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Flipping assets for basis step-up

This note describes the analysis used to decide whether it is worthwhile
to sell an asset in order to realize a step-up in basis.

Consider an income-producing property that yields tax deductions over
time on a declining balance1 basis.

1. Analysis

Notation

fair market value f
original cost c

tax basis b
cumulative tax amortization c − b

declining balance amortization rate d
after-tax discount rate r

tax rate on income t
capital gains rate g

Of course, the fair market value must exceed the tax basis for there to
be a step-up, so f > c. If the asset is sold, taxes are triggered:

Taxes paid by seller on sale

recapture tax t max [min(c, f) − b]
capital gains tax g max [(f − c), 0]

The excess of fair market value over basis, not to exceed original cost, is
called recapture. The excess of fair market value over original cost, if any, is
a capital gain.

1 What is declining balance amortization? Here is an example: Suppose an asset is
purchased for $100. Its basis at the time of purchase is also $100. If the tax law allows
amortization at the rate of 20% declining balance, then amortization in the first year is
$20. The tax basis of the asset at the beginning of the second year is $80. The amortization
in the second year is 20% of the basis of $80 or $16. The tax basis of the asset at the
beginning of the third year is then $64. The amortization in the third year is 20% of the
basis of $64 or $12.80. The tax basis of the asset at the beginning of year n is c(1−d)n−1.

The amount amortized in year n is cd(1 − d)(n−1).
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The buyer benefits from increased tax deductions on the asset. The
present value of the tax shield associated with an asset with a basis of $1.00
is:
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Thus, the present value of the increase in the tax shield due to stepping up
the basis of the asset is:

(f − b)t
d

d + r

Intuitively, stepping up the basis is most attractive when the buyer
values the deductions associated with the asset highly, and the sale triggers
little recapture or capital gains tax in the hands of the seller. This situation
generally requires that the seller face a much lower marginal tax rate than
the buyer. When the seller and buyer and buyer face similar rates of tax,
then stepping up the basis of the assets is generally not worthwhile because
the seller must pay tax on the date of the sale on the amount by which the
tax basis of the assets increases. The total deductions the buyer may take
equal the seller’s current inclusion, the deductions are spread over time and
hence are less valuable. Suppose the asset’s fair market value is less than
its original cost (i.e., f < c), then flipping the asset is not worthwhile. This
is because the undiscounted increase in deductions that will be realized by
the new owner over time equals the seller’s recapture in the current year,
namely f − b. Thus, the present value of the taxes avoided in the future by
the buyer is less than the recapture tax paid today by the seller. If capital
gains are taxed at the same rate as ordinary income (as is currently the case
for corporations in the U.S.), this argument applies even if the fair market
value of the asset exceeds original cost.

It is still possible for step-up to be attractive if the capital gains tax rate
is less than the rate on ordinary income and the asset has appreciated above
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its original cost. This sometimes happens with amortizable intangibles such
as customer lists or goodwill.

• What if buyer and seller tax rates differ?

• What if the tax rate on ordinary income applicable in the year of the
sale differs from the anticipated tax rate over the amortizable life of the
asset?

Suppose fair market value exceeds cost and capital gains are favorably
taxed (i.e., f > c and g < t). The net benefit from flipping the asset is:

PV of Tax Shield Increase − Recapture Tax
− Capital Gains Tax − Trans Costs

=(f − b)tbuyer
d

d + r

− tseller(min(c, f) − b) − gseller max((f − c), 0) − TransCosts.

2. Example–buyer and seller face same tax rates

• Suppose g = 1/2t, r = 10%, d = 20%, c = 100 and, tseller = tbuyer. Then
the expression above reduces to

t
[ (f − b)d

d + r
− c + b

]
−g(f − c) − TransCosts

• After two years, b = c(1 − d)2 = 64. Ignoring transactions costs and
using the expression above, flipping is a worthwhile if f > 172. That is,
if the asset has appreciated to more than 172% of its original cost.

• After five years, b = c(1 − d)5 = 32.77. Ignoring transactions costs and
using the equation above, flipping is worthwhile if f > 234.46. That is,
if the asset is worth at least 234.46% of its original cost.
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2.1 Observations

• Low g, low r, and low transactions costs encourage flipping.

• High f and high d encourage flipping.

• This formula represents only an approximation of U.S. tax law. In par-
ticular, the formula presumes declining balance amortization deductions
that get smaller every year continue indefinitely. U.S. tax amortization
schedules switch to straight line in the first year the straight line deduc-
tion exceeds the deduction under declining balance depreciation. The
algebra is more complicated in this case, but the same intuitions hold.

• In the U.S., an installment sale permits the seller to defer the recognition
of capital gain (but not recapture). Installment sales encourage flipping
because the taxation of capital gains is deferred.

3. Intangible Assets in the U.S.

• Under prior law, the tax code created a great incentive for the buyer to
find ways to convert non-deductible “goodwill” into deductible intan-
gible assets such as covenants not to compete and large management
contracts. The IRS then challenged these deductions. Section 197 of
the Internal Revenue Code, which was changed in 1993, covers amorti-
zation of intangibles related to business sales. Basically, all “purchased”
goodwill of any kind is now deductible over 15 years.

• Covenants not to compete are deductible over 15 years, regardless of
when the actual payments are made.

• Management contracts to the extent they are for the preservation of
the value of the company are deductible over 15 years, regardless of
when the actual payments are made. The only current deduction is
“reasonable” compensation for the actual services rendered. Because
this is so difficult to define, it would seem to have great potential for
future conflict with the IRS.

• Customer lists are deductible over 15 years.

• Pre-1993 goodwill on a company’s books is not deductible. This means
that most stock sales will not generate deductions for intangibles the way
asset sales will. That is, an asset sale has the added advantage since 1993
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of allowing the tax basis of goodwill to be stepped up. This is an example
of a situation where it may be advisable to sell an intangible asset in
order to move to receive a more favorable tax amortization rate than is
available to the present owner of the asset, namely no amortization at
all.

• Goodwill is not a deductible expense in some countries, including France.
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