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GYF CLE Course Offerings

The following courses have been presented by our professionals:

o The Business Valuation Process * Fraud & Forensic Accounting

* Understanding Standards of Value * Navigating the New Tax Laws:
and Levels of Value Recent Changes & 2013 Planning

* Income Approach to Business Valuation * Intangible Assets: Identification,

Valuation and Controversial Issues
o Manéez‘Approac/y to Business Valuation

* Understanding ESOPs and

* Cost/Asset Approach to Business Valuation Their Use In Exit Planning

* Quantification and Application * Advising Individual Tax Clients
of Valuation Discounts for 2013 and Beyond

* 8 Corporations vs. C Corporations: * Analyzing Financial Statements
Understanding Valuation Diﬁérences and Their Impact on Value

* Special Purpose Valuations: e Exit Planning: Considerations
ESOPs &3 Buy/Sell Agreements and Steps for Exiting a Business

* Special Purpose Valuations: * Planning in a Changing Tax Environment

Estate & Gift Tax Planning

o Law Firm Economics
* Economic Damages:

Lost Profits Determinations * Corporate Divorce
o Attorney’s Guide to Financial Statements * The Ins and Outs of Non-Cash Compensation
o Marcellus Shale: Income Tax €5 Valuation * International Taxation

Issues Related to Landowners
* Thorny Issues with Applying the
* Family Limited Partnerships: Income Approacb in a Legal Setz‘ing

Realities of Estate Planning with FLPs
* Tax Reform or Tax Calamity? —

* Business Entity Selection A Closer Look at the Tax Cuts {3 Jobs Act

O Structuring Transactions

Materials from these presentations can be downloaded at https://gyf.com/resources/documents/
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Grossman Yanak & Ford LLP

eadquartered in Pittsburgh, Grossman Yanak & Ford LLp is a regional certified public accounting and
consulting firm that provides assurance and advisory, tax planning and compliance, business valuation,
ERP solutions and consulting services. Led by six partners, the firm employs approximately 55 personnel who

serve corporate and not-for-profit entities.

Our firm was founded in 1990 on the idea that the key to successful, proactive business assistance is a com-
mitment to a high level of service. The partners at Grossman Yanak & Ford LLp believe that quality service is
driven by considerable involvement of seasoned professionals on a continuing basis. Today’s complex and dynamic
business environment requires that each client receive the services of a skilled professional with a broad range

of experience and knowledge who can be called upon to provide efficient, effective assistance.

Grossman Yanak & Ford LLP combines a diversity of technical skills with extensive “hands-on” experience
to address varied and complex issues for clients on a daily basis. We pride ourselves on bringing value-added
resolution to these issues in a progressive and innovative manner. Our ability to produce contemporary, creative
solutions is rooted in a very basic and ageless business premise — quality service drives quality results. Our
focus on the business basics of quality technical service, responsiveness and reasonable pricing has enabled the

firm to develop a portfolio of corporate clients, as well as sophisticated individuals and nonprofit enterprises.

Our professionals understand the importance of quality and commitment. Currently, the majority of the
professional staff in our Assurance & Advisory Services and Tax Services Groups hold the Certified Public
Accountant designation or have passed the examination and need to complete the time requirements for cer-
tification. Each of our peer reviews has resulted in the highest-level report possible, attesting to the very high
quality of our firm’s quality control function. The collective effort of our professionals has resulted in our firm

earning an exemplary reputation in the business community.

Grossman Yanak & Ford Lrp...Quality You Deserve!

401 LiBerTY AVENUE o THREE GATEWAY CENTER, SuiTE 1800 e PiTTsBURGH, PA 15222
PHONE: 412-338-9300 o Fax:412-338-9305 ¢ www.GYF.com
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ob heads our firm’s Tax and Business Valuation Groups. He has over 35

years of experience in tax and valuation matters that affect businesses, both
public and private, as well as the stakeholders and owners of these businesses. The
breadth of his involvement encompasses the development and implementation
of innovative business and financial strategies designed to minimize taxation and
maximize owner wealth. As his career has progressed, Bob has risen to a level of

national prominence in the business valuation arena.

His expertise in business valuation is well known, and Bob is a frequent speaker,
regionally and nationally, on tax and valuation matters. Bob is a course developer and national instructor for both
the American Institute of Certified Public Accountants (AICPA) and the National Association of Certified
Valuators and Analysts (NACVA). He has served as an adjunct professor for Duquesne University and Saint

Vincent College. He has also written articles for several area business publications and professional trade journals.

After graduating from Saint Vincent College in 1979 with Highest Honors in Accounting, Bob earned a
Masters of Science degree in Taxation with Honors from Robert Morris University. He is a CPA in Pennsyl-
vania and Ohio and is accredited in Business Valuation by the AICPA. Bob also carries the well-recognized
credentials of Accredited Senior Appraiser, Certified Valuation Analyst and Certified Business Appraiser.

A member of the American and Pennsylvania Institutes of Certified Public Accountants (PICPA), Bob
has previously chaired the PICPA Pittsburgh Committee on Taxation. He has also served as Chair of the
Executive Advisory Board of NACVA, its highest Board; as well as Chair of NACVA’s Professional Standards

Committee and its Education Board.

Bob received NACVA’s “Thomas R. Porter Lifetime Achievement Award” for 2013.The award is presented
annually to one of the organization’s 6,500 members, who has demonstrated exemplary character, leadership

and professional achievements to NACVA and the business valuation profession, over an extended period.

Bob is a member of the Allegheny Tax Society, the Estate Planning Council of Pittsburgh and the American

Society of Appraisers. He has held numerous offices in various not-for-profit organizations. Bob received the

PICPA Distinguished Public Service Award and a Distinguished Alumnus Award from Saint Vincent College.

Bob and his wife, Susie, live in Westmoreland County. They have two grown children.
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Melissa A. Bizyak, cPA/ABV/CFF, CVA

elissa, a partner in the firm’s Business Valuation & Litigation

Support Services Group, has practiced in public accounting for
more than 21 years. She has significant experience in business valuation and

tax-related issues for privately-held concerns and their owners.

Her business valuation experience is diverse, including valuations of com-
panies in the manufacturing, oil and gas and technology industries. These

valuations have been performed for various purposes such as financial reporting,

equitable distributions, buy/sell transactions, dissenting shareholder disputes,
Employee Stock Ownership Plans (ESOPs), value enhancement and gift and estate tax purposes. Melissa

also provides litigation support services including expert witness testimony.

After graduating from the University of Pittsburgh in 1994 with a B.S. in Business/Accounting, Melissa
spent two years with a local accounting firm in Pittsburgh. She joined Grossman Yanak & Ford LLP in 1997.

Melissa is a certified public accountant and is accredited in business valuation and certified in financial
forensics by the American Institute of Certified Public Accountants (AICPA). She has also earned the AICPA
Certificate of Achievement in business valuation. Additionally, Melissa carries the credentials of Certified

Valuation Analyst.

Her professional affiliations include the AICPA, the Pennsylvania Institute of Certified Public Accountants
(PICPA) and the Estate Planning Council of Pittsburgh. She is a member and previously served as the Chair
of the Executive Advisory Board of the National Association of Certified Valuators and Analysts (NACVA).
Melissa has written business valuation course-related materials and serves as a national instructor for NACVA.

She has also authored articles appearing in professional publications.

Melissa is a graduate of Leadership Pittsburgh, Inc.’s Leadership Development Initiative. She serves on
the Board of Directors of the Children’s Museum of Pittsburgh and is a member of the Executive Leader-
ship Team for the American Heart Association’s “Go Red for Women” initiative. Melissa is also a mentor
for women business owners through Chatham University’s MyBoard program. She was one of four female

CPAs in the State of Pennsylvania to be honored in the PICPA’s “Women to Watch” awards in 2017.

Melissa resides in the South Hills of Pittsburgh with her husband and their two sons.
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Brad W. Matthews, cpa, cva

rad has focused his career on providing valuation and litigation support

services since joining Grossman Yanak & Ford LLP in 2011. His experi-
ence includes financial statement and historical financial trend analysis, financial
modeling, and business risk assessment, as well as performing calculations required

for the preparation of business valuations and other consulting projects.

Brad has served clients in many industries including manufacturing, profes-

sional services, financial services, engineering, construction, retail, management

consulting, oil and gas, and technology. He has played a significant role in pro-
viding business valuation services for a range of purposes including gift and estate tax planning, Employee
Stock Ownership Plans (ESOPs), marital dissolutions, corporate divorce/shareholder disputes, financial and
tax reporting, buy/sell transactions, and general business planning. Further, his litigation support experience

includes the determination of lost profits and economic damages arising from various disputes.

Brad graduated from the University of Pittsburgh, earning a double major in Accounting and Finance with
a minor in Economics. Brad is a graduate of Class XXIV of Leadership Pittsburgh Inc.’s Leadership De-
velopment Initiative (LDI) program that hones the leadership skills of high-potential young professionals.

He is a certified public accountant (CPA) and has earned the Certified Valuation Analyst (CVA) designation
conferred by the National Association of Certified Valuators and Analysts (NACVA).

In his spare time, Brad enjoys golfing, following Pittsburgh sports and spending time outside with his family.
He lives in the North Hills with his wife, Alexis.
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Privately-Held Business Valuation in the Wake of the Tax Cuts & Jobs Act

1. Introduction

The Tax Cuts and Jobs Act (TCJA or the Act), represents the most significant overhaul of the Internal
Revenue Code in more than 30 years. The changes in the U.S. tax code resulting from enactment of the TCJA
on December 22, 2017, number in the hundreds and cover a wide breadth of income, estate and other tax
provisions and issues related to tax planning and compliance for individuals, families and businesses. Moreover,
it is expected that the significant tax overhaul of the Internal Revenue Code will have both an immediate

impact and some longer-term effects on the valuation of equity investments in privately-held businesses.

'The impact on the public stock market was evident in 2017 when anticipated tax cuts were a significant
factor that helped the market soar to record levels. The impact of the TCJA on the valuation of privately-held
businesses and equity ownership interests in those businesses is, and will remain, a major point of discus-
sion within the business valuation community. While the verdict on the new law’s effect on equity valuation
will not be fully known for years to come, there is an absolute effect on valuation to the extent that the new
provisions work to reduce attendant tax liabilities. And, these lower liabilities very often equate to additional

cash flow, and higher valuations.

Valuation 101

To understand how the tax reform package will affect valuations, it is necessary to develop a basic under-
standing of business valuation theory. At their core, asset valuations are based on future expectations for the
expected economic benefits that will accrue to that asset. In the case of a business valuation, the most commonly

used measure of the future economic benefit stream for purposes of these quantifications is free cash flow.

Note that all businesses are financed by capital contributed by owners (equity capital) and capital contributed

by lenders (debt capital), or some combination thereof.

Debt-free cash flow is representative of the cash available to invested capital holders (dividends for equity
capital holders and principal and interest for debt capital holders) after paying all business expenses (including
taxes), and making the necessary investments in working capital and capital expenditures to sustain and grow

a business.

In a business valuation under the Income Approach, forecasted free cash flows are discounted to their
present value using a risk rate (discount rate) that is intended to compensate investors for the time value of
money and any uncertainty (risk) existing in the receipt of the underlying benefit stream. Two popular models
employed in valuation that incorporate these fundamental relationships are the discounted cash flow model

and the capitalization of free cash flow model.

©Grossman Yanak & Ford e Chapter| - Page 1
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Privately-Held Business Valuation in the Wake of the Tax Cuts & Jobs Act

'The discounted cash flow model can be expressed as follows:

CF, CF, CE,

A s L CE s R s T
Where:
PV = Present value
CF = Expected cash flow in period
r - Discount rate
n = Number of periods from present value date

Under a discounted cash flow model, cash flows are forecast for discrete periods and varying levels of
growth in cash flows can be accounted for due to the flexibility of the model. However, a simplification of
the discounted cash flow model, known as the capitalization of free cash flow model, can be calculated if cash

flows are assumed to grow at a constant rate. The capitalization of free cash flow model is illustrated below.

CF,
PV = ——1_
(r—9)
Where:
PV = Present value
CFn = Expected cash flow in period
r = Discount rate
n = Long-term growth rate in cash flows

Both the discounted cash flow model and capitalization of free cash flow model will result in the same
conclusion of value if the assumptions, including expected benefit stream growth, between the two are held

constant. Rearranging the capitalization of free cash flow model above, it follows that:

PV_ 1
CF, (r—9)
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Privately-Held Business Valuation in the Wake of the Tax Cuts & Jobs Act

'This rearrangement illustrates a popular convention used in practice in which value is quoted as a multiple
of an underlying benefit stream. Although free cash flow is, perhaps, the most comprehensive metric to use
in quantifying a benefit stream, analysts often rely on other more readily available proxies for a benefit stream
such as earnings before interest, taxes, depreciation and amortization (EBITDA), sales, or earnings when using

price/valuation multiples.

From the overview of these two models, it can be observed that valuation is primarily an economic risk
analysis based on two inputs: a numerator equal to the expected free cash flows and a denominator reflective
of the risk associated with the receipt of these cash flows. In consideration of any determination of value, it is
critical to consider all of the implications of the impact of the TCJA. Within such an approach, it would be
inappropriate to consider the effects of the tax law on just one part of the valuation equation, numerator or

denominator, as investment risk is inherently included in both sides.

Today we will explore the provisions of the TCJA that may potentially impact these traditional valuation
inputs and their corresponding effects on conclusions of value under all three valuation approaches, as well as
how the new law will likely affect determinations of cost of capital. As you are aware, the potential impact of

the TCJA on any privately-held business valuation will be facts and circumstances sensitive.
Today’s program is divided into chapters with this introduction being the first. The remaining chapters include:

»  Chapter II — Relevant Tax Reform Provisions for Valuation Considerations — We will provide a brief
overview of those provisions of the TCJA that we believe will have the most profound impact on the
valuation of privately-held businesses.

Chapter III - Income Approach Considerations —This chapter will address in depth both the numerator
(cash flow) and denominator (discount or risk rate) and how inputs predicated on specific provisions

of the TCJA will change these key inputs. Examples will be included to provide clarifying illustrations.

*  Chapter IV — Market Approach Considerations — The Market Approach works to assimilate actual
transaction data available in the marketplace to the valuation process for privately-held companies. The
impact of the TCJA on the historical information available from these sources will be discussed as well
as the expected process by which this historical information will require modification due to changes
set forth in the new law, resulting in valuation multiples being adjusted for the effects of the TCJA.

*  Chapter V — Cost/Asset Approach Considerations — The asset-based methods under the cost/asset ap-
proach will be examined in this chapter in consideration of the TCJA. Principal focus will be on issues
surrounding built-in gains and the effects of the actual corporate tax rate changes afforded by the
TCJA on the net asset methods available under this approach.

©Grossman Yanak & Ford e Chapter| - Page 3
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*  Chapter VI- C Corporations versus S Corporation Issues — One of the most talked about and controver-
sial issues over the last two decades has been the impact of S corporation operating and tax structures
versus C corporation tax structures and how those structures impact valuation. These differences are even
more pronounced after the enactment of the TCJA, and as such, have been a major point of interest
among the business valuation community and users of business valuation. Discussions revolve around

exactly how valuators will handle tax-affecting pass-through entities post enactment of the TCJA.

»  Chapter VII — Concluding Remarks — We will conclude by summarizing how we think privately-held
businesses stand to benefit from the TCJA.

Note that, as is the case with all of our programs, today’s presentation is not intended to be an all-encom-
passing presentation but, rather, to provide an overview of how the specific provisions of the tax reform may
impact the value of privately-held businesses, as each business is unique. Please feel free to contact any of the

speakers in the event that you have a follow up comment or question that we do not address in the session.

We do appreciate how busy each of you are and we thank you for spending your morning with us. We
hope that our time together is beneficial for you and that you are able to return to your offices and practices

and have a working knowledge of the impact of the tax act on the valuation of privately-held businesses.

‘Thank you!
Bob Grossman Melissa Bizyak Brad Matthews
412-338-9304 412-338-9313 412-338-2227
grossman@gyf.com bizyak@gyf.com bmatthews@gyf.com
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Privately-Held Business Valuation in the Wake of the Tax Cuts & Jobs Act

II. Relevant Tax Reform Provisions for Valuation Considerations

The Tax Cuts and Jobs Act (TCJA) is the most significant change to our nation’s tax code since the Tax
Reform Act of 1986, enacted more than 30 years ago. The changes encompassed in the TCJA cover a wide
breadth of income tax provisions and issues related to income tax planning and compliance for individuals,
tamilies and businesses. This significant tax overhaul has both immediate and long-term impacts on the valu-
ation of equity investments in privately-held businesses. We believe those provisions within the TCJA will

have the greatest effect on the valuation of privately-held businesses.

*  Corporate and Individual Tax Rates

* Limitations on the Deductibility of Interest

 Capital Expenditure Cost Recovery

* Research and Experimental Expenditures

* Net Operating Losses

+ Temporary Sunset Provisions

'This chapter is intended to provide a detailed discussion of each of the aforementioned provisions within
the TCJA and will function as the technical base to our later demonstrations on how these provisions are likely
to impact the methodologies and approaches employed in the valuation of equity investments in privately-
held businesses. Accordingly, the goal of this chapter is to establish an understanding of the changes to the
U.S. tax code captured in the six specific areas noted above. However, it should be noted that the provisions

identified and discussed herein do not encompass all of the changes within the TCJA, but only those which

we believe will have the greatest impact on the valuation of privately-held businesses.

