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CONTROL PREMIUMS

Abstract: Having status as a tax-exempt “public charity” gives a not-for-profit significant benefits. But keeping
this 501(c)(3) status isn’t automatic. This article offers some important dos and don’ts in regard to retaining
the privilege: tips involving reporting obligations, executive compensation, unrelated business income, political
lobbying and other issues.

Dispelling the myths about control premiums
In business valuation, fewer concepts seem more widely misunderstood than the control
premium. Users of valuation reports often assume that a controlling interest is entitled to a
control premium. Conversely, they assume that a minority interest should receive a minority
interest discount.
It’s not quite that simple, though. For one thing, whether a premium or discount is appropriate
depends on the “level” of value. Even if a control premium is appropriate, quantifying the
premium is a challenge — and subject to significant debate in the valuation community.

Levels of value
Different valuation methods and approaches produce different levels of value. Consider, for
example, the guideline merger and acquisition method, where a valuator estimates value based
on an analysis of transactions in which entire companies, or substantial interests in them, have
changed hands.
Because mergers and acquisitions typically involve transfers of controlling interests, valuations
using this method produce a control level of value. Adding a control premium would be
inappropriate because, presumably, any such premium is already reflected in the prices of the
underlying transactions. But if the valuation’s subject is a minority interest, a discount might be
warranted.
By contrast, consider the guideline public company method, which determines value by
reference to publicly traded stock prices of comparable companies. By definition, these prices
reflect transactions involving minority interests, so a control premium might be appropriate in
valuing a controlling interest. But because the stock price presumably takes lack of control into
account, a minority interest discount would be inappropriate.
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Discounted cash flow
What about income-based valuation methods, such as the discounted cash flow (DCF)
approach, where an interest is valued based on the present value of projected future cash
flows? The valuator’s assumptions in projecting those cash flows dictate whether the resulting
value is a control level of value.

The valuator’s
assumptions in
projecting those
cash flows dictate
whether the
resulting value
is a control level
of value.

For example, if cash flow projections are based on the assumption that specific changes will
be made (such as eliminating excessive owner salaries and benefits or adjusting depreciation
expense from a tax-based method to a method more clearly reflecting economic reality), then
the result is likely a control level of value. Why? Only a controlling shareholder would have the
power to make such changes. Under those circumstances, the value of control is reflected in
projected cash flows, so a control premium would be duplicative.

Quantifying the premium
What’s the value of control? Historically, valuators have computed this value based in part on
control premium studies, such as the Factset Mergerstat® / BVR Control Premium StudyTM.
The value of control in a closely held entity may also depend on the presence or absence of
certain “prerogatives of control.” (See the sidebar “What is ‘control’?”)
In recent years, some valuation experts have
embraced a new control premium methodology:
the Market Participant Acquisition Premium
(MPAP). The theory behind MPAP is that
prerogatives of control provide little or no value
to a buyer if the company is already being run
as well as possible. Instead, a control premium
is appropriate only if a buyer can reasonably
expect to exercise its prerogatives of control
to enhance revenues, cut costs or reduce risk.
Absent quantifiable opportunities to enhance the
company’s cash flows, MPAP proponents argue,
the control premium should be zero — or very
small.
This isn’t to say that empirical studies have no
place in quantifying control premiums. In fact,
many experts believe that the premiums shown in
these studies reflect the buyer’s actual ability to
bring about change, rather than mere possession
of the prerogatives of control. As such, the
studies can be a valuable tool for corroborating,
or challenging, value conclusions using other
methods.

What’s control worth?
There’s no cookie-cutter formula for calculating
a control premium. Valuing control requires an
analysis of several factors, including the target
company’s characteristics, the potential buyers,
and the buyers’ opportunities to exercise control to
enhance the company’s performance.

What is “control”?
To place a value on control, valuators examine
whether the buyer of an interest in a business
would acquire certain prerogatives of control.
These are rights typically associated with
a controlling interest, such as the right to
execute or block the following actions:
• Elect directors and appoint or
change management.
• Set compensation and benefits.
• Set policy and change the course of
the business.
• Select suppliers, vendors and
subcontractors and award contracts.
• Acquire or liquidate property, equipment
and other assets.
• Acquire or merge with other companies.
• Liquidate, dissolve, sell out or recapitalize
the company.
• Register the company’s stock for a
public offering.
• Declare and pay dividends.
• Amend the company’s articles of
incorporation or bylaws.
Whether a buyer would acquire some or all of
these prerogatives depends on the size of the
interest being acquired and on the company’s
governing documents. For example, if a buyer
acquires a 60% voting interest in a company,
but a two-thirds “supermajority” is required
to effect a merger or liquidation, then the
buyer wouldn’t acquire that particular
prerogative of control.
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