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TITLE: DISCOUNT FOR LACK OF MARKETABILITY IN HONG KONG


INTRODUCTION

The Discount for Lack of Marketability (DLOM) is widely applied in the Valuation Industry. DLOM is " a deduction from the value of an ownership stake to account for the lack of marketability," according to the International Valuation Standard (2024), which is frequently employed by valuation professionals when assessing the stock of privately-held enterprises. The International Valuation Standard (2024) asserts that "DLOM must be applied when comparables possess greater marketability than the subject asset." According to Valuation Standard of Royal Institute of Chartered Surveyor (2024), A valuer must discover substantial disparities between the subject asset and comparable sales, as well as variances in the subject asset’s marketability relative to similar sales.

Although DLOM is widely used by Hong Kong professionals including accountants, lawyers, and actuaries, there is a lack of solid evidence to back it up in the local market. All experts in Hong Kong are obligated to utilize DLOM data and the results of investigations carried out in Europe and the US. Numerous factors influencing DLOM computation and outcomes differ across the United States, Europe, and Hong Kong, including the economy, government policy, and investment environment. It would be inappropriate to apply DLOM results from the US market directly to the Hong Kong market. It is necessary to conduct a comprehensive DLOM study using data from Hong Kong in order to supply accurate and relevant DLOM data and results for usage in various sectors in Hong Kong.

In recent decades, the United States and Europe have generated many empirical researches on DLOM. In the literature review section of our thesis, we presented and analyzed a substantial number of empirical investigations employing both qualitative and quantitative methodologies. In the Qualitative Approach, we identified several deficiencies in the Pre-IPO Method. Z. Christopher Mercer et al. (2011) indicate that there is frequently an inordinate interval between a pre-IPO transaction and a public offering. Furthermore, to guarantee full subscription, pre-IPO transactions are typically undervalued, as noted by Z. Christopher Mercer et al. (2011). Therefore, our argument excludes the Pre-IPO Method. We identified several deficiencies in the Restricted Stock Method, including its failure to incorporate current market data and the instability of issuer characteristics. Consequently, we will not employ the Restricted Stock Method in our thesis. On the other hand, the primary drawback of the Quantitative Approach's Option Pricing Model is its failure to account for the qualitative aspects of illiquidity. The financial benefits of possessing the authentic liquidity option are inadequately reflected in certain option pricing models. Critics argue that the absence of strategies to alleviate the price risk linked to nonmarketable assets further renders these models unsuitable for privately held enterprises. Therefore, we shall exclude the Option Pricing Model from consideration. Last but not least, the Shareholder Cash Flow Adjustment Model in Quantitative Approach is flawed since it relies on multiple complex assumptions. Expected cash flows, dividends, risk variables, and growth rates over the long term are all part of the assumptions. As a result, our thesis does not incorporate it. We have settled on a mixed-methods qualitative approach that combines the Transaction Method with the Survey Method after reviewing the relevant literature.

Keywords: Marketability, DLOM, Discount for Lack of Marketability, Value, Liquidity, Valuation.

LITERATURE REVIEW

Interest liquidity is what we mean when we talk about marketability. It all comes down to how quickly and easily the owner can turn it into cash whenever they want. When investors place a high premium on marketability, they expect to pay a discount for assets with less liquidity than their more liquid equivalents. The marketability of an investment, asset, or business is defined by Lucas Parris (2022) as the ease and rapidity with which it may be converted into cash with minimal outlay of capital, which reflects the property's transferability and saleability. The terms marketability and liquidity are often used interchangeably when talking about the characteristics of assets that investors look for. Lucas Parris (2022) defines liquidity as "the ability to swiftly convert assets to cash or settle a liability," which is similar to marketability. In talks on corporate values, the phrases marketability and liquidity are frequently employed generically. According to James R. Hitchner (2024), most analysts combine liquidity with marketability when calculating the marketability discount for closely owned enterprises, failing to distinguish between the two. Consequently, marketability and liquidity will be used interchangeably in this inquiry.

According to Shannon P. Pratt and Lucas Parris (2022), a product or investment is considered marketable if it can be bought and sold quickly and easily. Additionally, he made the observation that the terms "marketability" and "liquidity" are frequently used synonymously. This study uses Shannon P. Pratt's (2022) and Lucas Parris' (2022) definitions of marketability because most scholars define marketability and liquidity similarly.

