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I t  i s  easy  to  se l l  your  shares  o f  Microsof t  s tock .  You ca l l  your  broker  or  ac-
cess  the  In ternet , the  t rade occurs  a lmost  ins tantaneous ly, and you rece ive  
your  money in  three  bus iness  days  or  less .  Your  Microsof t  shares  are  “ fu l l y  
l iqu id” because they  can be  read i ly  conver ted  to  cash.

In teres ts  in  pr iva te  bus inesses , however, a re  much less  l iqu id  because 
there  is  no  ready  market  (w i l l ing  buyer )  fo r  them.  They  requ i re  many 
months  to  se l l  -  i f  they  can be  so ld  a t  a l l  -  because they  must  be  prepared 
for  sa le , f inanc ia l  and o ther  documenta t ion  must  be  assembled, in termedi-
ar ies  must  be  engaged, qua l i f ied  buyers  must  be  found, and sa les  must  be  
negot ia ted  and closed.  Such in teres ts  are  “ i l l iqu id” as  a  resu l t , and the i r  
va lues  must  be  reduced (“d iscounted” )  to  re f lec t  the i r  lack  o f  marketab i l i t y.

The d iscount  fo r  lack  o f  marketab i l i t y  (“DLOM”)  i s  o f ten  the  s ing le  la rgest  
va lue  ad jus tment  bus iness  appra isers  must  cons ider.  I t  can  exceed 30% 
in  many cases .  However, there  is  no  per fec t  way to  measure  i t , and there  
are  d isagreements  over  i t s  causes .  As  a  resu l t , the  In terna l  Revenue Ser-
v ice , the  Tax  Cour t , o ther  cour ts  across  the  na t ion , regu la tor y  agenc ies  ( the  
Secur i t ies  and Exchange Commiss ion , the  Financ ia l  Account ing  Standards  
Board , and the  Depar tment  o f  Labor, among o thers ) , academic ians , compi l -
ers  o f  market  da ta , and bus iness  appra isers  have g iven cons iderab le  a t ten-
t ion  to  the  DLOM.  

ABA Na t iona l  Network  members , by  v i r tue  o f  the i r  ex tens ive  exper ience, 
t ra in ing , and cer t i f i ca t ions  in  bus iness  va lua t ion , have  appra ised DLOMs 
and successfu l l y  defended the i r  conclus ions  in  thousands o f  engagements .  
We be l ieve  tha t  the  DLOM cont roversy, in  the  f ina l  ana lys is , can be  d is t i l l ed  
to  two fundamenta l  quest ions :

1 . Wha t  does  i t  include?
2. How can i t  be  measured?
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Components  of  the DLOM

The vo luminous pro fess iona l , academic , and lega l  l i te ra ture  and our  f re-
quent  d iscuss ions  wi th  co l leagues  suggest  tha t  the  DLOM has  f i ve  potent ia l  
components :

1 . One- t ime t ransact ion  costs .

Se l le rs  o f  p r iva te  bus inesses  must  pay  lega l , account ing , and brokerage 
fees , among o thers .  These can be  mater ia l , par t icu lar ly  fo r  smal l  bus iness-
es , as  the  typ ica l  b rokerage commiss ion  is  10% of  the  se l l ing  pr ice .

We be l ieve  tha t  t ransact ion  costs  do  not  cont r ibute  to  the  DLOM for  both  
pract ica l  and theore t ica l  reasons .  In  the  rea l  wor ld , i tems are  pr iced 
separa te ly  f rom the  cost  o f  acqu i r ing  them.  Homes, pub l icly  t raded s tocks , 
and bonds are  l i s ted  a t  ask ing  pr ices  exclud ing  brokerage and o ther  cos ts .  
In  fac t , a lmost  ever y th ing  pr iced fo r  sa le  i s  quoted before  these  costs .  
(Somet imes sa les  and exc ise  taxes  are  included but  they  are  separa te ly  
d isclosed. )   From a  theore t ica l  s tandpo in t , no  appra isa l  methodo log ies  or  
market  da ta  make a l lowances  fo r  these  one- t ime costs .  The va lues  they  
produce exclude them.

Transact ion  costs  do  not  cause the  DLOM.  They  are  rea l  and somet imes 
mater ia l , but  they  do  not  c rea te  i l l iqu id i ty.  They  are  a  cos t  o f  remedy ing i t .  

2 . The t ime va lue  o f  money.  

I t  may take  months  or  years  to  se l l  an  ent i re  pr iva te  bus iness , and i t  i s  
a lmost  imposs ib le  to  se l l  a  minor i ty  ( less  than 50%)  in teres t .  Most  brokers  
wi l l  no t  l i s t  minor i ty  in teres ts  because o f  th is .

The t ime va lue  o f  money is  a  rea l  and log ica l  cause o f  i l l iqu id i ty.  I f  one  
cou ld  earn  10% f rom another  investment , but  must  ho ld  an  i l l iqu id  invest-
ment  ins tead, the  annua l  oppor tun i ty  cos t  o f  no t  be ing  ab le  to  se l l  i s  10% 
(compounded) .
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3. R isk  and re turn . 

