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TITLE: DISCOUNT FOR LACK OF MARKETABILITY IN HONG KONG

RESEARCH PROPOSAL SUMMARY

Finding the DLOM for the Hong Kong market is the main goal of our study. Our thesis will be the first of its kind to examine the DLOM in the Hong Kong market, filling a gap in the literature that is both thorough and reliable. 

When discussing marketability, interest liquidity is the term used. How easy it is for the owner to convert it into cash whenever they desire is the deciding factor. Those who put a premium on marketability may anticipate paying less for less liquid assets compared to their more liquid counterparts. According to Lucas Parris (2022), If an investment, asset, or business can be readily and swiftly converted into cash with minimal capital outlay, it is said to be marketable, meaning the property can be sold or transferred. When discussing the qualities that investors seek in assets, the words marketability and liquidity are sometimes used interchangeably. Liquidity, according to Lucas Parris (2022), is "the ability to swiftly convert assets to cash or settle a liability," overlapping with marketability. Marketability and liquidity are words that mean the same thing when talking about a company's value. When determining the marketability discount for closely held businesses, the majority of analysts, claims James R. Hitchner (2024), mix liquidity and marketability instead of differentiating between the two. As a result, the terms marketability and liquidity will be treated as synonymous in this investigation.


If there is a high volume of buyers and sellers, we say that the product or investment is marketable, according to Shannon P. Pratt and Lucas Parris (2022). He went on to say that "marketability" and "liquidity" are often thought to mean the same thing. Due to the similarity in concept between marketability and liquidity, this study utilizes the definitions proposed by Shannon P. Pratt (2022) and Lucas Parris (2022) for marketability. 

According to the International Valuation Standard (2024), a certain amount or percentage is subtracted from the value of an ownership interest to account for its limited marketability; this is called the Discount for Lack of Marketability (DLOM). 
There is a difference in the value of publicly listed stocks and privately held equities, the latter of which sometimes do not have a functioning marketplace. Selling your shares in a privately owned company takes far longer, costs more, and is fraught with uncertainty than selling your shares in a publicly traded corporation. The value of an investment rises when it becomes possible to quickly sell it for cash rather than when it becomes more difficult to do so. Companies that are privately held are likely to sell their unusual assets for less than they are actually worth due to the higher transaction costs, greater uncertainty, and longer timescales associated with these types of assets. 

When estimating the value of privately held companies' stock, valuation professionals frequently employ DLOM. According to the International Valuation Standard (2024), a DLOM should be used when the comparable assets of the subject asset are more marketable. According to RICS (2024), a valuer should be vigilant for anything that could cause a significant difference in the subject asset's marketability or price compared to comparable sales. Understanding and using the DLOM in valuers' day-to-day job is, hence, crucial. Unlike assets that can be easily exchanged in active markets, the marketability of a firm's ownership share depends on a variety of conditions. Among the considerations outlined by Shannon P. Pratt (2012) are the following: the company's size and financial stability, the proportion of the stake in issue to the total number of shares outstanding, the size of the prospective buyer's market, the likelihood of an initial public offering (IPO) or acquisition, restrictions on transfers, and so on. 

Two of the world's most dynamic stock markets are located in Europe and the US. The most obvious instances of how liquid shares are are the stock markets in the United States and Europe, where they may be sold over the phone for a price close to market value and the money is received within a few business days. Several prior research in Europe and the United States have used both qualitative and quantitative methods to confirm the DLOM's validity. Below is a table summarizing the procedures and results of previous research on the DLOM. 
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Patrick Rozario and Kenneth Ma (2024) examined the DLOM in Hong Kong on a quarterly and yearly basis; however, their study solely encompassed that time frame and did not incorporate any analysis or data from subsequent months.  Both experts and consumers think that a three to five year DLOM result would be better and more acceptable because DLOM is usually used in evaluations that include long-term cash flow predictions. To get a better picture, we run the DLOM through its paces with data acquired over the last five years via the Acquisition Approach. 

