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ACRS, ITC,  AND TAX I |EUTRALITT

SUHHARY

The  Economic  Recove ry  Ta r  Ac t  (ERTA)  o f  1981  p rov ided  a
najor  lmprovement  in  the tar  system by replac ing the
Asse t  Deprec ia t l on  Range  dep rec ia t i on  sys tem o f  p r i o r
l as  by  the  Acce le ra ted  Cos t  Recove ry  Sys tem (ACRS) .
Toge the r  w i th  an  i nc reased  i nves tmen t  t ax  e red i t
( ITC) ,  ACRS reduced  t he  t a r  b i as  aga ins t  sav ing  and
inves tmen t  i n  dep rec iab le  fac i l i t i es  i n  genera l  and
nar roged  the  d i f f e ren t i a l  i n  e f fec t i ve  ta r  ra tes  on  the
incone  p roduced  by  d i f f e ren t  k inds  o f  dep rec iab le
cap i ta l .  The  Ta r  Equ i t y  and  F i sca l  Respons ib i l i t y  Ac t
(TEFRA)  o f  1982  re t rea ted  f rom these  advances  toward
ta r  neu t ra l l t y .  The  cu r ren t  p roposa ls  fo r  repea l i ng
the  ITC and  ACRS,  rep lac ing  the  p rov i s ions  w i th  a
depree ia t i on  sys tem based  on  much  longer  wr i t e -o f f
pe r iods ,  wou ld  fu r the r  i nc rease  the  tax  b ias  aga ins t
i nves tmen t  l n  dep rec iab le  fac i l i t i es  and  resu l t  i n
se r i ous  t a r  d i s t o r t i ons  o f  t he  cos t  o f  cap i t a l  and  i t s
a l l oca t i on .  Cons t ruc t i ve  t a r  r e fo rn  ca l1s ,  i ns tead ,
fo r  nov ing  c lose r  t o  t rue  expens ing  o f  cap i ta l  ou t l ays ,

Many  o f  t he  cu r ren t  t ax  r es t ruc tu r i ng  p roposa l s  wou ld  e l im ina te
the  I nves tmen t  Tax  C red i t  ( I TC)  and  rep lace  t he  Aece le ra ted  Cos t
Recove ry  sys tem (AcRS)  w i t h  a  dep rec ia t i on  sys tem based  on  s i g -
n i f i can t l y  l onge r  w r i t e -o f f  pe r i ods .  The  cu r ren t  a rgumen ts
aga ins t  t hese  cap i t a l  r ecove ry  p rov i s i ons  a re  much  t he  same  as
those  t ha t  i n  1982  1ed  t o  t he  s i gn i f i can t  cu r t a i lmen t  o f  ACRS i n
the  Tax  Equ i t y  and  F i sca l  Respons ib i l i t y  Ac t  (TEFRA) :  ACRS and
ITC  a re  t oo  gene rous  and  rep resen t  a  subs idy  f o r  i nves tmen t  i n
e l i g i b l e  asse t s  I  and  AcRS and  rTc  resu r t  i n  w ide l y  d i f f e r i ng
ra tes  o f  t ax  on  t he  re tu rns  t o  d i f f e ren t  k i nds  o f  cap i t a l ,
d i s t o r t  cap i t a l  ma rke t s ,  and  have  i nduced  cap i t a l  movemen t  i n t o
uneconomic  ac t i v i t i e s .

The re  shou ld  be  no  a rgumen t  abou t  t he  des i r ab i l i t y  o f  ach iev i ng
a  t ax  sys tem wh i ch  i s  as  nea r l y  neu t ra l  as  poss ib l e ,  wh i ch  ne i -
t he r  pena l  i zes  no r  subs id i zes  i nves tmen t  i n  gene ra l  and  wh i ch
does  no t  d i s t o r t  ma rke t  s i gna l s  abou t  t he  cos t s  o f  and  re tu rns  on
a l t e rna t i ve  f o rms  o f  i nves tmen t .  A t  i s sue  i s  whe the r  t ne  c l a ims
tha t  ACRS and  ITC  fa i l  t o  mee t  t h i s  neu t ra l i t y  t es t  a re  co r rec t .

Note: Nothing written here is to be construed as necessarily reflecting the views of
IRET or as an attempt to aid or Nnder the passage of any bill before Congress.
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In  f ac t , 3h  ob jec t i ve  assessmen t  o f  t he  1981  ACRS and  ITC  p rov i -
s i ons  show  tha t  t hey  we re  ma jo r  imp rovemen ts  i n  bo th  respec t s ;
t hey  reduced  t he  t hen  ex i s t i ng  b i as  aga ins t  sav ing  l nves ted  i n
du rab le  p roduc t i on  f ac i l i t i e s  and  na r rowed  t he  d i f f e ren t i a l s  i n
t ax  ra tes  among  d i f f e ren t  k i nds  o f  dep rec iab le  cap i t a l .

The  ACRS p rov i s i ons  and  t he  l i be ra l i za t , i on  o f  t he  ITC  enac ted  i n
the  Economic  Recove ry  Tax  Ac t  o f  1981  (ERTA)  a imed  aE  reve rs i ng
the  s l owdown  i n  t he  g row th  o f  t he  u . s .  i ndus t r l a l  base .  Fo r  t he
f i ve  yea rs  end ing  i n  1979 ,  i nc reases  i n  r ea l  ne t  bus iness  f i xed
cap i t a l  ave raged  j us t  ove r  2  pe rcen t  o f  ne t  na t i ona l  p roduc t ,
one -ha I f  t he  ra te  f o r  t he  l a te  1960s .  Numerous  f ac to r s  con t r l b -
u ted  t o  t ha t  s l owdown ,  ch ie f  among  wh i ch  was  t he  esca la t i ng  cos t
o f  cap i t a l  a t t r i bu tab le  t o  t he  bas i c  i ncome  tax  b i as  aga ins t
sav ing  and  cap i t a l  f o rna t i on ,  t he  i nadequacy  o f  dep rec ia t i on
a l l owanees  t o  o f f se t  t ha t  b i as ,  and  t he  i n tens i f i ca t i on  o f  t ha t
t ax  pena r t y  by  l n f l a t i on .  H igh  i n f r a t i on  had  caused  a  l a rge
d i sc repancy  be tween  t he  h i s t o r i c  and  cu r ren t  r ep lacemen t  cos i s
o f  i nves tmen t  goods .  r n  r ea l  t e rms ,  t he  va lue  o f  t he  t o ta l
dep rec ia t i on  deduc t i ons  a l l owab Ie  w i t h  r espec t  t o  a  g i ven  amoun t
o f  dep rec iab le  f ac i l i t i e s  was  a  f r ac t i on  o f  t he  expend i t u res
incu r red  f o r  t hose  asse t s .  As  a  consequence ,  r ea l  ma ig i na l  t ax
ra tes  on  t he  ne t  r e tu rns  on  dep rec iab le  p rope r t y  l r e re  subs tan -
t i a11y  h i ghe r  t han  t he  s ta tu to r y  r a tes .  Th i s  i n  t u rn  e l eva ted
the  cos t  o f  commi t t i ng  sav ing  t o  dep rec iab le  cap i t a l .

ERTA madp  t h ree  ma jo r  changes  i n  cos t  r ecove ry  t o  add ress  t h i s
p rob lem. '  Unde r  ACRS asse t s  a re  w r i t t en  o f f  ove r  pe r i ods  l a rge l y
i ndependen t  o f  any  no t l on  o f  use fu l  1 i f e .  ACRS es tab l i shed  f ou r
cos t  r ecove ry  pe r i ods  3 ,  5 r  10 ,  and  15  yea rs  - - -  depend ing  on
the  t ype  o f  p rope r t y ,  w i t h  t he  15  yea r  ca tego ry  r ese rved  f o r  a I l
r ea l  p rope r t y  no t  des igna ted  as  5  o r  10  yea r  c l ass  p rope r t y .  r n
gene ra l ,  cap i t a l  cos t  r ecove ry  was  t o  be  based  on  1501  dec l i n i ng -
ba lance  f o r  p rope r t y  p l aced  i n  se rv i ee  i n  t he  yea rs  1981  t h rough
1984 ,  1751 '  dec l i n i ng  ba lance  f o r  p rope r t y  p l a ted  i n  se rv i ce  i n
1985 ,  and  200X  the rea f t e r .

second ,  t he  r r c  r a te  was  i nc reased  f o r  mos t  e l i g i b l e  p rope r t y .
unde r  p r i o r  1aw ,  p rope r t y  w j . t h  a  use fu l  r i f e  o f  l ess  t han  J  yea rs
ob ta i ned  no  r r c ,  t ha t  w i t h  use fu l  l i ves  o f  3  o r  4  yea rs  go t  a
c red i t  o f  3  1 /2  pe rcen t ,  t ha t  w i t h  l i ves  o f  5  and  6  yea r . s  go t  a  6
2 /3  pe rcen t  c red i t ,  wh i l e  p rope r t y  w i t h  a  use fu l  I i f e  o f  T  o r
more  yea rs  go t  a  10  pe rcen t  ITC .  Unde r  ERTA,3 -yea r  p rope r t y  go t
a  6  pe rcen t  ITC  and  a l l  o t he r  e l i g i b l e  p rope r t y  was  g i ven  a  10
pe rcen t  c red i t .  ERTA a l so  ex tended  e l i g i b i l i t y  f o r  t he  ITC  to
ce r t a i n  k i nds  o f  p rope r t y  f o rmer l y  exc luded  f r om the  c red i t  t  s
app l i ca t i on .  I n  add i t i on ,  i t  ex tended  t he  pe r i od  o f  yea rs  ove r
wh i ch  unused  c red i t s  cou ld  be  ca r r i ed  f o rwa rd  be fo re  be ing  l os t .

