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INTRODUCTION

Recently, there has been much controversy regarding the busi-
ness valuation of Subchapter S closely held corporations in the
legal, taxation, estate planning, and valuation communities.
This controversy has arisen from several recent U.S. Tax Court
decisions! including Gross v. Commissioner,?2 Heck v.
Commissioner,3 and Adams v. Commissioner.*

In this controversy, most commentators have primarily
focused on the differences in legal
attributes, cash flows, and profit distri-

level, (2) dividends from C corporations are subject to ordinary
income tax rates at the shareholder level, (3) the undistributed
income from an S corporation changes the income tax basis of
the shareholders ownership interest, and (4) S corporation
shareholders are required to recognize a pro rata share of the
reported net income of the S corporation on their personal
income tax returns. All other factors being equal, these differ-
ences may ultimately affect the economic value of S corpora-
tion shares when compared to otherwise identical C corpora-
tion shares.

butions of C corporations versus S cor-
porations. While these are important
considerations, the current discussion
has failed to address (1) the economic
characteristics of investment rates of
returns of publicly traded C corpora-
tions and (2) whether these rate of
return characteristics match well with
the economic benefits derived by S
corporation shareholders.

This discussion will (1) demonstrate

“It is noteworthy that the
analysis contained in this article
is only applicable to the
valuation of equity interests that
lack ownership control (i.e., that
are valued on a noncontrolling
ownership interest basis).”

Third, let’s consider the premise
that capital markets are efficient (at
least over the long term).
Consequently, investment rates of
return (and price/earnings multiples)
of C corporations contemplate the
income tax attributes discussed above.
Based on this premise, there is a con-
ceptual mismatch between (1) the
empirical market-derived data (i.e.,
rates of return, price/earnings multi-
ples, etc.) of publicly traded C corpo-

the differing economic benefits attrib-

utable to the income tax treatment of S corporation share-
holders as opposed to C corporation shareholders> and (2)
provide a mathematical framework to adjust the indicated
equity value of an S corporation® in order to account for these
economic differences.

PREAMBLE

First, the value of a business enterprise primarily depends on its
(1) operational (e.g., management, workforce, production
processes), (2) financial (e.g., revenue growth, earnings volatil-
ity, profit margins), (3) macro-economic (e.g., U.S. and region-
al economic conditions), and (4) micro-economic (e.g., cost of
capital, industry conditions) characteristics. However, recent
research’ has demonstrated that the election to be treated as
a C corporation or as an S corporation for income tax purpos-
es may have an impact on the value of a business enterprise on
a controlling ownership interest basis.

Second, it is possible that the income tax attributes of S
corporations versus C corporations may result in value at the
shareholder level.® This is due to the following: (1) C corpora-
tions are subject to corporate income tax rates at the entity

rations and (2) the economic charac-
teristics of the earnings reported by closely held S corpora-
tions.

Fourth, analysts currently do not have the ability to specif-
ically isolate and quantify value differences solely attributable
to the income tax characteristics of S corporations versus C
corporations in empirical studies of actual transactions. This is
because of the nearly infinite variety of corporate transaction
structures. This is true in both the public and private transac-
tion markets. Consequently, valuation analysts need to devel-
op a mathematical model that conceptually addresses the dif-
ferences in economic benefit between S corporation and C
corporation shareholders.

This discussion will demonstrate the conceptual mismatch
between (1) the economic characteristics of the empirical mar-
ket data of publicly traded C corporations and (2) the eco-
nomic characteristics of the earnings of S corporations. Also, a
mathematical model that may be used to adjust the indicated
value of equity of an S corporation—where such value is esti-
mated using empirical studies and analyses of C corpora-
tions—is provided. It is noteworthy that the analysis contained
in this article is only applicable to the valuation of equity inter-
ests that lack ownership control (i.e., that are valued on a non-
controlling ownership interest basis).
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BUSINESS VALUATION APPROACHES

One of the more interesting aspects of the current controversy
is that it has focused on the income approach to business val-
uation. The impact that S corporation status has on both the
market approach and asset-based approach to business valua-
tion has been conspicuously absent from the discourse.