 A lot of DLOM empirical research has come out of Europe and the US in the last few decades.  In the quantitative approach, we offered and suggested the Shareholder Cash Flow Adjustment Method and the Option Pricing Method; in the qualitative approach, we offered and suggested the Restricted Stock Method and the Pre-IPO Method. These sections followed our literature research.  But we'll be critiquing and analysing these techniques later on.





CRITIQUE THE RESEARCH PROPOSAL

Quantitative Approach
According to Alan Bryman et al. (2021), the Quantitative Approach centers around quantifying data gathering and processing. The positivist and empiricism-informed deductive approach it employs puts a premium on theory testing. In order to accomplish this, it makes use of a number of quantitative tools and techniques, demonstrating its comprehensive research strategy that cuts across several academic disciplines. One can use a shareholder cash flow adjustment model or an option pricing model to quantitatively estimate the DLOM.


Option Pricing Method
A multitude of option pricing models have been developed throughout the years. Different assumptions about the opportunity costs that investors face form the basis of each. Liquidation of nonmarketable assets may necessitate steep discounts. Laws that make it harder to sell stocks also make investors lose out on potential gains, making the price penalty associated with illiquidity even worse. In the context of option pricing, these discounts make sense when one considers the underlying investment's risk, volatility, holding time, and, occasionally, dividend yields. Option pricing models use opportunity cost, an economic theory commonly called the idea of foregone choices, to assess DLOM. The ability to diversify one's assets, identify promising new investment opportunities, and generate a profit with minimal initial outlay are all hallmarks of successful investors. There is a missed opportunity cost for investors who keep nonmarketable assets since there aren't appealing liquidity choices. Investors are seeking substantial discounts to compensate for the chances missed due to market frictions that made it impossible to resell unmarketable stock. Shareholders whose shares are not easily traded could, in an ideal world, purchase a put option to sell their shares at a later date. Opportunity costs of missing financial gains within the security's restricted time can be calculated using the option price, which is based on pricing models. Option pricing models created by notable figures such as Longstaff (1995), Chaffe (1993), and Finnerty (2012) are well-known. 


However, there are numerous issues with the Option Pricing Model. The DLOM should rise when interest rates fall, according to Chaffe's model, which goes against well-established DLOM theory. If we restrict our analysis to dividend-paying corporations, we see that distributions erode DLOM's foundation by increasing the value of put options and implied DLOM. Given that the Black-Scholes put value declines as option terms increase after reaching a peak, this model could not be sufficient for DLOM evaluations conducted over the long run. Discussing DLOM using this method "should be employed exclusively as a proxy" due to the impact of other qualitative elements. No one using Longstaff's method should put their money on the underlying asset paying dividends. Because distributions are supposed to minimize marketability discounts in theory, the model overvalues the discount on dividend-yielding assets. When it comes to liquidity, the model's economic alternative is different from the real one. The holder of the Longstaff option can repurchase shares at the option's maximum price at any point throughout the option's duration. No one is allowed to sell shares at the current market price while the option is in effect. Any qualitative variables that can impact the marketability discount will be disregarded by the algorithm. Expiration payouts for the actual liquidity option may be greater than anticipated, according to Longstaff's model. At the option's expiration, the holder of an average-strike put option can sell their shares at the average price of their prior transactions. Due to its great liquidity, its owner can easily sell it at any moment for the going rate in the market. Assuming a high enough dividend yield, the sensitivity analysis of the model reveals that the projected DLOM declines with increasing holding time. The DLOM theory is challenged by this finding. When calculating the marketability discount, the model takes into account all quantitative attributes but ignores any qualitative ones. To that end, we will not be making use of the Option Pricing Model. 

Shareholder Cash Flow Adjustment Method 
A few famous ways to change the cash flow for shareholders are the Quantitative Marketability Discount Method (QMDM) and the NERA CAPM-Based Method (2002) (2020). The QMDM theory suggests a marketability discount for companies based on the linear relationship between their intrinsic worth and shareholder valuations. In many cases, the value to the business itself exceeds that to the shareholders. The QMDM takes into account minority owners' interests when applied to privately held firms using discounted cash flow inputs. Given the strong correlation between company projections and shareholder expectations for growth, risk, and cash flows, the QMDM assesses nonmarketable minority claims concurrently with an enterprise valuation. 

