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While there is a general consensus that liquid-
ity is an important component of asset-pricing, 
there is a wide divergence of views regarding an 
appropriate discount for lack of liquidity.  Precise 
measurement of the impact of block size, asset 
size, trading speed, and trading cost—as of a 
given valuation date—has been difficult.  Recently, 
the debate and the difficulties have intensified as 
traditional benchmarks providing ‘one size fits all’ 
estimates for the cost of liquidity have come under 
increasing scrutiny by the courts and compliance 
authorities.  The valuation community is being 
challenged to provide empirically supportable 
evidence for fact-based, case-specific levels of 
discounts for lack of liquidity (DLOL).

Quantifying liquidity can be elusive
Valuation practice relies heavily on data from 

public equity markets to estimate the underlying 
parameters for the appraisal of closely held busi-
nesses, by way of required rates of return, market 
multiples, or size premiums.  In the past, the “gold 
standard” of liquidity has been described as “call 
the broker and receive your funds in three days.”  
While this conveniently assumes that blocks of all 
sizes for all publicly listed (marketable) firms are 
equally liquid—in practice, liquidity can be quite 
elusive.  The apparently large volume of shares 

Continued to next page...

* Dr. Abbott is an Associate Professor of Finance at West 
Virginia University (Morgantown), and founding principal of 
Business Valuation, LLC, providing consulting and econo-
metric analysis; http://valuellc.com. 

trading daily on U.S. equity markets represents 
less than 1% of all listed (marketable) shares eli-
gible for trading.  Further, public equity markets 
show varying degrees of liquidity across a spec-
trum of both time and size.

Recent and rather abrupt changes in observed 
liquidity in the real estate markets provide a good 
illustration of the changing costs of liquidity.  Just 
about one year ago, demand for real estate was 
exceeding available supply in a number of “hot” 
markets.  The bid-ask spreads (the difference 
between listing and selling prices) started narrow-
ing and then turned negative as buyers started 
outbidding each other and houses started selling 
at or above the asking price, often within a day or 
two of being put on the market.  Fast forward to 
the current market, in which demand has declined 
and sales have slowed down.  Tract builders in 
some of the formerly “hot” markets are reportedly 
auctioning new homes with reserve bids starting 
at 50% of last year’s listing prices.  

Closely held businesses suffer a lack of liquidity 
in multiple dimensions with a similar and some-
times abrupt variability.  A small pool of potential 
buyers decreases the competition inherent in 
an auction market, resulting in lack of depth and 
resiliency—and higher trading costs.  If the owner 
of a large block attempts to sell all at once, for 
example, the market price will decline as the 
number of available shares outstrips the demand.  
Alternatively, a block holder can “dribble out” the 
shares slowly over time, but then faces the risk 
of price fluctuations during the prolonged selling 
period and incurs opportunity costs.  An optimal 
liquidation pattern would minimize the total costs 
of price pressure and price risk.   A rational buyer 
would estimate this cost and demand a discount 
for lack of liquidity at least equal to the cost of 
optimal liquidation.  If the stock were perfectly 
liquid this cost would be zero.

Data & Publication Update



november 2007                              Business Valuation Update   	        		
3

 

Neil J. Beaton, CPA/ABV, CFA, ASA 
Grant Thornton, LLP—Seattle, Wash.

john A. Bogdanski, jd 
Lewis & Clark Law School—Portland, Ore.

Nancy J. Fannon,  
ASA, CPA/ABV, MCBA 

Fannon Valuation Group—Portland, Me.

Jay E. Fishman, Fasa, cba 
Financial Research Associates—Bala Cynwyd, Pa.

Lynne z. Gold-Bikin, Esq. 
Wolf, Block, Schorr & Solis-Cohen, LLP—Norristown, Pa.

Lance s. hall, ASA 
FMV Opinions, Inc.—Irvine, Calif.

james r. hitchner, cpa/abv, asa 
The Financial Valuation Group—Atlanta, Ga.

jared Kaplan, Esq. 
McDermott, Will & Emery—Chicago, Ill.

Editorial Advisory Board

Business Valuation Update™ (ISSN 1088-4882) is published monthly by Business Valua-
tion Resources, LLC, 1000 SW Broadway, Suite 1200, Portland, OR, 97205-3035. Peri-
odicals Postage Paid at Portland, OR, and at additional mailing offices. Postmaster: Send 
address changes to Business Valuation Update™, Business Valuation Resources, LLC, 
1000 SW Broadway, Suite 1200, Portland, OR, 97205-3035.

The annual subscription price for the Business Valuation Update™ is $329. Low cost site 
licenses are available for those wishing to distribute the BVU to their colleagues at the 
same address.  Contact our sales department for details.  Please feel free to contact us via 
email at customerservice@BVResources.com, via phone at 503-291-7963, via fax at 503-
291-7955 or visit our website at BVResources.com.  Editorial and subscription requests 
may be made via email, mail, fax or phone.

Please note that by submitting material to BVU, you are granting permission for the news-
letter to republish your material in electronic form.

Although the information in this newsletter has been obtained from sources that BVR 
believes to be reliable, we do not guarantee its accuracy, and such information may be 
condensed or incomplete. This newsletter is intended for information purposes only, and it 
is not intended as financial, investment, legal, or consulting advice.

Copyright 2007, Business Valuation Resources, LLC, (BVR). All rights reserved. No part of 
this newsletter may be reproduced without express written consent from BVR.

Business Valuation Update

Gilbert E. Matthews, CFA 
Sutter Securities Incorporated—San Francisco, Calif.

Z. Christopher Mercer, ASA, CFA 
Mercer Capital—Memphis, Tenn.

John W. Porter 
Baker & Botts, LLP—Houston, Texas

James S. Rigby, asa, CPa/abv 
Financial Valuation Group—Los Angeles, Calif.

