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I. Introduction 

Does the S corporation valuation premium still exist?  Effective January 1, 2018, the C corporation tax rate has been 

changed from a graduated tax rate structure with rates ranging from fifteen to thirty-five percent to a flat rate of twenty-

one percent.  The individual rates have been lowered, and some S corporations may obtain a twenty percent deduction for 

qualified business income of pass-through entities under Section 199A.  Two questions are addressed in the article.  How 

do the recent tax changes impact S corporation valuations when compared to C corporations?  Should we tax-affect S 

corporation earnings when valuing S corporations under the Income Approach?    

Under the Income Approach to business valuation, S corporation earnings are tax affected to calculate the after-tax cash 

flow to the shareholder.  S corporation income is passed through to the shareholder and is taxed on the shareholder’s Form 

1040 at individual rates.  The valuation of pass-through entities has been a furor since 1999 when the Tax Court decided 

an S corporation was more valuable than an otherwise identical C corporation.  Gross v. Commissioner (1999)1 is the Tax 

Court case that introduced the idea an S corporation should be more valuable than a comparable C corporation, because an 

S corporation does not pay tax on net income at the entity level in the same manner as a C corporation.  Given that 

earnings or cash flows are the primary benefit stream that are either capitalized or discounted in the valuation process 

when net income is not adjusted for taxes (otherwise known as tax-affecting), this situation creates an inflated value for S 

corporations.   

An essential advantage of an S corporation is the opportunity for shareholders to reduce the total tax burden.  The net 

income of an S corporation is taxed once at the shareholder level.  In contrast, C corporations pay taxes at the entity level 

on corporate taxable income, and the shareholder(s) also pay tax at the shareholder level on dividends received.  Due to 

this single level tax structure, the net tax burden for an S corporation is less than a C corporation.  However, the burden is 

not zero. 

The purpose of this article is to review, link, and differentiate the challenges with valuing pass-through entities, as well as 

examine the valuation impact of the Tax Cuts and Jobs Act (TCJA).  This research makes several significant contributions 

to the literature in forensic accounting, and the valuation of privately held companies is commonly done by forensic 

accountants.  This study directly impacts the literature on asset pricing of private equities by provides guidance on 

organizational choice for private corporations.  The understanding of valuation differences between pass-through entities 

and C corporations is expanded in consideration of the twenty-one percent corporate tax rate, the reduced individual rates, 

and the Section 199A deduction.  Further, the study examines the impact of the 2018 tax rate changes on S corporation 

premiums.  The disciplines of accounting, economics, and finance, and practicing accountants, investment bankers, and 

financial analysts will benefit from this paper. 

This article is organized as follows: section one is the introduction, section two reviews business valuation approaches and 

methods, section three explains tax-affecting and premiums, section four reflects on the court cases that have directly 

shaped the issue of valuing pass-through entities, section five discusses practitioner models, section six considers 

academic studies, section seven examines the impact of the TCJA on S corporation premiums, and section eight concludes 

the paper. 

 

                                                           
1 Gross v. Commissioner, TCM, 1999-254; (1999). 

http://www.NACVA.com/JFIA
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II. Business Valuation Approaches and Methods 

There are three primary approaches to the valuation of closely held companies: the Asset Approach, the Income 

Approach, and the Market Approach. 

Asset Approach 

The Asset Approach is generally applied where the assets drive the value of the business, such as investment companies 

or real estate holding companies.  The adjusted net assets method determines entity value based on the fair market value 

of the assets, at replacement cost or liquidation value, less liabilities.  The excess earnings method is referred to as the 

“formula approach” in Rev. Rul. 68-609, and it is a hybrid of the Asset and Income Approaches. 

Income Approach 

The Income Approach determines the value of a business using either the capitalization of cash flows method or the 

discounted cash flows (DCF) method.  The capitalization of cash flows method is appropriate when future cash flows are 

projected to be similar to historical cash flows.  DCF is appropriate when future cash flows are expected to be materially 

different from historic cash flows.  The capitalization of cash flows method determines value by dividing historic after-tax 

cash flows by a capitalization rate, as shown in Table 1.   

 

Under the DCF method, projected after-tax cash flows are discounted to present value (PV), plus a terminal value.  The 

examples below assume $200,000 of after-tax cash flows, and a capitalization rate or discount rate of twenty percent. 

 

Market Approach 

The Market Approach determines the value of a business by comparing the subject company to comparable companies 

(comps) that have been sold.  Sources of comparable company data include data for publicly traded companies and private 

Table 1: Capitalization of Cash Flows

After-tax cash flows 200,000$       

Capitalizataion rate ÷ 0.20

Marketable Controlling Interest Value 1,000,000$    

Table 2: Discounted Cash Flows

After-tax PF Present

Year Cash Flow Factor Value

1 200,000       0.83333 166,666$           

2 200,000       0.69444 138,888             

3 200,000       0.5787 115,740             

4 200,000       0.48225 96,450               

5 200,000       0.40188 80,376               

598,120             

Cash flow in perpetuity 200,000       

Divide by Discount Rate 0.20             

Terminal Value 1,000,000    0.40188 401,880             

Total Value 1,000,000$        
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company transactions.  Publicly traded companies are required to file quarterly and annual financial statements with the 

Securities and Exchange Commission (SEC).  In addition to SEC filings, public company data can be obtained through 

Compustat, Mergent, and other vendors.  Private company transaction databases include Pratt’s Stats, Institute of Business 

