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Hardball with HITCHNER

Tough issues

Issue 10

Discounts for
Lack of Marketability

One Foot in the Boat and One Foot on the Dock

James R. Hitchner, CPA/ABV/CFF, ASA, and
Katherine E. Morris, MBA, ASA

The July 28, 2021, issue of BVWire,! published by BV
Resources, addressed the industry application of
DLOM models and databases. We were shocked that
45% of survey respondents are still using pre-IPO
studies to quantify the discount for lack of marketability
(DLOM). Surprisingly, the number of valuation ana-
lysts relying on this method is higher than the 2018
survey in which 38% of respondents reported relying
on the pre-IPO studies.? How many times do we have
to say, “Stop using this data.” You can’t have “One foot
in the boat and one foot on the dock.” You have to
evolve with new viewpoints and better research.

We compared the results of the BVR study with
poll questions conducted in our Valuation Products
and Services® monthly webinars. The results corrobo-
rated what we found to be a continuing problem. See
the results by webinar below:

May 16, 2019

Hitchner and Gregory — Supporting Your Business
Valuation with the IRS

Jim Hitchner, CPA/ABV/CFF, ASA, and

Michael Gregory, ASA, CVA, NSA, MBA

Which resources do you use for the DLOM?
(pick all that apply)

a) Restricted stock studies and/or databases — 91%
b) Pre-IPO studies and/or database — 59%

clear answers

— August 2021

¢) VPS DLOM Guide and Toolkit — 26%
d) QMDM — 19%
e) Not applicable — 5%

May 11, 2017

Using New Resources to Determine and Defend
Lack of Marketability Discounts

James Alerding, CPA/ABV, ASA, and

Josh Angell, CPA, CFA

Do you use one of the following pre-IPO studies or
databases for a DLOM?

a) Emory studies — 6%

b) Valuation Advisors — 12%
c) Both — 26%

d) Neither — 56%

September 22, 2015

Hardball with Hitchner, Pratt, and Fishman —
They Tackle the Tough Issues and Present a
Consensus View

Jim Hitchner, CPA/ABV/CFF, ASA, Shannon Pratt,
DBA, CFA, ABAR, FASA, MCBA, ARM, CM&AA, and
Jay Fishman, FASA, CBA

Which of the following DLOM models or data do
you use? (pick all that apply)

a) Restricted stock benchmark data — 81%

b) FMV Opinions detailed restricted stock data — 51%
c¢) IPO studies benchmark data — 50%

d) Valuation Advisors detailed IPO data — 16%

e) QMDM — 22%

In our book Discount for Lack of Marketability Guide
and Toolkit (DLOM Guide),* we addressed compre-
hensively why this data should not be used to support
a DLOM. We liberally quote this section below.
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Four well-known studies and a database based
on pre-IPO data are discussed in great detail in the
DLOM Guide:®

Emory studies

Willamette studies

Hitchner and Morris studies

Valuation Advisor studies and database

The context for the application of these studies was
presented and issues with reliance on these studies
to support DLOM were noted.

Since the 1970s, the pre-IPO studies have
been utilized to estimate DLOM by comparing
the price of an equity interest in a company
prior to an initial public offering (IPO), as re-
ported in SEC filings, to the trading price of
common stock in the same company after the
IPO. The theory assumes that stock sold prior
to the IPO is nonmarketable and the same
stock subsequent to the IPO is fully liquid and
marketable. Therefore, the percentage differ-
ence in the two prices must reflect differences
in marketability.6

Although the underlying concept of pre-IPO
studies is theoretically appealing, the studies
rest upon the fundamental assumption that the
change in price entirely reflects improvement in
the marketability of the shares. Unlike restricted
stock studies, pre-IPO studies suffer from the
weakness that the price comparison of the two
stocks is non-contemporaneous. As such,
changes in pricing do relate to significant
changes in company fundamentals and not just
marketability. Also, recent analysis of the un-
derlying data has generally shown that the
measured discounts of the studies differ mate-
rially from the discounts contemplated by the
parties entering the pre-IPO transaction.”

We spent significant time analyzing prospectuses
and/or registration materials associated with numer-
ous IPOs referenced in the studies. We were
astounded by our findings. Based on available data,
the aspects of the transactions that we considered
included:®8

e The significant factors, assumptions and
methodologies used to determine the fair
value of the underlying common stock

e Whether a contemporaneous valuation by an
unrelated valuation specialist was performed

e The valuation range determined by various
methodologies and the combination or
weighting of those methods

e The significant factors contributing to the dif-
ference between the fair value as of the date
of each grant and the estimated IPO price
range

e Explanations of why or whether marketability
discounts, illiquidity discounts, and common
stock discounts (due to preferential rights of
preferred stock) were used

e Determination of comparable companies used

We also found many valuation assumptions used by
the management team and their valuation advisors as
described in various registration materials:

Cost of capital

Perpetual growth rate

Discount for lack of marketability
Guideline public companies

Guideline company transactions

Media and investor speculation on the IPO
e The use of third-party valuation specialists
e Probabilities of different events

Changes in the risk premium in the cost of
capital

Time frame to the IPO

Growth in revenues and/or profits

Profit margin changes

Changes in valuation multiples®

As you can see, lack of marketability was only one
factor that caused the IPO price to be higher than the
pre-IPO transaction price.

