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The  Cen t ra l  I ssue  o f  Tax  Re fo rn

The  b road - rang ing  and  d rama t i c  changes  i n  t , he  Fede ra l  i ncome  tax
s t rucLu re  p roposed  by  t , he  Adm in i s t r a t i on  ra i se  a  g rea t  many
i ssues  t ha l  have  been  i den t i f i ed  by  t he  Commi t t ee  and  add ressed
by  w i t nesses  du r i ng  t hese  hea r i ngs .  By  f a r  t he  mos t  impo r tan t  o f
t hese  f r om the  po in t  o f  v i ew  o f  t he  I ong - te rm  p rog ress  o f  t he
U .  S .  economy  i s  how  these  t ax  re fo rm  p roposa l s  a re  I i ke I y  t o
a f f ec t  t he  s i ze  and  compos i t i on  o f  t he  s tocks  o f  p roduc t , i ve
cap i t a l .

Eve ry  now  and  t hen  1 t  becomes  f ash ionab le  t o  den ig ra te  t he  con -
t r i bu t i on  o f  g row th  i n  ou r  p roduc t i on  f ac i l i t i e s  and  t he  e f f i -
c i ency  o f  t he i r  use  l o  t he  g row th  o f  ou r  ou tpu t  po ten t i a l .
Un less  t he  l aws  o f  p roduc t i on  have  been  repea led  o r  un less  we
have  mag i ca l l y  acqu i red  a  supe r  abundan t  s t , ock  o f  cap i t a l ,  howev -
€F r  t he  amoun !  and  qua l i t y  o f  t he  eap i t , a l  assoc ia ted  w i t h  I abo r
se rv i ces  i n  p roducb ion  p rocesses  rema ins  a  c r i t i ca l l y  impo r tan t
f ac to r  1n  de te rm in ing  how  much  I abo r  i s  emp loyed  I  and  a t  wha t
rea l  wage  ra tes .  I f  changes  i n  t he  t ax  s t r uc tu re  s l ow  the  ra te
o f  add i t i on  ! o  ou r  s t ock  o f  cap i t a l ,  t he  resu l t  w i l l  be  a  I ess
p roducL i ve  I abo r  f o r ce ,  I owe r  l eve l s  o f  emp loymen t  '  I owe r  r ea l
wage  raLes ,  and  I ess  t o ta l  ou tpu t  and  i ncome  than  o the rw i se  wou ld
be  ob ta i ned .  And  i f  t hose  t ax  changes  d i s t o r t  t , he  a l l oca t i on  o f
cap i t a l  r esou rces  among  t he i r  my r i ad  a l t e rnaL i ve  uses ,  t he  same
so r t  o f  r esu l t s ,  a l t hough  much  I ess  subs tan t i a l  i n  magn i t ude ,
w i I I  occu r .  How  tax  changes  a f f ec t  t he  g row th  i n  ou r  s t ock  o f
cap i t a l  and  t he  e f f i c i ency  w i t h  wh i ch  we  use  i t  i s ,  Lhe re fo re ,  a
c r i  t 1ca11y  impo r tan t  c r i t e r i on  o f  ! he  goodness  o r  badness  o f
t hese  t ax  changes .

The re  can  be  no  ques t i on  t ha t  t he  Admin i s t r a t i on  i s  abundan t l y
m ind fu l  o f  t hese  conce rns  i n  t ax  po l i c y .  The re  i s ,  howeve r  t
abundan t  r eason  t o  be  conce rned  t ha t  t he  Admin i sb ra t i on  I  s  t ax
re fo rm  p rog ram wou ld  enhanee ,  r a the r  t han  reduce ,  t ax  ba r r i e r s  Lo
sav ing  and  cap i t a l  f o rma t i on  and  wou ld  i n t ens i f y  t he  t ax  d i s t o r -
t i ons  o f  t he  compos i t i on  o f  t he  economyrs  s tock  o f  cap i t a l .

