PANDO

CONSULTING

Tax Savings vs. Valuation Impact

This document examines the relationship between tax savings from depreciation and interest expenses versus their impact on
company valuation. It explores how these factors affect a company's financial health in both the short and long term, considering

various valuation methods and their implications.



Tax Savings Overview
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When evaluating the tax savings from depreciation and interest expenses versus the valuation impact, it's important to

understand how each affects the company's financial health in both the short and long term. Both depreciation and

interest expenses lower taxable income, leading to tax savings for the company.

] Depreciation Tax
Savings

Depreciation is a non-cash
expense, meaning it doesn't
involve an actual cash outflow
but reduces taxable income.
This results in a reduction in
taxes paid. In our scenario, with
$100,000 of depreciation and
a tax rate of 25%, the tax
savings would be $25,000 in
the first year.
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Interest Fxpense Tax
Savings

Interest expense on financed
equipment also lowers taxable
income, generating additional
tax savings. If the loan is
$100,000 at an APR of 10%, the
interest in the first year would
be $10,000. With a 25% tax
rate, this would result in
$2,500 of tax savings.

Total Tax Savings

The total tax savings from both
depreciation ($25,000) and
interest ($2,500) amount to
$27,500. These tax savings are
beneficial to cash flow
because they reduce the
amount of cash paid out in
taxes, which is especially
helpful in a highly leveraged or
capital-intensive environment.
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Valuation Impact:
Introduction

While the tax savings improve short-term cash flow, depreciation and
interest expenses also have long-term effects on the company's valuation.
Let's look at the different ways these factors influence valuation, including
EBITDA valuation, net income-based valuation, and cash flow valuation.
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EEBITDA Valuation

Benefits Limitations
EBITDA (Earnings Before Interest, Taxes, Depreciation, This is beneficial because the core operating
and Amortization) is a common valuation metric, performance of the business remains unaffected.

especially in mergers and acquisitions.

Since depreciation and interest expense are
excluded from EBITDA, neither of these expenses
directly affects the EBITDA multiple valuation.

Therefore, while depreciation and interest provide tax
savings, they don't reduce EBITDA and won't affect a
company's valuation if it's based on EBITDA multiples.



Net Income-Based Valuation

If the company's valuation is based on net income, both depreciation and interest expenses reduce net income, which
lowers the valuation. Here's why:

e Depreciation decreases net income by $75,000 (after tax impact), and interest expense decreases it by $7,500.

e The total reduction in net income is $82,500, which could result in a lower valuation if the company is valued on a
price-to-earnings (P/E) multiple.

Fxample of Valuation Impact

If the company previously had net income of $500,000 and was valued at a P/E multiple of 10x, its valuation
would be $5,000,000. After accounting for depreciation and interest expenses, the net income drops to $417,500.
Using the same P/E multiple of 10x, the new valuation would be $4,175,000—a decrease of $825,000 in valuation.
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Impact on Cash Flow Valuation (DCF)

In a Discounted Cash Flow (DCF) valuation, depreciation increases operating cash flow because it's a non-cash
expense that gets added back to net income. This improves cash flow, which may have a positive impact on valuation
when future cash flows are discounted to present value. However, the interest payments and loan principal
repayments will reduce cash flow. The net effect will depend on whether the tax savings from interest outweigh the
cash outflows from the loan payments.

| Depreciation Impact 9 Interest Impact 3 NetEffect
Depreciation tax savings tend Interest payments reduce cash The overall impact on cash
to have a more positive impact flow, potentially offsetting flow valuation depends on the
on cash flow and valuation some of the positive effects of balance between depreciation
than interest expense, as depreciation tax savings. benefits and interest costs.

depreciation doesn't require a
cash outflow.
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Debt Levels and Risk

Higher leverage (debt) can have a negative impact on valuation because it
increases financial risk. Investors may demand a higher rate of return to
compensate for this increased risk, leading to a lower valuation multiple.
For example, a company with higher debt is perceived as riskier, which
could lead to lower valuation multiples, even if cash flows are stronger due

to tax savings.
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Balancing Tax Savings vs. Valuation: Short-
Term Benetits

Improved Short-Term
Cash Flow

Tax savings from depreciation
and interest help improve short-
term cash flow, which is positive
for liquidity.

Reduced Tax Burden

Depreciation and interest
expense deductions reduce the
tax burden, which is a positive for
liquidity.

Advantageous for
Companies in Need of
Cash Flow Improvement

This immediate benefit can be
particularly advantageous for
companies in need of cash flow
Improvement or those operating
in capital-intensive industries.
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Balancing Tax Savings vs. Valuation: Long-

Term Considerations

Valuation impacts depend on the method used:

EBITDA-based Valuation Net Income-based
Valuation

EBITDA-based valuation is

unaffected by these expenses, so it Net income-based valuation will

remains strong. This method can be suffer as both depreciation and

particularly favorable when a interest reduce profitability, leading

company has significant to lower valuation. This method

depreciation or interest expenses. may result in a less favorable

valuation for companies with high
depreciation or interest expenses.

Cash Flow-based
Valuations

Cash flow-based valuations (e.g.,
DCF) benefit from the tax shield
provided by depreciation, but
interest payments reduce free cash
flow, potentially offsetting the
positive effect of depreciation. The
net impact depends on the specific
financial structure of the company.



Conclusion: Net Effect on Valuation PNDO

EBITDA-Based Valuation Net Income-Based Cash Flow-Based
EBITDA-based valuations tend to Valuation Valuation

benefit the most from tax Net income-based valuations are The tax savings from

savings, as depreciation and often most negatively affected, depreciation can increase free
interest expenses reduce taxable as the tax savings are offset by cash flow, which has a positive
income without impacting lower reported profits. impact. But the introduction of
EBITDA. This method can be debt to capture interest expense
particularly favorable when a tax shields can also increase
company has significant financial risk, potentially lowering
depreciation or interest valuation multiples.

expenses.

Ultimately, companies and investors must carefully weigh the interplay between tax savings and valuation impacts
when making financial decisions. Both the short-term cash flow benefits and the long-term valuation implications

need to be considered to optimize the outcome.



