for the premium to be accepted, it must be supported and substantiated by

compelling evidence.

SIZE PREMIUM ACCEPTED

Estate and Gift Tax Cases

Estate of Klauss v. Commissioner.10 In this case, the small-stock premium was ac-

cepted for developing a discount rate and adjusting the market valuation multiples in

Court Cases Involving the Size Premium 329
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the guideline public company method. The court rejected the position that such a pre-

mium does not exist, and determined that the IRS’s expert had failed to properly

apply the Ibbotson data on which the premium was based. Specifically, the court

rejected looking at only data provided by Ibbotson Associates for the 1978–1992 pe-

riod rather than the 1926–1992 period because small stock did not consistently out-

perform large stock during the 1980s and 1990s. The court said, ‘‘Later data from

Ibbotson Associates show that the small-stock premium has declined since about

1983 or 1984, but that small capitalization stocks were yielding higher average

returns than large capitalization stocks in 1993.’’

Estate of Smith v. Commissioner.11 This case involved the valuation of minority inter-

ests in two companies with large assets and small returns. The estate used two experts,

who both used the asset and income approaches to value the companies. One of these

experts used a small-stock premium to determine the capitalization rate for one of the

companies, and the court largely accepted this valuation. The court rejected the IRS’s

expert’s valuation because he failed to use an income approach, instead relying exclu-

sively on an asset approach.

Estate of Hendrickson v. Commissioner.12 The court in this case faulted the IRS’s

expert for failing to apply a small stock premium while using the Ibbotson approach to

calculate the cost of capital. The court said:

In his rebuttal report, [the IRS expert] unsuccessfully tried to persuade us that the small stock

premium is not supported by financial theory, characterizing the risk associated with a firm’s

size as unsystematic risk, for which the market does not compensate. The relationship be-

tween firm size and return is well known. It has been found that the greater risk of small

stocks is not fully reflected by CAPM, in that actual returns may exceed those expected

based on beta. . . . Consequently, when calculating a cost of capital under CAPM on a small

stock, it is appropriate to add a small stock premium to the equity risk premium, to reflect

the greater risk associated with an investment in a small stock in comparison to the large

stocks from which the equity risk premium is calculated.

The court concluded that based on the company’s size, a mirocapitalization equity

size premium of 3.6 percent should have been added.

Estate of Maggos v. Commissioner.13 In this case the court rejected a discounted cash

flow (DCF) analysis presented by the IRS’s expert in part for failure to add a small com-

pany risk premium in arriving at the discount rate. As part of this method, the expert used

the weighted average cost of capital (WACC) and the capital asset pricing model

(CAPM) and arrived at a 12 percent discount rate. However, since the expert failed to

adequately explain why the small company risk premium should be excluded, and based

on other evidence, the court concluded that the appropriate discount rate should be

17 percent.

Shareholder Dissolution and Dissent Cases

In re Dissolution of Bambu Sales, Inc.14 This case was brought by a trustee in

bankruptcy, as successor in interest to a minority stockholder, for the judicial
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dissolution of Bambu Sales, Inc. (Bambu). The majority agreed to purchase the mi-

nority interest, and the company’s fair value had to be determined. The court ruled

that the appropriate method of valuation in this case was the investment value

method, which involves determining what a prudent informed investor would be

willing to pay to buy the entire business as a going concern considering all the fac-

tors indicated by the nature of the business, the risks involved, and the expected

projected return, given that Bambu’s only business was the wholesale distribution of

cigarette rolling paper manufactured in Spain and used for illicit means, not tobacco

products; there was a single foreign supplier; there was a limited geographic sales

market, that is, the New York metropolitan area and the Caribbean; the sale of the

product was subject to extensive government regulation and, thus, ability to advertise

was limited; and the corporation had recently settled two lawsuits incurring over

$1.2 million in liabilities. The trustee’s expert testified that the Ibbotson small stock

premium of 4 percent accounted for all of the risks in Bambu, whereas the major-

ity’s expert testified that the Ibbotson small stock premium was not sufficient for

Bambu considering the inherent risks of the company. The court agreed with the

majority owners, finding that since the Ibbotson data was based on publicly traded

companies, the small stock premium for consideration of investment in Bambu was

not realistic and a much higher risk factor had to be assigned. Thus, in reaching an

acceptable capitalization rate, the court applied what it called a 20 percent small

company premium. In this case, the court seemed to lump together risk factors in

addition to size in arriving at its small company premium, instead of segregating

those other factors into a company-specific risk factor. In any event, the court ac-

cepted a risk premium based on size.

In re Emerging Communications, Inc. Shareholders Litigation.15 In this dissenters’

rights action, the company’s expert applied a small stock risk premium (1.7 percent), a

micro cap risk premium (1 percent) and an additional company-specific risk premium

(1.4 percent), which was applied to account for increased hurricane risks. The dissenters

objected to these. The Delaware Chancery Court ruled that the small stock premium was

appropriate, but that the micro cap risk premium was not. It stated, ‘‘[The company] may

be small, but it is also a utility that was unusually protected from the hazards of the mar-

ketplace. [The company] . . . was well established, it had no competition, it was able to

borrow at below market rates, and it was cushioned by regulators from extraordinary haz-

ards.’’ Therefore, it found no justification for a risk adjustment for size in excess of the

small stock risk premium.

Gesoff v. IIC Industries Inc.16 This case tested the application of a small company

risk premium to foreign companies operating in either developed or emerging mar-

kets. The case involved a foreign holding company (CP Holdings, Ltd.) that owned

78 percent of a publicly traded U.S. subsidiary (IIC), which controlled various com-

panies doing business worldwide: a Hungarian hotel operation; a Hungarian agricul-

tural producer; an Israeli heavy machine and equipment manufacturer; and an East

African equipment distributor. To simplify its cost structure, CP Holdings sought to

remove IIC’s minority stockholders in a going-private transaction. Ultimately, some

minority shareholders brought suit, claiming unfair dealing and pricing, and seeking

a statutory appraisal action.
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The Delaware Chancery Court accepted the general framework of the company’s

expert’s valuation, which included the application of a small-company risk premium

to IIC’s constituents, relying on Ibbotson’s guidelines. Specifically, he added a 5.33

percent small-size premium to the WACC of all IIC companies—including its hotel

holdings—arguing that they all fell within Ibbotson’s 10th Decile. The court, however,

questioned whether size risk premiums developed for the U.S. market apply to foreign

corporations. The court indicated that the valuation ‘‘calls on the court to decide

whether there is something inherently risky about the stock of companies that are

small compared to their global competitors, or whether the small-stock premium

arises only when a company is small in relation to the market on which it trades.’’

After conducting a review of the scholarship on this issue, the court concluded that

that a small-size premium ‘‘might well’’ apply to foreign companies in more highly

developed markets, but would not apply at all (or to the same extent) to those in

emerging markets. Accordingly, the court declined to apply a small-stock premium to

IIC’s African holdings, but did apply the Ibbotson Decile 10 small-size risk premium

of 5.33 percent in deriving the WACC of its Israeli and smaller Hungarian operations.

Nevertheless, because the Ibbotson data suggest that the hotel industry may be less

subject to the size premium, and IIC’s Hungarian hotels formed part of the index for

the Budapest Stock exchange, the court ruled that these operations warranted a Decile

9 premium of 2.4 percent.

Marital Dissolution Cases

LeRoy v. LeRoy.17 This marital dissolution, filed in 1995, involved the valuation of the

famous Manhattan restaurant Tavern on the Green, owned 90 percent by the husband.

The wife’s expert valued the restaurant using the capitalization of earnings approach. In

computing his capitalization rate, he started with the 1995 risk-free rate of return (6 per-

cent) and to that he made adjustments including a small company risk premium of

3.5 percent. The husband’s expert valued the business using the discounted cash flow

method. In calculating his discount rate, he applied a 5.8 percent small company risk

premium.

The New York trial court accepted the capitalization rate proposed by the wife’s

expert. In doing so, the court expressly accepted the 3.5 percent small company risk pre-

mium applied by her expert, noting that the husband’s expert’s 5.8 percent discount

appeared excessive in light of ‘‘recent evidence . . . that in the past decade [1986–1995],

the premium earned by small companies has been shrinking and was actually negative

during much of the 1980’s.’’

SIZE PREMIUM REJECTED

Tax Cases

Estate of Jung v. Commissioner.18 The estate’s expert in this case argued that the valu-

ation discount rate in the discounted cash flow should be increased to 16.73 percent from

7.34 percent for an assumed small firm risk premium. The Tax Court, however, was not

persuaded that a small firm risk premium should be added simply because the firm being

valued was small. It indicated that it was not at all clear that there was any general valid-

ity in the small stock premium concept, except as a substitute for a beta rating.
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Barnes v. Commissioner.19 Relying on the decision and rationale of Jung, the Tax

Court in this case ruled that the taxpayer’s expert did not provide evidence that an invest-

ment in the corporation in question was riskier simply because of its small size. Accord-

ingly, the court accepted the expert’s methodology other than the application of the small

company risk premium.

Estate of Hoffman v. Commissioner.20 The IRS’s expert in this case, in using CAPM,

applied a 5.3 percent unsystematic risk premium to account for small company risk based

on Ibbotson data. However, the court not only criticized the expert for using CAPM to

value a small, closely held company, but also rejected the risk premium as inadequately

supported. Although the expert’s report stated that 5.3 percent is equivalent to the pre-

mium for investing in small company stocks as calculated by Ibbotson Associates, the

court found that the expert did not explain why such a figure was appropriate specifically

for the company being valued.

BTR Dunlop Holdings, Inc. v. Commissioner.21 In this capital gains tax case in-

volving corporate transfers, one of the taxpayer’s experts, using WACC and CAPM

to determine the appropriate discount rate, applied a 5 percent small company risk

premium to the cost of equity, as well as a company-specific risk premium. A sec-

ond taxpayer expert who also used WACC and CAPM, applied a 5.7 percent small

company risk premium because, he argued, ‘‘studies show that the CAPM does not

fully capture the risk associated with small companies.’’ The Tax Court rejected the

valuations of the taxpayers’ experts because they did not adequately consider the

effects of synergy in their valuations. The court stated, ‘‘Reliance solely on a stand-

alone value and application of the small company risk premium and company-

specific risk premium are not justified by the evidence in this case.’’ Therefore, in

its valuation, the court did not apply a company-specific or small company risk

premium.

Shareholder Dissolution and Dissent Cases

Gesoff v. IIC Industries Inc.22 In this case, which is previously discussed in greater

detail, the Delaware Chancery Court ruled that a small company risk premium should

not be applied to a foreign company operating in an emerging market (Africa). The court

did, however, permit the application of such a premium to foreign countries in more

highly developed markets (Israel and Hungary).

Le Beau v. M. G. Bancorporation, Inc.23 In this appraisal of a bank holding com-

pany, the Delaware Chancery Court rejected the discount rate of both the minority

shareholders’ expert and the company’s expert. The minority’s expert applied a small

stock premium of 1 percent, based on a 1996 Ibbotson study that was specific to

banks. The court, however, rejected this because the study on which he relied was

prepared after the 1993 merger date. The company’s expert applied a small stock pre-

mium of 5.2 percent that was based on a 1992 Ibbotson study that was not specific to

banks, and he increased his discount rate slightly for certain unspecified material

risks. The court rejected this on the grounds that it was ‘‘inappropriately high’’ and

not specifically related to banks.
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SUMMARY

Today there are numerous articles and publications concerning the size effect. The size

effect can be applied under both the income and market approach. In both the Morning-

star and Duff & Phelps publications the size effect is strongest for the smallest decile

companies. When adjusting for size an analyst must be able to support that the size effect

does indeed apply to the subject company. As shown in the court cases presented, a size

premium may be rejected by the courts if not substantiated.

SOURCES OF ADDITIONAL DATA

Sources of merged and acquired company data:

Large Transactions

� Mergerstat Review

FactSet Mergerstat

www.mergerstat.com

(310) 315-3100

� Mergerstat/BVRs Control Premium Study

Business Valuation Resources

www.BVResources.com

(888) 287-8258

Middle-Market and Smaller Company Transactions

� Pratt’s Stats

Business Valuation Resources

www.BVResources.com

(888) 287-8258

� Bizcomps

www.bizcomps.com

(702) 454-0072

� IBA Market Database

www.go-iba.org

(954) 584-1144

Sources of Guideline Publicly Traded Company Data

� Compustat

Standard & Poor’s Corporation

www.compustat.com

www.standardandpoors.com

(800) 523-4534
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� EDGAR Database

Securities and Exchange Commission

www.sec.gov/edgar/searchedgar/webusers.htm

� Mergent

www.mergent.com

(888) 411-0893

� Thomson Financial

www.thomson.com/financial/financial.jsp

www.dialog.com

(800) 843-7747

For more extensive lists see Valuing a Business, 5th edition, Chapters 11 and 12.
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Chapter 23

Discounts and Premiums
in ESOP Valuations1

By Alina V. Niculita

ESOP Definition, Types, and Benefits

‘‘Adequate Consideration’’ for ESOP Valuation Purposes

Control Premiums in ESOP Valuations

Discounts for Lack of Marketability in ESOP Valuations

ESOP Court Cases
Involving a Discount for Lack of Marketability
Involving a Discount for Lack of Control

Summary

ESOP DEFINITION, TYPES, AND BENEFITS

An employee stock ownership plan (ESOP) is a qualified retirement plan under the

Internal Revenue Code of 1986 (the Code) that is designed to invest primarily in

employer stock. The Code and the Employee Retirement Income Security Act of

1974 (ERISA) govern the ESOPs and impose requirements for the ESOPs to gain

qualified status.

There are two types of ESOPs, nonleveraged and leveraged. The nonleveraged ESOP

does not use debt to purchase employer securities, instead it uses annual tax-deductible

stock or cash contributions by the employer to purchase stock. In a leveraged ESOP situ-

ation, the employer company borrows money from the bank and then loans the proceeds

of the loan to the newly formed ESOP. The ESOP then uses the proceeds to purchase

stock from the existing shareholders. After the initial setup of the ESOP, the company

makes annual tax-deductible employer contributions to the ESOP (or pays dividends on

the ESOP stock). The ESOP then uses the employer contributions to make payments on

the loan taken at the onset of the process.

There are benefits for all the parties involved in an ESOP, as follows:

� For the company, the most important benefit is the tax-deductibility of the principal

payments on the ESOP acquisition loan for income tax purposes. In comparison to

traditional financing, there is more cash after taxes left in the company. The employer

may also experience positive effects from the fact that employees have a vested inter-

est in the success of the company and may have an advantage in attracting and retain-

ing employees.
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� For the selling shareholders, there are the benefits of deferring the capital gains tax

under Code section 1042 when selling to an ESOP along with the benefit of the

liquidity opportunity.

� For the ESOP plan participants, there is the benefit of ownership in the company and

to share in the future growth.

� For the lender, there is the benefit of lower risk on the investment, because of the tax-

deductible nature of the principal on the ESOP loan, the company has more after-tax

cash flow and thus less risk of defaulting on the loan.

‘‘ADEQUATE CONSIDERATION’’ FOR ESOP
VALUATION PURPOSES

Valuation for ESOP purposes follows the same principles as valuation for tax purposes,

with the added complexities of the requirements of ERISA. For instance, ERISA requires

that ESOPs pay no more than adequate consideration when investing in employer

securities.

For purposes of adequate consideration under ERISA, fair market value is defined as:

The price at which an asset would change hands between a willing buyer and a willing seller

when the former is not under any compulsion to buy and the latter is not under any compul-

sion to sell, and both parties are able, as well as willing, to trade and are well informed about

the asset and the market for such asset.2

In support of the adequate consideration, an ESOP appraisal of the employer shares

must be performed and an appraisal report prepared. According to proposed regulations

regarding adequate consideration by Department of Labor, the appraisal report must

include an assessment of all ‘‘relevant factors’’ including:

a. The nature of the business and the history of the enterprise from its inception;

b. The economic outlook in general, and the condition and outlook of the specific

industry in particular;

c. The book value of the securities and the financial condition of the business;

d. The earning capacity of the company;

e. The dividend-paying capacity of the company;

f. Whether or not the enterprise has goodwill or other intangible value;

g. The market price of securities of corporations engaged in the same or similar line of

business, which are actively traded in a free and open market, either on an exchange

or over-the-counter;

h. The marketability, or lack thereof, of the securities. Where the plan is the purchaser

of securities that are subject to put rights and such rights are taken into account in

reducing the discount for lack of marketability, such assessment shall include consid-

eration of the extent to which such rights are enforceable, as well as the company’s

ability to meet its obligations with respect to the ‘‘put rights’’ (taking into account

the company’s financial strength and liquidity);
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i. Whether or not the seller would be able to obtain a control premium from an un-

related third party with regard to the block of securities being valued, provided that

in cases where a control premium is taken into account:

1. Actual control (both in form and substance) passes to the purchaser with the sale,

or will pass to the purchaser within a reasonable time pursuant to a binding agree-

ment in effect at the time of the sale, and

2. It is reasonable to assume that the purchaser’s control will not be dissipated

within a short period of time subsequent to acquisition.3

The fair market value definition for the purposes of ERISA adequate consideration is

similar to the fair market value definition from Revenue Ruling 59-60. Also, factors (a)

through (g) are also consistent with Revenue Ruling 59-60. The additional two factors,

(h) and (i) are factors specific to valuations for ESOP purposes, and they address the two

issues that are the subject of this chapter: discounts and premiums in ESOP-related

valuations.

CONTROL PREMIUMS IN ESOP VALUATIONS

As explained elsewhere in this book, a controlling ownership interest generally changes

hands at a premium compared to a minority interest. There is general agreement among

valuation practitioners that whether the ESOP stock is appraised on a control or minority

basis depends on whether the block of stock subject to the valuation is a majority or

minority block of stock. The DOL proposed regulations discussed previously include the

control premium as one of the relevant factors to consider as part of the adequate consid-

eration standard. Most valuation analysts also agree that the ESOP should pay the

amount a hypothetical buyer would pay for the subject block of stock, including control,

if a control block. If control is acquired over time, as opposed to in one transaction, the

situation becomes more complex, since empirical evidence suggests that control premi-

ums are paid along the entire spectrum of creeping control. In this situation, to maintain

fair treatment of the plan participants, there is a tendency to maintain consistency be-

tween annual appraisals for ESOP purposes.

DISCOUNTS FOR LACK OF MARKETABILITY
IN ESOP VALUATIONS

What distinguishes the valuation of ESOP shares from the valuation of other shares in

closely held companies in terms of marketability is the fact that a put option is required

to be attached to the ESOP shares.

A put option attached to the ESOP shares has the effect that the employer has the obli-

gation to repurchase the ESOP shares from the ESOP plan participants. The plan partici-

pants have the right to put the ESOP shares back to the employer. This obligation to

provide liquidity to plan participants is commonly referred to as the repurchase obligation.

Under Code Section 409(h)(1)(B), employer securities that are acquired by an ESOP

after December 31, 1979, must be subject to a put option if the securities are not readily

tradable on an organized market at the time of the distributions to plan participants.
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Employer securities that are acquired using an ESOP loan after September 30, 1976,

must also be subject to a put option if the securities are not readily tradable on an orga-

nized market at the time of the distributions to plan participants. For employer securities

not subject to a mandatory put option, it is important to read the ESOP plan documents,

since the employer may provide a voluntary put option.

As discussed previously in this chapter, the DOL proposed regulations regarding ade-

quate consideration require the consideration of (1) the extent to which the put rights are

enforceable and (2) the company’s ability to meet the repurchase obligation. In order to

consider the two factors required by DOL, a longer list of economic factors needs to be

looked at, as follows:

� The provisions of the ESOP plan documents, including the put rights

� The terms of the put option, including whether the payment is to be made in cash, or

if not, the terms of the note payable to the ESOP plan participant

� The financial strength and solvency of the employer corporation

� The size of the share block owned by the ESOP

� The degree of the liquidity in the ESOP trust and the company

� The extra borrowing capacity of the employer corporation

� The repurchase liability and the expected funding requirements

� The extent to which the company has planned and managed the repurchase liability

� Past practices in repurchases by the company

� The form and timing of payments to selling shareholders and ESOP lenders

� The overall priority of acknowledged and contingent claims that may conflict with

achieving liquidity for plan participants over time

It is generally accepted among valuation professionals that the existence and enforce-

ability of a put option for the ESOP shares reduces the discount for lack of marketability

that would otherwise be applied to closely held shares. In our experience such discounts

have been in the range of 0 to 20 percent.

ESOP COURT CASES

INVOLVING A DISCOUNT FOR LACK OF MARKETABILITY

Howard v. Shay.4 This case involved the termination of an employee stock ownership

plan (ESOP) that owned approximately 38 percent of the stock of Pacific Architects and

Engineers (PA&E). The stock was sold to a trust controlled by the stockholder who

owned the other approximately 62 percent of PA&E stock. Other discounts were dis-

cussed in Chapter 4.

The final adjustment to value made by the ESOP financial advisor who valued the

stock was a 50 percent DLOM. The employees brought a class action suit claiming that

the stock was undervalued; the size of the DLOM was a major issue.

Unlike most ESOPs today, this ESOP stock had no put right, because it was estab-

lished before ESOP laws were changed to require such rights. Consequently, its market-

ability (or lack of it) was no better than that of any other closely held minority interest.
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The evidence presented showed all transactions in a pre-IPO database for the

five years preceding the valuation date where the sale involved 25 to 49.9 percent of the

outstanding stock. These data showed average discounts of very close to the 50 percent

that was used in the original stock appraisal. The 50 percent discount was upheld at the

trial level and again on remand from the Ninth Circuit for further valuation proceedings.

Foltz v. U.S. News & World Report, Inc.5 This case actually involves two related deci-

sions: (1) Charles S. Foltz, et al., v. U.S. News & World Report, Inc., et al., and (2) David

B. Richardson, et al., v. U.S. News & World Report, Inc., et al. The Foltz case, a class-

action case, dealt with the years 1973 through 1980; the Richardson case, not a class-

action case, covered 1981. Although the U.S. News & World Report cases concerned a

profit-sharing plan and a stock bonus plan, the issues were similar to those that would have

been involved in an ESOP. Through the two plans, employees owned 100 percent of the

stock. The case was, therefore, followed with great interest by ESOP valuation practitioners.

Suits were brought by retirees who claimed that they were underpaid at retirement

because the closely held stock of U.S. News & World Report, Inc. (U.S. News), was

undervalued by independent appraisers in the years 1973 through 1981.

In 1975, the U.S. News stock was appraised at $69 per share. By 1980, the appraised

stock price had risen to $152 per share. And, in 1981, the U.S. News stock was appraised

at $470 per share. From 1962 until the company was sold in 1984 at $2,842 a share, the

same independent appraisal firm appraised the company stock each year. The amount of

profit-sharing plan benefits distributed to retirees was based on the annual appraisal. In

addition, the company exercised its option to purchase stock from certain stockholders

who left the firm, at a price based on the annual appraisal.

Most of the annual appraisals applied a 10 percent discount for lack of marketability.

The plaintiffs contended that no discount for lack of marketability should have been

taken. It is an important point that the stock had no put option. The company had a call

option at the appraised price. The company exercised its call option consistently to retire

stock from the stock bonus plan when employees left. Most such calls were for cash.

However, on certain occasions, the company exercised its option to purchase the stock

on extended terms and at a low interest rate. This payment scheme was allowed under

the call option.

The District Court concluded:

[T]he company was under no obligation to repurchase the stock. It has, rather, an option

to call the stock. . . . Moreover, . . . the company could—and from time to time did—

exercise its option . . . to pay for the stock on terms that would not have been accepted

gladly by an outside investor. . . . [T]he modest 10 percent marketability discount that [the

appraisal company] applied generally to the U.S. News stock in the aggregate was perfectly

appropriate.

The District of Columbia Court of Appeals affirmed.6

Eyler v. Commissioner.7 In this case, Eyler, the former CEO and majority shareholder

of Continental Training Services, Inc. (CTS), disputed the IRS’s determination that he

had engaged in a prohibited transaction with CTS’s ESOP when he sold $10 million

worth of CTS stock to the ESOP in December 1986.

In 1985, Eyler had started to explore the possibility of taking the company public, and

an investment firm that was to serve as the underwriter for an IPO valued CTS stock at
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between $13 and $16 per share for IPO purposes. However, there was insufficient interest

in the IPO, and, when it did not materialize, Eyler established the ESOP, which paid him

$14.50 per share.

At the Tax Court, Eyler argued that $14.50 per share represented fair market value, as

it was in the range determined by the IPO underwriter. The Tax Court disagreed, finding

among other things, that the underwriter had assumed a public market for the shares,

which never materialized. Accordingly, the court also concluded that the underwriter’s

valuation did not represent fair market value because it had not applied a discount for

lack of marketability, noting that such a discount is appropriate in the face of a failed IPO.

On appeal, the Seventh Circuit Court of Appeals affirmed. It agreed with the Tax

Court that there were several reasons why the underwriters’ estimated price range of $13

to $16 per share did not establish the fair market value to be at least $14.50 on the date of

the sale. First, that price range was established after the underwriters conducted a due

diligence investigation and as a part of CTS’s anticipated IPO. That price range did not

purport to determine the fair market value of CTS stock at any specific point in time, nor

did it in any way purport to be a final determination. The purpose of selecting that price

was to see how investors might respond. Second, that price range was not binding and did

not represent a firm commitment by the underwriters. The Appeals Court concluded that

the lack of public interest in CTS stock also weighed against Eyler’s reliance on the

underwriters’ valuation. When the stock was offered nationally to individual and institu-

tional investors, the ‘‘circled interest’’ was small, no more than $1 million. Clearly, the

public showed little interest in buying CTS stock within the underwriters’ price range.

With regard to the marketability discount, the Appeals Court concluded that Eyler’s

argument failed for the fundamental reason that, as of the date of the ESOP transaction,

CTS had no history of paying ESOP distributions in cash. Whatever effect the CTS his-

tory of payouts might have had on the fair market value of CTS stock at the time of the

ESOP transaction was pure speculation. Similarly, the Appeals Court rejected Eyler’s

assertion that the marketability discount was inappropriate because the ESOP put option

had no fixed price and could be paid out over five years under the terms of the ESOP. The

Appeals Court stated: ‘‘Nothing in the record convinces us that the Tax Court clearly

erred when it concluded that the marketability discount should apply to the [under-

writers’] valuation.’’

Armstrong v. LaSalle Bank National Ass’n.8 This is a case that has generated signifi-

cant interest in the ESOP community; a key issue was whether an ESOP trustee breaches

his or her fiduciary duty by failing to apply a discount for lack of marketability (DLOM)

to a redemption.

Under the company’s ESOP, Amsted Industries employees received company stock

from the date of hire until date of separation, when they could redeem all their shares for

cash. Historically, employee departures fell within a 9 percent to 11 percent range. In

1999, Amsted obtained unsecured credit to purchase a trucking operation. Valuation pro-

fessionals from Duff and Phelps, LLC valued the company at $184 per share—about 32

percent higher than the prior year’s valuation. The trustee accepted the valuation, but the

2000 redemptions turned out to be 32 percent—around three times higher than the historic

range. Given the excessive demands on cash flow, the trustee amended the ESOP to permit

deferred eligibility and redemption. A class of participants then brought suit in federal

district court for breach of fiduciary duty, charging the trustee with an imprudent valuation

for failing to apply a discount for lack of marketability (DLOM) to the redemption price.
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The court, applying a due deference standard, found that the trustee had acted within

its discretion by accepting the valuation without a DLOM, based on Amsted’s history of

redeeming employees’ stock in full and in cash, as though sold on the open market.

On appeal, although the Seventh Circuit upheld the due deference standard as correct,

that court added that ‘‘a discretionary judgment cannot be upheld when discretion has not

been exercised.’’ The appellate court observed that there was no indication in the record

that the trustee had considered how best to balance the interests of the various partici-

pants in the ESOP in the novel circumstances created by the company’s acquisition or

how that affected the risks borne by ESOP participants. Accordingly, the court remanded

for a determination as to whether, under the circumstances, the trustee acted un-

reasonably by failing to apply a DLOM.

INVOLVING A DISCOUNT FOR LACK OF CONTROL

Howard v. Shay.9 This was a class action suit in which ESOP participants sued for

undervaluation on termination of the ESOP and sale of its 38.6 percent stock interest to a

trust controlled by the controlling stockholder. One of the many issues was whether a

series of minority interest discounts should have been taken and, if so, their magnitude.

The first discount applied was 60 percent from NAV on a 50 percent interest in a

Japanese real estate holding company, in which the Japanese partner was the managing

partner. It is not clear exactly how much of this 60 percent was for lack of control be-

cause other factors were included, such as the confiscatory Japanese real estate capital

gains structure, adverse changes in the Japanese real estate market, and questionable con-

fidence in the real estate appraisal.

The appraiser then applied a 45 percent minority discount to the stock held by the

ESOP. This was based partly on REIT discounts from NAV at the time plus lack of divi-

dend distributions. The appraiser then applied a 50 percent discount for lack of market-

ability. The case was heavily litigated, but in the end the appraiser’s value was upheld.

Reich v. Hall Holding Co.10 The ESOP owned a 9.96 percent interest in Hall Holding

Co. stock. One expert had considerable experience in the industry. The court accepted his

conclusion of company value based on DCF, comparable acquisitions, and the guideline

public company method, but the court did not accept his opinion that there should be no

minority interest discount. The other expert had considerable experience in valuing stock

for ESOP purposes. The court concluded that a 13 percent minority discount should be

applied to the industry expert’s discounted cash flow value and comparable acquisitions

value, because the ESOP held only 9.96 percent of Hall Holding stock. The court also

held that the minority discount should not apply to the value derived from the guideline

public company method, because that analysis yielded a minority interest value.

Chao v. Hall Holding Co., Inc.11 The U.S. Department of Labor brought suit against

Hall Holding Co. and others on the grounds, among others, that they breached their fidu-

ciary duty by purchasing Hall Holding stock for the employee stock ownership plan

(ESOP) without conducting a prudent and independent investigation to determine the

stock’s fair market value.

Goldman Financial Group, Inc. (GFGI), purchased Hall Chemical Co., through Hall

Holding Co. (Hall Holding). Hall Chemical was Hall Holding’s primary asset, with

Hall Holding owning 95 percent of Hall Chemical. The decision was made to create Hall
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Chemical ESOP, and a valuation expert was hired to value Hall Chemical. However, the

expert was not informed and never knew that the purpose of the valuation was to deter-

mine how much an ESOP should pay for Hall Chemical stock. The expert concluded that

Hall Chemical was worth between $32.4 and $37.4 million, exclusive of debt. Based on

this valuation, Hall Chemical’s president and vice president, who were also trustees of

the ESOP, offered to and did purchase for Hall Chemical ESOP 110 shares, or 9.9 per-

cent, of Hall Holding stock for $3.5 million (the appraiser had not valued Hall Holding,

however).

The District Court, finding that Hall Holding stock should have been valued, con-

ducted its own valuation. The court concluded that the fair market value of Hall Holding

stock was $2,450,451. It arrived at this value by using the valuation expert’s range of

value for the Hall Chemical stock, subtracting a $13.6 million debt of Hall Holding, and

applying a 13 percent minority discount to account for the fact that the ESOP purchased

only a minority interest (9.96 percent) in Hall Holding (as well as other discounts, includ-

ing a 5 percent marketability discount). This decision was affirmed on appeal.

SUMMARY

The main lesson of this chapter is that ESOP valuations should be done for that purpose

only, with ESOP regulations in mind, and that valuations done for other purposes should

not be relied on for ESOP purposes. It is best to retain an appraiser who has experience

with ESOP valuations.
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Chapter 24

Discounts and Premiums
in Divorce Disputes

By Angelina McKedy

Control Premiums in Divorce

Discounts for Lack of Marketability in Divorce

Discounts for Lack of Voting Rights in Divorce

Key Person Discounts in Divorce

The Effective Discount for Personal Goodwill in Divorce

Active versus Passive Appreciation

Summary

In this chapter we will look at the premiums and discounts associated with business valu-

ations done in marital dissolution cases. Divorce cases are unique in that the laws that

dictate are on a state-by-state basis and can vary depending on the state the case is in;

therefore, applicability of discounts and premiums can vary by jurisdiction. An appraiser

needs to know and understand which discounts and premiums are allowable in each state

and how to properly apply them.

CONTROL PREMIUMS IN DIVORCE

In many divorce cases the asset being valued is on a controlling basis (that is, the husband or

the wife or both are the sole owners). If the interest being valued is a controlling interest, the

basis on which the methodologies are chosen needs to reflect that. In the income approach this

allows for controlling adjustments to be made to the financials. In the market approach, utiliz-

ing the M&A method delivers a controlling value; however, in some cases, using the guideline

public company method delivers a minority value. If the basis is a minority basis, then the

indicated value needs to be adjusted to reflect the controlling nature of the assets. The extent

of the control premium is dependent on how easily the controlling shareholder can change

corporate policy, structure, compensations, and financing to name a few. The facts and circum-

stances of each valuation assignment need to be considered, for example, whether the articles

of incorporation have provisions that would limit the controlling shareholders’ power.

DISCOUNTS FOR LACK OF MARKETABILITY IN DIVORCE

The effects of marketability are similar in divorce cases. In most cases the asset being

valued is not being sold, but if it falls under the fair market value standard the appraiser
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needs to consider willing buyer and willing seller. The appraiser also needs to consider

the state statutes and case law regarding the acceptability of discounts for lack of mar-

ketability in divorce cases. Unique aspects to the discount for lack of marketability in

divorce cases require understanding the ownership structure and involvement of

the spouse or spouses in the business because these factors can affect the DLOM. Also

consideration needs to be paid to whether the interest is a controlling interest or a

minority interest; both can affect the magnitude of the DLOM. In some states, the stan-

dard of value is ‘‘fair value.’’ Most of these states do not allow discounts for lack of

marketability.

