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TITLE: DISCOUNT FOR LACK OF MARKETABILITY IN HONG KONG


ABSTRACT

The Discount for Lack of Marketability (DLOM) is "an amount or percentage deducted from the value of an ownership interest to reflect the relative absence of marketability," as stated in the International Valuation Standard (2024), and is commonly used by valuation experts when evaluating the stock of privately-owned businesses. International Valuation Standard (2024) states that "Discounts for Lack of Marketability (DLOM) should be applied when the comparables are deemed to have superior marketability compared to the subject asset.". A valuer is required by RICS (2024) to search for material differences between the subject asset and comparable sales, as well as differences in the marketability of the subject asset and similar sales. 

The United States and Europe have produced the vast majority of the empirical research on DLOM in the last several decades. We provided and reviewed a large number of empirical studies using qualitative and quantitative approaches in our thesis's literature review part. Within the Qualitative Approach, we found multiple flaws in the Pre-IPO Method. There is often an excessively long period between a pre-IPO transaction and a public offering, according to Z. Christopher Mercer et al. (2011). Also, in order to ensure complete subscription, pre-IPO deals are usually undervalued, according to Z. Christopher Mercer et al. (2011). Hence, our argument does not include the Pre-IPO Method. We also found that the Restricted Stock Method has some flaws, such as the fact that it doesn't take into account up-to-date market data and that issuer characteristics aren't stable. So, we won't be using the Restricted Stock Method in our calculations. The main limitation of the Quantitative Approach's Option Pricing Model is that it does not take illiquidity's qualitative features into consideration. The monetary advantages of owning the genuine liquidity option are also under-represented in some option pricing models. The lack of solutions to mitigate the price risk associated with nonmarketable assets is another reason why these models aren't ideal for privately owned companies, according to their detractors. Hence, we will not be considering the Option Pricing Model. The Shareholder Cash Flow Adjustment Model uses a Quantitative Approach to determine the DLOM, but it relies on a number of complex assumptions that make the model unreliable. These assumptions include expected cash flows, dividends, risk, and long-term growth rates. Hence, it is not a part of our thesis either. 

Despite the extensive utilization of DLOM by various professionals, such as lawyers, accountants, and actuaries in Hong Kong, there is an absence of comprehensive or well-established research validating DLOM for the Hong Kong market. All professionals in Hong Kong are required to employ DLOM data and findings from studies conducted in the United States and Europe. Various elements affecting the DLOM calculation and results, including the economy, government policy, and investment climate, vary between the USA, Europe and Hong Kong. The direct use of DLOM results from the USA market is inappropriate for the Hong Kong market. To furnish suitable and accurate DLOM data and outcomes for daily use across diverse industries in Hong Kong, it is essential to conduct a comprehensive DLOM study exclusively using Hong Kong data. 

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
















LITERATURE REVIEW

The notion of marketability pertains to the liquidity of the interest. It pertains to the speed and certainty with which it can be liquidated into cash at the owner's discretion. 
Marketability is highly valued by investors, who are even ready to pay a premium for it. On the flip side, investors are willing to pay a premium for assets that aren't as liquid as comparable but more liquid ones. The disparity in value between interests that are easily marketable and those that are not is more than most people think. In the International Glossary of Business Valuation Terms, Lucas Parris (2022) defined Marketability as the capacity to swiftly and easily turn an investment, asset, or business into cash with minimal outlay of capital, reflecting the property's transferability and saleability. Regarding the investment attributes of assets, the terms marketability and liquidity are frequently used synonymously. In the International Glossary of Business Valuation Terms,  Lucas Parris (2022) defines liquidity as “the ability to quickly convert property to cash or pay a liability” which basically share a similar meaning with the marketability. When discussing company valuations, the words marketability and liquidity are frequently employed in a broad sense. James R. Hitchner (2024) indicated that majority of analysts include both liquidity and marketability when calculating the marketability discount for closely held corporations, without distinguishing between the two. Therefore, marketability and liquidity will be used alternatively with the same meaning in this study.