Appraisers (IBA) Market Data, BIZCOMPS, and Done Deals®/Mid-Market Comps.  Market multiples from comparable 

companies are developed using the price (numerator), paired with a benefit stream (denominator).  Common multiples 

used to value closely held business include price/revenue, price/seller’s discretionary earnings (SDE), price/EBIT, and 

price/EBIDTA.  These price multiples are on a pre-tax basis.  After-tax multiples, such as price/earnings, may also be 

used under the Market Approach.  The formula under the Market Approach is: 

Value = (Price/Benefit Stream comp) x Benefit Stream subject company 

III. Tax-Affecting Earnings and Premiums: The Heart of the Matter 

The single level tax structure of a pass-through entity could create a valuation difference between pass-through entities 

and C corporations.  Therefore, some experts argue that due to the single level of taxation, S corporations should be 

valued at a higher valuation as opposed to a C corporation.  Although other experts argue that, due to the embedded 

benefits of S corporations, they should be valued the same as C corporations.  The tax-affecting earnings issue impacts the 

Income Approach, which includes discounted cash flows (DCF) and capitalization of cash flows.  The tax-affecting 

earnings issue does not impact the Asset Approach, which generally includes the adjusted net assets method.  Tax-

affecting earnings does not impact the Market Approach when applying multiples of revenue or pretax income.  Tax-

affecting does impact the Market Approach where an after-tax benefit stream is applied, such as price/earnings.    

Tax-affecting reduces the value for a pass-through entity by applying corporate income tax rates to the benefit stream.  

Luttrell and Freeman (2001) suggested several theories as to why tax-affecting is appropriate. 

1. The universe of likely buyers of S corporations/C corporations are Public Companies. 

2. The potential buyer is known and is a C corporation. 

3. The subject interest is a minority interest. 

4. There is a high risk of the buyer not being able to retain S corporation status.   

Fundamental Example of Tax-Affecting Earnings 

Consider an S corporation with pretax earnings of two million dollars and a capitalization rate of twenty percent to 

provide an indication of value.  If the earnings are reduced by twenty-one percent tax rate, the value of the subject S 

corporation would be $7.9 million.  If the tax rate was ignored, the value of the subject S corporation would be ten million 

dollars. 

$2,000,000 − $420,000 = $1,580,000/.20 = $7,900,000. 

$2,000,000/.20 = $10,000,000. 

Therefore, one can see the valuation differences when tax is applied.   

One must recognize that pass-through income is not typically the same as a cash distribution.  Pass-through income 

increases a shareholder’s stock basis in the S corporation regardless of the timing of cash distributions.  Cash distributions 

are a nontaxable distribution of capital and reduce shareholder’s stock basis in the S corporation.  When there is a timing 

difference, pass-through income recognized in year one could be a non-taxable cash distribution in year two.  If pass-

through-income and cash distributed were equal and in the same year, there would not be a timing difference.   

IV. Court Decisions 

Gross v. Commissioner 

Gross v. Commissioner (1999)2 is the case that started the debate on tax-affecting the earnings of pass-through entities.  

There has been controversy in the U. S. Tax Court regarding whether to tax-affect the earnings of pass-through entities 

since Gross v. Commissioner.  In Gross v. Commissioner, the valuation expert for the taxpayer tax-affected the S 

corporation benefit stream using a forty percent assumed tax rate.  The principal disagreement among the parties' expert 

witnesses was whether it is appropriate to tax-affect an S corporation’s earnings in determining the value for estate and 

                                                           
2 Gross v. Commissioner, TCM, 1999-254; (1999). 
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gift tax purposes.  Table 3 below details the valuation impact of tax-affecting earnings, and the position of the Internal 

Revenue Service (IRS).  The Tax Court agreed with the IRS and applied a zero percent tax rate to pass-through entity 

earnings, resulting in a large valuation premium.  The use of a zero percent tax rate resulted in a 66.67 percent higher 

value for the S corporation.   

 

Delaware Open MRI Radiology Associates, PA v. Howard B. Kessler 

In Delaware Open MRI Radiology Associates, PA v. Howard B. Kessler,3 the Court of Chancery of Delaware determined 

that a dissenting shareholder’s interest should be tax-affected.  In this dispute, the court was presented with valuations by 

both groups’ experts.  The plaintiff’s expert submitted a valuation that did not tax-affect the S corporation’s income.  The 

defendant’s expert provided a valuation of the S corporation and tax-affected the earnings by a forty percent corporate 

income tax rate.  The court explicitly recognized that tax would have been paid at some level and applied a formula that 

considered shareholder level taxes, and the differences between S corporations and C corporations.  The following Table 4 

summarizes the Delaware Chancery Court’s analysis. 

 

To compare the S corporation to an otherwise identical C corporation, the court interpolated the 29.4 percent corporate tax 

rate and then applied the fifteen percent dividend tax rate to arrive at the same amount available to the shareholders in 

column two.  This approach resulted in a 17.65 percent higher valuation of the S corporation over a comparable C 

corporation, recognizing the benefit of the S corporation single level tax structure.  The Court of Chancery of Delaware 

determined that the interest of a dissenting shareholder should be tax-affected, stating that ignoring shareholder level taxes 

                                                           
3 Delaware Open MRI Radiology Associates v. Howard B. Kessler, Court of Chancery of Delaware, New Castle, 898 A.2d 290; 

(2006). 