There is no conceptual reason why the valuation impact of
S corporation tax status is limited to the income approach. If S
corporation shares have an inherent economic benefit over C
corporation shares, then this economic benefit should be
reflected in all business valuation approaches.?

The market approach and the income approach share two
fundamental valuation components: (1) a measurement of
economic income and (2) a capitalization rate,10 present value
discount rate,11 or market-derived pricing multiple’2 (i.e.,
price/earnings pricing multiple). Most of the current discussion
regarding S corporations has focused

based on the capital appreciation and dividends of publicly
traded C corporations. Also, market-derived pricing multiples
(i.e., price/earnings multiples based on EBITDA, net income,
etc.) are conceptually the mathematical inverse of the invest-
ment rate of return.

For purposes of this discussion, let’s assume that equity
investment rates of return on C corporations are derived
entirely from net income. In other words, let’s assume that net
income is either paid to the shareholder in the form of divi-
dends or that the retained portion of net income results in the
capital appreciation of the stockholder’s interest.13

Consequently, empirical studies of C corporation invest-
ment rates of return—at the shareholder level—inherently
reflect the income tax treatment of (1) C corporations at the
entity level and (2) capital appreciation and dividends of C cor-
poration shares at the shareholder level.

As will be demonstrated below,

on the income tax attributes of the
economic income and ignored the
economic characteristics of the capi-
talization rates, present value dis-
count rates, and market-derived pric-
ing multiples (collectively referred to
as “capitalization rates”).

INVESTMENT RATES OF RETURN

“In order to conceptually match
the economic characteristics of
economic income to the
capitalization rate, it is necessary
to understand how investment
rates of return are calculated.”

there are significant differences in
the income tax treatment of C cor-
poration shares and S corporation
shares. Consequently, when using C
corporation (1) empirical studies and
(2) pricing evidence to value S cor-
poration equity ownership interests,
it is necessary to adjust the indicated
equity value of the S corporation.

In order to conceptually match the

economic characteristics of economic income to the capital-
ization rates, it is necessary to understand how investment
rates of return are calculated. The following formula presents
the mathematical calculation of the equity rate of return.

kl — (Sl _So)+d|
SO
where:
k; = Rate of return on equity during period 1

S7 = Stock price at beginning of period 1
So = Stock price at end of period 1
d; = Dividends paid during period 1

The above formula illustrates that investment rates of
return on equity securities are derived from a combination of
capital appreciation and dividend/distribution payments.

Empirical studies on equity rates of return provided in pub-
lications like Stocks Bonds Bills and Inflation or the Cost of
Capital Quarterly (both published by Ibbotson Associates) are

S CORPORATIONS VERSUS C CORPORATIONS: THE
CONGEPTUAL MISMATCH

There are a variety of differences—both tax and nontax—
between S corporations and C corporations. There is substan-
tial literature that describes these differences. This discussion
will not address the vast majority of these differences. Instead,
this discussion will focus solely on the valuation implications
attributable to the income tax and capital gains tax differences
between S corporations and C corporations at the shareholder
level.

Table 1 illustrates the effect of these income tax differences.
The analysis in Table 1 is based on the following assumptions:

B The C corporation is publicly traded and is identical in
every respect to the S corporation (other than the income
tax status of each corporation).

B The investment rates of return and market-derived pricing
multiples of the C corporation are used to value the S cor-
poration.

B The shares of the C corporation and the S corporation are
owned on a noncontrolling ownership interest basis.
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Table 1
Net Economic Benefit to Noncontrolling Shareholders