Shannon P. Pratt (2022) and Lucas Parris (2022) defined Marketability as how quickly and easily an investment or product may be bought and sold. He also indicated that the terms “Marketability” and “Liquidity” are often used interchangeably. As most researchers have similar definitions about Marketability and Liquidity, this study adopt the meaning of Marketability from Shannon P. Pratt (2022) and Lucas Parris (2022).

According to the International Valuation Standard (2024), the Discount for Lack of Marketability (DLOM) is an amount or percentage deducted from the value of an ownership interest to reflect the relative absence of marketability. There is a value difference between privately held equities, which often do not have a functional marketplace, and publicly listed stocks,. Divesting from a privately owned corporation is unequivocally a more costly, uncertain, and lengthy process than liquidating a position in a publicly traded entity. An investment that enables the owner to achieve liquidity swiftly is more valuable than one that does not permit rapid selling. The extra expenses, higher levels of uncertainty, and longer timescales associated with selling unusual assets should force privately held enterprises to trade below their true intrinsic value. 

DLOM is commonly used by valuation experts when evaluating the stock of privately-owned businesses. International Valuation Standard (2024) states that DLOM should be applied when the comparables are deemed to have superior marketability compared to the subject asset.". A valuer is required by RICS (2024) to search for material differences between the subject asset and comparable sales, as well as differences in the marketability of the subject asset and similar sales. Therefore, valuers must understand and apply the DLOM in valuation in their daily professional work. The degree to which a particular firm ownership interest's marketability differs from that of assets sold freely in active markets depends on a number of factors. Shannon P. Pratt, (2012) revealed that those factors include put rights, dividends or distributions, the size of the prospective buyer's market, the likelihood of an IPO or acquisition, restrictions on transfers, the company's size and financial soundness, and the proportion of the stake in question to the total number of shares outstanding. 

Equity interest markets in the US and the Europe are among the world's most liquid. The U.S. and the Europe stock market is the gold standard for marketability; you may sell your shares over the phone in an instant at or near the public price and get the money in three business days. Anything that doesn't meet that liquidity criteria is discounted because it isn't marketable. Multiple methodologies within both the Qualitative and Quantitative Approaches have been employed to substantiate the DLOM in previous studies in the US and the Europe. Those methodologies and studies include Restricted Stock Studies; Pre-IPO Studies, Acquisition Studies, Option Pricing Models, and Shareholder Cash Flow Adjustment Models. The table below encapsulates the methodologies and findings of prior research concerning the DLOM.
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Below we will analyse the technique and results of both the Qualitative Approach and the Quantitative Approach utilized in previous researches to support the DLOM. 

Qualitative Methodology
According to John W. Creswell (2024), qualitative research is a way to learn about people's social realities, like their beliefs, attitudes, and motivations, through collecting and evaluating descriptive data that isn't numerical. Extensive interviews, focus groups, or field observations are common methods used in this study to gather material that is rich in depth and context. When trying to understand complicated phenomena or people's unique viewpoints and experiences, qualitative research is generally the way to go. In studies aiming to decipher people's intrinsic motivations or the significance people ascribe to their experiences, this is especially helpful. There are two well-known studies that show how much of a gap there is between the prices of publicly traded stocks and stocks that are same or nearly identical but cannot be traded publicly at the valuation date. Restricted stock studies and pre-IPO studies are the names given to these two sets of research. Acquisition Studies are also another well recognised qualitative approaches for DLOM calculation. 

Studies on Restricted Stock 
To assess the impact of limited marketability, restricted stock research compares the sale price of publicly traded shares to restricted shares from the same company. 
These shares are identical but for their marketability. The studies presented here are convincing because restricted stock allow for the comparison of shares of the same firm that are otherwise freely traded, sometimes at the same time. 

Since 1969, the U.S. Securities and Exchange Commission (SEC) has mandated that registered investment organizations publicly disclose their internal valuation methodology for restricted securities and transaction data (SEC Accounting Series Release No. 113, dated October 21, 1969, and Accounting Series Release No. 118, dated December 23, 1970). The accessibility of the records enabled analysts to ascertain the absence of a marketability discount on assets acquired by investment firms and utilize it as a benchmark for the discount on a tightly held stake. Significant research on restricted stock includes 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), BVR Survey (2021), and Stout (2023). 

