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________________
By Russell T. Glazer

A common objective of making
a gift of an interest in a closely-
held business to a family member
(either through a trust or directly)
is the opportunity to receive a valu-
ation discount upon the transfer of
the subject interest. Any dis-
count(s) must be adequately
explained and supported in a time-
ly filed gift tax return in order for
the statute of limitations to com-
mence.
Perhaps the two most common

valuation discounts are the dis-
count for lack of control and the
discount for lack of marketability.
Although these discounts are fre-
quently applied, their application is
not automatic, and should only be
applied after a careful analysis of
both the facts and circumstances of
the subject interest, and of the rele-
vant empirical data for each type of
discount.
The applicability of these dis-

counts is also dependent on the
nature of the interest being valued
(control or non-control)
and the valuation
method(s) used to arrive
at the pre-discount value.
For example, a discount
for lack of control would
not apply to the valuation of a con-
trolling interest. In addition, cer-
tain valuation methods already
have a discount for lack of control
or discount for lack of marketabili-
ty “baked into” the analysis; in this
circumstance, and assuming the
valuation method(s) was properly
employed, applying a discrete dis-
count for lack of control or for lack
of marketability would be double-
counting the discount.
A discount for lack of control

would be considered when the sub-
ject interest lacks control over the
business enterprise. However, the
degree of control may not always
be obvious. For example, if there
are two 49 percent owners who

have been at odds with one other
for years, the owner of the remain-
ing 2 percent may have effective
control in the form of a tie-break-
ing swing vote.
Similarly, a 49 percent owner

may have effective control if the
remaining 51 percent is scattered
among many other owners who
individually have small ownership
interests. In this case, the 49 per-
cent owner may need to only per-
suade one or two other owners in
order to exercise effective control
over the enterprise. There may also
be circumstances where a super-
majority is needed to take certain
actions, so that a 51 percent owner
may not have unilateral control
over certain key decisions.
It is for this reason that we typi-

cally refer to a “control or non-con-
trol” interest, rather than a “minor-
ity or majority” interest. Someone
may have a numerical minority
interest, but may actually be a con-
trolling owner.
Circumstances within the com-

pany will also determine the mag-
nitude of the discount
for lack of control. In
this situation, if a con-
trolling owner is not
siphoning off cash flow
for personal use or other

non-business expenditures, and is
operating the company in an effec-
tive and efficient manner, the non-
controlling owner may not be suf-
fering any significantly reduced
distributions. In this circumstance,
the discount for lack of control
may rightfully be quite low.
Likewise, the discount for lack

of marketability should be applied
only after careful consideration of
all the facts and circumstances of
the subject interest and the empiri-
cal discount studies.
Marketability is defined in the

International Glossary of Business
Valuation Terms as “the ability to
quickly convert property to cash at
minimal cost,” and the standard for

full marketability is
being able to call your
investment broker to
sell a marketable
security, and then
receiving cash in
three days. From this
end of the spectrum,
marketability declines
along a continuum to
the other extreme,
where sale of the
interest is very diffi-
cult to achieve.
Hence, the marketability of the
subject company’s shares can fall
anywhere along that continuum,
depending on the specific circum-
stances at the valuation date.
According to the International
Glossary, the discount for lack of
marketability is “an amount or per-
centage deducted… to reflect the
relative absence of marketability.”
As with the discount for lack of

control, the valuation method(s)
used by the valuator may already
have incorporated the appropriate
consideration of a discount for lack
of marketability in the analysis. In
this case, a separate discount
would be inappropriate.
Numerous studies have been

published regarding the empirical
data on the discount for lack of
marketability for a non-controlling
interest. The valuation analysis
should focus on the company-spe-
cific factors that impact the mar-
ketability of the subject company’s
shares in the absence of a ready
and active market. These factors
include, among others, the compa-
ny’s size as measured by its rev-
enues, the regularity and magni-
tude of its distributions to share-
holders and its profit margins.
How this company-specific

information affects the discount
for lack of marketability, and thus
the ultimate value of the subject
shares, is important to under-
stand. However, it is also impor-
tant to bear in mind what under-

lies the reasons why
size, distributions and
profit margins are
determinants of the dis-
count for lack of mar-
ketability.
Among the reasons

investors desire mar-
ketability is that the lack
of it greatly limits their
options. If an investor
wishes to change a port-
folio allocation, and must
sell an illiquid asset to do

so, there can be a long delay before
the investor is able to convert a secu-
rity to cash and effect the realloca-
tion. Similarly, if the investor needs
to sell such an asset to raise cash to
make personal expenditures (pay
college costs, purchase a home, pay
significant medical bills) the delay
could result in missed financial
opportunities, or worse.
If the subject company has

strong profit margins, or is making
significant distributions of cash,
this mitigates the risk of holding an
illiquid asset, and should result in a
lower discount for lack of mar-
ketability, other things being equal.
Thus, a careful analysis of the

circumstances is needed in order to
arrive at a proper conclusion for
the discount for lack of control or
for the lack of marketability in any
particular case.
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