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Current Observations on the
Valuation Impact of the TCJA

At the AICPA Forensic & Valuation Services (FVS)
Conference this past November in Atlanta, there
were a number of sessions on the Tax Cuts and
Jobs Act (TCJA). BVU attended all of these ses-
sions and also talked with practitioners outside of
the sessions, collecting some thought-provoking
observations on how the new tax law is impacting
valuations. Practitioners are still grappling with
understanding the new law’s many provisions, so
this list is certainly not exhaustive, and the think-
ing will continue to evolve.

Known or knowable issue. In a litigation setting,
there may be disputes over what was “known or
knowable” if you have a valuation date between
the dates President Trump was elected and when
the new tax law was passed. Some practitioners
will factor in a pre-enactment expectation into
their valuations. What to do? Take a position and
stick to it.

Plans for increased cash flow. It is now necessary
to have more consultative conversations with
management over its plans in light of the new law
changes that overall will increase a company's
cash flow. But not all of this extra cash will go
to the bottom line. The company may increase
wages, accelerate capital expenditures, invest
in R&D, and the like. Are these plans reflected in
the projections you get from management? Will
the company change its capital structure? For
fair value purposes, do these plans translate into
what market participants might do? These are
just some of the questions to think about.

Cost of capital. There will be minor effects on
the cost of equity and larger effects on the cost
of debt due to interest expense limitations, so the
impact to WACC will depend on the level of debt.

Guideline transaction method. This method will
be more difficult to apply because of the different
tax regimes, but there is a model' that converts
older transactions and adjusts the multiples.

The five-year DCF. Although the tax effects of
certain provisions extend more than five years
out, you can still do a standard five-year DCF
and use separate analysis modules for the cash
flow effects of those provisions, such as bonus
depreciation or the interest expense limitation.
You would add the main DCF to the separate
DCF analyses to get the overall valuation.

Use of PTE models. Existing PTE valuation
models can be used if you adjust for the new tax
rates (and, for some, their temporary nature) and
QBI deduction. The article and webinar in Foot-
note 1 explain how the Van Vleet SEAM model
is adjusted.

1 See Daniel R. Van Vleet, ASA, and William P. Mclnerney,
“Valuing C Corps and Pass-Through Entities Under the
New Tax Law,” American Society of Appraisers Business
Valuation Review, ASA, Spring 2018, Volume 37, Issue
1; also see Daniel R. Van Vleet, ASA, 2018 Tax Cuts
and Jobs Act: Impact on Valuations of C Corps and
Pass-Through Entities, BVR Webinar, Feb. 8, 2018. Both
available from BVR's BVResearch Pro at bvresources
.com/products/bvresearch.
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Reasonable compensation. The QBID has
changed the compensation game for PTEs, which
may want to boost W-2 compensation to trigger
the new 20% deduction.

Alimony deduction. Valuation experts and attor-
neys feel that the IRS will follow a strict interpreta-
tion of the rule that eliminates the deduction for
alimony payments that became effective Dec.
31,2018. That is, a marital settlement agreement
must be approved by the court or signed—not
just agreed to by the parties—before that date for
the alimony to be deductible.

Divorce settlements. In addition to the alimony
deduction, dependency exemptions and the de-
ductibility for divorce-related professional fees
have been eliminated. But practitioners should
not assume that effective tax planning is no
longer a critical element to marital settlements.

Marginal vs. effective tax rates. Before the TCJA,
most C corps were not paying the 35% effective
tax rate—and post-TCJA they will not pay at the
21% effective rate.

State income taxes. Not all states have adopted
all of the TCJA provisions, so make sure you re-
search what constitutes taxable income in the
subject company'’s state.

Special industry breaks. A number of industries
get special tax breaks under the new law. For
PTEs, service firms get different treatment than
nonservice firms. Also, there are special provi-
sions for REIT dividends, qualified cooperative
dividends, and qualified publicly traded partner-
ship income.

Risk in sunset provisions. Some provisions will
sunset, so, once those dates approach and it's
unclear whether or not they will be renewed,
how do you handle this? Does this add a higher
element of risk? Should you reflect this in the ter-
minal value in a DCF? Congress usually extends
provisions that are set to sunset, but will it do that
this time?
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Consider the use of EBITDA. Under this new tax
environment, consider using an EBITDA single-
period income capitalization.?

Role of the tax professional. Speakers went
through a great deal of the mechanics of the
new tax law’s provisions. While you should have
an understanding of the details, consult with a
tax professional over how the new law applies
to your subject company. For example, is the
company a “service” business with respect to the
new QBI deduction for pass-through entities?
Service and nonservice PTEs have different tax
pictures under the new tax law.

Valuation reports. Analysts may need to include
more material in their valuation reports that ex-
plains the tax issues involved and supports the
conclusions of the effect on the valuation.

Big picture. Don't lose sight of the notion that,
overall, companies are more valuable than before
the new tax law was passed. It appears that C
corps have had a greater boost in value than

2 See Z. Christopher Mercer, ASA, CFA, "EBITDA Single-
Period Income Capitalization for Business Valuation,”
Business Valuation Review, American Society of
Appraisers, Fall 2016, Volume 35, Issue 3. Available
from BVR's BVResearch Pro at bvresources.com/
products/bvresearch.

PTEs in general. PTEs that are service businesses
no longer enjoy as much of a value advantage
while nonservice PTEs continue to have a mate-
rial tax-related benefit—for now, anyway.

The primary sessions at the AICPA conference
that covered the new tax law were:

® Valuation Tax Panel; Robert F. Reilly (Wil-
lamette Management Associates), James
R. Hitchner (Financial Valuation Advisors),
and Z. Christopher Mercer (Mercer Capital);

* How Tax Reform Is Impacting Divorce Liti-
gation; Hubert Klein (EisnerAmper) and
Randall Kessler (KS Family Law);

e Dissecting Section 199A; Anthony Nitti
(WithumSmith+Brown); and

* Impact of Tax Reform on 805/350 Analyses;
Mark L. Zyla (Acuitas Inc.).

Recordings of these sessions and all of the ses-
sions from the conference are available on the
AICPA website.’ ¢

3 aicpaconferences.com/aicpa/conferences/951/
view/1?/aicpa/conferences/951/view.
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