No Distribution 40% Distribution

100% Distribution

of Earnings of Earnings of Earnings

C Corp. S Corp. C Corp. S Corp. C Corp. S Corp.
Income before income taxes $100,000 $100,000 $100,000 $100,000 $100,000 $100,000
Corporate income taxes (40,000) NM (40,000) NM (40,000) NM
Net income 60,000 100,000 60,000 100,000 60,000 100,000
Dividends to shareholders 0 0 24,000 40,000 60,000 100,000
Income tax due from shareholders 0 (40,000) (9,600) _(40,000) (24,000) _(40,000)
Net cash flow to shareholders 0 (40,000) 14,400 0 36,000 60,000
Net income 60,000 100,000 60,000 100,000 60,000 100,000
Dividends to shareholders 0 0 (24,000) _(40,000) (60,000) (100,000)
Net capital gains 60,000 100,000 36,000 60,000 0 0
Increase in income tax basis 0 (100,000) 0 _(60,000) 0 0
Net taxable capital gains 60,000 0 36,000 0 0 0
Capital gains tax liability (12,000) 0 (7,200) 0 0 0
Net capital gains benefit to shareholders 48,000 100,000 28,800 60,000 0 0
Net cash flow to shareholders 0 (40,000) 14,400 0 36,000 60,000
Net capital gains benefit to shareholders 48,000 100,000 28,800 60,000 0 0
Net economic benefit to shareholders $ 48,000 $ 60,000 $ 43,200 $ 60,000 $ 36,000 $ 60,000

The distribution (i.e., dividend) scenarios are as follows: (1)
zero distributions, (2) a distribution of 40 percent of net
income, and (3) a distribution of 100 percent of net
income.

The corporate income tax rate is 40 percent.

The ordinary income tax rate applicable to individuals is 40
percent.

The applicable capital gains tax rate is 20 percent.

The capital gains tax liability is economically recognized
when incurred.

Capital appreciation in the shares of each company is
derived solely from increases in retained earnings.

The retained earnings of the C corporation are necessary
for businesses purposes. Consequently, the C corporation
would not be subject to the accumulated earnings tax
under Internal Revenue Code Section 531.

THE DIVIDEND PAYMENT RATIO

The analysis of Table 1 leads to the following three important
conclusions:

1.

The net economic benefit to the S corporation shareholder
(NEBy) is greater than the net economic benefit to the C
corporation shareholder (NEBc)—regardless of earnings
distribution (i.e., dividend payout ratio) scenario.

. The NEB( declines as the dividend payout ratio increases.
. The NEBg remains the same regardless of dividend payout

ratio.

Each of these three conclusions is discussed below.

The NEBg is greater than the NEB( regardless of dividend
payout ratio. This is due to the fact that S corporation
shareholders have two distinct income tax advantages: (1)
dividends are not taxable at the shareholder level and (2)
undistributed earnings of the S corporation increase the tax
basis of the S corporation shares. Shareholders in C corpo-
rations do not enjoy either of these income tax benefits.

The NEB( declines as the dividend payout ratio increases.
This is attributable to a greater proportion of the total eco-
nomic benefit of the C corporation shareholder being
taxed at the higher ordinary income tax rate of 40 percent
(as opposed to the lower capital gains tax rate of 20 per-
cent).

The NEBg remains the same regardless of the dividend pay-
out ratio. This is due to the fact that the S corporation
shareholder receives either (1) cash or (2) tax-free capital
appreciation in the value of the stock.

The mix of economic benefit of cash or tax-free capital
appreciation changes as the dividend payout ratio
changes. However, the NEBs remains the same regardless
of the dividend payout ratio. Consequently, an increase in
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the dividend payout ratio serves to increase the difference
in the net economic benefit between C corporation share-
holders and S corporation shareholders.

The primary conclusion derived from Table 1 is that the div-
idend payout ratio of the C corporation is the most important
aspect of the difference in the net economic benefit between
C corporations and S corporations at the shareholder level.

As indicated by this analysis, there is a conceptual mis-
match between (1) the information derived from empirical
studies of transactions involving C corporation shares and (2)
the net economic benefit enjoyed by S corporation sharehold-
ers. Further, this mismatch is not properly corrected by (1) tax-
affecting the S corporation reported net incomel4 at some
combination of federal and state income tax rates or (2) using
pretax measurements of rates of return or pretax market-
derived pricing multiples (i.e., price/earnings pricing multiples
based on EBIT, EBITDA, etc.) derived from C corporations.

Also, the application of C corporation after-tax rates of
return or after-tax market-derived pricing multiples (i.e.,
price/earnings pricing multiples based on net income or debt-
free net income) to S corporation reported net income is
equally incorrect.