Corporate and Individual Tax Rates

Individual Tax Rates
At the heart of the TCJA legislation, and as heavily promoted by the President as well as Republicans in

both the House and Senate, the individual marginal income tax rates, and the brackets to which those rates
apply, have been changed for tax years 2018 through 2025. While the President had campaigned for a two-

rate system, the House bill moved that number to four and, finally, the Senate bill expanded them to seven.

©Grossman Yanak & Ford e Chapter Il « Page 5
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'The final bill coming from the Conference Committee contained seven separate marginal income tax rates:

10%, 12%, 22%, 24%, 32%, 35%, and 37%.

As one would expect, the marginal income tax rates are applied over several ranges of income, commonly
referred to as “income brackets,” with the highest rates applied to the highest levels of incomes. As such, the
final legislation maintains the historical emphasis on the progressive nature of the U.S. individual tax system.

'The bracket amounts are adjusted annually for inflation. The tax brackets and rates are listed in the tables below

Single Taxpayers — For Tax Years Beginning in 2018

Rate Taxable Income Tax Owed

10.0% $0 to $9,525 10% of taxable income

12.0% $9,252 to $38,700 $952.50 + 12% of the amount over $9,525

22.0% $38,700 to $82,500 $4,453.50 + 22% of the amount over $38,700
24.0% $82,500 to $157,500 $14,089.50 + 24% of the amount over $82,500
32.0% $157,500 to $200,000 $32,089.50 + 32% of the amount over $157,500
35.0% $200,000 to $500,000 $45,689.50 + 35% of the amount over $200,000
37.0% $500,000+ $150,689.50 + 37% of the amount over $500,000

Married Individuals Filing Separately — For Tax Years Beginning in 2018

Rate Taxable Income Tax Owed

10.0% $0 to $9,525 10% of taxable income

12.0% $9,252 to $38,700 $952.50 + 12% of the amount over $9,525

22.0% $38,700 to $82,500 $4,453.50 + 22% of the amount over $38,700
24.0% $82,500 to $157,500 $14,089.50 + 24% of the amount over $82,500
32.0% $157,500 to $200,000 $32,089.50 + 32% of the amount over $157,500
35.0% $200,000 to $500,000 $45,689.50 + 35% of the amount over $200,000
37.0% $500,000+ $150,689.50 + 37% of the amount over $500,000

Chapter Il « Page 6 ©Grossman Yanak & Ford Lip
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Married Individuals Filing Jointly & Surviving Spouses — For Tax Years Beginning in 2018

Rate Taxable Income Tax Owed

10.0% $0 to $19,050 10% of taxable income

12.0% $19,050 to $77,400 $1,905 + 12% of the amount over $19,050
22.0% $77,400 to $165,000 $8,907 + 22% of the amount over $77,400
24.0% $165,000 to $315,000 $28,179 + 24% of the amount over $165,000
32.0% $315,000 to $400,000 $64,179 + 32% of the amount over $315,000
35.0% $400,000 to $600,000 $91,379 + 35% of the amount over $400,000
37.0% $600,000+ $161,379 + 37% of the amount over $600,000

Heads of Household — For Tax Years Beginning in 2018

Rate Taxable Income Tax Owed

10.0% $0 to $13,600 10% of taxable income

12.0% $13,600 to $51,800 $1,360 + 12% of the amount over $13,600
22.0% $51,800 to $82,500 $5,944 + 22% of the amount over $51,800
24.0% $82,500 to $157,500 $12,698 + 24% of the amount over $82,500
32.0% $157,500 to $200,000 $30,698 + 32% of the amount over $157,500
35.0% $200,000 to $500,000 $44,298 + 35% of the amount over $200,000
37.0% $500,000+ $149,298 + 37% of the amount over $500,000

Estates & Trusts — For Tax Years Beginning in 2018

Rate Taxable Income Tax Owed

10.0% $0 to $2,550 10% of taxable income
24.0% $2,550 to $9,150 $1,360 + 12% of the amount over $13,600
35.0% $9,150 to $12,500 $5,944 + 22% of the amount over $51,800
37.0% $12,500+ $12,698 + 24% of the amount over $82,500

An individual taxpayer who receives business income from a pass-through business entity (an S corporation,
a partnership, a limited liability company and/or a sole proprietorship) is taxed on that income at the regular
individual income tax rates. The individual owners in an S corporation or partnership take into account, on
their personal Forms 1040, U.S. Individual Income Tax Return, their respective shares of the entity’s items of

income, gain, loss, deduction and credits that are reported to them on their respective Schedules K-1.
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Each of these items is required to be included on the owner’s separate income tax returns, regardless of
whether the income is actually distributed to the owner group during the tax year. In contrast, a sole propri-
etorship and rental property activities that are not incorporated are not treated as separate from the owner for

tederal income tax purposes; as such, the owner is taxed directly on the income from that business.

Each year, an individual S corporation shareholder or partner must report his or her share of S corporation
or partnership income or loss on his or her Form 1040, Schedule E, Supplemental Income and Loss. An individual
who owns and operates a business as a sole proprietor must calculate his or her business income or loss on
Form 1040, Schedule C, Profit or Loss from Business. An individual who owns rental properties must calculate

his or her rental income or loss on Form 1040, Schedule E, Supplemental Income and Loss.

Individual taxpayers compute their regular federal income tax liability for any tax year by multiplying their
calculated taxable income (inclusive of all pass-through items) by the appropriate marginal income tax rate,
subtracting allowable credits and adding other taxes if applicable. As discussed earlier, the tax law is progres-
sive and rates are graduated, so income is taxed at higher marginal rates as the individual taxpayer earns more
income. For the 2017 tax year, the highest marginal income tax rate for individuals is 39.6%. For tax years

beginning after December 31, 2017 through December 31, 2025, the maximum marginal tax rate is 37%.

Corporate Income Tax Rate Reduction

While President Trump campaigned on a top marginal income tax rate of 15% for America’s corpora-
tions, and the bills introduced by the both the House and the Senate proposed a 20% top marginal income
tax rate, the Conference Committee compromise yielded a flat marginal income tax rate of 21%. The enacted

rate represents a significant reduction from the prior-law graduated rate system.

Prior to the TCJA, C corporations were subject to a graduated rate system that included four tax rates
ranging from 15% to 35%. The specific graduated tax brackets were set fairly low (incomes under ($75,000),
with taxable income of $335,000 and above being taxed generally at a flat rate of 34%. However, the prior law
also resulted in a 35% corporate rate for taxable income in excess of $10 million. The top marginal income tax
rate under the prior law was the highest in the industrialized world and, according to most observers, placed

the United States at a significant competitive disadvantage as compared to alternative business locales.

For tax years beginning after December 31,2017, the TCJA permanently eliminates the previous gradu-

ated corporate tax rate structure, and corporate taxable income is taxed at a 21% flat rate.
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Business Interest Limitation

The TCJA, as enacted, adds a significant change to the traditional deduction for business interest. Prior
to the new law, interest paid or accrued by a business was generally deductible in the computation of taxable
income, subject to various limitations. For a taxpayer “other than a corporation,” the deduction for interest on
indebtedness that was allocable to property held for investment (investment interest) was limited to the tax-
payer’s net investment income for the tax year. For tax years beginning after 2017, the deduction for business

interest is limited to the sum of:
* the taxpayer’s business interest income;
* the taxpayer’s floor plan financing interest; and

* 30% of the taxpayer’s adjusted taxable income for the year.

As with many tax provisions, careful attention must be paid to definitions to fully comprehend the limitation:

*  Business interest — any interest paid or accrued on indebtedness properly allocable to a trade or busi-
ness. It does not include investment interest.

1t is obvious from the definition that Congress intended the “interest expense” addressed in this provision to be

that interest incurred in connection with the conduct af business operations af any particular trade or business.

*  Business interest income — the amount of interest includible in the taxpayer’s gross income for the tax
year that is properly allocable to a trade or business. It does not include investment income.

Hereto, the interest income is that generated from operating assets. It is assumed that certain interest might
be generated from invested working capital, but beyond such a circumstance, it is unlikely that most businesses

will have substantial business interest income, as the definition delineates it from investment income.

*  Business interest floor plan financing interest — interest paid or accrued on indebtedness used to finance
the acquisition of motor vehicles held for sale or lease to retail customers and secured by the inventory
so acquired.

Importantly, while the limitation would apply to most taxpayers, the TCJA provides an exception for small
businesses. The business interest limitation does not apply to small businesses with average gross receipts of

$25 million or less (adjusted for inflation).

A taxpayer meets the small business test for the tax year if its average annual gross receipts for the three tax

years ending with the prior tax year do not exceed $25 million (adjusted for inflation after 2018). In the case
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of a taxpayer that is not a corporation or partnership, the gross receipts test is applied in the same manner as

if the taxpayer were a corporation or partnership. The small business exception is not available to tax shelters.

Any business interest paid or properly accrued for any trade or business that is limited under this provision

may be carried forward indefinitely. This carryforward is discussed in greater depth below.

Note, also, that the business interest limitation applies to both partnerships and S corporations. The deduc-
tion limitation is computed and applied at the pass-through business entity level, and the disallowed interest

of the business entity is then allocated to each partner or shareholder as “excess business interest.”

'The obvious effect of the new rule is to limit the deduction of net interest expenses to 30% of the affected
taxpayer’s adjusted taxable income. In the first step of the computation, the deduction for business interest
and floor plan financing interest is permitted to the full extent of business interest income and floor plan
financing interest. The second step comes into play if the taxpayer has any interest expenses that exceed these

amounts. In these cases, the deduction is limited to 30% of adjusted taxable income.

For purposes of applying the business interest limitation, the taxpayer’s adjusted taxable income is calcu-
purp pplying pay ]

lated by starting with taxable income calculated for regular tax purposes and excluding the following items:
* any item of income, gain, deduction, or loss that is not properly allocable to a trade or business;
* any business interest or business interest income;
* the amount of any net operating loss deduction;
* the 20% deduction for qualified business income of a pass-through; and

* for tax years beginning before January 1,2022, any allowable deduction for depreciation, amortization
or depletion.

'The Internal Revenue Service is authorized to provide other adjustments to the computation of adjusted

taxable income as it deems necessary to facilitate the intent of the provision.

Under the TCJA, for purposes of calculating the business interest deduction limitation, a trade or busi-
ness does not include the performance of services as an employee. Therefore, wages of an employee are not

included as part of the taxpayer’s adjusted taxable income.

For taxpayers involved in a real property trade or business, there is an election available under the TCJA
to be excluded from the limitation. An electing real property trade or business is any real estate development,
redevelopment, construction, reconstruction, acquisition, conversion, rental, operation, management, leasing,

or brokerage trade or business.
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The result of such an election is that interest expenses paid or accrued in an electing real property trade
or business is not business interest subject to the limitation. The election is made at a time and manner as

provided by the Internal Revenue Service. Once made, the election is irrevocable.

'The amount of business interest not allowed as a deduction for the tax year under the new rules can be
carried forward and treated as business interest paid or accrued in the succeeding tax year. The interest may

be carried forward indefinitely, subject to certain restrictions for partnerships and S corporations.

As noted above, for partnerships or S corporations, the limitation on the deduction of business interest is
applied at the entity level. Any deduction for business interest is taken into account in determining the non-
separately stated taxable income or loss of the partnership or S corporation. While any business interest not
deductible generally may be carried forward indefinitely to succeeding tax years, restrictions apply for these

pass-through business entities.

The adjusted taxable income of each partner or shareholder is determined without regard to the partner’s
or shareholder’s distributive share of any item of income, gain, deduction or loss of the partnership or S cor-
poration. This prevents double-counting of the same dollars used in the adjusted taxable income of the entity

generating additional interest deductions passed through to those partners or shareholders.

In a case where the partnership or S corporation has excess taxable income for purposes of the deduction
limit, then the excess is passed through to the partners or shareholders. The adjusted taxable income of each
partner or shareholder is increased by the partner’s or shareholder’s distributive share of the entity’s excess tax-
able income. A partner’s or shareholder’s distributive share of partnership excess taxable income is determined

in the same manner as his or her distributive share of non-separately stated taxable income or loss of the entity.

The excess taxable income of a partnership or S corporation is a percentage of the entity’s adjusted taxable

income for the year, and is calculated as follows:

+  30% of the entity’s adjusted taxable income, over its net excess business interest (the excess of business

interest of the entity, reduced by floor plan financing interest, over business interest income); over
*  30% of the entity’s adjusted taxable income.
'The above-noted addition to a partner’s or shareholder’s adjusted taxable income is intended to allow the

partners or shareholders to deduct more interest than they may have paid or incurred during the year, to the

extent the entity, itself, could have deducted more business interest.
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The disallowed interest of a partnership or S corporation is NOT carried forward to the succeeding tax
year. Rather, the disallowed interest of the entity is treated as excess business interest that is allocated to each

partner or shareholder in the same manner as any non-separately stated item of taxable income or loss.

Allocated excess business interest for the current tax year is treated by the partner or shareholder as busi-
ness interest paid or accrued by the partner or shareholder in the next succeeding year. The allocated excess
business interest is carried forward to the next succeeding tax year by the partner or shareholder, but only to
the extent that he or she is allocated excess taxable income from the entity in the succeeding year. Excess tax-
able income allocated to a partner or shareholder for any tax year must be used against excess business interest

from the entity from all tax years before it may be used against any other business interest.

Should a partner or shareholder find that he or she does not have enough excess taxable income from the
entity to offset the carried forward excess business interest, the interest must continue to be carried forward to
succeeding tax years. In all subsequent tax years, the excess business interest carried forward by the partner or
shareholder is treated as paid or accrued in the next subsequent tax year and may only be used against excess

taxable income allocated by the entity to the partner or shareholder for that tax year.

'The following example illustrates the mechanics behind the calculations for the business interest limita-
tion in a partnership or other pass-through entity. Assume that P (a partnership) is owned equally by X Co. (a
“regular” C corporation) and an individual. Further, assume that P generates $160,000 of net income during

the tax year, which includes a $40,000 expense for interest paid or accrued on trade or business debt.

Initially, the overall limit must be calculated to determine if the interest expense exceeds 30% of the part-

nership’s adjusted taxable income (before consideration of the interest expense deduction). As calculated under
this limitation, P’s “deductible” interest expense is $60,000 for the year [($160,000 + $40,000) x 30%]. Thus, P
reports non-separately stated income for the tax year of $160,000 (taking the full amount of the interest expense).

The “excess” limitation amount for P is $20,000 ($60,000 — $40,000). P’s “excess taxable income”is $66,667,
which is computed by applying a fraction — the numerator of which is the excess limitation amount, and the
denominator is the general limitation amount multiplied by P’s adjusted taxable income [$20,000 / ($60,000
x $200,000)]. As X Co.is a 50% partner, its distributive share of P’s excess taxable income is $33,333.

Note, that these calculations are performed at the business entity (partnership) level.

Turning to the partner level, X Co. has no taxable income from its other operations for the tax year, and
it has paid or accrued $25,000 of business interest expense. Under the TCJA, X Co.’s “partner-level” adjusted
taxable income for the year is computed without regard to the distributive share of the non-separately stated

income of P.
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X Co.’s deduction for its business interest expense of $25,000 (the non-P interest expense incurred in its
trade or business operations) is limited to 30% of the sum of its adjusted taxable income (without inclusion of the

pass-through income from P), plus its distributive share of the “excess” taxable income from the P partnership.

'Thus, the amount of the $25,000 interest expense that is deductible is $10,000 [30% x ($0 + $33,333)]. As
a result of the TCJA, X Co. may deduct $10,000 of its business interest and has an interest deduction disal-
lowance of $15,000. The disallowed amount of $15,000 represents the amount of excess business interest at the

partner level and is treated as an amount paid or accrued by X Co. in the following tax year.

Unfortunately, computations such as this one do nothing for simplifying the Internal Revenue Code. One
must appreciate that the goal of generating some level of revenue from a tax bill designed to provide substantial
tax cuts is a necessary part of the budget process. However, the stealthy manner in which provisions such as
this find their way into the final bill is dismaying, as the added complexity (and associated cost) of taxpayer

compliance can be stifling.

Cost Recovery/Bonus Depreciation Rules

Temporary 100% Cost Recovery of Qualifying Business Assets

Special accelerated tax depreciation and cost recovery allowances have long been part of the Internal
Revenue Code, with the intended motivation being to encourage capital investment in new machinery and

equipment, which is perceived by Congress to create new jobs.
quip P Y g J

Before passage of the TCJA, an additional first-year bonus depreciation deduction was allowed for 50%
of the adjusted basis of qualified property, the original use of which had to begin with the taxpayer (meaning
the property had to be “new”), as long as the property was placed in service before January 1, 2020 (January
1,2021, for certain property with a longer production period). The 50% allowance was originally scheduled to
be phased down for property placed in service after December 31,2017 (after December 31,2018, for certain
property with a longer production period).

Effective with the enactment of the TCJA, the bonus depreciation rate is increased to 100% for property
acquired and placed in service after September 27, 2017, and before January 1, 2023. The rate of bonus de-

preciation will phase down thereafter.

Interestingly, the TCJA eliminates the previous requirement that only new property is eligible for bonus

depreciation. The implications of this change are very broad. For example, by statute, it appears as though
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the entire cost of eligible depreciable property acquired in a business acquisition through a purchase of assets
or through an acquisition of the units of an LLC or partnership interests of an entity taxed as a partnership,

would be permitted to be expensed in a single year.