Table 3: Gross v. Commissioner Model

Tax-Affecting No Tax-Affecting

Taxpayer IRS

Position Position

Pre-tax cash flow 1,000$                 1,000$                 

Corporate tax rate 40% 0%

Corporate tax liability 400                      -                       

After-tax cash flow 600                      1,000                   

Divide by the capitalization rate 10% 10%

Indicated Value 6,000$                 10,000$               

S corporation premium using IRS position 4,000$                 

Percent premium 66.67%

Table 4: Court of Chancery of Delaware Model

S Corp

C Corp S Corp Valuation

Pre-tax income 100$                  100$                  100$                  

Corporate tax rate 40% 0% 29.40%

Available earnings 60.00                 100.00               70.60                 

Dividend or personal tax rate 15% 40% 15%

Available to shareholders 51$                    60$                    60$                    

17.65%

S Corp Premium
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would “overestimate the value of an S corporation and would lead to a value that no rational investor would be willing to 

pay.”4  

According to Cornell (2013), most American companies select to incorporate in Delaware due to the large body of 

corporate precedent.  As a result, the Delaware Court of Chancery has a significant role and experience in deciding 

business valuation disputes.  The Delaware Open MRI decision provides evidence of the Court’s understanding of 

business valuation.  The decision includes a tax-affecting component and makes economic common sense.       

Other Court Cases 

In two key divorce cases, the courts have had different rulings on tax-affecting S corporation earnings.  In Bernier v. 

Bernier,5 the Massachusetts Supreme Court asserted that the trial court misapplied the Gross case and remanded the 

Bernier case back to the trial court to determine a value for the S corporation using the methodology applied in Delaware 

Open MRI Radiology Associates, PA v. Howard B. Kessler.  In Vicario v. Vicario,6 the Rhode Island Supreme Court relied 

on Gross, holding that it was inappropriate to tax-affect the earnings stream of the S corporation.   

Various Tax Court cases after Gross v. Commissioner have addressed the issue of tax-affecting S corporation earnings.  In 

Wall v. Commissioner,7 both the valuation experts for the taxpayer and the IRS tax-affected the earnings of the S 

corporation.  The court threw out both experts’ calculations under the Income Approach and applied after-tax market rates 

of return to determine the present value of the cash flows.  The court believed that tax-affecting the earnings and then 

using discount rates based on C corporation rates of return on investments would place the S corporation on an equivalent 

basis with a C corporation but give no value to S corporation status.  In Dallas v. Commissioner8 the Tax Court rejected 

tax-affecting S corporation earnings because the taxpayer’s expert did not explain his reasons for tax-affecting earnings.  

In the 2011 Tax Court case of Gallagher v. Commissioner,9 the Tax Court cited Dallas and applied a tax rate of zero 

percent in determining the fair market value of the S corporation.  The tax cases reviewed invoked Gross as precedent to 

justify a valuation premium for S corporations.  Ignoring tax-affecting the benefit stream when valuing pass-through 

entities such as S corporations creates a pseudo-super premium. 

V. Practitioner Models 

Noncontrolling Interest Models 

There are multiple S corporation models for the valuation of noncontrolling interests including Van Vleet (2004); Mercer 

(2004); Treharne (2004); Grabowski (2004); and Fannon (2007).  Noncontrolling interests differ from controlling interests 

in multiple ways including the ability to appoint management, control of the board of directors, set compensation, 

liquidate, sell, or recapitalize the company, control dividend amounts and timing, and control the operation of the 

business.  Due to these differences, a noncontrolling interest is worth less to a potential buyer than a controlling interest 

which results in the application of a minority interest discount.  Regardless of the above differences between controlling 

and noncontrolling interests, when comparing C corporations and pass-through entities, the earnings are taxed either at the 

entity level for C corporations or at the shareholder level for pass-through entities.  Therefore, these noncontrolling 

interest models are still pertinent to the issue of tax-affecting pass-through entity earnings whether the subject interest is 

controlling or noncontrolling.  We review the Van Vleet (2004) S Corporation Economic Adjustment Model (SEAM) 

below. 

Van Vleet (2004): SEAM Approach 

The Van Vleet model (2004) calculates an S corporation multiple referred to as SEAM.  This approach is similar to the 

method applied by the Delaware Chancery Court in Delaware Open MRI Radiology Associates, PA v. Howard B. Kessler.  

The model includes corporate tax rates, shareholder tax rates, dividend distributions, and capital appreciation.  The 

                                                           
4 Ibid. 
5 Bernier v. Bernier, 449 Mass. 774; 873 N.D.2d 216 (2007). 
6 Vicario v. Vicario, 901 A. 2d 603 (R.I. 2006). 
7 Wall v. Commissioner, T.C. Memo, 2001-75 (2001). 
8 Dallas v. Commissioner, T.C. Memo, 2006-212 (2006). 
9 Gallagher v. Commissioner, TCM, 2011-148 (2011). 
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practice community widely accepts SEAM.  Table 5 below is derived from the Van Vleet Model as shown in Hitchner 

(2006) and results in a 17.65 percent higher valuation of the S corporation over an otherwise identical C corporation. 

 

In general, the SEAM approach is applied to the valuation of minority interests.  Controlling interests are often valued 

using C corporation rates.  The controlling interest shareholder could terminate the S corporation election at any time.  

The controlling interest shareholder can vary salaries and distributions at will.  Therefore, many valuation analysts do not 

apply the SEAM approach when valuing a controlling interest, but they use C corporation rates to place the S corporation 

on an otherwise identical basis with a C corporation.  The academic models cited later in this research are all controlling 

interest models.   