Rega rd ing  conce rns  abou t  t he  e f f ec t  o f  t he  t ax  sys tem on  how
Ia rge  l he  na l i on rs  s tock  o f  p roduc t , i ve  cap r . t , a I  i s  and  how  rap id l y
1 t  g rows ,  t he  T reasu ry  has  repea ted l y  acknow ledged  f he  bas i c  b i as
o f  i ncome  taxa t i on  aga ins t  sav ing  and  cap i t a l  f o rma t i on .  No t -
w i t hs tand ing ,  l he  Adm in i s t r a t i on  has  chosen  t o  d i s rega rd  ehanges



tR  t he  i ncome  tax  base  t ha t  wou rd  move  t owa rd  reduc ing ,  pe rhaps
even tua l l y  e l im ina t i ng ,  t ha t  b i as :  on l y  t he  p roposed  modes t
i nc rease  i n  t he  l im i t  on  t he  deduc t i on  t o  spousa l  IRAs  i s  an
excep t i on  t o  t h l s  t h rus t  o f  t he  p roposed  t ax  base  changes ,  and
th i s  m ino r  imp rovemen t  wou ld  be  more  t han  o f f se f  by  t he  p roposed
taxa t i on  o f  l he  so -ca l l ed  i ns i de  bu i l d -up  o f  I i f e  i nsu rance
po l i c i es .  I ndeed ,  t he  on l y  measu res  f he  Admin i s t , r a t i on  recom-
mends  f ha t  wou ld  be  s i gn i f i can t l y  p ro - sav ing  and  p ro - cap i t a l
f o rma t i on  a re  t he  reduc t i ons  i n  s t a tu to r y  t ax  ra tes  f o r  some
ind i v i dua l  l axpaye rs  and  f o r  co rpo ra t i ons .  These  ra te  r educ t i ons
do  no t  sLand  a lone  i n  bhe  Admin i s t , r a t i on rs  t ax  re fo rm  p rog ram;
they  wou ld  be  f i nanced  by  t ax  base  changes ,  a  good  many  o f  wh i ch
wou ld  f u r t he r  b i as  t , he  t ax  sys tem aga ins t  sav ing  and  i n  f avo r  o f
cu r ren t  consump t i on ,  and  ra i se r  Fd the r  t han  reduce ,  t he  cos t  o f
cap i t a l .  The  p r i ce  t ha t  t he  Admin i s t r a t i on  asks  t he  Amer i can
economy  to  pay  f o r  t he  bene f i t s  o f  I owe r  t ax  ra tes  i s  s imp l y
excess i ve .

I nsLead  o f  add ress ing  t he  bas i c  t ax  b i as  aga ins !  sav ing  and
inves tmen t ,  f he  Adm in i s t r a t i on  has  f ocused  i t s  r e fo rm  e f f o r t s  on
reduc ing  t ax - i nduced  d r s to r t i ons  o f  t he  compos i t i on  and  a l l oca '
t i on  o f  cap i t a l  and  add i t i ons  t , he re to .  The  emphas i s  on  i n te r -
asse t  t ax  neu t ra l i Ly  i s  ce r t a i n l y  who lesome .  Reg re t t ab l y ,  t he
Admin i s t r aL ion  I  s  p roposa l s ,  1 f  imp lemen ted ,  wou l . d  accen tua te ,  no t
reduce  ,  t hese  d i  s t o r t i ons .

I n  sho r t ,  bhe  Admin i s t r a t i on t s  t , ax  r e fo rm  p rog ram wou ld  agg rava te
the  ex i s t i ng  i ncome  tax  b i as  aga ins t  sav ing  and  cap i t a l  f o rma-
t l on ,  t he reby  ra i s i ng  t he  cos t  o f  cap i t a l .  I t  wou ld  i n t ens i f y
t ax - i nduced  d i s t o r t i ons  o f  t he  compos i t i on  and  a l l oca t i on  o f
i nves tmen t  and  o f  t he  s tock  o f  cap i t a l .  The  resu l t ,  wou ld  be  a
sma l l e r  amoun t  o f  cap i t a l ,  I ess  e f f ec t i ve l y  used ,  t han  i f  p resen t
I aw  we re  ma inLa ined .