This change could cause a very different determination of investment return for an investor who is ac-
uiring an operating entity. The end result of the ability to immediately expense the portion of the purchase
quiring p ) Y y exp p p
price that is allocated to short-term assets (i.e., the manufacturing equipment) could be a material factor in
determining the ultimate purchase price. This change is significant and should be carefully considered for all

transactions and tax years beginning after December 31, 2017.

It is important to understand that not all property will be eligible for bonus depreciation, and there are
some special rules related to certain industries. Care should be taken to ensure that one understands the

special rules and special assets that are either excluded from the statute or specifically allowed under the law.

In general, the bonus depreciation percentage rates under the TCJA (by tax year) are as follows:
* 100% for property placed in service after September 27,2017, and before January 1, 2023;

*  80% for property placed in service after December 31, 2022, and before January 1,2024;

*  60% for property placed in service after December 31, 2023, and before January 1, 2025;

*  40% for property placed in service after December 31, 2024, and before January 1, 2026;

*  20% for property placed in service after December 31, 2025, and before January 1,2027;

* 0% (bonus expires) for property placed in service after December 31, 2026.

For tax years beginning after December 31, 2017, taxpayers may elect to apply the 50% rate (instead of
the 100% rate) for qualified property placed in service during the taxpayer’s first tax year ending after Sep-
tember 27,2017.The TCJA dictates that the time and manner of making the election will be provided by the

Internal Revenue Service.

It is also important to understand that a taxpayer is permitted to make an election to bypass the use of
bonus depreciation. In some situations, this may be beneficial, depending upon the specific situation and the
facts and circumstances of the taxpayer. While not commonly used, this election can be an important tax

planning strategy in the right circumstance and should always be considered.
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Recovery Period for Real Property Shortened

In an important change, eftective for property placed in service after December 31, 2017, “qualified im-

provement property” is removed as a specifically named category of property eligible for bonus depreciation.

Under prior law, such eligibility as qualified improvement property as a separate category of property
eligible for bonus depreciation was necessary because some types of improvements that met the definition of
qualified improvement property had a recovery period of 39 years. Thus, this 39-year qualified improvement
property would not have been eligible for bonus depreciation without the separate category (bonus deprecia-

tion generally only applied to property with an MACRS recovery period of 20 years or less).

'The TCJA, however, provides a standard 15-year recovery period for all qualified improvement property
placed in service after December 31, 2017. This means that qualified improvement property will be eligible
tor bonus depreciation because it has a recovery period of 20 years or less. This is a significant and important

change for taxpayers.

Special Bonus Depreciation Rules for Businesses that Have Floor Plan Financing

The TCJA has placed limitations on the use of bonus depreciation for any trade or business that has floor
plan financing, and such interest on the floor plan indebtedness is excluded from the limitations on inter-
est expense under the new law. As noted earlier, businesses with floor plan interest are permitted a full tax
deduction for the interest incurred on the indebtedness. As a trade-off, these businesses are not permitted to

use bonus depreciation, and must depreciate their capital expenditures under the normal (“non-bonus”) rules.

Used Property Acquired for Use in a Trade or Business

Property acquired and placed in service after September 27,2017, which was previously used by an unre-

lated person, can now qualify for bonus depreciation if the property meets certain “acquisition requirements.”
'These acquisition requirements are met if:
* the taxpayer did not use the property at any time before acquiring it; and

* the taxpayer acquired the property by “purchase.”

Any acquisition is considered a purchase unless the property:

* isacquired from a person whose relationship to the taxpayer would bar recognition of a loss in any trans-
action between them (with the taxpayer’s family limited to spouse, ancestors and lineal descendants);
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* is acquired by one member of a controlled group of corporations from another member (substituting
50% for the 80% that would otherwise apply with respect to stock ownership requirements);

* has a basis in the hands of the acquiring taxpayer determined, in whole or in part, by reference to the
adjusted basis of the person from whom the property was acquired (e.g., a gift); or,

* has a basis determined relating to inherited or bequested property.

As noted earlier, this change can be significant, especially in situations where an entire business is acquired.

Effective Date of Bonus Depreciation Provisions

Note, that the effective date of the bonus depreciation provision is for property placed in service after
September 27, 2017. This is one of the very few provisions that have any specific applicability to tax years
ended on December 31, 2017, or later. Taxpayers should keep in mind that the TCJA can prove beneficial if
they purchased new or used assets during the period September 28th through December 31st. In these cases,

and if the assets were placed in service, the total cost can be expensed in 2017

Expensing of Depreciable Assets (IRC Section 179)

A taxpayer may (subject to limitations) elect under Code Section 179 to deduct (or “expense”) the cost of
qualifying property, rather than to recover such costs through depreciation deductions. Prior to the TCJA, the
maximum amount a taxpayer could expense was $500,000 of the cost of qualifying property placed in service
for any tax year. The $500,000 amount was reduced on a dollar-for-dollar basis (but not below zero) by the
amount by which the cost of qualifying property placed in service during the tax year exceeded $2 million.

These amounts were indexed for inflation.

In general, qualifying property is defined as depreciable tangible personal property that is purchased for
use in the active conduct of a trade or business. It includes oft-the-shelf computer software as well as quali-
fied real property (i.e., qualified leasehold improvement property, qualified restaurant property and qualified

retail improvement property).

Under the TCJA, the Section 179 dollar limitation is increased to $1 million, and the investment limitation
is increased to $2.5 million for tax years beginning after December 31, 2017. These increases are permanent

and will be inflation-adjusted for tax years beginning after 2018.

Additionally, the definition of “qualified real property” eligible for expensing is expanded to include im-

provements to the interior of any nonresidential real property (qualified improvement property), as well as
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roof components, heating, ventilation and air-conditioning property, fire protection and alarm systems, and

security systems installed on such property.

The exclusion from expensing for tangible personal property used in connection with lodging facilities
(such as residential rental property) is eliminated. The $25,000 Section 179 expensing limit on certain heavy
vehicles is scheduled to be inflation-adjusted after 2018.

As under prior law, a taxpayer must elect to treat qualified real property as Section 179 property. If the
election is made, and the total cost of all Section 179 property (including qualified real property exceeds the

investment limitation, the dollar limitation is subject to reduction on a dollar-for-dollar basis.

By definition, “qualified improvement property”is an improvement to an “interior portion” of a building that
is nonresidential real property, provided the improvement is placed in service after the date that the building
was first placed in service. However, improvements related to the enlargement of the building, an elevator or

escalator, or the internal structural framework of the building are not qualified improvements.

Research and Experimentation Expenses

A highly regarded activity related to future economic growth and job creation centers on the creation of
new and ever-improving technology. Recognized by Congress as integral to the well-being of the country,

incentives for research and experimentation expenditures have long been part of the Internal Revenue Code.

While the TCJA maintains a deduction for expenditures incurred in these activities, the expensing alter-
natives are not as lucrative as under prior law. Before passage of the TCJA, a taxpayer was permitted to use

one of three alternative methods to account for research and experimental expenditures:
1. currently deduct the expenditures in the year in which they are paid or incurred,;

2. elect to treat the expenditures as deferred expenses, amortizable over a period of at least 60 months,
beginning in the month that benefits are first realized from the expenditures; or

3. elect to amortize the expenditures over 10 years, beginning in the tax year in which they are paid or
incurred

If none of these options were used by the taxpayer, they were generally required to capitalize the expenditures.

The TCJA effectively eliminates the “current” deduction alternative for research and experimentation
expenses incurred after 2021. In addition, the rule allowing taxpayers to elect an amortization period of 60

months or more, beginning when benefits are first realized, is eliminated after 2021. As such, only the rule
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allowing a taxpayer to elect 10-year amortization of research and experimental expenditures, beginning in the

year the expenditures are paid or incurred, remains available after 2021.

Amounts paid or incurred for specified research or experimental expenditures after December 31, 2021,
attributable to foreign research, must be amortized ratably over 15 years. Note, however, that there is no re-
striction on the deduction of research or experimental expenditures attributable to foreign research if paid or

accrued before 2022.

Research and experimental expenditures are well addressed within the statutes, regulations and case law,

and must be given careful consideration in their classification and treatment for federal income tax purposes.

Net Operating Losses (NOLs)

Historically, a net operating loss (NOL) was permitted to be carried back two years and carried forward
20 years to offset taxable income in such years. Different carryback periods were applied with respect to NOLs
arising in varying circumstances. For example, extended carryback periods were allowed for NOLs attributable

to specified liability losses and certain casualty and disaster losses.

Two important changes to the NOL rules will be far-reaching. With the enactment of the TCJA, NOLs
arising in a tax year ending after December 31,2017 are no longer allowed to be carried back (with very limited
exceptions for NOLs attributable to farm losses and certain insurance companies) and are permitted only to
be carried forward. The 20-year limitation on carryforwards is repealed, and the NOLs may now be carried

torward indefinitely.

'The other substantive change relates to how much income in any future year may be offset by a NOL. Under
the new law, a NOL arising in a tax year beginning after December 31,2017, may only reduce 80% of taxable

income in any remaining carryback or carryforward tax year (versus 100% under prior law).

The effective date provides that the provision limiting a NOL deduction to 80% of taxable income is effec-
tive for NOLs arising in tax years beginning after 2017. The effective date eliminating the two-year carryback
period is for NOLs arising in tax years ending after 2017.

'This difference is important to 2017/2018 fiscal-year taxpayers. A NOL arising in the 2017/2018 fiscal year
may not be carried back two years, since it arose in a tax year ending after 2017. However, the same NOL is not

subject to the 80%-of-taxable-income limitation, since the NOL did not arise in a tax year beginning after 2017.

Effective for NOLs that arise in tax years beginning after December 31,2017, the NOL deduction for a

future tax year is limited to the lesser of:
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* the aggregate of NOL carryovers (i.e., carryforwards) to the tax year, plus NOL carrybacks to the tax

year; or

*  80% of taxable income computed for the tax year, without regard to the NOL deduction allowed for
the tax year.

Since the 80%-of-taxable-income limit applies to losses arising in tax years beginning after December
31,2017, NOL carrybacks and carryforwards attributable to losses that arise in tax years beginning before
January 1, 2018, are not subject to the 80% limitation.

Sunset Provisions

Although the TCJA makes substantial changes to the Internal Revenue Code, in order to comply with

certain budgetary constraints, the TCJA contains a “sunset,” or an expiration date, for many of its provisions.

All of the substantive provisions affecting individual taxpayers are currently applicable in tax years 2018
through 2025. Thus, at the end of this seven-year period, all of the provisions expire, and the tax law in 2026
will revert to the law in force in 2017. This outcome presupposes that Congress will not see fit to extend the

provisions beyond 2025.

Conclusion

Of course, it is imprudent to believe that Congress will not, at least in some way, meddle in the law that
was recently passed during the next seven years. The issue that becomes front and center is Congress’inability
to leave tax laws in force until a proper evaluation of their usefulness can be determined. Moreover, the past
experience of Congress in addressing an “extender package” (a tax law renewing an expiring tax provision for
another year) each year is not good. Thus, it remains to be seen whether the TCJA provisions affecting individu-
als will be extended prior to their sunset dates at the end of 2025, or even if the law continues in its current

form at that point. Unfortunately, such an environment makes long-term planning difficult, if not impossible.

Due to forward-looking nature of valuation coupled with the aforementioned considerations, we expect
that approaches to valuation will most likely rely on forecasting to capture the specific nuances of the prevailing
tax rules in each respective period as well as the effect of those specific clauses set to sunset by 2025. However,

it should be noted, the main changes in the corporate tax rate provisions are, by and large, permanent.

These elements of the TCJA will affect computations of future economic benefits (i.e., cash flows) by re-
ducing the amount of cash outflows required to fund annual income tax liabilities. This additional cash flow

is expected to provide a degree of value enhancement, usually in high equity values.
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II1. Income Approach Considerations

A basic premise of all valuation is that the value of any financial asset, including a capital equity interest, is
equal to the value of all future economic benefits that will inure to the holder of that interest over the investment
period, reduced to a current or present value at a particular date of valuation. Of the three approaches available
to business valuators under governing professional standards, income, market and cost/asset, the Income Ap-

proach most directly aligns subject company data with this basic premise.

Application of the Income Approach is facilitated by applying one of two primary valuation methodologies,
the discounted future economic benefits method or the capitalization of future economic benefits method. In

practical application, future economic benefits are most often measured in terms of cash flow(s).

Because of their direct applicability to measuring the current/present value of future cash flows, these two
methodologies under the Income Approach are, perhaps, the most widely-used models in business valuation
practice. The flexibility afforded by either Income Approach method allows an analyst to model, in relative detail,
the critical financial elements and operational relationships that are expected to drive any specific company’s
financial performance moving forward. Such models allow for significant financial and economic assessment
and analysis, which undoubtedly increases their attractiveness, and usefulness to both business valuators and

users of business valuations.

Given the detail and flexibility of the financial modeling associated with the proper use of these methods,
incorporation of the many provisions of the TCJA into that modeling can be undertaken with a great deal of

specificity and accuracy.

As indicated in the introduction, Income Approach-based methods have two primary mechanical elements
requiring careful consideration. These two elements are the expected future economic benefit stream (hereafter,
sometimes referred to as the “humerator”) and the associated risk or discount rate (hereafter, sometimes referred

to as the “denominator”).

While current income tax expense is generally considered in conjunction with the determination of the
numerator in the model, it is critical, as well, to make certain that those rates used to discount the future ex-
pected benefit streams (again, usually, cash flows) properly match the tax-affect included in those expected

future cash flows.

In these ways, the TCJA is expected to create significant changes in the inputs requiring consideration

and, as such, will often materially affect the resulting conclusions of any business valuation assignment. Some
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of these changes will be mechanical and directly relate to the subject company, while others may be rooted
in market reactions from companies and investors to the TCJA itself, and affect valuation conclusions in an
indirect manner. In summary, the authors expect that the many provisions of the TCJA will require extra
focus, care and attention in the process of conducting a business valuation under the Income Approach and
that the new law will result in a number of changes in model selection and application, future expected cash

flow forecasts and projections and risk/discount rate calculations going forward.

Model Selection and Forecast Period

As previously noted, the two primary methods employed under the Income Approach are the discounted
cash flow model and the capitalization of cash flow model. These two methods of valuation include models
that are based on the same foundational principles of valuation theory, differing only in the assumption of
expected long-term sustainable growth utilized in each. It is important to recall that growth is inextricably
tied to the determination of value and an integral element of any estimate of value of a financial asset, includ-

ing an equity interest.

Growth is assumed as a “constant” in any working models under the capitalization methods while the
discounted future cash flow models assume varying growth rates over a specified period of years before be-

. « »
coming a constant”.

As noted, a properly developed model under the capitalization of cash flow method assumes that cash
flows will grow at a constant rate into perpetuity. While this assumption is seldom absolutely accurate, it is
not unusual that mature companies, in particular, experience a historical annual growth rate that reflects con-
sistency and is able to be used as a proxy for future expected growth going forward. Thus, such an assessment

by the business valuator provides a reasonable basis for assuming constant growth.

Alternatively, the discounted cash flow model allows for varying growth rates over a discrete forecast or
projection period and is typically combined with a constant growth rate, into perpetuity beyond the discrete
forecast or projection period. The second part of the discounted cash flow model is generally referred to as

the “terminal value” determination.

'The use of varying expected growth rates is predicated upon management expectations within the forecast
period and is facts and circumstances sensitive, dependent on management decisions as well as financial and

operational initiatives.

As noted, most discounted cash flow models forecast or project free cash flows over a discrete period of

time into the future (often three to ten years in practice). At the end of the discrete forecast period, the value
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of all future expected cash flows beyond that point in time is captured in a “terminal value” calculation. The
terminal value is estimated using a capitalization of free cash flow model at the end of that discrete forecast

period, employing a constant growth assumption.

As one would expect, a critical element in applying this method under the Income Approach is determining
that point in time at which the expected long-term sustainable growth rate in the underlying benefit stream

is expected to stabilize. This is, as noted above, a necessary part of the terminal value calculation.

This determination is largely based on a business valuator’s assessment of management’s expectations as
to when all of the contributing factors to free cash flow (profitability, capital expenditures, working capital)
are expected to become relatively consistent year over year and when overall growth in cash flow is expected
to be driven by “constant” growth in its underlying components. Therefore, it follows that a capitalization of

cash flow model is generally most appropriate in situations where:
* Revenues are expected to grow steadily year over year rather than rampantly or erratically;

*  Profit margins (most importantly, after-tax income margins) are expected to be relatively constant

ycar over ycar;

+ Capital expenditures are expected to be fairly consistent year over year, with moderate increases an-

ticipated to occur consistent with overall enterprise growth; and

* Investments in working capital are expected to stabilize to levels consistent with that needed to drive

overall enterprise growth.

It goes without saying, in spite of the above listing, that specific characteristics of any subject company
must always be taken into consideration in making a decision as to which financial model is most appropri-
ate in any particular valuation assignment. For example, in certain industries, overall growth in a company’s
operations and profitability may not be accurately captured in revenue growth if profits are not directly aligned

with revenue.

A number of the business income tax provisions under the TCJA could affect when it is reasonable to as-
sume that a cash flow constant growth rate has been attained. As discussed in the previous chapter, the TCJA
contains several provisions that are expected to be phased out over time. The use and application of these provi-
sions by businesses could work to create material changes in cash flow year over year, even if a company’s overall

financial performance (excluding those factors attributable to tax provisions) remains identical to a prior year.
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Cash Flow Calculations

For purposes of the following section, we assume that all companies referenced are regular, or C Corpora-
tions, taxable under Subchapter C of the Internal Revenue Code.! The specific implications of the TCJA on
S Corporations are addressed later in Chapter VI of these materials.