The t ime va lue  o f  money leads  to  the  ra te  o f  re turn  an  investor  earns  f rom 
a  pr iva te  company investment  and the  r i sks  o f  owning i t .  A  c r i t i ca l  po in t  
i s  tha t  minor i ty  shareho lders  have d i f fe rent  r i sk  and re turn  expecta t ions  
than do  cont ro l l ing  (o r  so le )  shareho lders .  Cons idera t ions  such as  whether  
d iv idends are  pa id , how re ta ined earn ings  are  re invested , and how long 
the  in teres t  wi l l  be  owned, among o thers , in f luence the  r i sk  /  re turn  pro f i le  
and have a  s ign i f icant  impact  on  l iqu id i ty.  A l l  o ther  th ings  be ing  equa l , fo r  
example , investors  wou ld  pre fer  to  own a  secur i ty  pay ing  annua l  d iv idends 
ra ther  than one tha t  does  not : d iv idends reduce i l l iqu id i ty  ( the  DLOM)  and 
increase va lue .

4 . Mul t ip le  shareho lder  complex i t ies . 

Many cons idera t ions  fa l l  under  th is  ca tegor y, but  a l l  share  a  common t ra i t : 
i t  i s  more  a t t rac t ive  to  be  a  so le  shareho lder  than to  have par tners , even i f  
one  has  cont ro l  (more  than 50% ownersh ip ) .  Shareho lder  d isputes  can be  
cost ly  and t ime-consuming, and the i r  po tent ia l  de t rac ts  f rom the  market-
ab i l i t y  o f  par t ia l  in teres ts .

Most  o f  th is  e f fec t  shou ld  be  accounted for  as  a  va lue  reduct ion  due to  lack  
o f  cont ro l  (a  top ic  not  d iscussed in  th is  paper ) , no t  lack  o f  marketab i l i t y.  
A l though the  presence o f  o ther  shareho lders  arguab ly  reduces  the  sa lab i l -
i t y  o f  any  in teres t , regard less  o f  s i ze , we be l ieve  tha t  th is  e f fec t  i s  usua l ly  
smal l  re la t i ve  to  those  ment ioned above. 

5 . Case fac ts  and c i rcumstances .

Myr iad  o ther  fac tors  can cause the  DLOM.  A  class ic  example  is  a  bus iness  
tha t  d iscovers  an  unremedia ted  env i ronmenta l  p rob lem on i ts  rea l  es ta te .  
Because the  potent ia l  l i ab i l i t y  i s  un l imi ted , the  equ i ty  in  th is  bus iness  wi l l  
be  unsa lab le .  No  ra t iona l  buyer  wou ld  assume a  potent ia l l y  in f in i te  l iab i l -
i t y.  The va lue  o f  the  bus iness  is  $0: i t  has  a  100% DLOM!

Employee Stock  Ownersh ip  P lan  (ESOP)  va lua t ions  are  lega l l y  requ i red  each 
year  under  ER ISA law.  Many ABA members  va lue  ESOPs, which  have “put” 
opt ions  requ i r ing  the  issu ing  company to  repurchase the  shares  o f  a  de-
par t ing  employee.  I f  the  issu ing  company has  suf f ic ient  f inanc ia l  resources  
(earn ing  power, assets , and unused debt  capac i ty )  to  honor  a l l  reasonab ly  
fo reseeab le  (based on ac tuar ia l  p ro jec t ions )  redempt ions , there  is  no  ob jec-
t ive  bas is  fo r  a  DLOM for  such shares .  (Some pract i t ioners  app ly  a  DLOM 
of  no  more  than 5% for  unforeseen c i rcumstances . )
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In  summary, the  DLOM re f lec ts  the  absence o f  a  ready  market  fo r  pr iva te  
equ i ty.  The costs  to  remedy i t  do  not  c rea te  the  DLOM, and are  not  par t  
o f  i t .  The  t ime va lue  o f  money, d i f fe r ing  cash f low and r isk  expecta t ions  
between the  company and i ts  shareho lders , and case-spec i f ic  fac tors  cause 
the  DLOM and must  be  care fu l l y  researched, ana lyzed and documented in  a  
bus iness  appra isa l .

Measurement  of  the DLOM

There  is  a  major  deba te  wi th in  the  bus iness  va lua t ion  communi ty  as  to  how 
to  do  th is .