An ownership interest's value is reduced by a certain amount or percentage to reflect its limited marketability, according to the International Valuation Standard (2024), which is known as the Discount for Lack of Marketability (DLOM). There exists a valuation disparity between privately owned equities, which frequently lack a functional marketplace, and publicly listed stocks. Divesting from a privately held organization is distinctly more expensive, uncertain, and protracted than liquidating a stock in a publicly traded company. An investment that facilitates immediate liquidity for the owner is more valuable than one that does not allow for speedy divestment. The additional costs, increased uncertainty, and extended timelines related to the sale of atypical assets should compel privately owned companies to transact at a value lower than their actual intrinsic worth. 

Valuation experts often use DLOM when determining the worth of privately-held companies' equity. When the subject asset's comparables have higher marketability, the International Valuation Standard (2024) states that a DLOM should be applied. As per RICS (2024), it is important for a valuer to keep an eye out for material discrepancies between the subject asset and similar sales, as well as variations in the subject asset's marketability compared to those sales. Therefore, it is imperative that valuers understand and use the DLOM in their day-to-day work. A number of factors determine whether or not a given firm's ownership share is marketable, in contrast to assets that can be freely traded in active markets. Included in the factors listed by Shannon P. Pratt (2012) are put rights, dividends or distributions, the size of the potential buyer's market, the likelihood of an initial public offering or acquisition, transfer restrictions, the size and financial stability of the company, and the ratio of the stake in question to the total number of shares outstanding.

Two of the world's most liquid equities interest markets are located in the US and Europe. The marketability of shares is best shown by the stock exchanges in the United States and Europe, where You can sell them over the phone for close to the market price and get the money in a few working days. The DLOM has been validated in previous studies in the US and Europe using a variety of qualitative and quantitative methodologies. The methods and outcomes of earlier studies on the DLOM are summarized in the table below. 
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Qualitative Methodology
John W. Creswell (2024) says that qualitative research serves to explore individuals' social realities, including their beliefs, attitudes, and motives, by gathering and analyzing non-numerical descriptive data. In order to gather detailed and contextualized data, the qualitative method makes use of in-depth interviews, focus groups, and field observations. It typically the preferred method for comprehending complex phenomena or individuals' distinct perspectives and experiences. This is particularly beneficial in research focused on understanding individuals' inner motives or the meanings they attribute to their experiences. Two prominent studies illustrate the disparity between the prices of publicly traded equities and those of comparable or nearly identical stocks that are not publicly tradable at the valuation date. The terms "pre-IPO studies" and "restricted stock studies" refer to these two categories of study. Acquisition Studies are a recognized qualitative method for calculating DLOM. 

Restricted Stock Method
By contrasting the selling prices of restricted shares and publicly traded shares from the same firm, this technique assesses the impact of limited marketability. With the exception of their marketability, these shares are indistinguishable. Because restricted stock allows for the comparison of normally freely traded shares within the same firm, sometimes all at once, the presented findings are quite convincing. 

Registration with the SEC has been mandatory for investment firms since 1969 in order to reveal the methods used to determine the value of restricted securities and other transaction data. Due to the data's accessibility, analysts were able to establish that investment firms' acquired assets did not have a marketability discount, which they then used to calculate the discount on closely held interests. Several notable studies on restricted stock have been conducted by various organizations and individuals. These include the 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).

Numerous grievances have arisen over the utilization of the Restricted Stock Method to substantiate non-marketability discounts for interests in privately held companies. The primary disadvantages include: (1) Outdated market data; (2) Different issuer traits; (3) Discounts implying excessively high returns; (4) Economic factors beyond price cuts that show product unmarketability; and (5) Contrary to what restricted stock analysis suggests, hedging strategies would lead to reduced discounts. Therefore, we refrained from using this tactic in our thesis.

Pre-IPO Method
Incorporating pre-IPO analysis into DLOM assessments dates back to the 1970s. In doing so, they evaluate a company's equity position based on its SEC filings and the post-IPO market price of common shares. Before the initial public offering (IPO), shares are considered illiquid; after the IPO, shares are considered completely liquid and can be traded freely. For the purpose of illustrating differences in marketability, the disparity between the two prices is essential. We looked at four major pre-IPO studies, including Emory (2012), Hitchner and Morris (2011), Willamette Management Associates (2009), and Valuation Advisors (2007).

