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We could chalk it up to the luck of the draw or extraordinary skill in the 
courtroom. Either way, the victory by the taxpayers David Litman and 
Robert Diener in Litman v. United States1 on Aug. 22, 2007, was certainly 
one for the record books. Illiquidity discounts up to 50 percent are rare 
in tax cases, yet that’s what they managed to achieve. And the securities 
to be discounted were not even privately held; rather they were shares of 
a large, profitable publicly traded firm—just the type that normally don’t 
enjoy large discounts. Still, Litman is notable not only for this huge dis-
count, but also for how the valuation arguments and methods employed 
by the parties are representative of current controversies in the valuation 
profession. (See "Wildly Different Discounts," p. xx.)

No doubt this was a tough case for the judges who heard it at the 
Court of Federal Claims. Surely, the court is a bit less familiar with valu-
ation disputes than, say, the Tax Court would be. Moreover, the Federal 
Circuit’s analysis in Litman shows how hard it can be for a trier of fact 
when confronted with experts who not only have widely divergent opin-
ions of value, but also use completely different and irreconcilable meth-
ods. The case also reminds us how far the valuation profession has to go 
in bringing real-world empirical transaction data to the table.

Litman Audacity
Taxpayers dare—and win big—in a public securities valuation case 
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HisTory
Longtime partners and friends since law school, 
David Litman and Robert Diener had become 
successful entrepreneurs. In 1991, they founded 
Hotel Reservations Network (HRN), which later 
became Hotels.com. Their business grew rapidly, 
especially after it went online in 1996 with its 
first website. Then, in 1999, the founders sold the 
company to USA Networks, a publicly traded 
company. Shortly thereafter, USA Networks 
began planning an initial public offering (IPO) for 
its new subsidiary, floating a minority stake to the 
public while retaining a majority for itself. Litman 
and Diener stood to gain a significant windfall in 
this IPO; they were due almost 10 million shares 
if HRN went public. USA Networks offered them 
the right to these shares in exchange for cancel-
ling the earnout from the 1999 sale. Issuing the 
shares would create additional goodwill that 
USA Networks could amortize for tax purposes. 

As the IPO roadshow progressed in 
February 2000, the IPO price increased—a 
common practice for Internet stocks in that 
era—until the final IPO price was set by the 
pricing committee at $16 per share on Feb. 24, 
2000. A total of 5.4 million shares were sold, 
raising about $80 million for the company 
after underwriting fees. The stock began trad-
ing on Feb. 25, 2000, and the IPO closed on 
March 1, 2000. Litman ordered the transfer 
agent to deliver the stock certificates on Feb. 
24, 2000 and the shares transferred immedi-
ately. Under the amended agreements for the 
original sale of the company, the shares were 
subject to resale restrictions: one year for 19.6 
percent of the shares; two years and three 
years for two separate blocks of 4.9 percent 
of the shares, and four years for the remaining 
70.6 percent of the 10 million shares. 

The Litmans and Dieners filed their tax 
returns for 2000 with an appraisal that deter-
mined discounts ranging from 49 percent to 
79 percent for the four tranches of stock. They 
applied these discounts to the $16 per share 
IPO price. The company, on the other hand, 
filed taxes claiming a deduction for amor-
tization of goodwill that assumed the stock 
was worth $16 per share. In uncharacteristi-
cally colorful language, the Internal Revenue 
Service claimed to have been “whipsawed” 
by the taxpayers. In turn, the IRS sent out 

deficiency notices applying the higher valua-
tion to the Litmans and Dieners and the lower 
valuation to Hotels.com (the successor to USA 
Networks.) The taxpayers filed complaints in 
2005. The cases were consolidated in 2006, 
and the trial was held in May 2007.2  

The Litmans and the Dieners retained 
the original appraiser used for their tax 
return to testify on valuation and relat-
ed issues. The IRS and Hotels.com each 
retained appraisers. 

ValuaTion DaTe
The stock soared in the aftermarket, as so many 
online companies did in 1999 and 2000. By the 
end of the first day of trading, Feb. 25, 2000, the 
stock hit $26. It rose to $26.25 on March 1, 2000, 
the official closing date of the IPO. The agree-
ment between the founders and USA Networks 
required HRN shares to be issued to the founders 
if the company “consummates an initial public 
offering.” Hotels.com argued that “consummate” 
means “close” and thus, that the obligation to 
issue shares to the founders did not arise until 
March 1, 2000.