The  t h i r d  ma jo r  f ea tu re  o f  t he  1  981  cap i t a l  r ecove ry  p rov i s i ons
was  t he  sa fe -ha rbo r  l eas ing  p rov i s i on .  sa fe -ha rbo r  l eas ing
c rea ted  a  mechan i sm by  wh i ch  f i rms  t ha t  we re  cu r ren t l y  unab le  t o
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use  t he i r  i nves tmen t  c red i t s  and  ACRS deduc t i ons  cou ld  t r ans fe r
t hese  r i gh t s  t o  f i rms  t ha t  cou ld  t ake  advan tage  o f  t hem.  I t
s i gna led  recogn i t i on  o f  t he  f ac t  t ha t  t he  e f f ec t i veness  o f  ACRS
and  t he  l i be ra l i zed  ITC  i n  o f f se t t i ng  t he  i ncome  tax  b i as  a -
ga ins t  i nves tmen t  i n  du rab le  p rodue t i on  f ac i l i t i e s  depended  on
the  ex ten t  t o  wh i ch  t axpaye rs  cou ld  ac tua l l y  u t i l l ze  t hese  p rov i -
s i ons  cu r ren t l y ,  r a the r  t han  hav ing  t o  de fe r  t he i r  bene f i t s ,
poss ib l y  f o r  ex tended  pe r i ods  o f  t ime .

TEFRA made  s i gn i f i can t  and  se r i ous  changes  i n  t he  cap i t a l  cos t
recove ry  p rov i s i ons .  Among  i t s  o the r  f ea tu res ,  TEFRA i ns t i t u t ed
pa r t i a l  bas i s  ad jus tmen t  f o r  t he  ITC ,  s topped  t he  phase - i n  t o -
wa rd  t he  200 t r  dec l  i n i ng  ba lanee  recove ry  me thod ,  1  im i t i ng  t he
recove ry  r a te  t o  t he  l n i t i a l  150 t r  r a te ,  and  e l im ina ted  t he  sa fe -
ha rbo r  l eas ing  p rov i s i ons .  These  changes  occu r red  am id  cha rges
tha t  t he  recove ry  p rov i s i ons  we re  t oo  gene rous  and  t ha t  t hey
rep resen ted  an  i nves tmen t  subs idy  wh i ch  va r i ed  w ide l y  among  t ypes
o f  p rope r t y  and  s i t ua t i ons  o f  t axpaye rs ,  hence  d i s t o r t ed  t he
a l l oca t i on  o f  cap i t a l .

To  add ress  t h i s  a l l ega t i on  i t  i s  necessa ry  f i r s t  t o  de l i nea te
the  cond i t i ons  wh i ch  mus t  be  me t  f o r  neu t ra l  t ax  t r ea tmen t .

Ta r  l { eu t ra l i t y

By  neu t ra l i t y r  w€  mean  t ha t  a  t ax  does  no t  a l t e r  t he  re l a t i ons
among  p r i ces  and  cos t s  t ha t  wou ld  p reva i l  i n  t he  absence  o f
t axes .  suppose ,  f o r  examp le ,  t ha t  w i t hou t  any  t axes  t he  p r i ce  o f
a  pound  o f  app les  i s  ha l f  t ha t  o f  a  dozen  o ranges ,  bu t  when  a
pa r t i cu l a r  t ax  i s  imposed ,  t he  p r i ces  a re  t he  same .  obv ious l y ,
t he  t ax  has  i nc reased  t he  p r i ce  o f  app les  re l a t i ve  t o  t ha t  o f
o ranges ;  excep t  unde r  ex t rao rd ina ry  cond i t i ons ,  t h i s  r e l a t i ve
p r i ce  change  w i l l  l ead  peop le  t o  buy  f ewe r  app res  compared  w i t h
o ranges  t han  t hey  wou ld  have  i f  t he  t ax  had  no t  been  imposed .

The  Bas ic  fncone  Tax  D is to r t i on

In  t h i s  sense ,  t he  i ncome  tax  i s  unneu t ra l  w i t h  r espec t  t o  con -
sump t i on r  on  t he  one  hand ,  and  sav ing  and  i nves tmen t ,  o t r  t he
o the r .  I t  r a i ses  t he  cos t  o f  f u t u re  i ncome  compared  w i t h  t ha t  o f
cu r ren t  consump t i on .  To  see  t h i s ,  compare  t hese  re l a t i ve  cos t s
i n  t he  absence  and  p resence  o f  an  i ncome  tax .

To  beg in  w i t h ,  cons ide r  a  wo r l d  w i t h  no  t axes  whe re  one  do11a r
can  e i t he r  be  used  t o  buy  an  asse t  wh i ch  p roduces  a  pe rpe tua l
i ncome  s t ream o f  10  cen t s  a  yea r  o r  wh l ch  can  be  used  t o  pu rchase
one  do1 la r  o f  cu r ren t  consump t i on .  I f  we  now  impose  an  i ncome
tax  a l ,  say r  50  pe rcen l ,  we  a l t e r  t he  re l a t i ve  p r i ce  o f  consump-
t i on  and  f u tu re  i ncome .  The  do r l a r  o f  p re - t ax  i ncome  now  buys  50
cen ts  o f  consump t i on  goods .  Tha t  same  do l l a r  now  can  buy  an
income  s t ream o f  5  cen t s ,  wh i ch  i t se l f  i s  t axed ,  l eav ing  a  ne t
i ncome  s t ream o f  2 .5  cen t s .  The  t ax  has  doub led  t he  number  o f



We can  t h i nk  o f  t h i s  f undamen ta l  b i as  o f  l ncome  taxes  aga ins t
sav ing  and  i nves tmen t  and  i n  f avo r  o f  consump t i on  as  a  f i r s t -
I eve l  unneuL ra l i t y .  I n  add i t i on ,  howeve r ,  i nso fa r  as  i t ,  a l l ows
d i f f e r i ng  deduc t i ons ,  c red i t s ,  exc l us i ons ,  e t c .  ,  t he  i ncome  tax
i s  l i ke1y  t o  a l t e r  t he  re l a t i ve  cos t s  o f  acqu i r i ng  o r  ho ld i ng
d i f f e ren t  k i nds  o f  cap i ! a1 .  These  d i f f e r i ng  cos t s  o f  cap i t a l  a re
l i ke l y  t o  r esu l t  i n  a  d i f f e ren t  a l l oca t i on  o f  sav ing  among  a l t e r -
na t i ve  cap i t a l  uses  and  a  d i f f e ren t  compos i t i on  o f  cap i t a l  t han
i f  t he re  we re  no  t axes .  These  i ncome  tax  i nduced  d i f f e rences  i n
cap i t a l  cos t s  a re  eonven ien t l y  des igna ted  second -1eve l  unneu t ra l -
i t i e s .
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pre - tax  do l la rs  needed  to  ma in ta in  the  leve l  o f  consumpt ion  bu t
quadrup led  the  number  o f  p re - tax  do l la rs  needed  to  purchase  an
equ iva len t  s t ream o f  fu tu re  income.  I t  has ,  the re fo re ,  doub led
the  cos t  o f  fu tu re  income re la t i ve  to  the  cos t  o f  cu r ren t  con-
sumpt ion .  The  h igher  the  tax ,  the  g rea te r  the  d is to r t ion  in
favor  o f  cu r ren t  consumpt ion .

