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Disclaimer

This job aid is meant to provide information to IRS Valuation Analysts when
considering the Discount for Lack of Marketability (DLOM). Always read Section
E, Evaluation and Recommendations, in conjunction with Section D, Summary of
Approaches to DLOM. . It reviews selected past and existing practices and
attempts to provide insight into the strengths and weaknesses of these practices.
It is a guide that is not all encompassing and should not be cited, or relied upon,
as legal, or any other, precedent. Any opinions expressed are those of the job aid
developers not the position of the IRS. The Valuation Analyst must have a clear
understanding of the facts and circumstances of each interest to be valued, use
professional judgment in choosing a DLOM just as is done for all other parts of a
valuation, and apply a reasonableness test. In other words, the Analyst must get
behind the data used to support a DLOM choice rather than simply using
summary statistics and resulting conclusions developed by somebody else.

The job aid is not an IRS position, and does not make any bright line selections
or exclusions as to what approach to DLOM is best in any given set of
circumstances—that is up to the Valuation Analyst's professional judgment.
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A. Executive Summary

A. Executive Summary

In June 2008 a team was formed for the purpose of exploring and developing
information to assist valuators in the Internal Revenue Service Large and Mid-
Size Business (LMSB) Engineering Program in dealing with the Discount for Lack
of Marketability (DLOM) as such is used in valuation reports. Among the activities
to be undertaken by the team was the clarification of the definition of Discount for
Lack of Marketability, exploration of the state of the art in estimating this
discount, analysis of current estimating models, review of court commentaries,
and documentation of any concerns with the use of the various approaches
considered. The team’s focus was to identify issues around DLOM and to
present techniques to assist valuators in the field. This information should be of
value not only to our own personnel but also to our valuation customers.

Objective: The team researched the state of art in DLOM starting by defining
DLOM and differentiating it from such related areas as Discount for Lack of
Liquidity (DLOL) and Discount for Lack of Control (DLOC). We reviewed long-
standing methods for estimating DLOM. We explored the models in recent
professional journals, discussed the pro’s and con’s of these models, explored
their strengths and weaknesses and looked for elements of reconciliation among
the models where possible. As a result of this initial work, the team developed a
job aid that addresses the more common approaches being used in the valuation
community. Our hope was to provide a quality, timely analysis that will assist
employees in the field working DLOM issues.

Approach: It is recognized that the DLOM issue is primarily factual in nature.
However, it is also recognized that many of the aspects of this issue have been
explored by the courts and the courts have defined, in part, what facts may be
given weight in determining the DLOM on a given case. Therefore, the LMSB
Engineering Program and Estate & Gift Tax Program (E & G) of the Small
Business and Self-Employed (SBSE) division are key players in the need for this
analysis. Annually, an Estate Tax Attorney compiles a listing of key cases on E &
G issues. His willingness to provide a current summary analysis on this topic was
vital to the work of our team.

The information provided in this document is thought to address issues on the
most current approaches to DLOM. Any model or estimating technique can be
misused and abused. The commentary that follows addresses various
approaches and models associated with the quantification of a DLOM as of the

DLOM Job Aid page 1
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A. Executive Summary

date of this report. Further updates and changes to these models or techniques
could render some of these comments obsolete.

Conclusion: This Job Aid is meant to provide a background and context for the
Discount for Lack of Marketability as such is commonly applied in business
valuation analyses and reports. It reviews past and existing practices and
attempts to provide insight into the strengths and weaknesses of these practices.
It is not meant to provide a cookbook approach to evaluating a marketability
discount as proposed by a taxpayer or to setting a proposed marketability
discount in the case of an independent governmental appraisal. Nor is it meant to
be an IRS position or cited as precedent. Any opinions expressed are
suggestions of the job aid developers not the position of the IRS. It is
emphasized that, all background and existing practices aside, the establishment
of a Discount for Lack of Marketability is a factually intensive endeavor that is
heavily dependent upon the experience and capability of the valuator. By
bringing the included material together in one document, we are striving to make
the job of the IRS valuation analyst easier. We do not mean to provide guidance
as to reasonable levels of marketability discounts that would prevail in all
situational contexts or to imply that the IRS has any policy per se in the
evaluation or the determination of such discounts.