The DLOM Guide presented three examples of the
results of detailed analysis of public company
information related to the differential in prices based
on transactions of equity pre- and post-IPO for
Lifelock, Inc., EPAM Systems, Inc., and Facebook. We
present a summary of management’s discussion of the
calculation of fair market value of equity for Lifelock
and EPAM Systems. We also present a comparison of
the implied DLOM from the pre- and post-IPO equity
prices to managements DLOM estimates
contemporaneous with the transaction dates. We also
show the results of a similar comparison for Facebook.

Lifelock, Inc.
Summary of the management discussion referencing

the calculation of the fair market value of stock on
March 29, 2012:10
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The present values calculated for our common
stock ... were weighted based on manage-
ment’s estimates of the probability of each
scenario occurring (private company 10%, sale
event 10%, initial public offering (high) 40%,
and initial public offering (low) 40%).

The discounted future cash flow method ...
utilized a sustainable long-term growth rate of
5%, a discount rate of 20.5%, and a
capitalization rate of 15.5%. The change in the
discount rate from our May 31, 2011, valuation
was driven by a reduction in our risk premium
included within our cost of capital calculation.

Under the guideline public company method ...
selected multiples based on enterprise value
were calculated for each of the guideline
companies utilizing enterprise value, 2.6 times
revenue, and 11.2 times EBITDA for the last
twelve months and 2.4 times projected revenue
and 9.8 times EBITDA for the next four and
eight quarters based on analyst estimates. The
initial public offering scenarios assumed that
we would conduct an initial public offering in 18
months and were based on our projected
EBITDA.

We also applied a discount for lack of
marketability of 20%, after considering a
number of factors, including the probability and
time to liquidity for an initial public offering of
our common stock.

The estimated fair value of our common stock
was determined to be $5.20.11

In summary, the change in value was primarily due to
the following factors:

e Several material events occurred just prior to
the March valuation date, including a merger
agreement, sales of preferred stock, and a
new senior credit facility

e Management’s conclusion of the value of the
stock from May 31, 2011, to March 29, 2012,
reflected a reduction in the discount rate
based on management’s assessment of a de-
cline in the risk premium

e Management’s conclusion of a 20% DLOM on
March 29, 2012, was based on an IPO occur-
ring in 18 months; it actually occurred around
six months later on October 2, 2012

A comparison of management’s estimate of DLOM
contemporaneous with the equity transaction on
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March 29, 2012, compared to the implied DLOM of that
same transaction compared to the IPO equity price on
October 2, 2012, follows:

Lifelock, Inc.

Transaction date March 29, 2012
Transaction price $5.20 per share
IPO price $9.00 per share
Implied DLOM 42.2%

DLOM used by management  20.0%

It is clear that something more than lack of marketabil-
ity is reflected in the implied DLOM, including changes
in assumptions about risk and the likelihood and date
of a potential IPO.

EPAM Systems, Inc.

In its prospectus!? management reported the following
detail regarding the value of stock on December 31,
2009:

The fair value of our common stock was deter-
mined with the assistance of an independent
third-party valuation firm. The valuation reports
have been used as part of our analysis in
reaching our conclusion on stock values ...13

... with the assistance of our independent third-
party valuation firm, we considered a variety of
empirical studies as well as restrictions on the
marketability of our common stock to determine
an appropriate discount for lack of market-
ability.14

Based upon a table in the prospectus, management
indicated that a 20% discount for lack of marketability
applied “only in the ‘Continue Private’ scenario,”
suggesting an effective probability weighted DLOM of
only 1%.15

Management provided an explanation of events
affecting the stock value that occurred between the
calculation of stock price for the December option
grant to the value of stock on September 15, 2011 (just
prior to the February 2012 IPO), including:16

e Significant growth in revenues and profitabil-
ity, i.e., 66.3% and 69.8%, respectively.

e A 30.6% increase in guideline public company
multiples

e Anincrease in the probability of an ‘IPO’ event
from 47.5% to 60% affecting the weighting
of valuation methods under the market
approach?’




Hardball with HITCHNER — August 2021

e The stock market impact of the ongoing Euro-
zone debt crisis and the outlook for the global
economy ... which caused a decrease in mul-
tiples in September from a prior valuation in
June 201118

Adding further improbability regarding the comparison
of pre- to post-IPO values to calculate DLOMs, we
discovered that the DLOMs that management and
their valuation advisors were using were significantly
lower than that indicated by the difference between the
IPO price of stock and the prior transaction stock price.
See below.

EPAM Systems, Inc.'®

Transaction date December 31, 2009

Transaction price $5.75 per share

IPO price $12.00 per share

Implied DLOM 52.1%

DLOM used by 20.0%, resulting in an
management effectively weighted

probability DLOM of 1.0%
We identified similar results based on an analysis
of management data presented regarding pre-IPO
calculation of stock price.

Facebook, Inc.?

