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DISCOUNT FOR LACK OF MARKETABILITY – 

CONTROLLING INTERESTS

There is debate in the business valuation community over whether a discount for lack of marketability applies for controlling interests.  For minority interests there are empirical studies supporting a lack of marketability discounts.  The idea of a lack of marketability discount is well founded in valuation theory.  Many valuation methods that use the market approach and the income approach (which derives its discount rates from market data) produce valuations with a marketable indication of value.  

It is generally accepted that discounts for lack of marketability should apply to these marketable indications of value.  The idea of marketability comes from the ease with which the interest can be converted to cash.  Most publically traded investments can be converted to cash in 3 days; however most privately held companies sell through business brokers in 9 to 12 months on average.  Along with the timing issue for privately held companies, one must consider the probability of realization of the quoted price and transaction costs.  So when owners of a stock are unable to quickly convert their investment to cash, they are exposed to significantly greater risk.  Marketability can also be impacted by the number of shareholders, the volatility of earnings, concentrations of ownership, management competence, size of the block of shares, size of the company, and any restrictions on transfer of the shares.  All this adds up to justification for a discount for lack of marketability.

Restricted stock and initial public offering studies are regularly used to discount minority ownership shares for lack of marketability.  These studies produce discounts for lack of marketability for minority ownerships in the 20% to 60% range.  The studies tend to average about 35% discount for lack of marketability.  

It is also generally accepted in the valuation community that the smaller the ownership interest the greater the discount for lack of marketability.  Conversely, the larger the ownership interest the smaller the discount for lack of marketability.  Furthermore some practitioners believe the lack of marketability discount does not go to zero at 100% ownership levels.  Some well known authors believe that in merger and acquisitions at 100% ownership levels need a lack of marketability discount applied.  It is logical that a 100% interest in a privately held company would be illiquid. 

Many practitioners think the discount for lack of marketability for a controlling interest should be lower than with minority interests and settle on a discount of about 20%.  However there is no empirical data to support this.  Merger arbitrage studies do point to discounts for lack of marketability for controlling interests in the 4% to 9% range.  It is ultimately up to the professional judgment of the business valuator to determine the proper level of discounts for lack of marketability.
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2008 Year-End Tax Planning for Individuals
The end of 2008 is happening upon us faster than we think. With the year drawing to a close, now is an ideal time to review your tax situation. Once December 31 passes, your 2008 tax bill is essentially set.   

As is the case year after year, favorable changes to the tax laws made in 2008 are also accompanied by unfavorable modifications. This year end, of course, our unprecedented financial crisis looms large. This crisis generates tax loss situations that we may not have faced in recent years, as well as a more urgent need to maximize current income that involves taking steps to minimize tax payments whenever possible.  

Traditional Tax Strategies  

Year-end tax planning tips typically fall into two general groups: (1) the traditional strategies that have proven themselves useful year after year, and (2) new opportunities and pitfalls that have arisen from recent changes to the tax laws.  How much you can save depends on your individual circumstances, but examination of the following general areas is worth a look.  

Income shifting  

One of the most fundamental year-end tax planning techniques involves accelerating deductible expenses in 2008 and deferring income, if economically feasible, into 2009. By delaying taxable income you defer taxes. Delaying taxable income may also prevent you from losing lucrative tax breaks that can be reduced or eliminated altogether as your income level rises.  

With only a month left until the end of the year, you can probably anticipate with reasonable certainty what income and deductions you will be reporting on your 2008 tax return.  The ability to gauge your income and expenses for 2008 and into 2009 provides a golden opportunity to shift income or expenses into one year or the other depending on what will save you the most overall taxes.  

Deduction management  

Essential year-end tax planning requires determining whether you will take the standard deduction or whether you will itemize your deductions. Consider "bunching" deductible expenses into one or the other year depending upon whether the standard deduction may be taken in one year or whether the adjusted gross income limits for medical (7.5 percent) or miscellaneous itemized deductions (2 percent) may be more easily met.  

Even if you know you will itemize deductions, accelerating or deferring them is often a question of determining your probable tax bracket for year end and the next year to maximize their after tax value. Sometimes planning is as simple as paying your California estimated tax or real estate taxes in one year or the other.  

