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Proposed USPAP Revisions Highlight the Factors of
the Quantitative Marketability Discount Model

By Travis W. Harms, CFA, CPA/ABV
harmst@mercercapital.com

On December 2, 2004, the Appraisal Standards Board released an exposure draft on proposed revisions
to Standards 9 and 10 of the Uniform Standards of Professional Appraisal Practice (USPAP). The proposed
revisions fall into five broad categories, including the incorporation of the “concept of marketability/liquidity.”

The proposed Standards Rule 9-4(d) reads as follows: Appraisers must “analyze the effect on value, if
any, of the extent to which the interests appraised contain elements of ownership control and are marketable
and/or liquid.” The accompanying explanatory comment identifies three factors that must be analyzed in
assessing the effect of illiquidity on value: “An appraiser must analyze factors such as holding period, interim
benefits, and the difficulty and cost of marketing the subject interest.” As noted below, these factors are
consistent with the valuation framework of the Quantitative Marketability Discount Model (QMDM).

e “Holding Period” — This corresponds to, well, the holding period assumption of the QMDM.
Investors in illiquid investments are keenly interested in when they will be able to sell their
investments. They accept the fact that they cannot know the duration of the prospective holding
period with certainty, but their investment decision is based on a range of reasonable holding periods
in the context of their informed judgment.

e ‘“Interim Benefits” — This factor corresponds to three distinct QMDM assumptions. Investors in illiquid
investments assess not only the length of the expected holding period, but also the cash flow benefits
to be received during the holding period. To borrow from the QMDM parlance, they consider
(1) dividend yield, (2) expected growth in dividends, and (3) expected growth in value.

o “Difficulty and Cost of Marketing the Subject Interest” — There is greater risk associated with owning
an illiquid investment than an otherwise comparable liquid one. Higher expected return is the
investment reward for accepting incremental risk. The final QMDM assumption, the holding period
return, is developed with explicit consideration to the difficulty and cost of marketing the subject
interest.
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Let's be clear: the drafters of the proposed revisions to USPAP are not endorsing the QMDM or any other
guantitative rate of return model for developing marketability discounts. However, their appeal to common-sense
factors affecting the value of illiquid business interests is entirely consistent with technique and spirit of the
QMDM. A cogent analysis of these three factors while relying exclusively on the various benchmark studies could
prove difficult. ¢

ANNOUNCING MERCER CAPITAL’s E-BOOK LIBRARY ‘

Title Description Release Date
Valuing Shareholder Cash Flows: 2005 E-Book Edition papkaged with the updated QMDM | January 2005
Quantifying Marketability Discounts Companion (the model in spreadsheet format)

Are S Corporations Worth More Than An e-booklet that adds to the S Corp vs. C Corp debate | Currently

C Corporations? available
Valuation for Impairment Testing The first SFAS 142 valuation resource for CFOs and Currently

auditors. Also available in printed form from our website | gyailable
at www.mercercapital.com.

Valuing Financial Institutions We are responding to requests to put this book back Currently

into print and we are doing so as an e-book available
Mercer Capital's Latest Thinking We have compiled some of our latest thinking on the Currently
on Employee Stock Option subject of valuation of employee stock options in this available
Valuation Issues complimentary 50 page E-Book

Visit our website at www.mercercapital.com for more information or to download an e-book.

MERCER CAPITAL ON THE ROAD ‘

March 8, 2005 May 13, 2005 June 1-2, 2005
“Business Valuation Issues in Today's World” “A Primer on Business Valuation” “The Integrated Theory of Business Valuation”
Mississippi Estate Planning Council Pulaski County Bar Association NACVA Business Valuation Conference
Jackson, Mississippi Little Rock, Arkansas Philadelphia, Pennsylvania
Kenneth W. Patton, ASA Z. Christopher Mercer, ASA, CFA Z. Christopher Mercer, ASA, CFA
April 16, 2005 May 20, 2005
“Is Your Business Ready for Sale?” “Issues in Today's M&A Market”
SEAL Meeting National Association of Personal Finance
Santa Fe, New Mexico Tampa, Florida
Timothy R. Lee, ASA Owen T. Johnson, CPA/ABV, CBA, ASA

The professionals of Mercer Capital have a great deal of experience speaking to industry and professional groups across the
nation on topics such as:

e Valuation of Employee Stock Options

e  Purchase Price Allocation

e Litigation Support and Expert Testimony

e Valuation of Privately Held Businesses, Partnerships, or LLCs
e ESOP Valuation

¢ Financial Institution Valuation

To book a Mercer Capital professional as a speaker at your next conference or CLE/CPE meeting,
please contact Barbara Walters Price at priceb@mercercapital.com.
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MERCER CAPITAL ADVISORS

Currently Offering Companies to Qualified Prospects

Mercer Capital Advisors is the investment banking division of Mercer Capital Management, Inc.
and is offering the following to qualified prospects.

