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Valuation Topic: Income Taxes in
Pass-Through Entities
Executive Summary
A common issue in the valuation of closely held businesses is the taxation of pass-through
income derived from S corporations, limited liability companies and limited partnerships.
Generally speaking, pass-through entities are not subject to tax at the entity level, but rather
the income is passed through or allocated to the owners of the entity based on their
ownership percentages, and includable on the owners’ personal income tax returns.
We believe that the best way of valuing pass-through entities, with respect to the tax issue,
is to first value the entity on a C corporation equivalent basis. Subsequently, it is
appropriate to calculate the economic difference between holding stock in a pass-through
entity relative to an otherwise equivalent C corporation. Typically a benefit is derived by
the lack of dividend tax on distributions from pass-through entities. We apply a calculation
that considers (1) the differences in C corporation income tax rates and personal income
tax rates, (2) the C corporation dividend tax rate avoided in the pass-through entity context,
and (3) the distribution policy of the entity.
Depending on the facts of the case, an adjustment (often referred to as the “S corporation
premium”) could be significant or may not be warranted at all.
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Further Discussion
A consistent hot button in the valuation of closely held businesses is the issue of income taxes
when valuing pass-through entities. This typically includes operating companies organized as S
corporations, limited liability companies or limited partnerships. Unlike publicly traded or
privately held C corporations, pass-through entities are generally not subject to taxes at the entity
level. Rather, the income is passed through or allocated to the owners of the entity based on their
ownership percentages, and includable on the owners’ personal income tax returns.
This presents an interesting valuation question as on its face, a pass-through entity may appear
more profitable simply because there are no taxes paid by the entity. Let us imagine two otherwise
identical companies, the first a C corporation and the second an S corporation, both with pre-tax
profit of $100. The former incurs taxes of say $40, and reports net income of $60, while the latter
incurs no taxes and records net income of $100. The owners of the S corporation, however, would
be required to pay tax on their share of the $100. We do not believe that this pass-through tax
should be ignored in the entity valuation.
An additional important factor is the taxation of dividend income. Dividend taxes are not levied
on distributions from pass-through entities, but are levied on C corporation dividends. The lack
of a second layer of tax is a positive investment attribute of pass-through entities. This presumes,
of course, that pass-through entities make distributions at least sufficient to cover owners’ passthrough tax liabilities. If a pass-through entity does not make distributions in excess of the passthrough tax liability then there is not a benefit to the lack of a dividend tax on pass-through
distributions. However, once distributions exceed the tax liability then the lack of a dividend tax
is a significant benefit to the pass-through owners.
We firmly believe that the pass-through tax liability generated by an entity must be considered
directly in the valuation analysis, even though the tax is not paid directly by the entity. This tax
is an economic event that must be taken into account, and the large majority of the valuation
community is in agreement on this point. We also believe that the potential benefit associated
with the lack of dividend tax is a positive attribute that may call for a valuation adjustment.
We believe that the best approach for valuing a pass-through entity is to first treat the entity as if
it were a tax-paying C corporation. Subsequently, a separate calculation is warranted to determine
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the economic differences, if any, between a tax-paying C corporation and a pass-through entity.
This calculation is driven in large part by the:
(1) Differences in C corporation income tax rates and personal income tax rates,
(2) C corporation dividend tax rate avoided in the pass-through entity context, and
(3) Distribution policy of the entity.
Generally speaking, we find through analysis of these factors that entities distributing all or
virtually all of their earnings (e.g., service firms, asset management companies, etc.) generate
meaningful economic benefits to owners by being structured as pass-through entities rather than
C corporations. On the other hand, pass-through entities that only make distributions to cover
pass-through tax liabilities are not generating such benefits; a valuation adjustment would not be
warranted in this case relative to a C corporation equivalent value.
We also consider the potential economic benefit of pass-through entity ownership relating to
earned, but undistributed, income. For an S corporation, earned and undistributed earnings result
in an upward adjustment to an S corporation shareholder’s tax basis in the stock and, therefore,
may shield a portion of the capital gains taxes to be paid upon the ultimate sale of the asset in
question. While seemingly a positive factor, we believe this benefit carries with it only speculative
and/or nominal present value. For example, a specific shareholders’ current tax basis would have
no bearing on the valuation of his or her stock (in the eyes of a third party purchaser) since the
buyer of that stock does not enjoy the economic benefits of the seller’s higher basis. Rather, the
valuation impact (if any) to the buyer associated with this basis adjustment feature is principally
based upon (i) the prospective earnings retention policy of the firm, (ii) the holding period for the
investment and (iii) the exit value of the investment – all unknowns at the date of purchase.
In summary, it is our opinion that the pass-through tax should not be ignored, rather a pass-through
entity should initially be valued as a tax-paying entity, and upward adjustments to value may be
necessary based on factors specific to the company. Please feel free to contact us with any
questions that you might have on this topic, including facts unique to a current situation.
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For Information Please Contact:
Joseph Hassan, CFA, ASA
Partner
Phone: (609) 955-5725
jhassan@mpival.com
Mark E. Lingerfield, ASA
Partner
Phone: (609) 955-5738
mlingerfield@mpival.com

About MPI
MPI is a business valuation and advisory firm that was founded in 1939. MPI provides business valuation
and advisory services primarily to closely held companies and partnerships for a variety of purposes
including estate and gift tax, income tax, charitable contributions, litigation support, buy-sell agreements,
ESOPs, and exit planning. MPI provides fairness opinions, sell-side and buy-side advisory services,
intangible asset valuation, purchase price allocations, goodwill impairment testing, valuations for equitybased incentive plans, and blockage and restricted stock studies. MPI conducts every project as if it is
going to face the highest level of scrutiny, and its senior professionals have extensive experience
presenting and defending work product in front of financial statement auditors, management teams,
corporate boards and fiduciaries, the IRS, other government agencies, and in various courts.
Please visit www.mpival.com for more information on our valuation and advisory services.
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