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Winning the DLOM debate

Use an apypraiser to support marketability discounts

hen valuing a business interest for tax pur-
\/\/poses, the taxpayer might wonder, “Why

isn’t my discount for lack of marketability
(DLOM) 50% or more?” Conversely, the IRS might
contend that no DLOM applies whatsoever. A battle
usually ensues.

Reaching a reasonable quantification of the DLOM
based on facts and circumstances is a valuator’s job.
Valuation professionals analyze empirical data to
quantify a reasonable DLOM for each subject com-
pany based on its specific attributes.

The theory

Buying or selling a private business interest can be
time consuming, cumbersome and costly. Without an
active market to trade these investments, connecting
buyers with sellers — and structuring a deal that meets
everyone’s goals — is challenging. Noncontrolling
(minority) interests further lack marketability because
they may be subject to transfer restrictions and lack
control over decision-making.

Public stocks can be converted to cash
in three days. But it often takes a year
or longer to sell a private business.
Noncontrolling interests can be even
harder to liquidate.

Value indications from the market and
income approaches may be derived
from returns achieved on and prices
paid for noncontrolling ownership
interests in active public securities
markets. The accepted valuation
theory is that the application of these
methods results in a publicly traded
equivalent value. An adjustment is
required to convert a public-equivalent
price into the value of closely held
stock. The DLOM attempts to capture
the various attributes associated with
selling a private interest.

Empirical data

Estimating the cost and time needed to convert a
private business interest into cash can be daunting.
When quantifying a DLOM for a noncontrolling
interest, a valuator typically turns to two sources:

1. Restricted stock studies. These compare the
prices paid for registered shares of publicly traded
companies to unregistered (restricted) shares of pub-
licly traded companies. The unregistered shares can’t
be freely traded on the open market for a prescribed
time period. In 1997, however, the Securities and
Exchange Commission relaxed its holding-period
requirements on restricted stock. The current hold-
ing period is six months.

2. Pre-IPO studies. These are based on arm’s-length
transactions involving private companies with stock,
options and convertible preferred stock that subse-
quently went public. Here, the DLOM equals the
difference between the private market price prior to
the initial public offering (IPO) and the public market
price at the IPO.




Empirical studies are just a springboard for quan-
tifying the DLOM. A valuator determines which
restricted stock and pre-IPO transactions are most
comparable to the subject company. He or she also
factors in case-specific attributes, such as the size of
the share block, financial performance, restrictive
agreements, put rights and the likelihood that the
subject company could issue a public offering.

Apart from empirical studies, a DLOM may be
quantified using put option modeling. Here, the
value of a put is calculated to estimate the risk an
investor takes that an investment’s value could
deteriorate over time. The cost of the put option
theoretically estimates the DLOM.

Hot button

By now, most appraisers and attorneys have heard
about The DLOM Fob Aid for IRS Valuation Professionals.
Dated September 2009 but released to the public last

fall, this publication has stirred some controversy in the
valuation community.

For the most part, this guide merely compiles con-
temporary theory underlying the DLOM. It doesn’t
identify a “best” approach to estimating it, but it

does criticize the blind use of averages, medians, and
regression analysis on restricted stock studies when
quantifying the DLOM. When a DLOM is under
scrutiny, be sure to ask your appraiser about this pub-
lication, so you’re not blindsided by an IRS inquiry
or in Tax Court.

Expert insight

So, why does the IRS target the DLOM? These dis-
counts typically range from 30% to 50%, which means
that significant dollars are at stake. Not only does the
discount range vary, but some taxpayers fail to pro-
vide adequate support for their discounts. A qualified
appraiser can develop well-supported discounts that
stand a better chance of withstanding IRS scrutiny. @

Can you take a DLOM on a controlling interest?

Many valuation professionals believe that controlling interests lack some degree of marketability,
especially when using publicly traded equivalent value derived using the income approach or the
guideline public company method. But the ‘illiquidity” discount for controlling interests is generally
much less than the DLOM on noncontrolling interests for the same company.