DLOM Job Aid page 2
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B. Introduction

B. Introduction

The application of the Discount for Lack of Marketability (DLOM) can result in a
significant value reduction as compared to the pro rata value of a business
interest. Frequently, this discount is the subject of controversy in IRS valuation
work, particularly in Estate & Gift Tax cases. Today’s valuation practitioners
utilize numerous studies, methods and models as the source for DLOM as it is
applied to a specific subject interest. These studies, methods and models can be
complex, can indicate widely diverse conclusions, and may be appropriate in only
certain limited situations. The business valuation profession does not identify
acceptable or unacceptable methods for estimating marketability discounts,
although some individual practitioners have their own preferences and frequently
disagree as to the best approach. Research in DLOM continues for improved
data sources and theory. Some of this research is published primarily as an
academic pursuit but is untested in practice.

The purpose of this job aid is to assist IRS valuation analysts in their examination
of and their independent determination of DLOM and to help them to better
understand the numerous available approaches. First, we will identify the current
state of DLOM studies and methods—ranging from the SEC Restricted Stock
study prepared in 1971 to the Liquistat database announced in 2007. We will
endeavor to explain the intent of the approaches most widely relied upon by
practicing valuators as to how each estimates DLOM. We will identify the
parameters used in a given approach, the strengths and weaknesses of the
approach, the view of the valuation community concerning the approach, and
what the courts have had to say about the approach, if anything. The job aid also
provides initial IDR questions for examination of DLOM and some sample report
language for reviewers to consider in situations where it's clear that the approach
being used by the taxpayer is in error.

The DLOM Team formed to consider discounts for lack of marketability includes
IRS Valuation professionals from across the country.

While the team worked together on this project, members developed specific
portions:

e Benchmark Approaches
e Securities-Based Approaches
e Analytical Approaches
e Other Approaches
DLOM Job Aid page 3
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C. General DLOM Information

C. General Marketability Discount Information

1. Marketability Defined

Marketability is defined in the International Glossary of Business Valuation Terms
as “the ability to quickly convert property to cash at minimal cost”’. Some texts go
on to add “with a high degree of certainty of realizing the anticipated amount of
proceeds”.?

A Discount for Lack of Marketability (DLOM) is “an amount or percentage
deducted from the value of an ownership interest to reflect the relative absence
of marketability.”

Given two identical business interests, a higher price will be paid by investors in
the market for the business interest that can be converted to cash most rapidly,
without risk of loss in value. An example is publicly-traded stock on the New York
Stock Exchange, where the owner can order the sale and the proceeds are
deposited in a bank account in three days.

In the alternative, a lesser price is expected for the business interest that cannot
be quickly sold and converted to cash. A primary concern driving this price
reduction is that, over the uncertain time frame required to complete the sale, the
final sale price becomes less certain and with it a decline in value is quite
possible. Accordingly, a prudent buyer would want a discount for acquiring such
an interest to protect against value loss in a future sale scenario.

What to remember about DLOM:

. DLOM is appropriate when the subject interest is non-marketable, yet the
prior steps in the valuation process result in a marketable value.

o DLOM is not appropriate if the prior valuation process has already taken
marketability concerns into consideration.

. DLOM is applied after the minority interest discount or control premium
where such is appropriate to a valuation problem.

. DLOM should be determined on its own factors and not combined with

other discounts.

! International Glossary of Business Valuation Terms, as adopted in 2001 by American Institute of
Certified Public Accountants, American Society of Appraisers, Canadian Institute of Chartered Business
Valuators, National Association of Certified Vauation Analysts, and The Institute of Business Appraisers.
2 Shannon P. Pratt, Alina V. Niculita, Valuing a Business, The Analysis and Appraisal of Closely Held
Businesses, 5" ed (New Y ork: McGraw Hill, 2008), p.39.

® International Glossary.
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C. General DLOM Information

Marketability vs. Liquidity
What is Iiguidity? Liquidity is the ability to quickly convert property to cash or pay
a liability.