VI. Academic Studies 

The empirical studies below are controlling interest studies that examine valuation differences between C corporations 

and pass-through entities. 

Denis and Sarin Study (2002) 

Denis and Sarin (2002) analyzed the net tax advantages of S corporations in relation to C corporations.  The conclusion of 

this study was that the net tax advantage was economically essential and varied with the company’s payout ratio, the 

Table 5: S corporation Economic Adjustment Model

C corporation S corporation

Income before corporate income taxes 1,000,000$        1,000,000$        

Corporate income taxes 35% 350,000             NM

Net income 650,000             1,000,000          

Dividends

Dividends paid to S corporation shareholders 50% NM 500,000             

Dividend tax due by S corporation shareholders NM 350,000             

Net cash flow benefit to S corporation shareholders NM 150,000             

Dividends paid to C corporation shareholders 50% 325,000             NM

Dividend tax due by C corporation shareholders 15% 48,750               NM

Net cash flow benefit to C corporation shareholders 276,250             NM

Capital Appreciation

Net income 650,000             1,000,000          

Dividends paid to shareholders 325,000             500,000             

Retained earnings (i.e.) net capital appreciation 325,000             500,000             

Effect of retained earnings on the income tax basis of the shares NM (500,000)            

Net taxable capital appreciation 325,000             -                     

Capital gain tax liability 15% 48,750               -                     

Net capital appreciation benefit to shareholders 276,250             500,000             

Net Economic Benefit to Shareholders

Net cash flow benefit to shareholders 276,250             150,000             

Net capital appreciation benefit to shareholders 276,250             500,000             

Total net economic benefit to shareholders 552,500$           650,000$           

Percent difference in total net economic benefit to shareholders 17.65%
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marginal corporate tax rate, and the capital gains rate of the investor.  The benefit fluctuated inversely, with the investors, 

personal tax rate. 

Finnerty Study (2002) 

Finnerty’s (2002) expanded on Denis and Sarin study by examining the application of the comparable company method of 

valuation to the value pass-through entities (i.e., S corporations, partnerships, and limited liability companies).  Finnerty’s 

conclusion was that the net tax advantage of a pass-through entity (S corporation, partnership, or LLC) compared with a C 

corporation causes the buyer to pay a premium for a business if the pass-through status provides tax or other benefits. 

Erickson and Wang Studies (2003, 2007) 

Erickson and Wang (2003, 2007) examined acquisition data from the SEC for deals of S corporations from January 1, 

1994, through December 31, 2000.  This analysis provided evidence that a premium for an S corporation does exist.  

However, only when certain factors are present (i.e., a public company is the acquirer, or an election is made by the 

shareholders under IRC Sec. 338[h][10] to step up the tax basis of the assets that produce the attractive tax benefits).  This 

study was based on very high deal prices, where the average S corporation price was $50.31 million, and the average for 

C corporations was $46.24 million. 

Mattson Study (2002) 

Mattson, Shannon, and Upton (2002a, 2002b) examined market evidence of 2,487 transactions from Pratt’s Stats 

Database, to investigate relative values of S corporations and C corporations.  Price/sales multiples for S corporations and 

C corporations were examined from January 1991 through March 2002.  Price/sales was selected as the multiple of 

comparison because private C corporations often distribute their net income in wages to a stockholder or employee to 

reduce or eliminate the corporate income tax.  The outcome did not support the thesis that S corporations require a higher 

premium to C corporations.  In this study, C corporations had a higher mean price in sixteen out of the seventeen 

categories examined. 

DiGabriele (2008) 

DiGabriele (2008) investigated whether, dependent on transaction-specific conditions, the relative values of S 

corporations were higher than C corporations.  A sample of over 4,000 S corporation and C corporation transactions was 

extracted from the Pratt’s Stats private transaction database.  A moderated multiple regression analysis was used to 

explore if a premium for S corporations exists.  The dependent variable was the log of the purchase price.  The 

independent variables included the log of net sales, buyer type (public or private), and company type, and transaction type 

(stock or asset).  The model included interaction effects among the independent variables for company type by buyer type, 

company type by transaction type, company type by sales, and buyer type by sales.  R2 from the model in step one was 

0.785, suggesting that the chosen independent variables can explain 78.5 percent of the variability in the natural logarithm 

of price, which was statistically significant, at p .001.  There was a positive premium of close to nine percent in the 

relative valuation of S corporations over C corporations.  The data used in this study was subsequent to the Tax Court 

Gross decision that began this debate. 

The results indicate a higher premium when the buyer is private, an asset sale with high net sales.  The interesting finding 

in this study is the premium for S corporations is not static.  Based on different buyer types, transactions types, and net the 

sales, the premium can increase, decrease or become negative. 

Dauchy (2005)  

Dauchy (2005) used a similar approach to DiGabriele to compare differences between regular corporations and pass-

through entities.  This study compared C corporations to pass-through entities such as partnerships, limited liability 

companies, and S corporations suggesting a uniform composition among pass-through entities.  The study concluded that 

organizational form and the impact of taxation were deciding factors in entity choice.   