DISCOUNTS FOR LACK OF VOTING RIGHTS IN DIVORCE

This discount is sometimes reflected in the discount for lack of control or lack of market-

ability; however, in some circumstances this discount may be taken separately from

these measures. According Bruce Richman’s Guide to Tax and Financial Issues in

Divorce, ‘‘Of the studies performed, they have consistently found that the incremental

difference in value between voting and nonvoting shares was not great when all other

things are equal. The percentage discounts are in the range of 1 percent to 3 percent.’’1

KEY PERSON DISCOUNTS IN DIVORCE

This issue is critical in divorce cases. Most states view postmarital efforts of either

spouse to be separate of marital property. If one or the other spouses is key to the busi-

ness, an appropriate discount needs to be reflected for the potential loss of this person.

This discount can also be reflected as an adjustment to compensation; many times a key

person takes on multiple positions in a company, and the business would need to replace

that key employee with more than one person. This discount is also sometimes reflected

as an adjustment to the indication of value appropriated to personal and enterprise good-

will (which will be discussed later in this chapter).

In order to determine a key person discount, an appraiser needs to consider the impact

that the loss of that key person would have on the earnings of the company. Also for

consideration is the management relationship with key employees; if one or the other

spouses has a positive relationship with key employees and the other spouse has an

adverse relationship, this needs to be considered in the valuation.

THE EFFECTIVE DISCOUNT FOR PERSONAL
GOODWILL IN DIVORCE

Many states do not recognize the personal goodwill efforts of a spouse as marital pro-

perty and therefore not divisible. As quoted in a Florida case, Williams v. Williams:2

the goodwill of (a) professional practice can be a marital asset subject to division in a dis-

solution proceeding, if it exists and was developed during the marriage. . . . However . . .

for goodwill to be a marital asset, it must exist separate and apart from the reputation and

continued presence of the marital litigant.3
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If one spouse is a key employee to the business, such as a doctor who owns a personal

practice, that spouse has typically developed personal relationships with clients and

employees, so much so that a portion of the success of the business and its earnings

stream is dependent on that spouse continuing in the business in the same manner. An

appraiser will conclude a value for the business and then apply a proportion of the in-

tangible value between personal and enterprise goodwill. Factors to be considered in

quantifying personal goodwill include (as referenced in the In re Marriage of Lopez):4

� The age and health of the professional

� The professional’s demonstrated earning power

� The professional’s reputation in the community for judgment, skill, and knowledge

� The professional’s comparative professional success

� The nature and duration of the professional’s practice, either as a sole proprietor or as

a contributing member of a partnership or professional corporation5

Other factors to be considered by the appraiser are the individual’s business relation-

ships, specialized skill or knowledge, and how many hours she or he works compared

with similar professionals.

ACTIVE VERSUS PASSIVE APPRECIATION

As stated throughout this chapter, some states recognize a distinction between active and

passive appreciation in a business. This application comes into play when a spouse be-

comes married after a business has been formed and the martial property is the appreci-

ated value of the business during the marriage. This appreciation can be attributed to both

active and passive appreciation. Active appreciation is the decision making and skill of

the owner to grow the business, where passive appreciation is growth by changes in fac-

tors that are out of the control of the owner (such as inflation rate, equity risk premiums,

and so forth). Active appreciation is then viewed as a marital asset and divisible between

the parties, but passive appreciation remains a separate asset.

One way to determine this appreciation is to conduct a cash flow analysis as of the

date of the marriage and conduct a second analysis as of the date of separation. An

appraiser would then take the date of separation cash flows and holding all other factors

constant apply the date of marriage factors for risk-free rate, equity risk premium, and

size premium. The appraiser can then see how the date of marriage inputs would affect

the value of the date of separation valuation and help determine how much of the increase

may be due to passive appreciation in the inputs. The amount allocated to passive appre-

ciation would then be discounted in the increase in value of the company.

SUMMARY

An appraiser needs to be most aware of applicable laws for divorce cases when conduct-

ing a valuation to ascertain which discounts and premiums may be applicable. An

appraiser needs to consider control premiums (or, inversely, a minority discount), dis-

counts for lack of marketability, discounts for lack of voting rights, discounts for key
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person, how the effect of personal vs. enterprise goodwill and how active vs. passive

appreciation will change the value of a business for divorce purposes.
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1. Bruce Richman, Guide to Tax and Financial Issues in Divorce (New York: John Wiley & Sons,
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Chapter 25

Discounts and Premiums in
Corporate and Partnership
Dissolution and Oppression
Cases

By Noah J. Gordon

Dissolution for Shareholder (Partner) Oppression

Discounts
Minority and/or Marketability Discounts Rejected
Marketability Discounts Permitted
Minority (Lack of Control) Discounts Permitted
Discounts Decided Case by Case
Other Discounts

California Oppression Cases

Delaware’s Approach

Summary

DISSOLUTION FOR SHAREHOLDER (PARTNER) OPPRESSION

Oppressed shareholders or partners are usually minority owners who have been treated

unfairly or prejudicially by the majority shareholders or the board of directors in a corpo-

ration, or by the majority partners in a partnership. On rare occasions, a majority owner

may be oppressed by a minority shareholder.1 Oppression cases often involve shareholder

or partnership employees and can involve termination of dividends, compensation, or

employment, or a siphoning of corporate or partnership assets for the benefit of the ma-

jority at the expense of the minority. In these cases, in the majority of states, shareholders

or limited partners may petition to dissolve the corporation or partnership to regain what

was taken from them. Usually, the corporation or partnership may elect to buy their

shares or interest at fair value, or the courts may order the buyout with the powers given

by the individual state’s statute. Because the concepts that follow apply to shareholders

and, in some cases partners, we use the term shareholders to also include partners.

While similar to appraisal actions in some respects, oppression/dissolution actions do

not involve dissent from corporate action. Delaware, which is considered a bellwether of

corporate law and is the state most looked to for guidance on appraisal actions, does not

even have a judicial dissolution statute and instead determines whether actions taken by
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controlling shareholders meet an entire fairness standard that is comprised of a fair deal-

ing prong and a fair price prong. This approach is discussed next.

Because of the relative lack of control and the lack of liquidity faced by many minor-

ity shareholders, appraisers often apply discounts for lack of control and a lack of mar-

ketability to the pro rata value of the enterprise to account for the minority’s relative lack

of control and illiquidity. In proceedings that look to determine fair value, however, a

significant controversy is whether the application of one or both of these discounts is

appropriate to compensate oppressed shareholders in a judicial proceeding. Occasionally

other discounts, such as a discount for trapped-in capital gains, are also applied.

Although most states apply a fair value standard of value in minority oppression

actions, the statutory definition of ‘‘fair value’’ may differ from one state to the next, and

the parameters of judicially created ‘‘fair value’’ in oppression cases may similarly differ

among the states. Courts in most states look to the definition of value in the state’s dis-

senters’ rights statutes. Even if the same statutory definition of fair value is used, such

definitions are sufficiently loose to endow the courts with broad discretion and leeway, so

that different jurisdictions may develop different approaches to fair value using the same

statutory definition. Thus, different jurisdictions may differ in their view of fair value and

whether discounts should be applied.2

An increasing number of states have enacted ‘‘judicial dissolution statutes.’’ These

generally allow minority shareholders to sue for dissolution of the corporation or partner-

ship if they can demonstrate minority oppression or a deadlock on decision making. As

can be seen in Exhibit 25.1, a majority of states now have such statutes.

Some of the statutes specify a minimum percentage of the shares outstanding required

to bring a judicial dissolution action. California is among the highest of these, requiring

at least 33 1/3 percent of the stock in order to bring an involuntary judicial dissolution

action;3 yet, California has more judicial dissolution cases than any other state.

Although there is little uniformity in the remedy for minority oppression, there are

key issues involved in the determination of fair value for oppressed minority sharehold-

ers. One of the most significant issues is whether discounts and/or premiums are applica-

ble at the shareholder level. If the discounts or premiums are permitted, the issue is what

their magnitude should be.

The judicial opinions that have addressed these issues vary considerably from state to

state:

1. Some do not allow either lack of control or lack of marketability discounts.

2. Some allow discounts for lack of control but not for lack of marketability.

Exhibit 25.1 Dissolution Statutes

Has Judicial Dissolution Statute

Alabama, Alaska, Arizona, Arkansas, California, Colorado, Connecticut, District of Columbia, Florida,

Georgia, Hawaii, Idaho, Illinois, Indiana, Iowa, Kentucky, Louisiana, Maine, Maryland, Massachusetts,

Michigan, Minnesota, Mississippi, Missouri, Montana, Nebraska, New Hampshire, New Jersey, New

Mexico, New York, North Carolina, North Dakota, Ohio, Oregon, Pennsylvania, Rhode Island, South

Carolina, South Dakota, Tennessee, Texas, Utah, Vermont, Virginia, Washington, West Virginia, Wiscon-

sin, Wyoming

No Judicial Dissolution Statute

Delaware, Kansas, Nevada, Oklahoma, Guam, Northern Mariana Islands, Puerto Rico, Virgin Islands
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3. Some allow discounts for lack of marketability but not for lack of control.

4. Several states have taken the position that discounts for lack of control and lack of

marketability must be decided in each case on the basis of the facts and circumstances

of that case.

The balance of this chapter discusses these permutations.

DISCOUNTS

MINORITY AND/OR MARKETABILITY DISCOUNTS REJECTED

In the Maryland case East Park Ltd. Partnership v. Larkin,4 the court, in determining

whether discounts should be applied to determining fair value of withdrawing limited

partner interests, noted that the majority of states that have considered the issue in the

dissenting shareholder context have concluded that discounts do not apply to a fair value

analysis. As to this issue, the court ruled that, ordinarily, discounts should not be applied

since no open market transaction takes place when a partner withdraws from a limited

partnership. The court also ruled, however, that as with dissenting shareholder cases, the

method used in determining the fair value of shares is specific to each case.

In Edler v. Edler,5 two brothers were co-owners of a closely held corporation. One

was the president and the majority shareholder with a 60 percent interest, and the other

owned the remaining 40 percent and was vice president. The corporation also owned two

parcels of land on which the brothers lived separately.

At some point, the majority brother began moderating the minority brother’s role by

demoting him to an hourly, rather than a salaried, employee; taking away his corporate

check-writing privilege; and finally, terminating his employment and replacing him with

the majority brother’s wife as vice president. The majority brother also underpaid rent

and retained revenue from the sale of corporate property.

The minority brother sought judicial dissolution of the corporation, claiming oppres-

sive conduct. The parties retained a joint expert to calculate the fair market value of the

minority 40 percent interest. The expert used a net asset approach, appraising the com-

pany as a going concern and applying a combined 30 percent minority and marketability

discount. Using this valuation as a starting point, the trial court ordered the majority

brother to buy out the minority brother’s interest, minus a 6 percent liquidation discount.

But it declined to apply the minority/marketability discount, relying on precedent that

rejected discounts in the dissenting shareholder context. The total buyout, including cer-

tain offsets and additional awards, amounted to approximately $334,000.

In determining the propriety of applying the statutory remedy for shareholder dissent

to shareholder oppression cases, the court found a direct analogy. ‘‘The exclusion of [the

minority owner] from the corporation created the same situation faced by a dissenter in a

closely held corporation,’’ it said. ‘‘The shareholder not only lacks control over corporate

decision making, but also upon the application of a minority discount receives less than

proportional value for loss of that control.’’ The same rationale applied to the rejection of

a marketability discount. Any other ruling would ‘‘minimize the finding of oppression,’’

the court said, and confirmed the trial court’s valuation.

As to the 6 percent liquidation discount, the minority brother conceded in his appel-

late brief that a ‘‘reasonable’’ remedy would be to put the parties in the same position as
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if the company were liquidated. He ‘‘cannot simultaneously complain that the liquidation

discount was inequitable,’’ the court ruled, and affirmed.

In Garlock v. Southeastern Gas & Power, Inc.,6 minority shareholders and Hilliard,

the majority owner, were also the employees of a natural gas marketing company. Hill-

iard was CEO and sole director. None of the shareholders executed noncompete or

employment agreements with the company. Although the business was formed as a cor-

poration, by the agreement of the shareholders it operated more like a partnership in light

of the fact that Hilliard, the company’s salesman and rainmaker, had to do eight months

prison time on a tax fraud conviction. The business was successful in Hilliard’s absence,

but became much more successful after his release from prison. Hilliard sought to expand

the business, but realized that under the current profit-sharing agreement, established dur-

ing his prison sentence and favorable to the minority owners, he could not. He then

sought to change the agreement through the use of employment agreements and other

devices, but was unsuccessful. Leveraging his voting power and position as sole director,

he then fired two of the minority owners, and the third resigned. The minority share-

holder then brought suit for dissolution of the business. Through Hilliard, the business

elected to purchase the minority owners’ interest.

The trial court determined that Hilliard was guilty of oppression and appointed an

appraiser to determine the fair value of the stock on the date Hilliard terminated the mi-

nority owners. The appraiser valued the business using an income approach. In valuing

the business, he applied a high equity risk premium. The premium was large, in part to

account for Hilliard’s key man position in the company. Hilliard’s key man position was

also considered in the expert’s use of a high salary for him. The expert also considered an

offer to purchase the business for $5.5 million, which had been rejected by Hilliard and

the minority owners. The expert lastly applied a discount for lack of marketability to the

whole company in his valuation. He determined that the fair market value of the com-

pany was greater than $2.4 million.

In considering the court-appointed expert’s valuation, the court noted that ‘‘[a]s a

general proposition, the Court considered market value, equitable considerations,

practical considerations and changes in condition of the company from the market

valuation date’’ when determining the fair value of a company. It found that both mi-

nority and lack of marketability discounts were inappropriate under the facts of the

case, concluding that it would be inequitable to impose a minority discount where the

minority shareholders’ loss was more than simply being forced to sell their shares

since Hilliard had made the final decision to change the arrangement under which the

business had been organized. It also considered the importance of Hilliard to the com-

pany, the lack of noncompete agreements, and the volatility of the natural gas market.

It concluded that the company had a fair value of $2.4 million, and the plaintiffs were

collectively entitled to $936,000.

The Oregon Court of Appeals in Hayes v. Olmstead7 summarily dismissed minority

and marketability discounts, stating that Oregon courts had previously determined that

these discounts were not appropriate in determining the fair value of the stock of a victim

of oppressive conduct.

In In re Penepent,8 a shareholder in a close corporation petitioned for dissolution, and

his brother, another shareholder, elected to purchase his shares at fair value. After the

election, but before a determination as to fair value, the petitioning shareholder died. A

shareholder agreement provided that, upon the death of any shareholder, the share-

holder’s estate must surrender the deceased’s stock to the corporation in exchange for a
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specified price. That price was less than fair value. New York State’s highest court, the

Court of Appeals, held that the brother who elected to purchase the petitioning share-

holder’s stock at fair value remained bound by that election.

In determining fair value, the court also ruled that the value of the shares of the

first minority shareholder who had petitioned for dissolution should not be discounted

for increased lack of marketability merely because another dissolution proceeding

brought subsequently by another minority shareholder was pending when the second

petition was filed (generally, New York courts have accepted a discount for lack of

marketability in oppression cases, but not a discount for lack of control). The court

reasoned that although any litigation pending against the corporation could be consid-

ered in assessing the fair value of the corporation’s shares, the pending dissolution

proceeding had no bearing on fair value since the other shareholders had elected ir-

revocably to purchase the shares of the initial petitioner, and thus the corporation

itself was in no danger of dissolution.

The court also ruled that a minority shareholder’s stock should not be further dis-

counted because of its minority status, because to impose upon petitioning minority

shareholders a penalty because they lacked control would improperly deprive them of

their proportionate interest in the corporation as a going concern and would result in

shares of the same class being treated unequally.

One of the most important issues in Powell v. Anderson9 was whether the trial court

erred in applying discounts for lack of control and lack of marketability in valuing a

minority shareholder’s imputed interest under her claim for usurpation of a corporate

opportunity. On review, the court of appeals first held that it was error to apply a discount

for lack of control because this case was essentially a court-ordered buyout of the minor-

ity owner’s imputed interest in the corporation. Prior case law in the state (Minnesota)

had already determined that such a discount fails to fulfill the legislative purpose of pro-

tecting minority shareholders in court-ordered buyouts. The appellate court also looked

to precedent (see the upcoming discussion of Advanced Communication Design, Inc. v.

Follett) on court-ordered buyouts in holding that a discount for lack of marketability was

not appropriate absent ‘‘extraordinary circumstances.’’ Accordingly, the trial court was

ordered to determine on remand whether such extraordinary circumstances existed.

In Ex parte Baron Services, Inc.,10 a shareholder oppression case, the Alabama Su-

preme Court rejected the application of an entity level marketability discount because

the company’s expert did not rely on publicly traded companies and did not use the

guideline public companies approach. The Court also rejected a shareholder level mar-

ketability discount because it found that any ‘‘cost of capital’’ difference between the

subject company and public companies was accounted for in the discount and capitaliza-

tion rates used in the valuation.

In DiLuglio v. Providence Auto Body,11 the trial court refused to apply a minority

discount and a discount for lack of marketability when it valued the minority sharehold-

er’s 20 percent interest. The trial court had ruled that neither minority interest nor lack of

marketability discounts would be applied because ‘‘the sale of this minority block of

stock was assured because a known and qualified buyer . . . existed to purchased [the

minority owner’s] shares’’—that buyer being the majority owner. The court’s reasoning

was not based upon the express language or the underlying purpose of the dissolution

statute, however, so that implying there was a market that enhanced marketability based

on the majority owner’s purchase under the dissolution statute seems to constitute a tau-

tology. In affirming, the Rhode Island Supreme Court did not address this seemingly
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circular reasoning, but merely focused on the end result and stated that it was following

precedent that had adopted the rule of not applying a minority discount or a discount for

lack of marketability in such dissolution proceedings.

MARKETABILITY DISCOUNTS ACCEPTED

A Minnesota case, Advanced Communication Design, Inc. v. Follett,12 where a minority

shareholder in a closely held corporation sought dissolution as a counterclaim to the

company’s suit against him for breach of fiduciary duty, is an example of a case where a

marketability discount was permitted. The Minnesota Supreme Court reviewed the state’s

dissenters’ rights statute and noted that it was designed to produce a fair and equitable

result, and that allowing a marketability discount could enable the corporation to reap

the benefits of oppression. At the same time, the court chose not to apply a bright-line

rule barring marketability discounts in all cases since that may not be equitable from

case to case. The court noted that the exclusion of a marketability discount in this case

yielded a valuation that was in excess of the company’s operating cash flow, net income,

or net worth. The court employed a marketability discount to yield a more equitable

value at which the minority shareholder could be bought out. This was viewed as an

extraordinary circumstance, as recognized by the American Law Institute (ALI) in its

definition of fair value.

Similarly, Devivo v. Devivo,13 a Connecticut case, relying on Advanced Communica-

tion, found extraordinary circumstances where the company would not be able to achieve

the liquidity to compensate the departing shareholder, so the court applied a marketabil-

ity discount in order to be fair to the parties involved. Specifically, the fair value of the

company was 1.6 times the company’s net worth, more than 2.7 times its operating cash

flow, and 7 times its net income for that year; this warranted application of a 35 percent

lack of marketability discount.

In Balsamides v. Protameen Chemicals,14 a 50 percent shareholder claimed oppres-

sion and brought a dissolution action pursuant to New Jersey’s oppression statute, which

permits the consideration of equitable adjustments in case of illegal, fraudulent, or op-

pressive conduct. The trial court rejected the idea of dissolving the corporation, conclud-

ing that it was worth significantly more as a going concern. It concluded that a buyout by

the plaintiff shareholder presented the greatest possibilities of resolving the matter

quickly and of maximizing the benefit to both parties. It reached this conclusion based

on its belief that the defendant was more at fault; that the company’s dynamic

growth primarily resulted from the plaintiff’s skill and connections; and that most

customers viewed the plaintiff as the face of the company. Accordingly, the trial

court ordered the defendant shareholder to sell his interest in the company to the

plaintiff shareholder, and, in determining the fair value of the shares, accepted the

plaintiff’s expert’s use of the excess earnings method, which resulted in a 35 percent

lack of marketability discount. On appeal, the New Jersey Appellate Division

reversed as to the discount, finding that such a discount was inappropriate because

there was no sale of the defendant’s stock to the public, nor was the plaintiff buying

an interest that might result in the later sale of that interest to the public. On further

appeal, the New Jersey Supreme Court reversed, concluding that the lack of market-

ability discount was appropriate in this particular case. The court reasoned that the

discount would ensure that the oppressing defendant shareholder was not unjustly

enriched by the undiscounted value of his shares since disallowing the discount
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would force the oppressed plaintiff shareholder to incur the effects of the diminished

value if he were ultimately to sell the company to an outside investor.

MINORITY (LACK OF CONTROL) DISCOUNTS ACCEPTED

In another Connecticut oppression case, Johnson v. Johnson,15 the Connecticut court,

finding that the alleged oppressive conduct (failure to declare dividends and to nominate

the plaintiffs to the board) did not constitute oppression, assessed a 20 percent lack of

control discount. The court indicated that the decision was within its discretion and that

assessing the discount was in accord with ‘‘sound business judgment.’’

It should be noted, however, that subsequent to the time Devivo and Johnson were

handed down, Connecticut adopted the American Bar Association’s 1999 Revised Model

Business Corporation Act (RMBCA), which provides that fair value is determined with-

out discounting for lack of control or lack of marketability.16 This change most likely

will impact Connecticut’s case law regarding the applicability of discounts in the deter-

mination of shareholder fair value in oppression cases, since the courts typically look to

the fair value definition in the state’s appraisal statute for guidance in determining fair

value in oppression cases—notwithstanding the ALI’s position that fair value can be

viewed differently for oppression and dissent cases. In fact, some courts have expressly

indicated that they believe that the meaning of ‘‘fair value’’ is the same in both the share-

holder dissent and shareholder oppression contexts.17

The New Mexico courts have ‘‘vast discretion’’ in deciding whether to apply dis-

counts in arriving at fair value. In McCauley v Tom McCauley & Son, Inc.18 the trial

court applied a 25 percent lack of control discount in a closely held family corpora-

tion where it found that the minority shareholder had been frozen out of corporate

management and profit sharing. On appeal, the plaintiff minority shareholder argued

that had the court ordered liquidation, as she claimed it was required to do, she would

have received her proportionate share of the corporation’s assets. The appellate court

in affirming noted that the trial court was not bound to simply order dissolution, but

could choose from a variety of available remedies ‘‘including utilization of its reser-

voir of equitable powers.’’

In the federal case Hall v. Glenn’s Ferry Grazing Assoc.,19 which interpreted Idaho

law, the court permitted a minority discount. Hall was a minority shareholder in Glenns

Ferry Grazing Association (GFGA). The purpose of GFGA was to ‘‘engage in the busi-

ness of providing . . . lands for grazing and recreational purposes.’’ Dissension devel-

oped between Hall and the other shareholders, and Hall brought suit in federal district

court for dissolution of GFGA based on oppression.

To arrive at a fair value of GFGA, Hall’s expert used the adjusted net tangible

asset method, subtracting tangible liabilities from tangible assets, and then adjusting

for market value. The expert also used comparable sales of land. GFGA’s expert cal-

culated a minority discount of 8.74 percent, which the court accepted and applied.

Hall objected to the discount. The court, however, referenced a comment to the ap-

praisal statute, which states in pertinent part that ‘‘[i]n cases where there is dissension

but no evidence of wrongful conduct, ‘fair value’ should be determined with refer-

ence to what [Hall] would likely receive in a voluntary sale of shares to a third party,

taking into account his minority status.’’ The court found dissension but no wrongful

conduct, and, accordingly concluded that fair value should be determined by taking

into account a minority discount.
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DISCOUNTS DECIDED CASE BY CASE

The courts in Illinois have taken the position in oppression cases that the issue of lack of

control and lack of marketability discounts should be decided on a case-by-case basis

depending on the facts and circumstances of the particular case. This approach was used

by the court in Jahn v. Kinderman,20 which said, ‘‘We believe that Illinois law firmly

establishes that [shareholder level discounts] [are] a matter for the trial court’s discre-

tion.’’ (In that case, noting the preponderant view that such discounts are not to be ap-

plied in determining fair value, the court rejected the application of discounts.) It should

be noted, however, that Illinois modified its dissenters’ rights statute to provide that fair

value is determined without discounting for lack of control, and, absent extraordinary

circumstances, lack of marketability.21 This change will inevitably reduce the courts’ dis-

cretion in this area.

Massachusetts courts have also failed to adopt a bright-line rule against discounts

and determine the issue on a case-by-case basis. In Keating v. Keating,22 the 49 per-

cent minority shareholder in a family-owned close corporation brought suit against the

majority shareholder, his father, for breach of fiduciary duty on the grounds that by

discharging him, his father froze him out of his stock ownership. The court found that

a freezeout had occurred and ordered a buyout. In determining the value to which the

son was entitled, the court said, ‘‘The Court must decide whether it is appropriate to

compute damages on the basis of the stock’s fair value or its discounted fair market

value.’’ The court also noted, ‘‘Where freezeout conduct is of an exacerbated nature

without mitigating factors, then the remedy should include a punitive aspect. Conduct

that intentionally inflicts injury on a blameless fiduciary is an example of conduct that

warrants no marketability discount. On the other hand, the absence of a mens rea may

well warrant consideration of mitigation and the award of compensatory damages

which more approximates fair market value damages.’’ The court held that the father’s

decision to discharge the son ‘‘was a highly emotional one without an analysis of the

repercussions’’ and, thus, found discounts appropriate since there were no exacerbat-

ing factors. Significantly, the court considered the conduct of the parties when deter-

mining whether to apply a discount.

New York courts, while generally rejecting discounts for lack of control, have also

permitted discounts in the determination of fair value and have ruled that market value

comprises one component of fair value.23

Thus, for example, in the New York case In the Matter of Markman,24 a 50 percent

shareholder in each of three closely held corporations petitioned for judicial dissolution,

alleging wrongdoing, including that the manager/director had paid himself excessive

compensation, purchased his wife a life insurance policy, and rented a luxury car for their

personal use. In response, the nonpetitioning shareholders invoked their statutory right to

purchase the petitioner’s shares and avoid liquidation.

The parties submitted the issue of the fair value of the petitioner’s shares in two cor-

porations to a special referee, but only the nonpetitioners offered expert valuation evi-

dence. The referee relied on this evidence, accepting an income/investment value method

to capitalize the excess earnings via a cash flow analysis for the first company, and

accepting a comparable sales approach for the second company. Although the petitioner

had not challenged either valuation or obtained additional expert appraisals, on appeal,

the petitioner claimed that the referee had failed to adjust either valuation for the alleged

misdeeds by the corporate director/manager.
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The trial court agreed, concluding that the referee had erred in valuing the shares of

the first corporation without considering petitioner’s allegations of misappropriation of

corporate funds. The court reasoned that those allegations were relevant to the proper

valuation of petitioner’s shares if any alleged misconduct adversely impacted the corpora-

tion’s value. In fact, the court said that the issue of misappropriation was ‘‘intertwined

with the determination of ‘fair value’ of [a] petitioner’s shares.’’ If proven, the alleged

misappropriation of corporate funds would have had a detrimental effect on the corpora-

tion’s value under the investment value method. Specifically, net income would have to be

adjusted by eliminating excess compensation and the unauthorized purchase of personal

life insurance and rental of a luxury car. As for the valuation of the second corporation,

the court ruled that the referee had erred in refusing to adjust the stock valuation by add-

ing the corporation’s excess cash. Accordingly, the court remanded the case to the referee.

OTHER DISCOUNTS

The case of Murphy v. U.S. Dredging Corp.,25 demonstrates how discounts other than

those for lack of control or lack of marketability may be handled in oppression cases. In

Murphy, the company held property with $11.6 million in capital gains taxes that had

been deferred. After minority shareholders brought suit to dissolve the company, and the

company agreed to purchase their shares at fair value, a key issue was how to handle the

built-in capital gains.

The company’s expert deducted 100 percent of the $11.6 million deferred capital

gains tax to arrive at a company value of approximately $15 million, to which he applied

a 15 percent discount for lack of marketability to arrive at a value of $12.8 million. The

minority owners’ expert deducted approximately $3.4 million in gains tax representing

present value, assuming liquidation in 19 years, to arrive at a company value of $24.8

million. He applied no discount for lack of marketability.

The New York trial court agreed that liquidation was not imminent, but also found

persuasive the minority owners’ position that such liquidation would occur in the future

after a lengthy holding period. Accordingly, it concluded that while a willing buyer

would not expect to deduct the entire gains tax, some deduction for this tax was appropri-

ate. The court reasoned:

under these circumstances with the [built-in gains] representing such a large portion of cor-

porate assets it appears that a willing purchaser would expect to deduct the present value of

the [built-in gains] tax along with a percentage for lack of marketability.

Therefore, the court deducted the $3.4 million present value of the gains tax liability and

applied a 15 percent discount for lack of marketability to arrive at a net asset valuation of

the company of approximately $18 million.

CALIFORNIA OPPRESSION CASES

California’s minority oppression dissolution statute, California Corporations Code

§ 2000, which must be invoked by the majority shareholder(s) seeking to avoid dissolu-

tion, provides that a complaining minority shareholder who seeks dissolution of the cor-

poration is entitled to ‘‘fair value.’’ However, unlike ‘‘fair value’’ in most states, fair

value in California is ‘‘determined on the basis of the liquidation value as of the valuation
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date but taking into account the possibility, if any, of sale of the entire business as a going

concern in a liquidation.’’26

‘‘Fair value’’ in California does not mean ‘‘fair market value.’’ Not only did the Califor-

nia legislature not use the term ‘‘fair market value’’ (which it used in the state’s appraisal

statute), but the elements of ‘‘fair value’’ provided in section 2000 do not include some of

the elements typically found in a ‘‘fair market value’’ standard, such as a willing buyer and

seller. Instead, the seller (the majority) is unwilling and is under a compulsion to sell. For

example, in Ronald v. 4-C’s Packaging Inc.,27 the court rejected a valuation that assumed

that ‘‘fair value’’ in section 2000 is the equivalent of ‘‘fair market value’’ and accordingly

the court rejected an appraisal that relied solely on a price-earnings ratio analysis.

Notwithstanding that a ‘‘fair value’’ determination, and not a ‘‘fair market value’’

determination, is the goal, section 2000 can require a valuation exercise that is conducted

in connection with a fair market value analysis: a determination of value based on a hy-

pothetical willing buyer and hypothetical willing seller. That is because there is inherent

in section 2000 a dual valuation concept. The first value to be determined is the piece-

meal liquidation value of the company’s assets. The second is the company’s going con-

cern value in liquidation, if a going concern in liquidation sale is possible, which means

that an appraiser must evaluate the possibility that a buyer can be found for the company

before its assets are liquidated piecemeal.28 Because the going concern in liquidation

value must be determined where such a going concern sale is possible:

[S]ection 2000 necessarily requires that the appraisers contemplate a hypothetical sale sce-

nario: a sale of the entire corporation, in a liquidation setting, on the valuation date. Fur-

ther, since the corporation will almost always be closely held, ‘‘there will be no actual

market value or any actual cash sales by which the market value could be determined. There-

fore, the value to be determined must necessarily be a constructed or hypothetical market

value at which the hypothetical willing seller would sell and the hypothetical willing buyer

would purchase’’ (Citing 2 Marsh et al. Cal. Corporation Law (4th ed. 2001 supp.) § 21.08

[C], pp. 21-45).29

Thus, in Mart v. Severson,30 the California Court of Appeals held that the appraisers

applied section 2000 properly by assuming that a hypothetical willing seller of the corpo-

ration would execute a covenant not to compete with the corporation after the sale, and

reversed the trial court’s decision that rejected the appraisers’ fair value determination

because it found that determination was premised upon the execution of an effective cov-

enant not to compete by the parties and no such covenant had been or could be executed

in the case. In that case, the court also indicated that the appraisers should assume that

the parties to the hypothetical sale would negotiate the other requisite terms to the hypo-

thetical sale agreement, which presumably could include employment agreements, war-

ranties, representations, indemnities, and other terms that might not be given in reality.

In these dissolution matters discounts for lack of control are typically not considered.

The California Appellate Court stated the reasoning for this in Brown v. Allied Corru-

gated Box Co.:31

It has been noted, however, that the rule justifying the devaluation of minority shares in

closely held corporations for their lack of control has little validity when the shares are to be

purchased by someone who is already in control of the corporation. In such a situation, it can

hardly be said that the shares are worth less to the purchaser because they are non-

controlling.
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As a result of this reasoning, business appraisers also do not generally apply a dis-

count for lack of marketability in a section 2000 action.

Brown v. Allied Corrugated Box Co. (California).32 This California case is often cited

for the general rule that, under the California shareholder dissolution statute, the op-

pressed shareholder is entitled to a proportionate share of the enterprise value with no

minority discount.

The remedy for oppression under the California statute is to dissolve the corporation

and distribute the proceeds to the stockholders. Dissolution can contemplate selling the

business of the dissolving company to a third party as a going concern. The controlling

shareholders can avoid the dissolution by paying the oppressed stockholders fair value.

This is interpreted to mean not less than the proceeds that would be realized if the corpo-

ration were dissolved, including proceeds if the business of the corporation were sold as a

going concern, if that would be the most valuable option.