Incone ta r  d is to r t lon  o f  cap l ta l  a l loca t lon

Bo th  f i r s t - and  second - l eve l  unneu t ra l i t i e s  c l ea r l y  impa i r  t he
economyr  s  e f f i c i ency .  The  f i r s t - 1eve l  b i as ,  bV  d i s t o r t i ng  sav -
i ng -consump t i on  cho iees ,  r esu l t s  i n  a  sma l l e r  s t ock  o f  cap i t a l ,
l ess  p roduc t i on  capab i l i t y ,  and  a  Jower  s tanda rd  o f  l i v i ng  t han
wou ld  p reva i l  i f  t he  t ax  we re  more  nea r l y  neu t ra l .  And  i f  we  can
fa i r l y  assume  tha t  t he  way  peop le  a l l oca te  t he i r  sav ing  and
inves tmen t  i n  t he  absence  o f  t axes  wou ld  resu l t  i n  t he  mos t
p roduc t i ve  s tock  o f  cap i t a l ,  t hen  t he  second -1eve l  d i s t o r t i ons
mus t  a l so  impose  s i gn i f i can t  cos t s  on  t he  economy .  0 f  t he  two ,
i t  shou ld  be  c1ea r ,  t he  f i r s t - 1eve1  unneu t ra l i t y ,  t he  bas i c
i ncome  tax  b i as  Aga ins t  sav ing  and  i nves tmen t ,  i n  gene ra l ,  mus t  be
the  more  cos t t y . -

Neu t ra l  t ax  t rea tmen t

Two  a l t e rna t i ve  means  t o  e l im ina te  t he  bas i c  b i as  aga ins t  sav ing
and  i nves tmen t  a re  obv ious  f r om the  above  examp le :  e i t he r  exemp t
sav ing ,  i .  e .  ,  expend i t u res  f o r  cap i t a l ,  f r om taxa t i on  wh i l e
tax i ng  t he  g ross  re tu rns  t o  cap i t a l ,  o r  t ax  t he  cu r ren t  i ncome
wh ich  i s  saved  and  i nves ted  and  exemp t  a l l  t he  re tu rns  t o  cap i -
t a1 .

I f  cu r ren t  sav ing  i s  exc luded  f r om the  t ax  base ,  i . e . ,  i s  t t ex -
pensed , r r  t he  do l I a r  o f  cu r ren t  i ncome  tha t  i s  saved  and  i nves ted
escapes  t he  t ax ;  t he  re tu rns  on  t he  i nves tmen t ,  howeve r ,  a re
fu l l y  t axed  so  t ha t  t he  saved  do l l a r  p roduces  10  cen t s  o f  i ncome
pe r  yea r  be fo re  t ax  and  5  cen t s  a  yea r  a f t e r  t ax .  f n  t he  a l t e r -
na te  app roach ,  t he  50  cen t  t ax  on  t he  do l l a r  o f  cu r ren t  i ncome
leaves  5A  cen t s  t o  save  and  i nves t ,  p roduc ing  5  cen t s  o f  i ncome  a
yea r  be fo re  t ax l  because  no  t ax  wou ld  be  imposed  on  t h i s  r e tu rn ,
i t  a l so  p rov ides  5  cen t s  o f  i ncome  a  yea r  a f t e r  t ax .  I n
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e i t he r  case ,  a  do l l a r  o f  cu r ren t  i ncome  tha t  i s  saved  bea rs  t he
same  bu rden  as  a  do I l a r  o f  i ncome  tha t  i s  consumed ;  t he  t r ade -
o f f  be tween  cu r ren t  consump t i on  and  f u tu re  i ncome  i s  t he  same  as
l f  l he re  we re  no  t ax .

E l t he r  app roach ,  cons i s ten t l y  app l i ed ,  wou ld  be  neu t ra l  i n  t he
second - Ieve l  sense  as  we l l  as  w i t h  r espec t  t o  t he  ove ra l l  cos t  o f
sav ing  re l a t i ve  t o  consump t i on .  I ndeed ,  € i t he r  app roach  i s
v i r t ua l l y  essen t i a l  i f  neu t ra l i t y  o f  t ax  t r ea tmen t  among  a l t e rna -
t i ve  f o rms  o f  sav ing  and  i nves tmen t  i s  t o  be  assu red .

Tax  l l eu t ra l i t y  w i th  E : tended  Per iod  t l r i t e -o f f

The  same  neu t ra l i t y  cond i t i ons  may  be  sa t i s f i ed  i f ,  i n s tead  o f
e i t he r  expens ing  sav ing  o r  cap i t a l  ou t l ays  o r  exc lud ing  i nves t -
men t  r e tu rns  f r om the  t ax  base ,  t ax  deduc t i ons  t o  r ecove r  t he
amoun t ,  o f  sav ing  o r  cap i t a l  ou t l ays  a re  sp read  ove r  t ime ,  p rov id -
ed  t ha t  t he  p resen t  va lue  o f  such  deduc t i ons  equa l s  t he  amoun t
saved  and  i nves ted .  Because  a t  any  pos i t i ve  d i scoun t  r a te ,  a
do l1a r  r ece i ved  a  yea r  f r om now  i s  wo r th  l ess  t han  a  do1 la r  i n
hand  t oday ,  t he  abso lu te  o r  und i scoun ted  amoun t  o f  such  deduc -
t i ons  mus t  be  g rea te r  t han  t he  amoun t  cu r ren t l y  saved  and  i nves t -
€d ,  i f  t he i r  p resen t  va lue  i s  t o  equa l  t he  amoun t  o f  t he  cu r ren t
sav ing  and  i nves tmen t .  I f  t he  t ax  l aw  l im i t s  t he  t o ta l  und i s -
coun ted  amoun t  o f  cap i t a l  r ecove ry  a l l owances  t o  t he  amoun t  saved
and  i nves ted ,  t he  p resen t  va lue  o f  t hese  a l l owances  mus t  be  l ess
than  t he  amoun t  saved ,  and  t he  cap i t a l  r ecove ry  p rov i s i ons  mus t
f a11  sho r t  o f  mee t i ng  t he  neu t ra l i t y  t es t .

To  i l l u s t r a te ,  a l l ow ing  t he  save r  t o  deduc t  ha l f  o f  t h i s  yea r ' s
sav ing  aga ins t  t h i s  yea r r s  i ncome  and  ha l f  aga ins t  nex t  yea r t s
i ncome  w i l l  f a I 1  sho r t  o f  sa t i s f y i ng  t he  neu t ra l i t y  cond i t i on .
I f  t he  d i scoun t  r a te  i s  r  sdy  r  1  0  pe rcen t ,  t he  p resen t  va lue  o f
t hese  deduc t i ons ,  pe r  do11a r  o f  sav ing ,  i s  87  cen t s l  an  add i -
t i ona l  deduc t i on ,  t he  p resen t  va lue  o f  wh i ch  i s  13  cen t s ,  wou ld
be  needed  t o  p reven t  t he  t ax  f r om i nc reas ing  t he  cos t  o f  sav ing
the  marg ina l  do l l a r  o f  cu r ren t  i ncome  re l a t j . ve  t o  t he  cos t  o f
consum lng  i t .  A  f u r t he r  deduc t i on  o f  abou t  7  1 /2  cen t s  each  yea r
wou ld  be  needed  t o  equa te  t he  va lue  o f  t he  deduc t i ons  ove r  t he
two  yea rs  t o  t he  cu r ren t  do l l a r  o f  sav ing  and  i nves tmen t .  To ta l
deduc t i ons  wou ld  have  t o  be  $1 .15 .  The  l onge r  t he  pe r i od  ove r
wh i ch  t he  deduc t i ons  a re  sp read ,  t he  g rea te r  mus t  be  t he  abso lu te
amoun t  o f  t he  add i t i ona l  deducb ions .  I f  t he  deduc t i ons  a re  t o  be
sp read  ove r  t h ree  yea rs ,  f o r  examp le ,  each  yea r r s  deduc t i on  wou ld
have  t o  be  40 .2  cen t s  pe r  do l l a r  o f  sav ing ,  and  t he  sum o f  t he
th ree  yea rs '  deduc t i ons  wou ld  have  t o  be  $1 .21 .  An  a l t e rna t i ve
co r rec t i on  wou ld  be  t o  p rov ide  an  add i t i ona l  deduc t i on  i n  t he
f i r s t  yea r  su f f i c i en t  t o  make  up  t he  sho r t f a l l .  Jn  t h i s  examp le ,
an  ex t ra  deduc t i on  o f  14 .3  cen t s  wou ld  be  needed .J
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Is  ACRS s i th  ITC Too Generous? Does l t  Increase Tar
D i f f e ren t l a l s?

Wi th  t h i s  f r amework  we  can  eva lua te  t he  c l a ims  t ha t  ACRS w i t h  ITC
(1 )  a f f o rds  excess i ve l y  gene rous  cap i t a l  r ecove ry ,  a t  l eas t  f o r
nany  t ypes  o f  cap i t a l ,  and  (2 )  i nc reases  t he  t ax  d i f f e ren t i a l s
among  d i f f e ren t  t ypes  o f  sav ing  and  i nvesbmen t ,  hence  exace rba tes
second - l eve I  unneu t ra l i t i e s .

