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INTRODUCTION

The Winter 2003 edition of Insights first presented1 “The
Valuation of S Corporation Stock: The Equity Adjustment
Multiple.” That article presented the theoretical and concep-
tual background for the development of a mathematical for-
mula to adjust the value of noncontrolling S corporation equi-
ty securities when such value was estimated using empirical
studies and analyses of C corporations.

This formula—referred to herein as the S corporation
Economic Adjustment Model (“the model”)—contained cer-
tain income tax−related components
including the income tax rates on div-
idend income and capital gains. The
mathematical components of the
model—as presented in the original
Insights article—inherently assumed
that the income tax rates on individ-
ual ordinary income and dividend
income were identical.

On May 28, 2003, President
George W. Bush signed into law the
Jobs and Growth Tax Reconciliation
Act of 2003 (“JGTRA”). This legisla-
tion significantly reduced the income
tax rates on individual ordinary income, dividend income, and
capital gains income.

Prior to the enactment of this law, dividend income and
individual ordinary income were subject to the same federal
income tax rates. Under the newly enacted JGTRA, both divi-
dend income and capital gains income are subject to a maxi-
mum federal income tax rate of 15 percent. In other words,
the JGTRA created distinct income tax rates for individual ordi-
nary income and dividend income.

Consequently, it is necessary to modify the model to reflect
these changes in income tax law. This Insights article explains
these modifications.

THE S CORPORATION ECONOMIC ADJUSTMENT

Equity investors in corporations expect to receive an invest-
ment rate of return that is comprised of some combination of
income (i.e., cash dividends) and capital gains or losses. The
following formula is the mathematical calculation of the invest-
ment rate of return for an equity security:

where:

k1 = Investment rate of return during period 1

S1 = Stock price at end of period 1

S0 = Stock price at beginning of period 1

d1 = Dividends paid during period 1

The above formula illustrates the
fundamental principle that the invest-
ment rates of return on equity securi-
ties—and, therefore, the capitalization
rates2—are derived from a combina-
tion of the capital appreciation of the
security (S1 – S0) and dividend pay-
ments (d1).

Theoretically, capital appreciation
and dividend payments are derived
from the net income of the corpora-
tion. In other words, net income is
either (1) paid to the shareholders in
the form of dividends or (2) retained

in the company (resulting in the capital appreciation3 of
equity).

Consequently, investment rates of return of C corporations
inherently reflect:

1. corporate income taxes at the entity level,

2. capital gains taxes at the shareholder level, and

3. dividend income taxes at the shareholder level.

To the extent that there are differences in the income tax
treatment of ordinary income, capital gains, and dividend
income of S corporations and C corporations and their respec-
tive shareholders, the value indications are potentially distort-
ed when capitalization rates of publicly traded C corporations
are used to value S corporation equity securities.

Historically, analysts have attempted to correct for these
differences by estimating income taxes and subtracting this
amount from the reported net income of the subject S corpo-
ration. Unfortunately, this adjustment does not properly
resolve the mismatch.
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Also, it is difficult—if not impossible—to formulate accurate
empirical studies of equity security transactions that specifical-
ly isolate the economic differences solely attributable to the
differing income tax treatments of C corporations and S cor-
porations.

Consequently, a mathematical framework that adjusts the
indicated equity value of an S corporation to account for these
differences would be beneficial. A suggested mathematical
framework is provided in this article and is referred to herein as
the S corporation Economic Adjustment (“SEA”).

The SEA contemplates the differing income tax treatments
of S corporations and C corporations and their respective
shareholders. As such, the SEA is the first step in creating a
mathematical framework that may be used to adjust the indi-
cated value of S corporation equity securities when empirical
studies and analyses of C corporations are used to estimate
value.

The SEA is based on equations that model the net eco-
nomic benefits to (1) C corporation shareholders (NEBC) and
(2) S corporation shareholders
(NEBS).

The NEBC equation is com-
prised of two principle compo-
nents:

1. net cash received by share-
holders from dividends after
the payment of:

a. income taxes at the entity
level and

b. income taxes on dividends
at the shareholder level,
and

2. net capital appreciation of the equity security after recog-
nition of capital gains taxes at the shareholder level.

