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The Dow Jones Industrial Average finished the year at 24,719, up 25.1% for the year. It was the largest
increase since 2013 (26.5%), and only the third time the Dow gained over 20.0% since the turn of the
century. Despite the Federal Reserve rate hikes, long and intermediate interest rates decreased during the
year. The thirty-year Treasury bond yield decreased 33 basis points to 2.74% while the one-year Treasury
bill increased 88 basis points to 1.72%.

Real GDP grew by 3.2% during the third quarter after a 3.1% increase in the second quarter. This marked
the first time since 2014 the economy produced back-to-back quarters of at least 3.0% real growth. Inflation
remained flat at around 2.0% for the last twelve months as the consumer price index showed a small
increase for November resulting from increased in oil prices.

Though the Fed has been increasing interest rates, the money supply maintained steady growth of 4.9%
during 2017, as measured by Money Zero Maturity (MZM). Reserve balances maintained a range of $2.2 to
$2.4 trillion during 2017, down from the peak reserves in 2014 of $2.8 trillion (which is often referred to as the
Fed's bloated balance sheet). The current interest rate the Fed pays banks on excess reserve balances is
1.50%, which remains more than the Fed Funds rate banks are paid for lending reserves to other banks
(currently 1.41%).
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* Proposed or Rumored
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www.valueinc.com

VALUE Incorporated is a financial valuation consulting firm focused on providing valuations of businesses, securities,
intellectual property and economic damages, for purposes relating to transactions, financial and tax reporting
requirements, and litigation. Value is located in Irving, Texas and completes approximately 250 engage- ments each year
in Texas and throughout the United States. Our clients include companies in virtually every industry and of a wide range of
sizes.
 
Our transaction practice provides valuations and financial advisory services, fairness and solvency opinions, and
assistance with transaction-related financial reporting and tax issues such as purchase price allocation studies. Please
contact our firm when these issues come up. We'd be delighted to assist you.

Will Lower Corporate Taxes Mean Higher Valuations?

One of the methods commonly used to determine the value of a business is the income approach. Using this method, we
calculate the present value of the future net cash flow that a business will generate for its owners, using a discount rate
that adequately considers the riskiness of this future performance. This present value is the amount a buyer would be
willing to pay to own the business and be the recipient of these future payments.

The decrease in the corporate tax rate means that a greater percentage of the future profit generated by the business is
available as cash flow to owners, because they don't have to write as large a check to Uncle Sam. The math is easy,
more cash flow equals higher value. At the old 35% corporate tax rate, $1 million in pre-tax earnings created $650,000 in
net income. At the new 21% corporate tax rate, the same $1 million in pre-tax earnings will create $790,000 in net
income, or an increase of 22%. I recalculated the valuation of a company from a recently completed report, using the new
rates.  I found that the value conclusion from the income approach increased by more than 20%. 

The example above applies to a C-Corp, but there is a benefit to S-Corps, partnerships and LLCs as well. It has been
generally accepted that interests in pass-through entities have higher values because of the tax benefit associated with
avoiding corporate taxes. Generally, we calculated the value of the tax savings between owning an interest in a C-Corp
(and therefore paying taxes at both the corporate and personal levels), and owning an interest in a pass-through entity
(paying only personal taxes). With the new rates, this advantage is much narrower than it used to be. In fact, the value of
the pass-through tax benefit decreased by 78% in the recalculation mentioned above. The net effect in the recalculated
valuation was an increase in value of 8%, assuming pass-through tax treatment.

Another commonly-used valuation method is the market approach. This method is based on market data from various
sources, including comparable public company prices and multiples, and comparable merger and acquisition transactions.
Buyers should reflect value increases associated with the new tax rates in higher prices and higher multiples in deals
going forward.

While most of the conversation about tax rates is focused on the annual savings, the real story is the significant increase
that the new tax rates will generate in company valuations.
 
David Fuller, CFA, ASA
President and Founder, VALUE Incorporated

VALUE Incorporated main: 972-831-7900
250 Decker Drive, Suite 200 fax: 972-831-7901
Irving, Texas 75062 email: info@valueinc.com