California corporate attorney Arthur Shartsis explains this process thoroughly and

takes the position that courts often overvalue because they fail to take into account all

the costs and risks of dissolution.33

Ronald v. 4-C’s Electronic Packaging, Inc. (California).34 Another frequently cited

California dissolution case quotes Brown and confirms the position:

[T]he Brown court held that where a decision is made to buy the plaintiffs’ shares to avoid a

dissolution of the corporation, the shares are not to be devalued even though they represent a

minority interest in the corporation. (91 Cal. App. 3d at pp. 485–487.) The court then

emphasized that ‘‘there is no question but that the lack of control inherent in plaintiffs’ mi-

nority shares would substantially decrease their value if they were placed on the open mar-

ket.’’ (Id., at p. 486.) The court reasoned that ‘‘[had] plaintiffs been permitted to prove their

case and had the corporation then been dissolved, it is clear that upon distribution of the

dissolution proceeds each of the shareholders would have been entitled to the exact same

amount per share, with no consideration being given to whether the shares had been control-

ling or noncontrolling’’ [fn. omitted].

We agree with the Brown court that the lack of control inherent in plaintiff’s minority shares

should not be devalued under the statutory ‘‘buyout’’ procedure of section 2000.

DELAWARE’S APPROACH

Unlike many other states, Delaware does not statutorily provide oppressed minority

shareholders with a dissolution remedy, and only in the case of deadlock may sharehold-

ers file for the involuntary dissolution of the corporation (only Kansas and Oklahoma

follow suit in this regard). In addition, the Delaware Supreme Court has rejected the judi-

cial creation of special rules to protect minority shareholders of closely held corpora-

tions,35 in part as a matter of public policy, since actions for oppression generally run

counter to the doctrine of independent legal significance, given that the majority share-

holder has not violated any specific provision in the state’s corporations statute.

Instead, the Delaware courts have left the question of minority oppression for review

under an exacting ‘‘entire fairness’’ standard of judicial review, one component of which

is ‘‘fair dealing’’ and another component of which is a determination of ‘‘fair price,’’

which is akin to a determination of ‘‘fair value’’ in an appraisal action.36 In certain
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circumstances, the effective remedy for oppression is the appraisal remedy itself. How-

ever, if controlling shareholders or directors have failed the entire fairness test, damages

may go beyond the appraisal remedy. Conceptually, this is because the courts will treat

the claims independently, as though there were an appraisal action and, in addition, a

separate breach of fiduciary duty action.37 Delaware’s approach in the minority oppres-

sion area is thus unique.

SUMMARY

As this chapter has demonstrated, the majority of states that decide shareholder or partner

oppression cases provide the oppressed minority shareholder with fair value, and typi-

cally look to the state’s dissenters’ rights statute in deciding whether discounts are appro-

priate in determining such value. As in the majority of dissenters’ rights cases, discounts

for lack of control and lack of marketability are typically not permitted, although some

states do permit them under ‘‘extraordinary’’ circumstances and to promote the interests

of equity. A few states endow the courts with great discretion as to whether discounts are

permitted—essentially permitting the courts to make this determination on a case-by-

case basis. Finally, California has a unique shareholder dissolution scheme whereby

value is determined on a liquidation basis with consideration of the possibility of a sale

of the entire business as a going concern. Delaware, ordinarily a leader in corporate law,

does not even provide minority shareholders a judicial dissolution remedy. Overall, there

is little uniformity in the approaches taken by the other states; ‘‘[a] true legislative and

judicial patchwork has emerged.’’38
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INTRODUCTION

In this chapter we discuss consideration of discounts and premiums in the financial

reporting of reporting units, with particular emphasis on the appropriate treatment within

an integrated firm. While this book is not a treatise on financial reporting under FAS 141

(R) and 142, it is helpful to review some of the background prior to discussing the appli-

cability of premiums and discounts. The standard of value applicable for FAS 141R and

142 is fair value as referenced in these and other standards issued by the Financial

Accounting Standards Board (e.g., FAS 157, which actually defines fair value). There-

fore, when we use the term fair value in this chapter we mean the accounting definition,

not fair value in the context of shareholder disputes.

We also address consideration of discounts within the context of valuing share-based

compensation for financial reporting and valuing employee stock options (ESOs).
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FAIR VALUE OF REPORTING UNITS

Reporting units are a by-product of FASB Statement of Financial Accounting Standard

142 Goodwill and Other Intangible Assets (FAS 142) (June 2001). That accounting stan-

dard calls for grouping of firm assets, including goodwill, by reporting units. With the

adoption of FAS 142, goodwill was not subject to amortization but tested for impairment

at the reporting unit level, the same level as or one level below an operating segment as

defined in Disclosures about Segments of an Enterprise and Related Information No.

131 (FAS 131). Designating reporting units is based on FAS 131 operating segments be-

fore aggregation into reportable segments. (See ‘‘What Is a Reporting Unit?’’ discussed

next.)

Determining the value of a reporting unit is the first step in testing for goodwill im-

pairment. Because if impairment is indicated under the step 1 test, company assets must

be assigned to reporting units for a goodwill impairment testing, and those assets must be

valued in testing for impairment of goodwill in step 2; we will also discuss the appropri-

ate treatment of premiums and discounts in the valuation of a reporting unit. This discus-

sion is also relevant in the valuation of businesses accounted for under Statement of

Financial Accounting Standard 141(R) Business Combinations (FAS 141R) (December

2007).

WHAT IS A REPORTING UNIT?

A reporting unit may be at a level below the operating segment if the components of the

operating segment have different economic characteristics. The components with com-

mon economic characteristics become a reporting unit. Issues involved in identifying

reporting units are:

� Is it a business (Emerging Issues Task Force 98-3) for which discrete financial infor-

mation is available?

� Does segment management regularly review the operating results of that component

of the segment?

Two or more components of an operating segment are aggregated and considered a

single reporting unit if they have similar economic characteristics (SFAS 131, par. 17).

Companies have a great deal of discretion in identifying reporting units.

TESTING FOR IMPAIRMENT OF GOODWILL

Goodwill must be tested for impairment at least annually, though different reporting

units may be tested for impairment at different times. In addition, interim impairment

tests are required if an event occurs or circumstances change that would ‘‘more-likely-

than-not’’ reduce the fair value of a reporting unit below its carrying value, a so-called

triggering event. Examples of such events are such matters as significant adverse

change in business climate, legal issue, regulatory issue, change in competition, loss

of key personnel. Another reason for interim goodwill testing arises if a ‘‘more-likely-

than-not’’ expectation surfaces that a reporting unit (or significant portion) will be

sold or otherwise disposed of.
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Testing for goodwill impairment is a two-step test.

Step 1: Compare Fair Value to Carrying Amount (Including Goodwill) of

Reporting Unit
If the carrying amount (that is, book value) of the reporting unit is greater than fair

value of the reporting unit, then goodwill of the reporting unit may be impaired and

step 2 is required to measure impairment. Failure of the step 1 test indicates impairment

exists, but this reflects an aggregate net impairment across all assets. The impairment

may actually be in specific identified assets (requiring testing of impairment of those

assets) under Accounting for the Impairment or Disposal of Long-Lived Assets No. 144

(FAS 144) or to goodwill.

Step 2: Measure Excess of Recorded Goodwill over Its Implied Fair Value
Fair value of reporting unit minus the fair values of its recognized/unrecognized

assets (i.e., whether carried on the books or not) and liabilities (again whether carried on

the books or not), excluding goodwill, but including in-process research and development

of the segment.

The process of measuring the fair values of assets and liabilities is the same as a pur-

chase price allocation under FAS 141, although one does not record unrecognized or re-

state recognized assets, as this is only a test to determine the extent to which goodwill

should be reduced or impaired.

Exhibit 26.1 shows a simplified example of a goodwill impairment calculation, com-

paring fair values (FVs) to carrying values (CVs).

Consideration of the appropriate premium or discount applicable in concluding on the

fair value of reporting units has a significant impact on determining such impairment

charges.

DETERMINING FAIR VALUE OF REPORTING UNITS

As a reference point for this discussion, Exhibit 26.2 summarizes the valuation methodol-

ogies in terms of their assumptions and resulting levels of value.

One determines the fair value of a reporting unit by looking at:

� Quoted market price of reporting unit’s stock (if publicly traded), though the aggre-

gate market value need not be the sole measurement basis of fair value of the

Exhibit 26.1 Example Goodwill Impairment Calculation

Reporting Units: A B

Step 1:

FV of Reporting Unit $1,000 $500

CV of Reporting Unit 600 600

$400 $(100)

Step 2:

FV of Reporting Unit B Step 2 $500

FV of Reporting Unit’s Individual Assets/

Liabilities- (both recognized and unrecognized)

N/A 425

Implied FV of Goodwill 75

CV of Reporting Unit’s Goodwill 200

Goodwill Impairment Charge $125
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reporting unit (e.g., control premium may be appropriate to add in applying the guide-

line publicly traded company method).

� Present value techniques (i.e., the Income Approach) (with reference to FASB Con-

cepts Statement No. 7 and Statement of Financial Accounting Standard No. 157,

Fair Value Measurements) (FAS 157).

� Market multiples of ‘‘pure play’’ guideline publicly traded companies.

Net cash flows of the reporting units and assets of the reporting units should be based

on assumptions of market participants, if available, under the premise that fair value is

the price to sell an asset or liability and therefore represents an exit price, not an entry

price (FAS 157) for 100 percent of the asset or liability (i.e., controlling interest). Market

participants are defined as buyers and sellers in the principal (or most advantageous) mar-

ket for the subject assets that are not related parties; that are knowledgeable and have a

reasonable understanding of the subject assets and the transaction based upon all availa-

ble information; and that are willing and able to enter into an orderly transaction for the

subject assets. Reporting units and assets are grouped for valuation such that their fair

value would be maximized (i.e., assuming the highest and best use of the assets to the

market participants would be to bundle the assets together). It is not necessary to identify

the specific market participants. The valuation can involve examining a hypothetical

transaction.

According to FAS 157, in assessing market participant assumptions one must

evaluate the risks inherent in the particular valuation technique used to measure fair

value (pricing model risk) and/or the risk inherent in the inputs to the valuation tech-

nique (input risks).

APPLICABILITY OF DISCOUNTS AND PREMIUMS IN APPLYING
THE INCOME APPROACH

In applying the Income Approach, one must remember that it can result in either a

minority or controlling value depending on the cash flows. The cash flow representing

Exhibit 26.2 Summary of How the Valuation Methodology Affects the Resulting Value

Approach/Method Assumptions Resulting Value

Income Approach Control cash flows Controla

Minority cash flows Minority, marketable

Guideline merged & acquired

company method

Control transacted Controla

Guideline publicly traded

company methodb

Trading at or above

control value

Control

Trading below control value Minority, marketable

Asset accumulation methodc Control over assets Control

Excess Earnings method Control over assets Control

Source: Shannon P. Pratt, Business Valuation Discounts and Premiums, 2nd ed. (Hoboken, NJ: John Wiley & Sons, Inc.

2009) p. 39.

a If synergies involved, could be acquisition value.
b As discussed in Chapter 1 [of source], this can cover a wide spectrum.
c Asset-Based Approach.
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the benefit stream being discounted or capitalized largely determines whether one

arrives at an indication of controlling value or minority value. That is, if the benefit

stream would be what a minority holding would expect, then income approach pro-

duces a minority value. (Control-oriented adjustments have not been made.) If the

benefit stream is adjusted to what a control owner would expect, then the income

approach produces a control value (control adjustments made). If synergies with

potential acquirers are injected into the benefit stream, then the income approach pro-

duces an acquisition value (investment value). In essence, in valuing reporting units,

one is looking for the investment value that market participants would realize, not the

current owner.

For goodwill testing (and purchase price allocation of an acquisition), the expected

cash flows for the reporting unit (and for the underlying assets in the step 2 test) should

represent those that could be expected by market participants, including synergies that

may be available to market participant buyers of the reporting unit. Therefore, the cash

flows should be constructed as controlling interest cash flows but without unique syner-

gies that may be achievable uniquely by the current owner of the reporting unit (for good-

will testing) (or in the case of an allocation of purchase price without the unique

synergies that may be expected by the actual buyer). The cash flows that are expected

because of the unique synergies of the current owner of the reporting unit (or the actual

buyer of the acquisition) are associated with the goodwill of the reporting unit (or good-

will of the acquisition).

There is also an issue with net operating losses (NOLs). While carry forward of NOLs

will increase the expected cash flows to the existing owner of the reporting unit by reduc-

ing future income taxes, those income tax savings will be severely limited in any as-

sumed hypothetical sale of the reporting unit.

Some analysts contend that since the discount or capitalization rates are drawn from

returns in the public stock market and these represent the results of minority interest

investments, the income approach must produce a minority value. In practice, most con-

trol and minority investors seek similar rates of return for equally risky and equally mar-

ketable investments, so the influence as to control versus minority level of value is

largely in the projected benefit stream.

In concluding the fair value of a reporting unit, one should consider appropriate entity

level discounts such as key person (taken at control level if significant; otherwise factored

into risk affecting the discount rate); contingent liabilities (such as environmental or liti-

gation); and the risk of concentration of customer or supplier base (more often factored

into risk affecting the discount rate).

Finally, market evidence indicates private companies sell at a discount from otherwise

identical publicly traded companies; this discount is called a Private Company Discount.

Therefore, in concluding on a value for a closely held business or a reporting unit of a

closely held business, one must consider applying a private company discount. (See

Chapter 12.)

Further market evidence indicates that subsidiaries of publicly traded companies sell

for a discount from the prices paid for otherwise identical, stand-alone publicly traded

companies. (See Chapter 12.) Many practitioners ignore the fact that the reporting units

themselves are not publicly traded and conclude that the appropriate discount rates

should be that of a public company because the parent company is a public company.

This is contrary to market evidence, and it may be appropriate to apply a Private Com-

pany Discount in valuing a reporting unit of a public company.
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APPLICABILITY OF DISCOUNTS AND PREMIUMS IN APPLYING
THE MARKET APPROACH

In applying the Market Approach, we are looking for a control value. Therefore, the

guideline merged and acquired company method that yields a control value often looks

at first glance to be the preferred approach to use. But observed transaction prices are the

amounts paid by the highest bidders. So unless we observe more than one transaction in

an industry with comparable pricing, the transaction price may represent a unique value

due to unique buyer synergies that are not achievable by other market participants.

The guideline publicly traded company method, in terms of the traditional levels-of-

value chart, may be minority, control, or even at or above acquisition value, depending on

how the public guideline stocks are trading, so it may or may not be appropriate to apply

a control premium when valuing a controlling interest. (See Chapter 3.) One should

examine the implied multiples derived from current market prices of the guideline public

companies and compare those implied multiples to acquisition multiples paid in acquis-

itions of comparable companies to determine if and how much of a control premium is

already built into the current trading prices.

As discussed previously, in concluding the fair value of a reporting unit one should

consider appropriate entity level discounts such as key person (taken at control level if

significant; otherwise factored into risk affecting the market multiple); contingent liabil-

ities (such as environmental or litigation); and the risk of concentration of customer or

supplier base (more often factored into risk affecting the market multiple).

Finally, as discussed here, one must consider the applicability of a Private Company

Discount.

APPLICABILITY OF DISCOUNTS AND PREMIUMS IN APPLYING
THE ASSET-BASED APPROACH

The asset-based approaches represent controlling interest values. In developing asset

level cash flows for applying the Income Approach in valuing the underlying assets (for

instance, individual real property assets such as shopping centers), one must estimate

cash flows from the view of market participants. Similarly, in applying the Market

Approach in valuing underlying assets (e.g., individual real property assets such as land

parcels) one must view market prices for comparable assets based upon prices paid with-

out unique synergies to the buyer (e.g., the price paid for land parcel to complete a block

of land for development).

In concluding the value of a reporting unit, one should consider appropriate entity

level discounts such as trapped-in capital gains (applicable to the Asset Accumulation

Method); key person (taken at control level of the entire reporting unit if significant);

contingent liabilities (such as environmental or litigation); and the risk of concentration

of customer (for instance, shopping centers with same department store anchor) (taken

at the entity level though may be factored into risk affecting the asset discount rate or

appropriate asset multiple).

PARALLEL OF FAIR VALUE TO FAIR MARKET VALUE

The consideration of fair value in terms of market participants parallels the concept of

fair market value as defined by the courts. The definition of fair market value is in terms
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of the hypothetical willing-buyer–willing-seller test. What does that mean? Some con-

tend that the correct premise of fair market value of an entire business is the value of the

subject business as a stand-alone entity. But consistent with achieving maximum eco-

nomic advantage, the willing seller would investigate the marketplace for the subject

business and may conclude that the market consists of a number of potential synergistic

buyers. Theoreticians espouse that the synergistic buyer should not give the seller any of

the benefits that the seller expects to realize from the proposed transaction. But the reality

is that synergistic buyers often give up some (and sometimes a great deal) of the syner-

gistic value to the sellers in order to outbid other buyers.

Courts have determined that fair market value of property (in this case a business)

should reflect the highest and best use to which the property could be put on the valuation

date.1 Highest and best use requires study of the market for the property to determine in

which market the likely selling price would be maximized. While the hypothetical will-

ing buyer is an abstraction and not a single buyer with unique circumstances, for many

sellers highest and best use may equate to sale of the subject business to any one of sev-

eral likely synergistic buyers.

The Tax Court has held that the hypothetical buyer and hypothetical seller must be

disposed to maximum economic gain;2 and in BTR Dunlop the court determined that

since there were six potential synergistic buyers for the subject business, synergy should

be considered (while bids were solicited from all potential synergistic buyers, only the

actual buyer submitted a bid).3

MEASURING THE FAIR VALUE OF REPORTING UNITS WITHIN
THE CONTEXT OF AN INTEGRATED FIRM

The fair value for a reporting unit is not necessarily the allocated value of the firm own-

ing the reporting unit. Rather it is the value that market participants would determine is

appropriate for the risks of each (or appropriate grouping) of the reporting units’ busi-

nesses. Thus synergies of the reporting unit with the parent company that are unlikely to

be available to market participants who would likely buy the reporting unit should not

enter into the estimation of the expected cash flows and value of the reporting unit. On

the other hand, if a market participant buyer would be able to realize similar synergies

that the current owner (assumed seller) is currently benefiting from, it would not be

unreasonable to factor these into the reporting unit’s projected cash flows (operating syn-

ergies) and/or cost of capital (e.g., financing synergies).

The valuation consultant must study and understand the market of potential buyers.

Are the market participants entrepreneurs or financial buyers who will value the subject

business only as a stand-alone? Or are the market participants made up of potentially

synergistic buyers?

If indeed we are to consider synergy in a valuation using the income approach, just

how are we to go about it? Data are available on acquisition premiums and are readily

used in the guideline publicly traded company method. Imbedded in these premiums are

often contributions the buyers add to the combined businesses from the perceived syner-

gies. From the buyer’s perspective no more is going to be offered than what the buyer

believes will clear the market. In the world of the hypothetical market participants, we

cannot know or assume which buyer will prevail; that is, we cannot assume that the po-

tential buyer with the greatest potential synergy will be the successful buyer. Does this
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mean that we need to attach probabilities to the various possible buyers and come up with

some blended scenario?

Some believe that in any synergistic scenario the discount rate should reflect the size

of the buyer or the size of the combined businesses. But the discount rate applied should

reflect the risk of the subject reporting unit business (or appropriate grouping of reporting

units’ businesses) being valued. While all of the market participant synergistic buyers

may be large companies, the risk of the subject reporting unit business may be under-

stated if the valuation consultant uses a discount rate derived solely from the discount

rate applicable for the pool of market participant synergistic buyers. In a synergistic

scenario the resultant business equals the sum of the buyer’s business plus the subject

business (though in a company with multiple lines of business, the risk should be meas-

ured in terms of the ‘‘pure play’’ business being valued, not the company as a whole).

Also operating synergies that could be expected by market participants need to be

used within any synergistic cash flow model—maybe not full synergies, but assuming

multiple likely synergistic market participants would bid up the price, at least some shar-

ing of the synergies with the seller. The amount of sharing will depend on how much

competition among potential buyers for the subject business might be anticipated.

Some have suggested that a simple solution is to automatically apply a control pre-

mium in any valuation performed using the discounted cash flow approach. But that sim-

ple solution may be contrary to the facts surrounding an industry and inappropriate given

the size of the subject reporting unit business. One needs to study what is happening in

the target industry. Is consolidation occurring? Or are strategic alliances being formed? If

acquisitions are plentiful in an industry, that may provide a good indication of market

pricing among the pool of market participant synergistic buyers. Even then, what size

companies are typically being acquired by the strategic buyers? If acquisitions are typi-

cally only of companies significantly larger than the subject business, then the pool of

market participants (likely buyers) for the subject business may not include synergistic

buyers at all. By contrast, if acquisitions by synergistic buyers are rare in an industry,

one should not count on a synergistic acquisition.

FAIR VALUE OF SHARE-BASED COMPENSATION

Statement of Financial Accounting Standards 123R Share-Based Payment (December,

2004) (FAS 123R) requires companies to expense the fair value of their employee stock

options. Stock options are derivative securities whose values are contingent upon the

value of publicly traded common stock (e.g., ESOs of a public company) or closely held

common stock (e.g., ESOs of a closely-held company). The derivative we are discussing

here are call options to purchase the common stock of either a public company or a

closely held company.

FAS 123R does not detail specific valuation techniques to be used for valuing ESOs

that do not have an observable market value. This provides valuation professionals with

flexibility to customize the models to capture the unique characteristics of individual

companies and their employees. Customization is intended to capture the employees’

exercise pattern of ESOs, which are key factors in determining ESO value. FAS 123R

explicitly mentions lattice models (a generalization of binomial models) and closed-form

models (for instance, the Black-Scholes-Merton model) and recommends that any ESO
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model should address the factors affecting expectations about employees’ exercise and

postvesting employment termination behavior. Factors suggested include vesting period,

expected stock price volatility, blackout periods, and employees’ historical exercise

behavior with regard to similar option grants, ages, and length of employment.

The relationship of the value of a simple call option to the value of its underlying

common stock is as follows:

Minimum Call Value ¼ Current stock price

Minus: Present value of the exercise price

Minus: Present value of dividends expected during life of option

Plus: Value of the implicit put option if the value of the stock on the expiration

date is less than the exercise price.

In determining the current stock price of a publicly traded stock, one should use the

observed trading price. But the valuation analyst may conclude that for some companies

the observed trading prices may not represent the value of the stock of the underlying

company (e.g., thinly traded stock of public companies), particularly when one values

the subject company using the income or an asset-based approach (e.g., asset accumula-

tion method). The Securities and Exchange Commission (SEC) takes a strict view for

registrants that a discount for lack of control in applying an income or asset-based ap-

proach should not be applied without evidence of disproportionate returns between con-

trolling and minority shareholders.4 There is the implicit assumption that expected cash

flows represent controlling cash flows for a public company and that, absent evidence of

disproportionate returns, the shareholder returns will reflect those cash flows, controlling

shareholders will act in a beneficial fashion for all stockholders (i.e., the interests of con-

trolling shareholders and minority shareholders are aligned), and, therefore, all share-

holders will benefit proportionately from those cash flows. The SEC does recognize

discounts for lack of marketability (i.e., exercise of the option results in receiving re-

stricted stock upon exercise).

FAS 123R does not permit explicit discounts for lack of marketability or lack of

transferability of the option itself, or the inability to reasonably hedge. These three condi-

tions of the option are taken into account by shortening the option’s time to expiration.

In determining the current stock price of a closely held company’s stock, one should

reflect the appropriate discounts for lack of control (from the indicated value obtained

from the income or asset-based approaches) and lack of marketability of the underlying

stock. However, if the closely held company is planning for a liquidity event in the near

future (e.g., an IPO), one should likely not apply a discount for lack of control from the

indicated value obtained from the income or asset-based approaches unless there is evi-

dence of disproportionate returns between the controlling and minority shareholders.

But again, FAS 123R does not permit explicit discounts for lack of marketability, or

lack of transferability of the option itself, or the inability to reasonably hedge, and these

three conditions of the option are taken into account by shortening the option’s time to

expiration. If one follows FAS 123R in determining the fair value of illiquid ESOs on

closely held company stock, one is implicitly assuming that the options will be exercised

early to gain liquidity (i.e., the shortening of the option’s time to exercise from the expi-

ration date). This approach differs from the approach most practitioners apply in deter-

mining the fair market value of ESOs for income tax reporting and other purposes.
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In creating ESOs, the issuing company usually wants to set the option’s exercise price

equal to or greater than the fair market value (not fair value) of the underlying company

stock at the date of issuance of the option (generally considered equal to the current stock

price for actively traded public companies). When the exercise price is set at or greater

than current fair market value, the intrinsic value equals zero. If these requirements are

met, the Internal Revenue Service has determined that the recipient of the option has no

income to report during the year of issuance.

SUMMARY

Application of discounts and premiums in determining fair values for financial reporting

requires one to become familiar with the pronouncements of the FASB. The specific

circumstances and method of considering discounts and premiums differ from those that

apply in determining fair market values.
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Summary

When an analyst is asked to estimate the value of an undivided interest in real or personal

property, the quantification and application of valuation adjustments applicable to the

appraisal value of the property in fee-simple interest is often controversial. The contro-

versy typically surrounds one or more of the following issues:

� Scarcity of empirical studies on market transactions involving undivided interests

� Economic characteristics of the subject property

� Applicability of empirical studies of fractional ownership interests to undivided interests

� Applicability and assumptions used in a partition analysis

� Applicability and assumptions used in the appraisals of assets in fee-simple interest

It is important to point out that an undivided interest is a fractional equity ownership

interest and not a pro rata share of property. Consequently, asset appraisal techniques do

not adequately address the economic issues of an undivided interest.

This chapter examines the relevant economic characteristics of an undivided interest

and potential methods to quantify appropriate valuation adjustments to the appraised

value of the underlying assets in fee-simple interest. Also provided are certain examples

of court case opinions involving valuation discounts attributable to undivided interests.

DESCRIPTION AND CHARACTERISTICS
OF UNDIVIDED INTERESTS

An undivided interest is a form of co-ownership in which each tenant has an equal right to

use and enjoy the underlying asset. However, in some cases, one owner may have more

control, such as being the designated manager. Typically, undivided interests are formed as

either a joint tenancy or tenancy in common. Relevant definitions are shown in Exhibit 27.1.

JOINT TENANCY

A joint tenancy is a form of concurrent ownership in which two or more people own

equal and undivided interests in the whole (property). A joint tenancy has the right of

survivorship. In other words, the property interest of a deceased tenant will transfer to the
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remaining tenant(s) and not to the heirs of the deceased. Joint tenancy can be terminated

at any time prior to a tenant’s death either by gift or by sale of the ownership interest.

If a joint tenancy is terminated, the new owner(s) become tenants in common unless

some other arrangements have been made. A joint tenancy also can be transferred by

partition; that is, the tenants can physically divide the property into equal parts when that

option is legally permissible and physically possible. A joint tenant’s interest can be con-

veyed without the approval of other tenants.

TENANCY IN COMMON

A tenancy in common is a form of concurrent ownership in which two or more people

own an undivided portion of a property. Unity of possession (i.e., all tenants are entitled

to equal use and possession of the property) and separate and distinct ownership titles are

necessary components of a tenancy in common.

There are two primary differences between a joint tenancy and tenancy in common:

1. A tenant in common may own a greater percentage of the property than another

tenant.

Exhibit 27.1 Definitions Related to Undivided Ownership Interests

Concurrent Ownership Persons who share ownership rights simultaneously in particular property are

said to be concurrent owners. The principal types of concurrent owners are twofold: (1) joint tenancy and

(2) tenancy in common.

Fee Simple A fee-simple estate is one in which the owner is entitled to the entire property, with un-

conditional power of disposition during life, and which descends to the heirs and legal representatives

upon the owner’s death intestate. A fee-simple estate is unlimited as to duration, disposition, and

descendibility.

Highest and Best Use The reasonably probable and legal use of vacant land or an improved property,

which is physically possible, appropriately supported, financially feasible, and that results in the highest

value. The four criteria of highest and best use are legal permissibility, physical possibility, financial

feasibility, and maximum profitability.

Joint Tenancy A form of concurrent ownership in which each of two or more persons owns an equal

and undivided interest in the whole (property), attached to which is the right of survivorship.

Partition The division of property, held by joint tenants or tenants in common, into distinct portions, so

that the tenants may hold the ownership of these portions individually. Partitioning may by compulsory

(judicial) or voluntary.

Right of Survivorship The right of a survivor of a deceased person to the property of said deceased. A

distinguishing characteristic of a joint tenancy relationship.

Tenancy in Common A form of concurrent ownership in which each of two or more persons owns an

undivided portion of the property. It is an ownership interest in which there is unity of possession but

separate and distinct titles.

Unity of Interest In the case of joint tenancy, no single tenant can have a greater interest in the prop-

erty than any of the others. In the case of tenancy in common, one tenant may have a larger share than

any of the other tenants.

Unity of Possession The requirement that concurrent owners must hold the same undivided possession

of the whole and enjoy same rights until the death of one of the tenants.

Sources: Adapted from West’s Business Law, 6th ed., Black’s Law Dictionary, 6th ed., and The Dictionary of Real

Estate Appraisal, 3rd ed.
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2. The interest of a tenant in common does not terminate upon death (i.e., there is no

right of survivorship).

Tenants in common are entitled to a pro rata share of the revenues of the property and

bear the responsibility for an equivalent share of the expenses. Similar to joint tenancy,

an interest in a tenancy in common can be transferred by partition and conveyed without

the approval of other tenants.

GENERAL OWNERSHIP CHARACTERISTICS OF AN UNDIVIDED INTEREST

An undivided interest in a property is subject to greater risk—and consequently may

be a less desirable investment—than a fee-simple interest in an identical property.

This additional risk is primarily attributable to the relative lack of control and lack

of marketability (or liquidity) of an undivided interest when compared with a fee-

simple interest.

Lack of Control

A fee-simple owner has the following unilateral rights, among others, to

� Use the property and maintain exclusive occupancy

� Lease the property

� Liquidate the property

� Improve or maintain the property

� Leverage the property

These ‘‘control rights’’ are assumed in an appraisal of a fee-simple interest. An undivided

interest does not have the unilateral ability to engage in any of these activities. By con-

trast, an undivided interest only has the right to occupy the property without permission

from the other co-tenants. Most decisions related to the management and liquidation of

the property require unanimous consent among the co-tenants.

Lack of Marketability

In addition to lack of control, an undivided interest also is characterized by a lack of

marketability compared with a fee-simple interest. This lack of marketability is primarily

attributable to the following:

� The market for undivided interests is limited.

� Obtaining financing for a fractional ownership interest is usually more difficult than

for a fee-simple interest.

� Co-tenants may be jointly and severally liable for the debt obligations of the property.

� There are expenses, risks, delays, and negative tax consequences attendant to the al-

ternative of suing for partition of the property.

� Creditors of individual co-tenants may be able to force the sale of the property.
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Partition Rights

A partition is the division of property—held by joint tenants or tenants in common—

into distinct portions, so that the tenants may hold ownership of these portions

individually. A partition of the property may by compulsory (i.e., judicial) or

voluntary. The right to partition provides a co-tenant with a theoretical liquidation

option. However, partition actions may be costly and require significant delays prior

to actual liquidation. The time and expense required for a partition action may subs-

tantially reduce the desirability of an undivided interest to a potential investor. Typi-

cally, investors are wary of purchasing an asset that may require litigation to obtain

liquidity.

SUMMARY OF UNDIVIDED OWNERSHIP CHARACTERISTICS

An undivided interest suffers from a lack of control and lack of marketability when

compared with a fee-simple interest. Consequently, the market for undivided inter-

ests is limited and typically subject to discounts from the pro rata share of the

appraised value in fee-simple interest. However, in Estate of Young v. Commis-

sioner, the U.S. Tax Court found that a joint tenancy arrangement was not subject to

valuation adjustments for undivided interests.1 Consequently, it is important for the

analyst to determine whether the subject ownership interest is a joint tenancy or ten-

ancy in common and, thus, whether valuation adjustments are appropriate. For the

purpose of this chapter, references to undivided interests will refer to tenancy in

common arrangements.

APPRAISAL OF ASSETS IN FEE-SIMPLE INTEREST

Typically, the first step in determining the value of an undivided interest is to have the

underlying assets appraised in fee-simple interest. This is often accomplished by an inde-

pendent appraisal of the subject assets by a qualified appraiser. Appraisals of assets in

fee-simple interest inherently assume that the ownership interest being appraised has all

of the rights and prerogatives of control associated with a fee-simple interest. The asset

appraisal may include adjustments and assumptions that only a controlling interest owner

could contemplate. Consequently, the components of an appraisal in fee-simple interest

may not be relevant to the valuation of an undivided interest. Therefore, the analyst

should review and analyze the assumptions and approaches used to appraise the value of

the property in fee-simple interest.

ASSET APPRAISAL APPROACHES

Asset appraisal approaches generally are categorized as follows:

� Income approach

� Sales comparison approach

� Cost approach
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Income Approach

Income approach methods are based on the premise that the value of the asset is the

present value of the future income to be derived by the owners of the asset. Income ap-

proach methods typically fall into one of the following two categories:

1. Yield capitalization method

2. Direct capitalization method

The yield capitalization method is similar to the discounted cash flow method used by

business appraisers. Under this method, a projection of economic returns is prepared for

multiple periods over a discrete period of time. A present value discount rate is then

applied to these economic returns to estimate the present value of the property in fee-

simple interest. The direct capitalization method is similar except that a single period of

economic returns is capitalized to conclude value.