The cash flow used in the calculations will be free cash flow to invested capital. Invested capital is generally
comprised of two primary components, equity capital, contributed by equity owners and debt capital, provided
by the lender community. To derive the value of equity from an invested capital computation of value, one

would simply subtract the value of debt from the value of invested capital.

It is important for participants to recall that cash flow is not the same financial concept as net income.
Most often, especially for smaller enterprises, income statements are available that present all items of income
and expense including income tax expense. Often, however, these enterprises do not present a Statement of
Cash Flows. Financial statements prepared fully in compliance with generally accepted accounting principles
are required to include such a statement and can be exceedingly helpful in aiding readers of those financial

statements in understanding the operations and financial well-being of the company in question.

In determining the cash flow associated with any business enterprise, the starting point is net income
(after-tax) and then certain critical adjustments are made to net income to derive cash flow. This is often done

in a formula presentation as follows.

Free cash flow to invested capital? is typically calculated as:

Free Cash Flow to Invested Capital =
Net Income
+ Depreciation
+ [Interest Expense * (1 - Tax Rate)]
- Capital Expenditures
- Working Capital Investment

(Note that free cash flow to equity capital requires a different formula)

To understand the effect of the TCJA on free cash flow calculations, it is necessary to evaluate how the

key provisions of the Act impact each of the variables in the above equation.

' Unless noted otherwise, all references to the Internal Revenue Code or “the Code” or “IRC” refer to the Title 26, U.S. Code, Internal Revenue
Code of 1986, as amended.

2 Note that free cash flow to equity capital differs from this formula and more closely reflects the cash flow calculation in a Statement of Cash
Flows under generally accepted accounting principles. Direct equity models are less often used for business valuation purposes fora number
of reasons beyond the scope of this program.
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Federal Income Tax Rates

Under the TCJA, beginning in tax year 2018, federal corporate income is taxed at a flat 21% rate. Prior
to the TCJA, C corporations were subject to a graduated rate system that included rates of 15% on the first
$50,000 of taxable income, 25% on taxable income over $50,000 through $75,000 and 34% on taxable income
beyond $75,000. For taxable incomes over $10M, the rate was 35%.

A reduction in the applicable federal corporate income tax rate will serve to increase after-tax earnings.
Moreover, as the payment of less tax equates to less cash outflow, there is almost certainly going to be a valu-

ation increase for most companies.

However, the magnitude of the benefit from the new tax law will vary from company to company. The
benefit realized by each company will not simply be the difference in cash flow associated with the reduction
in income tax rates between the old law and the new. Rather, the benefit realized by companies will more
accurately be quantified as the change in the effective tax rates paid by each company under the TCJA, in
consideration of those business-friendly TCJA provisions utilized by any specific company, as compared to

those effective rates, and business-friendly provisions, that were applied by the company under prior tax law.

Note the effective corporate income tax rate for any subject company under valuation includes both federal
and state income tax (net of the economic benefit of deducting the state income taxes on the federal return).
The effective income tax rate is that rate of tax ultimately applied to “taxable income” after reduction for al-
lowable tax deductions and preferential tax provisions allowable under the Code. In most instances, under
generally accepted accounting principles, the effective income tax rate is that rate used in computing the “cur-
rent” income tax provision in the income statement of the subject company under valuation. This rate very

often differs from the marginal (statutory) income tax rates required under federal and state income tax law.’

By way of a simple example, assume herein that the subject company, ABC, Inc., has annual taxable in-
come of $20.0 million and that it was taxed under prior-TCJA law at 9.99% for Pennsylvania state income
tax purposes and at 35% for federal income tax purposes. As noted above, marginal state income tax rates are

generally reduced due to their deductibility in determining federal taxable income. As such, the effective tax

rate of ABC, Inc. prior to the TCJA is estimated to be 41.5% (1-(1-10%)*(1-35%)).

Under the new law we assume that ABC, Inc. will continue to pay 10% in state income taxes but that it
will be taxed at a rate of 21% for federal income tax purposes, resulting in an effective tax rate of approximately

28.9% (1-(1 — 10%)*(1-21%)).

* The marginal (statutory) tax rate is the rate levied on the next dollar of taxable profit
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'The following calculations illustrate the impact of the change in the federal income tax rate on after-tax

income for our subject company.

Prior to TCIA Under the TCJA
Pre-Tax Income S 20,000,000 S 20,000,000
State Income Taxes @ 10.0% (2,000,000) (2,000,000)
Federal Taxable Income 18,000,000 18,000,000
Federal Income Taxes (6,300,000) (3,780,000)
After-Tax Income 11,700,000 14,220,000
Total Provision for Income Taxes 8,300,000 5,780,000
Effective Tax rate 41.5% 28.9%

From the above analysis, it is estimated that the effective tax rate for the subject company is 12.6% lower
under the TCJA as compared to the old law, leading to $2.52 million ($14,220,000 less $11,700,000) in ad-
ditional after-tax “net” income for $20.0 million in pre-tax income. As this increase in net income is solely
attributable to a reduction in ABC, Inc.’s current income tax liability, the entire amount of the savings represents

free cash flow.

However, complexities encompassed in other provisions of the TCJA generally make such a simple assess-
ment less meaningful until they are fully considered and analyzed. For the most part, these provisions relate
to modifications in the rules for various deductions and credits.

Deductions

'The TCJA includes significant changes to the deductibility of three major corporate expense categories:

1. Interest expense

2. Capital expenditures (in the form of depreciation)

3. Research and experimental expenditures

Interest Expense

The TCJA limits in certain circumstances interest expense associated with certain borrowings incurred

in connection with the operation of a trade or business. The full deduction of any interest incurred on such
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loans and borrowings is a long-standing part of the Internal Revenue Code and the new limitation represents

a significant change in tax law.

Prior to the new law, interest paid or accrued by a business in the conduct of that trade or business was
generally deductible in the computation of taxable income, under IRC §163, subject to various limitations.
As previously noted, for tax years beginning after December 31, 2017, the deduction for business interest is

limited to the sum of:
* the taxpayer’s business interest income;
* the taxpayer’s floor plan financing interest; and

* 30% of the taxpayer’s adjusted taxable income for the year.

It is, of course, the third category where interest is most likely to be limited for most companies undergo-

ing a business valuation.

Importantly, while the limitation will apply to many taxpayers, the TCJA does provide an exception for small
businesses. The business interest limitation does not apply to small businesses, defined as those with average annual

gross receipts of $25 million or less (adjusted for inflation).

Note that in calculating free cash flow to invested capital (which, again, includes both debt and equity
holders), the cash flow impact of interest expense and the corresponding income tax benefit is removed from
consideration. As such, the tax change limiting the deduction of interest has no direct bearing on the me-

chanical determination of expected free cash flow used in this model.

However, the free cash flow equation itself changes, and must be adjusted to reflect that not all interest

expense may be deductible. The resultant equation is therefore:

Free Cash Flow to Invested Capital =
Net Income
+ Depreciation
+ [Deductible Interest Expense * (1 - Tax Rate)]
+ Nondeductible Interest Expense
- Capital Expenditures
- Working Capital Investment

While this change, in and of itself, and as noted above, does not directly impact the calculation of free
cash flow to invested capital, limiting the deduction on interest expense works to make debt financing more
costly, and therefore, somewhat less appealing. This nuance will be discussed further in our assessment of how

the TCJA may affect discount rates.
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Moreover, it is important to note that the interest expense deduction limit is not static year over year due
to the method by which the statute calculates the limitation. As such, depending on year to year performance
and varying levels of “adjusted taxable income,” the limitation could generate significant year over year valu-

ation impacts, altering current income tax liabilities.

For example, a highly leveraged company might have a poor year in profitability, thereby reducing the
adjusted taxable income for the year and, consequently, the amount of deductible interest expense in that year.
Under the old law, the full deduction of interest expense in calculating taxable income would serve to shield
the company from being burdened by both interest expense and taxes in a year of low profitability. Under
the new law, however, that same company with a poor year of profitability may not be able to deduct all of

its interest expense.

At the extreme, a company that might be recognizing a loss for the year after factoring in total interest
expense under prior law, may be required to recognize taxable income if not all of that interest expense is
deductible, under the TCJA. In such a situation, the company could face the burden of paying its full interest
expense obligation as required by the loan agreement, and, in addition, additional cash outflows via higher

income taxes on the amount of taxable income not offset by the disallowed interest expense.

'This situation, especially if it is recurring year after year, could potentially create a significant amount of

financial distress for a company.

Note that any disallowed interest will be permitted under the law to be carried forward indefinitely. The
use of the disallowed interest will therefore become an element of future forecasting to be considered in deter-
mining which year the interest may be deductible. If a business valuator is able to reasonably assume that the
interest is likely to be deductible in the near term, thus yielding the cash inflows associated with the receipt
of a federal income tax deduction, it may be more appropriate to use a discounted future cash flows method-

ology under the Income Approach to value the company to directly capture that benefit in the calculations.

Capital Expenditures

As previously noted in Chapter II, the TCJA contains provisions for accelerated recognition of deprecia-
tion expense compared to that of the old law. Although depreciation is a non-cash expense, it provides a true
cash flow benefit because of its deductibility for purposes of calculating taxable income. It is important to
note that depreciating an asset over time will ultimately result in the same overall income tax benefit (assum-

ing tax rates remain the same) regardless of the time-period over which it is depreciated. However, because

©Grossman Yanak & Ford e Chapter Il « Page 27



GROSSMAN YANAK & FORD 1ip

Certified Public Accountants and Consultants

Privately-Held Business Valuation in the Wake of the Tax Cuts & Jobs Act

of the time value of money concept, current tax benefits have a greater present value due to the realization
of the tax savings at an earlier date. Therefore, accelerating the depreciation of capital expenditures to earlier
years will create larger tax benefits in those earlier years, by virtue of increasing the present value of the tax

savings associated with accelerated depreciation.

As an offset to the advantage of faster depreciation allowances under the TCJA, it is important to note that
lower federal income tax rates reduce the overall income tax benefit associated with depreciation as compared
to taking those same deductions in tax years subject to higher income tax rates. Thus, the actual accelerated
depreciation income tax benefit associated with the bonus depreciation provisions of the TCJA (measured in
terms of cash flow with consideration of the time value of money) is lower than it would otherwise had been

had the higher tax rates under the old law remained in effect.

To better understand the effects of the bonus depreciation provision, the following example sets forth

those key elements requiring consideration.

Assume a company, DEF, Inc., is planning to invest $2.0 million dollars into a new piece of equipment.
Prior to the TCJA, a company would be able to accelerate the recognition of depreciation through Section
179 as well as the 50.0% bonus depreciation. Any remaining undepreciated cost would have been expensed
over the cost recovery period assigned that class of property under the MACRS (Modified Accelerated Cost

Recovery System) for tax purposes.

Alternatively, under the TCJA, the entire amount of the planned capital expenditures can be expensed as

depreciation in the first year, if the property is placed in service in that year.

'The depreciation expense in each year for the planned capital expenditures under prior law as well as that
allowed under the TCJA is illustrated below. Note that for purposes of this example it is assumed that the
asset has a five-year useful life. Moreover, it is assumed that prior to the TCJA, $500,000 of the $2.0 million
expenditure is expensed under Section 179 and an additional 50.0% of the remaining depreciable basis is eli-
gible for depreciation in the first year. Half year MACRS rates would have then been applied to the remaining

depreciable basis to determine the total depreciation that would be recognized in each year.

DEPRECIATION EXPENSE

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6
Prior to TCJA 1,404,000 238,400 143,040 85,824 85,824 42,912
Under TCJA 2,000,000
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By applying the applicable tax rates under the prior law (41.5%) to the pre-TCJA law expensing schedule
above and applying present value concepts, the tax benefit in each year using an assumed discount rate of

12.0% results in a present value of $693,233.

In contrast, applying the lower effective income tax rate (28.9%) under the TCJA under the new expensing
rules and discounting the tax benefit cash flow to present value at an assumed discount rate of 12.0% results

in a present value of $516,071, or approximately $177,152 less under the TCJA than prior to it.

Prior to the TCJA Year 1 Year 2 Year 3 Year 4 Year 5 Year 6
Depreciation Expense 1,404,000 238,400 143,040 85,824 85,824 42,912
Tax Rate 41.5% 41.5% 41.5% 41.5% 41.5% 41.5%
Tax Savings 582,660 98,936 59,362 35,617 35,617 17,808
Present Value Factors at 12.0% 0.8929 0.7972 0.7118 0.6355 0.5674 0.5066
Present Value of Tax Savings 520,232 78,871 42,252 22,635 20,210 9,022
Total Present Value of Tax Savings 693,223

Under the TCJIA Year 1 Year 2 Year 3 Year 4 Year 5 Year 6

Depreciation Expense 2,000,000 - - - - -
Tax Rate 28.9% 28.9% 28.9% 28.9% 28.9% 28.9%
Tax Savings 578,000 - - - - -
Present Value Factors at 12.0% 0.8929 0.7972 0.7118 0.6355 0.5674 0.5066
Present Value of Tax Savings 516,071 - - - - -
Total Present Value of Tax Savings 516,071
Difference Between New Law and Old Law (177,152)

The change in the present value of the depreciation tax benefit is a result of both the significant reduction
in the corporate income tax rates as well as the change in expensing provisions under the TCJA. These effects
can be isolated by varying one factor at a time. 'The following exhibit illustrates the change in the present

value of the tax benefit attributable to the additional bonus depreciation.

Change in Present Value of Tax Savings Due to Expensing

Prior to the TCJIA Year 1 Year 2 Year 3 Year 4 Year 5 Year 6

Depreciation Expense 1,404,000 238,400 143,040 85,824 85,824 42,912
Tax Rate 41.5% 41.5% 41.5% 41.5% 41.5% 41.5%
Tax Savings 582,660 98,936 59,362 35,617 35,617 17,808
Present Value Factors at 12.0% 0.8929 0.7972 0.7118 0.6355 0.5674 0.5066
Present Value of Tax Savings 520,232 78,871 42,252 22,635 20,210 9,022
Total Present Value of Tax Savings 693,223

Under the TCJA - Assuming No Change in Tax Rates Year 1 Year 2 Year 3 Year 4 Year 5 Year 6
Depreciation Expense 2,000,000 - - - - -
Tax Rate 41.5% 41.5% 41.5% 41.5% 41.5% 41.5%
Tax Savings 830,000 - - - - -
Present Value Factors at 12.0% 0.8929 0.7972 0.7118 0.6355 0.5674 0.5066
Present Value of Tax Savings 741,071 - - - - -
Total Present Value of Tax Savings 741,071
Net Change in Present Value of Tax Shield 47,848
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As can be seen in the previous exhibit, keeping tax rates under the old law constant while adjusting for the
additional bonus depreciation allotted for under the TCJA results in a $47,848 increase in the present value
of the depreciation tax benefit. This increase is attributable to the more immediate recognition of tax savings

afforded to a company through the bonus depreciation provisions of the TCJA.

'The exhibit below illustrates the change in the present value of the depreciation tax benefit attributable

to changes in the tax rate.

Change In Present Value of Tax Savings Due to Tax Rates

Prior to the TCJA - Assuming TCJA Expensing Year 1 Year 2 Year 3 Year 4 Year 5 Year 6
Depreciation Expense 2,000,000
Tax Rate 41.5%
Tax Savings 830,000
Present Value Factors at 12.0% 0.8929
Present Value of Tax Savings 741,071
Total Present Value of Tax Savings 741,071
Under the TCJA Year 1 Year 2 Year 3 Year 4 Year 5 Year 6
Depreciation Expense 2,000,000
Tax Rate 28.9%
Tax Savings 578,000
Present Value Factors at 12.0% 0.8929
Present Value of Tax Savings 516,071
Total Present Value of Tax Savings 516,071
Net Change in Present Value of Tax Shield (225,000)

As can be seen in the calculation above, the lower tax rate decreases the present value of the depreciation

tax benefit as it creates a smaller dollar amount of tax savings in any given year. The net change in the present
value of the depreciation tax benefit is therefore equal to the sum of the change resulting from changes in

expensing and the change resulting from changes in the tax rate, or $47,848 + (225,000) = (177,152).

It is important to note that while the present value of the tax benefit attributable to depreciation is expected
to be lower under the new law than under the old law, the decrease is attributable to lower tax rates, which as
previously demonstrated, serve to increase free cash flow. The overall decrease in total taxes paid, more than
offsets the lower present value of the depreciation tax benefit for a profitable company. Thus, for a profitable
company, although the total present value attributable to depreciation tax savings will decrease, the overall increase

in after-tax cash flow is expected to more than offset the decrease, resulting in a net increase in present value.
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Research and Experimentation Expenditures

After 2021, several existing methods for expensing research and experimentation expenditures will be
eliminated. The methods that are being eliminated allow businesses to recognize research and experimenta-
tion expenses quicker than those do that will remain after 2021. Thus, after 2021, the tax benefits attributable
to research and experimentation expenditures will have lower present values because they will be recognized
over a longer period of time. Moreover, as tax rates have decreased, the dollar amount of the tax benefit will
also be lower under the new law compared to that of the old. Therefore, the total present value attributable to

tax savings on research and experimentation expenditures is expected to decrease under the TCJA

Net Operating Losses (NOLs)

As previously noted in Chapter 11, under the pre-T'CJA law, net operating losses were permitted to be
carried back two years and carried forward 20 years to offset taxable income in such years. Under the TCJA,
in most instances, NOLs will no longer be allowed to be carried back to pre-loss years and will be carried
torward indefinitely. Moreover, pre-TCJA law, allowed any carryforward or carryback to reduce 100% of tax-
able income, while under the TCJA, a NOL arising in a tax year beginning after December 31, 2017, may

only reduce 80% of taxable income in any remaining carryback or carryforward tax year.