The company did not prevail in this argu-
ment for two reasons, both of which pro-
vide lessons for others in similar situations. 
Taxpayers who fail to identify their tax position 
early will likely fail to structure transactions 
that are as beneficial as possible and fail to align 
their arguments with their goals.  

The Federal Circuit found that “absent 
evidence to the contrary, the issuance of the 
stock certificates must be considered the 
event which creates an ownership interest.”3 
As the company expected the stock to rise 
in its first few days of trading, the company 
would have been well-advised to avoid trans-
ferring the stock certificates until the official 
closing of the IPO. Missing that opportunity 
and waiting too long to determine its position 
may have been a fatal error.

The court held that the meaning of the 
word “consummate” was ambiguous. Also, 
counsel for Hotels.com, while continuing to 
work on the closing after Feb. 24, 2000, pre-
pared Securities and Exchange Commission 
Schedule 13D showing Feb. 24, 2000 as the 
date of transfer. While other documents 
showed different closing dates, the court 
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concluded “that the presumption in 
favor of the issuance date—the date 
on the stock certificates—has not 
been overcome.”

Because the company cited the 
$16 per share stock price and the 
Feb. 24, 2000, valuation date as 
facts in its initial complaint filing, 
Litman and Diener contended that 
the company’s new “valuation posi-
tions are disingenuous, lack credibility 
and are completely at odds with the 
positions taken by Hotels.com during 
the six years before the litigation was 
filed.” The court concluded that the 
company’s previous statements were 
judicial admissions.

Base price 
But the court’s decision on the valuation 
date did not quite settle the base price 
question in favor of Litman and Diener. 
Hotel.com’s expert opined that a base 
price of between $23 and $26 would be 
appropriate, even as of Feb. 24, 2000, 
because new issues were expected to 
increase in price in their first few trad-
ing days. Noting that the determina-
tion of fair market value (FMV) should 
take into account foreseeable events, 
the expert said it was foreseeable as 
of Feb. 24, 2000, that “in a couple of 
hours, these [shares] are expected to 
be worth 50 percent more.” He sup-
ported this conclusion with a general 
discussion of the significant services 
provided by underwriters to issuers: 
aftermarket price support, company 
promotion, facilitation of communica-
tion between issuer and investors, and 
research coverage.

These are well-known facts, but do 
not by themselves explain underpric-
ing, as the underwriter receives its fees 
regardless of the aftermarket jump in 
price. Judging from the court’s memo-
randum, the expert did not provide any 
further research in support of his con-
clusion. This is unfortunate, as the argu-
ment might have been winnable with 
more support. It’s certainly arguable 
that investors in IPOs expect at least 
a small, immediate gain in the after-

market. During normal times, this gain 
might not be worth much more than 
required to compensate for added risk. 
However, during the Internet bubble 
years, IPO underpricing was at histori-
cally high levels.4  

The two opposing experts did not 
provide any research to counter the 
underpricing argument; they merely 
asserted that post-valuation date events 
were off-limits. The court found that 
the company’s expert “puts forth an 
intriguing position that markets work so 

effectively that the transaction between 
the underwriter, DLJ and HRN took 
into account as ‘part and parcel’ of 
that deal the advice, assistance, and 
marketing services of DLJ, so that the 
transaction is not representative of the 
fair market value.” The court further 
held that this expert “has a deeper aca-
demic and scholarly knowledge of how 
IPOs operate, but his embrace of future 
events, or post-facto analysis, did not 
impress the court.”

This was probably the sticking 
point: In efficient markets, future trad-
ing prices are almost by definition 
random and unforeseeable. Therefore, 
the actual post-valuation date trading 
prices for this particular stock cannot 
be considered foreseeable. However, if 
evidence had been presented showing 
that investors in similar companies at 
the same point in time had overwhelm-
ingly experienced runups of a certain 
magnitude, it might have been a fairly 
reasonable inference that an owner of 
HRN stock at this time would have 
expected a similar increase. Would the 

court have accepted an argument along 
these lines? We will never know. 

experTs Do BaTTle 
The three experts involved in the case—
representing the IRS, Hotels.com and 
Litman/Diener—used a wide variety 
of valuation methods and inputs, then 
presented wildly divergent views on 
even well-established studies. While 
the court clearly favored the methods 
and analysis of Litman’s appraiser, its 
final decision was a modified version 

of his opinions. Still, the average 
discount applied by the court was 
a staggering 43.2 percent.