However, there are certain issues with Shareholder Cash Flow Adjustment Models. Problems with the model's assumption requirements don't appear to impact when thinking about how many assumptions are required for a thorough assessment. The DLOM process begins with the enterprise value, which is derived from a multitude of complex assumptions and is also called the equity value before discounts. Whatever the approach, there are several assumptions that are always included in valuation. One example is the extensive list of growth, risk, and cash flow assumptions that needs to be established before discounted future cash flow analysis can be used. Finding relevant publicly listed firms and/or similar transactions is crucial for using a market technique. Criticizing the QMDM for being overly dependent on assumptions is therefore naive. There are a number of assumptions built into the NERA CAPM-Based Method's valuation approach.  The Tabak model's equity risk premium is a contentious point.  So, we won't be using the Shareholder Cash Flow Adjustment Model in this case.

Qualitative Approach
John W. Creswell (2024) stated that qualitative research delves into people's social realities, like their attitudes, beliefs, and motives, by using non-numerical descriptive data. Using techniques like focus groups, in-depth interviews, and field observations, the qualitative approach can collect data that is both thorough and contextualized. When trying to make sense of something complex or to appreciate the value of another person's perspective, this is the method most often used. Studies aiming to decipher people's motivations or the significance they give to their experiences greatly benefit from this. It was demonstrated by three well-known methods—the "Restricted Stock Method," the "Pre-IPO Method," and the "Restricted Stock Method"—that publicly traded stocks often have significantly higher values than similar but non-publicly traded stocks. 

Restricted Stock Method
A way to measure the effect of limited marketability is to compare the selling prices of publicly traded shares with restricted shares from the same company. All things being equal, these shares are not distinct from one another. Due to the fact that restricted stock allows for the simultaneous comparison of normally freely traded shares within the same company, the results are highly convincing. 

From 1969 forward, investment firms were obligated to register with the SEC in order to disclose the methodologies employed for the valuation of restricted securities and other transactional data. The readily available data allowed analysts to determine that the assets acquired by investment companies did not have a marketability discount. They proceeded to use this information to determine the discount on closely held interests. Various organizations and people have carried out numerous noteworthy studies on limited stock. Among these are the following: SEC institutional investor (1971), Gelman (1972), Moroney (1973), Maher (1976), Trout (1977), Arneson (1981), Stryker and Pittock (1983), Wruck (1989), Silber (1991), Hertzel and Smith (1993), Hall and Polacek (1994), Johnson (1999), Columbia Financial Advisors, Inc. (Study 1 & Study 2) (2000), Bajaj et al. (2001), Barclay et al. (2007), Pluris (2007), Willamette Management Associates (2007), Management Planning, Inc. (2009), SRR (2011), Trugman Valuation Associates Inc. (2011), FMV Opinions (2015), Stout (2023), and BVR Survey (2021).

Many people are unhappy with how privately held companies use the Restricted Stock Method to justify non-marketability discounts on their stock. One major drawback is that the market data is out of date. Another is that the issuers are different. Discounts imply very high returns. Economic factors beyond price cuts indicate that the product is unmarketable. Lastly, hedging strategies would actually lead to reduced discounts, which goes against what restricted stock analysis suggests. Hence, we omitted this technique from our thesis. 

Pre-IPO Method
The practice of using pre-IPO data in DLOM evaluations has been around since the 1970s. By analyzing a company's SEC filings and the market price of common shares after an initial public offering (IPO), they determine the equity position of the business. A company's stock is not freely tradeable before its initial public offering (IPO), but after the IPO, it is fully liquid. Differences in marketability can be further illustrated by highlighting the gap between the two prices. Willamette Management Associates(2009), Emory(2012), Hitchner and Morris(2011), and Valuation Advisors (2007) were the four main pre-IPO studies that we reviewed. 