In aggregate, these changes will negatively impact the present value of NOLs created after December 31,
2017 as they ultimately work to defer their use further into the future (thereby, decreasing the discount period
applicable to the associated cash benefit). Although extending the life of NOLs from 20 years to indefinitely
increases the likelihood that an NOL will not go unused, it is important to note that there are only a few
instances in which a company would carry an NOL for such an extended period of time and that the present

value impact of an NOL far into the future is likely minimal due to the long discounting period.

Lastly, like the bonus depreciation provisions discussed earlier, the lower corporate income tax rates work
to decrease the cash flow value of an NOL as compared to the higher tax rates imposed under prior law. Net
operating losses continue to be important in corporate tax planning. However, the dollar magnitude to which
tuture net operating losses are able to create cash flow is lower, suggesting that NOLs may be less of a value

driver going forward.

Note that in the discipline of business valuation, most often a hypothetical sale is contemplated in the
definition of value. In transfers of controlling blocks of stock, Internal Revenue Code §382 has worked to
limit that amount of net operating losses that may be used by the acquirer. As such, net operating losses, while
important, had mixed effects on value determinations and depends heavily on the facts and circumstances

surrounding each subject company.
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Finally, it is important to note that companies holding deferred tax assets reflective of their future use
of net operating loss carryforwards may see significant decreases in their total assets on their balance sheets
as accountants and auditors adjust the value of these benefits downward for the decreases in the statutory

income tax rates.

Discount Rates

The most appropriate risk or discount rate to apply to free cash flow to invested capital and the most
widely used discount rate in practice is the weighted average cost of capital (WACC). The weighted average

cost of capital calculates a weighted average discount rate based on the capital structure of a subject company.

For a company with a capital structure consisting of only debt and equity, the WACC can be calculated as:

WACC = Wk, + Wyky (1—1t)

Where:
W_ = proportion of equity in capital structure
W, = proportion of debt in capital structure
k= cost of equity capital
k, = cost of debt capital
t = tax rate

To understand how the TCJA may affect each component of the WACC, it is necessary to discuss the
potential implications of the TCJA on each of the above noted variables.

Capital Structure

The capital structure of a company should be a strategic decision made by management. Capital structure
will vary from company to company based on differences in the stage of their life cycle, industry specific risks,
competitive pressures and company specific risks. In general, debt capital creates more strain on a company’s
financial position than equity, due to contractual repayment obligations, imposition of loan covenants, and

the risk of default. However, debt financing is generally far less expensive than equity financing and interest
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expense is often tax deductible, thereby generating cash flows from the associated tax savings, further lowering

its cost and enhancing the appeal of debt in any capital structure.

As previously discussed, the TCJA made a significant change to the historical rules regarding the deduct-
ibility of interest expense. These changes will undoubtedly affect management decisions related to how best
to optimize corporate capital structures. It should be obvious, though, that changes in capital structure are

always business specific and, again, facts and circumstances sensitive.

'These provisions of the TCJA will certainly work to increase the net cost of debt in any situation where
current interest expense is limited. However, the cost of debt, even with the interest limitation should work
to remain significantly lower than the cost of equity. As such, while the overall WACC for any affected com-

pany is expected to increase, it remains to be seen whether the debt /equity weightings will shift materially.

Cost of Capital

The pre-tax cost of debt is quantified as the interest rate at which debt financing is available to a specific
company. However, as noted above, due to the deductibility of interest expense for tax purposes, the true cost
of debt after tax is actually lower by a factor of (1- tax rate). Thus, the lower corporate tax rates under the TCJA
will actually increase the after-tax cost of debt (as the cash flows associated with the deduction were higher

when income tax rates were higher).

'The following calculations illustrate the expected change in the after-tax cost of debt for a company able to

borrow funds at 6.0% interest with an effective tax rate of 41.5% prior to the TCJA and 28.9% under the TCJA.

Prior to TCJA Under the TCJA
Pre-Tax Cost of Debt 6.0% 6.0%
Tax Rate 41.5% 28.9%
After-Tax Cost of Debt* 3.5% 4.3%

*After-Tax Cost of Debt = Pre-Tax Cost of Debt * (1 - tax rate)

As can be observed in the above calculations, the decrease in the effective tax rates will increase the after-
tax cost of debt. Again, this result occurs because the tax savings associated with being able to deduct interest

expense for purposes of calculating pre-tax income are lower under the TCJA.
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As a reminder, note that the relationship between discount rates and present value (of any particular financial
asset) is inverse. Therefore, keeping everything else constant, an increase in the after-tax cost of debt should

also increase the WACC and decrease the present value of an asset, including the value of invested capital.

It is, as of yet, unknown whether the TCJA could have implications for the actual interest rates charged by
lenders. There is insufficient information at this time to quantify any actual or potential changes in market inter-

est rates attributable to the TCJA. What is clear is the business borrowers will see a higher net borrowing cost.

Unlike the cost of debt, which is often observable through a quoted interest rate, the cost of equity is not

directly observable. However, numerous models have been developed to estimate the cost of equity.

Perhaps the most intuitive of these models is the build-up model, which is illustrated on the below.

,%g =Rf+ERP+RPs+RPu
Where:

k. = cost of equity

R = risk-free cost rate

£
ERP = equity risk premium
RP = risk premium related to size

RP, = unsystematic risk (specific-company risk)

The risk free rate is reflective of the return that is available as of a specific date on a security that is generally
regarded as being free of default risk. A long-term (20-year) Treasury bond yield is often used to estimate the
risk-free rate. The equity risk premium is the rate of return added to the risk-free rate to reflect the additional
risk inherent in equity investments (based on the market as a whole, and generally measured as the return on
the S&P 500 less the risk-free rate). The size risk premium is used to reflect the inherently riskier nature of
smaller companies. Lastly, the company specific risk premium reflects additional risk that is specific to the

subject company but that is not adequately captured in any of the previous risk-premiums.

Of the aforementioned components of the cost of equity, it should be noted that only the risk-free rate
can be directly observed in the market. However, significant empirical data exists to quantify an estimate of
the equity risk and size risk premiums and is widely relied upon as proxies for establishing forward looking

premiums in the context of business valuation.
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'The company-specific risk premium poses the greatest problems in the context of business valuation as it

is most often a question of valuator judgment without any accepted source of empirical evidence.

As is the case with the pre-tax cost of debt, at the current time, there is insufficient information to quan-
tify any expected changes in the components of the cost of equity resulting from the passage of the TCJA.
The WACC is always company-specific, but, to remain competitive, it will be necessary for all companies to
assimilate as closely as possible industry norms. In any case, it is not likely that material swings in the cost of

equity will result from those changes to the income tax law in the TCJA.

'The following calculations illustrate the build-up-model using commonly used empirical data estimates
for the equity risk and size risk premiums, the spot rate of the United States 20-year Treasury bond (as of

December 29,2017), and an assumed 3.0% company specific risk premium.

Prior to TCIA Under the TCJA
Risk-free rate 2.6% 2.6%
Equity risk premium 6.0% 6.0%
Small company market premium 5.6% 5.6%
Company specific risk premium 3.0% 3.0%
Cost of equity (Discount rate) 17.2% 17.2%

'The weighted average cost of capital is calculated by applying the proportionate weight of each source of
capital to its respective cost. Using the estimates of the cost of equity and the cost of debt previously derived

in this section, and assuming a company with a capital structure consisting of 70% equity and 30% debt, the

WACKC is calculated as follows:

WACC PRIOR TO THE TCJA WACC UNDER THE TCJA
Weight Cost Weighted Cost Weight Cost Weighted Cost
Equity 70.0% 17.2% 12.0% Equity 70.0% 17.2% 12.0%
Debt 30.0% 3.5% 1.1% Debt 30.0% 4.3% 1.3%
WACC 13.1% WACC 13.3%

'The analysis above illustrates a small increase in the weighted average cost of capital attributable solely to
an increase in the after-tax cost of debt. It is important to note that as companies and investors adjust to the

new tax law, other components of this calculation could change on a case-by-case basis.
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Weighted Average Cost of Capital Sensitivity Analysis

As previously noted, the TCJA may ultimately cause shifts in a company’s capital structure and cost of capi-
tal. Although the data does not yet exist to determine exactly what these changes may be, a sensitivity analysis
can be performed to estimate the potential magnitude that changes in the inputs to the WACC might have
on valuations. The following two tables illustrate the sensitivity in the WACC to a shifting capital structure as
well as the cost of equity and the pre-tax cost of debt. For purposes of our base calculations, we assume that

the variable inputs to the WACC are consistent with our previous example, resulting in a WACC of 13.3%.

WACC SENSITIVITY TO CAPITAL STRUCTURE AND COST OF EQUITY
Cost of Equity
13.3% 15.0% 16.5% 17.0% 17.5% 18.0% 18.5% 19.0%
£ 60.0% 10.7% 11.6% 11.9% 12.2% 12.5% 12.8% 13.1%
B 65.0% 11.2% 12.2% 12.5% 12.9% 13.2% 13.5% 13.8%
E 70.0% 11.8% 12.8% 13.2% 13.5% 13.9% 14.2% 14.6%
s 75.0% 12.3% 13.4% 13.8% 14.2% 14.6% 14.9% 15.3%
J 80.0% 12.9% 14.1% 14.5% 14.9% 15.3% 15.7% 16.1%
WACC SENSITIVITY TO CAPITAL STRUCTURE AND PRE-TAX COST OF DEBT
Pre-Tax Cost of Debt
13.3% 5.0% 5.5% 6.0% 6.5% 7.0% 7.5% 8.0%
E 60.0% 11.7% 11.9% 12.0% 12.2% 12.3% 12.5% 12.6%
% 65.0% 12.4% 12.5% 12.7% 12.8% 12.9% 13.0% 13.2%
E_ 70.0% 13.1% 13.2% 13.3% 13.4% 13.5% 13.6% 13.7%
g 75.0% 13.8% 13.9% 14.0% 14.1% 14.1% 14.2% 14.3%
] 80.0% 14.5% 14.5% 14.6% 14.7% 14.8% 14.8% 14.9%

As can be seen from the tables above, the WACC can fluctuate a couple percentage points with minor

changes in the underlying inputs. So exactly how sensitive is value to changes in the WACC?

For purposes of illustrating the sensitivity of a present value to the discount rate, we begin with a basic
capitalization of free cash flow calculation. For a company that is expected to have $2.0 million in free cash flow
at the end of next year and for which that free cash flow is expected to grow at a long-term sustainable growth

rate of 3.0% thereafter, the present value of the company (assuming a WACC of 13.3%) can be estimated as:
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p t Value = $2,000,000 $19.4 milli
resen aue—(13.3%_3%) ~ 4 million

Assuming that there are no changes in the expected future cash flows of the company, we can examine

the sensitivity of the present value calculation to changes in the WACC as illustrated in the following table.

PRESENT VALUE SENSITIVITY TO WACC

Weighted Average Cost of Capital
13.3% 11.0% 12.0% 13.0% 14.0% 15.0% 16.0%
Present Value $19.4M S$25.0M $222M  $20.0M $182M  $16.7M  $15.4M

As can be seen in the table above, very small changes in the discount rate (WACC) can create significant
changes in the present value of an asset. Although it is always necessary to closely monitor capital market
conditions and trends in performing valuations, it is evident that this will be a key consideration over the

near-term as markets adjust to the newly enacted tax reform.

Growth Expectations

Although it may seem intuitive that lower tax rates will increase after-tax cash flows, this may not always
equate to a dollar-for-dollar tradeoff. For example, in instances in which a company operates in a highly
“price-competitive” industry, a company may elect to pass along tax savings to their customers in the form of
lower prices. Therefore, implications of the TCJA will need to be carefully analyzed on a case-by-case basis

in light of management expectations and industry factors.

In this sense, the tax savings are not really being recognized by the business but, rather, by the consum-
ers. The effect on value will depend on company-specific facts, and whether the pricing reductions equate to
higher sales and corresponding cash flows, or whether the price cuts simply work to maintain the company’s

status quo.

Additionally, much of the underlying intent of the TCJA is to spur economic growth through providing
additional funds for creating new jobs, incentivizing capital investments, etc. Many economists have been

incorporating the eftects of the TCJA into their projections for 2018 and forward as the specific details of the
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TCJA become more understood. Moreover, the TCJA is more likely to have its greatest impact on economic
growth over the near term rather than the long-term, as growth can be expected to stabilize once the TCJA

becomes the new norm.

The effect of the TCJA on expectations for overall growth in United States and regional gross domestic
product is not wholly-known at this point in time. However, as more data becomes available, business valua-
tors will turn to this data in assessing the appropriate long term sustainable growth estimates in the models

and methods they use to establish these rates for purposes of estimating value.

If the law produces a substantive increase in annual economic growth for multiple periods, it is likely that
the business valuation community will adopt higher growth rates going forward with values of privately-held

businesses increasing, as well.

Conclusion

'The use of the Income Approach in business valuation continues to be the most direct and commonly
accepted means of valuing a privately-held enterprise. From lenders using the equity holdings as collateral for
borrowings, to potential acquirers, to the Internal Revenue Service and to the courts, which oversee contests

of value, the method is deemed the most company-specific approach to value.

'The impact of the recent income tax legislation will ultimately have an effect on the conclusions of value
produced under this approach and the methods available thereunder. As has been discussed in this chapter,
the most impactful element of the legislation on value is the corporate income tax rate reduction, though a

variety of other provisions contained within the law will also serve to affect conclusions of value.

'Thus, understanding the impact of the TCJA on the valuation of privately-held businesses and equity owner-

ship interests therein under the Income Approach will be imperative to fully understanding value going forward.
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IV. Market Approach Considerations

Introduction

'The TCJA will also have a significant effect on business value determinations under the Market Approach.
'The fundamental theory underlying the Market Approach is the economic principle of substitution. Logically,
an investor would not pay more for any asset than he or she would pay for an equally-desirable alternative.
As such, it is broadly accepted within the business valuation community that the Market Approach is a valid
approach to value a privately-held business or an equity interest in a privately-held business. The primary ad-
vantage of using a Market Approach is that the methods applied thereunder use “real life” observable, factual

evidence of market transactions to derive indications of value.

'The International Glossary of Business Valuation Terms defines the Market Approach as:

“...a general way of determining a value indication of a business, business ownership interest, security, or in-
tangible asset by using one or more methods that compare the subject to similar businesses, business ownership
interests, securities, or intangible assets that have been sold .

Proper application of the Market Approach provides a means by which information regarding value can
be extrapolated from various sources of information available in the public domain (primarily through ob-
servations of sufficiently similar publicly-traded equities and completed merger and acquisition activity) to

develop “guideline” indicators of value.

'The key to properly utilizing one or more of the methods under this approach is to use only that market
data and other financial information, including value multiples, that reflects a sufficient level of similarity to

the subject company or equity ownership interest therein.

Methods
To understand how the TCJA impacts the Market Approach to valuing a privately-held business, one

must first understand the basic methods available to the valuator. These methods include:
*  Guideline transaction (merged and acquired) method
*  Guideline public company method

*  Past completed transactions method, and

*  Rules of thumb

* International Glossary of Business Valuation Terms - 2001.

©Grossman Yanak & Ford e Chapter IV « Page 39



GROSSMAN YANAK & FORD 1ip

Certified Public Accountants and Consultants

Privately-Held Business Valuation in the Wake of the Tax Cuts & Jobs Act

Guideline Transaction (Merged and Acquired) Method

Under the guideline transaction method, often referred to as the merged and acquired method, valuator
focus is on observances of value indicators produced through closed and completed acquisition transactions. The
guideline transaction method has taken on wider appeal over the last two decades, due to substantially greater

availability of transaction data within a number of accessible independent third party databases.

Transaction databases provide information on an acquisition including: financial information on the target
business, operational information of the target business, and details of the transaction price and date. If a suf-
ficient level of similarity to the subject company exists, valuators can often take this information, convert the
purchase price to a multiple of earnings, and apply the multiple to the subject company’s financial information

to produce an indication of value.

It cannot be overstated that the most significant challenges to valuators in using the guideline transaction
method are the availability of detailed information sufficient to interpret deal structure, to draw inferences
of comparability, and to quantify the benefit stream considered by the buyer. Many of the databases contain
incomplete information that restricts the valuator’s ability to obtain the level of detail necessary to perform a

tull financial analysis and, ultimately, places limitations on the use of the method.

Guideline Public Company Method

Under the guideline public company method, the valuator develops market-based multiples from the iden-
tification and analysis of companies that are readily traded on an open stock exchange in the public markets.
'The multiples are then applied to the subject company’s metrics to quantify an indication of value of the subject

business.

Public companies offer significant amounts of quality financial, industry, and economic data by which to
determine the degree, and sufficiency, of comparability. The financial reporting requirements mandated by the
Securities and Exchange Commission (SEC) necessitate that public companies must disclose a great deal of
information to ensure compliance. This provides a valuator with a wealth of information to analyze and allows

for a more direct analysis to the group (or population) of selected companies.