As previously mentioned, empirical studies are unable to
isolate the economic differences solely attributable to the dif-
fering income tax treatments of C corporation and S corpora-
tion shares. Consequently, it is necessary to develop a mathe-
matical model that conceptually adjusts the indicated value of
equity of an S corporation when empirical studies of C corpo-
rations are used to estimate value.

This mathematical model should contemplate the differ-
ences in the NEB. and the NEBs. To this end, the next section
will present a mathematical formula referred to as “the S cor-
poration economic adjustment.”

THE S CORPORATION ECONOMIC ADJUSTMENT

The income tax-related differences in economic benefit
between C corporations and S corporations essentially include
the following:

B The income tax rates applicable to S corporation net
income are based on ordinary income tax rates for individ-
ual shareholders. The income tax rates applicable to C cor-
poration pretax income are based on corporate tax rates as
defined in the various federal and state tax codes.

These two income tax rates are rarely equivalent.

B The dividend payout ratio has a material impact on the
comparability of the economic benefit derived by C corpo-
ration shareholders as compared to S corporation share-
holders.

Dividends paid by C corporations are taxed at the
shareholder level at ordinary income tax rates. Dividends
paid by S corporations typically are not subject to income
taxes.

B Undistributed earnings of S corporations increase the tax
basis of S corporation shares and therefore affect the
potential capital gains tax liability attributable to those
shares. This is not the case with respect to the undistrib-
uted earnings of C corporations.

SEA EQUATIONS

In order to create a mathematical model to address the eco-
nomic differences attributable to the income tax characteristics
discussed above, we begin with equations that model the
NEB( and the NEBs. These two equations are then set equal to
each other and an X factor is included to represent the correc-
tion to the inequality between these two equations. In this dis-
cussion, this X factor is called “the S corporation economic
adjustment” (SEA). The NEB- and NEBg equations are provid-
ed below:

NEBc = [Ip x (1-tg) x Dp x (1-t)] + [lp x (1-t) x (1-Dp) x (1-tcg)]
NEBs = I x (1-tp)

where:

Ip = Reported taxable income prior to federal and state
income taxes (where Ip > 0)

teg = Capital gains tax rate

tc = C corporation effective income tax rate

t; = Individual income tax rate

Dp = Dividend payout ratio

The NEB( equation is comprised of two components:

1. the net cash flow benefit to the shareholder (i.e., the net
cash received from dividends after the payment of income
taxes at the shareholder level) and

2. the net capital gains benefit to the shareholder (i.e., the net
capital gains benefit after the recognition of capital gains
taxes at the shareholder level).

The first component (i.e., the net cash flow benefit) of the
NEB( is modeled between the first two brackets (i.e., [ ]) of the
equation. This first component performs the following calcula-
tions:

1. The pretax income of the C corporation (Ip) is multiplied
by (1-tc) to calculate the after-tax net income (i.e., after
corporate level income taxes);
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2. the after-tax net income is then multiplied by D, to calcu-
late the dividends paid to the shareholders; and

3. the dividends paid to the shareholders are then multiplied
by (1-t;) to calculate the net cash flow benefit (i.e., after the
payment of income taxes at the shareholder level on the
dividend distribution).

The second component (i.e., the net capital gains benefit)
is modeled between the brackets to the right of the plus sign
in the NEB. equation. This second component performs the
following calculations:

SEA:Ip X (te+ th - tctcg —-ti+ Dpti - Dptcg - Dptct,- + Dptctcg)

where:

lp = Reported taxable income prior to federal and state
income taxes (where Ip > 0)

teg = Capital gains tax rate

tc = C corporation effective income tax rate

tj = Individual effective income tax rate

Dp = Dividend payout ratio

SEA FACTORS

1. The pretax income of the C cor-
poration (Ip) is multiplied by (1-
to) to calculate the after-tax net
income.

2. The after-tax net income is multi-
plied by (1-Dp) to calculate the
amount of net income not paid
out in dividends that contributes
to the capital gain of the share-
holders interest.

