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A Hands-On Approach to S Corporation and Pass-Through Entity Valuations

If the subject is only paying out the tax liability associated with S corporation income then the
result of this section is zero as the tax portion is dealt with in a different section.

The next section deals with the advantage an S corporation has over an equivalent C corporation
on the double taxation issue. A C corporation’s income is taxed on its income and again when it
declares dividends. An S corporation does not pay a dividend tax.

Benefit Two — Avoiding Dividend Taxes

Table 17
Subject Company
An Idaho S Corporation
Treharne Model
Tax Present
Rates 2009 2010 2011 2012 Value

34 Double Taxation Adjustment
Total S Corp Distributions
35 (Tax & Excess) 65,983 137,641 164,172 203,310

36 C Corp Entity-Related Taxes See Note  (48,439) (105,865) (126,267) (154,355)
37

S Corp "Excess Distributions"

38 Paid 17,544 31,776 37,905 48,955
S Corp "Excess Dist." Tax

39 Benefit See Note 2,912 5,275 6,292 8,126

40 Terminal Value 39,858

3 S —

42  Total 2,912 5,275 6,292 39,858
Present Value (Double

43 Taxation Adj.) 2,605 3,774 3,602 18,253 28,234
Number of Periods 0.5 1.5 2.5 3.3

Line 35 — Total S Corp Distributions (Tax & Excess) is the total amount of cash distributed to
shareholders including the amount allocated towards paying the tax liability associated with the
S corporation income.

Line 36 — C Corp Entity-Related Taxes is the exact amount that would be due as income tax if
the Subject Company were an equivalent C corporation.

Line 38 — S Corp "Excess Distributions" Paid is the difference between what was actually
distributed to shareholders and what would be required to pay the income taxes if it were an
equivalent C corporation. This amount would be subject to a dividend tax if it were a C
corporation.

Line 39 — S Corp "Excess Dist." Tax Benefit calculates what the dividend tax would be if it were
in fact being charged a dividend tax. The dividend tax is calculated using the 15% Federal
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A Hands-On Approach to S Corporation and Pass-Through Entity Valuations

Dividend Tax Rate and the State Dividend rate. In the case of Idaho, dividends are taxed at the
same rate as personal income and this chart has been shown previously.

Line 43 — Present Value (Double Taxation Adj.) is calculated slightly differently than the other
present value calculations. The discount rate used is 1% higher than the rate used throughout the
rest of this model. The choice of a larger discount rate for the double taxation adjustment is
based on the fact that a minority sharecholder cannot force the entity to pay distributions even if
the company has generated adequate cash flow to pay distributions. The question could be
asked, and we have asked it, “Why only 1%?” The answer we received was that no one knows
exactly how to measure that additional risk, and bumping the discount rate by 1% at least shows
that the additional risk was acknowledged. The chart showing the discount rate is shown below.

Table 18
Retained  Double
Cash Taxation
Flow Adj.
Discount rate 24% 25%
Growth rate 3% 3%
Capitalization
rate 21% 22%

Now everything has been dealt with, except for the fact that income associated with S
corporations and C corporations effectively pay different tax rates. The income associated with
S corporations may be charged a lower tax rate and that tax savings is a benefit that must be
counted. The following section does that.

Benefit Three — Personal Tax Rates

Table 19
Subject Company
An Idaho S Corporation
Treharne Model
Tax Present
Rates 2009 2010 2011 2012 Value
Tax-Rate Differential
45 Adjustment
46 S Corp Entity-Related Taxes See Note  (38,005) (85,017) (102,792) (129,101)
47 C Corp Entity-Related Taxes See Note  (48,439)  (105,865)  (126,267)  (154,355)
48 sl -
49 S Corp Benefit (Liability) 10,434 20,848 23,475 25,255
50 Terminal Value 123,868
51 -
52 Total 10,434 20,848 23,475 149,122
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Present Value (Tax-Rate

53 Differential Adj.)

Number of Periods

9,370 15,099

13,711

70,237

108,416

0.5

1.5

25

3.5

As shown above, Line 49 — S Corp Benefit (Liability) is the difference in taxes paid based on
personal tax rates and the equivalent C corporation corporate tax rates. Most of the time this line
will show a benefit, meaning that the Subject Company, by pure virtue of being an S corporation,
allowed its shareholders to keep more of their money than what an equivalent C corporation
would. The present value of this benefit stream is also calculated and will be included in the
overall indication of value of the subject minority interest in the Subject Company, Inc., an Idaho
S Corporation.