I n  i t s  s imp les t  f o rm ,  t he  t es t  i s  whe the r  t he  sum o f  t he  p resen t
va lues  o f  t he  ACRS deduc t i ons  p l us  a  deduc t i on  equ i va len t  i n  i t s
e f f ec t s  on  t ax  l i ab i l i t y  t o  t he  ITC  equa l s ,  exceeds ,  o r  f a l l s
sho r t  o f  t he  amoun t  o f  t he  i nves tmen t , .  I f  t he  sum o f  t he  p resen t
va lues  o f  t hese  cap i t a l  r ecove ry  deduc t i ons  j us t  equa l s  t he
amoun t  o f  t he  i nves tmen t  i n  t he  p rope r t y  on  wh i ch  t hey  a re  a1 -
l owed ,  t he  cap i t a l  r ecove ry  deduc t i ons  a f f o rd  neu t ra l  t ax  t r ea t -
men t  o f  t ha t  use  o f  sav ing .  I f  t he  sum o f  t he  p resen t  va lue  i s
l ess  t han  t he  i nves tmen t ,  t hese  deduc t i ons  do  no t  f u l 1y  o f f se t  o r
neu t ra l i ze  t he  t ax  b i as  aga ins t  t ha t  i nves tmen t .  I f  t he  sum o f
t he  p resen t  va lues  exceeds  t he  i nves tmen t ,  t he  cap i t a l  r eeove ry
p rov i s i ons  subsLd i ze  t he  i nves tmen t .  I f  t he  sho r t f a l l  o r  excess
as  a  pe rcen t  o f  t he  i nves tmen t  1s  t he  same  fo r  a1 I  k i nds  o f
i nves tmen t ,  t he  cap i t a l  r ecove ry  p rov i s i ons  equa l l y  pena l i ze  o r
subs id i ze  r  F€spec t i ve l y ,  a l l  l n ves tmen t  ;  t he  second - l eve l  neu -
t r a l i t y  cond i t i ons  a re  sa t i s f i ed  eXen  t hough  t he  t ax  p rov i s i ons
fa i l  t o  p rov ide  neu t ra l i t y  ove ra l l . '

The  resu l t s  o f  t h i s  t es t  a re  shown  i n  Tab le  I ,  i n  pa r t  A  w i t h
respec t  t o  t he  ACRS- ITC  p rov i s i ons ,  as  enac ted  i n  ERTA,  BPp l i ca -
b l e  t o  p rope r t y  pu t  i n  se rv i ce  i n  t axab le  yea rs  1986  and  1a te r .
Pa r t  B  o f  t he  t ab le  shows  t he  t es t  r esu l t s  a f t e r  TEFRA 's  changes .

These  resu l t s  show  tha t  excep t  i n  t he  case  o f  1  5 - yea r  r ea l  p rop -
e r t y ,  t he  o r i g i na l  ACRS- ITC  comb ina t i on  a f f o rded  a  re l  a t i ve l y
c l ose  app rox ima t i on  o f  bo th  t he  f i r s t  and  second  l eve1  neu t ra l i t y
cond i t i on .  A t  a  g i ven  d i scoun t  r a te ,  t he  p resen t  va lue  o f  t he
cap i t a l  r ecove ry  p rov i s i ons  pe r  do l l a r  o f  i nves tmen t  i s  w i t h i n  a
few  cen t s  o f  a  do i l a r ,  s i gn i f i can t l y  exceed ing  a  do l l a r  on l y  i n
t he  case  o f  5 - yea r  p rope r t y  a t  t he  4  pe rcen t  d i scoun t  r a te ,  wh i ch
imp l i es  l i t t I e  i f  any  expec ted  i n f l a t i on .  Fo r  l onge r - l i ved
p rope r t y ,  on  t he  o the r  hand ,  t he  ERTA p rov i s i ons  f a l l  subs tan -
t i a l 1y  sho r t  o f  sa t i s f y i ng  t he  neu t ra l i t y  cond i t i ons ,  l eav ing  a
subs tan t i a l  t ax  pena l t y  on  sav ing  i nves ted  i n  such  cap i t a l  and
g ross l y  d i f f e ren t i a t i ng  t he  t ax  t r ea tmen t  o f  such  i nves tmen t
re l a t i ve  t o  i nves tmen t  i n  sho r t e r - l i ved  p rope r t i es .  The  pena l t y
i s  pa r t i cu l a r l y  seve re  i n  t he  case  o f  r ea l  p rope r t y ,  f o r  wh i ch
the  ITC  i s  no t  ava i l ab le .

Aga in  pu t t i ng  as ide  t he  1  5 - yea r  r ecove ry  pe r i od  p rope r t y ,  t he
sp read  i n  t he  p resen t  va lue  o f  r ecove ry  a l l owances  pe r  do1 la r  o f
i nves tmen t ,  a t  a  g i ven  d i scoun t  r a te ,  i s  qu i t e  sma l1  - - -  a  max i -
mum o f  11 .4  pe rcen t  i n  t he  case  o f  5 - yea r  vs .  1O-yea r  p rope r t y



when  t he  d i scoun l  r a te  i s  10
ra te ,  t he  b i gges t  sp read  i s
vs .  J - yea r  p rope r t y .

percen t .  A t
5  .7  percen t ,
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4  percen t  d iscoun t
the  case  o f  5 -year

a
i n

TABLE I .

Recovery  Per iod
(Years )

3
5

10
15(Rea l  p roper ty
1  5  (  Persona l  p roper ty  )

B.  TEFRA P rov i s i ons3

3
5

10
1  5  (  Rea l  p rope r t y  )
1  5 (Pe rsona l  p rope r t y )

Present  Va lue  o f  ACRS and ITC-Equ iva len t l
Deduct lons  per  DoI la r  o f  Inves tment ,  a t  Se lec ted
Discount  Rates

A.  ERTA P rov i s i ons  f o r  P ropep ty  P laced  i n  Se rv i ce  i n
1986  and  Subsequen t  Yea rs -

D i scoun t  Ra te  (Pe reen t )

4  8  10

s1 .05
1 .11
1  . 06

't'7

1 .01

$1 .02
1 .05

.99
' f7

. l  I

.93

$ .99
1  .02

o ?
A 1

.86

$  .95
-95
. 6 5
.61
.76

( 0 6

O R
X X

q n

$  . 91
. Y l

' 7 n

I  Th "  fTC-equ i va len t  deduc t i on  i s  compu ted  as  t he  ITC  ra te
d l v l ded  by  . 46  ,  t he  t op  marg ina l  co rpo ra t i on  i ncome  tax  ra te .
The  ITC  ra te  f o r  l - yea r  p rope r t y  i s  6  pe rcen t ,  t ha t  f o r  5  and  10 -
yea r  p rope r t y  i s  10  pe rcen t .  The  15 -yea r  r ecove ry  pe r i od  c l ass
cons i s t s  p r i nc i pa l l y  o f  r ea l  p rope r t y  no t  e l i g i b l e  f o r  t he  i n -
ves tmen t  t ax  c red i t .  Howeve r ,  some  15 -yea r  p rope r t y  i s  e l i g i b l e ;
t he  p resen t  va lue  o f  t he  deduc t i ons  f o r  t h i s  p rope r t y  pe r  do l l a r
g f  i nves tmen t  i s  shown  as  15  yea r  pe rsona l  p rope r t y .
' '  ACRS deduc t i ons  ca l cu la ted  w i t h  t he  200  pe rcen t  dec l i n i ng
ba lance  me thod ,  sw i t ch ing  t o  sum-o f - t he -yea rs  d i g i t s ;  t he  ha l f -
I ea r  conven t i on  i s  used  t h roughou t .J  Assumes  ad jus tmen t  o f  bas i s  f o r  ACRS deduc t i ons  equa l  t o  one -
ha l f  o f  I TC .  ACRS dedue t i ons  a re  compu ted  w i t h  t he  150  pe rcen t
dec l i n i ng -ba lance  me thod r  sw i t ch ing  t o  s t r a i gh t  l i ne .

Aga ins t  bo th  t he
ERTA 's  ACRS and  ITC
ove r  t he  p r i o r  l aw t

f i r s t - and -second - l eve1  neu t ra l i t y  c r i t e r i a ,
p rov i s i ons  rep resen t  a  s i gn i f i can t  advance

s  Asse t  Dep rec ia t i on  Range  (ADR)  p rov i s i ons .
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The  p resen t  va lue  o f  t he  sum o f  ADR a l l owances  and  t he  ITC-equ i v -
a l en !  deduc t i on  pe r  do l l a r  o f  i nves tmen t  i n  p rope rb ies  w i t h
va r i ous  ADR m idpo in t  l i ves  i s  shown  i n  Tab Ie  I I .  The  ADR l i ves
shown  i n  t he  t ab le  a re  rep resen ta t i ve  o f  t he  k i nds  o f  p roduc t i on
fac i l i t i e s  f o r  wh i ch  ACRS p rov ided  t he  co r respond ing ,  much  sho r t s
e r  r ecove ry  pe r i ods  p resen ted  i n  t he  second  co lumn  o f  t he  t ab le . -

Tab Ie  I I .