The Pre-IPO Method exhibits certain drawbacks. Z. Christopher Mercer et al. (2011) assert that the duration from a pre-IPO agreement to an IPO is frequently protracted. Unlike Restricted Stock Method, which compare the two stocks' prices at the same time, pre-IPO studies do not. Analysis of private transactions occurring between five months and three years preceding the IPO reveals other, unrelated factors contributing to the price escalation. So, changes in price have a major impact on the company's fundamentals and its marketability. Contrarily, according to Z. Christopher Mercer et al. (2011), undervaluation is common practice in pre-IPO agreements in order to ensure complete subscription. Criticisms of pre-IPO studies include the following points: (1) elements unrelated to marketability being considered; (2) the use of price comparisons that do not take into account the current market circumstances; (3) inflation due to the passage of time; (4) remuneration for insider services being represented; (5) overstatement due to biases in self-selection and survivorship; (6) suggestion of extremely big profits; (7) manifestation of IPO price speculation; (8) initial public offerings (IPOs) coincide with rising profits; and (9) the presence of inaccurate data. Therefore, this method is not adopted in our thesis.

Acquisition Method
With this strategy, we can see how private companies stack up against similar public companies in terms of purchase price multiples. According to the fundamental principle of the technique, illiquidity may be indicated by the fact that private enterprises are typically valued at lower pricing multiples than public companies. Although some analysts utilize these studies to support DLOMs, others use them to choose and adjust market multiples in the market approach. The Historical Acquisition Studies encompass the following works: 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). 

We shall use the Acquisition Method in our thesis. In the market method of valuation, some analysts use assessments to pick and adjust market multiples; in the acquisition method, they typically use a discount for lack of marketability. The DLOM in Hong Kong was studied quarterly and annually by Patrick Rozario and Kenneth Ma (2024), however their research only covered that period and didn't include any analysis or data from other months. A three to five year DLOM result would be more relevant and useful, according to experts and consumers, because DLOM is usually used in appraisals that include long-term cash flow predictions. For this reason, we conduct an analysis of the DLOM using data collected over the past five years using the Acquisition Approach, allowing us to draw more accurate conclusions. 

Quantitative Approach
The focus of the Quantitative Approach is on the quantification of data gathering and analysis, as stated by Alan Bryman et al. (2021). It is based on a deductive procedure that places an emphasis on testing theories and is informed by positivism and empiricism. Its wide research approach spanning different academic subjects is demonstrated by the deployment of several quantitative methods and techniques, which support this achievement. The DLOM can be quantitatively estimated using either an option pricing model or a shareholder cash flow adjustment model.

Option Pricing Models 
Over the years, a plethora of option pricing models have emerged. Each based on distinct assumptions regarding the opportunity costs encountered by investors. Nonmarketable investments may require liquidation at significant discounts. Investors face opportunity costs stemming from legislative restrictions on stock resale, exacerbating the price penalty linked to illiquidity. In the realm of option pricing, these decreases are rational when considering the inherent volatility, risk, holding period, and occasionally, dividend yields of the underlying investment. Opportunity cost, sometimes referred to as the idea of foregone choices, is an economic principle utilized by option pricing models to evaluate DLOM. Successful investors have a knack for diversifying their holdings, spotting exciting new investment opportunities, and making a profit with little outlay of capital. The absence of attractive liquidity options results in an opportunity cost for investors holding nonmarketable assets. In order to make up for the opportunities lost because of market frictions making it impossible to resell unmarketable stock, investors are demanding steep discounts. Assuming the best-case scenario, a shareholder with illiquid shares could buy a put option to sell them. One can determine the opportunity costs of lost financial gains during the security's restricted time by applying the option's price, which is derived from pricing models. Prominent option pricing models include those developed by Longstaff (1995), Chaffe (1993), and Finnerty (2012). 

