
Tax Reform and the 
Merger and Acquisition Market: 
The Repeal of General Utilities

The 1986 Tax Reform Act repeals the so-called General 
Utilities doctrine—the principle that corporations liqui
dating their businesses are not subject to capital gains 
tax on the appreciation in the value of their assets.1 This 
change, along with the new corporate tax rate structure, 
reduces the benefits and raises the costs of many 
mergers and acquisitions (M&A’s), especially those 
involving firms with undervalued assets. The repeal of 
General Utilities takes effect after the end of 1986 
(except for generous transition rules), and along with 
other tax changes, may help to explain the surge in 
M&A activity in the second half of 1986 (Chart 1).2

A liquidating corporation, using General Utilities, 
escapes the tax liability that comes with appreciated 
assets. This can be an important element of a liqui
dation, since the purchaser of the firm’s assets will wish 
to acquire them with an increased (stepped-up) tax 
value (basis) in order to claim larger depreciation and

’ The General Utilities doctrine derives its name from a 1935 Supreme 
Court case, General Utilities and Operating Co. v. Helvering. The 
Court’s decision in the case was ultimately incorporated into the 
Internal Revenue Code. For an overall look at the pre-reform tax 
implications of mergers, see Joint Committee on Taxation, Federal 
Income Tax Aspects of Mergers and Acquisitions (JCS-6-85), March 
29, 1985.

“Other elements of tax reform have affected M&A activity. The 
January 1, 1987 increase in the personal long-term capital gains tax 
rate—raising the maximum from 20% to 28%—created an important 
incentive to accelerate the completion of sales from 1987 to 1986. 
New rules on the transfer of net operating loss carryforwards and 
changes in the corporate minimum tax will make complex changes 
to the tax implications of many proposed mergers, favoring some 
and impeding others.

depletion allowances. Ordinarily, a step-up implies that 
a corporation will incur a capital gains tax liability (the 
corporate capital gains tax rate, currently 28%, will rise 
to 34% in 1987).

General Utilities is relevant to the M&A market 
because, under Section 338 of the Internal Revenue 
Code, the purchaser of at least 80% of the stock of a 
corporation may treat the transaction, for tax purposes, 
as liquidation of the corporation and purchase of its 
assets.3 By using General Utilities and Section 338, a 
corporation can obtain the advantages of a basis step- 
up without paying capital gains tax and without truly 
liquidating assets—a firm can stay in the same business 
with the same capital stock, managers, and workers. 
The tax saving arises solely from the change in own
ership of a firm’s stock. The prospect of such tax sav
ings has been an important spur to the M&A market.

A step-up in the basis of an acquired firm’s assets 
may not always be in a purchaser’s interest, however. 
Even though an acquired firm escapes capital gains tax 
on the appreciation of its assets, it still has to pay tax 
on that part of the basis step-up that represents the 
“ recapture” of past depreciation allowances. That is, 
because depreciation allowances are intended to cap
ture the decline in an asset’s value, sale of an asset 
for an amount greater than the depreciated book value 
implies that allowances taken in the past overstated the

3The transaction must subject the selling shareholders to capital 
gains tax on the appreciated value of their stock. In general, a 
takeover involving the exchange of securities for stock is not taxable 
while a cash purchase is.
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Chart 1

La rg e  S to c k  T ra n s a c tio n s
Number* Billions of dollars

5 1____ I____ I____ I____ I____ I____ I------- 1-------1-------1-------1-------1------ lo
J F M A M J  J A S O N D  

1986

Includes publica lly-d isclosed transactions completed 
or currently pending for stock or assets of U.S. 
nonfinancial corporations. Data through 
November 19, 1986.

*D o lla r amount greater than $250 million.
Source: Securities Data Company.

Chart 3

A c tu a l D e p re c ia t io n  C o m p a re d  to  
D e p re c ia t io n  on a S te p p e d -u p  B as is

Billions of dollars

gQ |-------1------- 1-------1-------1------- 1-------1------- 1------- 1------- 1------- 1
1976 77 78 79 80 81 82 83 84 85

Source: Federal Reserve Board, Flow-of-Funds: Federal 
Reserve Bank of New York staff estimates.