“The remaining S corporation
reported net income (i.e., after
payment of income tax at the
shareholder level) provides either
(1) tax-free earnings distributions
or (2) tax-free capital gains.”

The selection of each SEA factor list-
ed above is properly left to the dis-
cretion of the individual analyst.
However, the following recommen-
dations are presented for considera-
tion:

B Capital gains tax rate—the long-

3. The capital gain is multiplied by
¢ -tcg) to calculate the net capital gain benefit after recog-
nition of the capital gains tax liability at the shareholder
level.

The combination of the first and second components of the
NEB( equation represents the total net economic benefit to
the C corporation shareholder.

The NEBg equation has only one component. The NEBg
equation multiplies the S corporation reported net income by
(1-tj). This is the only adjustment necessary. This is because the
income tax paid at the shareholder level represents the only
income tax-related economic drain to the reported net
income of the S corporation.

The remaining S corporation reported net income (i.e.,
after payment of income tax at the shareholder level) provides
either (1) tax-free earnings distributions or (2) tax-free capital
gains.1>

After development of the NEB- and NEBg equations, these
two equations are then set equal to each other and an X fac-
tor (i.e., the SEA) is inserted. This X factor represents the cor-
rection to the inequality between these two equations. This
equation is then rearranged in order to create the SEA equa-
tion provided below:

SEA = NEB; — NEB,

The SEA equation is algebraically simplified to the following
equation:

term capital gains tax rate of 20
percent.

B C corporation effective income tax rate—the combined effec-
tive income tax rate of the publicly traded C corporations
comparable to the subject S corporation.

B Individual income tax rate—the individual effective income
tax rate that would apply if the total S corporation net
income were subject to individual income tax rates.

B Dividend payout ratio—the dividend payout ratio of the
publicly traded C corporations comparable to the subject S
corporation.

The SEA adjusts S corporation reported net income to a
number that is economically equivalent to C corporation net
income. Table 2 demonstrates the application of the SEA.

The following assumptions are used in the calculation of
Table 2:

teg = Capital gains tax rate of 20 percent

tc = Ccorporation effective income tax rate of 35 percent
tj = Individual ordinary income tax rate of 39 percent
Dp = Dividend payout ratios of 0 percent, 50 percent, and

100 percent

The SEA equation quantifies the incremental net economic
benefit of being an S corporation shareholder versus a C cor-
poration shareholder. As such, the SEA equation is useful in
creating a new equation that may be used to adjust the indi-
cated value of equity of an S corporation when empirical stud-
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Table 2
S Corporation Economic Adjustment (SEA)
0% Distribution 50% Distribution 100% Distribution
of Earnings of Earnings of Earnings

C Corp. S Corp. C Corp. S Corp. C Corp. S Corp.
Income before income taxes $100,000 $100,000 $100,000 $100,000 $100,000 $100,000
Corporate income taxes (35,000) NM (35,000) NM (35,000) NM
S corporation earnings adjustment (SEA) NM (9,000) NM  _(15,175) NM  (21,350)
Adjusted net income 65,000 91,000 65,000 84,825 65,000 78,650
Dividends to shareholders 0 0 32,500 50,000 65,000 100,000
Income tax due from shareholders 0 _(39,000) (12,675) (39,000) (25,350) (39,000)
Net cash flow to shareholders 0 (39,000) 19,825 11,000 39,650 61,000
Net income 65,000 100,000 65,000 100,000 65,000 100,000
Dividends 0 0 (32,500) (50,000) (65,000) (100,000)
Net capital gains 65,000 100,000 32,500 50,000 0 0
Effect of increase in income tax basis 0 (100,000) 0 (50,000) 0 0
Net taxable capital gains 65,000 0 32,500 0 0 0
Built-in capital gains tax liability (13,000) 0 (6,500) 0 0 0
Net capital gains benefit to shareholders 52,000 100,000 26,000 50,000 0 0
Net cash flow to shareholders 0 (39,000) 19,825 11,000 39,650 61,000
S corporation earnings adjustment (SEA) NM (9,000) NM (15,175) NM  (21,350)
Net capital gains benefit to shareholders 52,000 100,000 26,000 50,000 0 0
Total economic benefit to shareholders $ 52,000 $ 52,000 $45,825 $45,825 $ 39,650 $ 39,650

ies and analyses of C corporations are used in the valuation
analysis. In this article, | refer to this new equation as the S cor-
poration equity adjustment multiple (“SEAM").