Controlling shareholders are usually free to sell their private stock, but there isn't a readily available
market for their investments. Therefore, the primary issue when valuing a controlling interest is lack of

liquidity, rather than lack of marketability.

A common pitfall when quantifying an illiquidity discount occurs when an inexperienced valuator — or
business owner who prepares a do-it-yourself appraisal — relies on restricted stock or pre-IPO studies. This
empirical data covers sales of noncontrolling interests. Therefore, the studies are only valid benchmarks
when quantifying DLOM for noncontrolling interests. Relying exclusively on such studies will overstate the
DLOM and understate value when valuing a controlling interest.

There’s no universal method, or direct empirical data, for illiquidity discounts. Instead, a valuator considers

factors such as:

< Flotation costs (the costs of going public),
2 Professional and administrative fees,

2 The risk of achieving estimated value, and

2 Transaction costs.

An appraiser also may gauge the relative difficulty of obtaining financing for private company stock

acquisitions and the time value of money.



Virtual reality

Determining the value of intellectual property

n an ever more virtual world, business owners
increasingly depend on intellectual property (IP)
to generate value for their companies. But
determining the value of IP — be it patents, copy-
rights or trademarks — can be challenging. In
addition to obtaining guidance from professional
appraisal organizations, appraisers use several
methods to determine what these intangible assets
are really worth.

What's the approach?

Qualified appraisers generally apply one or more of
three methods when valuing IP:

Income approach. Under the income approach, an
appraiser considers the economic benefits that are
reasonably attributable to the subject asset as well as
the risks associated with realizing those benefits. This
approach may be more viable when the intellectual
asset’s revenues and expenses can be segregated and
analyzed separately from the company’s other revenues
and expenses.

Market approach. When using the market approach,
an appraiser considers the relevant differences
between the subject and guideline assets.

Appraisers use several
methods to determine
what intangible assets
are really worth.

Cost approach. With the cost approach, an
appraiser considers the direct and indirect costs
associated with the reproduction or replacement of
the subject asset and accounts for any loss of value
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due to functional or economic obsolescence or
reduced life expectancy.

What about patents?

When valuing a patent, an appraiser generally con-
siders the scope of protection, which encompasses
jurisdictional coverage, the status of registrations

and maintenance fee payments, the breadth of patent
claims, alternatives to the patented invention, and the
patent’s economic and legal life.

Another factor an appraiser looks at in valuing

a patent is the risk of patent exploitation. This
includes the likelihood of infringement, invalidity,
technological or economic barriers to successful
commercialization, and alternative innovations that
could reduce the patent’s economic benefit.



In addition, most appraisers look at public and private
information. This consists of information about the
patent as well as comparable or competing technolo-
gies that may be available from sources such as the
U.S. Patent and Trademark Office (USPTO), the
Securities and Exchange Commission (SEC), and
market research. Patent portfolio factors also may be
taken into account. These may include relevant syner-
gies enabled by the aggregation of rights, such as the
elimination of blocking patent rights.

What about copyrights
and trademarks?

Copyright valuations need to recognize the scope

of protection, including jurisdictional coverage,
status of registrations and renewals, and whether the
copyright relates to the original work or a particular
derivative. In addition, any public and private infor-
mation that may be available regarding the copy-
righted work, and comparable or competing works,
can affect a copyright’s value.

As for trademarks, an appraiser accounts for the
ability of the holder to extend the trademark to
related products and services without infringing on
the trademarks of others. The appraiser also looks at
the nature and extent of protections afforded by any
registrations and determines the possibility of aban-
donment due to nonuse — or of the mark becoming
generic. Finally, the appraiser reviews public and
private information about the subject trademark and

comparable or competing marks, such as USPTO
data, public disclosures filed with the SEC, market
analysis and research, and surveys.

What's the standard?