Portfolio timing  

Especially this year, gathering your portfolio's records for the entire year can make a difference in not only what you might buy or sell in December but what estimated tax you will need to pay (or not pay) for the fourth quarter of 2008.  Long-term capital losses can be used to fully offset long-term capital gains. Losses taken in excess of gains can also be used to offset up to $3,000 in ordinary income.   An individual's net capital losses unfortunately can only be carried forward.  

In calculating gains or loss for purposes of balancing your gains and losses at year end, remember that, for tax purposes, it's not how much your stocks have gone down for the year but rather have much gain or loss you've realized since purchasing them. For example, you still may owe capital gains tax on stock acquired in 1998 at $10/share even though it may have dropped $30 in 2008 from a high of $65 to $35 when you sold it. You still have capital gain of $25/share on the sale.  

Retirement planning  

Year-end planning for 2008 also involves maximizing annual contributions to your retirement plan accounts, since one year's limit cannot be added to next year's if not taken in time. While contributions to IRAs may be applied retroactively if made before the tax filing deadline, an individual's elective deferral contribution made as an employee to a qualified plan must be made before the end of the calendar year.  

New Opportunities
In addition to the Economic Stimulus checks that were mailed out -for the most part- before this past September, tax legislation in 2008 renewed or enhanced many benefits for individual taxpayers, some only for 2008. 

AMT patch.  The Emergency Economic Stabilization Act of 2008 (EESA) included among its many provisions a so-called alternative minimum tax (AMT) "patch." For the 2008 tax year, the AMT exemption amounts are raised to once again insulate most middle-income taxpayers from the reach of the AMT. The patch is only for 2008. Hopes are high that in 2009 Congress finally will find a permanent solution to the AMT and pass AMT reform rather than yet another patch.  

Income for forgiveness of mortgage indebtedness.  Those principal-residence homeowners who have part of their mortgage debt forgiven as part of a workout or foreclosure have been spared having to pay income tax on that forgiven income. The Mortgage Indebtedness Relief Act of 2007 first applied this tax-free treatment to debt forgiveness taking place from 2007 through 2009. The Emergency Economic Stabilization Act of 2008 extended it through 2012.  

State and local sales tax deduction.  Despite being one of the more popular tax breaks, the deduction for state and local sales taxes is not permanent and had been set to expire at the end of 2007. Under this deduction, taxpayers who itemize deductions the option of claiming either state and local income taxes or state and local general sales taxes. The Emergency Economic Stabilization Act of 2008 extended this deduction for 2008 and 2009.  

Tuition and fees deduction.  Taxpayers may continue to deduct qualifying tuition and fees paid in 2008 that are required for the student's enrollment or attendance at a post-secondary school. The tuition and fees deduction is an above-the-line write-off that, depending on adjusted gross income, can reduce taxable income by as much as $4,000. Since this deduction also has been extended for 2009, deciding in which tax year an upcoming tuition payment will be made can help maximize your overall education deductions and credits.  

Tax-free IRAs charitable contributions.  The EESA extends through December 31, 2009, the opportunity for certain taxpayers age 70 1/2 or older to make tax-free distributions from IRAs for charitable purposes. This contribution can include any required minimum distribution that the taxpayer would be otherwise required to take.  

Residential energy property.  The high cost of energy is encouraging many people to make energy efficient improvements to their homes. If you are contemplating installing energy-efficient doors and windows, water heaters or other items in 2008, you may want to wait until 2009.  

Several years ago, Congress created a residential tax credit for installing energy efficient doors and windows, water heaters and similar items. The nonrefundable lifetime credit could reach  $500. However, the credit expired at the end of 2007. Surprisingly, the EESA reinstates the credit but not for 2008. The new law reinstates the credit for 2009 through 2016. 

Another incentive is available in 2008 for certain energy efficient improvements. Solar electric property, small wind energy property and some heat pump property may qualify for the residential alternative energy tax credit. Additionally, you can use the residential alternative energy credit against AMT liability in 2008.  