Assessmen t  o f  t he  P roposed  Cap i ta l  Cos t  Recove ry  Sys ten

A l t hough  seve ra l  o f  t he  p rov i s i ons  o f  t he  Adm in i s t r a t i on rs  ! ax
re fo rm  p rog ram bea r  heav i l y  on  t he  amoun t  and  compos i t i on  o f
p r r va te  cap i t a l  f o rma f i on ,  t he  ch ie f  o f  t hese  a re  t he  recommenda -
L ions  t o  r epea l  t he  i nves tmen t  t ax  c red i t  ( I TC)  and  t o  subs t i t u t e
a  so -ca I I ed  cap i t a l  cos t  r ecove ry  sys tem (CCRS)  f o r  t he  p resen t
acce le ra ted  cos t  r ecove ry  sys tem (  ACRS)  . Adop t i on  o f  t hese
recommenda t i ons ,  I  be l i eve ,  wou ld  be  a  se r i ous  m is take ,  a  ma jo r
s tep  backward ,  a  move  away  f r om the  k i nd  o f  t ax  t r ea tmen t  o f
cap i t a l  r ecove ry  ca l l ed  f o r  i n  t he  i n te res t s  o f  ach iev rng  t he
op t imum s tock  o f  cap i t a l  and  i t s  mos t  e f f i c i en t  compos i t i on  and
use .

Cap i ta l  Cos t  Recove ry  and  Ta r  l l eu t ra l i t y

A  t ax  sysLem tha t  i s  cons i s ten t  w i t h
i c  e f f i c i ency  and  g row th  mus t  be  as
Tax  neu i ra l i t y  means  t ha f  t he  t ax
re l a t i onsh ips  among  p r i ces  and  among

the  requ i remen ts  f o r  econom-
nea r l y  neu t ra l  as  poss ib l e .
sysLem does  no t  change  t he
cos t s  t ha !  wou ld  p reva i l  i n
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t he  absence  o f  baxa t i on .  No  t ax  sys tem ye l  dev i sed  has  eve r  been
comp le te l y  neu t ra l  i n  t h l s  sense .  Rea l i s t i ca l l y ,  t he  Lax
neu t ra l i t y  ob jec t i ve  ca l l s  f o r  m in im i zLng  t ax - i nduced  d i s l o r t i ons
o f  r e l a t i ve  p r i ces  and  cos t s .

To  con fo rm  w i t h  t ax  neu t ra l i t y  an  i ncome  tax  sys tem I  s  cap i t a l
r ecove ry  p rov i s i ons  mus t  pass  two  l esLs .  F i r s t ,  t hey  mus t  m in i -
m i ze  t he  i ncome  tax r s  b i as  aga ins t  sav ing  and  cap i t a l  f o rma t i on
and  i n  f avo r  o f  cu r ren t  consump t i on .  Second ,  t hey  mus t  m in im i ze
d i s to r t i ons  i n  t he  marke t r s  va lua t i ons  o f  d i f f e ren t  k i nds  o f
cap i t a l  o r  o f  any  pa r t i cu l a r  k i nd  o f  cap i t a l  i n  d i f f e r i ng  uses  o r
i n  t he  hands  o f  d l f f e r i ng  t axpaye rs .  The  CCRS p roposa l  f a i l s
bo lh  o f  t hese  t es t s .