H is tor ica l l y, the  DLOM was measured us ing  comparab le  t ransact ions  based 
on the  “Market  Approach” to  appra isa l .  The  most  common method, “bench-
mark ing ,” i s  based on s tud ies  o f  secur i t ies  tha t  were  so ld  both  wi th  and 
wi thout  l iqu id i ty  impa i rments .  Two sets  o f  such s tud ies  have been made.  
The f i rs t  compared res t r ic ted  (o r  “ le t te r” )  s tock  pr ices  to  those  o f  the  same 
issuers  which  were  not  res t r ic ted .  (Rest r ic ted  s tock , o f ten  issued in  ac-
qu is i t ions  or  to  execut ives , i s  ident ica l  to  f ree ly  t raded s tock  except  tha t  i t  
cannot  be  so ld  on  the  open market  fo r  a  g iven per iod , now usua l ly  one year.  
I t  i s  res t r ic ted  to  prevent  mass ive  sa les  tha t  might  depress  market  pr ices . )   
The second compared pr iva te  p lacement  pr ices  (pr iva te  sa les  o f  equ i ty )  to  
IPO ( in i t ia l  pub l ic  o f fe r ing )  pr ices  o f  the  same companies .  

Many have cha l lenged the  benchmark ing  methodo logy, c i t ing  (1 )  imper fec-
t ions  in  the  s tud ies ’  da ta ;  (2 )  the  inappropr ia te  use  o f  s tudy  averages  tha t  
a re  not  ad jus ted  to  the  fac ts  and c i rcumstances  o f  a  case ;  (3 )  and i ts  in-
ab i l i t y  to  hand le  spec ia l  s i tua t ions  (such as  when a  company is  expected to  
en joy  a  major  l iqu id i ty  event , such as  i ts  sa le ) .  A  landmark  Tax  Cour t  case  
requ i res  tha t  bus iness  appra isers  cons ider  a  range o f  case-spec i f ic  fac tors  
when determin ing  the  DLOM.

ABA members  are  wel l  versed in  benchmark ing , and have used i t  success-
fu l l y  in  thousands o f  engagements .  Never the less , we f ind  tha t  one o f  i t s  
pr inc ipa l  d i f f i cu l t ies  i s  tha t  i t  does  not  a l low the  appra iser  to  focus  on  a  
major  cause o f  i l l iqu id i ty  –  the  t ime va lue  o f  money ment ioned above.  The 
length  o f  t ime an in teres t  i s  to  be  owned is  a  s ign i f icant  cause o f  i l l iqu id-
i ty.  There  is  a  b ig  d i f fe rence between be ing  i l l iqu id  ( fo rgo ing  cash and 
a l te rna t ive  investment  re turns )  fo r  1 , 5 , 10, o r  25 years , ye t  benchmark ing  
does  not  a l low for  th is  cons idera t ion .  
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Impor tant , p ioneer ing  work  by  Z . Chr is topher  Mercer, ASA, CFA, an  ABA 
f r iend and co l league, led  to  h is  c rea t ion  o f  the  Quant i ta t i ve  Marketab i l i t y  
D iscount  Mode l  (QMDM), a  methodo logy  tha t  measures  the  DLOM based on 
fundamenta l  assumpt ions  concern ing , among o ther  th ings , how long a  se-
cur i ty  i s  owned, r i sk  /  re turn  pro f i les , g rowth  ra tes , and o ther  case-spec i f ic  
fac tors .

A l though many have quest ioned the  QMDM, no  one has  found a  f law in  i t s  
exp l ic i t  log ic .  The d i f f i cu l ty  in  us ing  the  QMDM ar ises  in  spec i fy ing  some 
of  i t s  assumpt ions , fo r  which  smal l  changes can lead to  la rge  changes in  
the  DLOM.

We v iew the  QMDM’s  sens i t i v i ty  not  as  a  f law, but  ra ther  as  a  major  
s t rength .  The DLOM is  indeed sens i t i ve  to  i t s  assumpt ions , and the  QMDM 
is  in te l lec tua l l y  honest  and r igorous  in  address ing  them.  In  many ways , 
the  QMDM resembles  a  cha in  saw: a  ver y  power fu l  too l  tha t  must  be  used 
pro f ic ient ly  and wi th  grea t  care : i .e . by  a  h igh ly  qua l i f ied , exper ienced ap-
pra iser.

In  many respects , the  deba te  between benchmark ing  and the  QMDM re-
sembles  the  class ic  secur i t ies  ana lys ts ’  deba te  about  techn ica l  versus  
fundamenta l  ana lys is .  Techn ic ians  re ly  on  market  da ta  (p r ice  and vo lume 
t rends )  whi le  fundamenta l i s ts  research company f inanc ia l , opera t ing  and 
env i ronmenta l  da ta .  Both  methods have s t rengths  and weaknesses  and are  
genera l l y  accepted in  the  f inanc ia l  communi ty.  

ABA’s  pract ica l  ph i losophy, based on decades  o f  exper ience and t ra in ing , 
i s  to  use  a l l  the  too ls  we can to  deve lop , c rosscheck and s t rong ly  suppor t  
our  va lue  conclus ions .  To  tha t  end, we must  be  exper t  in  ever y  method, i t s  
app l ica t ion , s t rengths , and weaknesses .  Such exper t i se  i s  the  ha l lmark  o f  
ever y  ABA member.
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