DiGabriele (2012) 

DiGabriele (2012) investigated particular transaction features that provided valuation differences between S corporations 

and tax partnerships.  The data was extracted from Pratt’s Stats transaction database.  The sample consisted of 969 

matches for a total sample size of 1,938 transactions for the period of September 1993 through October 2008.  Propensity 
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score matching (Rosenbaum and Rubin, 1983), was the matching algorithm.  The study results dispel the notion S 

corporations and tax partnerships should have valuation equality at all levels due to similar tax regimes (Finnerty, 2002; 

Denis and Sarin, 2002; Dauchy, 2005).  The results suggest: 

1. If the level of sales of the firm is lower than $6,386,519, then the firm value tends to be higher if it is 

organized as a tax partnership rather than an S corporation. 

2. If the level of sales of the firm is higher than $6,386,519, then the firm value tends to be higher if it organized 

as an S corporation rather than a tax partnership. 

3. If the level of sales of the firm is lower than $110,298,402, then the selling price of the firm tends to be higher 

under a stock transaction than under an asset transaction. 

4. If the level of sales of the firm is higher than $110,298,402, then the selling price of the firm tends to be 

higher under an asset transaction than under a stock transaction. 

VII. Valuation Impact of the Tax Cuts and Jobs Act 

Corporate Tax Rate of Twenty-one Percent 

Prior to 2018, C corporations were taxed under a graduated tax rate structure ranging from fifteen percent on the first 

$50,000 of taxable income to thirty-five percent on taxable income in excess of ten million dollars.  Effective January 1, 

2018, the TCJA replaced the graduated corporate tax rate with a flat rate of twenty-one percent.10  

Dividend (Capital Gain) Tax Rates  

Qualified dividends are taxed at the shareholder level using long-term capital gain tax rates.  Beginning January 1, 2018, 

the dividend (capital gain) tax rates are as follows: 11  

 

Net Investment Income Tax (NIIT)  

C corporation dividend distributions are also subject to a 3.8 percent NIIT if modified adjusted gross income exceeds a 

threshold amount of $250,000 for married filing jointly (MFJ), $200,000 for single, and $125,000 for married filing 

separately.12  

Pass-through Entity Tax Rates 

Pass-through entity income is taxed at the shareholder level using individual tax rates.  Before 2018, the individual tax 

rates were ten, fifteen, twenty-five, twenty-eight, thirty-three, and 39.6 percent.  For 2018 through 2025, the individual tax 

rates are ten, twelve, twenty-two, twenty-four, thirty-two, thirty-five, and thirty-seven percent.13  Special brackets are 

applied for certain children with unearned income.  The brackets will be indexed for inflation using chained CPI.14  The 

tax rate schedules for 2018 are provided below. 

  

                                                           
10 I.R.C. § 11(b). 
11 I.R.C. § 1(h). 
12 I.R.C. § 1411. 
13 I.R.C. § 1. 
14 I.R.C. § 1(f). 

Long-term Married Married

Capital Gain Single Filing Head of Filing

Tax Rate Taxpayers Jointly Household Separately

0% Up tp $38,600 Up to $77,200 Up to $51,700 Up tp $38,600

15% $38,600-$425,800 $77,200-$479,000 $51,700-$452,400 $38,600-$239,500

20% Over $425,800 Over $479,000 Over $452,400 Over $239,500
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Individual Tax Rate Schedules 

6 

 

 

 

Section 199A Deduction for Qualified Business Income of Pass-through Entities 

The TCJA added I.R.C. Section 199A, which provides a deduction for qualified business income of pass-through entities 

for taxable years 2018025.  An individual taxpayer generally may deduct twenty percent of qualified business income 

from a partnership, S corporation, or sole proprietorship.  The taxpayer also may deduct twenty percent of qualified REIT 

dividends, qualified cooperative dividends, and qualified publicly traded partnership income.  There is a W-2 wage 

Taxable Of the

Income Over But Not Over The tax is: amount over

$0 $9,525 $0 + 10% $0

$9,525 $38,700 $952.50 + 12% $9,525

$38,700 $82,500 $4,443.50 + 22% $38,700

$82,500 $157,500 $14,089.50 + 24% $82,500

$157,500 $200,000 $32,089.50 + 32% $157,500

$200,000 $500,000 $45,689.50 + 35% $200,000

$500,000 - $150,689.50 + 37% $500,000

Single Taxpayers

Taxable Of the

Income Over But Not Over The tax is: amount over

$0 $19,050 $0 + 10% $0

$19,050 $77,400 $1,905.00 + 12% $19,050

$77,400 $165,000 $8,907.00 + 22% $77,400

$165,000 $315,000 $28,179.00 + 24% $165,000

$315,000 $400,000 $64,179.00 + 32% $315,000

$400,000 $600,000 $91,379.00 + 35% $400,000

$600,000 - $161,379.00 + 37% $600,000

Married Filing Joint Returns or Surviving Spouses

Taxable Of the

Income Over But Not Over The tax is: amount over

$0 $9,525 $0 + 10% $0

$9,525 $38,700 $952.50 + 12% $9,525

$38,700 $82,500 $4,443.50 + 22% $38,700

$82,500 $157,500 $14,089.50 + 24% $82,500

$157,500 $200,000 $32,089.50 + 32% $157,500

$200,000 $500,000 $45,689.50 + 35% $200,000

$500,000 - $150,689.50 + 37% $500,000

Married Filing Separately

Taxable Of the

Income Over But Not Over The tax is: amount over

$0 $13,600 $0 + 10% $0

$13,600 $51,800 $1,360.00 + 12% $13,600

$51,800 $82,500 $5,944.00 + 22% $51,800

$82,500 $157,500 $12,689.00 + 24% $82,500

$157,500 $200,000 $30,398.00 + 32% $157,500

$200,000 $500,000 $44,298.00 + 35% $200,000

$500,000 - $149,298.00 + 37% $500,000

Head of Household
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limitation/qualified property limitation that phases in from $157,500–$207,500 for all taxpayers other than MFJ, and 