The Pre-IPO Method has certain flaws. The time it takes to go from a pre-IPO agreement to an IPO is often quite long, according to Z. Christopher Mercer et al. (2011). Unlike the Restricted Stock Method, researchers doing pre-IPO studies do not compare the two stocks' values at the same time. An examination of private transactions that occurred five months to three years before to the IPO revealed that many, unrelated factors were responsible for the price increase. Therefore, the fundamentals and marketability of the company are significantly affected by price changes. Z. Christopher Mercer et al. (2011) asserts, on the other hand, that undervaluation is a typical tactic in pre-IPO agreements to guarantee full subscription. Inaccurate data, biases impacting survivability and self-selection, overstatement, implication of exceedingly large earnings, expression of speculation regarding initial public offerings prices, IPOs that occur at the same time when profits are on the rise, elements unrelated to marketability being considered, inflation due to time, remuneration for insider services being represented, suggestion of extremely big profits, and a host of other criticisms leveled against pre-IPO studies. Hence, our thesis does not utilize this strategy.

ALTERNATIVE METHOD

Acquisition Method in Qualitative Approach
A different approach to discount calculation has been put up, which compares the purchase pricing multiples of public firms that serve as guidelines with those of private enterprises. Based on private corporate discount studies, this process is called the Acquisition Method for estimating discounts. An alternative approach uses the market multiples of publicly listed companies as a benchmark and compares them to private companies' acquisition multiples. Private companies may be more illiquid, according to the studies' underlying assumption, which states that they sell at lower pricing multiples than public corporations. 

As an example, every year in Mergerstat Review (2024), a table is published that compares the average price/earnings multiples for acquisitions of publicly traded firms with those of private companies for whom data is available. An annual comparison shows that, on average, public company acquisitions have a higher price/earnings ratio than private company acquisitions. This continuous and substantial acquisition pricing gap has prompted numerous hypotheses from observers. The following are the most typical explanations for this occurrence:
1. Market exposure. There are hundreds of newspapers all around the globe that report the names and stock values of publicly traded firms daily. Annually, hundreds of newspapers carry news releases from publicly traded corporations detailing their quarterly earnings and other pertinent information. You may find the financials of thousands of publicly listed companies on the internet. 

2. How accurate the financial records and other data are. Accounting information and other disclosures must meet the significantly more rigorous and comprehensive standards set by the Stock Exchange than what is typically necessary to obtain an unqualified audit opinion in accordance with standard International Accounting Standards. A large number of experts think that the disparity between the average price/earnings multiples paid for the purchase of public and private companies is influenced by the amount and reliability of financial data. 
3. The impact of size. Research has shown that bigger corporations are statistically safer than their smaller counterparts. The larger the company, the lower the present value discount rate and the higher the price would be as a result of this phenomena. Compared to publicly traded corporations, privately held companies often have a smaller size, according to Mergerstat Review (2024). The price-earnings multiple disparities between acquisitions of publicly traded companies and privately held companies, as documented in the Mergerstat Review (2024), seem to include this as one component. The vast magnitude of the difference between privately owned and publicly traded company purchase price/earnings multiples is mostly attributable to differences in average acquisition size, although whether or not this is big enough is highly debatable. 

When comparing private enterprises to comparable public companies, Acquisition Method displays the results in terms of acquisition price multiples. Private companies may be considered less liquid due to their lower pricing multiples compared to public enterprises, according to the theory that underpins the technique. Koeplin Study (2000), Kooli (2003), Officer (2007), Block (2007), Paglia (2010), Gus De Franco (2011), Kim van Oeveren (2018), Emanuel Bagna (2020), Peter L Lohrey (2020), Patrick Rozario and Kenneth Ma (2024), and Alfred Karlsson & Emil Jönsson (2022) are just a few of the many empirical studies that have made use of the simple Acquisition Method. Which is why our thesis makes use of the Acquisition Method within the Qualitative Approach. 

In our thesis, we will adhere to the methodology of empirical studies conducted in the US and Europe. We will collect publicly available information related to transaction of private company from the Hong Kong Stock Exchange. Then we compare the multiples of Ratio Price/Sales, Price/Earnings, and Price/Book between the acquirer and the target, two companies involved in an acquisition transaction. We will then find the difference, or "Difference," between these three ratios. The valuation of the non-listed target company is lowered if its ratios are lower than those of the listed acquirer company. Investors and consumers in the valuation and investment industries believe that a DLOM result covering three to five years would be more applicable and helpful, as DLOM is typically employed in evaluations that incorporate projections of long-term cash flows. To get a better picture, we run the DLOM through its paces with data acquired over the last five years via the Acquisition Approach. To make our result more objective and representative, we will acquire, analyze, and summarize information of all transactions disclosed in the Hong Kong Stock Exchange from 2020 to 2025. 

