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Editor’s note: We encourage read-
ers to express opinions, share
insights, ask questions, raise
objections, and challenge the
information that we publish in
The Value Examiner. The
advancement of the valuation
profession depends on your ideas
and innovations.

DDiirreecctt  MMaarrkkeett  DDaattaa  MMeetthhoodd

In “Direct Market Data Method:
Value Disparity Issues, Part II”
(July/August 2006), author
Robert M. Clinger III compares
the DMDM to the single-period

capitalization method. Regarding
the DMDM, he states:

The price to sales multi-
ple was based on transac-
tions in similar privately held
companies. Therefore the
data are implicitly adjusted
for lack of marketability of
privately held companies.
No further discount for lack
of marketability is required.

The author then applies that
multiple to the subject company,
resulting in what is labeled in
Table 1 as “Equite (sic) Value
Indication on a Control, Non-
Marketable Basis.” If the multi-
ple originated from completed
market transactions, how can its

application result in a non-mar-
ketable value indication?

In Table 2, a discount for lack
of marketability is applied to the
FMV of invested capital and the
result is labeled “Equite (sic)
Value Indication on a Control,
Non-Marketable Basis.”

Obviously, if a discount for
lack of marketability is applied,
the result is a marketable basis.

I would appreciate your (or
the author’s) response to clarify
my understanding of the article.

Don Carloni, CPA
President
Venture Valuations
San Jose, California

TThhee  aauutthhoorr  rreessppoonnddss::
It is important to recall that

marketability, in the context of
business valuations, relates to
the liquidity of the privately
held company’s shares relative
to shares in public companies
that trade on an open exchange
and, thus, have greater liquidity.
Investors can readily turn an
investment in publicly traded
shares into cash at a known
price, as quoted on the exchange,
within a matter of days and with
minimal transaction costs.
Investors in privately held com-
panies lack this ability to easily
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convert their investment in illiq-
uid shares into cash quickly with
minimum transaction costs.
Investors in privately held com-
panies also lack the ability to
recognize the expected amount
of net proceeds from the sale,
due to the absence of an active
market for shares in privately
held companies. 

The Ibbotson data used to
build-up a discount rate under
the income approach is derived
from empirical data of publicly
traded companies whose shares
are actively traded in a free and
open market. Applying a dis-
count rate developed using this
data to the cash flow of a pri-
vately held company produces a
value indication as if the shares
were freely traded or liquid—a
marketable basis. To adjust for
the difference in liquidity inher-
ent in this value estimate and
the lack of liquidity of the pri-
vately held company, a lack of
marketability discount must be
applied to produce the non-mar-
ketable or illiquid value indica-
tion that is appropriate.

Under the direct market
data method, the transactions
from the IBA database, for
example, involve controlling

Continued on page 20 . . .
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children choose the family trans-
fer channel. Owners who desire
to transfer the business to an
outsider and then retire choose
the outside-retire channel. 

Each transfer channel con-
tains numerous transfer meth-
ods. A transfer method is the actu-
al technique used to transfer a
business interest. Employee stock
ownership plans (ESOPs), family
limited partnerships, and buy-sell
agreements are all examples of
transfer methods. And transfer
methods correspond to specific
value worlds. For instance, trans-
ferring stock into an ESOP occurs
in the fair market value world,
while selling stock via an auction
happens in the market value
world. Why the connection?
Because an authority says so!

To recap: An owner’s motive
for a transfer leads to the choice
of a transfer method, and the
transfer method can occur in
only one value world. Each value
world employs a unique apprais-
al process that yields a particu-
lar value. In other words, owners
ultimately choose the value at

which they transfer their busi-
ness. Not a bad deal, right?

OOwwnneerr  MMoottiivveess  MMaatttteerr  MMoosstt
As you can see, in any valua-

tion it’s the business owner’s
motives that matter most.
Motives initiate action; they are
the key that turns the ignition.
Having motives without the
means to carry them out, howev-
er, is a problem that has long
haunted private business own-
ers. Historically, owning a pri-
vate business was not unlike
owning a family farm: So few
options existed to exit the busi-
ness that owners could only hope
their wives bore them sons.
Fortunately, this situation has
greatly improved in the past 10
years or so. Motives and means
are now matching up.

Let’s briefly review the impor-
tance of motives. The motives of
various players determine the
reason for a business appraisal,
which determines the value
world in which the valuation will
occur. Owner motives also deter-
mine the types of capital that

comprise a company’s capital
structure and the cost of that cap-
ital. For example, many owners
refuse to share equity. Other
owners will only grow their busi-
nesses as fast as the bank will
allow. Finally, an owner’s motives
dictate how the business is trans-
ferred. Once they make the
choice of method, the owner has
also chosen the value at which
the business will transfer.

Of course, owners must be
informed before motives can be
acted upon. This leads to the key
insight regarding private
finance: Once a business owner
knows what he or she wants to
accomplish and understands the
structure of the private capital
markets, the financial resources
are available to support their
needs. In other words, the
means are there to meet the
owner’s motives.

This article is adapted from
Rob Slee’s forthcoming book,
Midas Managers, which is
scheduled for publication in
October 2006.

VE

interests in privately held com-
panies whose shares are not
actively traded on a free and
open market. The transactions,
then, were based on non-mar-
ketable shares in similar pri-
vately held companies. As a
result, this produces an indica-
tion of value on a non-mar-

ketable basis, as the transaction
data possess a comparable
degree of illiquidity as the sub-
ject company being valued.

The degree of marketability
or liquidity for a privately held
company involved in the trans-
actions in the IBA database is, of
course, less than that for a pub-
licly traded counterpart. To
arrive at a value indication on a
marketable basis, a marketabili-

ty premium would be necessary
to increase the value from a non-
marketable basis to a mar-
ketable basis.

Robert M. Clinger III, AVA
Managing Director
Highland Global, LLC
Miami, Forida 33131

VE

Letters to the Editor
Continued from page 20 . . .

8.29.81.06(NACVA) Sep-OctValExE.xp  10/10/06  10:12 AM  Page 20