$315,000$415,000 for MFJ.  The deduction is the lesser of:  

1. Twenty percent of qualified business income, or  

2. The W-2 wages/qualified property limitation.  The W-2 wages/qualified property limitation is the greater of: 

a. fifty percent of W-2 wages with respect to qualified business income, or 

b. the sum of twenty-five percent of W-2 wages, plus 2.5 percent of the unadjusted basis of qualified property 

acquired during the year.15 

In addition to the above limitation, there is a phase-out of the 199A deduction for specified service businesses with 

taxable income above a threshold amount.  The phaseouts are $157,500-$207,500 for all filing statuses except MFJ, and 

$315,000-$415,000 for MFJ.  16 

Post-2017 S Corporation Premiums  

We applied the Court of Chancery of Delaware model to examine the impact of the revised 2018 rates.  In Tables 7 

through 13, the corporate tax rate is twenty-one percent federal, plus five percent state.  In Tables 7, 8, and 9, the dividend 

tax rate is zero percent for taxpayers in the ten percent and twelve percent brackets, and fifteen percent for the twenty-two 

percent bracket.  Married taxpayers filing joint returns will exceed the NIIT threshold of $250,000 in the twenty-four 

percent bracket and above.  Therefore, the tax rate on C corporation distributions includes the 3.8 percent NIIT for the 

twenty-four percent and higher brackets.  In Tables 10 through 13, the dividend tax rate is increased by 3.8 percent to 18.8 

percent.  For the thirty-five and thirty-seven percent brackets, Tables 12 and 13, the dividend tax rate is 23.8 percent, the 

twenty percent dividend tax, plus the NIIT of 3.8 percent.  For the personal tax rate, Tables 7 through 13 apply the federal 

individual tax rate, reduced by twenty percent for the Section 199A deduction, plus a five percent state tax.   

For example, in Table 7, the shareholder is in the ten percent personal tax bracket.  The first column shows the C 

corporation entity level at as twenty-six percent, twenty-one percent federal, plus five percent state.  The dividend tax rate 

is zero percent for shareholders in the ten percent personal tax bracket.  The middle column, S Corp, is the single level tax 

on the shareholder.  There is $100 of pass-through income and a zero percent tax at the entity level.  Due to the twenty 

percent Section 199A deduction, only eighty dollars is taxed to the shareholder for federal tax purposes.  The 199A 

deduction is applied only for federal tax, not for state tax.  Therefore, the personal tax rate in the middle column is, federal 

tax $80 x .10 = $8, plus state tax $100 x .05 = $5, for a total tax of thirteen dollars or thirteen percent.  The third column, 

S Corp Valuation, represents the amount available to the shareholders as if the S corporation was an otherwise identical C 

corporation.  The Delaware court applies the same dividend tax rate as column one and then interpolates the corporate tax 

rate.  We interpolated the federal entity level tax rate to be thirteen percent to arrive at the same eighty-seven dollars 

available to the shareholders that was calculated in column two.  Thus, the effective entity level tax rate is thirteen percent 

as if the S corporation was an otherwise identical C corporation.  The S corporation premium is the percent difference in 

the cash flows ($87/$74) - 1 = 17.57 percent.    

 

In Table 8, the shareholder is in the twelve percent personal tax bracket.  Table 9 uses the twenty-two percent personal tax 

bracket and a dividend tax rate of fifteen percent. 

                                                           
15 I.R.C. § 199A(b)(2)(B). For more details, see Crumbley and Hasselback, 2018. 
16 I.R.C. § 199A(d)(3)(A). 

Table 7: Court of Chancery of Delaware Model 10% federal +5% state with 199A deduction

S Corp

C Corp S Corp Valuation

Pre-tax income 100$                  100$                  100$                  

Corporate tax rate 26.0% 0.0% 13.0%

Available earnings 74.00                 100.00               87.00                 

Dividend or personal tax rate 0.0% 13.00% 0.0%

Available to shareholders 74.00$               87.00$               87.00$               

17.57%

S Corp Premium
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In Table 10, the shareholder is in the twenty-four percent personal tax bracket.  The dividend tax rate is 18.8 percent, 

which includes the fifteen percent dividend tax plus the 3.8 percent NIIT.  In the middle column, there is $100 of pass-

through income and a zero percent tax at the entity level.  At the shareholder level, only eighty dollars is taxed for federal 

tax purposes after the 199A deduction.  The 199A deduction is applied only for federal tax, not for state tax.  Therefore, 

the personal tax rate in the middle column is, federal tax $80 x .24 = $19.20, plus state tax $100 x .05 = $5, equals total 

tax of $24.20 or 24.2 percent.  In the third column, we applied the 18.80 percent dividend tax rate and interpolated the 

federal entity level tax rate to be 6.65 percent to arrive at the $75.80 available to the shareholders that was calculated in 

column two.  It means the effective entity level tax rate is 6.65% as if the S corporation was an otherwise identical C 

corporation.  The S corporation premium is the percent difference in the cash flows ($75.80/$60.09) - 1 = 26.15 percent.   