The American Society of Appraisers (ASA) has issued
a standard for valuing intangible assets: “BVS-IX
Intangible Asset Valuation.” This standard gives
attorneys an idea of what to expect from their valua-
tion experts and provides a baseline for evaluating the
work of opposing experts.

It includes an extensive list of factors for valuators to
consider when appraising an asset, including:

2 The economic benefits, direct or indirect, that
the asset is expected to provide to its owner
during its life,

2 Previous or existing litigation involving the asset,

9 The distinction between an undivided interest
and a fractional interest in the asset resulting
from, for example, shared ownership or a
licensing agreement, and

2 The feasibility and character of potential
commercial exploitation of the asset.

The ASA standard for intangible property enumer-

ates several factors that appraisers — whichever
valuation approach they take — consider
when valuing an intangible asset, such as its
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warranted — as long as the departure from
the particular provision is disclosed. A quali-
fied professional appraiser won’t fail to make
such a disclosure if needed. ®



Discount rates vs.
capitalization rates

rate” and “capitalization rate” (cap rate) inter-

changeably. But they are two different concepts.
It’s important to understand how these terms differ to
prevent erroneous conclusions and courtroom blunders.

S ome clients mistakenly use the terms “discount

Dueling techniques

Both rates come into play when an appraiser applies
the income approach to valuation. The underlying
theory is that the value of an asset or business equals
the net present value of its future earnings.

There are two ways to estimate net present value.
When future earnings are stable and predictable, a
valuator might use the single-period income capital-
ization method. This technique typically capitalizes
next year’s projected cash flow using a cap rate.

Cap rates are based on market returns and risk
perceptions.

For simplicity’s sake, assume a company forecasts
that it will produce $1 million of cash flow in 2012.
Assuming a 10% cap rate, the subject company would

Discounted cash flow technique

(rounded to nearest $000)

Year 2012 2013
Growth rate 20% 20%
Projected neft free cash flow $1,000 $1,200

Discount rafe 15% 15%
Long-term sustainable growth

Capitalization rate

Terminal value

Present value factor 0.8696 0.7561

be worth $10 million ($1 million divided by 10%) as
of Dec. 31, 2011.

Discounted cash flow basics

Conversely, if earnings are expected to fluctuate over
the short term or occur over a finite period, a valua-
tor might create a more complicated cash flow pro-
jection and then discount each year’s cash flow to its
respective present value using
a discount rate commensurate
with the investment’s risk.

For businesses — and other
assets that have perpetual

Present value $870 $907

Sum of present values

- - lives — a terminal (or residual)
20% 5% value is added to the sum of
$1.440 $1.512 the interim years’ present val-
. . ues to estimate value beyond
15% 15% the discrete projection period.
5% An appraiser usually calculates
10% terminal value using the single-
"$15.120 period income capitalization
0.6575  0.6575 mthod descrlbed. above_. Alter-
natively, an appraiser might use
947 39,941 salvage value, liquidation value
$12,665 or expected selling price for

terminal value.



Case in point

“Discounted cash flow technique” on page 6 provides
a simplified example of how the discounted cash flow
method works. There, we analyze a business that
expects to grow 20% each year over the next three
years, normalizing growth to a long-term sustainable
rate of 5% into perpetuity. The value of this hypo-
thetical company is approximately $12.7 million as of
Dec. 31, 2011.

Although this example and the previous one project
$1 million of net free cash flow in 2012, the second
example has a higher value, assuming the same dis-

Know the basics

In a nutshell, the difference between a cap rate and
a discount rate is long-term sustainable growth. A
cap rate also may be thought of as the inverse of a
pricing multiple (which is used under the market
approach).

The income approach is more than theoretical
rhetoric. It’s used in the real world in legal disputes
and as a decision-making tool for large companies.
Understanding the basics of this approach is impera-
tive to protecting a business’s financial interests and
making prudent investments. ®

count rate applies to both entities. The bulk of the
second company’s value is in its 2014 terminal value.