The equation for the first component of the NEBC equation
is provided below:

Net cash from dividends  = Ip × (1 – tc) × Dp × (1 – td)

where:

Ip = Reported income prior to federal and state income tax
(Ip > 0)

tc = C corporation effective income tax rate

Dp = Dividend payout ratio

td = Income tax rate on dividends

The equation for the second component of the NEBC equa-
tion follows:

Net capital appreciation  =  Ip × (1 – tc) × (1 – Dp) × (1 – tcg)

where:

tcg = Capital gains tax rate

Adding together the first and second component of the
NEBC equation results in an equation that models the total net
economic benefit to the C corporation shareholder.

The NEBC equation in its entirety is provided below:

NEBC =  [Ip × (1 – tc) × Dp × (1 – td)]  + 

[Ip × (1 – tc) × (1 – Dp) × (1 – tcg)]

The NEBS equation is much less complex. The NEBS equa-
tion simply multiplies S corporation reported net income by
one minus the individual ordinary income tax rate (1 – ti). This

is the only adjustment necessary.
This is due to the fact that the
income tax paid at the sharehold-
er 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
tax-free dividends or tax-free cap-
ital appreciation4 of the equity
security.

The NEBS equation is provided below:

NEBS =  Ip × (1 – ti)

Obviously, there is a mathematical inequality between the
NEBC and NEBS equations. This inequality represents the dif-
ference between the net economic benefit derived by S cor-
poration shareholders and the net economic benefit derived by
C corporation shareholders. This inequality is the SEA.

The basic SEA equation is provided below:

SEA  =  NEBS – NEBC

A detailed version of the SEA equation is provided below:

SEA  =  [Ip × (1 – ti)]  –  {[Ip × (1 – tc) × Dp × (1 – td)]  +

[Ip × (1 – tc) × (1 – Dp) × (1 – tcg)]}

“. . . the SEA is the first step in creating
a mathematical framework that may 
be used to adjust the indicated value 

of S corporation equity securities 
when empirical studies and analyses 

of C corporations are used to 
estimate value.”
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The algebraically simplified version of the SEA equation is
provided below:

SEA  =  Ip × (tc + tcg – ti – tctcg + Dptd – Dptcg – 

Dptctd + Dptctcg)

The SEA quantifies the difference in net economic benefit
derived by S corporation and C corporation shareholders. As
such, the SEA may be used to adjust the net economic benefit
enjoyed by the S corporation shareholder to a number that is
equivalent to the net economic benefit enjoyed by the C cor-
poration shareholder.

The selection of the numerical com-
ponents of the SEA equation is proper-
ly left to the discretion of the analyst.
However, the following recommenda-
tions are provided for consideration:

C corporation effective income tax
rate (tc)—the effective income tax
rate of the publicly traded C corporations selected as com-
parative to the S corporation.

Capital gains tax rate (tcg)—a composite of combined fed-
eral and state long-term capital gains tax rates.

Individual ordinary income tax rate (ti)—a composite of
combined federal and state individual income tax rates that
would apply if the total S corporation net income were sub-
ject to individual ordinary income tax rates.

Income tax rate on dividends (td)—a composite of com-
bined federal and state individual income tax rates on div-
idends.

Dividend payout ratio (Dp)—the dividend payout ratio of
publicly traded C corporations selected as comparative to
the subject S corporation.

The SEA quantifies the incremental net economic benefit of
being an S corporation shareholder vis-à-vis a C corporation
shareholder. As such, the SEA equation is useful in creating a
factor that may be used to adjust the appraised value of the
equity of an S corporation when empirical studies and analyses
of C corporations are used to estimate value.

A discussion of this factor is provided in the following sec-
tion of this article and is referred to as the “S corporation
Equity Adjustment Multiple.”

S CORPORATION EQUITY ADJUSTMENT MULTIPLE

The S corporation Equity Adjustment Multiple (“SEAM”) pro-
vides an estimate of the percentage premium an investor
would be willing to pay for an S corporation share versus an

otherwise identical C corporation share. This percentage is cal-
culated by dividing the incremental net economic benefit of
being an S corporation shareholder vis-à-vis a C corporation
shareholder (i.e., the SEA) by the net economic benefit of
being a C corporation shareholder (i.e., the NEBC).

This percentage is then added to 1.0 to calculate a multi-
ple. That multiple may be used to adjust the indicated equity
value of S corporation equity when empirical studies/analyses
of C corporations are used to estimate value.