A valuator can find pricing data as of a specific date and can usually obtain a full set of financial statements
as of the most recent quarter prior to the date of valuation. The detail available in the full set of financial state-
ments will allow the valuator to derive multiples of EBITDA, after-tax earnings, and cash flow. This level of

detail is generally unavailable when looking at transactions of privately-held companies.
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The guideline public company method incorporates, by its mechanics, observations of actively-traded
stocks that are price-driven by independent investors. The risk versus return considerations contemplated by
these investors, in effect, mirror those that would be considered by a hypothetical buyer or seller of the subject
company under valuation, again assuming sufficient similarity. Thus, the use of this method directly correlates

market investor expectations to value.

Past Completed Transactions Method

Under this method, a valuator considers past transactions involving the subject company’s equity interests.
In analyzing a prior transaction of the subject company’s stock, the independent, objective, and arm’s-length
nature of the deal must be ascertained before the financial and valuation relevance can be determined. In many
instances, dealings in privately-held businesses may not be at arm’s-length. Examples can include the sale of
stock between family members or within the management group of a company. If the valuator is unable to
adjust the transaction price in consideration of such elements, the past completed transaction method will not

provide a meaningful indication of value.

Rules of Thumb

Rules of thumb are, very simply, multiples set forth by various parties, publications, industry organizations
or business brokerage services. In many cases, rules of thumb represent completed transaction data specific
to a particular enterprise. Rules of thumb are based on suggested multipliers applied to an easily identifiable

variable within the subject company’s financial statements. Examples include the following:
Multiple of sales or revenues
*  Multiple of earnings before interest, taxes, depreciation and amortization (EBITDA)
+  Multiple of earnings before interest and taxes (EBIT)

*  Multiple of seller’s discretionary cash flow or owner’s cash flow

Rules of thumb can provide a useful means to confirm the reasonableness of value conclusions developed
under more rigorous valuation approaches and methods. However, it is generally deemed improper within the
business valuation community to accept rules of thumb carte blanche, without further analysis and understand-

ing of how they were developed.

As the guideline public company method and the guideline transaction method are the two methods pri-
marily utilized by valuators when deriving indications of value under the Market Approach, the balance of this

chapter will focus on these two methods and how they are impacted by the TCJA.

©Grossman Yanak & Ford e Chapter IV « Page 41



GROSSMAN YANAK & FORD 1ip

Certified Public Accountants and Consultants

Privately-Held Business Valuation in the Wake of the Tax Cuts & Jobs Act

Comparability

As no two businesses are completely identical, a primary area of concern for business valuators when ap-
plying any method under the Market Approach is the level of comparability that the guideline publicly-traded
company or company involved in a completed transaction has to the subject company. In order to gather a
population sufficient to derive multiples under the Market Approach, valuators must determine an acceptable

level of comparability to an outside business or transaction as a guideline indicator.

Due to subjectivity, the discussion (or debate) of comparability of operating businesses could require
a publication of its own. As the focus of this presentation is the impact of the TCJA on the valuation of
privately-held business interests, the authors will make the assumption that the market multiples included in
the examples herein have been derived from a group of guideline companies from which there is a sufficient
level of comparability to the subject company. The discussion hereafter, as it relates to comparability, will
tocus on differences in comparability specifically resulting from enactment of the TCJA, rather than general

comparability issues between operating businesses.

Impact of the TCJA on the Guideline Transaction Method

One common misconception when analyzing closed transactions of private businesses is that the purchase
price for the acquired business was determined based upon a multiple of EBITDA, as this metric serves as
a proxy for cash flow. EBITDA is commonly analyzed in the due diligence process of a business transaction
because the computation, at a high level, is generally accepted, easy to understand, and has few issues in its
interpretation. However, the final purchase price of a transaction is always driven by the future expected free
cash flow of the target business as detailed in the discussion of the Income Approach in Chapter III. This
stands to reason as the due diligence process of all acquisitions includes an analysis of the risks facing a busi-
ness and potential mitigation strategies, capital expenditure needs, forecasted cash flows, and the required
rate of return of the buyer. Transaction multiples (of revenue, EBITDA, or EBIT) are resultant calculations
that are done after the fact to place transactions on a common-size basis. If transactions were based strictly
on expected EBITDA, changes to the tax law as significant as the TCJA would have no impact on transac-
tion prices in the private markets as the metric is a pre-tax measure. From a true economic perspective, such

is not the case, as will be detailed in the following analysis.

As described briefly above, the guideline transaction method is comprised of two primary calculations.

First, the valuator must quantify a market-based valuation multiple. This calculation involves finding a group
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of transactions involving businesses deemed to be comparable to the subject business. Financial information is
obtained for each of the companies acquired. Valuation multiples are quantified by dividing the purchase price
by a benefit stream measure, ideally cash flow. A single multiple is then quantified after statistical analysis of
the population of multiples is undertaken. Next, the valuator will quantify a benefit stream using the subject
company’s financial information. The valuation multiple derived from the population of transactions is then

applied to the subject company’s corresponding benefit stream to derive an indication of value.

'The impact of the TCJA on the Market Approach will not be in the computational aspects of the approach,
as much is it will be in the calculated multiples. From a computational standpoint, the TCJA will impact how
the benefit stream of the subject company is calculated, requiring valuators to align forecasted financial results
with the new tax rates and deductibility of capital expenditures. The larger impact will be an increase to the

valuation multiples of post-TCJA transactions.

As discussed in Chapter III, under the Income Approach, the value of a business is predicated upon the
tuture cash flow associated with that business. This theory remains constant in the Market Approach as well.

'The following example will illustrate how market multiples will be impacted by the changes implemented by
the TCJA.

Assume that ABC Inc. is a privately-held business that was party to a transaction and is deemed to be suf-
ficiently similar to our subject company. ABC Inc. has $30.0 million of revenue, $5.0 million of EBITDA, $1.0
million of depreciation and amortization, and $4.0 million of EBIT each year. Assuming no interest expense,
ABC Inc. has $4.0 million of taxable income each year. Under the old tax laws, ABC Inc. would pay taxes at
a rate of 41.5%, under the new tax laws, ABC Inc. would pay taxes at a rate of 28.9%. The resulting cash flow

would be $3.3 million under the old laws, and $3.8 million under the new laws.

ILLUSTRATION A

Old Law New Law Change % Change
Revenue $ 30,000 $ 30,000 $ - 0.0%
EBITDA $ 5,000 $ 5,000 $ - 0.0%
Less: D&A (1,000) (1,000) - 0.0%
EBIT 4,000 4,000 - 0.0%
Less: Taxes 41.5% (1,660) 28.9% (1,156) 504 -30.4%
Earnings 2,340 2,844 504 21.5%
Plus: D&A 1,000 1,000 - 0.0%
Cash Flow $ 3,340 $ 3,844 $ 504 15.1%
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As illustrated in Chapter III, the value of the company to a buyer can be quantified by dividing the cash
flow by a capitalization rate. Capitalizing the cash flow of ABC Inc. under the old laws and the new laws by a
capitalization rate of 14.0% would result in a business value of $23.9 million under the old tax laws and $27.5

under the new tax laws.

ILLUSTRATION B

Old Law New Law Change % Change
Cash Flow $ 3,340 $ 3,844 $ 504 15.1%
Cash Clow Capitalization Rate 14.0% 14.0% - 0.0%
Business Value/Purchase Price $ 23,857 $ 27,457 $ 3,600 15.1%

As a result of the values calculated in the previous illustration, the multiples of EBIT, EBITDA, and
revenue have all increased under the TCJA. Note that the cash flow multiples under the old tax law and new

tax law have not changed as cash flow is an after-tax measure and therefore cash flow and value both increase.

ILLUSTRATION C

Old Law New Law Change % Change
Business Value/Purchase Price $ 23,857 $ 27,457 $ 3,600 15.1%
Revenue Multiple 0.80 0.92 0.12 15.1%
EBITDA Multiple 4.77 549 0.72 15.1%
EBIT Multiple 5.96 6.86 0.90 15.1%
Cash Flow Multiple 7.14 7.14 - 0.0%

As illustrated in the preceding example, market multiples based upon pre-tax metrics, including EBITDA,
are expected to increase as a result of the TCJA. Consequently, valuators will face multiple issues when mining
data from transaction databases if a sufficient level of detail is unavailable to allow the valuator to perform

the necessary analyses.

Valuators will need to pay specific attention to the date of each transaction within a database. Commonly,
valuators use the relative age of a transaction as a filtering mechanism when identifying a group of guideline
transactions. Older transactions are less likely to have a sufficient level of similarity than newer transactions

as market and economic factors shift over time.

As a result of the TCJA, valuators will also need to determine whether the provisions of the TCJA would

have been considered by the buyer and seller in determining a price in a guideline transaction. Valuators will
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isolate transactions that occurred prior to the announcement of the TCJA from those which occurred after
the announcement and determine whether the transactions occurring prior to the announcement can be con-
sidered comparable. Transactions occurring after the announcement of the TCJA obviously were completed
with consideration of how the changes in the laws will impact the target business going forward, while those

occurring before the announcement likely have not.

However, transactions occurring before the announcement of the TCJA should not be dismissed out of
hand. Ideally, a transaction database will include sufficient detail on each transaction to allow the valuator to

adjust the tax impacts of the transaction. Consider the following example:

ILLUSTRATION D

Actual Adjusted Change % Change
Revenue $ 12,500 $ 12,500
EBITDA $ 2,500 $ 2,500 $ - 0.0%
Less: D&A (500) (500) - 0.0%
EBIT 2,000 2,000 - 0.0%
Less: Taxes 41.5% (830) 28.9% (578) 252 -30.4%
Earnings 1,170 1,422 252 21.5%
Plus: D&A 500 500 - 0.0%
Cash Flow 1,670 1,922 252 15.1%
Actual Business Value/Purchase Price $ 10,000
Cash Flow Multiple 6.0 6.0
Adjusted Business Value/Purchase Price $ 11,510
Implied Multiples Actual Adjusted Change % Change
Multiple of Revenue 0.8 0.9 0.12 15.1%
Multiple of EBITDA 4.0 4.6 0.60 15.1%
Multiple of EBIT 5.0 5.8 0.76 15.1%
Multiple of Cash Flow 6.0 6.0 0.00 0.0%

A $10 million transaction occurred prior to the announcement of the TCJA. According to the transaction
database, the target had annual EBITDA of $2.5 million and taxable income of $2.0 million after factoring
in depreciation and amortization. The database reported that the target had an effective tax rate of 41.5%
under the old tax laws. The cash flow of the target ($1.67 million), implied that the buyer paid a multiple of
6.0x cash flow.
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As the transaction database provided a sufficient level of detail for the valuator to quantify the target’s taxable
income, the tax rates included in the TCJA can be applied to the guideline transaction. The target’s adjusted cash
flow is calculated to be approximately $1.9 million using an effective tax rate of 28.9%. All else being equal, an
assumption can be made that a hypothetical buyer would pay the same multiple of cash flow after the announce-
ment of the TCJA. Applying the 6.0x multiple, the adjusted transaction purchase price is $11.5 million. Utilizing
the adjusted transaction purchase price, the valuator can calculate multiples of cash flow, EBIT, EBITDA, and

revenue which consider the provisions of the TCJA.

If a transaction database does not provide sufficient information to adjust the tax rates of a target company, a
valuator will not be able to place reliance on the multiples derived from the transaction, even if the target company
is deemed to be sufficiently similar to the subject company. As a result, it stands to reason that this limitation will

decrease the number of engagements to which valuators will be able to apply the guideline transaction method.

Impact of the TCJA on the Guideline Public Company Method

As noted earlier, under the guideline public company method, a valuator will analyze public companies to
determine if there is a population of sufhiciently similar companies to a subject company from which to quantify
market multiples. Market multiples are based on the a guideline public company’s trading price as of the effec-

tive date of valuation, or a date as close to the date of valuation as possible.

Under the efficient market hypothesis, share prices of public companies incorporate and reflect all relevant
information. A perfect example of this hypothesis at work is the movement in the stock market prior to the
announcement of the TCJA.

The market anticipated the STOCK MARKET PERFORMANCE NOVEMBER 1,2016 THROUGH MARCH 15, 2018
tax cuts included in the A .
TCJA during 2017 as details N SEE 0 e Chorre I oA
Dow J Industrials Level % Chal AR 22 230,
of the Tax Act’s progress be- & Nt i i T Vi VAR ”‘“o“
A f 34.50%
came available to the public.
As investors became aware
of the increase in expected
15.00%
future cash flow due to the
decreased future tax liability,
they began to re-price stocks 0.00%

accordingly.

Jan 17 May 17 Sep "7 Jan "8

Mar 15 2018, 1:54PM EDT. Powered by Y GHARTS
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With this understanding; it is reasonable to assume that valuators applying the guideline public company
method after the announcement of the TCJA will not experience the same issues as they will when applying the

guideline transaction method. There will, however, need to be additional considerations made by the valuator.

Forward-Looking Statements

For any valuations performed in 2018, valuators must ensure that the earnings measure that they are using
to calculate the public company multiple is a forward-looking earnings measure. That is, the valuator must
verify that the earnings measure considers the changes to the guideline company’s earnings as a result of the
TCJA. If the valuator calculates a market multiple based off of trailing-twelve months earnings, the numerator
(market capitalization) and the denominator (earnings) may not equally consider the new tax provisions. After

2018, however, this should not be an issue.

International Geography

A public company that has operations across multiple countries will be impacted by the TCJA in a differ-
ent manner than a company with operations only within the United States. As it relates to private company
valuations, a subject company that only operates inside the U.S. borders will experience the impact of the TCJA
across 100% of its income. Alternatively, a company that operates in multiple nations will only have a portion
of its income impacted by the changes to the U.S. tax laws. While this issue is rooted in general comparability

issues between a public company and the subject privately-held company, it is magnified by the TCJA.

Conclusion

'The largest impact of the TCJA on the Market Approach to valuation is expected to be the increase to
(pre-tax) market multiples. As discussed at length in Chapter III, the increase in the multiples is directly tied
to the expected increase in future cash flow for most businesses. This increase will have a trickle-down effect
on the inputs to the Market Approach, specifically the guideline transaction method. There will, however, be a
period of time in which data may be limited for valuators to incorporate these impacts into their calculations
with a sufficient degree of comfort, as the databases will need to begin compiling information on transactions

occurring after the announcement of the TCJA.

As it relates to the guideline public company method, the impact of the TCJA is expected to be incorporated
into the trading prices of public company stocks. As such, valuators will see increases from historical market
multiples, as experienced during the rise in the stock market in 2017. Valuators must be sure to properly vet
through the public company financial information to assure that the impacts to public company earnings are

properly included in the pricing multiple calculations.
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V. Cost/Asset Approach Considerations

As was noted in the earlier sections of your materials, the TCJA is expected to impact the three broad
approaches to valuation. Relative to the Cost/Asset Approach, these changes will focus on the centerpiece
of the TCJA, the permanent reduction in the corporate tax rate, and as a result, any built-in gains tax in ap-
plying this methodology to privately-held C corporations. Moreover, additional consideration will be given
to the income tax implications of potential reorganizations of business entities, as well as the built-in gain
implications when electing S corporation status and converting from a regular subchapter C corporation to

an S corporation.

Cost/Asset Approach Basics

'The Cost/Asset Approach is required to be considered in every valuation prepared in accordance with pro-
tessional standards and, when applied, is easy to understand. This ease of understanding has led to the method’s
popularity among users of valuation reports. Most triers of fact, as well as users of business valuations are relatively

familiar with balance sheet formats (assets and liabilities) and are able to generally interpret a balance sheet.

'The Cost/Asset Approach to business valuation encompasses a determination of value predicated upon an
assessment of each of the subject company’s assets, both tangible and intangible, recorded and unrecorded, on
its historical financial statements. The approach also requires a determination of value of each of its liabilities,

both recorded and unrecorded, on its historical financial statements.

In its most basic form, the Cost/Asset Approach breaks down a company into a set of assets and liabilities
that will act as the elementary units in developing its value. The Cost/Asset Approach is based on the eco-

nomic principle of substitution, which addresses the question, how much would it cost to replicate these assets?

It is pertinent to distinguish the difference between the application of the Cost/Asset Approach and the

reliance on the accounting book value of owners’ equity as it is known under generally accepted accounting

principles (GAAP):°

'The fundamental accounting principle of double entry accounting, on which all international accounting
has long been based is that the historical book value of an entity’s assets minus the historical book value of

that entity’s liabilities equals the book value of the business owners’ equity.

5 The word “cost” in the name references the users of the approach to consider original historical cost of applicable assets. If appropriate, that cost will be
adjusted forward through the date of valuation for inflation and other influences on cost, less an adjustment for wear and tear, as well as obsolescence.
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Under the Cost/Asset Approach, this fundamental accounting principle requires adjustment of historical
book values to market values. Thus, the fundamental business valuation principle underlying the Cost/Asset

Approach is that the current market value of assets, minus the current market value of liabilities, equals the

current value of the business owners’ equity.

'The Cost/Asset Approach requires the valuator to determine the cost to construct or develop an asset, less
any adjustment downward for obsolescence. The approach can also establish market value of an asset via sales of
comparable assets used as a proxy (i.e., price per square foot) or, if the asset is producing or expected to produce
income, capitalizing the expected income derived from the asset. Under these methodologies, each asset and
liability is adjusted from the amount reported under historical accounting principles to reflect its market value
at the date of valuation. The corresponding adjustment represents an increase or decrease to equity. Once all
assets are identified (including unrecorded intangible assets, if they exist) and assets and liabilities are adjusted to

market value, the resulting equity, as restated, is assumed to represent the market value of the equity ownership.