ADR M idpo in t
L i f e
(Yea rs )

3
10
1B
30 (  Persona l  proper ty  )
3  5  (  ReaI  prope r ty  )

Cor respond ing
ACRS Recove ry
Pe r i od

Discoun t  Ra te
(  Percen t  )

4  I  10

$  .93  $  .9 t l
.91  .85
.78  .72
.63  .57
.43  .37

Presen t  Va lue  o f  ADRI  and  ITC-Equ iva len t2  Deduc t i ons
per  Dol lar  o f  Investment ,  by Selected ADR l l idpoint
L i ves  (and  Cor respond ing  ACRS Recovery  Pe r iods )  a t
Se lec ted  D iscoun t  Ra tes

3
5
0
5
5

$1.00
1  .04

.95

.81

.61

1  AOR deduc t i ons  compu ted  w i t h  t he  2OO pe rcen t  dec l i n i ng  ba lance
me thod r  sw i t ch ing  t o  s t r a i gh t  l i ne ;  t he  ha l f - yea r  conven t i on  i s
gsed  t h roughou t .

The  ITC-equ i va len t  deduc t i on  i s  compu ted  as  t he  ITC  ra te
d i v i ded  by  . 46 ,  t he  t op  marg ina l  co rpo ra t i on  i ncome  tax  ra te .
The  ITC  ra te  f o r  3 - yea r  p rope r t y  i s  3  1 /3  pe rcen t ,  t ha t  f o r  t he
o the r  p rope r t y  shown  i s  10  pe rcen t .

Compar i ng  t he  resu l t s  p resen ted  i n  Tab le  I I  w i t h  t hose  i n  Tab le
I .A .  shows  t ha t  ( 1 )  compared  w i t h  t he  ADR- ITC  comb ina t i on ,  t he
p resen t  va lues  o f  t he  ACRS- ITC  cap i t a l  r ecove ry  a l l owances  pe r
do l I a r  o f  i nves tmen t  come  much  c l ose r  t o  mee t i ng  t he  f i r s t - 1eve I
neu t ra l i t y  t es t ;  t he  p resen t  va lue  o f  t he  ADR- ITC  a l l owances
gene ra l l y  f a l l  subs tan t i a l t y  f a r t he r  sho r t  o f  equa l i t y  w i t h  t he
amoun t  saved  and  i nves ted ;  and  (2 )  t he  ACRS- ITC  p rov i s i ons  s i g -
n i f i can t l y  r educed  t he  sp read  i n  t he  p resen t  va lue  o f  cap i  t a l
r ecove ry  a l l owances  pe r  do l I a r  o f  i nves tmen t  wh i ch  occu r red  i n
the  case  o f  t he  ADR- ITC  p rov i s i ons ,  hence  we re  more  nea r l y  neu -
tna l  among  d i f f e ren t  k i nds  o f  cap i t a l  i n  d i f f e ren t  uses .

TEFRA,  by  l im i t i ng  t he  w r i t e -o f f  r a te  t o  1  50  pe rcen t  dec l i n i ng
ba lance  and  reduc ing  t he  bas i s  f o r  ACRS deduc t i ons  by  one -ha I f
t he  a l l owab le  ITC ,  s i gn i f i can t l y  r educed  t he  sum o f  t he  p resen t
va lues  o f  ACRS and  ITC-equ i va len t  deduc t i ons  pe r  do11a r  o f  i n -
ves tmen t ,  excep t  i n  t he  case  o f  15 -yea r  r ea l  p rope r t y .  Fo r  mos t
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pe rsona l  p rope r t y ,  TEFRA i nc reased  t he  t ax  pena l t y  on  i nves tmen t
i n  dep rec iab re  f ac i l i t i e s ,  and  i n  t he  case  o r  3 -and  5 - yea r  p rop -
e r t y  a t  t he  4  pe rcen t  d i scoun t  r a te ,  r educed  t he  modes t  subs idy
wh i ch  ERTA had  a f f o rded .  Mo reove r ,  TEFRA i nc reased  t he  pe rcen t -
age  sp read ,  ? t  each  d i scoun t  r a te ,  be tween  t he  h i ghes t  and  l owes t
p resen t  va lues  o f  cap i t a l  r ecove ry  pe r  do l l a r  o f  i nves tmen t .
T$FRAT_  i n  sho r t ,  en ta i l ed  a  s i gn i f i can t  movemen t  away  f r om bo th
f i r s t - l eve l  and  second - Ieve l  neu t ra l i t y .

The  resu l t s  i n  Tab1es  I  and  I I  can  be  t r ans la ted  i n to  t he  e f f ec -
t i ve  t ax  ra tes  wh i ch  app l y  t o  t he  re tu rns  on  d i f f e ren t  k i nds  o f
cap i t a l ;  t hese  t ax  ra tes  a re  shown  i n  Tab les  I I I  and  IV .

Tab le  I I I .  E f fec t i ve  Ta r  Ra tes  under  $CRS by  Recove ry  Pe r iod  and
by  Se lec ted  D iscoun t  Ra tes '

A .  ERTA Prov i s ions  fo r  P rope r t y^P laced
in  1986  and  Subsequen t  l ea rsz

Recovery  Per iod
(Years )

3
5

10
1  5 (  Rea I  p roper ty  )
1  5  (  Persona l  p roper ty  )

B .  TEFRA Prov is ions3

(Rea1  p rope r t y )
(Pe rsona l  p rope r t y )

See  f oo tno te  1 ,  Tab le  1  .
See  f oo tno te  2 ,  Tab te  1 .
See  f oo tno te  3 ,  Tab le  1  .

Discoun t  Ra te

4

-4 .6%
-9 .6
-4  .9
20  .0
-0  .8

in  Serv ice

(  Pe  rcen t  )

8

1  .1%
-2 .0

5 .9
33 .4
12  .1

10

3 .8%
1.4

10  .4
J O . )
17 .3

7 .4
' 7 7
l . l

17 .7
38 .5
25 .6

- 1
-4

a
I

20
6

3
5

10
15
15

1
2
3

.6

.4

.2

.0

.3

4 .6
4 .0

12 .9
33  .4
20 .3

Tab le  IV .  E f fec t i ve  Tax  Ra tes  Under  ADR
Se lec ted  D iscoun t  Ra tes

ADR M idpo in t  Co r respond ing
L i f e  ACRS Recove ry
(Yea rs )  Pe r i od

3
10
18
30(Persona l  p roper ty )
33  (  Rea I  p roper ty )

by  Se lec ted  ADR L i ves  a t

D i scoun t  Ra te  (Pe rcen t )

3
5

t r \
l v

15
15

4

0 .1%
-3 .7

? o

14.4
33  .0

B

5.7%
7.6

18 .6
31  .2
4B .9

10

8 .2%
12.4
24 .0
36  .6
53  .9
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As  shown  i n  t he  ea r l i e r  d i scuss ion ,  t ax  neu t ra l i t y  r equ i res  t ha t
i f  i n come  tha t  i s  saved  and  i nves ted  i s  sub jec t  t o  t he  i ncome
tax ,  t he  i ncome  tha t  i s  ea rned  on  t he  i nves tmen t  shou ld  be  ex -
c l uded  f r om the  t ax  base .  I f  t he  cap i t a l  r ecove ry  p rov i s i ons  i n
the  i ncome  tax  pe r f ec t l y  sa t i  s f y  t he  neu t ra l  i t y  c r i  t e r i on ,
t hee f f ec t i ve  t ax  ra te  on  t he  i ncome  ea rned  by  t he  p roduc t i on
fac i l i t i e s  i s  ze ro .  Any  pos i t i ve  e f f ec t i ve  t ax  ra te  means  t ha t
no t  on l y  i s  t he  i ncome  wh i ch  i s  used  t o  buy  t he  p roduc t i on
fac i l i t i e s  sub jec t  t o  t ax ,  bu t  t he  re tu rns  on  t ha t  i nves tmen t  a re
aLso  t axed l  hence ,  t he  i ncome  tha t  i s  saved  i s  sub jee t  t o  a
g rea te r  r a te  o f  t ax  t han  t ha t  wh i ch  i s  consumed .  I n  t h i s  case ,
t he  cap i t a l  r ecove ry  p rov i s i ons  f a I1  sho r t  o f  e l im ina t i ng  t he
income  tax  b i as  aga ins t  sav ing .  On  t he  o the r  hand ,  i f  t he
e f f ec t , i ve  t ax  ra te  i s  nega t i ve ,  t he  cap i t a l  r ecove ry  p rov i s i ons
a re  t oo  gene rous r  Bo  beyond  t he  requ i remen ts  o f  neu t ra l i t y ,  and
subs id i ze  t he  i nves tmen t  i n  t he  p roduc t i on  f ac i l i t i e s .