S CORPORATION EQUITY ADJUSTMENT MULTIPLE

The SEAM equation is based on the calculation of the incre-
mental benefit of being an S corporation shareholder versus a
C corporation shareholder on a percentage basis. This per-
centage is calculated by dividing the net economic benefit of
being an S corporation shareholder versus a C corporation
shareholder (i.e., the SEA) by the net economic benefit of

being a C corporation shareholder (i.e., the NEB¢). This per-
centage is then added to 1.0 in order to calculate a multiple C Corporation
that may then be used to adjust the indicated value of equity Dividend S Corporation Percentage
of an S corporation, when empirical evidence of C corpora- Payout Ratio Equity Adjustment  Increase in Equity
tions is used in the valuation analysis. (%) Multiple (SEAM) Value
The SEAM equation is presented below: 0 1.1731 17.31
10 1.2016 20.16
20 1.2316 23.16
SEAM =144 30 1.2631 26.31
c 40 1.2962 29.62
50 1.3312 33.12
An algebraically simplified—and more detailed—version of ?8 }28?8 2838
the SEAM equation follows: 80 14482 44.82
90 1.4920 49.20
sEap =14 e e Tty Thlg ¥ D)ty = Dyl = Dylel, ¥ Dyly) 100 1.5385 53.85
(-t —t +tt,—Dt, +Dt, +Dtt, —Drt,)

Table 3 illustrates the range of the SEAMs when differing
dividend payout ratios (i.e., Dp) are assumed in the analysis.

The following assumptions are used in the analysis pre-
sented in Table 3:

= Capital gains tax rate of 20 percent

—
(a)
(o]
|

tc = C corporation effective income tax rate of 35 percent
Individual effective income tax rate of 39 percent

o
1l

Table 3
SEAM Based on Alternative Dividend Payout Ratios
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As one would expect, the higher the dividend payout ratio
for the C corporations used in the analysis of the S corporation,
the higher the SEAM. This is because when C corporations pay
a higher percentage of their earnings to shareholders in the
form of dividends, the total economic benefit is reduced due
to the impact of income taxes on dividends at the shareholder
level.

APPLICATION OF THE SEAM IN
BUSINESS VALUATION ANALYSIS

It is appropriate to apply the SEAM to an indication of equi-
ty value on a noncontrolling interest basis either before or after
the application of a valuation adjustment for lack of mar-
ketability. Either way, the concluded indication of the value of
equity should be identical.

Tables 4, 5, and 6 provide illustrative examples of how to
apply the SEAM in the market, income, and asset-based busi-
ness valuation approaches.

The application of the SEAM in business
valuation analysis is relatively simple. The
analyst (1) estimates the value of equity
of the S corporation as though it were a C
corporation and then (2) multiplies this
concluded value by the SEAM.

When estimating the value of the
equity of an S corporation using C corpo-
ration after-tax (i.e., after the payment of

“As one would expect, the
higher the dividend payout
ratio for the C corporations
used in the analysis of the

S corporation, the higher

the SEAM.”

SUMMARY AND CONCLUSION

The U.S. Tax Court has shaken up the
legal, estate planning, and valuation
communities. As a result of several recent
decisions, the Tax Court has motivated
valuation analysts to revisit long-held
assumptions regarding the valuation of S
corporation equity ownership interests at
the shareholder level.

corporate level income taxes) capitaliza-
tion rates or market- derived pricing multiples (i.e., price/earn-
ings multiples based on net income, debt-free net income,
etc.), the analyst should adjust the S corporation reported net
income with the corporate income tax rate used to calculate
the SEAM. The S corporation adjusted earnings may then be
capitalized using appropriate market-derived pricing multiples
or capitalization rates. The resulting indication of equity value
may then be adjusted using the SEAM.