Direct Mail Marketing Services Company
a provider of turn-key direct mail marketing services to customers in a variety of industries

Mercer Capital Advisors is also offering other profitable companies to qualified prospects
but those offerings cannot be disclosed here.

For more information, click on the company to view their company profile in PDF format
or call Owen T. Johnson at 901.685.2120
or e-mail him at mailto:johnsono@mercercapital.com

A GENTLE PLUG FOR OUR FIRM ‘

MERCER CAPITAL is a business valuation and investment banking firm serving a national and international clientele.
Our reputation for excellence is based on an ability to solve complex financial problems expeditiously. We convert over 20
years of experience, including thousands of assignments, into solutions for the issues of today.

Mercer Capital provides a broad range of independent valuation and financial advisory services, including:

o Dispute Analysis Services and Expert Testimony e Valuation for Corporate Tax Matters
« Valuation for Shareholder Liquidity Matters * Valuation of Employee Stock Ownership Plans

In addition, we provide valuation services for the following financial statement reporting purposes:

e Purchase Price Allocations e Valuation of Employee Options
* Valuation of Restricted Stock Options e Valuation of Intangible Assets
e Goodwill Impairment Testing e Fairness Opinions

e Valuation for Corporate Income Tax Issues o Corporate Litigation Support

MERCER CAPITAL ADVISORS is the investment banking division of Mercer Capital and specializes in providing
merger and acquisition services to sellers or buyers of private businesses or public companies divesting divisions and
subsidiaries. In addition, Mercer Capital Advisors assists clients in industry consolidations, roll ups, and refinancings.

INTERNET COMMERCE: OBTAIN PROPOSALS TO VALUE YOUR BANK, FLP or LLC VIA OUR WEBSITE ‘

The cost (in terms of your time and delays in obtaining proposals) has just gone down. Use one of the PROPOSAL
REQUEST FORMS on our website.

Many of your colleagues have already used our PROPOSAL REQUEST FORMS and are impressed by the decrease in
transactional overhead and the increased ease in obtaining actionable proposals for their clients. We are pleased to be doing
business with them. Try it yourself! Visit our website and provide us with the pertinent information via this form and we'll
prepare a proposal and deliver it to you via e-mail, fax or USPS. Complete confidentiality assured.
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UNSUBSCRIBE |

We will continue to send the newsletter as published at no cost unless you notify us that you wish to be removed from the
distribution list. To REMOVE yourself from this list, send an e-mail to: mercer-owner@mercercapital.com and type the words
"Unsubscribe — Value Matters" in the subject line (without the quotation marks).

MERCER
CAPRPITAL
Business Valuation * Investment Banking
Headquarters: Midwest Office:
5860 Ridgeway Center Parkway, Suite 400 511 South 5™ Street, Suite 206
Memphis, Tennessee 38120 Louisville, Kentucky 40202
901.685.2120 « Fax 901.685.2199 502.585.6340 « Fax 502.585.6345

www.mercercapital.com

DISCLAIMER. This publication does not constitute legal, valuation, tax, or financial consulting advice. It is offered as an information service to
our clients and friends. Those interested in specific guidance for legal and accounting matters should seek competent professional advice.
Inquiries to discuss specific valuation or corporate finance matters are welcomed. Permission is specifically granted to send copies of this
Value Matters™ to others who might have an interest in its contents. Permission is also granted to quote portions of this newsletter with
proper attribution.

Copyright © 2005 by Mercer Capital Management, Inc., all rights reserved. Text, graphics, and HTML code are protected by US and
International Copyright Laws, and may not be copied, reprinted, published, translated, hosted, or otherwise distributed by any means without
explicit permission.
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