The  e f f ec t i ve  t ax  ra te  on  t he  re tu rns  on  i nves tmen t  i s  p rope r l y
de f i ned  as  t he  pe rcen t , age  d i f f e rence  be tween  (  1  )  t he  p resen t
va lue  o f  t he  p re tax  g ross  re tu rns  requ i red  i f  t he  p resen t  va lue
o f  t he  a f t e r - t ax  g ross  re tu rns  a re  t o  j us t  equa l  t he  amoun t  o f
t he  i nves tmen t ,  and  (2 )  t he  p resen t ,  va l ue  o f  t he  g ross  re tu rns
tha t  wou ld  be  requ i red  i f  t he re  we re  no  t ax .  To  i l l u s t r a te  t h i s
concep t ,  suppose  t ha t  a  pa r t i cu l a r  p roduc t i on  f ac i l i t y  cos t s
$1 ,000  and  i s  expec ted  t o  con t r i bu te  t o  p roduc t i on  f o r  f i ve  yea rs
i n  t he  amoun ts  shown  i n  co lumn  2  o f  Tab le  V .  I f  t he re  we re  no
tax  and  i f  t he  d i scoun t  r a te  bJe re  r  say ,  ' 10  pe rcen t ,  t he  p resen t
va lue  o f  t hese  g ross  re tu rns  wou ld  be  j us t  equa l  t o  $1 ,000 .  I f
t he  g ross  re tu rns  we re  l ess  t han  t hose  shown ,  t he i r  p resen t  va lue
wou ld  f a l l  sho r t  o f  $1 ,000 ,  and  i t  c l ea r l y  wou ld  no t  pay  t o  buy
the  f ac  i l  i  t y  .

Nex t ,  suppose  an  i ncome  tax  a t  a  r a te  o f ,  s?y  r  40  pe rcen t  i s
imposed  on  t hese  g ross  re tu rns  l ess  dep rec ia t i on ,  i n  t he  amoun ts
shown  i n  co lumn  3  o f  t he  t ab le .  G ross  i ncome  a f t e r  t ax  wou ld
fa l l  t o  t he  amoun ts  s t r own  i n  co lumn  6 .  The  p resen t  va lue  o f  t he
a f+ .e r - t ax  g ross  re tu rns  wou ld  f a I l  t o  $903 .23 .  I f  t he  i nves tmen t
o f  $1 ,000  i s  t o  be  wa r ran ted ,  t he  p resen t  va lue  o f  t he  a f t e r - t ax
g ross  re tu rns  mus t  a l so  be  a t  l eas t  $1 ,000 ,  bu t  t h l s  w i l l  r equ i r e
an  i nc rease  i n  t he  p re tax  re tu rns  t o  t he  amoun ts  shown  i n  co lumn
9  o f  t he  t ab le .  The  p resen t  va lue  o f  t ha t ,  s t r eam o f  r equ i reC
p re tax  g ross  re tu rns  i s  $1 ,161 .23  ( co lumn  10 ) .  The  e f f ec t i ve  t ax
ra te  i s  16 .12  pe rcen t ,  t he  pe rcen tage  d i f f e rence  be tween
$1 ,161 .23 ,  and  $1 ,000 ,  t ha t  i s  be tween  t he  p resen t  va lue  o f  t he
requ i red  p re tax  g ross  re tu rns  when  t he  t , ax  i s  imposed  and  t he
p resen t  va Iug , , o f  t he  g ross  re tu rns  t ha t  wou ld  be  needed  i f  t he re
were  no  t ax .  l q

The  e f f ec t i ve - t ax  ra tes  shown  i n  Tab les  I I I  and  IV  we re  ca l cu la t -
ed  i n  t he  manne r  i l l u s t r a ted  above .  Aga ins t  t he  s tanda rd  o f  t ax
neu t ra l i t y ,  t hey  a re  t o  be  i n te rp re ted  as  t he  ex t ra  bu rden  im -
posed  on  cu r ren t  i ncome  tha t  i s  saved  and  i nves ted  compared  w i t h
the  t ax  bu rden  on  consump t i on .
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Th i s  ex t ra  bu rden  c l ea r l y  i s  s i gn i f i can t l y  l ess  unde r  t he  ACRS
and  ITC  p rov i s i ons  i n  ERTA than  unde r  t he  p r i o r  ADR sys tem.
Moreove r ,  t he  sp read  i n  e f f ec t i ve  t ax  ra tes  i s  a l so  f a r  I ess
unde r  ACRS than  i n  t he  case  o f  ADR.  Aga ins t  bo th  s tanda rds  o f
neu t ra l i t y ,  ERTAts  ACRS- ITC  p rov i s i ons  rep resen t  a  ma jo r  imp rove -
men t  ove r  p r i o r  l aw .

The  TEFRA rev i s i ons  mus t  be  seen  as  a  s i gn i f i can t  s t ep  backwards
in  t h i s  r espec l .  No t  on l y  d i d  TEFRA i nc rease  e f f ec t i ve  t ax  ra tes
fo r  a l l  t ypes  o f  p rope r t y ,  i t  a l so  i nc reased  t he  sp read  among
those  ra tes .  I t  i n t ens i f i ed  t he  t ax  b i as  aga ins t  sav ing  and
cap i t a l  f o rma t i on  ove ra l l  and  a t  t he  same  t ime  enhanced  t he
d i spa r i t i e s  i n  e f f ec t i ve  ra tes  f r om one  t ype  o f  cap i t , a l  t o  ano th -
e r .

E f fec t  o f  O the r  Ta res  on  E f fec t i ve  Ta r  Ra tes

Ea r l i e r  i n  t h i s  d i scuss ion ,  t h ree  f ac t , o r s  we re  i den t i f i ed  wh i ch
qua l i f y  t he  eva lua t i on  o f  cap i t a l  r ecove ry  p rov i s i ons  aga ins t  t he
tax  neu t ra l i t y  s t anda rd .  Tak ing  accoun t  o f  t hese  f ac to r s  s i gn i . f -
i can t l y  i nc reases  t he  e f f ec t i ve  t ax  ra tes  i : nde r  ACRS shown  i n
Tab le  I I I .

Fo r  one  t h i ng ,  t he  p resen t  va lue  o f  t he  ACRS deduc t i ons  and  t he
ITC  mus t  be  de te rm ined  w i t h  r espec t  t o  t he  t ime  aL  wh i ch  t he
cos t s  o f  acqu i r i ng  t he  p rope r t y  a re  i ncu r red .  Fo r  t ne  mos t  pa r t ,
t he  ACRS deduc t i ons  a re  f i r s t  a l l owed  f o r  t he  t axab le  yea r  i n
wh i ch  t he  p rope r t y  i s  p l aced  i n  se rv i ce  I  t he  ITC  i s  a l so  c l a imed
in  t ha t  t axab le  yea r .  Tha t  i s  o f t en  a  I a te r  t axab le  yea r  t han
tha t  i n  wh i ch  t he  i nves tmen t ,  o r  a  pa r t  o f  i t ,  i s  made ;  t h i s  i s
pa r t i cu l a r l y  l i ke I y  t o  be  t r ue  i n  t he  case  o f  i nves tmen t  i n
p rope r t i es  wh i ch  have  an  ex tended ,  mu l t i - yea r  cons t ruc t i on  o r
manu fac tu re  pe r i od ,  du r i ng  wh i ch  t he  i nves to r  makes  p rog ress
paymen ts  t o  t he  supp l i e r  o f  t he  cap i t a l  f ac i l i t y .  When  t h i s  i s
t he  case ,  t he  ITC-equ i va len t  deduc t i on  and  t he  ACRS a l - l owances
mus t  be  d i scoun ted  t o  t he  t ime  (o r  t imes )  a t  wh i ch  t he  i nves tmen t
cos t  i s  i ncu r red  t o  de te rm ine  whe the r  t he  p resen t  va lue  o f  t hese
deduc t , i ons  equa l s ,  exceeds ,  o r  f a l l s  sho r t ,  o f  t he  amoun t  o f  t he
inves tmen t .