Said another way, Liquidity is the ability to readily convert an asset, business,
business ownership interest or security into cash without significant loss of
principal. Compare Liquidity to the definition of Marketability: the capability and
ease of transfer or salability of an asset, business, business ownership interest or
security.

A Discount for Lack of Liquidity (DLOL) is an amount or percentage deducted
from the value of an ownership interest to reflect the relative inability to quickly
convert property to cash.

How does Liquidity differ from Marketability? These terms are often used
interchangeably, although there is a technical distinction between them.
Marketability indicates the fact of “Salability”, while Liquidity indicates how fast
that sale can occur at the current price.

. If it’s liquid, it's marketable
. If it's non-marketable, it’s illiquid
. Being illiquid does not necessary mean non-marketable — it may still be

sellable but not quickly or without loss of value

Some distinguish marketability and liquidity as follows: “...with marketability
focusing on finding the appropriate market, preparing the property for sale and
executing the trade, and liquidity focusing on realizing cash proceeds.”

We define liquidity here because some of the studies or methods discussed in
the job aid make a distinction between DLOM and DLOL.

2. Factors Influencing Marketability Identified

Factors that can have an influence on marketability are numerous. A
prominent Tax Court case set forth factors for consideration of DLOM. The
Mandelbaum Factors were set out in Mandelbaum v. Comm., TC Memo
1995-255 (1995), with the opinion written by Judge Laro. The factors and
the analysis that go with them are considered by many valuators to form a
good conceptual basis for thinking about and quantifying DLOM.

* International Glossary.
® Pratt, Valuing a Business, p.39.
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C. General DLOM Information

Some common factors that have been identified in various studies as impacting
marketability are listed below and are modeled after the Mandelbaum factors.
The first set of factors relate to the characteristics of the subject company. The
second set of factors relate to the characteristics of the subject interest.

Subject Company Factors

o Value of subject corporation's privately traded securities vs. its publicly
traded securities (or, if the subject corporation does not have stock that is
traded both publicly and privately, the cost of a similar corporation's public
and private stock)

Dividend-paying (or distribution) ability and history

Dividend yield

Attractiveness of subject business

Attractiveness of subject industry

Prospects for a sale or public offering of the company

Number of identifiable buyers

Attributes of controlling shareholder, if any

Availability of access to information or reliability of that information
Management

Earnings levels

Revenue levels

Book to market value ratios

Information requirements

Ownership concentration effects

Financial condition

Percent of shares held by insiders

Percent of shares held by institutions

Percent of independent directors

Listing on a major exchange

Active vs. passive investors

Registration costs

Availability of hedging opportunities

Market capitalization rank

Business risk

Subject Interest Factors
o Restrictive transfer provisions

o Length of the restriction period

o Length of expected holding period

J Offering size as a % of total shares outstanding

o Registered vs. unregistered
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C. General DLOM Information

o General economic conditions
o Prevailing stock market conditions
. Volatility of stock

In Mandelbaum, the landmark case for marketability, Judge Laro set out various

factors to be considered in determining DLOM.
...Ascertaining the appropriate discount for limited marketability is a
factual determination. Critical to this determination is an
appreciation of the fundamental elements of value that are used by
an investor in making his or her investment decision. A
nonexclusive list of these factors includes: (1) The value of the
subject corporation's privately traded securities vis-a-vis its publicly
traded securities (or, if the subject corporation does not have stock
that is traded both publicly and privately, the cost of a similar
corporation's public and private stock); (2) an analysis of the
subject corporation's financial statements; (3) the corporation's
dividend-paying capacity, its history of paying dividends, and the
amount of its prior dividends; (4) the nature of the corporation, its
history, its position in the industry, and its economic outlook; (5) the
corporation's management; (6) the degree of control transferred
with the block of stock to be valued; (7) any restriction on the
transferability of the corporation's stock; (8) the period of time for
which an investor must hold the subject stock to realize a sufficient
profit; (9) the corporation's redemption policy; and (10) the cost of
effectuating a public offering of the stock to be valued, e.g., legal,
accounting, and underwriting fees.®

These “Mandlebaum Factors” are often used by valuators and are
regularly seen in court cases where DLOM is an issue. For more on
Mandelbaum, refer to the Benchmark studies at D.1.e. in this job aide.