Depending on the nature and purpose of the engagement, additional considerations might include dis-
counts for lack of control and lack of marketability, among others, as well as “tax affecting” assets that have
been written up from the historical balance sheet carrying values to the economic balance sheet appraised
values. After proper application of these discounts and adjustments, if applicable, one can conclude that the

result of the process is an accurate indication of value.
Methods under the Cost/Asset Approach generally include the following:
*  Asset Accumulation Method;
*  Excess Earnings Method;
*  Rules of Thumb (asset-based); and

* Sellers Discretionary Cash Flow

'The most common method under the Cost/Asset Approach is the Asset Accumulation Method, sometimes
referred to as the Net Asset Method. The application of this method encompasses the fundamental concepts
of the Cost/Asset Approach most directly. In this method, the valuator restates all of the assets and liabilities
of the subject company from their historical cost basis to the appropriate standard of value. After the revalu-
ation of the assets and liabilities from their respective historical cost basis to fair market value, netting the

two adjusted totals is deemed to be the market value of the subject company’s equity.
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Most often, this approach is used as a primary approach only in the instance where the value of the entity’s
equity is based on the value of its underlying assets. Generally, its application is restricted to asset holding

companies and smaller companies with little or no goodwill (or other intangible value).

Built-In Gains Tax under the Asset Accumulation Method

An important step under the Cost/Asset Approach for a C corporation, and the primary focus in this
chapter, is to determine the income tax implications associated with adjustments from historical book and tax
bases to market values If the required asset and liability adjustments resulting from the application of the asset
accumulation method generate market asset values that exceed the tax basis of those assets, it is necessary to

make an adjustment to reflect the deferred income tax eftect of the unrealized gain or loss.

The need to address the deferred income tax issue in a subchapter C corporation rests with the fact that
the enterprise is subjected to two layers of income tax if, and when, it sells the assets. These two layers of tax
arise when the corporation pays the income tax first on its income or gain at the corporation level and, again,

when an income tax is paid by the equity owners as the net “after-tax” income or gain is distributed to them.

In an open market transaction, there is little argument that a buyer would decrease his or her offer price
for the “stock” in a C corporation from the sums of the market values of the underlying assets if he or she

knew that a potential deferred tax liability existed at the date of the stock purchasing.

By way of a simple example, assume that XYZ, Inc., a subchapter C corporation, has a single asset on its
financial statements. The asset, a commercial building, has an historical cost of $500,000 but has been fully

depreciated. As such, the total assets on the balance sheet are zero.

Assume, further, that there are no liabilities. The capital contributed to buy the building is $500,000, and

the negative retained earnings are $500,000 (due to prior year depreciation deductions).

As a result of these facts, the company has zero assets and zero liabilities and equity. However, if one were
to value the enterprise, they might find that the building has a market value of $2,000,000. The question,
then, is whether the stock is worth $2,000,000 or something less, due to the “built-in gain”and the potential

income tax on that gain.

It is clear from an economic standpoint that the deferred income tax liability on this built-in gain can

have a profound effect on the value of stock in a subchapter C corporation.
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On the surface, the calculation of the built-in gain is simple. The amount of the gain is equal to the fair
market value of the asset less the tax basis of that asset. As previously discussed in Chapter II of these materi-
als, the TCJA has reduced the federal corporate tax rate from 35% to 21%. There is no lower preferential rate
for capital gain income under subchapter C of the Code.

'The following example presents the application of the Cost/Asset Approach with calculation of the built-
in gain using both pre- and post-T'CJA corporate tax rates. In this example, we will calculate the net asset
value of XYZ Company as of December 31, 20XX. For purposes of simplicity, we will assume the book value
of the XYZ Company’s tangible assets is equivalent to their tax basis at the date of valuation. Note, however,

this may not be always be the case.

In this example, assume that XYZ Company has total current assets of $25,000, net property plant and
equipment with a book value of $75,000, and liabilities totaling $60,000. As such, XYZ Company’s accounting
book value would be $40,000 at December 31, 20XX. However, XYZ Company had a third-party appraisal
undertaken on its machinery and equipment, which determined the fair value of that equipment on December
31, 20XX was $100,000, $25,000 greater than the recorded book value. The remainder of XYZ Company’s
assets and liabilities had book values which approximated their fair market values at December 31, 20XX. The
$25,000 difference between the appraised value and the tax basis of the machinery and equipment creates a

built-in gain, which is subject to a corresponding tax liability.

The illustration on the following page shows the difference in value post-TCJA. As can be seen from the
example, since the change to the tax rate is permanent, the tax liability decreased with the enactment of the

TCJA, resulting in an increase in value.

Built-in Gain(BIG) Tax on C Corporation Conversion

'The conversion of a C corporation into an S corporation generally does not trigger an immediate tax li-
ability, but there may be some trailing tax consequences. Internal Revenue Code section 1374° was added to
the Code to prevent C corporations with substantial appreciated assets from electing S corporation status as a

means to defeat the two layers of tax described above.

¢ U.S.Tax §1374, Tax Imposed on Certain Built-In Gains
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XYZ Company
Net Asset Value Calculation
As of December 31, 20XX

PRE-TCJA POST-TCIA |
Book Value Adjustments Fair Value Book Value Adjustments Fair Value
Assets
Current Assets
Cash 5,000 5,000 5,000 5,000
Accounts Receivable 10,000 10,000 10,000 10,000
Prepaids 10,000 10,000 10,000 10,000
Total Current Assets 25,000 25,000 25,000 25,000
Property Plant and Equipment, net 75,000 25,000 100,000 75,000 25,000 100,000
Total Assets 100,000 25,000 125,000 100,000 25,000 125,000
Liabilities
Current Liabilites
Accounts Payable 5,000 5,000 5,000 5,000
Other Accrued Liabilites 5,000 5,000 5,000 5,000
Total Current Liabilites 10,000 10,000 10,000 10,000
Long-Term Debt 50,000 50,000 50,000 50,000
Total Liabilities 60,000 60,000 60,000 60,000
Net Asset Value Before Built-In Gain 65,000 S 65,000
Built-in Gain (Adjusted Fair Value less Tax Basis) 25,000 25,000
Effective Tax Rate 41.5% 28.9%
Tax Liability (Built-in Gain x Effective Tax Rate) 10,375 7,225
Net Asset Value After Built-In Gain, Prior to Discounts or Premiums 54,625 S 57,775

At the time of the S election, the electing subchapter C corporation is required to calculate the

amount of built-in gain that it has in each of its assets. Under current rules, if any of these assets are
sold during the five-year period following the date of the conversion, this built-in gain will be subjected
to income tax at the corporate level as if the corporation remained a C corporation. Only the excess of
the FMYV of those assets at the date of the S election in excess of their respective tax basis at that date

is subject to this corporate-level tax. Post S election appreciation is subject to only one level of taxation.

Previously, a corporation was taxed on its recognized built-in gains at the highest federal corporate income
tax rate of 35%. The TJCA reduced the corporate tax rate to 21% and, as such, lessens the cost of converting

to S corporation status.

As always, the choice of entity consideration remains an individualized determination with respect to each

business, conditioned on the facts and circumstances of that entity and its management and no single solution
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is appropriate for all situations. Entity choice will continue to involve a number of considerations, such as
the makeup of the equity capital investor base, capitalization structure, borrowing requirements, distribution
policy, state tax environment, compensation considerations, participation of owners in the business, presence
of foreign operations, and sale or exit strategies. In the event that the conversion to an S corporation is the

best option for the subject company, the tax cost associated with it comes at a lower rate.

'The tax imposed in connection with the conversion can be complex and is beyond the topic for today.
‘These complexities include the treatment of sales of inventory during the recognition period, the use of losses
to reduce or possibly eliminate the tax, and the use of C corporation attributes, such as net operating losses

and general business credits to reduce or eliminate the tax.

Conclusion

'The purpose of this chapter is to familiarize today’s attendees with the impact of the TJCA on certain
aspects in applying the Cost/Asset Approach and the asset accumulation method thereunder. With all other
factors remaining status quo, built-in gains income tax liabilities associated with the appreciation of assets
held by a corporation will decrease under the TCJA. The resultant determinations of value will follow with

value increases being the norm.

©Grossman Yanak & Ford e ChapterV . Page 53



GROSSMAN YANAK & FORD 1ip

Certified Public Accountants and Consultants

Privately-Held Business Valuation in the Wake of the Tax Cuts & Jobs Act

VI. C Corporation Versus S Corporation Valuation Issues

Pass-Through Business Basics

Pass-through business enterprises, i.e., S corporations, partnerships, limited liability companies taxed as
partnerships, sole proprietorships and single member limited liability companies, represent more than ninety
(90) percent of all companies in the United States’. Unlike regular corporations subject to subchapter C of
the Internal Revenue Code that pay income taxes at the corporate level, pass-through businesses do not pay
tax at the business entity level. Rather, as the name suggests, the income generated by these entities is “passed
through”to the equity capital owners of those businesses and any taxes due are paid by those owners reporting

their share of the business income.

Funds to facilitate the payment of these taxes most often come from cash distributions to the equity capi-
tal owners from the business. In many cases observed by the authors, shareholder, partnership or operating
agreements provide a requirement that the company makes cash distributions sufficient to fund equity capital
owners’ income tax obligations arising from the inclusion of the business entity income on their personal

income tax returns.

Because of the unique tax treatment afforded to pass-through businesses, there has been much discussion
in the business valuation community regarding how to treat income taxes associated with the income of the
business. A regular corporation does not present the same issues and the calculation of free cash flow discussed

earlier in this session reflects a reduction for income taxes paid at the corporate level.

Because pass-through business entities essentially “shift” their tax burden to its equity capital owners,
some have argued that there is no entity level tax. This has been an ongoing debate with the Internal Revenue
Service for nearly twenty years after the Tax Court ruled in Gross v. Commissioner (“Gross”) that an S corpo-
ration did not have a tax liability and as such, its free cash flow was not to be burdened with income taxes.®
The end result, of course, was that the value of an S corporation was significantly higher because there was
no reduction in future expected free cash flow for income tax expense. The result was reached even though
it was necessary for the S corporation to distribute the cash necessary to fund the shareholder tax liabilities
on the pass-through of the S corporation’s income. Since the Gross decision, numerous other decisions have
reiterated the finding in Gross, causing valuation practitioners, estate planning attorneys, family law attor-

neys and other users of business valuations under a “fair market value” standard of value to struggle with the

7 The Tax Foundation at https://taxfoundation.org/pass-through-businesses-data-and-policy/
8 Gross v, Commissioner, T.C. Memo. 1999-254
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theory that two identical companies in all respects except tax structure would have different values and that
pass-through business entities would inherently be worth significantly more than regular corporations due to

the lack of a formal tax obligation at the business entity level.

As a result of this theory, in the context of valuation of privately-held businesses and equity capital in-
terests in those businesses, one of the most hotly-debated issues since the Gross case has been whether any
pass-through businesses, and in particular, a corporation taxed as an S corporation under United States federal
income tax law, has a greater value than an otherwise identical corporation taxed as a C corporation under

that same law.

'This chapter will focus on the primary aspects of both S and C corporations that have been examined

when attempting to quantify the differences between the two and how they are impacted by the enactment
of the TCJA.

Background on S Corporation Valuation

'The traditional approach used by business appraisers in valuing S corporations under the income approach
has been to subtract income taxes in determining future expected free cash flows as if the entity were struc-
tured and taxed as a C corporation. Business valuators would then apply discount rates associated with the
risk of receiving those expected future free cash flows generally based on “after-tax” rates of return derived

from historical returns on publicly-traded C corporation stocks.

The fundamental premise of such tax affecting was driven by the fact that proper valuation of an equity
interest in any business entity required a proper matching of the discount or capitalization rates (used as the
denominator) with the type of economic benefit stream encompassed in the projections or forecasts (used as
the numerator). In other words, use of an “after-tax” discount rate required matching it with an “after-tax”
expected free cash flow forecast. The use of one element of the income approach model on a “pre-tax” basis

with the second element on an “after-tax” basis was, and is, a technical error.

To support the historical practice set forth in the preceding paragraphs, it has long been deemed ap-
propriate in the finance and business valuation professions, to consider that, though an S corporation passes
through its income to shareholders without the incurrence of a formal and direct entity-level tax, there is still

an “ordinary” rate of income tax assessed against this entity-level income.
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As noted, that ordinary income tax must be distributed by the company to fund the shareholders’ tax
obligations on the corporate income passed through to them. As such, a substantial portion of the S corpora-
tion’s free cash flow must necessarily be distributed annually to fund this obligation. Thus, it is, and has been,
the practice of many professionals in the finance and business valuation community to reduce the entity-level

free cash flows by this necessary distribution.

Assuming this distribution is an accurate proxy of ordinary income tax on corporate-level earnings, re-
ducing forecasted earnings by the expected tax distribution (generally referred to as “tax affecting”) has been
strongly supported as the appropriate base to which the discount and capitalization rates developed from

public company information should be applied.

Based on the current controversy, it is important to understand the traditional means by which appraisers
have calculated the value of S corporations by applying corporate-level taxes. This traditional method will be
compared, in the following examples, to the circumstance of not tax affecting the earnings of the S corpora-
tion. The following assumptions apply to both calculations under the discounted cash flow method and the

capitalization of cash flow method of the income approach:
* Cash flow and net income are equivalent
* Long-term growth rate is 4%
* Entity-level tax rate is 29%
* Rate of return on equity (discount rate) is 24%

* Terminal value capitalization rate is 20%

DISCOUNTED CASH FLOW METHOD WITHOUT TAX

Terminal
Projected Year 1 2 3 4 5 Year
Income Before Tax $ 1040 $ 1,080 $§ 1,125 $ 1,170 $ 1217 $§ 6,328
Entity Level Tax (0%) - - - - - -
Net Income/Cash Flow 1,040 1,080 1,125 1,170 1,217 6,328
Present Value Factor 0.8065 0.6504 0.5245 0.4230 0.3411 0.3411
« Discouted Cash Flow 839 702 590 495 415 2,158
Value $ 5,200
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Note that the previous example mirrors the theoretical calculation applied by the Internal Revenue Service
and accepted by the tax court in the Gross case. As mentioned earlier, this calculation improperly applies a

discount rate based upon after-tax return data to a benefit stream that does not incorporate income tax expense.

'The following illustrates the impact of tax aftecting the earnings of the subject company by the new federal

corporate rate and Pennsylvania state tax rate (combined, approximately 29%) as provided in Chapter III:

DISCOUNTED CASH FLOW METHOD WITH TAX

Terminal
Projected Year 1 2 3 4 5 Year
Income Before Tax $ 1,040 $ 1080 §$ 1,125 $§ 1,170 $ 1217 $ 6,328
Entity Level Tax (29%) (302) (313) (326) (339) (353) (1,835)
Net Income/Cash Flow 738 767 799 831 864 4,493
Present Value Factor 0.8065 0.6504 0.5245 0.4230 0.3411 0.3411
Discouted Cash Flow 596 499 419 351 295 1,533

Value (rounded) $ 3,700

'The difference in values with and without tax affecting is illustrated as follows:

DISCOUNTED CASH FLOW METHOD COMPARISION
WITH AND WITHOUT TAX AFFECT

Value (pre-tax) $ 5,200
Value (after-tax) 3,700
Value Difference $ 1,500

Note that prior to the TCJA, this value difference was over $2 million dollars (approximately $500 thou-
sand higher than indicated above), as the tax rate applied under prior law typically approximated 40%. In
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practice, however, applying the same discount rate to pre- and after-tax measures of earnings is inaccurate,
as a valuator would need to adjust the discount rate applicable to a pre-tax benefit stream. This adjustment
would serve to increase the discount rate, decreasing value, and, at least partially, offsetting the difference

between the two calculations.

Valuators have resisted the premise that S corporations should not be tax affected in a valuation context

mere ecause this e of enti 0€s not pay corporate 1evel taxes.
ly b this type of entity d t pay corporate level t

'The following ancillary issues support the argument for tax affecting S corporations at corporate rates:

Standard of Value

'The standard of value most common to litigation, income, estate and gift tax law is fair market value. This
standard of value, by definition’ contemplates a hypothetical sale transaction with a hypothetical buyer taken

from a “total” universe of potential buyers.

Using the fair market value standard, a valuation analyst would have to assume the hypothetical willing
buyer of the subject company stock required in the technical definition would qualify as an S corporation.
By inferring a certain buyer, that is, a buyer who will definitely qualify as an S corporation shareholder under
Section 1361(b)(i) of the Internal Revenue Code', theoreticians opposed to “tax affecting” of these entities

operationally exclude a substantial portion of the hypothetical universe of potential buyers.

Failure to consider these hypothetical buyers (i.e., those failing to qualify by definition as S corporation
shareholders) would seem to void the very standard of value contemplated by the commonly accepted and

current understanding of fair market value.

Proper Application of Risk Rate

As noted earlier, business valuators generally determine base discount rates and capitalization rates from
historical financial information collected from public companies. In most instances, the earnings utilized in

the construction of these rates are “after” corporate-level income taxes but “before” shareholder-level taxes.

As a result of this methodology in building up risk rates, an issue has developed regarding whether “after
corporate-level income taxes” discount and capitalization rates should be applied to S corporation corporate-

level earnings that have not been reduced for corporate-level income taxes.