Chart 2
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Source: Federal Reserve Board, Balance Sheets 
for the U.S. Economy 1946-1985, October 1986.

true decline in value. This recapture tax may offset the 
advantages of the basis step-up.4

Because detailed study of a corporation’s assets is 
often necessary to calculate the costs and benefits of 
a basis step-up, purchasers are allowed one year to 
decide on carrying out a Section 338 liquidation. In the 
case of those buyouts involving a firm’s management, 
the acquirers are likely to know the costs and benefits 
of a Section 338 liquidation well in advance of sale. 
Although the Treasury Department has no data on the 
overall use of Section 338, the device seems to be used 
often in the aftermath of leveraged buyouts.

But in general, Section 338 and General Utilities is 
more advantageous the greater the proportion of the 
acquired firm ’s overall purchase price that can be 
assigned to its depreciable and depletable assets, and 
the larger the basis step-up relative to the original cost 
of the assets. Many firms in the manufacturing and 
natural resource sectors fit this description. The inflation 
of the 1970s greatly increased the difference between 
the market value of tangible corporate assets and their 
tax basis, and in conjunction with the acceleration of 
depreciation schedules in 1981, allowed for dramatically 
increased depreciation allowances on existing assets.

♦Investment tax credits and certain other deductions, along with 
depreciation, are also recaptured.
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The wave of large-scale mergers and leveraged buyouts 
in the last few  years, especia lly  in m anufacturing and 
m ining, is partly due to the a ttraction of the tax-free 
basis step-up under Section 338 and G eneral U tilities.

During the h igh-in fla tion  era of the late 1970s and 
early 1980s, the potential size of basis step-ups surged. 
Chart 2 p lots the d iffe rence between the value of non- 
financial corporate plant and equipment on a current (or 
reproduction) cost basis and on a depreciated h istoric 
cost basis. C urrent cost can be considered an approx
im ation of m arket va lue and h istoric cost an approxi
mation of the basis .5 W hile these approxim ations are 
rough, the  d iffe re n c e  be tw een  the tw o p rov ides  an 
ind ication of the potentia l am ount of step-up available 
on p la n t and e q u ipm e n t. The ch a rt show s th a t the 
potential step-up did increase substantially in the 1970s, 
peaking at nearly $1 tr illion  in 1981. The discrepancy 
has been reduced som ew hat in recent years as old, 
undervalued cap ita l has been retired from service.

sThe historic cost data used in Chart 2 are derived from expenditures 
on new capital and straight-line depreciation schedules. The tax 
basis of capital would be calculated from expenditures on new and 
used capital and actual depreciation schedules, which can be

Table 1

Effect of Merger (Before Tax Reform)

Pre-merger Post-merger*
First year
Cashflow from

operations . . . . $2,000,000 $2,000,000
Depreciation . . . $ 500,000f $3,850,000
Interest ................ $ 0 $2,200,000
Pre-tax profits . . . $1,500,000 ($4,050,000)
Taxes ...................... $ 690,000 ($1,863,000) (on profits)

+ $1,380,000 (on recaptured
depreciation)

= ($ 483,000)
After-tax cashflow^ $1,130,000 $ 283,000

Following years
Cashflow from

operations . . . . $2,000,000 $2,000,000
Depreciation . . . $ 500,000 $3,850,000
Interest ................ $ 0 $2,200,000
Pre-tax profits . . . $1,500,000 ($4,050,000)
Taxes ...................... $ 690,000 ($1,863,000)
After-tax cashflow^ $1,310,000 $1,663,000
Present value of

after-tax
cashflows§. . . . $5,518,197 $5,703,274

’ Purchase price $22 million, financed at 10%.
fOriginal purchase price $10,000,000; current basis
$7,000,000.

^Cashflow from operations less interest and taxes.
§Years 1 to 5, evaluated at a 6% rate.

A firm  will w ish to step up the basis of assets to 
obtain higher depreciation allowances. Chart 3 plots the 
actual depreciation allow ances taken by nonfinancia l 
corporations in the last decade and com pares them to 
an estim ate of the firs t year’s a llowance tha t could be 
obtained by stepping up the basis of p lant and equip
ment to current cost, and deprecia ting under prevailing 
ru les . The p o te n tia l b e n e fit o f a s te p -u p  g ra d u a lly  
increased during the late 1970s as infla tion heated up. 
More importantly, the sharp reduction in taxable service 
lives introduced in 1981 dram atica lly increased the tax 
advantages of a stepped-up basis.6 In conjunction with 
the post-1982 decline in in terest rates, which reduced 
the cost of raising the funds used to finance takeovers, 
th is opportun ity to accelerate deprecia tion and avoid 
capital gains tax has probably facilitated many mergers.