3.  Willing Seller Consideration

In determining/justifying marketability discounts, many appraisers only consider
the willing buyer. However, common sense and the courts have emphasized that
a willing seller must also be considered. In considering the market for a subject
interest, the applicable market in which a hypothetical willing buyer may be found
need not be one that includes the general public. The courts have determined
that it is sufficient if there are potential buyers among those closely connected
with a corporation.

e InLucev. US, 4 Cl. Ct. 220-221 & 222 (53 AFTR 2d 84-1565, 84-1 USTC

6 Mandelbaum v. Comm., T.C. Memo 1995-255, 36.
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C. General DLOM Information

13549), in addition to the corporation itself and its controlling stockholders
there was a further market for the shares among the other managerial
employees. Thus there was no need for a 30% discount in order for the
hypothetical seller to find a willing buyer.

e In Rothgery v. US, 201 Ct. Cl. 183,189, the court held that the decedent's
son would have been a willing buyer of the shares from any hypothetical
seller and that this was a market sufficient to negate any need for a
discount to sell the shares.

e In Couzensv. CIR, 11 BTA 1164 (1928), the court stated "we do not
construe a fair market as meaning that the whole world must be a
potential buyer, but only that there are sufficient available persons able to
buy to assure a fair and reasonable price in light of the circumstances
affecting value".

¢ |n Estate of Jephson v. Comm., 87 T.C. 297, (a case involving cash and
marketable securities held in a partnership) the court stated that "In our
opinion, neither the decedent nor her estate nor a hypothetical seller
would have sold the stock of either company for less than that which could
have been realized through liquidation. We further believe that a
hypothetical purchaser would be willing to pay such an amount. The
hypothetical purchaser, by purchasing the companies, would have
brokerage fees that otherwise would have to be paid to acquire
approximately $9 million of marketable securities."

e Also see: Estate of Goldstein v. Comm., 33 T.C. 1932,1037 (1960); Smith
v. Comm., 46 BTA 340-41 (1942); and Worcester County Trust Co. v.
Comm., 134 F.2d 578 (1st Cir. 1943).

4, Marketability of Minority vs. Controlling Interests

There is little dispute that minority interests in non-publicly traded entities lose
value due to lack of marketability. However, the issue of applying a discount for
lack of marketability to a controlling interest is a controversial issue’” amongst
valuators. Some believe that there should be little or no discount for lack of
marketability on a controlling interest, while others believe there should be a
discount applied. Most agree that any marketability discount for a controlling
interest should be less than the discount for a minority interest in the same entity.

The controlling interest owner will be able to sell his or her business interest in
one of two ways: a public offering or a private sale. As Pratt discusses in
Valuing a Business, the following factors will have to be considered:

. Uncertain time horizon to complete the offering or sale;

" Pratt, Shannon, Business Valuation Discounts and Premiums, (N : John Wiley & Sons, 2001), p.167.
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C. General DLOM Information

o Costs to prepare and execute the offering or sale (legal, accounting,
administrative, brokerage)
Risk as to eventual sales price

. Non-cash and deferred transaction proceeds
Inability to hypothecate®

Because of these considerations, the controlling interest owner may not be able
to sell the interest quickly or with certainty as to the ultimate sales price.
Therefore, it follows that the controlling interest may not be fully marketable.
Among valuators who apply DLOM to controlling interests, it is generally agreed
that DLOM of a controlling interest is less than that for a minority interest.