The basic SEAM equation is provided below:

A detailed version of the SEAM
equation is provided below:

The algebraically simplified version of the SEAM equation is
provided below:

The above formula appears to be complex; however, when
studied closely, the reader should recognize that the calcula-
tions involve relatively simple mathematics. The formula may
be easily entered into an Excel spreadsheet using the following
programming syntax:

=1+(A1+A2-A3-(A1*A2)+(A4*A5)-(A4*A2)-(A4*A1*A5)+(A4*A1*A2))/

(1-A1-A2+(A1*A2)-(A4*A5)+(A4*A2)+(A4*A1*A5)-(A4*A1*A2))

where:5

A1 = C corporation effective income tax rate (tc)

A2 = Capital gains tax rate (tcg)

A3 = Individual ordinary income tax rate (ti)

A4 = Dividend payout ratio (Dp)

A5 = Income tax rate on dividends (td)

To check the accuracy of your Excel programming, the
input of the following numbers into the cell references listed
above should result in a SEAM of (rounded) 1.1765:

CNEB
SEA1SEAM +=

)]1()1()1([)]1()1([
)]1()1()1([)]1()1({[)]1([

1SEAM
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1SEAM
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“The selection of the numerical
components of the SEA

equation is properly left to the
discretion of the analyst.”
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A1 = 35.0%

A2 = 15.0%

A3 = 35.0%

A46 = Any percentage between 0.0% and 100.0%

A5 = 15.0%

APPLICATION OF THE SEAM

The application of the SEAM analysis in a business valuation
exercise is relatively simple. The analyst:

1. estimates the value of the S corpora-
tion equity—on a noncontrolling
ownership interest basis—as though it
were a C corporation, and then

2. multiplies this concluded value by the
SEAM.

The resulting indication of value may then be adjusted with
a discount for lack of marketability as appropriate. The original
Insights article provides application examples.

PRIMARY ASSUMPTIONS AND POTENTIAL ADJUSTMENTS

The SEAM is based on the following primary assumptions:

The S corporation organizational form of the subject com-
pany will continue in perpetuity.

Investors are indifferent between cash investment returns
and unrealized capital gains.

Investors in C corporations recognize capital gains taxes
when incurred.

Buyers are willing to pay sellers for the S corporation
income tax benefits.

Income tax law regarding S corporations vis-à-vis C corpo-
rations will continue in perpetuity.

The subject S corporation will continue to be a profitable
enterprise in perpetuity.

A discussion of these primary assumptions—and potential
analytical adjustments—is provided below.

S CORPORATION PERPETUITY ASSUMPTION

Investors would not be willing to pay a price premium for an S
corporation equity security if the S election would be revoked

upon purchase. If the revocation of the S election were a fore-
seeable near-term possibility, investors would likely require a
discount from the C corporation equivalent value due to the
negative tax implications associated with a revocation. 

Alternatively, investors may be willing to pay a price pre-
mium—all other factors being equal—if the S election is
expected to continue in perpetuity. Between these two points
lies a curvilinear line that may be estimated based on an analy-
sis of:

1. the expected remaining life of the S election and

2. the present value of the incremental
net economic benefits of the S corpo-
ration (i.e., the SEA) during the esti-
mated remaining life of the S elec-
tion.

Many of the risks that shorten the
remaining life of a corporation are similar
for both S corporations and C corpora-
tions. Business threats such as bankrupt-

cy, litigation, structural industry changes, macro- and micro-
economic conditions, and geopolitical risks similarly apply to
both S corporations and C corporations.

Consequently, the indication of value of S corporation
equity provided by empirical studies and analyses of C corpo-
rations inherently contemplate these risks.

To the extent that S corporations are subject to risk factors
inconsistent with C corporation risk factors, the SEAM premi-
um may overstate the indicated value of S corporation equity.
Certainly, one of these risk factors is the potential for revoca-
tion of the S election. Even if the S election is expected to con-
tinue in perpetuity, the SEAM does not specifically contem-
plate any risk of revocation.

Consequently, when applying the SEAM, analysts should
consider:

1. whether the terms and conditions of shareholder agree-
ments discourage shareholder behavior that may endanger
the S election and

2. whether the subject S corporation is in danger of revoca-
tion of the S election.