The income approach assumptions used in an asset appraisal may affect the determi-

nation and selection of appropriate valuation adjustments for an undivided interest. For

example, the appraisal may be based on a highest-and-best-use assumption that is in-

consistent with the current use of the property. If so, the property may require significant

modifications to achieve its highest and best use. Modifications of this type typically

require significant time and the unanimous consent of all co-tenants. If the other tenants

are not favorably disposed to the proposed modifications, the probability of the highest-

and-best-use realization may be low. Consequently, it may be necessary to consider the

partition of the property and how the resulting division of ownership would affect the

highest-and-best-use assumption.

In addition to highest-and-best-use issues, income approach methods involve the

quantification of capitalization rates. These capitalization rates typically are based on an

assumed level of interest-bearing debt. The assumed level of debt may not be appropriate

for the following reasons:

� Lenders may be reluctant or unwilling to provide debt capital to a property owned by

several undivided interests.

� Other co-tenants may not be favorably disposed to increasing the leverage on the

property.

Therefore, the assumed level of debt used in an asset appraisal may not be appropriate for

the valuation of an undivided interest.

Sales Comparison Approach

The sales comparison approach typically is based on an analysis of sales of comparable

properties in fee-simple interest. Within this approach, an appraiser will make adjust-

ments for differences between the subject property and the comparable property. These

adjustments may include differences related to:

� Age of the transaction

� Physical condition of the property
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� Location of the property

� Age of the property

As with the income approach, the assumptions used in the sales comparison ap-

proach may not be consistent with the appraisal of an undivided interest. For instance,

if a theoretical partition of the property is used to value the undivided interest, the

analyst should recognize that the fundamental characteristics of the property might

change upon partition. If so, the appraised value of the property quantified using the

sales comparison approach may be misleading when estimating the value of an un-

divided interest.

Cost Approach

The cost approach is based on the assumption that an asset is worth no more than the

costs necessary to reproduce an identical asset or an asset of equal utility. The cost ap-

proach assumes that the subject asset is fungible and that assets of similar utility may be

obtained by purchase or by construction. If the asset is unique, it may not be appropriate

to use the cost approach.

The cost approach often is used to appraise the value of buildings and improvements.

Within this approach, assumptions are made regarding the current cost of replacing the

actual buildings or improvements. These cost estimates are then adjusted for various

types of depreciation, including:

� Physical deterioration

� Functional obsolescence

� Economic obsolescence

As with the sales comparison approach, the assumptions used in the cost approach

may not be consistent with the appraisal of an undivided interest. For instance, it may

not be possible to partition buildings or improvements. Consequently, a judge may order

the sale of the property in a partition action. In that case, the cost approach may be less

relevant than other asset appraisal approaches.

ASSET APPRAISAL INFORMATION

The Financial Institution Reform, Recovery, and Enforcement Act (FIRREA) requires

that appraisers comply with the Uniform Standards of Professional Appraisal Practice

(USPAP) for all federally related real estate transactions. Although not mandated by law,

USPAP has been adopted and endorsed by major appraisal organizations, including the

Appraisal Institute and the American Society of Appraisers.

The USPAP standards state that written real property appraisal reports must be pre-

pared in one of the following three formats:

1. Self-contained appraisal report

2. Summary appraisal report

3. Restricted use appraisal report
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The essential difference between these three options is the level of disclosure. The self-

contained appraisal report provides the greatest level of disclosure, and the restricted use

appraisal report provides the least.2

Asset appraisal information can come in other forms, including the following:

� Written or verbal estimation of sale price by a broker or auctioneer

� Property tax assessment values

� Opinions of value provided by the owner

Obviously, the best indication of asset value is provided by a contemporaneous cash

transaction involving the subject property to an arm’s length buyer. Most often this type

of information is not available. Consequently, a self-contained appraisal report prepared

by a qualified asset appraiser is typically the best indication of value.

SUMMARY OF ASSET APPRAISAL FACTORS TO CONSIDER

Analysts should be familiar with the approaches and assumptions used in the asset ap-

praisal when valuing an undivided interest. Aggressive and unsupportable asset apprais-

als will cause difficulty and unnecessary complexity in supporting opinions of value for

an undivided interest. Also, the assumptions used in an appraisal of assets in a fee-simple

interest may not be relevant to the appraisal of an undivided interest.

FACTORS AFFECTING THE VALUE OF
AN UNDIVIDED INTEREST

In most states, co-tenancy rights require unanimous consent of the undivided interest

owners to manage or liquidate the property. Therefore, an undivided interest suffers from

a significant lack of control when compared with a fee-simple interest. Also, the market

for undivided interests is very limited compared with the market for fee-simple interests.

Consequently, an undivided interest has some of the same economic characteristics as a

minority equity position in a closely held company. The lack of control and lack of mar-

ketability of an undivided interest are mitigated by the fact that, in most states, an inves-

tor can file suit to have the property partitioned by the court. If the court decides that the

property cannot be partitioned equitably, then it can order a forced sale of the property

and a division of the net proceeds after costs.

Despite the ability to achieve liquidity through a partition action, an undivided

interest lacks elements of control and marketability when compared with a fee-simple

interest. Consequently, it is often necessary to adjust the indication of value provided by

a property appraisal to value an undivided interest properly. Assuming the analysis con-

tained in the appraisal is reasonable and properly supported, the analyst should then

consider the following relevant factors:

� Partition of the property

� Operational business enterprise

� Financial performance of the property

� Debt obligations
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� Prior transactions in the undivided interests

� Number of co-tenants

PARTITION OF THE PROPERTY

One of the most consistent themes in various court cases dealing with undivided interests

is an analysis of the expense and time necessary to conduct a judicial partition of the

subject property. When conducting a partition analysis, the analyst should obtain answers

to the following questions:

� Is a partition legally permissible and physically possible?

� Would a partition action result in the sale of the entire property or merely a division of

ownership?

� Would a division of ownership change the assumptions used in the appraisal of assets

in fee-simple interest?

� Are the assumed future proceeds based on a highest-and-best-use analysis that is in-

consistent with the current use of the subject property?

� What are the out-of-pocket expenses associated with the partitioning action?

� How much time is necessary to conduct the partition action and liquidate the

property?

� Will the property generate income and/or necessitate expenses during the assumed

time period necessary to conduct a partition action?

� What is the appropriate present value discount rate applicable to the future proceeds

derived from a partition action?

OPERATIONAL BUSINESS ENTERPRISE

The empirical studies of valuation adjustments for lack of control or lack of marketability

are based most often on transactions of securities of operational business enterprises. In

general, these studies fall into one of the following categories:

� Private transactions in the common stock of companies prior to an initial public

offering

� Price to net asset value of registered limited partnership interests

� Price to net asset value of closed-end mutual funds

� Private transactions of restricted stocks (i.e., letter stock) of publicly traded

companies

� Acquisition premiums paid by acquirers of publicly traded companies

Occasionally the courts have been critical of the naı̈ve application of these empirical

studies when the underlying assets of an undivided interest did not involve an operational

business enterprise. For instance, certain courts have criticized the application of dis-

counts for lack of control to the appraised value of nonoperational assets such as vacant

land.
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FINANCIAL PERFORMANCE OF THE PROPERTY

Undivided interests are entitled to a pro rata share of the revenues and expenses attributa-

ble to the property. Consequently, a property with a history of income or expenses may

be a more or less desirable investment, depending on the historical and projected finan-

cial performance. Obviously, properties that are expected to provide substantial cash dis-

tributions are more desirable than otherwise identical properties with little or no

anticipated cash distributions. Also, the projected income and expenses associated with a

property during the time period necessary to conduct a partition action will likely be a

consideration in the valuation of an undivided interest.

DEBT OBLIGATIONS

Typically, debt obligations attributable to a property are subtracted from the appraised

value in the process of valuing an undivided interest. In addition to this calculation, the

analyst should ask the following questions:

� Are the co-tenants jointly and severally liable for the debt obligations of the property?

� Would the partition and sale of the property result in the call of the debt obligation?

� Are the debt obligations assumable by the purchaser of an undivided interest?

Depending on the answers to these questions, the analyst may elect to increase or

decrease the valuation adjustment applicable to the appraised value of the property in

fee-simple interest.

PRIOR TRANSACTIONS IN THE UNDIVIDED INTEREST

Almost without exception, the analyst should consider arm’s length transactions in the

subject undivided interest during the three- to five-year period prior to the valuation date.

In most cases, historical transactions involving the subject interest do not exist. If trans-

actions are present, often they were not on an arm’s length basis. Consequently, a review

of the factors and motivations behind any historical transaction should be conducted.

NUMBER OF CO-TENANTS

Another factor to consider is the total number of co-tenants. The complexity of managing

any asset increases with the number of co-tenants. Consequently, the relative lack of con-

trol increases as the number of co-tenants increases. However, even if the property has

only two co-tenants, valuation adjustments for lack of control and lack of marketability

typically are justified.

VALUATION ADJUSTMENTS FOR UNDIVIDED INTERESTS

If the starting point for an appraisal of an undivided interest is the appraised value of the

underlying property in fee-simple interest, valuation adjustments for lack of control and

lack of marketability should be considered. Ideally, these discounts should be derived

from empirical studies of market transactions involving undivided interests.
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Unfortunately, transactions in undivided interests typically are conducted between private

parties, and the pertinent data are difficult or impossible to obtain. Thus, the analyst

should consider whether to use proxies for valuation adjustments derived from market

evidence and/or empirical studies of other types of ownership interests. This section pro-

vides a brief summary of these studies and market evidence as well as a discussion of

valuation adjustments based on a theoretical partition of the subject property.

LACK OF CONTROL

Empirical studies and/or market evidence on lack of control valuation adjustments gener-

ally fall into one of the following categories: acquisition premiums paid by acquirers of

publicly traded companies or publicly traded real estate investment trusts (REITs).

Acquisition Premium Evidence

Acquisition premiums paid for publicly traded companies often are used to quantify the

discount for lack of control. The acquisition premiums paid for publicly traded compa-

nies may not be attributable solely to issues surrounding control, as discussed in Chapters

2 and 3. However, these empirical studies indicate that investors are generally willing to

pay more for the acquisition of an entire business enterprise than for a minority interest

position on a pro rata basis. If control premiums are used in the analysis of an undivided

interest, the analyst should attempt to locate financial acquisitions of acquired companies

with similar risk profiles as the subject property.

Publicly Traded Real Estate Investment Trusts (REITs)

Publicly traded REITs may provide additional market evidence regarding the discount for

lack of control. A comparison of the public price of REIT units to the underlying net

asset value of the properties owned by the REIT may provide insight into the valuation

adjustment that investors consider appropriate for a minority interest position in a pub-

licly traded REIT.

LACK OF MARKETABILITY

Empirical studies on the lack of marketability generally fall into one of the following

categories: private transactions of restricted stocks (i.e., letter stock) of publicly traded

companies or private transactions in the common stock of companies prior to an initial

public offering. These studies were described in Chapter 5.

The restricted stock studies quantify the price discount for securities that are re-

stricted from trading for a specified period of time. Upon the removal of these restric-

tions, the securities will possess all the benefits of an unrestricted publicly traded stock,

including a liquid market. Conversely, the prospect for liquidity of undivided interests

may be dependent on a partition of the subject property. A partition action may require

costly litigation and several years to complete. Consequently, the empirical evidence pro-

vided by restricted stock studies may understate the appropriate valuation adjustment

when used to value an undivided interest.

In general, the empirical studies on the lack-of-marketability discounts are based on

transactions of securities of operational business enterprises. If the risk profile of the
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property owned by the undivided interests is different from the risk profile of the securi-

ties included in the empirical studies, the appropriate discount for lack of marketability

may be different. For instance, the historical price volatility and risk profile of real estate

tends to be less than that of publicly traded equity securities. Thus, there is less risk

associated with a mandatory holding period for real estate than for corporate equity secu-

rities. Based solely on this factor, the discount for lack of marketability would be less for

an undivided interest than for publicly traded equity securities.

COMBINED LACK OF CONTROL AND LACK OF MARKETABILITY

Publicly syndicated limited partnership interests trade in a limited and somewhat illiquid

secondary market. Also, limited partnership interests have no vote in the operations of a

partnership. These ownership interests therefore suffer from a lack of control and lack of

ready marketability. Consequently, transactions involving these partnership interests can

be studied and used to quantify combined discounts for lack of control and lack of

marketability.

The Partnership Re-Sale Discount Study is a research report published by Partnership

Profiles, Inc. that tracks the secondary market in publicly registered limited

partnership interests. This report provides the market trading prices of the limited part-

nership interests as well as distribution yields and the estimated net asset value of

the partnerships. The partnerships studied in the Partnership Re-Sale Discount Study

contain a variety of assets, including undeveloped land, triple-net lease programs, cable

and television systems, conventional real estate, and oil and gas properties.

The Partnership Re-Sale Discount Study conducts an annual survey that compares the

market price of limited partnership interests with the pro rata net asset value of the part-

nership. The results of these surveys for the 1993 through 2004 period are presented in

Exhibit 27.2.

Exhibit 27.2 The Partnership Re-Sale Discount Studies, 1993–2004

1993 Study

Number of LPs Average Discount (%)

Equity 65 51

Triple Net Lease 21 20

Equity/Mortgage Hybrids 9 60

Mortgages—Uninsured 12 59

Mortgages—Insured 7

Mortgages—Zero Coupon 3 78

1994 Study

Number of LPs Average Discount (%)

Equity—Distributing 71 49

Equity—Nondistributing 17 76

Triple-Net Lease 22 19

Equity/Mortgage Hybrids 23 54

Mortgages—Uninsured 6 53

Mortgages—Insured 4 28

(continued)
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1995 Study

Number of LPs Average Discount (%)

Equity—Distributing 87 41

Equity—Nondistributing 32 64

Triple-Net Lease 26 20

Equity/Mortgage Hybrids 24 42

Mortgages—Uninsured 6 44

Mortgages—Insured 14 19

1996 Study

Number of LPs Average Discount (%)

Equity—Distributing 77 37

Equity—Nondistributing 33 56

Triple-Net Lease 27 22

Equity/Mortgage Hybrids 15 37

Mortgages—Uninsured 3 66

Mortgages—Insured 12 25

1997 Study

Number of LPs Average Discount (%)

Equity—Distributing (No Debt) 48 28

Equity—Distributing 24 37

Equity—Nondistributing 27 42

Triple-Net Lease 19 16

Mortgages—Insured 12 20

1998 Study

Number of LPs Average Discount (%) Average Yield (%)

Equity—Distributing (Low Debt) 34 27 8.0

Equity—Distributing 29 36 6.7

Equity—Nondistributing 21 43 0.0

Triple-Net Lease 19 17 9.7

Mortgages—Insured 10 12 9.8

1999 Study

Number of LPs Average Discount (%) Average Yield (%)

Equity—Distributing (Low/No Debt) 27 25 8.8

Equity—Distributing (Larger Debt) 17 35 6.9

Equity—Nondistributing 15 46 0.0

Undeveloped Land 4 46 0.0

Triple-Net Lease 22 14 9.5

Mortgages—Insured 10 14 11.8

2000 Study

Number of LPs Average Discount (%) Average Yield (%)

Equity—Distributing (Low/No Debt) 24 24 9.2

Equity—Distributing (Higher Debt) 18 26 7.7

Equity—Nondistributing 9 35 0.0

Undeveloped Land 3 40 0.0

Triple-Net Lease 24 21 10.5

Mortgages—Insured 9 21 12.5

Exhibit 27.2 Continued
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Beginning with 2005, Partnership Profiles, Inc. no longer publishes this study as a

stand-alone report in the May/June issue of Partnership Spectrum (renamed Direct In-

vestment Spectrum in 2004). In 2007, this study was replaced by a new report called The

2007 Executive Summary Report which is available through an annual subscription to

the company’s database.

As indicated by the studies highlighted in the exhibit, there is a general trend of

slightly declining price-to-net-asset-value discounts in recent years, especially for part-

nerships that consistently pay significant distributions or carry low levels of debt. This

may be attributable to an increase in the number of partnership liquidations in recent

years. Even with this slight decline, the price-to-net-asset-value discounts remain

significant.

2001 Study

Number of LPs Average Discount (%) Average Yield (%)

Equity—Distributing (Low/No Debt) 16 25 9.5

Equity—Distributing (Higher Debt) 14 26 6.1

Equity—Nondistributing 9 42 0.0

Undeveloped Land 3 38 0.0

Triple-Net Lease 26 24 10.9

Mortgages—Insured 7 28 12.3

2002 Study

Number of LPs Average Discount (%) Average Yield (%)

Equity—Distributing (Low/No Debt) 18 16 8.6

Equity—Distributing (Higher Debt) 14 26 6.5

Equity—Nondistributing 5 32 0.0

Undeveloped Land 3 35 0.0

Triple-Net Lease 23 19 10.5

Mortgages—Insured 7 19 13.6

2003 Study

Number of LPs Average Discount (%) Average Yield (%)

Equity—Distributing (Low/No Debt) 15 16 8.4

Equity—Distributing (Higher Debt) 19 27 6.2

Equity—Nondistributing 8 32 0.0

Undeveloped Land 3 29 0.0

Triple-Net Lease 26 16 9.7

Mortgages—Insured 6 15 9.7

2004 Study

Number of LPs Average Discount (%) Average Yield (%)

Equity—Distributing (Low/No Debt) 15 16 8.6

Equity—Distributing (Higher Debt) 19 29 6.9

Equity—Nondistributing 12 38 0.0

Undeveloped Land 5 33 0.0

Triple-Net Lease 23 14 9.7

Mortgages—Insured 5 14 9.1

Source: The Partnership Spectrum (May/June 1993–2003), The Direct Investment Spectrum (May/June 2004).
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Similarly to undivided interests, registered limited partnership interests suffer from

lack of control and a relative lack of marketability compared with fee-simple interests.

However, these partnership interests are generally more liquid than undivided interests.

Typically, it takes approximately two to three months to effectively liquidate a registered

limited partnership interest. Theoretically, it may take years to liquidate an undivided

interest, especially if a partition action is required.

These limited partnership interests trade at significant price discounts to the net asset

value of the underlying assets. As a result, one would expect that undivided interests—which

are less liquid than limited partnership interests—would be subject to even greater valuation

discounts. When using this information to value an undivided interest, it is appropriate to

evaluate the distribution yields and level of debt associated with the subject property.

PARTITION ANALYSIS

A theoretical partition of the property often is used to quantify a valuation adjustment to

apply to the appraised value in fee-simple interest. This analysis estimates the value of an

undivided interest by subtracting the costs attributable to a partition action from the ap-

praised value of the property. The Internal Revenue Service generally favors this

approach and often assumes that the total economic cost to partition is limited to out-of-

pocket attorney fees and that these expenses are borne equally by all co-tenants. Neither

of these assumptions is necessarily correct.

When conducting a partition analysis, the analyst should consider whether a partition

action would result in the sale of the entire property or merely a division of ownership. If

the property can be partitioned, it may be necessary to consider whether the division of

ownership would change the underlying assumptions used in the appraisal of the interest.

For instance, the shape or configuration of land may be an important characteristic of the

appraisal value. If the property is theoretically partitioned, the assumptions used in the

appraisal may no longer be relevant.

A partition analysis is primarily based on the following three factors:

1. Quantification of the proceeds and expenses

2. Amount of time necessary to conduct a partition action

3. Present value discount rate used to estimate the present value of the proceeds and

expenses

Proceeds and Expenses of a Partition Action

The future value of the net proceeds available from the hypothetical sale of the property

should be considered in the analysis. The future value of the property should be based on

the projected price appreciation of the property, if any, during the partition period. Also,

the expenses necessary to liquidate the property should be considered in the determina-

tion of the future net proceeds. These expenses may include sales commissions, legal

fees, survey fees, taxes, and so forth. The present value of these future net proceeds can

then be estimated using a present value discount rate appropriate for undivided interests.

If the property is expected to produce income or incur expenses during the partition pe-

riod, the present value of these projected revenues and expenses should be recognized

and included in the analysis.
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The expenses associated with a partition action should also be estimated and in-

cluded. These expenses may include the following, among others:

� Attorney fees

� Court costs

� Survey expenses

� Expenses related to governmental licensing and zoning changes

� Costs associated with the replacement of shared infrastructure

The present value of these expenses should be calculated using an appropriate present

value discount rate.

Partition Period

The amount of time necessary to conduct a partition varies by jurisdiction and by the

characteristics of the subject property. Generally, the courts have considered two to four

years to be reasonable. Under certain circumstances, the partition period may be longer.

If the appraised value in fee-simple interest is estimated based on a highest-and-best-use

assumption that is inconsistent with the current use of the subject property, the assumed

length of time associated with conversion and subsequent partition may be significantly

greater than two to four years.

Present Value Discount Rate

The calculation of a present value discount rate to use in a partition analysis should con-

sider the following ownership characteristics of an undivided interest:

� Lack of control over the management and operations of the property

� A likely holding period of two to four years

� The prospect of negative economic consequences resulting from actions by other co-

tenants

� The expenses and headaches associated with litigation in order to achieve liquidity

Often the courts will use capitalization rates derived from appraisals of fee-simple inter-

ests to estimate the value of the economic returns associated with a partition action. These

rates of return are derived from transactions involving the sales of entire properties in fee-

simple interest. Thus, the capitalization rates assume a controlling interest owner with the

ability to liquidate the assets at will. Obviously, these assumptions are not valid for an un-

divided interest. A capitalization rate derived from the sales of properties in fee-simple inter-

est is likely understated when used to estimate the present value of proceeds attributable to an

undivided interest. Therefore, other proxy present value discount rates should be considered.

Depending on the characteristics of the underlying property, it may be possible to

identify proxy rates of return from publicly available market evidence. Since an un-

divided interest is an equity interest in the subject property, the following sources of

equity rates of return should be considered:
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� Cost of Capital Quarterly, Morningstar, a source of equity rates of returns on publicly

traded companies in a wide variety of industries. Data is sorted by standard industrial

classification (SIC) code.

� Stocks, Bonds, Bills, and Inflation, Valuation Edition, Morningstar, a source of equity

risk premiums of publicly traded companies. This data typically is used in the capital

asset pricing model (CAPM) to quantify equity rates of return specific to certain

industries.

� Duff & Phelps Risk Premium Report, previously known as Standard & Poor’s Corpo-

rate Value Consulting Risk Premium Report, a source of equity risk premiums of pub-

licly traded companies. Generally the Duff & Phelps report tends to adopt a lower

equity risk premium when compared to the Morningstar’s report because they focus

on the time frame after 1963.

� Appraiser News, Appraisal Institute, a source of equity yield rates for real property

investments. These rates of return typically are based on transactions involving fee-

simple interests.

� Korpacz Real Estate Investor Survey, PriceWaterhouseCoopers, a source of equity

yield rates for real property investments. These rates of return typically are based on

transactions involving fee-simple interests.

� Real Estate Report, Real Estate Research Corporation, a source of equity yield rates

for real property investments. These rates of return typically are based on transactions

involving fee-simple interests.

The equity rates of returns provided by these publications may assist in quantifying

appropriate present value discount rates for undivided interests. The Morningstar and

Duff & Phelps equity rates assume that the ownership interest is readily marketable and

lacks control. The Appraisal Institute and PriceWaterhouseCoopers studies assume the

equity ownership is in fee-simple interest. Consequently, it may be necessary to adjust

the indications of value provided by these rates of return for lack of control and/or lack

of marketability.

SUMMARY OF VALUATION ADJUSTMENTS DISCUSSION

Although no universally accepted rule to assist in the selection of valuation adjust-

ments has been developed, the following factors should be considered in the

analysis:

� Historical and projected cash distributions to the undivided interest

� Historical and projected income and expenses of the subject property

� Total number of undivided interest co-tenants

� Length of time and expenses necessary to conduct a partition action

� Whether the subject property can be subdivided

� Arm’s length transactions involving comparable undivided interests

� Length of time necessary to sell the subject property at the conclusion of a partition

action if physical partition is impossible or impractical
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� The assumptions and analysis used in the appraisal of the subject property in fee-sim-

ple interest

� The debt obligations of the subject property

COURT DECISIONS RELATED TO UNDIVIDED
INTEREST DISCOUNTS

The courts consider a variety of quantitative and qualitative factors when determining the

value of an undivided interest. Obviously, each decision is based on various facts and

circumstances. In general, no valuation methodologies for undivided interests are univer-

sally accepted by the courts. As a result, analysts should be familiar with the factors that

influence courts’ thinking regarding the valuation of undivided interests.

The courts have been somewhat fickle in their selection and application of valuation

adjustments. Certain courts have allowed valuation adjustments of nearly 45 percent.

Other courts have selected valuation adjustments closer to 5 to 10 percent. Some courts

have cited the relative lack of control and lack of marketability of an undivided interest

when compared with a fee-simple interest. Other courts have solely focused on the out-

of-pocket expenses associated with a partition action. Obviously, the facts and circum-

stances of each court case differ. Also, the quality and nature of the fee-simple interest

appraisal report can have a substantial impact on the disposition of the court toward valu-

ation adjustments.

Estate of Forbes v. Commissioner.3 One of the primary issues in this case was the fair

market value of undivided interests in two parcels of real property held in a qualified

terminable interest property (QTIP) trust. The undivided interests at issue included a 42

percent undivided interest in 3,321 acres and a 42.9 percent undivided interest in 2,033

acres. The value of the undivided interests reported on the decedent’s federal estate tax

return included a 30 percent fractional interest discount.

The taxpayer and the IRS stipulated that the fair market value of the entire 5,354

acres of the subject property in fee-simple interest was $1,746,795. The taxpayer then

adjusted this value downward using a 30 percent discount. At trial, the expert for the

taxpayer testified that a valuation discount was appropriate because the undivided inter-

ests lacked control and also ready marketability. The expert did not locate comparable

sales but testified that local real estate brokers had applied fractional interest discounts of

10 to 30 percent in liquidating partnerships. In calculating the valuation adjustment, the

expert also took into consideration the following:

� Specific characteristics of the subject property

� Limited pool of potential buyers

� The difficulty of securing financing

� The costs of partitioning the two separate parcels

� Possible intrafamily conflicts

� Other factors adversely affecting the marketability of the undivided interests

He concluded that a valuation discount of 30 percent was appropriate.
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The expert for the IRS identified and selected ‘‘comparable’’ transactions that

the court did not consider credible or relevant. Incredibly, this expert’s own comparable

transactions indicated valuation discounts in the range of 25 to 64 percent. With little

explanation, this expert then selected 18 percent as the appropriate valuation adjustment.

Consequently, the court disregarded the testimony from the IRS expert.

In general, the court expressed dissatisfaction with the analysis provided by all

experts. The court conceded that this lack of support might have been attributable to the

lack of available empirical data related to undivided interests. Since the taxpayer and the

IRS agreed that some valuation discount was warranted, the court accepted the taxpayer’s

expert’s recommendation for a 30 percent valuation discount.

Estate of Busch v. Commissioner.4 At the date of death, the decedent owned a 50 per-

cent undivided interest in 90.74 acres of real property. In its decision, the court calculated

the value of the property in its highest and best use as a residential development in fee-

simple interest. Since the property was not a residential development at the date of death,

the court determined the value of the property based on the future proceeds derived from

the hypothetical sale of the property as a residential development.

The court concluded the initial value of the property at $13.6 million based on

appraisals of the property in fee-simple interest provided by experts for the taxpayer and

the IRS. The court then assumed it would require three to six years to convert the prop-

erty to its highest and best use as a residential development. The future value of the prop-

erty three to six years into the future was assumed to be the appraised value in fee-simple

interest as of the date of death. These future proceeds were then discounted back to the

present value at a 9 percent discount rate to conclude a value of $9.3 million. The 9

percent discount rate was derived from capitalization rates provided in the property ap-

praisal reports. The court then subtracted from this amount the out-of-pocket costs asso-

ciated with a judicial partitioning of the property. The out-of-pocket costs were estimated

based on a factor of 10 percent of the appraised value of the undivided interest. Based on

the court’s calculations, the total discount from the appraised value in fee-simple interest

appraisal was over 38 percent. A summary of the court’s calculations is provided in

Exhibit 27.3.

Estate of Williams v. Commissioner.5 At the date of death, the decedent owned a 50

percent undivided interest in Florida timberland. In this case, the court accepted the

Exhibit 27.3 Tax Court’s Calculations in Estate of Busch v. Commissioner

Value of the Property in Fee-Simple Estatea $13,611,000

Present Value of the Sales Proceedsb $9,312,992

Multiplied by: Undivided Interest Percentage 50.0%

Equals: Value Attributable to the Subject Undivided Interest $4,656,496

Less: Cost to Partitionc $466,000

Equals: Value of the Undivided Interest $4,190,496

Total Discount from Fee-Simple Appraisald 38.4%

a Proceeds available from the hypothetical sale in three to six years.
b Assumes a 9% present value discount rate.
c $4,656,496 � 10%.
d 1 � [($4,190,496 � 2)/$13,611,000].
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taxpayer’s 44 percent total discount from the appraised value of the property in fee-sim-

ple interest. This decision ignored the position often taken by the IRS that any discount

from the appraised value of the property in fee-simple interest should be limited to the

estimated cost of a partition action. The 44 percent discount was based on a lack-of-con-

trol discount of 30 percent and a lack-of-marketability discount of 20 percent, with the

two discounts applied multiplicatively. The court considered the potential $413,000 in

partition costs and real estate commissions of 10 percent that would be incurred upon the

partition and sale of the property in determining the discount for lack of control. The

court viewed the lack of relevant market transactions in undivided interests as an indica-

tion of the lack of marketability of the subject interest.

The expert for the IRS argued that a business appraiser was not qualified to value the

subject undivided interests. The court disagreed, stating that taxpayer’s expert ‘‘was an

experienced business appraiser who has given expert opinions in valuing fractional inter-

ests in partnerships, businesses and real property.’’ The court went on to say that he ‘‘cor-

rectly considered various factors affecting the potential costs of partitioning the

properties in issue,’’ ‘‘the time and expense of selling real property in that market,’’ and

‘‘gave a reasonable explanation’’ for his discounts.

A summary of the court’s calculations are provided in Exhibit 27.4.

In the Williams decision, the court recognized real estate commissions associated

with the partitioning and sale of the property. The court also acknowledged that an un-

divided interest suffers from both lack of control and lack of marketability, and applied

these discounts in succession. It further acknowledged that business valuation experts are

qualified to value an undivided interest in real property.

Estate of Barge v. Commissioner.6 The taxpayer and the IRS stipulated that the fair

market value of the Mississippi timberland in fee-simple interest was $40 million. The

taxpayer requested that the court apply a discount of 50 percent to the appraised value of

the property in order to calculate the value of the undivided interests. The record is un-

clear whether the taxpayer’s experts—who were registered foresters—provided any

empirical evidence that would establish discounts for lack of control or lack of

marketability.

In its decision, the court used a partition analysis to calculate the value of the un-

divided interest. The partition analysis was based on the following assumptions:

� A 10 percent present value discount rate

� A partition period of four years

Exhibit 27.4 Tax Court’s Calculations in Estate of Williams v. Commissioner

Value of the Property in Fee-Simple Estate $3,093,250

Multiplied by: Undivided Interest Percentage 50.0%

Equals: Value Attributable to the Subject Undivided Interest $1,546,625

Less: Lack of Control Discount @ 30% $463,988

Equals: Marketable Minority Value $1,082,637

Less: Lack of Marketability Discount @ 20% $216,527

Equals: Nonmarketable Minority Value $866,110

Total Discount from Fee-Simple Appraisala 44.0%

a 1 � [($866,110 � 2)/$3,093,250].
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� A future income stream of $293,000 per year

� A $41 million property value at the end of four years

� Estimated partition costs of $1,325,000 allocated evenly to each 50 percent ownership

interest over the four-year partition period

Exhibit 27.5 provides a summary of the court’s calculations.

The court determined the fair market value of the 1987 gift to be $7,404,649, result-

ing in an effective undivided interest discount of 26 percent from the appraised value in

fee-simple interest. The present value discount rate used by the court was derived from

information contained in the asset appraisals. It appears that the court did not consider

costs associated with marketing and selling the partitioned property at the end of the

four-year period. Also, the court did not address the propriety of using a capitalization

rate derived from an appraisal of a fee-simple interest as the present value discount rate

in determining the value of an undivided interest.

Shepherd v. Commissioner.7 The taxpayer provided an appraisal report that indicated

that the value of property in fee-simple interest was $400,000. Experts for the IRS deter-

mined that the value of the property in fee-simple interest was $1,278,600. The taxpayer

presented three real estate appraisers to support its valuation of the leased timberland.

Each appraiser used slightly different approaches and assumptions. Two of the appraisers

applied discounts for undivided interests of 27 percent and 15 percent, respectively. The

IRS presented one appraiser who appraised the value of the land in fee-simple interest

using an income approach at $1,547,000. The determination of value by the IRS’s expert

reflected no discounts for lack of control or lack of marketability.