There have been a lot of complaints about how restricted stock studies are used to justify non-marketability discounts for privately held company stakes. However, the main drawbacks of relying on sales are: (1) Outdated market data; (2) unsteady issuer traits; (3) abnormally high returns indicated by discounts; (4) economic variables beyond simple lack of marketability represented by discounts; and (5) Hedging methods would yield lesser discounts compared to those indicated by restricted stock analysis. So, we didn't use this method in our thesis. 

Pre-IPO Analyses 
Evaluations of DLOM have made use of pre-IPO investigations since the 1970s. To do this, they compare the equity interest valuation from a company's SEC filings with the common stock market price after the IPO. The idea behind the IPO is that shares sold before the offering are not marketable, but those sold after the IPO are completely liquid and can be bought and sold. There must be a percentage difference between the two prices to show that there are changes in marketability. We looked at four major pre-IPO studies, including one by Valuation Advisors (2007) and two by Willamette Management Associates (2009). Emory (2012) and Hitchner and Morris (2011). 

Some limitations are shown by the pre-IPO approach. The time it takes to go from a pre-IPO deal to an IPO is often overly drawn out, according to Z. Christopher Mercer et al. (2011). If we look at the private deals that happened between five months and three years prior to the IPO, we can see that there were other, unconnected reasons for the price increase. Pre-IPO studies, unlike limited stock studies, possess the deficiency of lacking contemporaneous price comparisons between the two stocks. Consequently, price variations significantly influence not only marketability but also the company's fundamentals. Conversely, Z. Christopher Mercer et al. (2011) asserts that Pre-IPO transactions are generally undervalued to ensure complete subscription. In summary, criticisms against the use of the pre-IPO studies include: (1) Assess elements unrelated to marketability; (2) Rely on non-contemporaneous pricing comparisons; (3) Inflated owing to the elapse of time; (4) Represent remuneration for insider services; (5) Exaggerated owing to self-selection and survivorship bias; (6) Suggest implausibly substantial returns; (7) Manifest IPO price speculation; (8) Indicate that IPOs coincide with increasing profitability; and (9) Contain data inaccuracies. So, we didn't use this method in our thesis. 

Acquisition Research 
An alternative method to assessing DLOM entails comparing the acquisition price multiples of private firms with those of benchmark public companies. This methodology is referred to as the acquisition method for discount computation and is based on research concerning discounts in private firms. This technique contrasts the acquisition multiples of private firms with the market multiples of similar publicly traded corporations. The primary premise of the studies asserts that private firms are transacted at lower pricing multiples than public corporations, suggesting that this pricing discrepancy may reflect illiquidity. Certain analysts employ these investigations to validate a Discount for Lack of Marketability, whereas others use the analyzes for the selection and adjustment of market multiples in the market approach. The Historical Acquisition Studies include 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), Alfred Karlsson & Emil Jönsson (2022), and Patrick Rozario and Kenneth Ma (2024). 

While some analysts often use assessments for selecting and adjusting market multiples in the market method to valuation, others frequently use the Acquisition Method to support a Discount for Lack of Marketability. Therefore, our thesis makes use of the Acquisition Method. Although Patrick Rozario and Kenneth Ma (2024) conducted quarterly and annual analyses of the DLOM in Hong Kong, their study only provided quarterly figures and analysis but did not cover a longer time frame or provide results. As DLOM is usually used in valuations that include long-term cash flow estimates, experts and consumers would find a three- or five-year DLOM outcome more relevant and useful. We therefore apply the acquisition method to investigate the DLOM using data from the past five years so that we can give a more thorough study and result. 

Quantitative Approach
Quantitative research is defined by Alan Bryman et al. (2021) as a methodology that places an emphasis on the quantification of data collection and analysis. It stems from a positivist and empiricist-influenced deductive methodology that places an emphasis on theory evaluation. The use of different quantitative methodologies and approaches allows for this to be achieved, showcasing its wide-ranging research strategy in numerous academic domains. Two quantitative methods exist for calculating the DLOM: shareholder cash flow adjustment models and option pricing models. 