The presence of either of these conditions may require a
qualitative adjustment to the SEAM-adjusted value of S corpo-
ration equity.

CASH INVESTMENT RETURNS AND UNREALIZED CAPITAL GAINS

The SEAM assumes that S corporation investors are indifferent
between (1) cash in the form of dividend payments and (2)

“The application of the
SEAM analysis in a busi-
ness valuation exercise is 

relatively simple.”
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unrealized net capital appreciation of the equity securities.
Typically, this is not the case.

This is especially true when one considers that S corpora-
tion shareholders are required to recognize a pro rata share of
the reported net income of the S corporation on their person-
al income tax returns. As such, S corporation investors may be
faced with the unhappy prospect of having to pay income
taxes on S corporation earnings while receiving no dividends
to pay the tax.

Consequently, investors may be more willing to pay a pre-
mium—all other factors being equal—for an S corporation that
distributes some or all of its earnings. Therefore, the dividend
history, general distribution policy, expected future distribu-
tion policy, and projected cash flows of
the subject S corporation are important
matters to consider in the application of
the SEAM.

It cannot be overemphasized that
the SEAM equation inherently assumes
that the subject S corporation is expect-
ed to distribute 100 percent of its net
income. If this is not the case, the SEAM
may systematically overstate the value
of S corporation equity.

If the subject S corporation is not
expected to make “tax distribution” dividend payments to the
shareholders, the SEAM may substantially overstate the value
of S corporation equity. Typically any adjustment for the
expected future dividend distributions of the subject S corpo-
ration is recognized and quantified in the selection of the dis-
count for lack of marketability.

It is noteworthy that the dividend payout ratio (Dp) used in
the SEAM equation is the dividend payout ratio of similar pub-
licly traded C corporations, not the dividend payout ratio of
the subject S corporation.

Once again, the SEAM formula assumes that the dividend
payout ratio of the subject S corporation is 100 percent of
reported net income.

RECOGNITION OF CAPITAL GAINS TAXES

The SEAM equation assumes that C corporation investors rec-
ognize capital gains tax liabilities when incurred rather than
when realized. Under current U.S. tax law, capital gains taxes
are not assessed until the asset is sold. To the extent that C cor-
poration investors discount the contingent nature of the capi-
tal gains tax liability, the SEAM may overstate the value of S
corporation equity.

It would be extremely difficult—if not impossible—to esti-
mate (1) the potential investment holding period and (2) the
associated capital gains tax liability of the average C corpora-
tion investor. The most reasonable analysis is to assume that:

1. capital gains are derived from retained earnings and 

2. investors recognize the capital gains tax liability when
incurred rather than when realized.

Since the retained earnings of the S corporation increase
the tax basis of the S corporation equity, the S corporation is
theoretically not subject to the capital gains tax liability. C cor-
porations shareholders do not receive this same beneficial tax
treatment.

The SEAM equation models this tax treatment and assumes
that C corporation investors recognize the economic impact of
the contingent nature of capital gains tax liabilities when

incurred. To the extent this is not true,
the SEAM may overstate the value of S
corporation equity.

TAX STATUS OF BUYERS AND SELLERS

The SEAM inherently assumes that buy-
ers are willing to pay a premium for the
tax attributes of the seller. In other
words, the SEAM assumes that a poten-
tial buyer would be willing to pay a
premium to the seller for the S corpo-

ration organizational form.

Certainly this would be the subject of negotiations
between buyers and sellers. To the extent the buyer was not a
qualified S corporation shareholder, the buyer would resist
paying for a tax benefit that only the seller would benefit from.

On the other hand, the seller would attempt to maximize
the price of his ownership interest by locating a pool of poten-
tial buyers that would qualify for the S corporation tax benefits
and thereby pay the premium.

The SEAM assumes that the pool of potential buyers is
comprised of qualified S corporation shareholders. The SEAM
also assumes that these buyers would recognize—and pay
for—the economic benefits attributable to the income tax
treatment of S corporations. If it can be demonstrated that the
pool of most likely buyers is comprised of C corporations—or
other nonqualified S corporation shareholders—then the SEAM
premium would likely overstate the value of the S corporation
equity.