The experts for the taxpayer and the IRS disagreed over the following issues:

� Valuation discounts for the undivided interest

� The discount rate to use in calculating the present value of the property lease

payments

� Whether to use pretax or after-tax lease income in the discounting calculation

Ultimately, the court determined that one of the taxpayer’s experts had taken the lack

of marketability into the calculation of the capitalization rate used in the appraisal of the

Exhibit 27.5 Tax Court’s Calculations in Estate of Barge v. Commissioner

Year Timber Income Partition Costs Partition Paymenta Total Present Valueb

1 $293,000 $165,625 $0 $127,375 $115,795

2 $293,000 $165,625 $0 $127,325 $105,268

3 $293,000 $165,625 $0 $127,325 $95,699

4 $293,000 $165,625 $10,250,000 $127,325 $7,087,887

Total $7,404,649

Total Discount from Fee-Simple Appraisal 26.0%

a Assumes that the appraised fee-simple value of the property will increase from $40 million to $41 million during

the four-year partition period.
b Based on a present value discount rate of 10%.
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fee-simple appraisal interest. This same expert then opined that an appropriate discount

for the undivided interest was 27 percent. The court determined that this analysis

amounted to double counting. Consequently, the court rejected the expert’s opinion on

undivided interest discounts. The taxpayer’s other expert concluded an undivided interest

discount of 15 percent based on the following:

� Lack of control

� Potential disposition of the property due to disagreements between co-owners

� The negative consequences of a partitioning action

Apparently, no empirical evidence was offered to establish any of these discounts. The

court ultimately concluded that the appropriate discount for the undivided interest was

15 percent.

The IRS’s expert concluded that the discount should be limited to the estimated cost

to partition of $25,000. The court rejected this opinion as ‘‘failing to give adequate

weight to other reasons for discounting a fractional interest in the leased land, such as

lack of control in managing and disposing of the property.’’

On appeal, the Eleventh Circuit affirmed, finding that the discount applied by the

Tax Court accounted for ‘‘the lack of complete control over the parcel, the risk of

disagreement about disposition of the land and the possibility of partition of the

land.’’ The appellate court also rejected the taxpayer’s argument that a stipulated 33.5

percent discount should have been applied because the stipulation itself limited that

discount to a valuation of an interest in the FLP. In addition, the gifts were to be

valued ‘‘at the time of transfer’’ without reference to the partnership interest they

later became a part of.8

A dissenting opinion would have ruled that, regardless of the classification of the gifts

to be valued, the valuation would have to take into account the effect of the partnership,

since the concept of valuing the gifts ‘‘at the time of transfer’’ so as to not take into

account the partnership ‘‘is not helpful when the nature of the gift is transformed in tran-

sit from realty to personalty.’’ The dissent argued that the willing buyer and willing seller

would consider the impact of the partnership, and, therefore, that the stipulated 33.5 per-

cent discount should have been applied when valuing the gifts.

Estate of Baird v. Commissioner.9 The issue in this case was whether the IRS’s posi-

tion in applying discounts to fractional, noncontrolling interests in timberland was justi-

fied for purposes of determining whether the taxpayers were entitled to administrative

and litigation costs. The Tax Court had ruled that the IRS’s position was justified so that

taxpayers were not entitled to their costs.

John Baird’s estate included a 14/65 undivided interest in a Louisiana trust that held

2,957 acres of timberland in 16 noncontiguous tracts, and his wife’s estate included a 17/

65 interest in the same trust.

Both estates claimed a 50 percent fractionalization discount from the pro rata fair

market value of the timberland. The IRS took the position that the only discount allowa-

ble when valuing the estates’ noncontrolling fractional interests was the cost of partition-

ing the property based on the estimated costs of a hypothetical partition in kind in an IRS

forester’s report, which amounted to approximately 3 percent. The estates protested this

position, criticizing the forester’s use of transactions involving sales of controlling
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interests, and explaining the risks and difficulties involved with partitioning the 16 tracts.

They pointed out that the IRS position was not in line with a substantial body of data

suggesting that the discounts for undivided interests should be significantly higher than

the pro rata share of the estimated cost of partition.

In a prior decision, the Tax Court had held that the taxpayers established 55 percent as

the average amount by which noncontrolling fractional interests in Louisiana timberland

were discounted and that an additional 5 percent discount was appropriate due to peculiar

circumstances with respect to the decedents’ remaining family members (for a total of 60

percent).

On appeal, the Fifth Circuit reversed and remanded on the issue of costs. It found that

before the IRS issued the notices of deficiency, the taxpayers had provided enough infor-

mation to the IRS to alert it to the fact that the in-kind partition described in the forester’s

report was not viable. The court also concluded that the IRS’s estimate of the costs of a

hypothetical in-kind partition was speculative and unsupported.

The Fifth Circuit, therefore, concluded that the Tax Court abused its discretion by

determining that the IRS satisfied its burden of proof of substantial justification for its

position.

In re Harvey.10 One of the issues in this marital dissolution was whether a discount for

fractional interests in real estate was appropriate. The husband owned a 100 percent in-

terest in a dental practice that was founded by his father. The husband’s father retained

control over the practice’s finances including the husband’s compensation, and the hus-

band also held undivided interests in rental property as well as the property housing the

dental practice.

Although the husband’s appraiser valued the undivided interests by applying a frac-

tional interest discount, the trial court refused to include the discount in making its valua-

tions. On appeal, the New Hampshire Supreme Court affirmed, finding that the husband’s

expert could not support his discount with ‘‘actual market evidence,’’ and that, in any

event, no New Hampshire precedent supported a fractional interest discount.

Stone v. United States.11 The Stone estate owned a 50 percent undivided interest in 19

paintings by renowned masters, and the estate’s trustees were the other owners. In its tax

return, the estate applied a 44 percent discount to the fractional ownership, assessing its

interest at 28 percent of the collection’s fair market value (FMV), or $1.42 million. On

audit, the IRS determined the FMV to be $2.77 million. The federal district court initially

rejected the IRS’s contention that a fractional interest discount may be applied only to

real estate, and it also rejected the IRS’s argument that since the trustees owned the other

undivided interest, the close relationship between the parties should be considered in a

determination of value. The court reasoned that this was a nonissue given that FMV is to

be determined using an objective hypothetical-buyer–hypothetical-seller standard.

Accordingly, the sole issue before the court was the extent of the discount. To deter-

mine the discount, the estate engaged a business appraiser. Although admitting that he

could not find comparable sales of fractional interests in art, the appraiser presented

transactional data involving undivided interests in real estate and real estate holding com-

panies. The court rejected these, finding that sales in real estate are not comparable to

sales of art, which is not ‘‘fungible.’’ The court observed that some collectors prefer to

own a fractional interest in higher-valued works, despite lack of control and marketabil-

ity, than a 100 percent interest in a lesser work. The court also said, ‘‘More importantly,
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although there is evidence that partial interests in real estate have been sold at a discount,

there is no evidence that similar sales have . . . occurred in the art market.’’ The court

concluded that a hypothetical willing seller would likely sell the entire body of art and

split the proceeds instead of selling his/her fractional interest at a discount. Because

‘‘one of the characteristics of an undivided interest is the right to partition,’’ the court

indicated that ‘‘some discount is appropriate to allow for the uncertainties involved in

waiting to sell the collection until’’ a hypothetical partition action can be resolved.

Based on discussions with auctioneers of fine art, the estate’s expert assumed three

years of appreciation at an inflation rate of 3 percent, and sales commissions of 2 percent

as well as $50,000 in legal fees and $5,000 in appraisal costs. Using these assumptions,

he determined a 51 percent cost-to-partition discount. The court accepted the $50,000 in

legal fees and the 2 percent in commissions, but rejected the appraisal costs. Also, al-

though the IRS did not present its own cost-to-partition analysis, the court nonetheless

rejected the estate’s 51 percent discount as incongruent with the evidence presented. Ulti-

mately, the court encouraged the parties to reach settlement on this issue, warning them

that if they could not, it would conclude its own discount somewhere between the IRS’s

proposed 2 percent discount and the estate’s 51 percent discount.

SUMMARY

Undivided interests suffer from a variety of relatively unattractive economic and owner-

ship characteristics. These characteristics contribute to the relative lack of marketability

of these ownership interests when compared with fee-simple interests. The dearth of mar-

ket-based data on undivided interests is indicative of the limited and inefficient market

for these ownership interests. Also, the lack of control associated with an undivided inter-

est leaves the unsatisfied investor with one of three options:

1. Sell the ownership interest to the other co-tenants

2. Attempt to locate another willing investor

3. Conduct a potentially protracted and expensive partition lawsuit

Whichever means is selected to obtain liquidity, it is likely that the resulting transaction

price will be considerably less than the pro rata value of the property in fee-simple

interest.

Empirical studies and market evidence related to valuation adjustments for lack of

control and lack of marketability generally are available to the analyst. This information

may provide guidance in selecting appropriate valuation adjustments for undivided inter-

ests. Market transaction evidence also may be available for undivided interests. The ap-

plicability of this evidence, however, generally is limited, due to the differing

characteristics that the subject undivided interests may have when compared with the

undivided interests involved in the market transactions. These differences may include

various transaction dates, geographic locations, and types of property, among others.

The analyst should attempt to locate transactions involving comparable undivided in-

terests; however, the results of this exercise often are less than satisfactory. Consequently,

the analyst should consider whether empirical studies and market evidence regarding

other types of ownership interests are applicable to the subject undivided interest. To the
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extent that the general characteristics of the securities in the empirical studies differ from

undivided interests, these differences should be pointed out in the valuation report and

appropriate adjustments made.

Almost without exception, a theoretical partition of the property should be considered

in the analysis. A partition analysis should be based on all of the costs and proceeds

associated with a partition and subsequent sale of a property. Also, an appropriate present

value discount rate—consistent with the risks and investment characteristics of an un-

divided interest—should be quantified and applied in the analysis. Remember that capi-

talization rates used in the appraisals of fee-simple interests are not necessarily relevant

to the analysis of an undivided interest.

The valuation of an undivided interest requires knowledge and expertise from two

appraisal disciplines: asset appraisal and business valuation appraisal. The court deci-

sions seem to indicate that litigants often rely on asset appraisal experts to value both the

underlying assets and the undivided interest. The courts continue to express frustration

with the lack of reasonable evidence and supportable analysis when determining the

value of an undivided interest.

It is important to point out that an undivided interest is a fractional equity ownership

interest and not a pro rata share of property. An undivided interest has much more in

common with a minority equity position in a closely held business than with a propor-

tional ownership interest in a real property. Consequently, asset appraisal techniques do

not adequately address the economic issues of an undivided interest. Therefore, it is in-

appropriate to automatically assume that an asset appraiser is qualified to appraise the

value of an undivided interest.
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Chapter 28

Common Errors in Applying
Discounts and Premiums

Using Synergistic Acquisition Premiums to Quantify Premiums
for Control

Assuming That the Discounted Cash Flow Valuation Method Always
Produces a Minority Value

Assuming That the Guideline Public Company Method Always Produces a
Minority Value

Valuing Underlying Assets Rather Than Stock or Partnership
Interests

Using Minority Interest Marketability Discount Data to Quantify Marketability
Discounts for Controlling Interests

Using Only Restricted Stock Studies (and Not Pre–Initial Public Offering
Studies) as Benchmark for Discounts for Lack of Marketability

Inadequate Analysis of Relevant Factors

Indiscriminate Use of Average Discounts or Premiums

Applying (or Omitting) a Premium or Discount Inappropriately for
the Legal Context

Applying Discounts or Premiums to the Entire Capital Structure Rather
Than Only to Equity

Quantifying Discounts or Premiums Based on Past Court Cases

Using an Asset Appraiser to Quantify Discounts or Premiums for Stock or
Partnership Interests

Summary

This chapter discusses some of the most common errors in applying discounts and premi-

ums that have been encountered repeatedly in actual practice. We hope that the chapter

will provide a heads-up so that practitioners will not allow such errors to slip through in

the future.

Many of the errors discussed in this chapter go unrebuttled in court testimony and

thus lead to bad case decisions. We hope that this chapter will help the reviewer of an

appraisal report—whether a supervisor, lawyer, judge, trustee, IRS agent or examiner, or

other interested party—to identify any such errors for what they are and not allow them

to be accepted by the decision maker without challenge.
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USING SYNERGISTIC ACQUISITION PREMIUMS
TO QUANTIFY PREMIUMS FOR CONTROL

In many cases, if not a majority, premiums paid in corporate takeover transactions

include some part of the value of synergies to the buyer. If the object is to value the

company on a stand-alone basis, as is the case in dissenting stockholder or corporate

dissolution actions, data involving premiums for synergistic acquisitions should not form

part of the basis for the control premium. Analysts can eliminate synergistic transactions

by utilizing the transaction purpose codes in the Control Premium Study (online version

at BVMarketdata.com) back from the beginning of 1998.

If fair market value is the applicable standard of value, then normally any value that

reflects synergies would not be appropriate. The reason is because the synergies would be

applicable to a particular buyer, thus resulting in investment value, while fair market

value reflects value to a hypothetical buyer. The exception to this rule is in situations in

which there is a group of prospective buyers having the same synergies with the subject,

in which case they might collectively create a market, as with industries undergoing

consolidation.

ASSUMING THAT THE DISCOUNTED CASH FLOW VALUATION
METHOD ALWAYS PRODUCES A MINORITY VALUE

Some believe that the discounted cash flow (DCF) valuation method always results in a

minority value. Thus, when seeking a control value and using a DCF valuation result as a

starting point, such people would always apply a control premium. They are wrong.

The reasoning leading to the conclusion that DCF always results in a minority value

is based on the fact that the discount rate used in the DCF method often is developed

using Morningstar and/or Duff & Phelps data, which are based on minority interest pub-

lic trading prices. While this is correct, it does not follow that DCF values necessarily are

minority. As discussed in Chapter 2, the DCF can produce either a minority or a control

value. Whether the DCF result represents a minority or control value depends primarily

on whether control or minority cash flows are projected in the analysis, not on the dis-

count rate. The discount rate varies little, or not at all, between minority and control DCF

valuations. So when faced with a DCF base value, it is necessary to examine the under-

lying assumptions, especially the minority or control nature of the projected cash flows,

to determine whether a control premium is warranted.

ASSUMING THAT THE GUIDELINE PUBLIC COMPANY
METHOD ALWAYS PRODUCES A MINORITY VALUE

As detailed in Chapters 1 and 2, marketable minority interests in the public market can

provide an indication of value for a private company that is below, at, or above what

control buyers would be expected to pay, based on either a guideline merged and ac-

quired company analysis, a DCF analysis, or a capitalization analysis. When the guide-

line public company market value is at or above control value, application of a control

premium could significantly overvalue a firm. Likewise, failure to apply a discount for

lack of control could overvalue a minority interest.
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This is a new perspective on the meaning of public market data and where it fits as a

level of value (see Exhibits 1.2, 1.3, 2.3, 2.4, and 2.5). Although it is not without contro-

versy, professionals should be aware of and understand this perspective. Appraisers can

no longer blindly apply control premiums to public market value indicators to derive

control value. Nor can they safely assume that discounts for lack of control must never

be applied when using guideline public companies as the base.

VALUING UNDERLYING ASSETS RATHER THAN STOCK
OR PARTNERSHIP INTERESTS

Sometimes reports determine the underlying net asset value and then simply assume that

the stock or partnership interest is worth a proportionate share. That is almost never the

case. An intervening entity between the owner and the assets almost always leads to a

lower value for the minority stock or partnership interest than for a proportional share of

the assets. This is because the owner of the stock or partnership assets has no control over

those assets. The entity shareowner cannot redeploy, liquidate, or hypothecate the assets.

It is for this reason that discounts from net asset value usually are greater for stock or

partnership interests than for individual fractional direct ownership interests in assets.

USING MINORITY INTEREST MARKETABILITY DISCOUNT
DATA TO QUANTIFY MARKETABILITY DISCOUNTS
FOR CONTROLLING INTERESTS

Examiners who conduct the peer reviews of reports submitted for accreditation for both

the American Society of Appraisers and the Institute of Business Appraisers say that a

common failure is trying to support discounts for lack of marketability for controlling

interests with empirical data from observed minority interest transactions.

Extensive empirical studies are available, as detailed in this book, to help quantify dis-

counts for lack of marketability for minority interests. However, starting with such data and

somehow moving from there to a discount for lack of marketability for a controlling interest

is an unacceptable leap of faith, not grounded in a logical connection. The rationale for dis-

counts for lack of marketability for controlling interests is different from the reasons for

discounts for lack of marketability for minority interests. Chapter 11 explains this difference.

USING ONLY RESTRICTED STOCK STUDIES (AND NOT
PRE–INITIAL PUBLIC OFFERING STUDIES) AS BENCHMARK
FOR DISCOUNTS FOR LACK OF MARKETABILITY

Even though pre-IPO studies have been available and well publicized for over a decade,

some analysts only reference restricted stock studies as a benchmark for discounts for

lack of marketability. Judge Carolyn Chiechi commented on the shortcoming of this lim-

ited focus in Estate of Davis v. Commissioner:1

We agree [with the estate] and find that [the IRS’s expert] should have considered the pre-

valuation date price data reflected in those IPO studies because they, together with the restricted
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stock studies, would have provided a more accurate base range and starting point for determin-

ing the appropriate lack-of-marketability discount than the base range that he determined.

INADEQUATE ANALYSIS OF RELEVANT FACTORS

For every type of premium or discount addressed in this book, the discussion has in-

cluded the relevant factors that bear on the validity and the magnitude of the particular

discount or premium. When dealing with any premium or discount issue, it is helpful to

refer to the applicable chapter to develop a check list of relevant factors to investigate and

discuss.

It is amazing how many so-called experts throw out a number with little or no analy-

sis. Courts tend to reject such unsupported conclusions.

INDISCRIMINATE USE OF AVERAGE
DISCOUNTS OR PREMIUMS

As seen in the empirical data throughout this book, the dispersion observed in most cate-

gories of discounts and premiums is quite wide. Yet many appraisal reports simply apply

a discount or premium based on the averages without analysis of why the discount or

premium applicable to the subject should be at, above, or below the average.

When adequate data is available, the best methodology to quantify the discount or

premium in the particular case is to select a subset from the data with characteristics

most directly comparable to the subject and then base the amount of the discount or pre-

mium on that group rather than on the broad average of the total data. When this proce-

dure is not feasible, then the broad average may serve as a benchmark, and a discussion

of the factors affecting the subject relative to the typical factors in the broad average can

support either an adjustment upward or downward from the average or else the conclu-

sion that the average actually is applicable to the subject.

This error is especially acute in applying control premiums. If doing so using the

Control Premium Study, the analyst should recompute the medians to include negative

premiums and eliminate synergistic transactions. Even better, use average market multi-

ples. The Control Premium Study gives five market value multiples for each transaction.

The analyst can select the most comparable transactions and use the multiples to develop

a guideline merged and acquired company method.

APPLYING (OR OMITTING) A PREMIUM OR DISCOUNT
INAPPROPRIATELY FOR THE LEGAL CONTEXT

As noted in several places in the book, discounts or premiums that might be appropriate

in one legal context might be disallowed in another. For example, a minority interest

discount that might be clearly applicable in a valuation for tax purposes under the stan-

dard of fair market value might be either totally disallowed or questionable in a dissent-

er’s appraisal rights action under some states’ interpretation of the standard of fair value.

It is important to study the legal context, especially the case law, to determine whether
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there is clear direction on the applicability of any particular discount or premium being

considered.

APPLYING DISCOUNTS OR PREMIUMS TO THE ENTIRE
CAPITAL STRUCTURE RATHER THAN ONLY TO EQUITY

Most, if not all, of the discounts and premiums, and the empirical data to quantify them,

are based on the company’s common equity, not on its entire capital structure. Occasion-

ally, someone applies a percentage discount or premium to the entire capital structure

when the basis for the percentage was equity observations. This inflates the dollar amount

of the discount or premium and thus incorrectly determines the value of the subject

interest.

QUANTIFYING DISCOUNTS OR PREMIUMS BASED
ON PAST COURT CASES

Past court cases are not the basis on which to quantify any of the discounts or premiums

discussed in this book. Courts will not accept expert testimony on magnitudes of dis-

counts or premiums based on other court decisions. Courts take the position that the facts

and circumstances of each case are unique. They demand empirical data and/or analysis

as directly relevant as possible to the specific facts and circumstances of the subject being

valued in that case.

This does not mean that the analyst should not know what has been accepted and

rejected in other cases and what factors were considered in those decisions. If the pro-

posed discount or premium is at the extreme or outside the range of discounts or premi-

ums previously accepted, the analyst should be on notice that it will require unusually

comprehensive and convincing data and analysis to persuade the court.

USING AN ASSET APPRAISER TO QUANTIFY DISCOUNTS
OR PREMIUMS FOR STOCK OR PARTNERSHIP INTERESTS

Well-qualified asset appraisers (for instance, real estate, timber) are experts in the ap-

praisal of assets, but that expertise normally does not extend to appraisal of stock or part-

nership interests in the entities that own those assets.

In several U.S. Tax Court decisions, I believe the taxpayer was shortchanged because

the lawyer engaged an asset appraiser rather than a business appraiser to analyze and

testify on the issue of the discounts applicable to the stock or partnership interest.

SUMMARY

This chapter has pointed out and discussed some of the errors repeatedly encountered in

practice in applying discounts and premiums. Application of a premium or discount that

may be acceptable for one appraisal purpose may be unacceptable or uncertain in a valu-

ation for some other purpose, with the guidance often found in precedential case law.
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Courts like specific empirical evidence. They tend to reject discounts or premiums

that are not well supported. In this respect, broad averages of highly divergent empirical

data should be used only if it can be concluded that the characteristics of the subject are

comparable to the average companies from which the data are drawn. Otherwise, subsets

of the broad data group should be selected on the basis of characteristics comparable to

the subject, or analysis should be presented to consider a discount above or below the

broad average.

It is now well recognized that many ‘‘control premiums’’ are actually ‘‘acquisition

premiums’’ reflecting synergistic values that may not be part of fair market value (for tax

purposes) or stand-alone value (for dissent and dissolution purposes). The updated online

Control Premium Study provides transaction codes to help sort out synergistic from

financial control premiums.

Asset appraisers usually are not qualified to deal with discounts or premiums applica-

ble to stock or partnership interests rather than directly to assets. Business appraisers are

trained to deal with these issues.

NOTE

1. Estate of Davis v. Commissioner, 110 T.C. 530 (1998).

402 Business Valuation Discounts and Premiums



E1BAPPA 03/10/2009 12:54:2 Page 403

Appendix A

Bibliography

Books
Articles
Periodicals

BOOKS

Business Valuation Resource’s Guide to Discounts for Lack of Marketability. Portland, OR: Busi-

ness Valuation Resources, 2008.

BVR’s Guide to Personal v. Enterprise Goodwill. Portland, OR: Business Valuation Resources

(2009 edition).

Estabrook, Joseph S. Blockage Discounts. In Handbook of Advanced Business Valuation, Robert F.

Reilly and Robert P. Schweihs, eds. New York: McGraw-Hill, 2000.

Fannon, Nancy. Fannon’s Guide to The Valuation of Subchapter S Corporations. Portland, OR:

Business Valuation Resources, 2008: 9-1 to 9-7.

Fishman, Jay E., Shannon P. Pratt, and William J. Morrison. Standards of Value: Theory and Appli-

cations, Hoboken, NJ: John Wiley & Sons, 2007.

Fishman, Jay E., Shannon P. Pratt, et al. PPC’s Guide to Business Valuations, 19th ed. Fort Worth:

Practitioners Publishing Company, 2009.

Hitchner, James R. Financial Valuation: Application and Models, 2nd ed. Hoboken, NJ: John

Wiley & Sons, 2006.

Mard, Michael J., James R. Hitchner, and Steven D. Hyden.Valuation for Financial Reporting, 2nd ed.

Hoboken, NJ: John Wiley & Sons, 2007.

Matthews, Gilbert E. Fairness Opinions: Common Errors and Omissions. In The Handbook of Busi-

ness Valuation and Intellectual Property Analysis, Robert Reilly and Robert Schweihs, eds. New

York: McGraw Hill, 2004.

Mercer, Z. Christopher. Quantifying Marketability Discounts, Memphis, TN: Peabody Publishing,

LP, 1997.

________, and Travis W. Harms. Business Valuation: An Integrated Theory, 2nd ed. Hoboken, NJ:

John Wiley & Sons, 2008.

Much, Paul J., and Timothy J. Fagan. The Value of Voting Rights. In Financial Valuation: Business

and Business Interests, 1996 Update, James H. Zukin, ed. New York: Warren Gorham & Lamont,

1996.

Pratt, Shannon, and Alina V. Niculita. Valuing a Business. 5th ed. New York: McGraw-Hill,

2008.

________, and Alina V. Niculita, Marital Dissolution Valuations. In The Lawyer’s Business Valua-

tion Handbook, 2nd ed. Chicago: American Bar Association, 2009.

Richman. Bruce. Guide to Tax and Financial Issues in Divorce. Hoboken, NJ: John Wiley & Sons,

2002.

403



E1BAPPA 03/10/2009 12:54:2 Page 404

Sadtler, David, Andrew Campbell, and Richard Koch. Breakup!: When Large Companies Are

Worth More Dead Than Alive. UK: Capstone Publishing, 1997.

ARTICLES

To locate a working paper, search online using any major search engine (e.g., Google, Yahoo, etc.)

by author and title.

Ang James, and Ninon Kohers. ‘‘The Take-Over Market for Privately Held Companies: The US

Experience.’’ Cambridge Journal of Economics 25 (2001): 723–748.

Antoniou, Antonios, Philippe Arbour, and Huainan Zhao. ‘‘How Much Is Too Much: Are Merger

Premiums Too High?’’ European Financial Management. 14, no. 2 (2008): 268–287.

Aschwald, Kathryn F. ‘‘Restricted Stock Discounts Decline as Result of 1-Year Holding Period.’’

Shannon Pratt’s Business Valuation Update (May 2000): 1–5.

Banz, Rolf W. ‘‘The Relationship between Return and Market Value of Common Stock.’’ Journal

of Financial Economics 9 (1981): 3–18.

Bateman, Tracy A. ‘‘Divorce and Separation: Consideration of Tax Consequences in Distribution of
Marital Property. 9 A.L.R.5th 568, Lawyers Cooperative Publishing Co., 2000.

Becker, Brian, and Gary Gutzler. ‘‘Should a Blockage Discount Apply? Perspectives of Both a

Hypothetical Willing Buyer and Hypothetical Willing Seller.’’ Business Valuation Review (March

2000): 3–9.

Bolotsky, Michael J. ‘‘Adjustments for Differences in Ownership Rights, Liquidity, Information

Access, and Information Reliability: An Assessment of ‘Prevailing Wisdom’ Versus the Nath Hy-

pothesis.’’ Business Valuation Review (September 1991): 94–109.

Bolten Steven E., and Yan Wang. ‘‘The Impact of Management Depth on Valuation.’’ Business

Valuation Review (September 1997): 143–146.

Bronstein, Jason, and Michael Fussman. ‘‘FAS 157: Pathway and Pitfalls in Fair Value of Complex

Investments.’’ Business Valuation Update (March 2008).

De Franco, Gus, Ilanit Gavious, Justine Yiqiang Jin, and Gordon D. Richardson. ‘‘The Existence

and Explanations for the Private Company Discount.’’ Working paper. April 27, 2007.

‘‘Discounts Involved in Purchases of Common Stock (1966–1969).’’ Institutional Investor Study

Report of the Securities and Exchange Commission. H.R. Doc. W. 64, part 5, 92nd Cong., 1st Ses-

sion, 1971, 2444–2456.

Draper, Paul, and Krishna Paudyal. ‘‘Acquisitions: Private versus Public.’’ European Financial

Management 12, no. 1 (2006): 57–80.

Fishman Jay. ‘‘Personal Goodwill v. Enterprise Goodwill.’’ Paper delivered at the 2004 AICPA

Business Valuation Conference. Available at www.bvlibrary.com.

FMV Opinions, Inc. ‘‘Determining Discounts for Lack of Marketability: A Companion Guide to

the FMV Restricted Stock Study.’’ www.bvmarketdata.com, and author’s searches of the database.

Frazier, William H. ‘‘The Use of Capital Gains Tax Liability When Employing an Asset-Based

Approach to the Valuation of C Corporation and ‘Pure’ Blockage.’’ Unpublished paper, available

on BVLibrary.com.

Fuller, Kathleen, Jeffry Netter, and Mike Stegemoller. ‘‘What Do Returns to Acquiring Firms Tell

Us? Evidence from Firms That Make Many Acquisitions.’’ Journal of Finance 62, no. 4 (2002):

1763–1793.

Garber, Steven D. ‘‘Control vs. Acquisition Premiums: Is There a Difference?’’ Paper presented at

the American Society of Appraisers, Maui, Hawaii, June 1998.

404 Business Valuation Discounts and Premiums



E1BAPPA 03/10/2009 12:54:2 Page 405

Gelman, Milton. ‘‘An Economist-Financial Analyst’s Approach to Valuing Stock of a Closely-Held

Company.’’ Journal of Taxation (June 1972): 353–354.

Gilbert, John R. ‘‘Built-in Gain Valuation Adjustment: No Longer ‘If’—But ‘How’ and ‘How

Much.’’’ CPA Expert (Winter 1999): 7–10.

Grabowski, Roger J. ‘‘Identifying pool of willing buyers may introduce synergy to fair market

value.’’ Business Valuation Update (April 2000).

Hall, Lance S., and Timothy C. Polacek. ‘‘Strategies for Obtaining the Largest Valuation Dis-

counts.’’ Estate Planning (January/February 1994): 38–44.

Hawkins, George B. ‘‘Selling Out to a Public Company Buyer—Blockage, Restricted Shares, and

Value. The State Price Versus Reality.’’ Fair Value (Spring/Summer 1997).

Hayward, Matthew L. A., and Donald C. Hambrick. ‘‘Explaining Premiums Paid for Large Acquis-

itions: Evidence of CEO Hubris.’’ New York: Columbia University Graduate School of Business

(June 1995).

‘‘IRS Acquiesces Regarding Trapped-in Gains Discount.’’ Judges & Lawyers Business Valuation

Update (August 1999).

Jankowske, Wayne. ‘‘Second-Stage Adjustments to Value.’’ Paper presented at American Society of

Appraisers International Appraisal Conference, Toronto, June 16–19, 1996.

Jefferson, Mozette. ‘‘Liquidation of Underperforming Assets Gets Positive Minority Stock Re-

action.’’ Shannon Pratt’s Business Valuation Update (December 1995): 11.

Johnson, Bruce. ‘‘Restricted Stock Discounts, 1991–95.’’ Shannon Pratt’s Business Valuation

Update (March 1999): 1–3.

________, ‘‘Quantitative Support for Discounts for Lack of Marketability.’’ Business Valuation Re-

view (Dec. 1999): 152–155.

Jordon, Jim. ‘‘Clearinghouse Debacle Illustrates Value of Marketability.’’ Shannon Pratt’s Business

Valuation Update (April 1997): 9.

Kaplan, Steven. ‘‘Valuation Issues in Corporate Control Transactions.’’ Paper presented at the

American Society of Appraisers Advanced Business Valuation Conference (1995).

King, David. ‘‘Do Data Biases Cause the Small Stock Premiums?’’ Business Valuation Review

(June 2003): 56–61.

Koeplin, John, Atulya Sarin, and Alan C. Shapiro. ‘‘The Private Company Discount.’’ Bank of

America Journal of Applied Corporate Finance 12, no. 4 (Winter 2000): 94–101.

Kramer, Yale. ‘‘Majority Block of Nonvoting Stock May Have Slightly Greater Value than Minor-

ity Interest.’’ Shannon Pratt’s Business Valuation Update (July 1997): 15.

Larson, James A., and Jeffrey P. Wright. ‘‘Key Person Discount in Small Firms: Fact or Fiction?’’

Business Valuation Review (March 1996): 4–12.

________, and Jeffrey P. Wright. ‘‘Key Person Discount in Small Firms: An Update. Business Val-

uation Review (September 1998): 85–94.

________, and Jeffrey P. Wright. ‘‘Key Person Discount in Small Firms: Evidence from the

1990s.’’ Business Valuation Review (September 2001): 8–14.

Lease, Ronald C., John J. McConnell, and Wayne H. Mikkelson. ‘‘The Market Value of Control in

Publicly-Traded Corporations.’’ Journal of Financial Economics (1983): 439–471.

Maher, J. Michael. ‘‘Discounts for Lack of Marketability for Closely Held Business Interests.’’

Taxes—The Tax Magazine (September 1976): 562–571.

Matheson, John H., and R. Kevin Maler. ‘‘A Simple Statutory Solution to Minority Oppression in

the Closely Held Business.’’ 91 Minn. L. Rev. 657 (February 2007): 661.

Appendix A 405



E1BAPPA 03/10/2009 12:54:2 Page 406

Matthews, Gilbert E. ‘‘Misuse of Control Premiums in Delaware Appraisals.’’ Business Valuation

Review (Summer 2008).

____________. ‘‘Misuse of Control Premiums in Delaware Appraisals.’’ Summarized in The Law-

yer’s Business Valuation Handbook by Shannon Pratt and Alina Niculita. American Bar Associa-

tion, 2009. Chapter 15.

Mercer, Z. Christopher. ‘‘Tax Court Accords Superpremium to Small Voting Block: Allows Deduc-

tion of 100% of Trapped in Capital Gains Tax.’’ Judges & Lawyers Business Valuation Update

(April 1999): 1, 6–7.

____________. ‘‘A Brief Review of Control Premiums and Minority Interest Discounts.’’ Proceed-

ings of the 12th Biennial Business Valuation Conference of The Canadian Institute of Chartered

Business Valuators, 1996.

____________. ‘‘Should Marketability Discounts Be Applied to Controlling Interests of Private

Companies?’’ Business Valuation Review (June 1994): 55–65.

Moroney, Robert E. ‘‘Most Courts Overvalue Closely Held Stocks.’’ Taxes—The Tax Magazine

(March 1973): 144–156.

Nath, Eric W. ‘‘Control Premiums and Minority Interest Discounts in Private Companies.’’ Busi-

ness Valuation Review (June 1990): 39–46.

Officer, Micah S. ‘‘The Price of Corporate Liquidity: Acquisition Discounts for Unlisted Targets.’’