The court’s decision to reduce 
the discounts put forth by Litman’s 
appraiser prompted a well-known 
commentator on valuation issues, 
Carsten Hoffman, to muse that 
he was “disappointed to see the 
court apply a 25 percent haircut” 
and that this seems “an arbitrary 
adjustment.”5 In my opinion, the 
quote “haircut” is neither surpris-

ing nor disappointing. To put it mildly, 
even the court’s reduced discount of 
43.2 percent seems generous con-
sidering previous judicial decisions. 
Note that for the largest tranche, a 
50 percent discount was applied to 
stock with an estimated five-year 
holding period.6 While it makes less 
sense to speak of “holding periods” 
for privately held companies, most 
observers would consider a five-year 
horizon short for private equity. And 
yet 50 percent discounts are very rarely 
applied to private entities—even ones 
with no plans for public offerings or 
other shareholder exits. It may be true 
that the court had little solid data to 
stand on in making the cut. But here, as 
always, the trier of fact is at the mercy 
of the suppliers of facts.

The methods used by the experts 
in this case can be divided into three 
categories: (1) review and analysis of 
various empirical studies of restricted 
stock private placements, (2) analysis 
of the value detriment caused by lack 
of diversification of restricted concen-
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trated positions, and (3) analysis based 
on option-pricing formulas. Among 
appraisers, the first of these methods is 
by far the most widely used. 

anD THe Winner is. . . 
All three experts7 used private 
placement studies in their analyses. 
Interestingly, while all of the studies 
used are published and widely avail-
able, the experts each used different 
studies, with no overlap. Litman’s 
appraiser used studies by Michael 
Hertzel, Richard Smith and William 
Silber. The IRS’ appraiser used studies 
by the SEC, Management Planning, 
Inc. (MPI)8 and Bruce Johnson. Finally, 
the company’s appraiser used his own 
study and a study by FMV Opinions, 
Inc.9 Even though the differences 
among these studies are minor and 
inconsequential, the court found that 
they each had different strengths and 
weaknesses.10  

The court faults the Service’s expert 
for focusing primarily on earnings and 
revenues in his comparative analysis. 
He relied on calculations of means or 
medians for sub-samples of the data, 
sorted by size. Using the MPI study, 
for example, he found that the subject 
company fits in the first quartile of the 
study data in terms of revenues, which 
indicated a discount of 21.8 percent (the 
average for that sub-sample.) In reject-
ing this approach, the court approv-
ingly cites Litman’s appraiser, who 
said, “You’re looking at data where the 
observed discounts can range [widely] 
. . . taking averages will do almost noth-
ing but lead you to the conclusion that 
in just about every case the right dis-
count is the average discount.” 

This is not entirely fair. The Service’s 
expert can be faulted for not gain-
ing access to the underlying data of 
the studies he cited (or for not using 
other studies where the data is avail-
able.) Not having the underlying data 
is a serious handicap and may cause the 
appraiser to miss important underlying 
trends. However, taking averages of 
sub-samples is not always the same as 

taking the overall average. For example, 
for the SEC data, the revenue catego-
ries had average discounts ranging 
from 17 percent to 47 percent. This is 
tailoring the discount based on size 
class, which is quite different from 
just applying an average discount for 
the whole database.11  

Hotels.com’s appraiser also used a 
“quintiles” approach, albeit based on 
different studies. However, the court 
does not criticize his analysis for focus-
ing on averages of his sub-samples, 
even though he did have access to 
the underlying data. The court faults 
him for a completely different prob-
lem: not adjusting for the difference 
between the subject block and the 
shares transacted in the studies. The 
expert started with a 20 percent 
discount, based on the studies, and 
explained that, “I specifically take into 
account factors that would result in an 
upward adjustment, including longer 
contractual restriction period, and fac-
tors that would result in a downward 
adjustment. And, on balance, weigh-

ing these factors, I have concluded 
that 20 percent is . . . reasonable.” 

The court held that the “HRN 
restricted stock was subject to sub-
stantial restrictions that were more 
severe [than] the restrictions imposed 
on the stock of the companies in 
the [studies].” The court said it was 
“flummoxed” by the expert’s testi-
mony that upward and downward 
adjustments balance each other.