Court cases where DLOM was considered and allowed on a controlling interest:
. Estate of Andrews v. Comm., 79 TC 938 (1982)

. Estate of Simpson v. Comm., TCM 1994-207

. Gray v. Comm., TCM 1997-67

5.  Sample Initial IDR Items on Marketability

The evaluation of the appropriateness of a discount for lack of marketability
requires the collection and analysis of a substantial amount of information about
the entity involved and the subject interest in that entity whose marketability is
being considered. We provide below a list of typical inquiry areas that can be put
forth in Information Document Requests toward the end of collecting such
information. The bracketed notes below each item offer commentary about that
item’s relevance in evaluating its contribution to the lack of marketability and/or
lack of liquidity determination.

a. History of dividend payments [cash dividends are a “liquid” return on
investment, which might lower lack of marketability risk]

b. Salaries and bonuses paid to the Officers of the company, over the five
years leading up to the valuation date [especially in companies that don’t
pay dividends, Officers’ compensation can provide cash flow to
shareholders, which might lower lack of marketability risk]

C. Compensation and/or fees paid to the Directors of the company, over the
five years leading up to the valuation date [especially in companies that
don’t pay dividends, Directors’ fees can provide cash flow to shareholders,
which might lower lack of marketability risk]

8 Pratt, Reilly, Schweihs, Valuing a Business, Fourth Edition., p.413.
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d. List of all marketable securities (description, number, cost value) shown
on the latest financial statements [cash-equivalent securities might lower
liquidity risk on a company-wide basis]

e. List of all non-marketable securities and investments (description, number,
cost value) shown on the latest financial statements [can provide
information on how long it might take to liquidate non-marketable assets]

f. Breakdown of adjusted cost basis for each of the marketable and Non-
marketable assets owned by the company on the valuation date [can
provide information on built-in capital gains tax expense to liquidate the
company]

g. Indicate if the adjusted cost basis of any of the company’s marketable or
non-marketable assets reflects a carry-over cost basis, pursuant to a
Section 1031 (or similar type) tax-deferred exchange [can provide
information on whether the company pursues available tax-deferral
strategies]

h. Current list of shareholders/partners showing the name of each
shareholder/partner and the class and number of shares owned by each
shareholder as of the valuation date [can provide information on relative
ownership distribution and total number of shareholders]

i. Copies of notes receivable (and/or notes payable) between the company
and any shareholders, over the five years leading up to the valuation date
[loans to/from shareholders might be relevant to evaluating lack of
marketability risk]

J- Company articles of incorporation and amendments, by-laws and
amendments or partnership agreements and amendments [by-laws might
address restrictions or procedures for transfer of shares]

k. Copy of all shareholder agreements (such as buy/sell agreements, stock
option agreements stock purchase agreements, etc.) that have been in
effect during the five years prior to the valuation date [shareholder
agreements might address restrictions or procedures for transfer of
shares]

l. All documents pertaining to any sale of the company, a division or unit of
the company, or shares (interests) in the company during the five years
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prior to the valuation date [recent sales/transfers might be might be
relevant to evaluating lack of marketability risk]

m. Board of Directors Meeting Minutes, for five years leading up to valuation
date [Board meetings might address shareholder requests for sale/transfer
of shares]

n. Complete financial statements of the company for the five fiscal or

calendar years prior to the valuation date, including balance sheets,
income statements and cash flow statements [can provide additional
information for evaluating lack of marketability risk]

0. Complete income tax returns for the five fiscal or calendar years prior to
the valuation date, including any audit adjustments [tax returns might
include details that are not stated within the regular financial statements]

p. Brief history and/or description of the company or the company’s business
(may already be included in an appraisal report) [can provide additional
information for evaluating lack of marketability risk]

q. Brief statement of duties of subject shareholder’s participation in company

operations [can provide additional information for evaluating lack of
marketability risk]
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D. Summary of DLOM Studies/Methods
Benchmark

D. Summary of Approaches to DLOM

There have been numerous approaches taken by researchers and practitioners
for determining the appropriateness of allowing a discount for lack of
marketability in the valuation of a business interest and in estimating the
magnitude of such a discount. For discussion purposes, we have classified these
approaches into four categories:

1. Benchmark study approaches,
2. Security-based approaches,
3. Analytical approaches and

4. Other approaches.

These categories are discussed individually in this section of the job aid.