Ronald L. Seigneur,  
MBA CPA/ABV CVA 

Seigneur Gustafson Knight LLP—Lakewood, Colo.

Bruce silverstein, esq. 
Young, Conaway, Stargatt & Taylor, LLP—Wilmington, Del.

Gary R. Trugman,  
ASA, CPA/ABV, MCBA, MVS  

Trugman Valuation Associates, Inc.—Plantation, FL

Continued to next page...

New Abbott Analysis
...continued from front page 

A new tool to quantify liquidity discounts 
But of course, two factors impede “perfect” 

liquidity: the time to sell and the volatility of the 
underlying asset price.   By extension, determina-
tion of DLOL has posed a significant problem for 
valuation practitioners, because there has been 
no empirically based tool for quantifying the range 
and variability of these discounts—until now.  
Discounts can now be calculated from directly 
observable, publicly available data for the universe 
of publicly traded securities.  Beginning with this 

issue, the BVU will feature the “Abbott Liquidity 
Factor,” a new measure derived from this liquidity 
database and designed to help quantify liquidity 
discounts (see next page).

The Abbott database tracks the market liquidity 
performance of common stocks of publicly traded 
operating companies listed on the New York Stock 
Exchange (NYSE), American Stock Exchange 
(AMEX), and Nasdaq National Market System 
(NASDAQ).   Before deriving the Abbott Liquidity 
Factor, all closed-end funds, exchange-traded 
funds (ETF), holding company stocks, investment 
vehicles, or royalty trusts are excluded, along with 
all American Depository Receipts (ADRs) and 
American Depository Shares (Ads).  Initial public 
offerings (IPOs) must have been listed for at least 
ninety days before inclusion in the Liquidity Factor.  
Changes in observed liquidity have been tracked 
for periods from 1996 to 2006 (2007 data will be 
available in March ’08, and will appear in a spring 
issue of the BVU).

Appraisers generally expect larger DLOL during 
periods of lower liquidity, but the Abbott Liquidity 
Factor shows that the impact can be much larg-
er—and more volatile—than many would predict 
from the S&P 500 Index for 1996 through the end 
of 2006.  The ranges presented in BVU identify 
levels of small-stock liquidity and the resulting 
discounts over time.  The Liquidity Factor also re-
flects the significant impact of block size.  Notably, 
as discussed above, while the myth persists that 
publicly traded stocks are completely liquid, this 
analysis concludes that even the largest corpora-
tions suffer from discounted values because of 
costs associated with liquidating large blocks of 
stock.  If the largest companies experience such 
discounts, then by extension all companies are 
subject to liquidity discounts.

The following steps are taken to cleanse the 
Abbott Liquidity data:

Any changes in the number of shares out-•	
standing during the month are reflected in 
the calculated value of the Liquidity Fac-
tor.

Delisted companies are removed and newly •	
listed companies are included after an initial 
IPO period of 90 days has passed.
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Secondary offerings of shares increase •	
the number of shares outstanding and 
repurchases reduce the number of shares 
outstanding used for calculating the Liquid-
ity Factor.

Stock splits and reverse splits require D •	
Liquidity LOL Factor divisor adjustments 
as the number of shares outstanding 
changes.

Market value weights are adjusted at each •	
month’s end as market values of the com-
ponent companies change.

Each component’s eligibility and market •	
value weight is reviewed at the end of each 
month.

The Liquidity Factor is calculated on a lagged 
basis beginning when the month’s end outstanding 
shares and trading volume data become available 
for the component stocks.   While every reason-

New Abbott Analysis
...continued 

DISCOUNT METRICS
ABBOTT LIQUIDITY FACTOR 	

The Discount for Lack of Liquidity (DLOL) database compiled 
by Dr. Ashok Abbott, from which the Abbott Liquidity Factor 
is derived, provides the first complete tool for quantifying 
discounts for lack of liquidity specific to size of the block and 
the valuation period.  It is based on directly observable, pub-
licly available data.  The reported results are representative 
of the small firm, publicly traded stock pool with an average 
market capitalization between $16 and $22 million during 
2005-2006.  The data represent the mean DLOL for the last 
month of the quarter and ignore SEC Rule 144 restrictions.  If 
you are interested in using Abbott Liquidity Factor consulting 
services for a specific DLOL assignment, please contact Linda 
Mendenhall at lindam@bvresources.com.

Discount for Lack of Liquidity
 2005 2006

Block size Q2 Q4 Q2 Q4
10% 19.09% 14.87% 18.83% 12.59%
20% 23.23% 18.27% 22.86% 15.74%

The information contained in this Liquidity Factor is current 
as of December 31, 2006, and subject to change without 
notice.  Ashok Abbott and BVR are not responsible for any 
damages, direct or indirect, caused by any error or omission 
in this Liquidity Factor.

able effort is taken to ensure high standards 
of data integrity, there is no guarantee against 
errors.   The month end closing market value is 
calculated using the closing prices issued by the 
primary exchange for each component stock and 
the number of shares outstanding as reported in 
the company’s latest SEC filing.   If the primary 
stock exchange modifies the closing price of a 
component stock, the new price will be used to 
calculate the Liquidity Factor closing price.  

Note on application: The Abbott Liquidity Fac-
tor is the first indicator by which appraisers can 
identify a rapidly changing but material discount, 
which until now has lacked empirical support.  No 
one should apply the Liquidity Factor in the BVU 
without selecting an appropriate peer group for 
the specific engagement and completing further, 
independent analysis that turns on the specific 
facts and circumstances of the valuation engage-
ment.  For specific DLOL analyses, contact Linda 
Mendenhall at lindam@bvresources.com.