A  second  cond i t i on  i s  whe the r  t he  ACRS deduc t i ons  and  ITC  a re
a l l owed  i n  de te rm in ing  a l I  o f  t he  t axes  w l t i ch  a re  imposed  on  t he
re tu rns  on  t he  i nves tmen t .  The re  a re  p rac t i ca l l y  no  s i t ua t i ons
in  wh i ch  t h i s  cond ib i on  i s  sa t i s f i ed .  When  a  co rpo ra t i on  ac -
qu i r es  dep rec iab le  p rope r t y ,  f o r  exampJ .e ,  t he  ACRS deduc t i ons  and
the  ITC  a re  a l l owed  onJ -y  i n  de te rm in ing  t he  co rpo ra t i on  i ncome
tax  I i ab i l i t y .  Some  o r  a l I  o f  t he  i ncome  p roduced  by  t he  p rope r -
t y  i s  a lmos t  i nva r i ab l y  sub jec t  t o  t he  i nd i v i dua l  i ncome  tax ,  t o
the  ex ten t  t he  co rpo ra t i on  pays  d i v i dends  ou t  o f  t h i s  i ncome  o r
t he  i nd i v i dua l  sha reho lde r  se l1s  s tock  i n  t he  company  and  rea l i z -
es  a  cap i t a l  ga in  r e f l ec t i ng  t he  re ten t i on  o f  pa r t  o r  a l l  o f  t he
ea rn ings  p roduced  by  t he  p rope r t y .  The  i ncome  i n  t he  hands  o f
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the  co rpo ra t i on  l s  a l so  l i ke l y  t o  be  sub jec t  t o  s t a te  i ncome  tax ;
f ew  s ta te  l ncome  taxes  have  cap i t a l  r ecove ry  p rov i s i ons  wh i ch
a re  t he  same  as  t he  ACRS and  ITC .  I nso fa r  as  d i v i dends  a re  pa id
f r om these  ea rn ings ,  mo reove r ,  t he  i nd i v i dua l  sha reho lde rs  a re
a l so  l i ke l y  t o  be  sub jec t  t o  s t a te  i ncome  taxes .  P rope r t y  t axes
a l so  app l y ;  t hey  may  be  t r ea ted  as  an  i ncome  tax  imposed  on  t he
gap i t a l i zed  va lue  o f  t he  ne t  ea rn ings  p roduced  by  t he  p rope r t y .
I n  sho r t ,  t he  ACRS and  ITC  a re  t aken  i n to  accoun t  i n  de te rm in ing
on l y  a  f r ac t i on  o f  t he  t axes  imposed  on  t he  i ncome  p roduced  by
e l i g i b l e  cap i t a l .  Th i s  cons ide ra t i on  mus t  be  g i ven  f u l 1  we igh t
i n  de te rm in ing  whe the r  t hese  cap i t a l  r ecove ry  p rov i s i ons  subs i -
d i ze  i nves tmen t .

The  f i na l  cond i t i on  i s  whe the r  t he  ACRS and  ITC  a re  g i ven  f u l I
e f f ec t  i n  t he  yea rs  i n  wh i ch  t hey  a re  c l a imed  o r  whe the r  t he i r
e f f ec t  on  t ax  l i ab i l i t y  i s  de fe r red  un t i l  a  l a t e r  t axab le  yea r  o r
yea rs .  Th i s  de fe r ra l  e f f ec t  occu rs  when  t axab le  i ncome  be fo re
ACRS deduc t i ons  i s  l ess  t han  t he  amoun t  o f  t he  ACRS deduc t i on
a l l owab le  i n  t ha t  yea r  and /o r  when  Lax  l i ab i l i t y  be fo re  t he  ITC
is  l ess  t han  t he  amoun t  o f  t he  c red i t , .  I n  compu t i ng  t he  p resen t
va lue  o f  t he  ACRS deduc t i ons  and  t he  ITC ,  t he re fo re ,  on l y  t he
respec t i ve  amoun ts  ac tua l l y  hav ing  e f f ec t  on  t ax  l i ab i l i t y  i n
each  yea r  shou ld  be  t aken  i n to  accoun t .

The  magn i t , ude  o f  t he  impac t  o f  t hese  f ac to r s  on  t he  e f f ec t i ve
tax  ra tes  on  re tu rns  t , o  cap i t a l  i s  i nd i ca ted  even  i f  accoun t  i s
t aken  on l y  o f  t he  e f f ec t  o f  add i t i ona l  t axes  payab le  on  t hese
re tu rns .  Tab le  V I  shows  t ha t  even  when  t he  sum o f  t he  ra te  o f
a l I  o t , he r  t axes  app l i ed  t o  t he  re tu rns  on  dep rec iab le  cap i t a l  i s
qu i t e  I ow ,  t he  ove ra l l  e f f ec t i ve  t ax  ra te  i s  ma te r i a l l y  h i ghe r
than  i t  wou ld  be  i f ,  i n  r ea l r t y ,  on l y  t he  Fede ra l  co rpo ra t i . on
income  tax  aL  a  ra te  o f  46  pe rcen t  we re  imposed .

Fo r  examp le ,  i f  o t he r  t axes  a re  i gno red ,  t he  e f f ec t i ve  bax  ra te
on  l - yea r  p rope r t y  unde r  ERTAr  ?S  shown  i n  pa r t  A  o f  Tab le  I I I ,
i s  - 4 .6  pe rcen t  when  t he  d i scoun t  r a te  i s  4  pe rcen t .  I f  o t he r
t axes  amoun t  on l y  t o  5  pe rcen t ,  t he  e f f ec t i ve  ra te  on  t h i s  p rop -
e r t y  becomes  5 .1  pe rcen t .  W i t h  o the r  t axes  agg rega t i ng  15
pe rcen t ,  t he  e f f ec t i ve  ra te  becomes  32  pe rcen t .

Fo r  l ong - I i ved  p rope r t y ,  t he  e f f ec t  i s  even  more  p ronounced .  Fo r
examp le ,  i n  t he  case  o f  15 -yea r  r ea l  p rope r t y ,  f o r  wh i ch  no  ITC
is  ava i l ab le ,  t he  e f f ec t i ve  t ax  ra te  i s  32 .2  pe rcen t  when  o the r
t axes  a re  5  pe rcen t ,  compared  w i t h  20  pe rcen t ,  when  no  o the r  t ax
app l i es ,  a t  a  4  pe rcen t  d i scoun t  r a te .  A t ,  h i ghe r  d i scoun t  r a tes ,
t h i s  impac t  o f  o the r  t axes  i s  even  more  seve re .  And  as  pa r t  B  o f
t he  t ab le  shows ,  t he  TEFRA rev i s i ons  s i gn i f i can t l y  enhanced  t h i s
impae t .

A  ma jo r  imp l i ca t i on  o f  t hese  resu l t s  i s  t ha t  even  w i t h  t he  ITC ,
the  ERTA cap i t a l  r ecove ry  p rov i s i ons  f e11  sho r t ,  a lmos t  ac ross
the  boa rd ,  o f  e l lm ina t i ng  t he  t ax  b i as  aga ins t  i nves tmen t  i n



Page  1  4

Tab le  V I .

A .

Recov  e  r y

Effect lve Tar Rates on Returns to Depreciabre
Proper ty ' ^br  AcRs Recovery  per rod  a i - ie rec tecraEes or other Tares and selected Discount Rates

ERTA Prov is ions_for  p roper ty  p raced in  serv ice  in  r9g6and Subsequent  lears

Per iod  Rate  o f  o ther  D iscoun t  Ra te  (percen t )
Ta  xes
(Percen t )  4  g  10

10

5
10
15

5
10
15

5
10
15

5
10
15

5
10
15

5.1
17  .0
32 .0

-0  .4
10 .g
25 .1

4 .8
16  .7
31  .7

32 .2
47  .2
66 .1

11  .0
23 .7
39 .5

11 .4
24 .1
40  .0

8 .0
24 .3
? q  ' 7

16 .7
29 .9
46 .6

47  .o
63 .7
R l r ' l

z 5 . o
37 .6
55 .3

1  5 .3
28 .4
44 .8

14 .6
27  .6
44  .0

24 .4
38  .5
56  .3

47  .o
63  .T
84  .7

32 .5
'+ ( .o
66  .5

14 .4
27  .4
43 .7

11  .8
24 .5
36  .5

21  .7
35 .5
52 .9

52 .6
69 .9
91  .8

29 .3
44  .0
62 .4

1  5 (  Rea l  p rope r t y  )

1 5 (Persona l  p roper ty )

B.  TEFRA prov is ions

3

1  5  (  Rea l  p rope r t y  )

10

5
10
15

10
15

5
10
15

5
10
15

5
10
15

8.S
20  .8
36 .3

5 .4
17 .4
32 .4

11  .5
24 .2
40 .  1

32 .3
47  .z
66 .1

1T .2
30  .5
47  .2

18 .3
31  .8
48 .7

18  .7
32 .2
49 .1

29 .7
44  .4
62 .9

52 .6
69 .9
91 .8

38 .4
54 .1
73 .9

1  5  (  Persona l  p roper ty  )
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dep rec iab le  p rope r t y ,  because  o f  t he  impac t  o f  o the r  t axes  on  t he
ne t  r e tu rns  on  such  p rope r t y .  S t re t ch ing  ou t  r ecove ry  pe r i ods
and , / o r  r educ ing  t he  ITC  i nc reases  t h i s  adve rse  impae t r  pa r t i cu -
l a r l y  f o r  l ong - l i ved  p rope r t y  and  a t  h i gh  d i scoun t  r a tes .