When using the market approach to value a privately held firm, finding reference companies and selecting multiples can be somewhat laborious. One major issue with utilizing acquisitions as a basis for discount calculations is that the comparison used in the analysis doesn't completely separate the DLOM from all the other factors that might be contributing to the disparity between public and private business multiples. Studies do not make it apparent whether the right changes have been or might be made to account for and remove variations in size, risk, growth, etc., between public and private enterprises. Potentially unaccounted for in the transaction prices are the effects and fluctuations of any strategic components. Instead of using an inferred discount from these studies, it is better to make adjustments to the chosen guideline public company multiples applied to the subject private firm in order to handle these variances. 

Survey Method in Qualitative Approach
According to Check and Schutt (2012), "the collection of information from a sample of individuals through their responses to questions" is what survey research is all about. Many different approaches to participant recruitment, data collection, and instrumentation are permissible in this type of study. In survey research, researchers can employ either quantitative or qualitative research procedures, or a combination of the two, for example, by employing numerically rated items in questionnaires or by asking participants to provide free-form responses. Surveys are commonly employed in social and psychological research due to their ability to characterize and investigate human behavior (Singleton & Straits, 2009). According to Groves et al. (2004), Survey Method is a subfield of applied statistics that focuses on human-research surveys. It studies methods for collecting data from surveys, including how to construct questionnaires and how to increase the number and quality of responses. Tools or processes that ask a question or questions that can be answered or not are the focus of survey methodology. There is little doubt that survey research is a valid and helpful method for describing and investigating relevant variables and constructs. Thus, as an additional alternative, our thesis will also utilize a survey method of qualitative approach. 

A study conducted by Business Valuation Resources, LLC (2021) polled 202 individuals with 9 questions regarding the methodology employed to estimate a DLOM. We will just use those 9 questions in our thesis. I started by assembling a focus group of five people from my personal network who had dealt with the purchase or sale of assets or shares. Two of the people involved are the top executives of publicly traded companies. The purpose of the focus group is to get information from participants about the method used to estimate DLOM in Hong Kong. Participants will be asked to rate the relevance of the questions and suggest additional questions. The 9 items from the Business Valuation Resources, LLC (2021) survey that formed the basis of the Final Survey Questionnaire may be added to or removed as a result of this. In order to gauge interviewees' expectations and predictions regarding DLOM in relation to their possible purchase or disposal, we will likely include a question like this. For our thesis, we intend to poll over fifty chief executive officers or chief financial officers from Hong Kong enterprises, both publicly traded and privately held. 


Nevertheless, Survey Method is not without its drawbacks. People may not feel motivated to give truthful responses. A lot of people could be reluctant to give responses that make them look bad. Due to forgetfulness, boredom, or a lack of recall, respondents may not completely understand their reasoning behind any particular answer. One possible drawback of surveys using closed-ended questions is their lower validity rate compared to other question categories. Failure to respond to questions could lead to inaccurate data. There is a possibility of bias in survey results due to differences in the number of respondents who opted to answer and those who did not. Because respondents may have diverse interpretations of the available answer choices, survey questions with multiple choice questions may produce ambiguous results. 

Research for the aforementioned Acquisition Method and the Survey Method will begin in May 2925 and conclude in April 2028. See the information in the Gantt chart down below.
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EXPECTED OUTCOMES AND CONTRIBUTIONS (need 300 more words)

As the listing rule of Hong Kong Stock Exchange required both acquirer and the target of acquisition should be in the same or similar business and industry, it basically guarantee the difference of value (DLOM) derived from the Acquisition Method is mostly due to the difference of the Marketability but not the type of business or other factors between the Acquirer and the Target in the Acquisition Method. Therefore, the expected outcomes of Acquisition Method in our research in Hong Kong should be representative of the DLOM. After all, both the United States and Europe have produced ample and long empirical research on DLOM by Acquisition Method in the last several decades. To certain degree, that research reflected a representative DLOM in the global market. We expect the results from our research will be similar to those of empirical research although our research will be the first comprehensive DLOM research in Hong Kong. 