° International Glossary of Business Valuation Terms, June, 2001

10 Under Section 1361(b)(1)(B) and (C) of the Internal Revenue Code of 1986, as amended, an S corporation must not (B) have as a shareholder
a person (other than an estate, a trust described in sub section (c)(2), or an organization described in section (c)(6)) who is not an individual,
[or] (C) have a non resident alien as a shareholder.
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Tax Affecting and Control/Minority Interests

Within the business valuation community, the issue of looking at tax affecting is that the control prerequi-
sites attaching to a controlling ownership interest in an S corporation have an eftfect on whether the earnings
of that entity should be tax affected. A controlling interest holder of an S corporation can effectuate a sale of

the company, which would then focus on the likely buyer of the particular company.

Many commentators have concluded that an S corporation tax structure may be more valuable in the
context of determining the value of a minority interest rather than a controlling interest. This is especially
true in the circumstance where an agreement exists with a provision stating that the S corporation status must
be maintained. In fact, of the five economic models developed for valuing S corporations that have gained

general acceptance, all were originally developed as being applicable to the valuation of minority interests.

Lack of Market Confirmation

'There are no published studies or empirical third party evidence that unequivocally confirm that S corpo-
rations trade at premiums over identical C corporations. In many market acquisition transactions, the buyer

does not qualify for S corporation shareholder status, and the matter is not considered at all.

Measurement

If one adheres to the precept that an S corporation ownership interest may be worth more than an
identical C corporation, the question then becomes one of measuring the value difference. That is, how does
one quantify the tax benefits associated with S corporation tax status? Most importantly, post-T'CJA, is this
precept still valid?

Note that the S corporation benefit debate is not limited to whether or not a benefit exists and, if the ben-
efit exists, how to quantify it. The debate extends to which approaches of valuation the S corporation benefit
would apply. As the income-based approach utilizes data from public-company pricing of C corporations, the
consensus is that if a premium exists, it would be applicable to opinions of value generated under the income

approach as used in this material.

No widely accepted methodology exists for purposes of calculating this value difference, but five primary
models have emerged in the last 15 years that are relatively congruent with the overall concept of according

some value premium to S corporation ownership interests.
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'The next section will address the aspects of S corporations and C corporations that valuators examine with

respect to quantifying any differential in value, solely due to entity status, when applying the Income Approach.

Valuing S Corporations After the TCJA

There have been models put forth by members of the valuation community to attempt to quantify the
value difference between S corporations and otherwise identical C corporations. The models essentially follow

a similar method focused on the same objective.
* Calculate the value of the S corporation as if it were a C corporation;
*  Account for the difference between corporate and individual income tax rates;

*  Calculate the benefit of the avoidance of dividends tax, which is the second layer of tax on C corpora-

tions dividends); and
* Consider, and quantify if appropriate, the ability to build-up basis in S corporation stock.

The authors of this material anticipate that the first step in valuing S corporations will be the same as
prior to enactment of the TCJA, in that, as provided in Chapter III addressing the Income Approach, the
tuture expected free cash flows will be based on income generated from an S corporation that will continue

to be “tax affected” at prevailing corporate income tax rates.

Therefore, the tax impact on an S corporation with $20 million in pre-tax income, is as illustrated in

Chapter I11I, as follows:

Prior to TCJA Under the TCJA
Pre-Tax Income S 20,000,000 S 20,000,000
State Income Taxes @ 10.0% (2,000,000) (2,000,000)
Federal Taxable Income 18,000,000 18,000,000
Federal Income Taxes (6,300,000) (3,780,000)
After-Tax Income 11,700,000 14,220,000
Total Provision for Income Taxes 8,300,000 5,780,000
Effective Tax rate 41.5% 28.9%

As previously noted, the above illustration is consistent with valuations of S corporations prior to the

TCJA. The last three steps listed above will be addressed separately in light of the impact of the TCJA.
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Tax Rate Differential

Historically, the rate deferential between the highest corporate and individual income tax rates was mini-
mal which did not lead to a benefit for S corporation shareholders. However, as addressed in Chapter 11, the

maximum corporate income tax rate is now significantly lower than the maximum individual income tax rate.

C corporations domiciled in Pennsylvania that plan to retain their earnings for growth post-TCJA have
a 28.9% effective tax rate, while the owners of flow-through entities who actively participate in the business
have an effective tax rate of 40.1% if the business does not qualify for the qualified business income deduc-

tion or 32.7% if it does qualify.

Assuming that the owner is a passive investor subject to the 3.8% net investment income tax, the rates
increase to 43.9% if the business does not qualify for the qualified business income deduction and 35.7% if it

does qualify. The following illustrates the calculations under each entity structure:

PENNSYLVANIA S CORPORATION

Pre-tax Income 10,000 10,000 10,000 10,000
20% QBI Deduction - - (2,000) (2,000)
Federal Taxable Income 10,000 10,000 8,000 8,000
Federal Income Tax 37.0%  (3,700) (3,700) (2,960) (2,960)
Federal Net Inv. Income Tax  3.80% - (380) - (304)
PA Tax 3.07% (307) (307) (307) (307)
Net After Taxes 5,993 5,613 4,733 4,429
Total Taxes Paid 4,007 4,387 3,267 3,571
Effective Tax Rate 40.1% 43.9% 32.7% 35.7%

Figures are in thousands (000)

Note that, although the qualified business income deduction could help make the flow-through tax rate
more competitive with the reduced C corporation tax rate, its application varies based on the type of business
and depends, in part on the equity capital owner’s taxable income level. The deduction may be completely
unavailable to specified service businesses in which the owners’ taxable incomes are above the income thresh-
olds for claiming the deduction. On the other hand, the deduction could be fully claimed by the owners of a

manufacturing business, for example, that has high levels of wages or high equipment costs.
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Based on the previous illustration, the tax rate differential favors the C corporation. Although an active
shareholder in an S corporation, accompanied by an allowable deduction for qualified business income, brings

the effective tax rate more in line with the C corporation rate.

Under the TCJA, the effective tax rate for a C corporation that has a history of distributing all of its earn-
ings, is 52%, as illustrated below. Note that the rate is considerably higher than the S corporation rates shown
in the previous example. In the event distributions are made at a level sufficient to pay individual taxes for an

active participant in an S corporation, the effective tax rate is 38.1% as shown below.

PENNSYLVANIA C CORPORATION PENNSYLVANIA C CORPORATION
100% DISTRIBUTION DISTRIBUTE 40%
Pre-tax Income 10,000 Pre-tax Income 10,000
PA Corporate Tax 9.99% (999) PA Corporate Tax 9.99% (999)
Federal Taxable Income 9,001 Federal Taxable Income 9,001
Federal Corporate Tax 21.0% (1,890) Federal Corporate Tax 21.0% (1,890)
Net Available to Distribute 7,111 Net Available to Distribute 7,111
Federal Tax on Distribution ~ 20.0% (2,000) Federal Tax on Distribution 20.0% (800)
PA Tax on Distribution 3.07% (307) PA Tax on Distribution 3.07% (123)
Net After Taxes 4,804 Net After Taxes 6,188
Total Taxes Paid 5,196 Total Taxes Paid 3,812

Effective Tax Rate 52.0% Effective Tax Rate 38.1%

Figures are in thousands (000)

As can be gleaned from the above examples, the rate differential adjustment will need to be carefully

considered in all valuations post-TCJA.

Awvoidance of Dividends Tax

The earnings of C corporations are taxed at the corporate level when earned and then, again, at the share-
holder level when distributed. Based on the illustrations in the previous section, it is reasonable to conclude

that the double taxation regime of C corporations is no longer the steep penalty that it once was.
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'The benefit for dividend tax avoided considers the benefit attributed to the single level of taxation that an
S corporation shareholder is subject to as compared to the double-taxation of distributions of a C corporation.
'This benefit is calculated as the difference between the expected distributions and the tax liability computed

on the subject company’s income, leaving the equivalent C corporation dividends.

Pre-TCJA, the avoidance of the second layer of tax produced a net benefit to the S corporation beyond the
initial 40% tax liability, as S corporations were valued after application of corporate tax rates. The following

illustrates the increase in the effective tax rates as the amount distributed from the subject company increases.

PENNSYLVANIA C CORPORATION
VARIOUS DISTRIBUTION LEVELS

50% 60% 70% 80% 90% 100%
Pre-tax Income 10,000 10,000 10,000 10,000 10,000 10,000
PA Corporate Tax 9.99% (999) (999) (999) (999) (999) (999)
Federal Taxable Income 9,001 9,001 9,001 9,001 9,001 9,001
Federal Corporate Tax 21.0%  (1,890) (1,890) (1,890) (1,890) (1,890) (1,890)
Net Available to Distribute 7,111 7,111 7,111 7,111 7,111 7,111

Federal Tax on Distribution ~ 20.0%  (1,000)  (1,200)  (1,400)  (1,600)  (1,800)  (2,000)

PA Tax on Distribution 3.07% (154) (184) (215) (246) (276) (307)
Net After Taxes 5,957 5,727 5,496 5,265 5,034 4,804
Total Taxes Paid 4,043 4,273 4,504 4,735 4,966 5,196
Effective Tax Rate 40.4% 42.7% 45.0% 47.3% 49.7% 52.0%
Figures are in thousands (000) Assumes active participation in the business

Based on the changes in the tax law, the avoidance of the double taxation does not become consequential
until 60% of taxable income is distributed, as the lower federal corporate tax rates neutralize the second layer

of tax (dividends tax).
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Basis Build-Up

Income, deductions, credits, etc. of a pass-through entity pass-through to the entity’s owners and tax is
paid at the individual shareholder level. Mechanically, income items increase equity capital owner “tax basis”
and deductions and distributions decrease tax basis. As such, any undistributed net earnings serve to increase
pass-through equity capital owner stock basis, as compared to shareholders in a C corporation that do not

receive an increase in basis for retained earnings.

'The benefit of the build-up in basis is determined by quantifying the capital gains savings upon the even-
tual sale of the stock. By way of simple example, if a company distributes one-half of its entity level income
of $10 million, the resulting build-up in shareholder basis is $5 million. The tax savings upon the sale of
stock using a 20% long-term capital gains tax rate and Pennsylvania tax rate of 3.07%, would be 22.5% [(20%
+3.07%%(1-20%)] or $1,125,000. For valuation purposes this amount would be capitalized into the future to
quantify the ability to realize the benefit. As with the other attributes of the S corporation models, the impact
of this benefit is reduced post-TCJA.

Conclusion

S corporations have historically had a tax advantage over C corporations creating some value benefits,
which members of the valuation community have used various methods to quantify. The rate differentials
introduced by the TCJA are historic and significantly impact entity choice decisions as well as valuation of

those entities.

Regarding those discussions surrounding choice of entity, with a few exceptions, a pass-through entity
can become a C corporation for tax purposes without significant issues from a tax perspective. Conversely,
converting from a C corporation to a pass-through entity, can trigger gain at both the corporate and share-
holder levels if the pass-through entity is a partnership or upon the conversion of an S corporation and there
are existing built-in gains with respect to any of the assets of the corporation at the time of the conversion,
subject the S corporation to corporate-level tax on the built-in gains if it sells any of the assets within five

years after the conversion.

Valuations of S corporations will continue to be a major topic of discussion. The many considerations and
differences between pass-through entities and their C corporation counterparts will evolve as valuators and

members of the legal community vet through the impact of the provisions of the TCJA.
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VII. Concluding Remarks

'The TCJA represents the largest legislative change to the United States tax code since the Tax Reform Act
of 1986. Incorporated in the new law are hundreds of modifications, with the addition of new provisions and
the repeal of many historical provisions. While the exact impact of the TCJA on the overall economy, as well
as on any specific business will become clearer in the coming years, members of the finance, economic and
business valuation communities have identified a number of common themes that will impact privately-held

businesses and the valuation of those businesses.

Understanding that all value is forward looking, it should be evident that substantial “pro-business” changes
in the tax law directly alter the future financial expectations of a business. In most cases, the authors expect
that the changes will reduce business income tax and thereby, increase free cash flow, which, in most cases,

will present an increase in that business’ value.

'The provisions of the TCJA, which were originally intended to produce a simpler tax code, have not fully
attained that goal in the context of business taxation. As has been suggested in today’s program, the effects
of the TCJA reach beyond pure computations of income tax, extending far into business economics, financial
markets and asset valuation. The impact of those changes that affect valuation are as far reaching as the purpose

for which any valuation might be used.

Clearly, transaction values are certain to change due to the additional cash flows attainable by the acquirer
as a result of the lower tax rates. In addition, the possibility of expensing all tangible assets, including used
tangible assets, under the bonus depreciation rules works to change internal rates of return on business acquisi-
tions associated with taxable asset acquisitions with significant tangible property. Ultimately, we expect that

in these acquisitions, deal economics will change to accommodate consideration of these types of changes.

Likewise, in a marital dissolution proceeding where a business or business interest comprises a portion
of the marital estate, values will likely be higher, requiring additional financial resources to be shared by the
propertied spouse. This could also cause a type of economic “windfall” to the non-propertied spouse, repre-

senting his or her portion of the income tax benefit afforded by the TCJA.

Further,in an Employee Stock Ownership Plan, where an annual valuation is required to meet Department
of Labor and Internal Revenue Code rules, plan participants who hold equity capital interests in the employer
stock through the plan, will likely see their accumulated retirement plan balances increase. Interestingly, in

these instances, there are corresponding valuation considerations, the most critical being the repurchase ob-
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ligation liability associated with such plans that requires the Company, or plan, to honor the repurchase of
participant shares at a point in the future. As participant retirement plan values increase, due to stock value
increases attributable to the TCJA, the repurchase obligation also goes up and presents greater marketability
issues for the shares held by the plan participants.

Another example of the effect of the TCJA will emerge in equity owner buyouts. Oftentimes, these buyouts
are defined by using common standards of value, and most often, fair market value or fair value. Interestingly,
departing shareholders or other equity owners operating under a shareholder’s, or similar, agreement will likely

see a valuation increase simply because of the changes in the tax law.

Finally, though the TCJA significantly expanded the lifetime exclusion for gifting property during one’s
lifetime, upwards of $11M per person, consideration must be given to the value of privately-held business
ownership interests in situations where the fair market values of those assets will have grown as a result of the
tax rate decreases and other changes manifested in the TCJA. The growth in these values may make planning
initiatives adopted under the former law obsolete and in need of revision to fully capitalize on the benefits

afforded by the new tax law.

As has been discussed throughout these materials, the substantive changes included in the new law affect
each of the three major business valuation approaches and the methods available under each of these three.
'Thus, those members of the legal community making use of business valuations in the representation of their
clients must be careful to ensure that the impacts of the TCJA are being fully integrated into the business

valuation process going forward. The changes simply cannot be ignored.

As noted, the income approach and the specific methods thereunder, offer a direct means of incorporating
the changes created by the TCJA. These methods are able to incorporate those changes into the numerator

and denominator of the valuation models.

When considering the use of the market-based approach, attorneys will need to be increasingly suspect of
the financial information available to, and used by business valuators, to quantify multiples from completed
transactions as the economic and financial elements of those historical transactions will have occurred under
a different, and more costly tax environment. As a result, comparability of the historical information to the
subject company may be found to be lacking if valuators are not able to gain a sufficient level of information

for any population of historical transactions.
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When utilizing pre-tax measures, keep in mind that the authors expect to see increases in value multiples
under the market-based approach, as after-tax earnings rise, due to the business-friendly provisions of the
law. This issue is sure to reinforce the need to consider income-based methods when quantifying the value of

a business or an interest in that business.

Finally, the decreased corporate tax rates will also have a positive impact on balance sheet-oriented valuations
using the cost/asset approach. The reduced corporate income tax rates will cause a reduction in the built-in
gain income tax liability quantified by valuators, thereby positively impacting the economically-adjusted net

worth of those companies being valued under this approach.

In addressing the many nuances of the S corporation premium, the authors conclude that the value benefits
assumed to be obtained from electing S corporation status, are not as significant as they were often found to
be pre-TCJA. However, it is important for participants in today’s program to understand that the topic of S

corporation valuation will continue to be one that is hotly debated.

'There are two further conceptual matters to keep in mind as you return to your practices. The first is the
volatile political environment that is well recognized in Washington D.C. Given that 2018 is a mid-term
election year and that the attractiveness of both political parties varies wildly depending on who is in office,
there is a possibility that the winds of November could swing the balance of power in Congress. Though the
changes discussed today, as included in the new tax law, are deemed to be permanent, excepting of course, the
bonus depreciation rules, there is nothing to prevent the new Congress rising out of these elections, or even
perhaps the 2020 Presidential election, from changing the tax laws going forward and removing some of the

tax advantages afforded by the TCJA. The result, of course, could be a negative impact on valuation.

'The other major outcome in which the authors and the Business Valuation Services Group at Gross-
man Yanak & Ford LLP are interested in is “plowback”. Simply stated, the phrase is intended to address
the amount of additional tax benefits afforded by the TCJA that will be reinvested (or plowed) back into
the underlying business as opposed to being distributed to equity holders. This reinvestment could either be
facilitated through additional capital spending or, alternatively, through investment in human capital with the
addition of more employees. In either case, one would not make such an investment if they did not expect to
receive an adequate return on their investment. The primary concern is whether the additional capital assets,
or personnel, will equate to greater overall expectations for growth in the free cash flows of the business and

economic return to equity owners through improved operational performance of the enterprise as a whole.
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We sincerely hope that this presentation and the time that you have chosen to spend with us today has
proven useful to you in understanding some of the more prominent provisions of the TCJA and how those

provisions impact the valuation of privately-held businesses and ownership interest in those businesses.

On behalf of the members of the Business Valuation Services Group as well as all of the professionals at

Grossman Yanak & Ford LLP, we thank you for time and attention. Have a great day!
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