Option Pricing Models 
Over the years, many different option pricing models have emerged, each predicated on a different set of assumptions about the opportunity costs that investors face. It appears that nonmarketable investments may need to be sold at steep discounts. Investors incur opportunity costs due to regulatory limitations on stock resale, which worsen the price penalty associated with illiquidity. Within the context of option pricing, these reductions make sense when one thinks about the underlying investment's intrinsic volatility, risk, holding term, and, on occasion, dividend yields. Opportunity cost, often known as the concept of foregone alternatives, is an economic principle that can be used by option pricing models to assess DLOM. The ability to diversify one's portfolio, take advantage of new and attractive investment opportunities, and earn returns with little outlay of capital is a hallmark of fully marketable asset owners. On the other hand, there is an opportunity cost for investors in nonmarketable assets since they do not have access to these positive liquidity options. To make up for the lost opportunities caused by not being able to resell unmarketable stock because of market frictions, investors need steep discounts. In a made-up scenario, a shareholder might buy a put option to sell their untradeable shares. By utilizing the option's price, which is obtained from option pricing models, one can evaluate the opportunity costs linked to missed financial gains during the security's restriction period. Some notable option pricing models include those proposed by Longstaff (1995), Chaffe (1993), and Finnerty (2012). 

But there are a lot of problems with the Option Pricing Model. If anything, Chaffe's model implies that DLOM should go up when interest rates go down, which goes against DLOM theory. Limiting the model to corporations that pay dividends, distributions undermine the premise of DLOM by boosting the value of put options and inferred DLOM. For DLOM assessments over long time periods, the model may not be enough because the Black-Scholes put value falls with increasing option term after reaching its peak. That approach "should be utilized solely as a proxy" because it doesn't take into account other qualitative factors that affect DLOM. Analysts using Longstaff's method are unable to assume that the underlying security will pay dividends. Since distributions should theoretically reduce marketability discounts, the model frequently overestimates the discount on dividend-paying assets. The real liquidity selection differs from the economic alternative given by the model. According to the Longstaff model, the holder has the opportunity to repurchase the shares at its peak price during the option term. Under no circumstances throughout the duration of the option may the holder sell shares at the then-current market price. Any qualitative elements that can impact the marketability discount are ignored by the model. The actual liquidity option's expiration payouts might be higher in Longstaff's model. If you own an average-strike put option and the option period ends, you can sell your shares at the average realized price from the past. Because of the high liquidity, the holder can sell it at any time at the market rate. Assuming a high enough dividend yield, the sensitivity analysis of the model shows that the expected DLOM decreases with increasing holding period. This finding is at odds with the DLOM theory. When calculating the marketability discount, the model ignores all qualitative variables. Therefore, our argument does not make use of 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 notable shareholder cash flow adjustment models. Based on the correlation between shareholders' valuations of a company and its intrinsic worth, the QMDM theory postulates a marketability discount. The value to shareholders is often lower than the value to the company itself. In privately owned companies, the QMDM's discounted cash flow inputs account for the interests of minority shareholders. Since business estimates are strongly related to shareholder expectations for cash flows, risk, and growth, the QMDM uses a concurrent enterprise valuation with the nonmarketable minority stake appraisal. 

Nonetheless, numerous deficiencies exist in Shareholder Cash Flow Adjustment Models. In evaluating the number of assumptions necessary for the comprehensive evaluation process, critiques regarding the model's assumption requirements appear trivial. Numerous complex assumptions are necessary to determine the enterprise value, or equity value prior to discounts, which underpins the DLOM process. Regardless of the method used, there are a number of assumptions that are inherent to valuation. For example, if you want to use discounted future cash flow analysis, you'll need to make a long list of cash flow, growth, and risk assumptions. If you want to use a market approach, you'll need to find similar transactions and/or publicly traded entities that are related to your interest. Therefore, criticizing the QMDM for over-reliance on assumptions seems narrow-minded. On Mercer's book page 225, you may see a matrix of possible discounts from 5% to 100%. The NERA CAPM-Based Method's valuation approach, regardless of the value estimate, involves certain assumptions. In addition, the Tabak model's equity risk premium is up for debate. As a result, our argument does not make use of the Shareholder Cash Flow Adjustment Model. 
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