Transaction date May 11, 2011

Transaction price 27.58 per share

IPO price $38.00 per share

Implied DLOM 27.4%

DLOM used by 6.5%
management

Further criticism of the pre-IPO approach to DLOMs is
presented in the Discount for Lack of Marketability Job
Aid for IRS Valuation Professionals, September 25,
2009, IRS Engineering/Valuation Program DLOM
Team. A summary of the issues with the data follows:

e Not contemporaneous — too much time gap
often exists between pre-IPO transaction and
public offering. Private transactions studied
were between five months and three years
prior to the IPO, providing a strong argument
that factors other than marketability alone led
to the price increase.

e Pre-IPO companies rapidly evolving -—
significant changes (difference in pre and post
company) as many transactions involved
companies in early stage of development

e Pre-IPO companies affected by changes in
economic conditions

e Data includes only firms with successfully
completed IPO’s. No information included on
candidate companies where IPO doesn’t
eventually take place

e Pre-IPO transactions tend to be underpriced
(most IPOs involve high-growth companies) to
fully subscribe the offering

e Pre-IPO transactions almost always involve
related-party transactions (employees and
company, service providers and company,
etc.) and do not reflect arms-length terms

e There are indications that the Willamette

Management Associates Studies 1999 and

2000 data may be skewed due to the dot.com

“bubble”

Frequently viewed as inflating DLOM?2!

Conclusion

We do not believe that DLOMs based on pre-IPO
studies are supportable. The bottom line is that timing
matters in finance and equating transactions in a
company before it goes public to the IPO price does
not give you a DLOM. It includes the impact of many
factors that caused the change in stock price, only one
of which is a DLOM.

Endnotes:

1 Business Valuation Resources, LLC, BVWire, Issue #226-3.
“DLOM survey reveals methods of choice.”

2 The 2021 survey had twice as many respondents as the 2018
survey, so the comparison may not be completely
reliable.

3 Valuation Products and Services, www.valuationproducts.com.

4 James R. Hitchner, R. James Alerding, Joshua B. Angell, and
Katherine E. Morris, Discount for Lack of Marketability Guide
and Toolkit, Valuation Products and Services, LLC, Chapter 15
Pre-IPO Studies, 2017, pp. 245-280,
https://www.valuationproducts.com/dlom-toolkit/.

5 DLOM Guide, pp. 245-262.

6 DLOM Guide, p. 245.

7

8

DLOM Guide, p. 245.
DLOM Guide, p. 266, quoted from Roadmap for an IPO: A guide
to going public, PricewaterhouseCoopers, November 2011, p. 25.

9 DLOM Guide, p. 267.

10 DLOM Guide, pp. 268-269.

11 DLOM Guide, pp. 268—269.

12 EPAM Systems, Amendment No. 1 to Form S-1 filed with the
SEC on July 22, 2011.

14 DLOM Guide, p. 269.

15 DLOM Guide, p. 271.

16 DLOM Guide, p. 269.

17 DLOM Guide, pp. 270-272.

18 DLOM Guide, p. 271.

19 DLOM Guide, p. 271.

20 DLOM Guide, pp. 268-269.

21 DLOM Guide, pp. 267—268.
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No bias. No agenda

UPS STRAIGHTtalk Series

Upcoming webinar ...

. No nonsense.

Valuation in Divorce Litigation

handle whatever might be thrown their way
For more information or to

SPECIAL FIRM-WI

Presenter: R.James Alerding, CPA/ABV
Webinar Date: Wednesday, August 18, 2021, 1:00-3:00 p.m. ET

e This webinar will provide insight on a broad range of issues financial/valuation experts might
encounter in preparing analyses and opinions for a divorce litigation

e |t will address valuation issues specific to divorce matters as well as non-valuation issues on
which the expert might be called upon to assist

e This webinar will provide suggestions on how financial/valuation experts can be prepared to

Pay one fee of $239 for your staff to participate.
Your employees can receive 2 CPE credits for attending the live presentation at NO additional fee.

purchase, CLICK HERE

DE PRICING

James R. Hitchner, CPA/ABV/CFF, ASA

e Managing Director, Financial Valuation
Advisors Inc.

e CEO, Valuation Products and Services LLC

e President, Financial Consulting Group LLC

e Over 40 years of hands-on valuation
experience

e Former member of the AICPA task force on
BV Standards

¢ Inductee in the AICPA BV Hall of Fame and two-time recipient
of the AICPA Volunteer of the Year award

o Editor/coauthor of six valuation texts, published more than 150
articles, and made over 350 presentations

Hardball with Hitchner: Tough Issues ... Clear Answers is published
monthly by Valuation Products and Services, LLC, Ventnor Professional
Campus, 6601 Ventnor Ave., Suite 101, Ventnor City, NJ 08406.

An annual subscription (12 issues) is $99, delivered in electronic (pdf)
format. Individual issues are also available for purchase. Please visit our
website, www.valuationproducts.com/hardball-with-hitchner, for more
information.

© Copyright 2021. Valuation Products and Services (VPS). All rights
reserved. This newsletter may not be reproduced in whole or in part
without the express written permission of VPS.
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