1. Benchmark Approaches

The so-called benchmark study approaches come in two primary forms — those
that estimate appropriate DLOM amounts based on restricted stocks and those
that base the DLOM estimate on Initial Public Offering (IPO) pricing as compared
to the price of earlier privately traded transactions. There are then certain
derivative approaches that have spun out of the basic approaches. We start our
discussion with the first of the primary categories -- restricted stocks. We then
cover Pre-IPO studies and conclude this section with brief discussions of certain
approaches derived from the benchmarks.

a) Restricted Stock Studies

Background

Restricted stock® has been used over many years by members of the
business valuation community to quantify the discount for lack of
marketability. The restricted stock studies have been cited and analyzed in
numerous court decisions, sometimes with favorable consideration by the

9 According to the Securities Act of 1933 (Section 230.144), restricted stock is unregistered common stock of a
corporation identical in every respect to its publicly traded shares, except that it has not been registered, and is
therefore, not freely tradable. Because the holder of restricted common stock is prohibited from selling any of the stock
for full year (1997-2008, thereafter holding period is six months) and has additional constraints on the amounts that
may be sold for an additional year, the restricted stock is significantly lessliquid (and therefore less valuable) than its
unrestricted counterpart.
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court and sometimes with no real consideration at all. The premise behind
the restricted stock studies is that the effect of lack of marketability can be
quantified by comparing the sale price of publicly traded shares to the sale
price of so-called restricted shares of the same company that are identical
in all rights and powers except for their ability to be freely marketed. This
restriction on marketability for the restricted shares is time-limited but does
act to affect the ability of the holder to trade the shares during the
restriction period. Under SEC rules this restriction period has been either
one or two years depending upon the time of issuance of the shares.

Many different researchers have collected data on restricted stocks and
have compared them to their publicly traded counterparts beginning in
1966. The studies conducted have included various time periods for
collecting the data and have generated a number of summary statistics to
describe the data analyzed.

In recent years, as the discipline of business valuation has continued to
evolve, the valuation communities and the courts have taken an
increasingly critical view of simply beginning with a summary statistic from
a group of studies and going from there, either by accepting the statistic
as is or adjusting it without a believable explanation. Attention has turned
instead to getting behind the data itself and deriving an appropriate
discount from the data as such relates to the case at hand. This evolution
needs to be understood by the valuator and duly considered in using
restricted stock studies as an approach to DLOM.

Restricted stock studies are published, empirical studies, the most often
cited of which are indicated below. These studies analyze market data
during 1966-1996 in which public company stock prices were viewed
relative to the prices of such companies’ restricted stock issues. Because
SEC restricted stock rules prior to 1997 required investors to hold such
stock for at least two years (and after 1997 to the present for at least one
year), the difference between prices at which restricted stocks were issued
relative to freely traded stocks of the same company are considered a
proxy for a marketability discount for non-publicly traded stock. This
analogy is considered to be appropriate since non-publicly traded stocks
are also limited in their immediate marketability. A summary of these
studies is provided on the next page.
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D. Summary of DLOM Studies/Methods

Benchmark
Restricted Stock Studies
Attempting to Measure the Marketability
Discount for Private Firms
Empirical Study Time Period Average
(full citation below) Covered Discount
SEC overall average (a) 1/66 — 6/69 25.8
SEC nonreporting OTC companies (a) 1/66 — 6/69 32.6
Gelman (b) 1/68 — 12/70 33.0
Trout (c) 1/68 — 12/72 335
Moroney (d) 1/69 — 12/72 35.6
Maher (e) 1/69 — 12/73 354
Standard Research Consultants (f) 10/78 — 6/82 45.0 (median)
Willamette Management Associates (g) 1981 — 1984 31.2 (median)
Silber (h) 1/81 —12/88 33.8
FMV Opinions, Inc. (i) 1/79 — 4/92 23.0
Management Planning, Inc (j) 1/80 — 12/96 271
Bruce Johnson Study (k) 1/91 —12/95 20.0
Columbia Financial Advisors (1) 1/96 — 4/97 21.0
Columbia Financial Advisors (1) 5/97 — 12/98 13.0

a) Discounts Involved in Purchases of Common Stock (1966-1969), Institutional Investor Study Report of the Securities and Exchange
Commission, H.R. Do. No. 92-64, Part 5, 92 Congress, 1t Session, 1971, 2444- 2456.