 

Table 8: Court of Chancery of Delaware Model 12% federal + 5% state with 199A deduction

S Corp

C Corp S Corp Valuation

Pre-tax income 100$                  100$                  100$                  

Corporate tax rate 26.00% 0.00% 14.60%

Available earnings 74.00                 100.00               85.40                 

Dividend or personal tax rate 0.00% 14.60% 0.00%

Available to shareholders 74.00$               85.40$               85.40$               

15.41%

S Corp Premium

Table 9: Court of Chancery of Delaware Model 22% federal + 5% state, with 199A deduction

S Corp

C Corp S Corp Valuation

Pre-tax income 100$                  100$                  100$                  

Corporate tax rate 26.00% 0.00% 8.94%

Available earnings 74.00                 100.00               91.06                 

Dividend or personal tax rate 15.00% 22.60% 15.00%

Available to shareholders 62.90$               77.40$               77.40$               

23.05%

S Corp Premium

Table 10: Court of Chancery of Delaware Model 24% federal, 5% state, with 199A deduction

S Corp

C Corp S Corp Valuation

Pre-tax income 100$                  100$                  100$                  

Corporate tax rate 26.00% 0.00% 6.65%

Available earnings 74.00                 100.00               93.35                 

Dividend or personal tax rate 18.80% 24.20% 18.80%

Available to shareholders 60.09$               75.80$               75.80$               

26.15%

S Corp Premium
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In Tables 12 and 13, the dividend tax rate is increased to 23.8 percent for shareholders in the thirty-five and thirty-seven 

percent brackets. 

 

 

In addition to the W-2 wage/qualified property limitation, there is a phaseout of the Section 199A deduction for specified 

service businesses beginning when taxable income reaches $315,000 and is fully phased out when taxable income reaches 

$415,000.  For example, if taxable income from a specified service business is $335,000, and W-2 wages are $100,000, 

then twenty percent of the Section 199A deduction is phased out, i.e., ($335,000-$315,000)/$100,000.  Eighty percent of 

the Section 199A deduction is available.  The Section 199A deduction is the lesser of $53,600 ($335,000*0.20*0.80), or 

the fifty percent of W-2 wages limitation of $40,000 ($100,000*0.50*0.80).  Therefore, the amount of the deduction is 

$40,000.   

In Tables 14 through 16, we assume the company is a specified service business with the Section 199A deduction fully 

phased out due to taxable income greater than $415,000.  The corporate tax rate is twenty-one percent federal, plus five 

percent state.  The dividend tax rates follow the same assumptions as Tables 11 through 13.  The personal tax rate in 

Tables 14 through 16 are the federal individual tax rate, plus five percent state.  In Table 14, the personal tax rate is thirty-

seven percent (32%+5%).  In Table 16, the personal tax rate is forty-two percent (37%+5%).    

Table 11: Court of Chancery of Delaware Model 32% federal, 5% state, with 199A deduction

S Corp

C Corp S Corp Valuation

Pre-tax income 100$                  100$                  100$                  

Corporate tax rate 26.00% 0.00% 14.53%

Available earnings 74.00                 100.00               85.47                 

Dividend or personal tax rate 18.80% 30.60% 18.80%

Available to shareholders 60.09$               69.40$               69.40$               

15.50%

S Corp Premium

Table 12: Court of Chancery of Delaware Model  35% federal + 5% state with 199A deduction

S Corp

C Corp S Corp Valuation

Pre-tax income 100$                  100$                  100$                  

Corporate tax rate 26.00% 0.00% 12.07%

Available earnings 74.00                 100.00               87.93                 

Dividend or personal tax rate 23.80% 33.00% 23.80%

Available to shareholders 56.39$               67.00$               67.00$               

18.82%

S Corp Premium

Table 13: Court of Chancery of Delaware Model  37% federal + 5% state with 199A deduction

S Corp

C Corp S Corp Valuation

Pre-tax income 100$                  100$                  100$                  

Corporate tax rate 26.00% 0.00% 14.17%

Available earnings 74.00                 100.00               85.83                 

Dividend or personal tax rate 23.80% 34.60% 23.80%

Available to shareholders 56.39$               65.40$               65.40$               

15.98%

S Corp Premium
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VIII. Conclusions 

There continues to be an S corporation valuation premium due to the single level tax structure of pass-through entities.  

Recent tax changes under TCJA have preserved the S corporation premium.  The C corporation tax rate was changed from 

a graduated tax rate structure, with rates ranging from fifteen to thirty-five percent to a flat rate of twenty-one percent.  

The fifteen percent rate applied to the first $50,000 of C corporation income.  The entity level tax rate has been lowered 

for C corporation income previously taxed in the twenty-five percent or higher tax brackets, while the tax rate has 

increased for income previously taxed in the fifteen percent bracket.    

C corporation federal tax rates include the twenty-one percent entity-level tax, and the shareholder level tax on C 

corporation dividend distributions, which ranges from zero to 23.8 percent.  The individual rates have been lowered for 

tax years 2018–2025, and S corporation shareholders may obtain a twenty percent deduction for qualified business income 

of pass-through entities under Section 199A.  The Section 199A deduction lowers the effective personal tax rate on 

qualified pass-through income.  As demonstrated in Tables 7 through 16, the after-tax cash flows of the S corporation are 

higher than the after-tax cash flows of an otherwise identical C corporation.  Thus, the S corporation premium persists. 