Fraud affects business valuations, Too

Occupational fraud occurs when someone uses his or her job for personal enrichment through the
deliberate misuse or misapplication of an employer’s resources or assets. Such activity can skew
financial results and lead fo erroneous value conclusions — unless a valuator adjusts the financial
statements for fraud.

Fraud affects companies of all sizes, in all industries and geographic locations, and can involve
everything from stealing inventory to misstating financial results for personal gain. For example,
an unscrupulous CFO might prematurely post unearned or fictitious sales at year end to boost his
annual bonus. As a result, value will be overstated because earnings or assets are exaggerated.

Conversely, value may be understated if the owner hides assets, runs personal expenses through the
business, or fakes an excessive salary that drains cash flow. These types of questionable practices are
especially common when a controlling shareholder has a financial incentive fo dissipate value — say,
in a divorce or shareholder dispute.

Appraisers don’t audit for fraud in the course of a typical business valuation assignment. Instead, they
generally assume financial statements are free from error and material misstatement. Indeed, most
valuation professionals aren’t frained in forensic accounting. But some may inadvertently unearth
gross anomalies when analyzing financial performance
or touring company facilities. In any event, valuators
should further delve info any fransactions, balances or
ratios that appear excessive or abnormal.

If you suspect fraud, discuss your concerns up front
with your valuator. Some appraisal firms have in-house
forensic accounting capabilities. Smaller firms can rec-
ommend a second expert to help unearth and quantify
fraud'’s effect on value.

Early identification of fraud risks can help you obtain
access to the requisite financial data during discovery
and facilitate a more efficient use of oufside experts.

This publication is distributed with the understanding that the author, publisher and distributor are not rendering legal, accounting or other
professional advice or opinions on specific facts or matters, and, accordingly, assume no liability whatsoever in connection with its use. In
addition, any discounts are used for illustrative purposes and do not purport fo be specific recommendations. ©2012 VVjal12
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765 Post Road, Fairfield, Connecticut 06824

John M. Leask II (Mac), CPA/ABYV, CVA, values 25 to 50 businesses annually. Often, Mac’s valuations,
oral or written, are compiled in conjunction with the purchase or sale of a business, to assist shareholders
prepare buy/sell agreements, or to set values when shareholders purchase the interest of a retiring share-
holder. Here are examples:

* Due Diligence & Assist with Purchase of a Business. Mac has assisted purchasers of businesses
by determining or reviewing the offer. He helps negotiate the price, perform due diligence prior to
closing and/or helps structure and secure financing. Services have included, but are not limited to,
verifying liabilities and assets, reviewing sales and expense records, and identifying critical issues
relating to future success, and helping management plan future operations.

* Family Limited Liability Partnerships, Companies & Closely Held Businesses. Mac regularly values
various sized business interests for estate and gift tax purposes. He provides assistance to estate and trust

experts during audits of reports prepared by other valuators.
Mac also helps business owners and their CPAs and/or lawyers in the following ways:

* Planning — prior to buying or selling the business

* Prepare valuation reports in conjunction with filing estate and gift tax returns
e Plan buy/sell agreements and suggest financing arrangements

* Expert witness in divorce & shareholder disputes

* Support charitable contributions

* Document value prior to sale of charitable entities

e Assist during IRS audits involving other valuators’ reports

* Succession planning

* Prepare valuation reports in conjunction with pre-nuptial agreements

e Understanding firm operations & improving firm profitability
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John M. Leask II CPA, LLC.
Business Valuation Services

More information about the firm’s valuation services (including case studies) may be found at www.LeaskBV.com.

To schedule an individual consultation or to discuss any other points of interest, Mac may be reached at 203 - 255 - 3805.

The fax is 203 - 380 - 1289, and e-mail is Mac@LeaskBV.Com.

If you have a business valuation problem, Mac is always available to discuss your options — at no charge.