Conc lus ion

When  eva lua ted  aga ins t  a  mean ing fu l  concep t  o f  t ax  neu t ra l i t y ,
t he  adop t i on  o f  ACRS and  t he  changes  i n  ITC  i n  t he  1981  ERTA
rep resen ted  a  ma jo r  imp rovemen t  i n  t he  t ax  s t r uc tu re .  The  ERTA
prov i s i ons  s i gn i f i can t , l y  r educed  t he  ove ra l l  t ax  b i as  aga ins t
i nves tmen t  i n  dep rec iab le  p rope r t y  and  ma le r i a l l y  na r rowed  t he
d i f f e ren t i a l s  i n  e f f ec t , i ve  t ax  ra tes  among  d i f f e ren t  k i nds  o f
p rope r t y .

The  TEFRA p rov i s i ons  pe r t a i n i ng  t o  ACRS were  a  s i gn i f i can t  s t , ep
backward  i n  t h i s  r epo rL .  A l t hough  no t  r e t r ea t i ng  a l l  t he  way
back  t o  t he  ADR d i s to r t i ons ,  TEFRA i nc reased  t he  ove ra l - 1  e f f ec -
t i ve  ra te  o f  t ax  on  re tu rns  t o  dep rec iab le  p rope r t y  and  w idened
the  sp read  i n  t he  e f f ec t i ve  ra tes  among  asse t s .

When  accoun t  i s  t aken  o f  t he  o the r  t axes  wh ieh  a re  imposed  on  t he
income  p roduced  by  dep rec iab le  p roduc t i on  f ac i l i t i e s ,  i t  i s
appa ren t  t ha t  even  t he  ERTA p rov i s i ons  f a I1  cons ide rab l y  sho r t  o f
e l im ina t i ng  t he  i ncome  tax  b i as  aga ins t  channe l i ng  sav ing  i n to
dep rec iab le  cap i t a l  f o rma t i on .  The  s imp les t  way  t o  r emedy  ex i s t -
i ng  de f i c i enc ies  wou ld  be  t o  p rov ide  f o r  expens ing  o f  a I I  dep re -
c i ab le  cap i t a l  ou t l ays .  Because  o the r  t axes  app l y  t o  t he  re tu rns
on  t h i s  cap i t a l  and  because  d i f f e rences  be tween  t he  t im ing  o f  t he
inves tmen t  and  t ha t  o i  t he  e f f ec t i ve  expens ing  o f  t he  i nves tmen t
wou ld  ve ry  l i ke l y  pe rs i s t ,  some  add i t i ona l  cap i t a l  r ec .ove ry
a l l owance  o r  t ax  c red i t  wou ld  be  needed  t o  sa t i s f y  t he  neu t ra l i t y
t es t s .  I f  t ax  po l i c y  i s  t o  move  i n  t he  d i r ec t i on  o f  r educ ing  t he
d l s to r t i ng  i n f l uences  o f  t axes  on  t he  a l l oca t i on  o f  r esou rces ,
t h i s  i s  t he  d i r ec t i on  wh i ch  changes  i n  cap i t a l  r ecove ry  p rov  i -
s i ons  shou ld  t ake .  S t re t ch ing  ou t  r ecove ry  pe r i ods  and  e l im ina t -
i ng  t he  r r c  i s  t he  w rong  way  t o  go  i f  e f f i c i en t  f unc t i on ing  o f
t he  f r ee  marke t  sys l em i s  an  impo r tan t  ob jec t i ve  o f  t ax  po l i c y .

No rman  B .  Tu re
Pres iden t

Ca r l os  E .  Bon i l l a
Resea rch  Assoc ia fe



Page  1  6

FOOTXOTES

1  gR fR  d id  no t  a im  so le l y  a t  o f f se t t i ng  t he  e ros ion  o f  eap i t a l
r ecove ry  a l l owances  by  i n f l a t i on .  I t s  bas l c  pu rpose  was  t o
reduce  t he  i nhe ren t  b i as  i n  t he  i ncome  tax  aga ins t  commi t t i ng
sav ing  t , o  i nves tmen t  i n  dep rec iab le  p rope r t y .

2  Fo r  many  yea rs ,  much  o f  t he  scho la r l y  t ax  I i t e ra tu re  i gno red
the  f i r s t - l eve }  unneu t ra l i t y  t he  i ncome  tax  b i as  aga ins t
sav ing  and  i nves tmen t  i n  gene ra l  and  concen t ra ted  on  Lhe
second - l eve I  unneu t ra l i t y  t he  e f f ec t  o f  d i f f e ren t i a l  p rov i -
s i ons  i n  t he  t ax  l aw  i n  d i s t o r t i ng  t he  a l l oca t i on  o f  cap i t a l .
Th i s  may  be  l i kened  t o  f ocus ing  a t t en t i on  on  p reven t i ng  pe t t y
t he f t  wh i l e  do ing  no th i ng  t o  p reven t  g rand  I a r ceny .
2J  I n  t h i s  examp le ,  i t  i s  assumed  tha t  t he  i nves tmen t  i s  made  a t
t he  beg inn ing  o f  t he  yea r  and  t ha t  t he  re tu rns  on  i t  as  we l l  as
the  deduc t i ons  a re  a t  t he  end  o f  t he  respec t i ve  yea rs .  Th i s
assump t i on  i s  ma in ta i ned  t h roughou t  t h i s  d i scuss ion .
lr' The re  

a re  t h ree  c r i t i ca l l y  impo r tan t  qua l r f i ca t i ons  t o  t h i s
conc lus i on :  ( 1 )  t he  cap i t a l  r ecove ry  a l l owances  mus t  beg in  a t
t he  t ime  a t  wh i ch  t he  cos t s  o f  acqu i r i ng  t he  p rope r t y  a re  i n -
cu r red ,  no t  a t  a  l a t e r  da te r  € .8 . r  when  t he  p rope r t y  i s  p l aced  i n
se rv i ce l  ( 2 )  t he  cap i t a l  r ecove ry  a l l owances  mus t  be  a l l owed  i n
de te rm in ing  a1 I  o f  t he  t axes  imposed  on  t he  re tu rns  on  t he  i n -
ves tmen t  i n  t he  p rope r t y ;  and  (3 )  t he  cap i t , a l  r ecove ry  a l l ow -
ances  mus t  be  g i ven  f u l I  e f f ec t  i n  t he  yea rs  i n  wh i ch  t hey  a re
a l l owed  and  c l a imed r  oo t  ca r r i ed  f o rwa rd  t o  some  fu tu re  yea rs .
I f  t hese  cond i t i ons  a re  no t  sa t i s f i ed  t he  t es t  r esu l t s  w i I l
ove rs ta te  t he  subs idy  and  unde rs ta te  t he  pena l t y .  These  qua l i f i -
caL ions  a re  d i scussed  aL  g rea le r  I eng th  be low .

5  Unde r  t he  ADR sys tem adop ted  i n  1971 ,  dep rec iab le  p rope r t y  was
ass igned  t o  one  o f  144  p rope r t y  c l asses ,  i den t i f i ed  by  i ndus t r y
w i t h  some  p rope r t y  t ype  subc lass i f i ca t i on .  A  use fu l  I i f e  was
ass igned  t o  each  o f  t hese  p rope r t y  c l asses  bu t  t he  t axpaye r  was
pe rm i t t ed  t o  ass ign  a  I i f e  as  much  as  20  pe rcen t  sho r t e r  o r
l onge r  f o r  pu rposes  o f  compu t i ng  t he  dep rec ia t i on  a l l owance .  The
dep rec ia t i on  deduc t i ons  compu ted  f o r  pu rposes  o f  t h i s  t ab le  we re
based  on  t he  200  pe rcen t  dec l i n i ng -ba lance  me thod  w i t h  a  sw i t ch
to  s t r a i gh t  l i ne .

6-  I n  t h i s  examp le ,  t he  cap i t a l  r ecove ry  p rov i s i ons  c l ea r l y  f a I I
sho r t  o f  p rov id i ng  neu t ra l  t ax  t r ea tmen t .  The  p resen t  va lue  o f
t he  dep rec ia t i on  deduc t i ons  i n  co lumn  3  i s  $758 .15 ,  a  sho r t f a l l
o f  $241 .85  f r om the  amoun t  i nves ted .