By contrast, the court found that 
it was Litman’s appraiser who took 
the “appropriate approach” to the 
studies, even though he used stud-
ies with “aged data.” Said the court: 
“[H]is consideration of their method-
ology supports his opinion that a wide 
range of appropriate marketability 
discounts can be supported” and that 
a driver of the discount is “a quantifi-
able risk associated with purchasing a 
restricted stock.” The court seems to 
say that since the two studies provide 
a regression analysis of the underly-
ing data, they better reflect the total 
variability in the discount. However, 
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Litman’s appraiser did not apply the 
regression formulas as published in 
the original papers. 

While the modifications are not 
discussed in the court’s memoran-
dum, and so cannot be evaluated 
for reasonableness here, Litman’s 
appraiser seems to have made very 
significant changes to the Hertzel 
and Smith, and the Silber analyses. 
The discounts he derived from the 
Hertzel and Smith study range from 
35 percent to 69 percent, while the 
discounts he derived from the Silber 
study range from 31 percent to 64 
percent, depending on the holding 
periods estimated. This is significant 
because these studies do not provide 
any details on the impact of the hold-
ing period on the discount.12 Because 
the studies do not support increases 
in the discounts for the longer hold-
ing periods, one would expect the 
court to critically examine the sup-
port for these calculations. But this 
part of the analysis is nowhere to be 
found. It’s a surprising omission. 

Yet, we still need to solve the prob-
lem of how we go from a “typical” 
restricted stock discount to a discount 
that’s appropriate for longer holding 
periods.13 Theoretical papers on illi-
quidity constraints suggest that the 
discount does not show a straight-line 
relationship with the holding peri-
od.14 This is also supported by empiri-
cal data from the LiquiStat database, 
which contains data on illiquidity 
discounts for varying holding peri-
ods.15 (See "Higher Discounts, Longer 
Holding Periods," p. xx.) The discount-
holding period curve “flattens” the 
further out you go.16 In other words, 
increasing the discount for a certain 
holding period by simple extrapola-
tion is inappropriate. And the court’s 
opinion does not state how Litman’s 
expert arrived at higher discounts for 
longer holding periods, presumably 
because the studies relied on do not 
contain data on this increment.

moDiFieD capm

Litman’s expert was the only one to 
use the capital asset pricing model 
(CAPM) to determine the dis-
count. The CAPM is a cornerstone 
of modern finance and widely used 
for determining the cost of capital for 
equity investments. However, labeling 
the method used here the CAPM is not 
quite correct. It would be more accurate 
to say that the appraiser starts with 
the CAPM, makes certain assumptions 
about the nature of restricted securities 
and the way investors view investing 
in such securities, then modifies the 
CAPM to calculate the discount for 
restricted stock.17 The method assumes 
that holders of restricted positions are 
unable to diversify their investments. It’s 
an interesting theory, but that’s all it is. 
We don’t know whether such investors 
truly are unable to diversify, nor do we 
know that the model accurately reflects 
their preferences. To the best of my 
knowledge, the model has never been 
tested against a large dataset. 

Because non-diversifiable (beta) 
risk is the kind of risk that gets 

built into the value of all equity 
securities and the volatility of the 
security includes both diversifiable 
and non-diversifiable risk, the model 
yields higher discounts when the 
spread between beta and volatility 
is low. In other words, the higher 
the volatility and the lower the beta, 
the higher the discount. Litman’s 
appraiser estimated a (high) volatil-
ity of 100 percent based on nine 
Internet companies because, he said, 
“almost 80 percent of its revenues in 
the period immediately prior to the 
IPO were related to the internet.”18 
He also estimated a (low) beta of 1.0 
by analyzing companies in the lodg-
ing industry.19 The court does not 
question this obvious discrepancy.20 
And yet, when an expert’s estimates 
are as inconsistent as these—espe-
cially when they are, although no 
doubt sincere, so clearly self-serving 
for the expert’s client—they fairly 
cry out for questioning. 

clasH
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WiLDLy Different Discounts
three appraisers and the federal circuit court all came up 
with completely different valuation discounts in Litman

Despite conflicting valuations, the taxpayers in Litman made out well, as 
the court’s discount for the four-year (that is, the largest) tranche was 
more than two times the lowest appraised discount