Regarding the Survey Method, on the one hand, we will summarize and analyse the findings and see if it matches the DLOM result of Transaction Method from empirical study. On the second hand, we can compare the DLOM from Survey result with that derived from Acquisition Method, both done by us, in Hong Kong to see whether the interviewee is expecting a higher or lower DLOM for Hong Kong compared with the current DLOM level in Hong Kong. Although we have not a fixed expectation or ample reference for the Survey result, it provides a crosscheck to the Acquisition Method or even provide a future perception about the DLOM in Hong Kong. 

Marketability is the ability to convert ownership interests to cash quickly, with minimum transaction costs and at a price very close to a known market price. This attribute is very important to investors. It means they can get their money whenever they want or need it. They do not risk being unable to sell during changing internal company or market conditions. Their proceeds are not diluted by high costs of finding a buyer and effecting a transaction. Because of the current active market, quoted regularly, they do not risk overestimating expected proceeds from sale. Investors demand a much higher expected rate of return if they incur these risks, not infrequently an amount double or triple the rate of return they would expect from a fully liquid investment. They demand this return in the form of a substantially discounted price compared with the price of an otherwise comparable but fully liquid investment. DLOM do exist in this world and play very important role in the financial industry especially for the listing companies, fund manager, professional investors, or even small private investor, who need to purchase and sell company, shareholding or asset. As it is compulsory for listing companies, fund manager, professional investors to adopt DLOM during the purchasing and selling their assets according to requirements of regulation in Hong Kong, they are desperate for a local data regarding the DLOM in Hong Kong but not using US data which indeed not necessarily relevant or applicable to the Hong Kong market. If an investor is buying an asset of HKD 1 billion, a 1% difference in DLOM (as we known DLOM is usually between 20%~40%) is equivalent to HKD 10 million difference of the acquisition price which is not a small figure. And this 1% difference in DLOM between Hong Kong and US are actually affecting more than 1 billion of Hong Kong Dollar when there were more than hundreds of transactions in Hong Kong annually.

Our research is not only the first comprehensive study about the DLOM in Hong Kong but also provide a more reliable and applicable database for the immediate and future users in Hong Kong. Furthermore, the annual update of the Hong Kong DLOM database is certainly a valuable and sellable information and asset as same as couple US companies are collecting and selling those DLOM data globally every year. I had talked to different famous universities both in mainland China and Hong Kong in past ten years about this research. Although all of them agreed with the importance and urgency of my proposed research, I am surprised that no anyone done a proper one in Hong Kong in past ten years. Our research about the DLOM is not only with a desperate short-term demand but it can also be a long-term project as financial and investment industry in Hong Kong will never stop buying or investing which require most updated DLOM database for their reference and use. Our research is not only the first comprehensive study about the DLOM in Hong Kong but also provide model or paradigm for similar research topic e.g. Discount for Minority Shareholders which is also a very important element in financial and investment industry, but no proper related research had been ever done in Hong Kong.
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(1976) 1973 |USA 3 Qualitative | g5k 35.4%
1968- Restricted .
Trout (1977) | 1955 Jusa |60 Qualtative | B2 | 33 59
Ameson, "
Georges. |90 |ysa  |nA | Quaitative | RESticted | 50% or
n Stocks | above
(1981)
Stryker and
Pittock Ton |usa |28 Qualtative | B2 | 459,
(1983)
Wruck 1979- Restricted | 12.2% -
(1989) 1985 |USA 37 Qualitative | g5k 13.5%
1981- Restricted .
siver (1991) | 1353 usa |69 Qualtative | B2 | 33 69,
Hertzel and | 1980- Restricted | 13.25% -
Smith (1993) | 1987 | USA 108 Qualitative | g5k 201%
Halland
Polacek Tony fusa || quaitawe | BSCET | 55
(1994)
Johnson | 1991- Restricted .
trasy Toor |usa |70 Quaitative | B2 | 20,09