Even if the pool of most likely buyers is comprised of non-
qualified S corporation shareholders, a portion of the SEAM
premium may still be applicable to the analysis. The sellers may
be willing to accept a reduction in the SEAM premium as a
result of negotiations with a nonqualified buyer. In this case,
the most likely scenario would be a negotiated premium that
falls somewhere between the SEAM-adjusted indication of
value and the C corporation equivalent value.

“It cannot be overemphasized
that the SEAM equation 

inherently assumes that the
subject S corporation is

expected to distribute 100 
percent of its net income.”
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INCOME TAX LAW

The SEAM analysis inherently assumes that the current law
related to the beneficial income tax treatment of S corpora-
tions vis-à-vis C corporations will continue in perpetuity. In
most instances, this is the most reasonable assumption. Any
risk of income tax law changes that equally affect both S cor-
porations and C corporations is inherently reflected in the
stock prices and investment rates of return of C corporations. 

Consequently, these risks are reflected in the SEAM adjust-
ed indication of value of the S corporation. However, if it can
be demonstrated that there is increased risk of income tax law
changes that only affect S corporations, the application of the
SEAM may systematically understate
or overstate the indication of value of
an S corporation equity security.

PROFITABILITY ASSUMPTION

The SEAM adjusts the S corporation
equity value for the beneficial income
tax treatment attributable to S corpo-
ration shareholders vis-à-vis C corpo-
ration shareholders. If the subject S
corporation is not expected to be
profitable for some or all of the fore-
seeable future, there may be some reduction—or elimination—
of the beneficial income tax treatment realized by the S cor-
poration shareholders.

In other words, it is difficult to benefit from the income tax
treatment of an S corporation unless the company reports tax-
able income. Therefore, the SEAM may overstate the value of
the equity of an S corporation that is not expected to be prof-
itable in the foreseeable future.

SUMMARY AND CONCLUSION

The SEAM is a mathematical model that may be used to adjust
the appraised value of equity of an S corporation when empir-
ical studies/analyses of C corporations are used to estimate
value. The SEAM contemplates the differences in net econom-
ic benefits attributable to shareholders resulting from the dif-
fering income tax treatments of (1) S corporations and C cor-
porations and (2) their respective shareholders.

The SEAM is not a black box in which to throw numbers
and expect meaningful results. A careful and reasoned
approach to the initial business valuation analysis and the
SEAM analysis is required to estimate meaningful and appro-
priately supported indications of value of S corporation equity
securities.

Notes:

1. Since the publication of the Winter 2003 Insights, versions
of this article have appeared in Trusts and Estates magazine
and the Pennsylvania Family Lawyer journal.

This theory was also presented at the following: (1) 21st
and 22nd Advanced Business Valuation Conferences of the
American Society of Appraisers in October 2002 and 2003,
respectively, (2) 9th Annual SuperConference of the
Alliance of Mergers and Acquisition Advisors in July 2003,
and (3) Valuation and Litigation Support Conference of the
New Jersey Society of Certified Public Accountants in
October 2003.

A more comprehensive treatise of
this theory will be published in 2004
in (1) The Handbook of Business
Valuation and Intellectual Property
Analysis and (2) the Business
Valuation Review—the quarterly jour-
nal of the Business Valuation
Committee of the American Society
of Appraisers.

2. A capitalization rate is a per-
cent—or multiple—used to convert a
measurement of income into a value
indication. Capitalization rates may

take the form of a single-period capitalization rate, a multi-
period present value discount rate, or a market-derived
pricing (i.e., P/E) multiple.

3. There are a multitude of economic factors that contribute
to the capital appreciation (or depreciation) of equity
besides retained earnings, including macro-economic con-
ditions, capital market conditions, general interest rates,
transaction activity, etc. It is not feasible to mathematically
model all of the components that either contribute to or
detract from the capital appreciation of an equity security.
Therefore, the discussion contained in this article is based
on the assumption that capital appreciation is derived sole-
ly from retained earnings.

4. The author assumes that the capital appreciation of equity
is derived entirely from the undistributed earnings of the S
corporation. Since undistributed earnings increase the
income tax basis of the S corporation shares, the capital
appreciation is thereby tax-free.

5. The A1, A2, A3, etc. refer to specific cell references within
the Excel spreadsheet.

6. When the capital gains tax rate and income tax rate on div-
idends are identical, the dividend payout ratio selected will
not affect the SEAM.

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