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may be beneficial. 
11. �It should be pointed out how ben-

eficial it is that the court criticized 
the expert for using sub-sample aver-
ages. It’s a good sign for the appraisal 
profession that this analysis fell short 
here. A relatively short time ago, such 
an analysis would have been state-
of-the-art, and most experts, even in 
relatively high-profile cases, relied on 
study averages alone and attempted 
to argue divergence from averages 
based almost purely on subjective 
factors. 

12. �For example, the only regression in the 
Hertzel and Smith study with the dis-
count as the dependent variable used 
the following independent variables: 
the fraction of total shares outstanding, 
a dummy variable indicating financial 
distress, the book-to-market ratio, the 
log of proceeds, a dummy variable 
indicating that unregistered shares had 
been sold, a dummy variable indicat-
ing the shares had been sold to a 
single investor, and a dummy variable 
indicating that the investor was a part 
of issuer management. 

13. �One way to do this is to look at the 
difference in pricing between large 
blocks and small blocks (see Espen 
Robak, “Liquidity and Levels of Value: 
A New Theoretical Framework,” 
Business Valuation Update, October 
2004, at pp. 1-6, for a discussion of 
this approach). However, the private 
placement studies do not detail how 
many investors invest in any given 
placement. If large block deals are 
sold to several investors, the block 
size would not necessarily have an 
impact on the illiquidity discount.

14. �Yakov Amihud and Haim Mendelson, 
“Asset Pricing and the Bid-Ask 
Spread,” 1 J.Fin.Econ., December 
1986, at pp. 223-249. 

15. �The LiquiStat database was introduced 
in early 2007, but is continuously 
updated. See Espen Robak, “Lemons or 
Lemonade? A Fresh Look at Restricted 
Stock Discounts,” Valuation Strategies, 
January/February 2007, at pp. 4-15. More 
information at www.plurisvaluation.com. 

16. �The discount-holding period curve is 
upward-sloping and concave.

17. �This method was actually introduced by 
David Tabak in 2002 in a white paper. See 
David Tabak, “A CAPM-based approach 
to calculating illiquidity discounts,” Nera 
Economic Consulting, Working Paper, 
Nov. 11, 2002, available at www.nera.

com.
18. �Companies analyzed included priceline.

com, preview travel, eBay, Ticketmaster, 
Online-City, Egghead.com, CMGI, Inc., 
DoubleClick Inc., Network Solutions, 
and CNET Networks. 

19. �Companies analyzed included: Hilton 
Hotels Corporation and Marriott 
International, Inc. The appraiser 
rejected Internet companies as sourc-
es for the beta estimate, because the 
Ibbotson Associates’ Cost of Capital 
1999 Yearbook did not include reli-
able data on Internet companies. 
There is no explanation given for why 
betas could not have been calculated 
directly from the stock price data for 
the nine Internet companies listed. 

20. �For comparison purposes, 20 to 40 
percent are typical volatilities for 
public companies, while the typi-
cal beta for a public company is 1.0 
percent. 

21. �Entering into a “collar” transaction implies 
purchasing a put option and writing (sell-
ing) a call option. Thus, this maneuver 
would remove both the upside potential 
and downside risk of holding the shares. 
At this point, the only remaining detri-
ment from illiquidity would be the risk-
free borrowing rate. 

22. �In this instance, neither method is 
practical for hedging the huge posi-
tion held by Litman and Diener. 

23. �Note that there’s a bit of a verbal sleight-
of-hand involved in calling liquidity the 
“option to sell”—making it sound more 
like a stock option. Calling liquidity the 
“ability to sell” is more accurate because 
it doesn’t confuse the two concepts: 
liquidity and options. 

24. �Here’s a simple illustrative example: 
A $16 stock can have one of two 
rights: full liquidity during the com-
ing 12 months or a put option at a 
$16 strike price. If, a year later, the 
price has gone to $6, having liquidity 
(the option to sell) means having the 
right to sell the stock for $6 and take 
a loss of $10. The put option, on the 
other hand, means having the right 
to sell the stock for $16. That is a very 
meaningful difference, indeed.

25. �The weaknesses cited by the court 
include using only a 52-week period 
for calculating volatility and making 
certain simplifying assumptions. The 
court also points out that the capital 
asset pricing model (CAPM)-based 
analysis assumes zero diversification 
in the case of the investor and that 

this is probably unrealistic. In addi-
tion, Litman’s expert did not consider 
the tag-along rights and the fact that 
the restrictions could lift early. 
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