b) Gelman, Milton, An Economist Financial Analyst’'s Approach to Valuing Stock of a Closely Held Company, Journal of Taxation,
June 1972, 353-354.

c) Trout, Robert R., Estimation of the Discount Associated with the Transfer of Restricted Securities, Taxes, June 1997, 381-384.
d) Moroney, Robert E., Most Courts Overvalue Closely Held Stocks, Taxes, March 1993, 144-154.

e) Mabher, Michael J., Discounts for Lack-of-marketability for Closely Held Business Interests, Taxes, September 1976, 562-71.
f)  Pittock, William F., and Stryker, Charles H., Revenue Ruling 77-287 Revisited, SRC Quarterly Reports, Spring 1983.

g) Willamette Management Associates study (unpublished)

h)  Silber, William L., Discounts on Restricted Stock: The Impact of llliquidity on Stock Prices, Financial Analysts Journal, July-August
1991, 60-64.

i) Hall, Lance S., and Timothy C . Polacek, “Strategies for Obtaining the Largest Valuation Discounts,” Estate Planning,
January/February 1994. pp. 38-44.

j)  Oliver, Robert P. and Roy H Meyers, “Discounts Seen in Private Placements of Restricted Stock: The Management Planning,
Inc., Long-Term Study (1980-1996)” (Chapter 5) in Robert F, Reilly and Robert P. Schweihs, eds, The Handbook of Advanced
Business Valuations (New York: McGraw-Hill, 2000).

k) Johnson, Bruce, "Restricted Stock Discounts, 1991-95", Shannon Pratt’s Business Valuation Update, Vol. 5, No. 3, March 1999,
pp. 1-3. “Quantitative Support for Discounts for Lack of Marketability.” Business Valuation Review, December, 1999, pp. 152-
155.

I)  CFAI Study, Aschwald, Kathryn F., "Restricted Stock Discounts Decline as Result of 1-Year Holding Period — Studies After 1990
'No Longer Relevant' for Lack of Marketability Discounts", SHANNON PRATT'S BUSINESS VALUATION UPDATE, Vol. 6, No. 5,
May 2000, pp. 1-5.
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D. Summary of DLOM Studies/Methods
Benchmark

As can be seen from this data, the measures of central tendencies for
these various studies would imply DLOM amounts of from a low of 13% to
somewhere in the vicinity of the mid-40% decile . This is a wide range in
terms of central tendency and indicates the probability of a much wider
range across the individual data points. Further, the sample sizes in these
studies are small, most involving less than 100 individual data points such
that the reliability of the summary statistics is subject to considerable data
variation. This factor emphasizes the need to get into the data itself
instead of staying at the summary level.

Summary:

o Authors of restricted stock studies have examined transactions in
the shares of public and private companies.

. Restricted shares have some form of agreed upon or legal
restrictions related to marketability.

. The studies exhibit average means and medians of 31.4% and

33%, therefore many analysts use a discount of about 35% or
attach a subjective premium to the average discount to account for
the perceived greater illiquidity of a private company’s stock versus
the restricted stock.

. The DLOM concluded by the more recent restricted stock studies
are smaller than the DLOM concluded by the older restricted stock
studies. One explanation for this phenomenon is the increase in
volume of privately placed stock under Securities and Exchange
Commission (SEC) Rule 144(a) in the past several years. Also, a
change in the minimum investment holding period required by the
SEC under Rule 144 from two years to only one year-took place as
of April 29, 1997.

. Effective February 15, 2008 the SEC changed Rule 144 by
shortening the holding period even further for restricted securities
for small companies.

o The key to this DLOM approach is the importance of understanding
the various marketability studies, how they relate to the subject
interest being valued, and whether the ultimate marketability
discount that is reasonable for the situation is below, equal to, or
above the discounts (or range of discounts) suggested by the
studies.