Discounts Put Forth By

  the irs’ hotels.com Litman’s the court’s 
tranche # of shares Appraiser Appraiser Appraiser Decision

One Year 1,959,960 16.9% 20.0% 49.5% 22.0%

two Years    489,990 20.9 20.0 61.5 36.0

three Years    489,990 21.2 20.0 63.5 38.0

Four Years 7,059,960 21.2 20.0 79.0 50.0
 
 Average 20.3% 20.0% 71.6% 43.2%

— Espen Robak



The most significant disagreement 
between the experts at trial concerned 
the option-formula-based approach 
of Litman’s appraiser, who estimat-
ed the discount based on the Black-
Scholes value for a put option. The 
Service’s expert “argued this method 
was ‘one-sided,’ taking only account 
of ‘the downside risk and trying to 
insure against that with a put option’.” 
Hotels.com’s expert correctly agreed 
with this criticism “in principle.” The 
Service’s expert tried to adjust by 
estimating the cost of a collar.21 This 
is theoretically sound, as it removes all 
of the price risk and would be the eco-
nomic equivalent of selling the posi-
tion, if such a collar could be entered 
into. A put option, on the other hand, 
grossly overestimates the theoretical 
cost of liquidity.

The court did not pick up on this 
distinction, but instead chose to focus 
on something completely different. 
In a mind-boggling passage, it criti-
cizes the Service’s expert’s approach 
for not being theoretical enough: 
“Although [the Service’s appraiser] 
repeatedly emphasized, like [Litman’s 
appraiser] that his approach was 
hypothetical, his analysis depended 
on assuming a number of real-world 
factors . . . [B]ecause the collar relies 
on real-world variables, it cannot be 
considered purely theoretical.”

Leave aside the fact that both 
methods rely on data from the real 
world, including borrowing rates 
and volatilities. It’s pretty shocking 
to see a valuation method criticized 
for being too practical.22 The court 
then notes as “the most persuasive 
real-world factor supporting” the put 
method, the fact that an IRS valuation 
agent on the case had used it, as had 
Deloitte & Touche in an analysis prior 
to the trial, signifying acceptance 
within the appraisal community. 

In my opinion, the term “real-
world factor” ought to be reserved for 
empirical transaction data or other 
measurable facts, not for opinions, 
customs or other indications of what 

the market will bear at a particular 
point in the appraisal industry. Finally, 
the court cited and agreed with 
Litman’s expert when he said the  
“shares had a valuable right stripped 
away from them, and what was that 
valuable right? It’s the option to sell, 
it’s the option to sell that security at 
any time, at any price, during the 
restriction period. It is gone. I can’t 
wake up any morning and decide to 
sell those shares. 

The option pricing methodology is 
a very simple economic model that tells 
you what the value of that option that’s 
been stripped away, what is that value.” 

There is no way to sugarcoat it: 
This is flat-out wrong. The value of 
the right that has been “stripped 
away”—the ability to sell at any time, 
any price, during the period—is not 
the value of a put option.23 They are 
two completely different things. 

The ability to sell means that the 
holder will be able to sell the stock 
at the prevailing market price in the 
future. The put option, on the con-
trary, gives the holder the ability to 
sell at a set strike price.24 Given 
the choice between liquidity and 
the put option, a rational investor 
would always choose the put option, 
because it is more valuable. 

In the final analysis, the court 
finds that Litman’s expert had done 
the better job. However, since even 
this analysis had its own weaknesses, 
the court subtracts 25 percent from 
the low-end of the expert’s range to 
yield its final discounts.25  

pracTice Tips
While the discounts taken in Litman 
may seem excessive, they clearly indi-
cate that higher discounts are pos-
sible, from case to case. The very 
high discounts here may have been 
the result of audacity, clever litigation 
strategy, pure luck or all of the above. 
Nevertheless, Litman continues the 
trend toward courts rewarding the side 
that takes the most analytical approach 
to its valuation inputs. The adjustments 

to the discounts made by the winning 
side, while poorly explained and sup-
ported, clearly impressed the judges. On 
the other side, the old adage that “you 
can’t beat something with nothing” still 
holds. Averages—even averages that are 
better tailored to the subject securities—
lose to an analysis that factors in the 
entire dataset.                                       y
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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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