Journal of Financial Economics 83 (2007): 571–598.

O’Shea, Kevin C., and Robert M. Siwicki.‘‘Stock Price Premiums for Voting Rights Attributable to

Minority Interests.’’ Business Valuation Review (December 1991): 165–171.

Osteryoung, Jerome S., and Derek Newman.‘‘Key Person Valuation Issues for Private Businesses.’’

Business Valuation Review (September 1994): 115–119.

Phillips, John R., and Neill W. Freeman.‘‘Do Privately-Held Controlling Interests Sell for Less?’’

Business Valuation Review 14, no. 3 (September 1995): 102.

Pittock, William F., and Charles H. Stryker.‘‘Revenue Ruling 77-287 Revisited.’’ SRC Quarterly

Reports 10, no. 1 (Spring 1983): 1–3.

Pratt, Shannon. ‘‘Control Premiums? Maybe, Maybe Not—34% of 3rd Quarter Buyouts at Dis-

counts.’’ Shannon Pratt’s Business Valuation Update (January 1999): 1–3.

Pritchard, Timothy. ‘‘A Canadian Rail Pioneer Plans Split-Up.’’ New York Times, February 14,

2001, C7.

Robinson, Chris, John Rumsey, and Alan White.‘‘The Value of a Vote in the Market for Corporate

Control.’’ Paper published by York University Faculty of Administrative Studies, February 1996.

Roll, Richard. ‘‘The Hubris Hypothesis of Corporate Takeovers.’’ Journal of Business 59, no. 2

(1986): 212.

Scherrer, Phillip S. ‘‘Why REITs Face a Merger-Driven Consolidation Wave.’’ Mergers & Acquis-

itions, The Dealmaker’s Journal (July/August 1995): 42.

Shartsis, Arthur J. ‘‘Dissolution Actions Yield Less Than Fair Market Enterprise Value (Appraising

for ‘Fair Value’ under California Corporations Code Section 2000).’’ In Business Valuation Re-

source’s Annual Guide to Fair Value in Shareholder Dissent, Oppression, and Marital Dissolution.

Portland, OR: 2008.

Silber, William L. ‘‘Discounts on Restricted Stock: The Impact of Illiquidity on Stock Prices.’’

Financial Analysts Journal (July–August 1991): 60–64.

Simpson, David W. ‘‘Minority Interest and Marketability Discounts: A Perspective, Part I.’’ Busi-

ness Valuation Review (March 1991): 7.

Tarbell, Jeffrey S. ‘‘The Small Company Risk Premium: Does It Really Exist?’’ American Society

of Appraisers, Eighteenth Annual Advanced Business Valuation Conference, New Orleans. October

406 Business Valuation Discounts and Premiums



E1BAPPA 03/10/2009 12:54:3 Page 407

1999. Republished in Financial Valuation: Applications and Models, 2nd edition, edited by James

R. Hitchner. Hoboken, NJ: John Wiley, 2006.

Trout, Robert R. ‘‘Estimation of the Discount Associated with the Transfer of Restricted Securi-

ties.’’ Taxes—The Tax Magazine (June 1977): 381–385.

PERIODICALS

The 1997 Partnership Profiles, Inc. database of real estate limited partnerships.

American Business Law Journal, quarterly. Academy of Legal Studies in Business, c/o Daniel J.

Herron, Dept. of Finance, 120 Upham Hall, Miami University, Oxford, OH 45056; ph: (513)

529-2945, fax: (513) 529-6992.

American Journal of Family Law, quarterly. Aspen Law and Business, 1185 Avenue of the Amer-

icas, New York, NY 10036; ph: (888) 859-8081.

ASA Valuation, semiannually. American Society of Appraisers, Box 17265, Washington, DC

20041-0265.

Business Appraisal Practice, published three times a year. The Institute of Business Appraisers,

Inc., Box 17410, Plantation, FL 33318; ph: (954) 584-1144, fax: (954) 584-1184, e-mail:

ibahq@go-iba.org.

The Business Broker, published and edited by Tom West, monthly. RES Associates, Inc., 41 Brai-

nerd Rd., Niantic, CT 06357; ph: (860) 691-0081, fax: (860) 691-1145; www.businessbookpress

.com.

Business Law Today, bimonthly (5 times a year). American Bar Association Section of Business

Law, ABA Service Center, 541 N. Fairbanks Court, Chicago, IL 60611.

Business Valuation Litigation Reporter (formerly Judges & Lawyers Business Valuation Update),

monthly. Business Valuation Resources, LLC, 1000 SW Broadway, Suite 1200, Portland, OR

97205; ph: (503) 291-7963 or (888) 287-8258, fax: (503) 291-7955; www.BVLibrary.com.

Business Valuation Review, quarterly. American Society of Appraisers, P.O. Box 17265, Washing-

ton, DC 20041; ph: (703) 478-2228, fax: (703) 472-8471.

Business Valuation Update, monthly. Business Valuation Resources, LLC, 1000 SW Broadway,

Suite 1200, Portland, OR 97205; ph: (503) 291-7963 or (888) 287-8258, fax: (503) 291-7955;

www.bvlibrary.com.

Canadian Tax Highlights, monthly. Canadian Tax Foundation, 1200-595 Bay Street, Toronto, ON

M5G 2N5, Canada; ph: (416) 599-0283, fax: (416) 599-9283.

CPA Expert, quarterly. American Institute of Certified Public Accountants, Harborside Financial

Center, 201 Plaza Three, Jersey City, NJ 07311-3881; ph: (888) 777-7077 or (201) 938-3000.

CPA Litigation Service Counselor, monthly. Harcourt Brace Professional Publishing, Subscription

Fulfillment, 6277 Sea Harbor Drive, Orlando, FL 32887; ph: (800) 831-7799.

Delaware Journal of Corporate Law, three times a year. Widener University, School of Law, Box

7286, Wilmington, DE 19803; ph: (302) 477-2145, fax: (302) 477-2042.

Direct Investment Spectrum, included in the 3rd edition of the Comprehensive Guide for the Valu-

ation of Family Limited Partnerships by Bruce A. Johnson, Spencer Jefferies, and James R. Park

(Dallas, TX: Partnership Profiles, Inc., 2006).

E-Law Business Valuation Perspective, 20 times a year. Mercer Capital Management, Inc., 5850

Ridgeway Center Parkway, Suite 410, Memphis, TN 38120; www.bizval.com.

The ESOP Report, monthly, ESOP Association, 1726 M Street, NW, Suite 501, Washington, DC

20036; ph: (202) 293-2971, fax: (202) 293-7568.

Appendix A 407



E1BAPPA 03/10/2009 12:54:3 Page 408

Estate Planning (New York), base vol. (plus semiannual updates). Warren, Gorham & Lamont of

the RIA Group, 90 Fifth Avenue, New York, NY 10011; ph: (212) 645-4800, fax: (212) 337-4280.

Fair$hare: The Matrimonial Law Monthly, monthly. Aspen Law & Business, 1185 Avenue of the

Americas, 37th Floor, New York, NY 10036; ph: (212) 597-0200 or (800) 638-8437, fax: (212)

597-0338.

Fair Value, quarterly. Banister Financial, Inc., 1914 Brunswick Avenue, Suite 1-B, Charlotte, NC

28207; ph: (704) 334-4932; www.businessvalue.com.

Family Advocate, quarterly. Section of Family Law, American Bar Association, 750 N. Lake Shore

Drive, Chicago, IL 60611; ph: (312) 988-6113; www.abanet.org/family/advocate.

Family Law Quarterly. Section of Family Law, American Bar Association, 750 N. Lake Shore

Drive, Chicago, IL 60611; ph: (312) 988-5000; www.abanet.org/family/advocate.

The Federal Tax Course Letter, monthly. Aspen Law & Business, 1185 Avenue of the Americas,

New York, NY 10036; ph: (212) 597-0200 or (800) 638-8437, fax: (212) 597-0338.

Fordham Law Review, bimonthly. Fordham University, School of Law, Lincoln Center, 140 W.

62nd Street, New York, NY 10023; ph: (212) 636-6876, fax: (212) 636-6965.

Journal of Accountancy, monthly. American Institute of Certified Public Accountants, Harborside

Financial Center, 201 Plaza Three, Jersey City, NJ 07311; ph: (201) 938-3796 or (888) 777-7077,

fax: (201) 329-1112.

Journal of the American Academy of Matrimonial Lawyers, annually. American Academy of Mat-

rimonial Lawyers, University of Wisconsin-Madison Law School, 150 N. Michigan Avenue, #2040,

Chicago, IL 60601; ph: (312) 263-6477.

Journal of Business Valuation, annually. The Canadian Institute of Business Valuators, 277 Well-

ington Street West, 5th Floor, Toronto, Ontario M5V 3H2; ph: (416) 204-3397, fax: (416)

977-8585; e-mail: admin@cicbv.va, www.businessvaluators.com.

Journal of Employee Ownership Law and Finance, quarterly. National Center for Employee Own-

ership, Inc., 1201 Martin Luther King Jr. Way, Oakland, CA 94612; ph: (510) 272-9461, fax: (510)

272-9510.

Journal of Pension Planning and Compliance. Panel Publishers, c/o Aspen Law and Business, 1185

Avenue of the Americas, New York, NY 10036; ph: (212) 597-0200 or (800) 638-8437, fax: (212)

597-0338.

The Journal of Taxation, monthly. Warren, Gorham & Lamont of the RIA Group, 90 Fifth Avenue,

New York, NY 10011; ph: (212) 645-4800, fax: (212) 337-4280.

Judges & Lawyers Business Valuation Update (as of October 2001, renamed the Business Valua-

tion Litigation Reporter, monthly. Business Valuation Resources, LLC, 1000 SW Broadway, Suite

1200, Portland, OR 97205; ph: (503) 291-7963 or (888) 287-8258, fax: (503) 291-7955; www

.BVLibrary.com.

Matrimonial Strategist, monthly. American Lawyer Media, Inc., d.b.a. Leader Publications, 345

Park Avenue, S., New York, NY 10010; ph: (212) 545-6170, fax: (212) 969-1848.

Mergers & Acquisitions, bimonthly. Securities Data Publishing, 40 W. 57th Street, 11th Fl., New

York, NY 10019; ph: (212) 765-5311, fax: (212) 765-6123.

Mergerstat Review, annually. Mergerstat, LP, 1933 Ponitus Avenue, Los Angeles, CA 90025; ph:

(310) 966-9492; www.mergerstat1.com.

Michigan Business Law Journal. State Bar of Michigan, 306 Townsend Street, Lansing, MI 48933;

ph: (517) 372-9030.

Morningstar Cost of Capital Resources: online available at corporate.morningstar.com (Chicago:

Morningstar). Morningstar, ‘‘Stocks, Bonds, Bills, and Inflation, Valuation Edition’’ (2007).

Annual.

408 Business Valuation Discounts and Premiums



E1BAPPA 03/10/2009 12:54:3 Page 409

Nation’s Business, monthly. U.S. Chamber of Commerce, 1615 H Street, NW, Washington, DC

20062-2000.

National Law Journal, weekly. American Lawyer Media, Inc., d.b.a. Leader Publications, 345 Park

Avenue, S., New York, NY 10010; ph: (212) 779-9200.

New York Law Journal, quarterly. American Lawyer Media, Inc., d.b.a. Leader Publications, 345

Park Avenue, S., New York, NY 10010; ph: (212) 779-9200, fax: (212) 969-1848.

The Partnership Spectrum, bimonthly. Partnership Profiles, P.O. Box 7938, Dallas, TX 75209; ph:

(800) 634-4614.

The Tax Adviser, monthly. American Institute of Certified Public Accountants, Harborside Finan-

cial Center, 201 Plaza Three, Jersey City, NJ 07311-9808; ph: (201) 938-4796 or (800) 862-4272,

fax: (201) 329-1112.

The Tax Executive, bimonthly. Tax Executives Institute, Inc., 1200 G Street, NW, No. 300, Wash-

ington, DC 20005-3814; ph: (202) 638-5601, fax: (202) 638-5607.

The Tax Lawyer, quarterly. Section of Taxation, American Bar Association, 750 N. Lake Shore

Drive, Chicago, IL 60611; www.abanet.org/tax.

Tax Management Memorandum, biweekly. Tax Management, Inc., 1231 25th Street, NW, Wash-

ington, DC 20037; ph: (202) 785-7191 or (800) 223-7270, fax: (202) 785-7195.

Taxation for Accountants, monthly. Warren, Gorham & Lamont of the RIA Group, 90 Fifth Ave-

nue, New York, NY 10011; ph: (212) 645-4800, fax: (212) 337-4280.

Taxation for Lawyers, bimonthly. Warren, Gorham & Lamont of the RIA Group, 90 Fifth Avenue,

New York, NY 10011; ph: (212) 645-4800, fax: (212) 337-4280.

Taxes—The Tax Magazine, monthly. CCH, Inc., 2700 Lake Cook Road, Riverwood, IL 60015;

ph: (847) 267-7000.

Trusts & Estates, 10 times a year. Monitor Press Ltd., Suffolk House, Church Field Road, Sudbury,

Suffolk CO10 6YA, England; ph: 44-1787-378607, fax: 44-178-881147.

Valuation Strategies, bimonthly. RIA Group, 31 St. James Street, Boston, MA 02116; ph: (800)

431-9025.

Wisconsin Law Review, bimonthly. University of Wisconsin at Madison, Law School, 975 Bascom

Mall, Madison, WI 53706-1399; ph: (608) 262-5815, fax: (608) 262-5485.

Appendix A 409



E1BAPPB_1 03/10/2009 410

Appendix B

Data Resources

Control Premiums/Minority Discounts

Discounts for Lack of Marketability

Discounts from Net Asset Value for Limited Partnership Interests

Discounts from Net Asset Value for REITs and REOCs

Discounts from Net Asset Value for Closed-End Investment Funds

Discount and Capitalization Rates

CONTROL PREMIUMS/MINORITY DISCOUNTS

Mergerstat/BVR Control Premium Study. Business Valuation Resources, LLC. 1000

SW Broadway, Suite 1200, Portland, OR 97205, (888) BUS-VALU [287-8258], www

.bvresources.com. Available online at www.bvmarketdata.com. FactSet Mergerstat, LLC
located in Santa Monica, California, publishes this study. This study is a breakthrough
new Web-based tool used to quantify minority discounts and control premiums used in
the business valuation, business appraisal, venture capital, and merger and acquisition
(M&A) professions. Subscribers to the Mergerstat/BVR Control Premium Study are

granted access to all of the details in the database, including the five control premiums,

implied minority discount, five valuation multiples and other relevant financial data. One

important benefit to the Web-based version is the instant access to ten years of back data

allowing easy manipulation of the control premium and minority discount information

needed. Data is organized by industry, SIC code, calendar quarter, and by individual busi-

ness sale. Approximately 57 percent of the Mergerstat/BVR Control Premium Study rep-

resents U.S.-based companies, with the remainder being international companies.

Subscribers will instantly gain access to 10 plus years of valuable back data (1998–pres-

ent). As of March 2008, the Mergerstat/BVR Control Premium Study contains 6,090 to-

tal transactions, with 49 percent of the deals in the database having net sales less than

$100 million, and the remainder having net sales greater than $100 million.

DISCOUNTS FOR LACK OF MARKETABILITY

Emory Pre-IPO Studies. ‘‘The Value of Marketability as Illustrated in Initial Pub-
lic Offerings of Common Stock.’’ John D. Emory, Sr., ASA. Emory & Co., LLC. 611

North Broadway, Suite 210, Milwaukee, WI, 53202, 414-273-9991. This is a series of

studies over time and published as 10 separate articles, with most appearing in Business

Valuation Review and the earliest in ASA Valuation. The most recent two article studies
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were co-authored with John D. Emory Jr. and F. R. Dengel III, and published in Shannon

Pratt’s Business Valuation Update. The studies analyze prices of transactions in private

company stocks that occurred within five months prior to the IPO. The tables show private

transaction price, transaction type, public offering price, and discount from IPO price or

premium over private transaction price (expressed as a percentage), as well as various

other information. Beginning with the earliest, the time periods covered in the studies are

as follows: January 1980 through June 1981; January 1985 through June 1986; August

1987 through January 1989; February 1989 through July 1990; August 1990 through Janu-

ary 1992; February 1992 through July 1993; January 1994 through June 1995; November

1995 through April 1997; May 1997 through March 2000; May 1997 through December

2000 (expanded study). The Emory Pre-IPO Studies are available at www.BVLibrary.com.

Valuation Advisors’ Lack of Marketability Discount Study. The study was developed

by Brian Pearson of Valuation Advisors, LLC (VAL), and compares the initial public

offering (IPO) stock price to pre-IPO common stock, common stock option and convert-

ible preferred stock prices. This study is a Web-based tool used to quantify lack of mar-

ketability discounts. The study includes pre-IPO transactions from 1995 to present. In

addition to using the study to determine and defend your business valuation discounts, it

can also be used to develop industry information for the selection of companies for use in

the market-based valuation approach, and to analyze venture capital investments. This is

updated monthly and available online from Business Valuation Resources.

Restricted Stock Studies. National Association of Certified Valuation Analysts. 1111

East Brickyard Road, Suite 200, Salt Lake City, UT 84106, 801-486-0600, www.nacva.

com. This is a series of studies undertaken independent of each other, comparing private

block sale prices of restricted stocks to same-day public trading prices, with the differ-

ences considered proxies for a discount for lack of marketability. Beginning with the

earliest, the names of these studies and the time periods they cover are: SEC Institutional

Investor Study (1966–1969); Gelman Study (1968–1970); Trout Study (1968–1972);

Moroney Study (1968–1972); Maher Study (1969–1973); Standard Research Consultants

Study (1978–1982); Silber Study (1981–1988); FMV Opinions Study (1979–1992);

Management Planning Study (1980–1996); Johnson Study (1991–1995); and Columbia

Financial Advisors Study (1996–1998).

The FMV Restricted Stock Study. The study contains detailed information used to

quantify marketability discounts in the business valuation, business appraisal, venture

capital, and the merger and acquisition professions. It contains 55 data fields for each of

its 475 transactions. Available from Business Valuation Resources, LLC, 1000 SW

Broadway, Suite 1200, Portland, OR 97205; (888) BUS-VALU [287-8258], fax: (503)

291-7955. www.BVResources.com.

LiquiStat Database. Pluris Valuation Advisors LLC. 17 Battery Place, Suite 1343, New

York, NY 10004. 212-248-4500. The LiquiStat database, a study by Espen Robak at Plu-

ris Valuation Advisors LLC, is a continuously updated database of transactions in the

secondary market for illiquid securities. Different from other studies, the LiquiStat data-

base specializes in the analysis of discounts taken when investors not affiliated with the

issuing company sell restricted stock in private transactions to other investors. The Liqui-

Stat database is available at www.PlurisValuation.com.
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DISCOUNTS FROM NET ASSET VALUE FOR LIMITED
PARTNERSHIP INTERESTS

Comprehensive Guide for the Valuation of Family Limited Partnerships, 3rd edition.
Partnership Profiles, Inc. P.O. Box 7938, Dallas, TX, 75209, 800-634-4614. This book

offers empirical support for valuing minority interests in family limited partnerships.

Based on eight years’ worth of partnership secondary market data collected by Partner-

ship Profiles, this book’s key premise is that discounts from net asset value are the result

of the rate of return sought by an investor. The authors develop a methodology of deriv-

ing a risk premium to use in building up discount rates for real estate entities using REIT

and publicly held real estate partnership return data. The book also includes all of the

historical Partnership Profiles discount studies since 1992, the authors’ articles on FLP

valuation and the most important court decisions regarding FLP valuations reprinted

from www.BVLibrary.com. This 200+ page book is a step-by-step guide that illustrates
how to use closed-end fund and public limited partnership data to value privately held
FLP interests. It is a comprehensive compilation of research that demonstrates the use of
the Income and Market Approach for FLP appraisals involving real estate, marketable
securities, and oil and gas interests. The third edition includes the results of a new study
on how much of a discount for marketability is imbedded in public limited partnership
data, as well as two new studies on how to objectively support a discount for lack of
marketability.

Partnership Re-Sale Discount Study. Partnership Profiles, Inc. P.O. Box 7938, Dallas,

TX 75209, 800-634-4614, www.partnershipprofiles.com. The Re-Sale Discount Study

has been replaced with a new report called the Executive Summary Report. This report

is not available for order separately, but it is included with an annual subscription to the

database. This complete package includes Executive Summary Report on Partnership Re-

Sale Discounts, Detailed Partnership Data, PartnerDisc, and Partnership Profiles Minority

Interest Discount Database. The Partnership Re-Sale Discounts report provides a

detailed analysis of the current state of price-to-value discounts based on the prices at

which minority interests in real estate partnerships traded in the secondary market, to-

gether with a historical look at discounts. This summary reports price-to-value discounts

for each partnership included in the survey as well as average price-to-value discounts for

the entire group of partnerships and based upon five categories including: (i) Equity—

Distributing (low to no debt); (ii) Equity—Distributing (moderate to high debt); (iii)

Equity—Non-Distributing; (iv) Undeveloped Land; and (v) Triple-Net-Lease.

Minority Interest Discount Database. Partnership Profiles, Inc. P.O. Box 7938, Dallas,

TX 75209, 800-634-4614, www.partnershipprofiles.com. Available online. This online

database can be queried from your desktop to identify detailed limited partnership data

on over 325 publicly held limited partnerships. In this latest edition, it has added new

partnerships and updated prices and historical financial data on actively traded limited

partnership interests. This is a software database for business valuation professionals,

real estate appraisers, and CPAs who need empirical data to support minority interest

discounts when valuing family limited partnerships and other fractional interests involv-

ing real estate. This database includes data compiled since 1994 in connection with Part-

nership Profiles’ annual Partnership Re-Sale Discount Studies. The software program

includes an interface allowing appraisers to select the attributes that are comparable to
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the FLP or other minority interest being valued, and the database will locate and display

those partnerships that match the chosen criteria. The partnership information can be

downloaded into a spreadsheet for further analysis.

The Direct Investment Spectrum. Partnership Profiles, Inc. P.O. Box 225, Argyle, TX

76226, 800-634-4614. Published bimonthly, available in print. The Direct Investments

Spectrum covers the investment arena consisting of nonlisted real estate investments

trusts (REITs), limited partnerships, limited liability companies (LLCs), and other direct

investment programs. While most of these investment programs are publicly held and

registered with the Securities and Exchange Commission (SEC), they are not listed for

trading on any recognized securities exchange. These investments are offered through

NASD-registered securities brokerage firms. The Spectrum covers prospective offerings,

current offerings, and programs that have completed their offering(s). The Spectrum also

reports the prices at which interests in these programs have traded in the informal

Secondary Market.

DISCOUNTS FROM NET ASSET VALUE
FOR REITS AND REOCS

NAREIT Industry Data & Performance. National Association of Real Estate Invest-

ment Trusts (NAREIT). 1875 Eye Street, N.W., Suite 600, Washington D.C. 20006, 800-

3-NAREIT, www.reit.com. NAREIT provides investors and real estate professionals with
a library of current and historical data, including performance returns for the U.S. and
global markets, dividend yields, market capitalizations, leverage ratios, and much more.
This is a comprehensive resource for insight into the Real Estate Investment Trust (REIT),
Real Estate Operating Company (REOC), and publicly traded real estate industry, provid-
ing a broad range of relevant data, including an overall industry profile, securities offer-
ings information, and performance statistics.

Realty Stock Review. REIT Zone Publications, LLC. www.reitzone.net. Published

semimonthly, available in print and online. Publishes data on REITs and REOCs (Real

Estate Operating Companies) including estimated adjusted net asset values from invest-

ment analysts, benchmark returns such as from Morgan Stanley REIT Index, NAREIT

Index, and the Wilshire Real Estate Securities Index. This publication also presents side-

by-side analysis of more than 100 REITs and REOCs compared to one another on more

than 12 variables, including price, net asset value (NAV), premium/discount, debt, divi-

dend, market capitalization, total return, and more. Types of property in the study range

include apartments, factory outlet centers, office, industrial, self-storage, and more.

DISCOUNTS FROM NET ASSET VALUE FOR CLOSED-END
INVESTMENT FUNDS

Barron’s Quarterly Closed End Funds. Dow Jones & Company, Inc. 200 Liberty

Street, 9th Floor, New York, NY 10281, (212) 416-2000, www.barrons.com. Available
online. For the closed-end funds the following data are offered: ticker, objective, reported
asset value, NAV, market price, premium/discount, 52-week average premium/discount,
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annualized market returns for the quarter, year, 3, 5, and 10-year, 1-year NAV return, divi-
dend yield, expense ratio, phone number, and manager. Barron's online also offers com-
prehensive weekly mutual fund data, in the format formerly employed in the printed
edition. The funds in these listings have at least 1,000 shareholders or $25 million in
assets.

Wall Street Journal Market Data Center. Dow Jones & Company, Inc. 200 Liberty

Street, New York, NY 10281, 800-JOURNAL, www.wsj.com. Published daily, available

in print and online. Offers data on closed-end funds trading on the AMEX, NASDAQ,

NYSE, and NASDAQ small cap. The data includes yield change, 52-week low and high,

dividend, yield, volume, close, and net change.

The Investor’s Guide to Closed-End Funds. Thomas J. Herzfeld Advisors, Inc. P.O.

Box 161465, Miami, FL 33116, 305-271-1900, www.herzfeldresearch.com. This is a

monthly research report containing trading recommendations on all closed-end funds in

every issue. The report also contains commentary by Thomas J. Herzfeld, closed-end

fund announcements, dividends, and published managed portfolios showing the actual

results of investment programs available to subscribers.

DISCOUNT AND CAPITALIZATION RATES

Morningstar. Product sales and support (312) 384-4000, Global Headquarters 225

West Wacker Drive, Chicago, IL 60606; (312) 696-6000. www.morningstar.com. Mor-
ningstar acquired Ibbotson Associates in 2006.

Stocks, Bonds, Bills, and Inflation Classic Edition Yearbook is published annually in

March. Available in print. Provides historical data on U.S. asset classes. Gives a compre-

hensive, historical view of the performance of capital markets dating back to 1926. Con-

tains total returns and index values for large- and small-company stocks, long-term

corporate bonds, long- and intermediate-term government bonds, Treasury bills, and in-

flation. Optional reports supplement the yearbook on a monthly, quarterly, or semiannual

basis.

Stocks, Bonds, Bills, and Inflation Valuation Edition Yearbook is published annually in

March. Available in print. Complete with real-world examples and useful graphs to illus-

trate the analyses to help readers make decisions in cost-of-capital estimates. Contains an

overview and comparison of the build-up method, Capital Asset Pricing Model, Fama-

French 3-factor model, and discounted cash flow approach. Quarterly subscribers receive

the yearbook plus three quarterly reports featuring updated industry risk premia for use in

the build-up method.

Cost of Capital Yearbook is published annually in June plus three quarterly updates in

print. Contains valuable information and data on over 300 different industries, based on

Standard Industrial Classification (SIC) code. Four separate company size designations

based on equity capitalization are used. Detailed statistics for sales, profitability, capitali-

zation, beta, multiples, ratios, equity returns, capital structure, and five separate measures

of cost of equity and weighted average cost of capital.
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Beta Book is published semiannually in February and July. Available in print. Includes

statistics on more than 5,000 companies that are essential for calculating cost of equity

with the Capital Asset Pricing Model and Fama-French 3-factor model. Traditional 60-

month levered and unlevered beta calculations using CAPM regressions are presented.

Duff & Phelps, LLC, Risk Premium Report can be a useful tool for estimating the cost

of equity capital. One data set allows the user to estimate the cost of equity using a build-

up method. Another data set provides corrections to the textbook CAPM estimate of cost

of equity capital for the size effect. Available through Morningstar (www.morningstar.

com) and Business Valuation Resources (www.BVResources.com). For more information

contact Roger Grabowski, Managing Director, Duff & Phelps, LLC, at (312) 697-4720.

Appraiser News Online—Economic Indicators. The Appraisal Institute. 550 W. Van

Buren Street, Suite 1000, Chicago, IL 60607, 312-335-4100, www.appraisalinstitute.org.

This is a source of equity yield rates for real property investments. The monthly Eco-

nomic Indicators provide a continuous monitor of the economy and real estate markets

by providing economic data from a variety of government websites. The monthly indica-

tors include market rates and bond yields, disposable income data, housing data, un-

employment rates, and other benchmarks. These indicators are published in the

Appraisal Institute’s quarterly magazine, Valuation, as well as the twice-monthly e-mail

newsletter Appraiser News Online.

Korpacz Real Estate Investor Survey. PricewaterhouseCoopers, LLP, (973) 236-4830,

www.pwcreval.com. Published quarterly, available in print and online. This report is a

source of equity yield rates for real-property investments. These quarterly indicators fea-

ture the discount rate, overall cap rate, and residual cap rate for the following building

types: Regional Mall, CBD Office, Warehouse, and Apartment. Also available to

Appraisal Institute members through login.

RERC Real Estate Report. Real Estate Research Corporation. 980 North Michigan

Avenue, Suite 1110, Chicago, IL 60611, 312-587-1800, www.rerc.com. This publication

is a source of equity rates for real-property investments. The quarterly RERC Real Estate

Report offers various investment criteria including required going-in and terminal capi-

talization rates, pretax yield rates, and other data for 10 property types on a national and

regional level, as well as for 40 major metropolitan markets.
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Appendix C

How Much Can Marketability
Affect Security Values?

Francis A. Longstaff*

Journal of Finance, Volume 50, Issue 5 (Dec., 1995), 1767–1774.

Journal of Finance

# 1995 American Finance Association

# 2001 JSTOR

Abstract

How marketability affects security prices is one of the most important issues in finance. We

derive a simple analytical upper bound on the value of marketability using option-pricing

theory. We show that discounts for lack of marketability can potentially be large even when

the illiquidity period is very short. This analysis also provides a benchmark for assessing the

potential costs of exchange rules and regulatory requirements restricting the ability of inves-

tors to trade when desired. Furthermore, these results provide new insights into the relation

between discounts for lack of marketability and the length of the marketability restriction.

The issue of how marketability affects the value of securities is of fundamental impor-

tance in finance. This has been dramatically illustrated by the recent collapse of several

well-known financial institutions that were unable to sell investment assets quickly

enough to meet unexpected cash flow needs. This issue has also become increasingly

important to regulators, rating agencies, security exchanges, auditors, and institutional

investors.

There are many situations in which the marketability of a security may be restricted.

For example, when an investor lends securities under a reverse repurchase agreement, the

investor foregoes the right to sell the securities until they are returned—a lesson painfully

learned by Orange County. For many investors, the marketability of initial public offering

(IPO) shares can be temporarily restricted. This is because underwriters often pressure

investors who are allocated shares in an IPO to refrain from flipping or immediately

reselling the shares. This implicit restriction on marketability may explain a portion of

the underpricing of IPOs. Another example is letter stock. This is stock issued by firms

under SEC Rule 144 that cannot be sold by an investor for a two-year period after it is

acquired. As shown by Silber (1992), letter stock is typically placed privately at 30 to 35

percent discounts to the value of otherwise identical unrestricted stock.

�The Anderson Graduate School of Management, UCLA. I am grateful for the comments of Michael Brennan,

Julian Franks, Mark Grinblatt, Eduardo Schwartz, Jean-Luc Vila, and Pradeep Yadav and seminar participants

at the American Stock Exchange (AMEX) Options Colloquium, Case Western Reserve University, the London

School of Business, McGill University, the University of Strathclyde, the University of Toronto, and the Uni-

versity of Vienna. I am particularly grateful for the comments and suggestions of Ren�e Stulz and an anonymous

referee. All errors are my responsibility.
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This article presents a simple analytical upper bound on the value of marketability.

The intuition behind these results can best be conveyed by considering a hypothetical

investor with perfect market timing ability who is restricted from selling a security for T

periods. If the marketability restriction were to be relaxed, the investor could then sell

when the price of the security reached its maximum. Thus, if the marketability restriction

were relaxed, the incremental cash flow to the investor would essentially be the same as

if he swapped the time-T value of the security for the maximum price attained by the

security. The present value of this lookback or liquidity swap represents the value of

marketability for this hypothetical investor, and provides an upper bound for any actual

investor with imperfect market timing ability.

This analysis provides a number of new insights about how marketability restrictions

affect security values. First, we show that discounts for lack of marketability can be large

even when the length of the marketability restriction is very short. Second, the upper

bound provides a benchmark for estimating the valuation effects of marketability restric-

tions such as circuit breakers, trading halts, and prohibitions on program trading. Finally,

these results allow us to assess directly whether empirical estimates of discounts for lack

of marketability are consistent with rational market pricing.

I. THE FRAMEWORK

We first describe the framework in which we derive the upper bound on the value of mar-

ketability. An important advantage of this framework is that we do not need to make all of

the assumptions about informational asymmetries, investor preferences, etc. that would be

required in a full general equilibrium model. The cost of this, of course, is that we only

obtain bounds, rather than an explicit model of the value of marketability.1 To make the

intuition more clear, we focus on the simplest possible framework in this section. This

framework, however, could clearly be extended to provide tighter upper bounds.

Let V denote the current or time-zero value of a security that is continuously traded in

a frictionless market. We assume that the equilibrium dynamics of V are given by the

stochastic process

dV ¼ mVdt þ sVdZ; ð1Þ

where m and s are constants and Z is a standard Wiener process. We also assume that the

riskless interest rate r is constant.