To  pass  l he  f i r s t  t es t  o f  t ax  neu t ra l i t y  m in im i z i ng  t he  t ax
b ias  aga ins t  sav ing  and  cap i t a l  f o rma t i on  i n  t he  agg rega te  - - -
t axes  mus t  no t  a l t e r  t he  cos t  o f  acqu i r i ng  and  ho ld i ng  cap i t a l
r e l a t i ve  t o  l he  cos t  o f  consum ing .  To  sa t i s f y  t h i s  cond i t i on
cap iLa l  ou t l ays  mus t  be  expensed ,  i . € . ,  deduc ted  i n  f u I I  i n  t he
taxab le  yea r  i n  wh i ch  t , he  cos t s  o f  t he  cap i t a l  f ac i l i l i e s  a re
i ncu r red ,  i r r espec t i ve  o f  t he  np tu re  o f  t he  cap i t a l ,  who  uses  i t ,
o r  i n  wha t  k i nd  o f  p roduc t i on . '  I n t e res t i ng l y ,  a  r esu l t  equ i va -
l en t  t o  expens ing  may  be  ach ieved  even  w i I h  cap i t a l  r ecove ry
a l l owances  t ha t  a re  sp read  ove r  an  ex tended  pe r i od  o f  yea rs  a f t e r
t he  cos t s  o f  t he  cap i l a l  f ac i l i t i e s  a re  i ncu r red r  pFov ided  t ha t
t he  p resen t  va lue  o f  t hese  a l l owances  equa l s  t he  p r i ces  o f  t he
fac i l i t i e s .  Th i s  means ,  o f  cou rse ,  t ha t  f o r  any  f ac i l i t , y  t he
!o ta l  amoun t  o f  t he  und i scoun led  a l l owances  musL  exceed  i t , s
p r i ce .  I t  i s  no t  I i ke I y  t ha !  t he  des igne rs  o f  ! he  ITC  had  t h i s
neu t ra l i t y  r equ i remen t  i n  m ind ,  bu t  i t  i s  aga ins t  t h i s  t es t  o f
neu t ra l i t y  t ha t  t oday t s  t ax  po l i c y  make rs  shou ld  assess  t he  ITC
and  t he  p roposa l  t o  e l im ina te  i t .  The  p resen f  l aw  ITC  comb ined
w i t h  ACRS may  noL  i nsu re  t ha t  t he  p resen t  va lue  o f  t he  comb ined
eap i t a l  r ecove ry  a l f owances  p rec i se l y  equa l s  t he  p r i ces  o f  t he
fac i l i L i es ,  bu t  as  has  been  shown ,  i t  does  a f f o rd  a  r easonab l y
c l ose  app rox imaL ion  t heqe to  f o r  mosL  o f  t he  p rope r I y  f o r  wh i ch
fhe  c red i t  i s  ava i l ab le .  <

The re  i s ,  o f  cou rse ,  an  un l im i t ed  number  o f  cap l t a l  r ecove ry
reg imes  Lha t  wou ld  sa t i s f y  t , he  t es t  t ha t  t he  p resen t  va lue  o f  t he
cap i t a l  r ecove ry  a l l owances  equa l s  t he  p r i ce  o f  t he  f ac i l i t y .
Fo r  any  pa r t i cu l a r  f ac i l i t y ,  t he re  i s  no  one  pe r i od  o f  yea rs  ove r
wh i ch  recove ry  a l l owances  mus t  be  sp read ,  no  one  way  o f  sp read ing
the  a l l owances  ove r  t he  pe r i od ,  and  no  one  t oLa I  amoun f  o f
und i scoun ted  a l l owances  t ha t ,  mee ts  t h i s  t es ! . Fo r  examp le ,
suppose  l he  p r i ce  o f  a  f ac i l i t y  acqu i red  t he  f i r s t ,  day  o f  t he
taxab le  yea r  i s  $1  , 000 ,  t ha t  t he  app rop r i a te  d i scoun t  r a te
t , he  rea l  a fLe r - t ax  ra te  o f  r e tu rn  gene ra l l y  ava i l ab le  on  p roduc -
t i on  f  ac  j . 11 t , i es  i s  4  pe rcen t ,  and  t ha t  t he  i n f  t a t i on  ra te  i s
ze ro .  A  s i ng le  deduc t i on  o f  $1 ,040  aL  t he  end  o f  t he  f i r s t
t axab le  yea r ,  a  se t  o f  deduc t i ons  o f  $224 .62  pe r  yea r  f o r  5
yea rs ,  o r  a  s i ng le  deduc t i on  o f  $1 ,216 .65  a t  ! he  end  o f  t he  f i f t h
yea r  a re  mere l y  t h ree  o f  a  I im l f I ess  number  o f  comb ina t i ons  o f
w r i t e -o f f  pe r i ods  and  a l l owances  pe r  yea r  t ha t  wou ld  mee t  t he  t ax
neu t ra l l t y  t es t .