When estimating the value of the equity of an S corpora-
tion using C corporation pretax (i.e., prior to the payment of
corporate level income taxes) capital-

The Tax Court decisions on this topic
are controversial. These decisions indicate that analysts should
not adjust S corporation net income when using after-tax
empirical capitalization rate evidence derived from C corpora-
tions.

However, the application of a combined effective federal
and state income tax rate to the reported net income of S cor-
porations is also controversial.

There are a multitude of factors that make S corporations
and C corporations different. The SEAM does not address the
valuation impact of the vast majority

ization rates or market-derived pric-
ing multiples (e.g., price/earnings
multiples based on EBITDA, EBIT,
etc.), the analyst should use the S
corporation reported earnings in the
analysis. The S corporation reported
earnings may then be capitalized
using appropriate market-derived
pricing multiples or capitalization
rates. The resulting indication of
equity value may then be adjusted
using the SEAM.

“As a result of several recent
decisions, the Tax Court has
motivated valuation analysts to
revisit long-held assumptions
regarding the valuation of S
corporation equity ownership
interests at the shareholder level.”

of these factors. For instance, the
SEAM does not address the valuation
impact of unrealized capital appreci-
ation of S corporation shares versus S
corporation distributions. Obviously,
cash is typically more desirable than
unrealized capital gains.
Consequently, analysts may wish to
adjust the discount for lack of mar-
ketability—or other relevant valua-
tion variables—to reflect the divi-
dend policy of the subject S corpora-

It is important to point out that it
is only appropriate to use the SEAM to adjust an indication of
equity value on a noncontrolling ownership interest basis. It is
not appropriate to apply the SEAM to an indication of equity
value on a controlling ownership interest basis.

Also, it is not appropriate to apply the SEAM to the indi-
cated values of (1) total invested capital or (2) total asset value.
The SEAM is only applicable to the value of equity on a non-
controlling interest basis.

tion.

The SEAM provides a mathematical framework to adjust
the indicated value of equity of an S corporation when empir-
ical studies and analyses of C corporations are used in the val-
uation analysis. The SEAM contemplates the differences in eco-
nomic benefit to the shareholder that result from differing
income tax treatments of S corporation and C corporation
shareholders. Consequently, the SEAM should prove useful in
the valuation of S corporation shares at the shareholder level.
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Table 4
Application of the S Corporation Equity Adjustment Multiple (SEAM)
in the Market Approach to Business Valuation
Projected
_Year1
S corporation reported net income $1,000,000
Estimated corporate level income taxes (@ 35%) [a] 350,000
C corporation equivalent net income 650,000
Tax-affected interest expense ($100,000 x (1 - 35%)) 65,000
Debt-free net income (DFNI) 715,000
DFNI market-derived pricing multiple (derived from empirical studies of C corporations) 10.0
Indicated fair market value of total invested capital on a marketable, noncontrolling interest basis 7,150,000
Interest-bearing debt in invested capital (2,000,000)
Indicated value of equity capital on a marketable, noncontrolling interest basis 5,150,000
Discount for lack of marketability (@ 40%) (2,060,000)
Indicated value of C corporation equity on a nonmarketable, noncontrolling interest basis 3,090,000
S corporation equity adjustment multiple (SEAM) 1.30
Indicated value of S corporation equity on a nonmarketable, noncontrolling interest basis $4,017,000
[a] Should be consistent with the corporate income tax rate used in the calculation of the SEAM.
Table 5
Application of the S Corporation Equity Adjustment Multiple (SEAM)
in the Income Approach to Business Valuation
Projected
_Yearl
S corporation reported net income $1,000,000
Estimated corporate level income taxes (@ 35%) [a] 350,000
C corporation equivalent net income 650,000
Tax-affected interest expense ($100,000 x (1 - 35%)) 65,000
Depreciation expense 200,000
Capital expenditures (200,000)
Incremental change in net working capital [b] 0
Invested capital net cash flow 715,000
Direct capitalization rate (derived from empirical studies of C corporations) 0.10
Indicated value of total invested capital on a marketable, noncontrolling interest basis 7,150,000
Interest-bearing debt included in invested capital (2,000,000)
Indicated value of equity on a marketable, noncontrolling interest basis 5,150,000
Discount for lack of marketability (@ 40%) (2,060,000)
Indicated value of C corporation equity on a nNonmarketable, noncontrolling interest basis 3,090,000
S corporation equity adjustment multiple (SEAM) 1.30
Indicated value of S corporation equity on a nonmarketable, noncontrolling interest basis $4,017,000