An exam ple can illustra te  in more deta il how the 
specific  characteris tics of the pre-reform  tax law con
tributed to the feas ib ility  of certa in deals. The target 
corporation described in Table 1 purchased its assets 
for $10,000,000, and its current basis in these assets 
is $7,000,000. The com pany’s pre-tax profit (cashflow  
from  o p e ra tio n s  less in te re s t and d e p re c ia tio n ) is 
$1,500,000, and it pays taxes at the pre-reform  46% 
rate.7

The stock of the ta rget is purchased by another cor
poration for $22,000,000. The acquirer borrows this 
money at 10%. The tax basis of the acquired firm ’s 
assets is stepped up from $7,000,000 to $22,000,000, 
and using post-1981 rules, the deprecia tion rate on 
these assets is increased from 5% to 17.5% (for s im 
plicity, depreciation is assumed to be on a stra ight-line 
schedu le ).8 Thus, the annual dep rec ia tion  deduction  
rises from $500,000 to $3,850,000. The increase in

Footnote 5 continued
considerably different from hypothetical straight-line schedules.
Thus, the historic cost data is likely a very rough approximation of 
the true basis.

•The hypothetical depreciation line in Chart 2 is based on the first 
year’s depreciation from accelerated schedules. The depreciation 
deductions in subsequent years tend to decline. In present value 
terms, the depreciation benefits enacted in 1981 were less 
substantial than the surge in the hypothetical line may suggest.

7For simplicity, the slight progressivity in the corporate tax schedule 
is ignored.

•A reasonable estimate, one used in the Federal Reserve Board's 
macroeconomic model, is that the useful life of equipment for tax 
purposes was reduced from an average of 10.5 years prior to 1981 
to 4.6 years today, and structures from 40 years to 19 years. Thus, 
the example's assumption of a 12.5 percentage-point increase in the 
tax depreciation rate is a bit high, but not unrealistic. On a straight- 
line basis, the first-year depreciation rate on a capital stock equally 
divided between equipment and structures is now 14% as compared 
to 6% prior to 1981. Tax reform will increase the useful life of most 
structures to 30 years and slightly increase the lives of some 
categories of equipment. These changes will further reduce the 
attractiveness of stepping up the basis of assets following a merger.
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depreciation, coupled with the interest expense of the 
borrowed money, results in a deduction against the 
acquirer’s earnings of more than $4 million and a credit 
of nearly $2 m illion against its tax liability.

In the year following the merger, the target firm (which 
is technically selling its assets to the acquirer) will have 
to pay tax, at the ordinary corporate rate of 46%, on $3

m illion  w orth  of recap tu red  d e p re c ia tio n .9 T h is  tax 
reduces the combined firm ’s tax cred it in the firs t year 
after the merger to just under $500,000; the a fter-tax 
ca sh flo w  a cc ru in g  to  the  co m b in e d  firm  from  the  
fin a n c ing  of the ta ke o ve r and the op e ra tio n  of the 
acquired firm  will be $283,000. In the fo llow ing years 
the after-tax cashflow will amount to $1.7 million— larger 
than the flow  to the ta rg e t firm  be fo re  the  m erger, 
despite the rise in in terest expense associated with 
financing the deal.

In present value terms, over a five-year horizon the 
after-tax cashflow  these assets yield to the combined 
firm is greater than that to the target before the merger. 
(The 6% discount rate used is arbitrary, but is roughly 
the after-tax return earned by a h igh-incom e individual 
who can invest 10% pre-tax and pays federal, state, and 
lo c a l in co m e  ta x ) . T h u s , if e q u ity  m a rk e ts  p r ic e  
according to five-year expectations, the equity value of 
the combined firm  will be greater than the sum of the 
equ ity  va lues of the tw o firm s  be fo re  m erger. Th is  
comes about even though no increase in the cashflow  
from operations of e ither firm  has been assumed, and 
even though interest on the debt raised to finance the 
purchase exceeds the cashflow from the acquired firm ’s 
o p e ra tions . A fte r six years , w hen the  d e p re c ia tio n  
allowances are assumed to expire, the merged firm will 
need to augment its cashflow, sell assets, or refinance

9The actual rules on depreciation recapture are more complex than 
those in the example. Furthermore, the example ignores the 
recapture of any investment tax credit taken on the purchase of 
these assets.

