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The Value of Control 
 It is not uncommon in private company and acquisition valuations to see large 

premiums attached to estimated value to reflect the “value of control’. But what, if any, is 

the value of control in a firm, and if it exists, how do we go about estimating it? In this 

paper, we examine the ingredients of the control premium. In particular, we argue that the 

value of controlling a firm has to lie in being able to run it differently (and better). 

Consequently, the value of control will be greater for poorly managed firms than well run 

ones. The value of control has wide ranging implications beyond acquisitions. We show 

that the expected likelihood of control changing is built into the price of every publicly 

traded company and that this provides a way of measuring the payoff to strong corporate 

governance. We also argue that getting a better handle on the value of control can allow 

us to better explain the differences between voting and non-voting share prices and the 

minority discount in private company valuations. 
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 What is the value of controlling a business? The answer to this question has wide-

ranging implications for how stocks are priced and the premiums that should be paid in 

acquisitions. In this paper, we examine why there may be value to controlling a firm and 

how to go about measuring this value. We then consider the wide range of cases where 

the value of control applies ranging from the premiums that you would pay for voting 

shares (as opposed to non-voting shares) and the minority discounts in private company 

valuations. 

Measuring the Expected Value of Control 
 The value of controlling a firm derives from the fact that you believe that you or 

someone else would operate the firm differently from the way it is operated currently. We 

will begin this section by considering the dimensions on which management decisions 

can affect the value of the firm and how to measure the effect of the change. We will 

follow up by considering the probability that existing management policies can be 

changed. The expected value of control is the product of these two variables: the change 

in value from changing the way a firm is operated and the probability that this change 

will occur.  

The Value of Control 

 The value of a business is determined by decisions on made by the managers of 

that business on where to invest its resources, how to fund these investments and how 

much cash to return to the owners of the business. Consequently, when we value a 

business, we make implicit or explicit assumptions about both who will run that business 

and how they will run it. In other words, the value of a business will be much lower if we 

assume that it is run by incompetent managers rather than by competent ones. When 

valuing an existing company, private or public, where there is already a management in 

place, we are faced with a choice. We can value the company run by the incumbent 

managers and derive what we can call a status quo value. We can also revalue the 

company with a hypothetical “optimal” management team and estimate an optimal value. 

The difference between the optimal and the status quo values can be considered the value 

of controlling the business.  
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The Determinants of Firm Value 

The value of any asset is a function of the cash flows generated by that asset, the 

life of the asset, the expected growth in the cash flows and the risk associated with the 

cash flows. Building on one of the first principles in finance, the value of an asset can be 

viewed as the present value of the expected cash flows on that asset, where the asset has a 

life of N years and r is the discount rate that reflects both the riskiness of the cash flows 

and financing mix used to acquire it. 

Value of Asset =  
E(Cash Flowt)

(1 + r) t

t =1

t = N

!  

If we view a firm as a collection of assets, this approach can be extended to value a firm, 

using cash flows to the firm over its life and a discount rate that reflects the collective 

risk of the firm’s assets. This process is complicated by the fact that while some of the 

assets of a firm have already been made, and are thus assets-in-place, a significant 

component of firm value reflects expectations about future investments. Thus, to value a 

firm, we need to measure not just the cash flows from investments already made, but also 

estimate the expected value from future growth. In the following section, we will 

consider some of the basic principles that should guide our estimates of cash flows, 

growth and discount rates.   

I. Cash Flow to the Firm 

The cash flow to the firm that we would like to estimate should be both after taxes 

and after all reinvestment needs have been met. Since a firm is composed both debt and 

equity investors, the cash flow to the firm should be before interest and principal 

payments on debt and can be measured in two ways. One is to add up the cash flows to 

all of the different claim holders in the firm. Thus, the cash flows to equity investors 

(which take the form of dividends or stock buybacks) are added to the cash flows to debt 

holders (interest and net debt payments) to arrive at the cash flow. The other approach to 

estimating cash flow to the firm, which should yield equivalent results, is to estimate the 

cash flows to the firm prior to debt payments but after reinvestment needs have been met: 

EBIT (1 - tax rate) 
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– (Capital Expenditures - Depreciation) 

– Change in Non-cash Working Capital  

= Free Cash Flow to the Firm 

The difference between capital expenditures and depreciation (net capital expenditures) 

and the increase in non-cash working capital represents the reinvestment made by the 

firm to generate future or contemporaneous growth.  

 Another way of presenting the same equation is to add the net capital 

expenditures and working capital change to arrive at total reinvestment, and state it as a 

percentage of the after-tax operating income. This ratio of reinvestment to after-tax 

operating income is called the reinvestment rate, and the free cash flow to the firm can be 

written as: 

Free Cash Flow to the Firm = EBIT (1-t) (1 – Reinvestment Rate) 

Note that the reinvestment rate can exceed 100%1, if the firm has substantial reinvestment 

needs. If that occurs, the free cash flow to a firm will be negative even though after-tax 

operating income is positive.   

II. Expected Growth 

In valuation, it is expected future cash flows that determine value. While the 

definition of the cash flow, described in the last section, still holds, it is the forecasts of 

earnings, net capital expenditures and working capital that will yield these cash flows. 

One of the most significant inputs into any valuation is the expected growth rate in 

operating income. While one could use past growth or consider analyst forecasts to make 

this estimate, the fundamentals that drive growth are simple.  

The first component is growth from new investments, which is the product of a firm's 

reinvestment rate, i.e., the proportion of the after-tax operating income that is invested in 

net capital expenditures and changes in non-cash working capital, and the quality of these 

reinvestments, measured by the return on the capital invested. 