Value Conclusion of the S Corporation Benefits

Table 20
Subject Company
An Idaho S Corporation
Treharne Model
Tax Present
Rates 2009 2010 2011 2012 Value
23 Net Cash Flow to Investor
24 S Corp Tax Distribution Paid 38,005 85,017 102,792 129,101
S Corp "Excess Distributions”
25 Paid 27,978 52,624 61,381 74,209
Personal Taxes on S Corp
26  Operations See Note  (38,005) (85,017y  (102,792)  (129,101)
20 s usngiiisss
28 Net Cash Flow to Investor 27,978 52,624 61,381 74,209
29 Terminal Value 363,979
. e -- R
31 Total 27,978 52,624 61,381 438,188
32  Present Value 25,125 38,111 35,849 206,388 305,474
Number of Periods 0.5 1.5 2.5 35
33
34 Double Taxation Adjustment
Total S Corp Distributions (Tax
35 & Excess) 65,983 137,641 164,172 203,310
36 C Corp Entity-Related Taxes See Note  (48,439)  (105,865) (126,267) (154,355)
37
S Corp "Excess Distributions”
38  Paid 17,544 31,776 37,905 48,955
S Corp "Excess Dist." Tax
39 Benefit See Note 2912 5,275 6,292 8,126
40 Terminal Value 39,858
41
42  Total 2,912 3,275 6,292 39,858
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Present Value (Double

43 Taxation Adj.) 2,605 3,774 3,602 18,253 28,234
Number of Periods 0.5 1.5 25 3.5
44
Tax Present
Rates 2009 2010 2011 2012 Value
Tax-Rate Differential

45 Adjustment
46 S Corp Entity-Related Taxes See Note  (38,005) (85,017) (102,792) (129,101}
47 C Corp Entity-Related Taxes See Note  (48,439) (105,865) (126,267) (154,355)
48

49 S Corp Benefit (Liability) 10,434 20,848 23,475 25,255

50 Terminal Value 123,868

51

52 Total 10,434 20,848 23,475 149,122
Present Value (Tax-Rate

53 Differential Adj.) 9,370 15,099 13,711 70,237 108,416
Number of Periods 0.5 1.5 9.5 3.5

54

55 Present Value (Cash to Investor) 442124

56
PV of Retained & Investor

57 Cash Flows 1,404,452

The indicated value of the Subject Company as an S corporation is $1,404,452 or $1,400,000
rounded. (The sum of the three benefits above of $442,124 plus the $962,328 above after all the
benefits had been stripped out.) This compares to the value of $1,270,000 that was determined
as if it were a C Corporation. This is the reason why S corporations are as popular as they are.
If there wasn’t a tax advantage in being an S corporation, companies would not elect that status.

Of course, once you get to this point, you have to remember to check your forecast to see if you
made any control adjustments such as adjusting rent and officer compensation. If you did, then
you get to apply your Discount for Lack of Control as well as your Discount for Lack of
Marketability in order to get to your actual conclusion of value.

Summary

This is our understanding of how one actually applies the Treharne Model to value a minority
interest in an S corporation or other pass through entity. The model is complicated, but as it was
designed to value the tax benefits attributable to S corporations, it was never going to be easy.
We have our tax code to thank for that, and Chris Treharne for figuring out the math.

BUSINESS APPRAISAL PRACTICE 30 First Quarter 2010
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We have not always enjoyed the process, but we are really happy to be able to explain to anyone
who asks, exactly why this difficult process is required in our business appraisals of minority
interests in pass through entities. It is even more enjoyable, however, when we are being paid
hourly to explain how it all works. There are always many questions, most of which we hope we
were able to answer in this article. If we missed explaining something as clearly as you would
like, feel free to ask us. If we don’t know the answer...then we apologize in advance to Chris
Treharne, as we will be once again giving him a call.

Paul R. Hyde, EA, MCBA, BVAL, ASA, MAI is the President of Hyde Valuations, Inc., a
business and commercial real estate appraisal firm based in Parma, Idaho. His firm is also a
member of the National Business Valuation Group network.

Shawn M. Hyde, CBA is a business and real estate appraiser with Hyde Valuations, Inc.
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