The  Admin i s t r a t i on  makes  much  o f  t he  a l l eged  need ,  i n  t he  i n t , e r -
es t s  o f  t ax  neuL ra l i t y ,  t o  con fo rm  the  cap i t a l  r ecove ry  sys t , em as
c lose l y  as  poss ib l e  w i t h  r r economic  dep rec ia t i on . r l E  C O n O m I C
dep rec ia t i on  i s  t he  change  be tween  two  po in t s  i n  t ime  i n  t he
p resen t  va lue  o f  t he  rema in i ng  g ross  re tu rns  an  asse t  i s  expec ted
to  p roduce .  I t ,  i s  imposs ib l e ,  as  a  p rac t i ca l  ma t t e r ,  t o  deLe r -
m ine  economic  dep rec ia t i on  f o r  any  pa r t i eu la r  asse t  r  l e t  a l one
g roup  o f  asseLs .  Apa r t  f r om th i s  d i f f i cu l t y ,  t he re  i s  no  re l e -
vance  i n  p r i nc i p l e  t o  t he  concep t  o f  economic  dep rec ia t i on  as  a
cons t ra i n t  on  t he  des ign  o f  a  cos t  r ecove ry  sys tem i n  t he  t ax  l aw
a imed  a t  ach iev i ng  t ax  neu t ra l i f y ,  as  shown  above .  I n  f ac t ,  even
i f  i t  we re  poss ib l e  t o  de te rm ine  economic  dep rec ia t i on  f o r  any
fac i l l f y  o r  g roup  o f  f ac i l i t i e s ,  imp lemen t ,a t i on  o f  t h i s  concep t
as  t he  cos t  r ecove ry  sys tem fo r  t ax  pu rposes  wou l . d  ce r t a i n l y
resq l t  i n  a  se r i ous  sho r t f a l l  o f  t ha t  sys t , em f r om t , ax  neu t ra l i -
U J .

To  sa t i s f y  f he  second ,  i n t e r -asse t  t ax  neu t ra l i t y  t es t  m in i -
m i z i ng  t ax - i nduced  d i s t o rL i ons  o f  t he  re l a t i ve  marke t  va lues  o f
cap i t a l  f ac i l i t i e s  cap i t a l  ou t l ays  mus t  e i t he r  be  expensed ,
o r  i f  an  ex tended  pe r i od  cap i t a l  r ecove ry  i s  ! o  be  used ,  a f f o rded
a l l . owances  t he  p resen t  va lues  o f  wh i ch  a re  t he  same  pe rcen tages
o f  t he  p r i ces  o f  a I I  cap i t a l  f ac i l l t i e s .  Expens ing  wou ld  sa t i s f y
bo th  neuL ra l i Ly  t es t s ;  i t  wou ld  impose  no  i nc remen ta l  t ax  on  any
cap i t a l ,  and  i t  wou ld ,  t he re fo re ,  i nvo l ve  no  d i f f e rence  i n  e f f ec -
t i ve  t ax  ra tes  on  i ncome  tha t  i s  saved  and  i nves ted ,  i r r espec t i ve
o f  t he  k i nd  o f  cap i t a l  t ha t  i s  acqu i red .  I f  t ax  po l i ey  make rs
p re fe r  o r  accep t  an  i nc remen ta l  t ax  on  cap i t a l  gene ra l l y ,  t hen
they  can  assu re  t ha t  t he  same  e f f ec t i ve  ra te  o f  t ax  i s  app l i ed  t o
a I  I  cap i t a l  i f  t he  cos t  r ecove ry  sys tem a f f o rds  a I  I owances  t he
p resen t ,  va l ue  o f  wh i ch  i s  t he  same  f r ac t i on  o f  l he  p r i ce  f o r
eve ry  k i nd  o f  p roduc t i on  f ac i l i t y .