[a] Should be consistent with the corporate income tax rate used in the calculation of the SEAM.
[b] Incremental net working capital requirement typically will not be equal to zero.
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Table 6
Application of the S Corporation Equity Adjustment Multiple (SEAM)
in the Asset-Based Approach to Business Valuation
Projected
Year 1
Indicated value of S corporation total assets on a controlling interest basis $10,000,000
Indicated value of total liabilities 3,562,500
Indicated value of equity on a controlling interest basis 6,437,500
Discount for lack of control (@ 20%) 1,287,500
Indicated value of equity on a marketable, noncontrolling interest basis 5,150,000
Discount for lack of marketability (@ 40%) (2,060,000)
Indicated value of equity on a nonmarketable, noncontrolling interest basis 3,090,000
S corporation equity adjustment multiple (SEAM) 1.30
Indicated value of S corporation equity on a nonmarketable, noncontrolling interest basis $ 4,017,000
Notes: been omitted. Theoretically, the discussion contained with-
in this article is equally applicable to all business valuation
1. These U.S. Tax Court decisions dealt with the issue of approaches, including the asset-based approach.
whether the earnings of an S corporation should be tax- ~ 10.The capitalization rate is generally estimated by subtracting
affected when the valuation analysis uses a capitalization an expected long-term growth rate from an investment
rate (or present value discount rate) that is estimated from rate of return.
the empirical evidence of rates of return on publicly traded  11.The present value discount rate is generally estimated by
C corporations. calculating an investment rate of return for the applicable
2. Gross v. Commissioner, T.C. Memo 1999-254 (July 29, security or investment.

1999), aff'd 272 F.3d 333 (6th Cir. 2001).

3. Heck v. Commissioner, T.C. Memo 2002-34 (Feb. 5, 2002).

Adams v. Commissioner, T.C. Memo 2002-80 (Mar. 28,
2002).

Obviously, there are other differences between S corpora-
tions and C corporations. However, this discussion focuses
solely on the differences in income tax treatment and how
this income tax treatment affects the economic returns to
shareholders.

This assumes that empirical market-derived evidence of C
corporations is used to value the S corporation equity.

See Merle Erickson and Shiing-Wu Wang, “The Effect of
Organizational Form on Acquisition Price,” Journal of
Economic Literature, May 7, 2002, pp. 1-44.

I//

Throughout this discussion, the term “shareholder leve
refers to a lack of control ownership interest in the equity
of a business enterprise.

Generally accepted approaches to business valuation
include the (1) market approach, (2) income approach,
and (3) asset-based approach. In order to eliminate unnec-
essary complexity in the explanations contained in this arti-
cle, a specific discussion of the asset-based approach has

12. Conceptually, market-derived pricing multiples (i.e., P/E
pricing multiples) are the mathematical inverse of invest-
ment rates of return.

13. Obviously, there are a multitude of factors that contribute
to the capital appreciation (or depreciation) of an equity
security. However, it is impossible to mathematically model
all of these factors. Consequently—for the purpose of this
discussion—let’s assume that capital appreciation is solely
derived from the retained earnings of the corporation (i.e.,
net income minus dividends).

14.Throughout this discussion, S corporation reported net
income is defined as net income prior to the payment of
federal and state income tax at the shareholder level.

15.1n this discussion, let’s assume that all capital gains to the
shareholder are derived from undistributed earnings of the
S corporation. Since undistributed earnings increase the
income tax basis of the S corporation shares, the capital
gains are, therefore, tax-free.

Dan Van Vieet is a partner and director of our Chicago office. He
can be reached at (773) 399-4326 or at drvanvleet@willamette.com.
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