Expected GrowthNew Investments = Reinvestment Rate * Return on Capital 

where, 

                                                
1 In practical terms, this firm will have to raise external financing, from debt or equity or from both, to 
cover the excess reinvestment. 
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 Reinvestment Rate =
Capital Expenditure -  Depreciation +  !  Non - cash WC

EBIT (1 -  tax rate)
 

 Return on Capital = EBIT (1-t) / Capital Invested 

Both measures should be forward looking and the return on capital should represent the 

expected return on capital on future investments. In practice, it is often based upon the 

firm's return on capital on assets in place, where the book value of capital is assumed to 

measure the capital invested in these assets. Implicitly, we assume then that the current 

accounting return on capital is a good measure of the true returns earned on assets in 

place, and that this return is a good proxy for returns that will be made on future 

investments. 

 The second component is the growth from managing existing investments more 

efficiently. Consider a simple example. Assume that you have a firm that earns a return 

on capital of 5% on its existing investments. If it can double the return on capital to 10% 

next year, it will double its earnings and report a 100% growth rate in operating income 

for the year. In general, the growth rate from generating a higher return on capital from 

existing investments can be written as follows: 

Expected GrowthEfficiency = (ROCt, Existing Investments- ROCt-1, Existing Investments)/ ROCt-1, Existing Investments 

If the improvement in return on capital on existing investments occurs over multiple 

years, this growth rate has to be spread over the period.2 

 The key difference between the two components of growth lies in their 

sustainability. Growth from new investments can continue in the long term, as long as the 

company continues to reinvest at the specified return on capital. Growth from existing 

assets can occur only in the short term, since there is a limit to how efficiently you can 

utilize existing assets.  

III. Discount Rate 

The expected cash flows need to be discounted back at a rate that reflects the cost of 

financing these assets. The cost of capital is a composite cost of financing that reflects the 

costs of both debt and equity, and their relative weights in the financing structure: 

                                                
2 If the doubling in return on capital occurs over 5 years, for instance, the growth rate each year can be 
estimated as follows: 
Annual growth rate = {1 +(ROCt,- ROCt-1)/ ROCt-1}1/n-1 = (1 +(.10-.05)/.05)1/5-1 = .1487 
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Cost of Capital = kequity (Equity/(Debt+Equity) + kdebt (Debt/(Debt + Equity) 

where the cost of equity(kequity)  represents the rate of return required by equity investors 

in the firm, and the cost of debt (kdebt ) measures the current cost of borrowing, adjusted 

for the tax benefits of borrowing. The weights on debt and equity have to be market value 

weights. Without getting into the specifics of models of risk and return in finance, the 

cost of equity for a publicly traded company should reflect the risk added on by an 

investment to a diversified portfolio and can be measured with a beta (in the single-factor 

model) or betas (in multi factor models). 

 A firm’s cost of capital will be determined by the mix of debt and equity it 

chooses to use, and whether the debt reflects the assets of the firm; long term assets 

should be funded with long term debt and short term assets by short term debt.  Using a 

sub-optimal mix of debt and equity to fund its investments or mismatching debt to assets 

can result in a higher cost of capital and a lower firm value. 

IV. Asset Life 

Publicly traded firms do not have finite lives. Given that we cannot estimate cash 

flows forever, we generally impose closure in valuation models by stopping our 

estimation of cash flows sometime in the future and then computing a terminal value that 

reflects all cash flows beyond that point. A number of approaches exist for computing the 

terminal value, including the use of multiples. The approach that is most consistent with a 

discounted cash flow model is one where we assume that cash flows, beyond the terminal 

year, will grow at a constant rate forever, in which case the terminal value can be 

estimated as follows: 

Terminal valuen = FCFFn+1 / (Cost of Capitaln+1 - gn) 

The cost of capital and the growth rate in the model are sustainable forever. It is this fact, 

i.e., that they are constant forever that allows us to put some reasonable constraints on 

them. Since no firm can grow forever at a rate higher than the growth rate of the economy 

in which it operates, the stable growth rate cannot be greater than the overall growth rate 

of the economy. In the same vein, stable growth firms should be of average risk.  Finally, 

                                                                                                                                            
The compounded annual growth rate will be 14.87%.  
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the relationship between growth and reinvestment rates that we noted earlier can be used 

to generate the free cash flow to the firm in the first year of stable growth: 

Terminal Value =  

EBITn+1(1 ! t) 1 -
gn

ROCn

" 

# 
$ 

% 

& 
'  

(WACCn ! gn)
 

where the ROCn is the return on capital that the firm can sustain in stable growth. In the 

special case where ROC is equal to the cost of capital3, this estimate simplifies to become 

the following: 

Terminal ValueROC=WACC =  
EBITn+1(1! t) 

WACCn
 

Thus, in every discounted cash flow valuation, there are two critical assumptions we need 

to make on stable growth. The first relates to when the firm that we are valuing will 

become a stable growth firm, if it is not one already. The second relates to what the 

characteristics of the firm will be in stable growth, in terms of return on capital and cost 

of capital. 

Bringing it All Together 

In summary, then, to value any firm, we begin by estimating how long high 

growth will last, how high the growth rate will be during that period and the cash flows 

during the period. We end by estimating a terminal value and discounting all of the cash 

flows, including the terminal value, back to the present to estimate the value of the firm. 

Figure 1 summarizes the process and the inputs in a discounted cash flow model. 

                                                
3 This assumes that a firm cannot make positive excess returns in perpetuity, since competition will be 
attracted by these returns.  