Consider a hypothetical investor who holds the security in his portfolio, but is re-

stricted from selling the security prior to some fixed time T. The value of this security to

this investor equals the present value of a cash flow of VT to be received at time T.2 Now

assume that this investor has perfect market timing ability that would allow him to sell

the security and reinvest the proceeds in the riskless asset at the time t that maximizes

the value of his portfolio. Let MT denote the time-T payoff to this investor if the sale

could be timed optimally, where MT ¼ max0�t�T (er(T � t)Vt). As long as the investor

cannot sell the security prior to time T, however, he cannot benefit from having perfect

market timing ability.

This marketability restriction imposes an important opportunity cost on this hypothet-

ical investor since the security position is only worth VT to the investor at time T if he is

restricted from selling, but would be worth MT if he were allowed to sell earlier.3 Thus,

using a standard dominance or no-arbitrage argument, the value of marketability to an
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investor with perfect market timing ability is simply the present value of the incremental

cash flow MT � VT that the investor would receive if the marketability restriction were

relaxed. Clearly, the value of marketability would be less for an actual investor with im-

perfect market timing ability. Thus, the present value of the incremental cash flow MT �
VT represents an upper bound on the value of marketability.4

This incremental cash flow MT � VT can also be viewed as the payoff from an option

on the maximum value (including interest from reinvesting the sale proceeds) of the se-

curity MT, where the strike price of the option VT is stochastic. Since MT � VT, this look-

back option will always be in the money at expiration. Hence, max(0; MT�
VT ) ¼ MT � VT . Alternatively, the cash flow MT � VT can be viewed as the payoff of a

liquidity swap in which VT is swapped for MT at time T.

II. THE UPPER BOUND

The present value of MT � VT can be determined using standard risk-neutral valuation

techniques familiar from option-pricing theory. Let F(V, T) denote the present value of

MT � VT . This present value equals

F(V ; T) ¼ e�rTE[MT ] ¼ e�rTE[VT ]; ð2Þ

where the expectation is taken with respect to the risk-neutral dynamics for V. Using the

well-known density function for the maximum of a Brownian motion process in Harrison

(1985), the expectations in equation (2) can be evaluated directly to give the following

closed-form solution for the upper bound,

F(V; T) ¼ V

�
2 þ s2T

2

�
N

� ffiffiffiffiffiffiffiffi
s2T

p

2

�
þ V

ffiffiffiffiffiffiffiffi
s2T

2p

r
exp

�
� s2T

8

�
� V ; ð3Þ

where N(�) is the cumulative normal distribution function.5

The upper bound F(V, T ) is proportional to the current value of the security V. Thus,

bounds on the value of marketability, or equivalently, bounds on the size of the discount

for lack of marketability, can easily be expressed as a percentage of the value of V. It is

readily shown that the upper bound is an increasing function of length of the marketabil-

ity restriction T. In addition, the upper bound is an increasing function of the variance of

returns s2. This is intuitive, since the more volatile the price of the security, the higher is

the opportunity cost of not being able to trade. Taking the limit of F(V, T) shows that the

upper bound converges smoothly to zero as T ! 0.

This upper bound represents the largest discount for lack of marketability that could

be sustained in a market with rational investors. If illiquid securities could be acquired at

prices less than F(V,T) below those of otherwise identical liquid securities, then arbitrage

profits could potentially be achieved by holding nonmarketable securities and synthesiz-

ing marketability using derivatives.

This upper bound is illustrated in Table I, which reports the percentage upper bounds

for values of s2 comparable to those for 6-month, 1-year, and 2-year Treasury securities.

The percentage bounds for a 1-day nonmarketability period range from 0.053 to 0.210.

The percentage bounds for a 5-day nonmarketability period are only about twice as large.

This shows that the per-unit-time-period effect of illiquidity is largest for relatively small

values of T. These results have important implications for the overnight and term repo
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markets, since the difference between the general and special collateral rates should re-

flect the value of the marketability foregone by lending the security.

Figure 1 graphs the upper bound as a function of the nonmarketability period for val-

ues of s ranging from 0.10 to 0.30. This range of volatility is consistent with typical

stock return volatilities. As shown, the upper bound is an increasing concave function of

the length of the marketability restriction. In addition, Figure 1 shows that discounts for

lack of marketability can be very large even when the duration of restricted marketability

is fairly short. This can also be seen in Table II, which reports numerical values for the

percentage upper bound using the same range of volatilities. Table II shows that the up-

per bound ranges from 0.421 to 1.268 percent for a 1-day marketability restriction. The

upper bound ranges from 1.337 to 4.052 percent for a 10-day marketability restriction.

Figure 1 Upper Bounds for Percentage Discounts for Lack of Marketability Graphed as a Func-

tion of the Length of the Marketability Restriction Period Measured in Days and for

Varying Values of the Standard Deviation of Returns Denoted as Sigma
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Table I Upper Bounds for Percentage Discounts for Lack of Marketability

The standard deviations s ¼ 0:0125; 0:0250; and 0:0500 correspond to the approximate

historic standard deviations of returns for 6 month, 1-year, and 2-year Treasury securities.

Marketability Restriction Period s ¼ 0:0125 s ¼ 0:0250 s ¼ 0:0500

1 Day 0.053 0.105 0.210

5 Days 0.118 0.235 0.471

10 Days 0.166 0.333 0.667

20 Days 0.235 0.471 0.944

30 Days 0.288 0.577 1.157

60 Days 0.408 0.817 1.639

90 Days 0.500 1.001 2.010
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The magnitude of the upper bounds for restriction periods measured in days or weeks

has important implications for equity markets, since there are many situations in which

the marketability of shares is restricted for a short period of time. For example, IPO

underwriters often allocate shares to investors with the implicit understanding that the

shares will not be flipped or immediately resold in the aftermarket. Investors who violate

this implicit understanding may be less likely to receive allocations in attractive future

IPOs. This implicit restriction on marketability may only last for a few days or weeks,

during which time the underwriter may engage in market stabilization efforts. Our results

suggest that the cost to the investor of the temporary restriction on selling IPO shares

could be fairly substantial given the fact that the volatility of returns may be particularly

high during this period.

These results also provide some measure of the potential cost to investors of imposing

market restrictions such as circuit breakers, trading halts, or prohibitions against program

trading. Table II suggests that the potential cost of these restrictions could again be very

sizable. An important implication of this is that prices of securities in markets where

liquidity may be interrupted could be substantially lower than they otherwise might be

because of the expected costs of nonmarketability. Our analysis provides a framework for

evaluating the potential costs of different forms of exchange and regulatory requirements.

The upper bound can also be viewed as the maximum amount that any investor would

be willing to pay in order to obtain immediacy in liquidating a security position. Thus,

this upper bound provides an endogenous measure of the largest possible bid-ask spread

or transaction cost for a security. In contrast, previous research on the valuation of il-

liquid securities by Amihud and Mendelson (1986) and Boudoukh and Whitelaw (1993)

and on the valuation of securities in the presence of transaction costs by Constantinides

(1986) and Vayanos and Vila (1992) takes the bid-ask spread or transaction costs for the

security to be exogenous.

III. A COMPARISON

It is also interesting to compare the upper bound to empirical estimates of discounts for

lack of marketability. In particular, much of the empirical evidence about discounts for

Table II Upper Bounds for Percentage Discounts for Lack of Marketability

(The standard deviations correspond to the range typically observed for equity securities.)

Marketability Restriction Period s ¼ 0:10 s ¼ 0:20 s ¼ 0:30

1 Day 0.421 0.844 1.268

5 Days 0.944 1.894 2.852

10 Days 1.337 2.688 4.052

20 Days 1.894 3.817 5.768

30 Days 2.324 4.691 7.100

60 Days 3.299 6.683 10.153

90 Days 4.052 8.232 12.542

180 Days 5.768 11.793 18.082

1 Year 8.232 16.984 26.276

1 Years 11.793 24.643 38.605

5 Years 19.128 40.979 65.772
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lack of marketability focuses on the pricing of SEC Rule 144 restricted stock. This is

stock issued by a firm that is not registered for public trading, but is otherwise identical

to publicly traded stock. The primary limitation of Rule 144 stock is that the recipient

cannot sell the shares for a two-year period. After two years, the shares become market-

able, subject to several minor trading-volume limitations. Restricted shares are typically

issued by firms via private placements instead of the usual public offering mechanism.

By comparing the price at which the restricted stock is privately placed to the market

price for the firm’s registered shares, the discount for lack of marketability can be di-

rectly measured.

Pratt (1989) summarizes the evidence from eight separate studies of restricted stock.

The median percentage discount found in these studies is approximately 35 to 40 percent.

This range is fairly consistent across all of the studies summarized by Pratt. This range is

also consistent with the results of a recent study by Silber (1992) who finds that the mean

discount for lack of marketability is 34 percent in a sample of private placements of stock

during the 1981 to 1988 period.

In order to make comparisons, Figure 2 graphs the percentage upper bound on the

discount for lack of marketability for a wide range of volatilities. Assuming that the aver-

age standard deviation of returns for the firms studied by Pratt (1989) and Silber (1992) is

in the range of 0.25 to 0.35, Figure 2 suggests that empirical estimates of the discount for

lack of marketability closely approximate the upper bound. In one sense, this is a surpris-

ing finding since the upper bound was derived from the perspective of a theoretical inves-

tor with perfect market timing ability. These results, however, suggest that the upper

bound may actually be a tight bound. Thus, the analytical results in this article may

Figure 2 Upper Bounds for Percentage Discounts for Lack of Marketability Graphed as a Func-

tion of the Standard Deviations of Returns. The Length of the Marketability Restriction

Period Is Two Years, Corresponding to the Length of the Marketability Restriction for

Letter Stock.
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actually provide useful approximations of the value of marketability, rather than just

serving as an upper bound.

IV. CONCLUSION

This article provides a first step toward developing a practical model for valuing liquidity

in financial markets. The results of this analysis can be used to provide rough order-of-

magnitude estimates of the valuation effects of different types of marketability restric-

tions. In fact, the empirical evidence suggests that the upper bound may actually be a

close approximation to observed discounts for lack of marketability. More importantly,

however, these results illustrate that option-pricing techniques can be useful in under-

standing liquidity in financial markets and that liquidity derivatives have potential as

tools for managing and controlling the risk of illiquidity.
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NOTES

1. Mayers (1972, 1973, 1976), Brito (1977), Stapleton and Subrahmanyam (1979), and Boudoukh

and Whitelaw (1993) present general equilibrium models of the returns on nonmarketable assets.
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Their results suggest that the size of the equilibrium discount for lack of marketability depends

critically on how closely the optimal strategy approximates the buy-and-hold strategy.

2. Observe that nonmarketability is investor-specific rather than security-specific in this framework.

This differs from the equilibrium models presented in Amihud and Mendelson (1986) and

Boudoukh and Whitelaw (1993). Since the other investors in this market are unrestricted,

derivative claims on V can be priced using standard no-arbitrage arguments.

3. Note that MT will generally be higher than the maximum value reached by the underlying asset

price since it includes interest from reinvesting the proceeds of the sale.

4. We are implicitly making the standard no-arbitrage assumption that the price V of the underlying

asset is exogenous and is not affected by whether this hypothetical investor is restricted or not.

5. The first term in equation (2) equals e�rT times erT times the expected maximum of the discounted

process e�rtVt . This discounted process is a martingale with respect to the risk-neutral dynamics

for V.
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Appendix D

Internal Revenue Service
Revenue Ruling 77-287

1977-2 C.B. 319; 1977 IRB LEXIS 258; REV. RUL. 77-287

July, 1977

Valuation of securities restricted from immediate resale. Guidelines are set forth for the valua-

tion, for Federal tax purposes, of securities that cannot be immediately resold because they are

restricted from resale pursuant to Federal securities laws; Rev. Rul. 59-60 amplified.

SECTION 1. PURPOSE

The purpose of this Revenue Ruling is to amplify Rev. Rul. 59-60, 1959-1 C.B. 237, as

modified by Rev. Rul. 65-193, 1965-2 C.B. 370, and to provide information and guidance

to taxpayers, Internal Revenue Service personnel, and others concerned with the valua-

tion, for Federal tax purposes, of securities that cannot be immediately resold because

they are restricted from resale pursuant to Federal securities laws. This guidance is appli-

cable only in cases where it is not inconsistent with valuation requirements of the Internal

Revenue Code of 1954 or the regulations thereunder. Further, this ruling does not estab-

lish the time at which property shall be valued.

SEC. 2. NATURE OF THE PROBLEM

It frequently becomes necessary to establish the fair market value of stock that has not

been registered for public trading when the issuing company has stock of the same class

that is actively traded in one or more securities markets. The problem is to determine the

difference in fair market value between the registered shares that are actively traded and

the unregistered shares. This problem is often encountered in estate and gift tax cases.

However, it is sometimes encountered when unregistered shares are issued in exchange

for assets or the stock of an acquired company.

SEC. 3. BACKGROUND AND DEFINITIONS

.01 The Service outlined and reviewed in general the approach, methods, and factors to

be considered in valuing shares of closely held corporate stock for estate and gift tax

purposes in Rev. Rul. 59-60, as modified by Rev. Rul. 65-193. The provisions of Rev.

Rul. 59-60, as modified, were extended to the valuation of corporate securities for income

and other tax purposes by Rev. Rul. 68-609, 1968-2 C.B. 327.

.02 There are several terms currently in use in the securities industry that denote re-

strictions imposed on the resale and transfer of certain securities. The term frequently

used to describe these securities is ‘‘restricted securities,’’ but they are sometimes

referred to as ‘‘unregistered securities,’’ ‘‘investment letter stock,’’ ‘‘control stock,’’ or
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‘‘private placement stock.’’ Frequently these terms are used interchangeably. They all

indicate that these particular securities cannot lawfully be distributed to the general pub-

lic until a registration statement relating to the corporation underlying the securities has

been filed, and has also become effective under the rules promulgated and enforced by

the United States Securities & Exchange Commission (SEC) pursuant to the Federal se-

curities laws. The following represents a more refined definition of each of the following

terms along with two other terms—‘‘exempted securities’’ and ‘‘exempted transactions.’’

(a) The term ‘‘restricted securities’’ is defined in Rule 144 adopted by the SEC as

‘‘securities acquired directly or indirectly from the issuer thereof, or from an affiliate of

such issuer, in a transaction or chain of transactions not involving any public offering.’’

(b) The term ‘‘unregistered securities’’ refers to those securities with respect to which

a registration statement, providing full disclosure by the issuing corporation, has not been

filed with the SEC pursuant to the Securities Act of 1933. The registration statement is a

condition precedent to a public distribution of securities in interstate commerce and is

aimed at providing the prospective investor with a factual basis for sound judgment in

making investment decisions.

(c) The terms ‘‘investment letter stock’’ and ‘‘letter stock’’ denote shares of stock that

have been issued by a corporation without the benefit of filing a registration statement

with the SEC. Such stock is subject to resale and transfer restrictions set forth in a letter

agreement requested by the issuer and signed by the buyer of the stock when the stock is

delivered. Such stock may be found in the hands of either individual investors or institu-

tional investors.

(d) The term ‘‘control stock’’ indicates that the shares of stock have been held or are

being held by an officer, director, or other person close to the management of the corpo-

ration. These persons are subject to certain requirements pursuant to SEC rules upon re-

sale of shares they own in such corporations.

(e) The term ‘‘private placement stock’’ indicates that the stock has been placed with

an institution or other investor who will presumably hold it for a long period and ulti-

mately arrange to have the stock registered if it is to be offered to the general public. Such

stock may or may not be subject to a letter agreement. Private placements of stock are

exempted from the registration and prospectus provisions of the Securities Act of 1933.

(f) The term ‘‘exempted securities’’ refers to those classes of securities that are

expressly excluded from the registration provisions of the Securities Act of 1933 and the

distribution provisions of the Securities Exchange Act of 1934.

(g) The term ‘‘exempted transactions’’ refers to certain sales or distributions of

securities that do not involve a public offering and are excluded from the registration

and prospectus provisions of the Securities Act of 1933 and distribution provisions

of the Securities Exchange Act of 1934. The exempted status makes it unnecessary

for issuers of securities to go through the registration process.

SEC. 4. SECURITIES INDUSTRY PRACTICE IN VALUING
RESTRICTED SECURITIES

.01 Investment Company Valuation Practices. The Investment Company Act of 1940 re-

quires open-end investment companies to publish the valuation of their portfolio securities

daily. Some of these companies have portfolios containing restricted securities, but also
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have unrestricted securities of the same class traded on a securities exchange. In recent years

the number of restricted securities in such portfolios has increased. The following methods

have been used by investment companies in the valuation of such restricted securities:

(a) Current market price of the unrestricted stock less a constant percentage discount

based on purchase discount;

(b) Current market price of unrestricted stock less a constant percentage discount dif-

ferent from purchase discount;

(c) Current market price of the unrestricted stock less a discount amortized over a

fixed period;

(d) Current market price of the unrestricted stock; and

(e) Cost of the restricted stock until it is registered.

The SEC ruled in its Investment Company Act Release No. 5847, dated October

21, 1969, that there can be no automatic formula by which an investment company can

value the restricted securities in its portfolios. Rather, the SEC has determined that it is

the responsibility of the board of directors of the particular investment company to deter-

mine the ‘‘fair value’’ of each issue of restricted securities in good faith.

.02 Institutional Investors Study. Pursuant to Congressional direction, the SEC undertook

an analysis of the purchases, sales, and holding of securities by financial institutions, in order

to determine the effect of institutional activity upon the securities market. The study report

was published in eight volumes in March 1971. The fifth volume provides an analysis of

restricted securities and deals with such items as the characteristics of the restricted securities

purchasers and issuers, the size of transactions (dollars and shares), the marketability dis-

counts on different trading markets, and the resale provisions. This research project provides

some guidance for measuring the discount in that it contains information, based on the actual

experience of the marketplace, showing that, during the period surveyed (January 1, 1966,

through June 30, 1969), the amount of discount allowed for restricted securities from the

trading price of the unrestricted securities was generally related to the following four factors.

(a) Earnings. Earnings and sales consistently have a significant influence on the size

of restricted securities discounts according to the study. Earnings played the major part in

establishing the ultimate discounts at which these stocks were sold from the current mar-

ket price. Apparently earnings patterns, rather than sales patterns, determine the degree

of risk of an investment.

(b) Sales. The dollar amount of sales of issuers’ securities also has a major influence

on the amount of discount at which restricted securities sell from the current market

price. The results of the study generally indicate that the companies with the lowest dol-

lar amount of sales during the test period accounted for most of the transactions involving

the highest discount rates, while they accounted for only a small portion of all transac-

tions involving the lowest discount rates.

(c) Trading Market. The market in which publicly held securities are traded also re-

flects variances in the amount of discount that is applied to restricted securities pur-

chases. According to the study, discount rates were greatest on restricted stocks with

unrestricted counterparts traded over-the-counter, followed by those with unrestricted

counterparts listed on the American Stock Exchange, while the discount rates for those

stocks with unrestricted counterparts listed on the New York Stock Exchange were the

smallest.
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(d) Resale Agreement Provisions. Resale agreement provisions often affect the size of the

discount. The discount from the market price provides the main incentive for a potential

buyer to acquire restricted securities. In judging the opportunity cost of freezing funds, the

purchaser is analyzing two separate factors. The first factor is the risk that underlying value

of the stock will change in a way that, absent the restrictive provisions, would have prompted

a decision to sell. The second factor is the risk that the contemplated means of legally dispos-

ing of the stock may not materialize. From the seller’s point of view, a discount is justified

where the seller is relieved of the expenses of registration and public distribution, as well as

of the risk that the market will adversely change before the offering is completed. The ulti-

mate agreement between buyer and seller is a reflection of these and other considerations.

Relative bargaining strengths of the parties to the agreement are major considerations that

influence the resale terms and consequently the size of discounts in restricted securities trans-

actions. Certain provisions are often found in agreements between buyers and sellers that

affect the size of discounts at which restricted stocks are sold. Several such provisions follow,

all of which, other than number (3), would tend to reduce the size of the discount:

(1) A provision giving the buyer an option to ‘‘piggyback,’’ that is, to register re-

stricted stock with the next registration statement, if any, filed by the issuer with the SEC;

(2) A provision giving the buyer an option to require registration at the seller’s expense;

(3) A provision giving the buyer an option to require registration, but only at the buy-

er’s own expense;

(4) A provision giving the buyer a right to receive continuous disclosure of informa-

tion about the issuer from the seller;

(5) A provision giving the buyer a right to select one or more directors of the issuer;

(6) A provision giving the buyer an option to purchase additional shares of the issu-

er’s stock; and

(7) A provision giving the buyer the right to have a greater voice in operations of the

issuer if the issuer does not meet previously agreed upon operating standards.

Institutional buyers can and often do obtain many of these rights and options from the

sellers of restricted securities, and naturally, the more rights the buyer can acquire, the

lower the buyer’s risk is going to be, thereby reducing the buyer’s discount as well.

Smaller buyers may not be able to negotiate the large discounts or the rights and options

that volume buyers are able to negotiate.

.03 Summary. A variety of methods have been used by the securities industry to value

restricted securities. The SEC rejects all automatic or mechanical solutions to the valua-

tion of restricted securities, and prefers, in the case of the valuation of investment com-

pany portfolio stocks, to rely upon good faith valuations by the board of directors of each

company. The study made by the SEC found that restricted securities generally are issued

at a discount from the market value of freely tradable securities.

SEC. 5. FACTS AND CIRCUMSTANCES MATERIAL
TO VALUATION OF RESTRICTED SECURITIES

.01 Frequently, a company has a class of stock that cannot be traded publicly. The reason

such stock cannot be traded may arise from the securities statutes, as in the case of an

‘‘investment letter’’ restriction; it may arise from a corporate charter restriction, or
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perhaps from a trust agreement restriction. In such cases, certain documents and facts

should be obtained for analysis.

.02 The following documents and facts, when used in conjunction with those discussed

in Section 4 of Rev. Rul. 59-60, will be useful in the valuation of restricted securities:

(a) A copy of any declaration of trust, trust agreement, and any other agreements re-

lating to the shares of restricted stock;

(b) A copy of any document showing any offers to buy or sell or indications of inter-

est in buying or selling the restricted shares;

(c) The latest prospectus of the company;

(d) Annual reports of the company for 3 to 5 years preceding the valuation date;

(e) The trading prices and trading volume of the related class of traded securities

1 month preceding the valuation date, if they are traded on a stock exchange (if traded

over-the-counter, prices may be obtained from the National Quotations Bureau, the Na-

tional Association of Securities Dealers Automated Quotations (NASDAQ), or some-

times from broker-dealers making markets in the shares);

(f) The relationship of the parties to the agreements concerning the restricted stock,

such as whether they are members of the immediate family or perhaps whether they are

officers or directors of the company; and

(g) Whether the interest being valued represents a majority or minority ownership.

SEC. 6. WEIGHING FACTS AND CIRCUMSTANCES MATERIAL
TO RESTRICTED STOCK VALUATION

All relevant facts and circumstances that bear upon the worth of restricted stock, includ-

ing those set forth above in the preceding Sections 4 and 5, and those set forth in Section

4 of Rev. Rul. 59-60, must be taken into account in arriving at the fair market value of

such securities. Depending on the circumstances of each case, certain factors may carry

more weight than others. To illustrate:

.01 Earnings, net assets, and net sales must be given primary consideration in arriving

at an appropriate discount for restricted securities from the freely traded shares. These are

the elements of value that are always used by investors in making investment decisions. In

some cases, one element may be more important than in other cases. In the case of manu-

facturing, producing, or distributing companies, primary weight must be accorded earn-

ings and net sales; but in the case of investment or holding companies, primary weight

must be given to the net assets of the company underlying the stock. In the former type of

companies, value is more closely linked to past, present, and future earnings while in the

latter type of companies, value is more closely linked to the existing net assets of the

company. See the discussion in Section 5 of Rev. Rul. 59-60.

.02 Resale provisions found in the restriction agreements must be scrutinized and

weighed to determine the amount of discount to apply to the preliminary fair market

value of the company. The two elements of time and expense bear upon this discount;

the longer the buyer of the shares must wait to liquidate the shares, the greater the dis-

count. Moreover, if the provisions make it necessary for the buyer to bear the expense of

registration, the greater the discount. However, if the provisions of the restricted stock
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agreement make it possible for the buyer to ‘‘piggyback’’ shares at the next offering, the

discount would be smaller.

.03 The relative negotiation strengths of the buyer and seller of restricted stock may

have a profound effect on the amount of discount. For example, a tight money situation

may cause the buyer to have the greater balance of negotiation strength in a transaction.

However, in some cases the relative strengths may tend to cancel each other out.

.04 The market experience of freely tradable securities of the same class as the re-

stricted securities is also significant in determining the amount of discount. Whether the

shares are privately held or publicly traded affects the worth of the shares to the holder.

Securities traded on a public market generally are worth more to investors than those that

are not traded on a public market. Moreover, the type of public market in which the un-

restricted securities are traded is to be given consideration.

SEC. 7. EFFECT ON OTHER DOCUMENTS

Rev. Rul. 59-60, as modified by Rev. Rul. 65-193, is amplified.
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Appendix E

Securities and Exchange
Commission Rules
144 and 144A

Rule 144

THIS SECTION IS CURRENT THROUGH THE OCTOBER 16, 2008

ISSUE OF THE FEDERAL REGISTER

TITLE 17—COMMODITY AND SECURITIES EXCHANGES

CHAPTER II—SECURITIES AND EXCHANGE COMMISSION

PART 230—GENERAL RULES AND REGULATIONS, SECURITIES

ACT OF 1933

GENERAL

17 CFR 230.144

§ 230.144 Persons deemed not to be engaged in a distribution and therefore not

underwriters.

Preliminary Note: Certain basic principles are essential to an understanding of the

registration requirements in the Securities Act of 1933 (the Act or the Securities Act)

and the purposes underlying Rule 144:

1. If any person sells a non-exempt security to any other person, the sale must be regis-

tered unless an exemption can be found for the transaction.

2. Section 4(1) of the Securities Act provides one such exemption for a transaction ‘‘by a

person other than an issuer, underwriter, or dealer.’’ Therefore, an understanding of

the term ‘‘underwriter’’ is important in determining whether or not the Section 4(1)

exemption from registration is available for the sale of the securities.

The term ‘‘underwriter’’ is broadly defined in Section 2(a)(11) of the Securities Act to

mean any person who has purchased from an issuer with a view to, or offers or sells for

an issuer in connection with, the distribution of any security, or participates, or has a

direct or indirect participation in any such undertaking, or participates or has a participa-

tion in the direct or indirect underwriting of any such undertaking. The interpretation of

this definition traditionally has focused on the words ‘‘with a view to’’ in the phrase

‘‘purchased from an issuer with a view to � � � distribution.’’ An investment banking firm

which arranges with an issuer for the public sale of its securities is clearly an ‘‘under-

writer’’ under that section. However, individual investors who are not professionals in

the securities business also may be ‘‘underwriters’’ if they act as links in a chain of trans-

actions through which securities move from an issuer to the public.

Since it is difficult to ascertain the mental state of the purchaser at the time of an

acquisition of securities, prior to and since the adoption of Rule 144, subsequent acts and

circumstances have been considered to determine whether the purchaser took the
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securities ‘‘with a view to distribution’’ at the time of the acquisition. Emphasis has been

placed on factors such as the length of time the person held the securities and whether

there has been an unforeseeable change in circumstances of the holder. Experience has

shown, however, that reliance upon such factors alone has led to uncertainty in the appli-

cation of the registration provisions of the Act.

The Commission adopted Rule 144 to establish specific criteria for determining

whether a person is not engaged in a distribution. Rule 144 creates a safe harbor from the

Section 2(a)(11) definition of ‘‘underwriter.’’ A person satisfying the applicable condi-

tions of the Rule 144 safe harbor is deemed not to be engaged in a distribution of the

securities and therefore not an underwriter of the securities for purposes of Section 2(a)

(11). Therefore, such a person is deemed not to be an underwriter when determining

whether a sale is eligible for the Section 4(1) exemption for ‘‘transactions by any person

other than an issuer, underwriter, or dealer.’’ If a sale of securities complies with all of the

applicable conditions of Rule 144:

1. Any affiliate or other person who sells restricted securities will be deemed not to be

engaged in a distribution and therefore not an underwriter for that transaction;

2. Any person who sells restricted or other securities on behalf of an affiliate of the

issuer will be deemed not to be engaged in a distribution and therefore not an under-

writer for that transaction; and

3. The purchaser in such transaction will receive securities that are not restricted

securities.

Rule 144 is not an exclusive safe harbor. A person who does not meet all of the

applicable conditions of Rule 144 still may claim any other available exemption under

the Act for the sale of the securities. The Rule 144 safe harbor is not available to any

person with respect to any transaction or series of transactions that, although in tech-

nical compliance with Rule 144, is part of a plan or scheme to evade the registration

requirements of the Act.

a. Definitions. The following definitions shall apply for the purposes of this section.

1. An affiliate of an issuer is a person that directly, or indirectly through one or

more intermediaries, controls, or is controlled by, or is under common control

with, such issuer.

2. The term person when used with reference to a person for whose account securi-

ties are to be sold in reliance upon this section includes, in addition to such

person, all of the following persons:

i. Any relative or spouse of such person, or any relative of such spouse, any

one of whom has the same home as such person;

ii. Any trust or estate in which such person or any of the persons specified in

paragraph (a)(2)(i) of this section collectively own 10 percent or more of

the total beneficial interest or of which any of such persons serve as trustee,

executor or in any similar capacity; and

iii. Any corporation or other organization (other than the issuer) in which such

person or any of the persons specified in paragraph (a)(2)(i) of this section

are the beneficial owners collectively of 10 percent or more of any class of

equity securities or 10 percent or more of the equity interest.
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3. The term restricted securities means:

i. Securities acquired directly or indirectly from the issuer, or from an affiliate

of the issuer, in a transaction or chain of transactions not involving any

public offering;

ii. Securities acquired from the issuer that are subject to the resale limitations

of § 230.502(d) under Regulation D or § 230.701(c);

iii. Securities acquired in a transaction or chain of transactions meeting the re-

quirements of § 230.144A;

iv. Securities acquired from the issuer in a transaction subject to the conditions

of Regulation CE (§ 230.1001);

v. Equity securities of domestic issuers acquired in a transaction or chain of

transactions subject to the conditions of § 230.901 or § 230.903 under Reg-

ulation S (§ 230.901 through § 230.905, and Preliminary Notes);

vi. Securities acquired in a transaction made under § 230.801 to the same

extent and proportion that the securities held by the security holder of the

class with respect to which the rights offering was made were, as of the

record date for the rights offering, ‘‘restricted securities’’ within the mean-

ing of this paragraph (a)(3);

vii. Securities acquired in a transaction made under § 230.802 to the same

extent and proportion that the securities that were tendered or exchanged in

the exchange offer or business combination were ‘‘restricted securities’’

within the meaning of this paragraph (a)(3); and

viii. Securities acquired from the issuer in a transaction subject to an exemption

under section 4(6) (15 U.S.C. 77d(6)) of the Act.

4. The term debt securities means:

i. Any security other than an equity security as defined in § 230.405;

ii. Non-participatory preferred stock, which is defined as non-convertible cap-

ital stock, the holders of which are entitled to a preference in payment of

dividends and in distribution of assets on liquidation, dissolution, or wind-

ing up of the issuer, but are not entitled to participate in residual earnings or

assets of the issuer; and

iii. Asset-backed securities, as defined in § 229.1101 of this chapter.

b. Conditions to be met. Subject to paragraph (i) of this section, the following condi-

tions must be met:

1. Non-Affiliates.

i. If the issuer of the securities is, and has been for a period of at least 90 days

immediately before the sale, subject to the reporting requirements of sec-

tion 13 or 15(d) of the Securities Exchange Act of 1934 (the Exchange

Act), any person who is not an affiliate of the issuer at the time of the sale,

and has not been an affiliate during the preceding three months, who sells

restricted securities of the issuer for his or her own account shall be deemed

not to be an underwriter of those securities within the meaning of section 2

(a)(11) of the Act if all of the conditions of paragraphs (c)(1) and (d) of this
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section are met. The requirements of paragraph (c)(1) of this section shall

not apply to restricted securities sold for the account of a person who is not

an affiliate of the issuer at the time of the sale and has not been an affiliate

during the preceding three months, provided a period of one year has

elapsed since the later of the date the securities were acquired from the

issuer or from an affiliate of the issuer.

ii. If the issuer of the securities is not, or has not been for a period of at least

90 days immediately before the sale, subject to the reporting requirements

of section 13 or 15(d) of the Exchange Act, any person who is not an affili-

ate of the issuer at the time of the sale, and has not been an affiliate during

the preceding three months, who sells restricted securities of the issuer for

his or her own account shall be deemed not to be an underwriter of those

securities within the meaning of section 2(a)(11) of the Act if the condition

of paragraph (d) of this section is met.

2. Affiliates or persons selling on behalf of affiliates. Any affiliate of the issuer, or

any person who was an affiliate at any time during the 90 days immediately

before the sale, who sells restricted securities, or any person who sells restricted

or any other securities for the account of an affiliate of the issuer of such securi-

ties, or any person who sells restricted or any other securities for the account of

a person who was an affiliate at any time during the 90 days immediately before

the sale, shall be deemed not to be an underwriter of those securities within the

meaning of section 2(a)(11) of the Act if all of the conditions of this section

are met.

c. Current public information. Adequate current public information with respect to

the issuer of the securities must be available. Such information will be deemed to

be available only if the applicable condition set forth in this paragraph is met:

1. Reporting Issuers. The issuer is, and has been for a period of at least 90 days

immediately before the sale, subject to the reporting requirements of section 13

or 15(d) of the Exchange Act and has filed all required reports under section 13

or 15(d) of the Exchange Act, as applicable, during the 12 months preceding

such sale (or for such shorter period that the issuer was required to file such

reports), other than Form 8-K reports (§ 249.308 of this chapter); or

2. Non-reporting Issuers. If the issuer is not subject to the reporting requirements

of section 13 or 15(d) of the Exchange Act, there is publicly available the infor-

mation concerning the issuer specified in paragraphs (a)(5)(i) to (xiv), inclusive,

and paragraph (a)(5)(xvi) of § 240.15c2-11 of this chapter, or, if the issuer is an

insurance company, the information specified in section 12(g)(2)(G)(i) of the

Exchange Act (15 U.S.C. 78l (g)(2)(G)(i)).

