














Another input in all securities-based calculations for estimating
a DLOM is volatility. The volatility selection should also consider
the position of the security being valued in the company’s capital
structure. Said another way, the volatility of common stock is
different from that of preferred stock. The best example here is
the equity in a home (common stock) relative to the mortgage
(preferred stock). If a home is worth $100k with a $20k
mortgage and appreciates to a value of $120k (or 20%), the
equity value has increased 25%. The same concept applies when
a company is capitalized with preferred stock, as a
preferred-stock liquidation preference would be synonymous
with @ mortgage lender having first lien on a property. This
concept is exactly why common stock is more volatile than
preferred stock.
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In other words, common stock would be more levered to the value of the company than preferred stock
would be. As such, the specific volatility of common stock, also called class volatility, should be considered
in the DLOM calculation for common stock. Now, obviously, the preferred has a conversion feature, so it's
not a perfect apples-to-apples comparison, but generally, this example helps explain why common
appreciates and depreciates at a faster rate than that of the company and would thus have a higher

volatility than preferred stock.

In conclusion, the discount for lack of marketability is an important component of determining the fair
market value of equity securities. The magnitude of the discount depends on many characteristics of both
the company and the security being valued. At Scalar we rely upon our extensive knowledge, deep
experience, and talented team to help determine an appropriate and defensible DLOM in each analysis we

perform.
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