S corporation income should be tax-affected under the Income Approach to determine the cash flow available to the 

shareholder in valuing their investment in the subject company.  The Section 199A deduction will expire after December 

31, 2025.  Tables 7 through 16 assume that 100 percent of after-tax C corporation income is distributed to the 

Table 14: Court of Chancery of Delaware Model 32% federal, 5% state, No 199A deduction

S Corp

C Corp S Corp Valuation

Pre-tax income 100$                  100$                  100$                  

Corporate tax rate 26.00% 0.00% 22.41%

Available earnings 74.00                 100.00               77.59                 

Dividend or personal tax rate 18.80% 37.00% 18.80%

Available to shareholders 60.09$               63.00$               63.00$               

4.85%

S Corp Premium

Table 15: Court of Chancery of Delaware Model  35% federal + 5% state, No 199A deduction

S Corp

C Corp S Corp Valuation

Pre-tax income 100$                  100$                  100$                  

Corporate tax rate 26.00% 0.00% 21.26%

Available earnings 74.00                 100.00               78.74                 

Dividend or personal tax rate 23.80% 40.0% 23.80%

Available to shareholders 56.39$               60.00$               60.00$               

6.41%

S Corp Premium

Table 16: Court of Chancery of Delaware Model 37% federal + 5% state No 199A deduction

S Corp

C Corp S Corp Valuation

Pre-tax income 100$                  100$                  100$                  

Corporate tax rate 26.00% 0.00% 23.89%

Available earnings 74.00                 100.00               76.11                 

Dividend or personal tax rate 23.80% 42.00% 23.80%

Available to shareholders 56.39$               58.00$               58.00$               

2.86%

S Corp Premium
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shareholders and does not account for capital appreciation.  The impact of the tax rate changes on S corporation premiums 

should be further examined to vary the amount of dividend distributions and account for capital appreciation.  An 

additional area of research is transaction conditional premiums based different buyer types and acquisition strategies. 

 

  



 Journal of Forensic & Investigative Accounting 

Volume 10: Issue 2, Special Issue 2018 
 

167 

References 

Alfonsi, J.T., McGrail, W.M.  2010. Partnerships and S corporations: Not all flow-through entities are created equal. The 

Value Examiner, January/February: pp. 26–29. 

Cornell, B. (2013). Guideline Public Company Valuation and Control Premiums: An Economic Analysis. Journal of 

Business Valuation and Economic Loss Analysis, 8(1): pp. 53–69. 

Crumbley, D.L. Hasselback, J. 2018. Attractiveness of S corporations after 2017. Tax Notes, February 26: pp. 161–169. 

Dauchy, E. (2005). Do Tax considerations still matter in firms’ Choice of organizational form? National Tax Association-

Tax Institute of America. Proceedings of the Annual Conference on Taxation: pp. 495–506. 

Denis, D.J., Sarin, A. 2002. Taxes and relative valuation of S corporations and C corporations. Journal of Applied 

Finance, Fall/Winter: pp. 7–16. 

DiGabriele, J.A. 2008. The moderating effects of acquisition premiums in private corporations: An empirical investigation 

of relative S corporation and C corporation valuations. Accounting Horizons, 22(4): pp. 415–424. 

DiGabriele, J.A. 2012. The moderating valuation effects of the organizational form of flow-through entities. Journal of 

Business Valuation and Economic Loss Analysis, 7(1): pp. 1–23. 

Erikson, M., Wang, S. 2003. Response to the Erikson-Wang myth. Shannon Pratt’s Business Valuation Update, 9(3): pp. 

1–4. 

Erikson, M., Wang, S. 2007. Tax benefits as a source of merger premiums in acquisitions of private corporations. The 

Accounting Review, 82(2): pp. 359–387. 

Finnerty, J.D. 2002. Adjusting comparable company method for tax differences when valuing privately held S 

corporations and LLCs. Journal of Applied Finance, 12(2): pp. 15–31. 

Fannon, N. 2007. Subchapter S corporation valuation—A simplified view. Business Valuation Review, January 26(1): pp. 

8–13. 

Grabowski, R.J. 2004. S corporation valuation in the post-Gross world—Updated,” Business Valuation Review, 23(3): 

139–166. 

Hitchner, J.R. 2006. Financial Valuation: Applications and models, Second edition: pp. 592–599.  Hoboken, NJ: John 

Wiley and Sons. 

Laro, D., Pratt, S. 2005. Business valuation and federal taxes: pp.106–115. Hoboken, NJ: John Wiley and Sons. 

Luttrell, M.S., Freeman, J.W. 2001. Taxes and the undervaluation of S corporations in marital dissolutions. American 

Journal of Family Law, 15 (4): pp. 301–307. 

Mattson, M.J., Shannon, D.S., Upton, D. E. 2002a. Empirical research concludes S corporation values same as C 

corporations. Business Valuation Update Part 1, 8(11): pp. 1–5. 

Mattson, M.J., Shannon, D.S., Upton, D. E. 2002b. Empirical research concludes S corporation values same as C 

corporations. Business Valuation Update, Part 2, 8(12): pp. 1–4. 

Mercer, Z.C. 20004. Are S corporations worth more than C corporations? Business Valuation Review, 23(3): pp. 117–138. 

Treharne, C.D. 2004, Valuation of minority interests in pass-through tax entities. Business Valuation Review, 23(3): pp. 

105–116. 

Van Vleet, D.R. 2004. The S corporation economic adjustment model. Business Valuation Review, 23(3): pp. 167–180.   

 

 

 