But the Option Pricing Model has a lot of problems. Contrary to well-established DLOM theory, Chaffe's model predicts that the DLOM should rise when interest rates fall. Limiting the model to companies that pay dividends, distributions weaken DLOM's basis by making put options and implied DLOM more valuable. This model might not be sufficient for long-term DLOM assessments due to the fact that the Black-Scholes put value falls as the option term increases after reaching its peak. Since other qualitative elements impact DLOM, the approach "should be employed exclusively as a proxy" about DLOM. Investors utilizing Longstaff's strategy ought to not bank on dividend payments from the underlying asset. Overvaluation of the discount on dividend-yielding assets occurs in the model because payouts are expected to, in theory, reduce marketability discounts. The model's economic alternative differs from the actual liquidity choice. Throughout the duration of the option, the holder of a Longstaff option can repurchase shares at the maximum price of the option. No holder of the option may sell shares at the present market price while the option is in force. If there are qualitative considerations that impact the marketability discount, the model will not take them into account. The expiry rewards for the actual liquidity option may be elevated in Longstaff's model. Upon the expiration of an average-strike put option, the holder may liquidate their shares at the average realized price from prior transactions. Due to the elevated liquidity, the holder can liquidate it at any moment at the prevailing market rate. Provided the dividend yield is sufficiently high, the model's sensitivity analysis indicates that the anticipated DLOM diminishes as the holding time extends. This discovery contradicts the DLOM theory. The model disregards all qualitative characteristics while determining the marketability discount. Consequently, our argument does not utilize the Option Pricing Model. 

Shareholder Cash Flow Adjustment Models 
The Quantitative Marketability Discount Model (2020) (QMDM) and the NERA CAPM-Based Method (2002) are two prominent methods for adjusting shareholder cash flow. The QMDM theory suggests a marketability discount based on the linear relationship between the intrinsic value of a company and the valuations placed on it by its shareholders. The value to the company is often more than the value to the shareholders. Using discounted cash flow inputs, the QMDM considers the interests of minority owners when applied to privately held enterprises. The QMDM employs a concurrent enterprise valuation alongside the assessment of nonmarketable minority claims since business estimations are highly correlated with shareholder expectations for growth, risk, and cash flows.

Nevertheless, Shareholder Cash Flow Adjustment Models do have a few flaws. When considering the amount of assumptions needed for a comprehensive review, concerns about the model's assumption requirements don't seem to matter. The DLOM process begins with the enterprise value, which is dependent on a multitude of intricate assumptions; it is sometimes called the equity value before discounts. There are certain assumptions that are inherent to valuation, regardless of the methodology that is used. For instance, in order to use discounted future cash flow analysis, a long set of growth, risk, and cash flow assumptions must be compiled. To employ a market method, it is essential to identify comparable transactions and/or publicly listed entities pertinent to your interest. Consequently, condemning the QMDM for excessive dependence on assumptions becomes myopic. The valuation approach of the NERA CAPM-Based Method entails specific assumptions, irrespective of the value assessment. The Tabak model's equity risk premium is a point of controversy. Consequently, our argument does not employ the Shareholder Cash Flow Adjustment Model. 

RESEARCH AIM(S) AND OBJECTIVES

Aim of our research is to derive a DLOM of Hong Kong market. Based on the literature review, both Acquisition Method and Survey Method of Qualitative Approach will be adopted in our research. Our thesis will be the first of its kind to examine the DLOM in the Hong Kong market because no previous research has done so in a thorough or credible manner.

PROPOSED METHODOLOGY

In the Acquisition Method, we follow the methodology of empirical study from US and Europe that compare the Ratio Price/Sales, Price/Earnings and Price/Book between the acquirer (a listed company) and the target (a non-listed company) in an acquisition transaction in order to derive a difference (the “Difference”) of these three Ratios between the acquirer and the target. If these Ratios are different for listed and non-listed companies, then the value of the former is discounted.

In the Survey Method, following the methodology of empirical study from US and Europe, more than 50 Chief Executive Officers or Chief Financial Officers from both listed and non-listed companies in Hong Kong will be interviewed about their expected DLOM. 

EXPECTED OUTCOMES AND CONTRIBUTIONS

According to the listing rule of Hong Kong Stock Exchange, both acquirer and the target should be in same or similar business and industry, which guarantee the Difference is due to the difference of marketability but not the business between the Acquirer and the Target in the Acquisition Method.

In the Survey Method, we will summarize and analyse the findings and see if it match the DLOM resulted from the Acquisition Method. The DLOM obtained from the Survey Method may even provide an future estimate or future prospect but not only confine to historical and current element in the Acquisition Method.

After all, both the United States and Europe have produced ample empirical researches on DLOM in the last several decades. To certain degree, those researches reflected a representative DLOM in the global market. We expect the results from out research will be similar to that of empirical researches although it is the first comprehensive DLOM research in Hong Kong. 


RESEARCH PLAN OF WORK AND TIMETABLE
Then research timeline start at May 2925 and end at April 2028. The Gantt chart below show the details.
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