Note to § 230.144(c). With respect to paragraph (c)(1), the person can rely

upon:

1. A statement in whichever is the most recent report, quarterly or annual, required

to be filed and filed by the issuer that such issuer has filed all reports required

under section 13 or 15(d) of the Exchange Act, as applicable, during the preced-

ing 12 months (or for such shorter period that the issuer was required to file

such reports), other than Form 8-K reports (§ 249.308 of this chapter), and has

been subject to such filing requirements for the past 90 days; or
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2. A written statement from the issuer that it has complied with such reporting

requirements.

3. Neither type of statement may be relied upon, however, if the person knows or

has reason to believe that the issuer has not complied with such requirements.

d. Holding period for restricted securities. If the securities sold are restricted securi-

ties, the following provisions apply:

1. General rule.

i. If the issuer of the securities is, and has been for a period of at least 90 days

immediately before the sale, subject to the reporting requirements of sec-

tion 13 or 15(d) of the Exchange Act, a minimum of six months must

elapse between the later of the date of the acquisition of the securities from

the issuer, or from an affiliate of the issuer, and any resale of such securities

in reliance on this section for the account of either the acquiror or any sub-

sequent holder of those securities.

ii. If the issuer of the securities is not, or has not been for a period of at least

90 days immediately before the sale, subject to the reporting requirements

of section 13 or 15(d) of the Exchange Act, a minimum of one year must

elapse between the later of the date of the acquisition of the securities from

the issuer, or from an affiliate of the issuer, and any resale of such securities

in reliance on this section for the account of either the acquiror or any sub-

sequent holder of those securities.

iii. If the acquiror takes the securities by purchase, the holding period shall not

begin until the full purchase price or other consideration is paid or given by

the person acquiring the securities from the issuer or from an affiliate of the

issuer.

2. Promissory notes, other obligations or installment contracts. Giving the issuer or

affiliate of the issuer from whom the securities were purchased a promissory

note or other obligation to pay the purchase price, or entering into an installment

purchase contract with such seller, shall not be deemed full payment of the pur-

chase price unless the promissory note, obligation or contract:

i. Provides for full recourse against the purchaser of the securities;

ii. Is secured by collateral, other than the securities purchased, having a fair

market value at least equal to the purchase price of the securities purchased;

and

iii. Shall have been discharged by payment in full prior to the sale of the

securities.

3. Determination of holding period. The following provisions shall apply for the

purpose of determining the period securities have been held:

i. Stock dividends, splits and recapitalizations. Securities acquired from the

issuer as a dividend or pursuant to a stock split, reverse split or recapitaliza-

tion shall be deemed to have been acquired at the same time as the securi-

ties on which the dividend or, if more than one, the initial dividend was

paid, the securities involved in the split or reverse split, or the securities

surrendered in connection with the recapitalization.
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ii. Conversions and exchanges. If the securities sold were acquired from the

issuer solely in exchange for other securities of the same issuer, the newly

acquired securities shall be deemed to have been acquired at the same time

as the securities surrendered for conversion or exchange, even if the securi-

ties surrendered were not convertible or exchangeable by their terms.

Note to § 230.144(d)(3)(ii). If the surrendered securities originally did

not provide for cashless conversion or exchange by their terms and the

holder provided consideration, other than solely securities of the same is-

suer, in connection with the amendment of the surrendered securities to

permit cashless conversion or exchange, then the newly acquired securities

shall be deemed to have been acquired at the same time as such amendment

to the surrendered securities, so long as, in the conversion or exchange, the

securities sold were acquired from the issuer solely in exchange for other

securities of the same issuer.

iii. Contingent issuance of securities. Securities acquired as a contingent pay-

ment of the purchase price of an equity interest in a business, or the assets

of a business, sold to the issuer or an affiliate of the issuer shall be deemed

to have been acquired at the time of such sale if the issuer or affiliate was

then committed to issue the securities subject only to conditions other than

the payment of further consideration for such securities. An agreement

entered into in connection with any such purchase to remain in the employ-

ment of, or not to compete with, the issuer or affiliate or the rendering of

services pursuant to such agreement shall not be deemed to be the payment

of further consideration for such securities.

iv. Pledged securities. Securities which are bona-fide pledged by an affiliate of

the issuer when sold by the pledgee, or by a purchaser, after a default in the

obligation secured by the pledge, shall be deemed to have been acquired

when they were acquired by the pledgor, except that if the securities were

pledged without recourse they shall be deemed to have been acquired by

the pledgee at the time of the pledge or by the purchaser at the time of

purchase.

v. Gifts of securities. Securities acquired from an affiliate of the issuer by gift

shall be deemed to have been acquired by the donee when they were ac-

quired by the donor.

vi. Trusts. Where a trust settlor is an affiliate of the issuer, securities acquired

from the settlor by the trust, or acquired from the trust by the beneficiaries

thereof, shall be deemed to have been acquired when such securities were

acquired by the settlor.

vii. Estates. Where a deceased person was an affiliate of the issuer, securities

held by the estate of such person or acquired from such estate by the estate

beneficiaries shall be deemed to have been acquired when they were ac-

quired by the deceased person, except that no holding period is required if

the estate is not an affiliate of the issuer or if the securities are sold by a

beneficiary of the estate who is not such an affiliate.

Note to § 230.144(d)(3)(vii). While there is no holding period or amount

limitation for estates and estate beneficiaries which are not affiliates of the
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issuer, paragraphs (c) and (h) of this section apply to securities sold by such

persons in reliance upon this section.

viii. Rule 145(a) Transactions. The holding period for securities acquired in a

transaction specified in § 230.145(a) shall be deemed to commence on the

date the securities were acquired by the purchaser in such transaction,

except as otherwise provided in paragraphs (d)(3)(ii) and (ix) of this section.

ix. Holding company formations. Securities acquired from the issuer in a trans-

action effected solely for the purpose of forming a holding company shall

be deemed to have been acquired at the same time as the securities of the

predecessor issuer exchanged in the holding company formation where:

A. The newly formed holding company’s securities were issued solely in

exchange for the securities of the predecessor company as part of a re-

organization of the predecessor company into a holding company structure;

B. Holders received securities of the same class evidencing the same pro-

portional interest in the holding company as they held in the predecessor,

and the rights and interests of the holders of such securities are substan-

tially the same as those they possessed as holders of the predecessor

company’s securities; and

C. Immediately following the transaction, the holding company has no sig-

nificant assets other than securities of the predecessor company and its

existing subsidiaries and has substantially the same assets and liabilities

on a consolidated basis as the predecessor company had before the

transaction.

x. Cashless exercise of options and warrants. If the securities sold were ac-

quired from the issuer solely upon cashless exercise of options or warrants

issued by the issuer, the newly acquired securities shall be deemed to have

been acquired at the same time as the exercised options or warrants, even if

the options or warrants exercised originally did not provide for cashless

exercise by their terms.

Note 1 to § 230.144(d)(3)(x). If the options or warrants originally did

not provide for cashless exercise by their terms and the holder provided

consideration, other than solely securities of the same issuer, in connection

with the amendment of the options or warrants to permit cashless exercise,

then the newly acquired securities shall be deemed to have been acquired at

the same time as such amendment to the options or warrants so long as the

exercise itself was cashless.

Note 2 to § 230.144(d)(3)(x). If the options or warrants are not purchased

for cash or property and do not create any investment risk to the holder, as in

the case of employee stock options, the newly acquired securities shall be

deemed to have been acquired at the time the options or warrants are exer-

cised, so long as the full purchase price or other consideration for the newly

acquired securities has been paid or given by the person acquiring the secu-

rities from the issuer or from an affiliate of the issuer at the time of exercise.

e. Limitation on amount of securities sold. Except as hereinafter provided, the

amount of securities sold for the account of an affiliate of the issuer in reliance

upon this section shall be determined as follows:
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1. If any securities are sold for the account of an affiliate of the issuer, regardless

of whether those securities are restricted, the amount of securities sold, together

with all sales of securities of the same class sold for the account of such person

within the preceding three months, shall not exceed the greatest of:

i. One percent of the shares or other units of the class outstanding as shown

by the most recent report or statement published by the issuer, or

ii. The average weekly reported volume of trading in such securities on all

national securities exchanges and/or reported through the automated quota-

tion system of a registered securities association during the four calendar

weeks preceding the filing of notice required by paragraph (h), or if no

such notice is required the date of receipt of the order to execute the trans-

action by the broker or the date of execution of the transaction directly with

a market maker, or

iii. The average weekly volume of trading in such securities reported pursuant

to an effective transaction reporting plan or an effective national market

system plan as those terms are defined in § 242.600 of this chapter during

the four-week period specified in paragraph (e)(1)(ii) of this section.

2. If the securities sold are debt securities, then the amount of debt securities sold

for the account of an affiliate of the issuer, regardless of whether those securities

are restricted, shall not exceed the greater of the limitation set forth in paragraph

(e)(1) of this section or, together with all sales of securities of the same tranche

(or class when the securities are non-participatory preferred stock) sold for the

account of such person within the preceding three months, ten percent of the

principal amount of the tranche (or class when the securities are non-participa-

tory preferred stock) attributable to the securities sold.

3. Determination of amount. For the purpose of determining the amount of securi-

ties specified in paragraph (e)(1) of this section and, as applicable, paragraph (e)

(2) of this section, the following provisions shall apply:

i. Where both convertible securities and securities of the class into which they

are convertible are sold, the amount of convertible securities sold shall be

deemed to be the amount of securities of the class into which they are con-

vertible for the purpose of determining the aggregate amount of securities

of both classes sold;

ii. The amount of securities sold for the account of a pledgee of those securities,

or for the account of a purchaser of the pledged securities, during any period

of three months within six months (or within one year if the issuer of the

securities is not, or has not been for a period of at least 90 days immediately

before the sale, subject to the reporting requirements of section 13 or 15(d) of

the Exchange Act) after a default in the obligation secured by the pledge, and

the amount of securities sold during the same three-month period for the ac-

count of the pledgor shall not exceed, in the aggregate, the amount specified

in paragraph (e)(1) or (2) of this section, whichever is applicable;

Note to § 230.144(e)(3)(ii). Sales by a pledgee of securities pledged by a

borrower will not be aggregated under paragraph (e)(3)(ii) with sales of the

securities of the same issuer by other pledgees of such borrower in the ab-

sence of concerted action by such pledgees.
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iii. The amount of securities sold for the account of a donee of those securities

during any three-month period within six months (or within one year if the

issuer of the securities is not, or has not been for a period of at least 90 days

immediately before the sale, subject to the reporting requirements of sec-

tion 13 or 15(d) of the Exchange Act) after the donation, and the amount of

securities sold during the same three-month period for the account of the

donor, shall not exceed, in the aggregate, the amount specified in paragraph

(e)(1) or (2) of this section, whichever is applicable;

iv. Where securities were acquired by a trust from the settlor of the trust, the

amount of such securities sold for the account of the trust during any

three-month period within six months (or within one year if the issuer of

the securities is not, or has not been for a period of at least 90 days im-

mediately before the sale, subject to the reporting requirements of section

13 or 15(d) of the Exchange Act) after the acquisition of the securities by

the trust, and the amount of securities sold during the same three-month

period for the account of the settlor, shall not exceed, in the aggregate,

the amount specified in paragraph (e)(1) or (2) of this section, whichever

is applicable;

v. The amount of securities sold for the account of the estate of a deceased per-

son, or for the account of a beneficiary of such estate, during any three-month

period and the amount of securities sold during the same three-month period

for the account of the deceased person prior to his death shall not exceed, in

the aggregate, the amount specified in paragraph (e)(1) or (2) of this section,

whichever is applicable: Provided, that no limitation on amount shall apply if

the estate or beneficiary of the estate is not an affiliate of the issuer;

vi. When two or more affiliates or other persons agree to act in concert for the

purpose of selling securities of an issuer, all securities of the same class

sold for the account of all such persons during any three-month period shall

be aggregated for the purpose of determining the limitation on the amount

of securities sold;

vii. The following sales of securities need not be included in determining the

amount of securities to be sold in reliance upon this section:

A. Securities sold pursuant to an effective registration statement under the

Act;

B. Securities sold pursuant to an exemption provided by Regulation A (§

230.251 through § 230.263) under the Act;

C. Securities sold in a transaction exempt pursuant to section 4 of the Act

(15 U.S.C. 77d) and not involving any public offering; and

D. Securities sold offshore pursuant to Regulation S (§ 230.901 through §

230.905, and Preliminary Notes) under the Act.

f. Manner of sale.

1. The securities shall be sold in one of the following manners:

i. Brokers’ transactions within the meaning of section 4(4) of the Act;

ii. Transactions directly with a market maker, as that term is defined in section

3(a)(38) of the Exchange Act; or
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iii. Riskless principal transactions where:

A. The offsetting trades must be executed at the same price (exclusive of an

explicitly disclosed markup or markdown, commission equivalent, or

other fee);

B. The transaction is permitted to be reported as riskless under the rules of

a self-regulatory organization; and

C. The requirements of paragraphs (g)(2) (applicable to any markup or

markdown, commission equivalent, or other fee), (g)(3), and (g)(4) of

this section are met.

Note to § 230.144(f)(1): For purposes of this paragraph, a riskless

principal transaction means a principal transaction where, after having

received from a customer an order to buy, a broker or dealer purchases

the security as principal in the market to satisfy the order to buy or, after

having received from a customer an order to sell, sells the security as

principal to the market to satisfy the order to sell.

2. The person selling the securities shall not:

i. Solicit or arrange for the solicitation of orders to buy the securities in

anticipation of or in connection with such transaction, or

ii. Make any payment in connection with the offer or sale of the securities to

any person other than the broker or dealer who executes the order to sell the

securities.

3. Paragraph (f) of this section shall not apply to:

i. Securities sold for the account of the estate of a deceased person or for the

account of a beneficiary of such estate provided the estate or estate benefi-

ciary is not an affiliate of the issuer; or

ii. Debt securities.

g. Brokers’ transactions. The term brokers’ transactions in section 4(4) of the Act

shall for the purposes of this rule be deemed to include transactions by a broker in

which such broker:

1. Does no more than execute the order or orders to sell the securities as agent for

the person for whose account the securities are sold;

2. Receives no more than the usual and customary broker’s commission;

3. Neither solicits nor arranges for the solicitation of customers’ orders to buy the

securities in anticipation of or in connection with the transaction; Provided, that

the foregoing shall not preclude:

i. Inquiries by the broker of other brokers or dealers who have indicated an

interest in the securities within the preceding 60 days;

ii. Inquiries by the broker of his customers who have indicated an un-

solicited bona fide interest in the securities within the preceding 10 busi-

ness days;

iii. The publication by the broker of bid and ask quotations for the security in

an inter-dealer quotation system provided that such quotations are incident

to the maintenance of a bona fide inter-dealer market for the security for the

broker’s own account and that the broker has published bona fide bid and
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ask quotations for the security in an inter-dealer quotation system on each

of at least twelve days within the preceding thirty calendar days with no

more than four business days in succession without such two-way quota-

tions; or

iv. The publication by the broker of bid and ask quotations for the security in

an alternative trading system, as defined in § 242.300 of this chapter, pro-

vided that the broker has published bona fide bid and ask quotations for the

security in the alternative trading system on each of the last twelve business

days; and

Note to § 230.144(g)(3)(ii). The broker should obtain and retain in his

files written evidence of indications of bona fide unsolicited interest by his

customers in the securities at the time such indications are received.

4. After reasonable inquiry is not aware of circumstances indicating that the person

for whose account the securities are sold is an underwriter with respect to the

securities or that the transaction is a part of a distribution of securities of the

issuer. Without limiting the foregoing, the broker shall be deemed to be aware

of any facts or statements contained in the notice required by paragraph (h) of

this section.

NOTES:

i. The broker, for his own protection, should obtain and retain in his files a

copy of the notice required by paragraph (h) of this section.

ii. The reasonable inquiry required by paragraph (g)(3) of this section should

include, but not necessarily be limited to, inquiry as to the following

matters:

a. The length of time the securities have been held by the person for whose

account they are to be sold. If practicable, the inquiry should include

physical inspection of the securities;

b. The nature of the transaction in which the securities were acquired by

such person;

c. The amount of securities of the same class sold during the past 3 months

by all persons whose sales are required to be taken into consideration

pursuant to paragraph (e) of this section;

d. Whether such person intends to sell additional securities of the same

class through any other means;

e. Whether such person has solicited or made any arrangement for the so-

licitation of buy orders in connection with the proposed sale of

securities;

f. Whether such person has made any payment to any other person in con-

nection with the proposed sale of the securities; and

g. The number of shares or other units of the class outstanding, or the rele-

vant trading volume.

h. Notice of proposed sale. (1) If the amount of securities to be sold in reli-

ance upon this rule during any period of three months exceeds 5,000 shares

or other units or has an aggregate sale price in excess of $50,000, three

440 Business Valuation Discounts and Premiums



E1BAPPE_1 03/10/2009 441

copies of a notice on Form 144 (§ 239.144 of this chapter) shall be filed

with the Commission. If such securities are admitted to trading on any na-

tional securities exchange, one copy of such notice also shall be transmitted

to the principal exchange on which such securities are admitted.

(2) The Form 144 shall be signed by the person for whose account the

securities are to be sold and shall be transmitted for filing concurrently with

either the placing with a broker of an order to execute a sale of securities in

reliance upon this rule or the execution directly with a market maker of

such a sale. Neither the filing of such notice nor the failure of the Commis-

sion to comment on such notice shall be deemed to preclude the Commis-

sion from taking any action that it deems necessary or appropriate with

respect to the sale of the securities referred to in such notice. The person

filing the notice required by this paragraph shall have a bona fide intention

to sell the securities referred to in the notice within a reasonable time after

the filing of such notice.

i. Unavailability to securities of issuers with no or nominal operations and

no or nominal non-cash assets. (1) This section is not available for the

resale of securities initially issued by an issuer defined below:

i. An issuer, other than a business combination related shell company, as

defined in § 230.405, or an asset-backed issuer, as defined in Item

1101(b) of Regulation AB (§ 229.1101(b) of this chapter), that has:

A. No or nominal operations; and

B. Either:

1. No or nominal assets;

2. Assets consisting solely of cash and cash equivalents; or

3. Assets consisting of any amount of cash and cash equivalents and

nominal other assets; or

ii. An issuer that has been at any time previously an issuer described in

paragraph (i)(1)(i).

(2) Notwithstanding paragraph (i)(1), if the issuer of the securities previ-

ously had been an issuer described in paragraph (i)(1)(i) but has ceased to be

an issuer described in paragraph (i)(1)(i); is subject to the reporting require-

ments of section 13 or 15(d) of the Exchange Act; has filed all reports and

other materials required to be filed by section 13 or 15(d) of the Exchange

Act, as applicable, during the preceding 12 months (or for such shorter period

that the issuer was required to file such reports and materials), other than Form

8-K reports (§ 249.308 of this chapter); and has filed current ‘‘Form 10 infor-

mation’’ with the Commission reflecting its status as an entity that is no longer

an issuer described in paragraph (i)(1)(i), then those securities may be sold

subject to the requirements of this section after one year has elapsed from the

date that the issuer filed ‘‘Form 10 information’’ with the Commission.

(3) The term ‘‘Form 10 information’’ means the information that is re-

quired by Form 10 or Form 20-F (§ 249.210 or § 249.220f of this chapter), as

applicable to the issuer of the securities, to register under the Exchange Act

each class of securities being sold under this rule. The issuer may provide the

Form 10 information in any filing of the issuer with the Commission. The
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Form 10 information is deemed filed when the initial filing is made with the

Commission.
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Rule 144A

THIS SECTION IS CURRENT THROUGH THE OCTOBER 16, 2008

ISSUE OF THE FEDERAL REGISTER

TITLE 17—COMMODITY AND SECURITIES EXCHANGES

CHAPTER II—SECURITIES AND EXCHANGE COMMISSION

PART 230—GENERAL RULES AND REGULATIONS, SECURITIES

ACT OF 1933

GENERAL

17 CFR 230.144A

§ 230.144A Private resales of securities to institutions.

PRELIMINARY NOTES:

1. This section relates solely to the application of section 5 of the Act and not to anti-

fraud or other provisions of the federal securities laws.

2. Attempted compliance with this section does not act as an exclusive election; any

seller hereunder may also claim the availability of any other applicable exemption

from the registration requirements of the Act.

3. In view of the objective of this section and the policies underlying the Act, this sec-

tion is not available with respect to any transaction or series of transactions that, al-

though in technical compliance with this section, is part of a plan or scheme to evade

the registration provisions of the Act. In such cases, registration under the Act is

required.

4. Nothing in this section obviates the need for any issuer or any other person to comply

with the securities registration or broker-dealer registration requirements of the Secu-

rities Exchange Act of 1934 (the Exchange Act), whenever such requirements are

applicable.

5. Nothing in this section obviates the need for any person to comply with any applica-

ble state law relating to the offer or sale of securities.

6. Securities acquired in a transaction made pursuant to the provisions of this section are

deemed to be restricted securities within the meaning of § 230.144(a)(3) of this chapter.

7. The fact that purchasers of securities from the issuer thereof may purchase such secu-

rities with a view to reselling such securities pursuant to this section will not affect the
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availability to such issuer of an exemption under section 4(2) of the Act, or Regula-

tion D under the Act, from the registration requirements of the Act.

a. Definitions.

1. For purposes of this section, qualified institutional buyer shall mean:

i. Any of the following entities, acting for its own account or the accounts of

other qualified institutional buyers, that in the aggregate owns and invests

on a discretionary basis at least $ 100 million in securities of issuers that

are not affiliated with the entity:

A. Any insurance company as defined in section 2(13) of the Act;

NOTE: A purchase by an insurance company for one or more of its

separate accounts, as defined by section 2(a)(37) of the Investment Com-

pany Act of 1940 (the ‘‘Investment Company Act’’), which are neither

registered under section 8 of the Investment Company Act nor required

to be so registered, shall be deemed to be a purchase for the account of

such insurance company.

B. Any investment company registered under the Investment Company Act

or any business development company as defined in section 2(a)(48) of

that Act;

C. Any Small Business Investment Company licensed by the U.S. Small

Business Administration under section 301(c) or (d) of the Small Busi-

ness Investment Act of 1958;

D. Any plan established and maintained by a state, its political subdivisions,

or any agency or instrumentality of a state or its political subdivisions,

for the benefit of its employees;

E. Any employee benefit plan within the meaning of title I of the Employee

Retirement Income Security Act of 1974;

F. Any trust fund whose trustee is a bank or trust company and whose par-

ticipants are exclusively plans of the types identified in paragraph (a)(1)

(i) (D) or (E) of this section, except trust funds that include as partici-

pants individual retirement accounts or H.R. 10 plans.

G. Any business development company as defined in section 202(a)(22) of

the Investment Advisers Act of 1940;

H. Any organization described in section 501(c)(3) of the Internal Revenue

Code, corporation (other than a bank as defined in section 3(a)(2) of the

Act or a savings and loan association or other institution referenced in

section 3(a)(5)(A) of the Act or a foreign bank or savings and loan asso-

ciation or equivalent institution), partnership, or Massachusetts or simi-

lar business trust; and

I. Any investment adviser registered under the Investment Advisers Act.

ii. Any dealer registered pursuant to section 15 of the Exchange Act, acting

for its own account or the accounts of other qualified institutional buyers,

that in the aggregate owns and invests on a discretionary basis at least $ 10

million of securities of issuers that are not affiliated with the dealer, Pro-

vided, That securities constituting the whole or a part of an unsold
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allotment to or subscription by a dealer as a participant in a public offering

shall not be deemed to be owned by such dealer;

iii. Any dealer registered pursuant to section 15 of the Exchange Act acting in

a riskless principal transaction on behalf of a qualified institutional buyer;

NOTE: A registered dealer may act as agent, on a non-discretionary ba-

sis, in a transaction with a qualified institutional buyer without itself having

to be a qualified institutional buyer.

iv. Any investment company registered under the Investment Company Act,

acting for its own account or for the accounts of other qualified institutional

buyers, that is part of a family of investment companies which own in the

aggregate at least $ 100 million in securities of issuers, other than issuers

that are affiliated with the investment company or are part of such family

of investment companies. Family of investment companies means any two

or more investment companies registered under the Investment Company

Act, except for a unit investment trust whose assets consist solely of shares

of one or more registered investment companies, that have the same invest-

ment adviser (or, in the case of unit investment trusts, the same depositor),

Provided That, for purposes of this section:

A. Each series of a series company (as defined in Rule 18f-2 under the In-

vestment Company Act [17 CFR 270.18f-2]) shall be deemed to be a

separate investment company; and

B. Investment companies shall be deemed to have the same adviser (or de-

positor) if their advisers (or depositors) are majority-owned subsidiaries

of the same parent, or if one investment company’s adviser (or depositor)

is a majority-owned subsidiary of the other investment company’s ad-

viser (or depositor);

v. Any entity, all of the equity owners of which are qualified institutional buy-

ers, acting for its own account or the accounts of other qualified institu-

tional buyers; and

vi. Any bank as defined in section 3(a)(2) of the Act, any savings and loan

association or other institution as referenced in section 3(a)(5)(A) of the

Act, or any foreign bank or savings and loan association or equivalent insti-

tution, acting for its own account or the accounts of other qualified institu-

tional buyers, that in the aggregate owns and invests on a discretionary

basis at least $ 100 million in securities of issuers that are not affiliated

with it and that has an audited net worth of at least $ 25 million as demon-

strated in its latest annual financial statements, as of a date not more than

16 months preceding the date of sale under the Rule in the case of a U.S.

bank or savings and loan association, and not more than 18 months preced-

ing such date of sale for a foreign bank or savings and loan association or

equivalent institution.

2. In determining the aggregate amount of securities owned and invested on a dis-

cretionary basis by an entity, the following instruments and interests shall be

excluded: bank deposit notes and certificates of deposit; loan participations; re-

purchase agreements; securities owned but subject to a repurchase agreement;

and currency, interest rate and commodity swaps.
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3. The aggregate value of securities owned and invested on a discretionary basis by

an entity shall be the cost of such securities, except where the entity reports its

securities holdings in its financial statements on the basis of their market value,

and no current information with respect to the cost of those securities has been

published. In the latter event, the securities may be valued at market for pur-

poses of this section.

4. In determining the aggregate amount of securities owned by an entity and in-

vested on a discretionary basis, securities owned by subsidiaries of the entity

that are consolidated with the entity in its financial statements prepared in ac-

cordance with generally accepted accounting principles may be included if the

investments of such subsidiaries are managed under the direction of the entity,

except that, unless the entity is a reporting company under section 13 or 15(d) of

the Exchange Act, securities owned by such subsidiaries may not be included if

the entity itself is a majority-owned subsidiary that would be included in the

consolidated financial statements of another enterprise.

5. For purposes of this section, riskless principal transaction means a transaction in

which a dealer buys a security from any person and makes a simultaneous off-

setting sale of such security to a qualified institutional buyer, including another

dealer acting as riskless principal for a qualified institutional buyer.

6. For purposes of this section, effective conversion premium means the amount,

expressed as a percentage of the security’s conversion value, by which the price

at issuance of a convertible security exceeds its conversion value.

7. For purposes of this section, effective exercise premium means the amount,

expressed as a percentage of the warrant’s exercise value, by which the sum of

the price at issuance and the exercise price of a warrant exceeds its exercise

value.

b. Sales by persons other than issuers or dealers. Any person, other than the issuer or

a dealer, who offers or sells securities in compliance with the conditions set forth

in paragraph (d) of this section shall be deemed not to be engaged in a distribution

of such securities and therefore not to be an underwriter of such securities within

the meaning of sections 2(11) and 4(1) of the Act.

c. Sales by Dealers. Any dealer who offers or sells securities in compliance with the

conditions set forth in paragraph (d) of this section shall be deemed not to be a

participant in a distribution of such securities within the meaning of section 4(3)

(C) of the Act and not to be an underwriter of such securities within the meaning

of section 2(11) of the Act, and such securities shall be deemed not to have been

offered to the public within the meaning of section 4(3)(A) of the Act.

d. Conditions to be met. To qualify for exemption under this section, an offer or sale

must meet the following conditions:

1. The securities are offered or sold only to a qualified institutional buyer or to an

offeree or purchaser that the seller and any person acting on behalf of the seller

reasonably believe is a qualified institutional buyer. In determining whether a

prospective purchaser is a qualified institutional buyer, the seller and any person

acting on its behalf shall be entitled to rely upon the following non-exclusive

methods of establishing the prospective purchaser’s ownership and discretionary

investments of securities:
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i. The prospective purchaser’s most recent publicly available financial state-

ments, Provided That such statements present the information as of a date

within 16 months preceding the date of sale of securities under this section

in the case of a U.S. purchaser and within 18 months preceding such date of

sale for a foreign purchaser;

ii. The most recent publicly available information appearing in documents

filed by the prospective purchaser with the Commission or another United

States federal, state, or local governmental agency or self-regulatory orga-

nization, or with a foreign governmental agency or self-regulatory organi-

zation, Provided That any such information is as of a date within 16 months

preceding the date of sale of securities under this section in the case of a

U.S. purchaser and within 18 months preceding such date of sale for a for-

eign purchaser;

iii. The most recent publicly available information appearing in a recognized

securities manual, Provided That such information is as of a date within 16

months preceding the date of sale of securities under this section in the case

of a U.S. purchaser and within 18 months preceding such date of sale for a

foreign purchaser; or

iv. A certification by the chief financial officer, a person fulfilling an equiva-

lent function, or other executive officer of the purchaser, specifying the

amount of securities owned and invested on a discretionary basis by the

purchaser as of a specific date on or since the close of the purchaser’s most

recent fiscal year, or, in the case of a purchaser that is a member of a family

of investment companies, a certification by an executive officer of the in-

vestment adviser specifying the amount of securities owned by the family

of investment companies as of a specific date on or since the close of the

purchaser’s most recent fiscal year;

2. The seller and any person acting on its behalf takes reasonable steps to ensure

that the purchaser is aware that the seller may rely on the exemption from the

provisions of section 5 of the Act provided by this section;

3. The securities offered or sold:

i. Were not, when issued, of the same class as securities listed on a national

securities exchange registered under section 6 of the Exchange Act or

quoted in a U.S. automated inter-dealer quotation system; Provided, That

securities that are convertible or exchangeable into securities so listed or

quoted at the time of issuance and that had an effective conversion pre-

mium of less than 10 percent, shall be treated as securities of the class into

which they are convertible or exchangeable; and that warrants that may be

exercised for securities so listed or quoted at the time of issuance, for a

period of less than 3 years from the date of issuance, or that had an effec-

tive exercise premium of less than 10 percent, shall be treated as securities

of the class to be issued upon exercise; and Provided further, That the Com-

mission may from time to time, taking into account then-existing market

practices, designate additional securities and classes of securities that will

not be deemed of the same class as securities listed on a national securities

exchange or quoted in a U.S. automated inter-dealer quotation system; and
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ii. Are not securities of an open-end investment company, unit investment

trust or face-amount certificate company that is or is required to be regis-

tered under section 8 of the Investment Company Act; and

4. (i) In the case of securities of an issuer that is neither subject to section 13 or 15

(d) of the Exchange Act, nor exempt from reporting pursuant to Rule 12g3-2(b)

(§ 240.12g3-2(b) of this chapter) under the Exchange Act, nor a foreign govern-

ment as defined in Rule 405 (§ 230.405 of this chapter) eligible to register secu-

rities under Schedule B of the Act, the holder and a prospective purchaser

designated by the holder have the right to obtain from the issuer, upon request

of the holder, and the prospective purchaser has received from the issuer, the

seller, or a person acting on either of their behalf, at or prior to the time of sale,

upon such prospective purchaser’s request to the holder or the issuer, the follow-

ing information (which shall be reasonably current in relation to the date of re-

sale under this section): a very brief statement of the nature of the business of

the issuer and the products and services it offers; and the issuer’s most recent

balance sheet and profit and loss and retained earnings statements, and similar

financial statements for such part of the two preceding fiscal years as the issuer

has been in operation (the financial statements should be audited to the extent

reasonably available).

(i) The requirement that the information be reasonably current will be pre-

sumed to be satisfied if:

(A) The balance sheet is as of a date less than 16 months before the date of

resale, the statements of profit and loss and retained earnings are for the 12

months preceding the date of such balance sheet, and if such balance sheet is

not as of a date less than 6 months before the date of resale, it shall be accompa-

nied by additional statements of profit and loss and retained earnings for the

period from the date of such balance sheet to a date less than 6 months before

the date of resale; and

(B) The statement of the nature of the issuer’s business and its products and

services offered is as of a date within 12 months prior to the date of resale; or

(C) With regard to foreign private issuers, the required information meets the

timing requirements of the issuer’s home country or principal trading markets.

e. Offers and sales of securities pursuant to this section shall be deemed not to affect

the availability of any exemption or safe harbor relating to any previous or subse-

quent offer or sale of such securities by the issuer or any prior or subsequent holder

thereof.
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few.  Approaching a business valuation without a thorough understanding of all the ins and 
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