Areas of Focus
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D. Summary of DLOM Studies/Methods
Benchmark

In discussing this approach with taxpayer or taxpayer’s appraiser, the following
areas of focus should be explored:

o Has Taxpayer’s appraiser considered separation of “lack of marketability”
from other effects (e.g. blockage) that might be contributing to discounts
observed in the Restricted Stock Studies data?

o Has Taxpayer’s appraiser addressed variance and/or range of discounts
observed in the Restricted Stock Studies data?
. On what basis has Taxpayer's appraiser determined that any particular

“average” or “median” discount from the Restricted Stock Studies data is
applicable to the subject company?

o On what basis has Taxpayer’'s appraiser adjusted the average or median
discount data for factors applicable to the subject company?
. If Taxpayer’s appraiser is using specific restricted stock transactions from

a database, on what basis has Taxpayer’s appraiser estimated those
particular restricted stock transactions to be applicable to the subject

company?
Strengths
J The advantage of using restricted stock studies is that the stock is

identical to its freely traded counterpart, except for the duration of
the resale restriction, and contemporaneous pricing data is
available showing differences in price between liquid and illiquid
shares.

o These studies are commonly relied upon by business valuators
because restricted stock studies were one of the few areas where
early concentrated research was conducted and actual numerical
values were produced. Considerable raw data was available for
analysis and many different independent analysts worked the data
and produced numerical results.

o Historically, these types of studies were the ones most often
accepted by the Tax Court (however, this tendency is being
challenged in recent times).
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D. Summary of DLOM Studies/Methods
Benchmark

Weaknesses

. Lack of Current Market Data
The most compelling criticism of existing studies is that they rely on
historical market data. A discount for lack of marketability is
applied as part of the valuation process to estimate the fair market
value of an asset or security. With some of the data in the studies
reaching back to 1966, it may not reflect the dynamics of current
market conditions.

o Change in Holding Period for Restricted Stocks
It is imperative that the expected holding period of the subject
company stock be compared to the restricted stock study holding
period being used. All except the last two studies use market data
pre-April 1997, reflecting the then-current law requiring a two-year
holding period prior to sale by an investor of Rule 144 issued
restricted stock. The SEC, effective April 1997, amended Section
144 to require only a one-year holding period by investors, implying
a lower discount for lack of marketability. The current law, effective
February 2008, now requires only a six month holding period by
investors of small companies, however no new restricted stock
studies have been published, as of yet.

o The studies imply an unusually high return on investment in small
company restricted stock.
. Reliance on averages of restricted stock studies.

Using measures of central tendency without an examination of the
underlying data leads to the opportunity for mischaracterization of
the true restricted stock trading patterns. For example:
e The Maher Study discount range was 3% - 76%.
e The Johnson Study range was from a 10% premium to a 60%
discount.

The parameters underlying the studies vary by study; some key
parameters are listed below:

1) Exchange on which the stock trades

2) Size of block as a percent of shares outstanding

3) Size of company issuing the restrictive shares
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D. Summary of DLOM Studies/Methods
Benchmark

Prevalence in Professional Practice

Very commonly relied upon in business valuation reports.

Now seeing trend towards deeper analysis of subject versus the
underlying stock in studies—getting behind the data instead of
staying at the summary level

What the Courts say about this Approach:

Courts rejected the use of the average restricted stock study results in
favor of performing a detailed, comprehensive comparison with underlying
restricted stock data.

Temple v. U.S, No 903-CV-165 (March 10, 2006)
“The better method is to analyze the data from the restricted stock
studies and relate it to the gifted interests in some manner...”

Peracchio v. Comm., T. C. Memo. 2003-280 (September 25, 2003)
Paraphrasing: while restricted stock data is helpful in determining a
discount for lack of marketability, merely referencing the average
discount found in a study or a group of studies, is insufficient.

NOTE: IRS Estate and Gift Tax Program intranet webpage offers
summaries of E&G court cases prepared by an IRS Estate Tax
Attorney.

Two components to restricted stock study data: a market access
component (liquidity), and a holding period component.

Holman v. Comm., 130 TC 170 (May 27, 2008)

The Tax Court accepted the expert’s use of restricted stock studies
in determining DLOM appropriate to gifts of family limited
partnership interests. The holding period component deals with the
SEC Rule 144 required holding period for a restricted stock sale.
Holman concluded that the hypothetical purchaser would demand
and get a price c