Table 2

Effect of New Tax Rates 
(General Utilities Doctrine Intact)

Pre-merger Post-merger
First year
Pre-tax profits . . . $1,500,000 ($4,050,000)
Taxes ...................... $ 510,000 ($1,377,000) (on profits)

+ $1,020,000 (on recaptured
depreciation)

= ($ 357,000)
After-tax cashflow* $1,490,000 $ 157.000

Follow ing years
Taxes ...................... $ 510,000 ($1,377,000)
After-tax cashflow* $1,490,000 $1,177,000

Present value of
after-tax
cashflow s!. . . $6,276,422 $3,995,688

'Cashflow from operations less interest and taxes. 
fYears 1 to 5, evaluated at a 6% rate.

Table 3

Effect of General Utilities Repeal
No change in tax rates New tax rates

Pre-merger Post-merger Pre-merger Post-merger
First year
Pre-tax p ro fits ......................................... $1,500,000 ($4,050,000) $1,500,000 ($4,050,000)
Taxes ......................................................... $ 690,000 ($1,863,000) (on profits) $ 510,000 ($1,377,000) (on profits)

+ $1,380,000 (on recaptured + $1,020,000 (on recaptured
depreciation) depreciation)

+ $3,360,000 (on $12 million + $4,080,000 (on $12 million
capital gain) capital gain)

= $2,877,000 = $3,273,000
After-tax c a sh flo w *............................... $1,310,000 ($3,007,000) $1,490,000 ($3,923,000)

Follow ing years
Taxes ......................................................... $ 690,000 ($1,863,000) $ 510,000 ($1,377,000)
After-tax cashflow* $1,310,000 $1,663,000 $1,490,000 $1,177,000

Present value of after-tax cashflows! . $5,518,187 $2,533,463 $6,276,422 $ 141,914

‘Cashflow from operations less interest and taxes. 
tYears 1 to 5, evaluated at a 6% rate.
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to cover the interest expense. In effect, the increase in 
depreciation expense gives the combined firm a long 
grace period to achieve operating economies.

Tax reform greatly reduces the incentives for this 
transaction to take place, both by changing the cor
porate tax rate structure and by repealing General 
Utilities. Table 2 shows the effect of reducing the cor
porate tax rate from 46% to 34%. The after-tax cashflow 
of the target firm rises (because its tax bill falls), while 
that of the merged firm falls (the after-tax value of the 
interest and depreciation deductions declines as the tax 
rate falls). The present value of the cashflow of the 
combined firm falls below the sum of the cashflows of 
the two firms separately.

Repeal of General Utilities sharply reduces the value 
of the combined firm (Table 3). The end of General 
Utilities means that capital gains tax is levied on the $12 
million of the basis step-up that is not subject to 
recapture tax. The first year after-tax cashflow of the 
combined firm falls substantially, given the pre-reform 
corporate capital gains tax rate of 28%. Moreover, 
combining the new tax schedule (which, as mentioned 
above, includes a 34% rate on corporate capital gains)

with the repeal of General Utilities produces a dis
counted cashflow for the combined firm only slightly 
larger than for the acquirer alone.

This example overemphasizes the impact of the 
General Utilities doctrine and its repeal—M&A activity 
is also motivated by non-tax factors and tax consider
ations other than depreciation. Nonetheless, elimination 
of General Utilities may harm investors who have taken 
positions based on the assumption that a corporation 
will be liquidated, since the end of General Utilities will 
raise the costs of liquidation. It is not clear how great 
the impact will be, and whether any investors will 
experience outright losses. On the other hand, tax 
reform could cause buyers to be more interested in the 
underlying earnings potential of merger candidates than 
in their tax attributes.10

10Repeal of General Utilities, along with the increase in the personal 
capital gains tax rate, may also mean that cash deals—which are 
usually necessary to use Section 338 but subject selling 
shareholders to capital gains tax—will become less common.

Charles Steindel
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