The  p roposed  CCRS meeLs  ne i t he r  o f  t he  t es t s  o f  t ax  neu t ra l i t y .
The  p resen t  va lue  o f  t he  a l l owances  i t  a f f o rds  wou ld  f a I I  sho r t
o f  t he  asse t r s  p r i ce  f o r  eve ry  c l ass  o f  cap i t a l  f ac i l i t y  t o  wh i ch
i t  wou ld  app I y ,  and  t hese  p resen t  va lues  wou ld  d i f f e r  f r om c l ass
to  c l ass r  sys tema t i ca l l y  dec reas ing  as  t he  recove ry  pe r i od  i n -
c reases .  As  a  consequence ,  CCRS wou ld  resu l t  i n  e f f ec t i ve  t ax
raLes  t ha t  sys tema t i ca l l y  i nc rease  t he  I onge r  t he  recove ry  pe r i od
to  wh i ch  t , he  f ac i l i t y  i s  ass igned .  These  f i nd ings  a re  summar i zed
in  Tab Ie  1 .

In f l a t i on  Ad jus tmen ts  i n  CCRS

One  o f  t he  advan tages  c l a imed  f o r  CCRS compared  w l t h  t he  cap i t a l
r ecove ry  sys tem i n  t he  p resen t  I aw  i s  t ha t  t he  bas i s  o f
dep rec iab le  p rope r t , y  wou ld  be  i ndexed  f o r  i n f l a t i on  i n  compu t i ng
annua l  CCRS a l l owances . I n f l a t i on  ad jusLmen ts  a re  ce r t a i n l y
des i r ab le  t o  p reven t  i n f l a t i on  f r om e rod ing  t he  rea l  va l ue  o f
cap i t a l  cos f  r ecove ry  deducL ions ,  hence  impos ing  h i dden ,
un leg i s l a ted  i nc reases  i n  e f f ec t i ve  t ax  ra tes .  Bu t ,  i n f l a t i on
index ing ,  p€ r  s€ r  canno t  ove rcome  the  f undamen ta l  de f i c i enc ies



Tab le
Ra tes ,

CCR S
C lass

1 .  P resen t  Va Iues  o f  CCRS A l l owances r  and  E f f ec t i ve  Ta r
a t  Se lec ted  I n f l a t i on  Ra tes .  r t

P r esent-VaIue-of -Al lowances
InfLal iqn-Ba!en

0% 5% 10% 0%

Effeetive-Iax-Bal.er
Inflalrqn-Balen

5% 10r.

1
2
?

4
q

6

$0.93
0 .920
0 .900
0 .870
0 .840
0 .610

$0 .91
.90
.BB
.u5
.82
.60

4  .4%
5.0
5 .9
7  .4
9 .1

19 .7

5  .4%
6.0
6 .9
8 .3

1  0 .0
19  .8

$0 .8  9  3  .2%
0.88  3 .9
0 .86  4 .9
0 .83  6 .3
0 .80  8 .  1

0  .601  g  .5

*Pe r  do l l a r  o f  cap i t a l  a t  a  r ea l  a f t e r - t ax  d i scoun t  r a te  o f  4
pe rcen t .  I t  i s  assumed  tha t  t he  f ac i l i t i e s  a re  acqu i red  and
pJ .aced  i n  se rv i ce  a t  t he  m idd le  o f  t he  t axab le  yea r .  Do I I a r
amoun ts  i n  l he  f i r s t  t axab le  yea r  a re  d i scoun ted  f o r  a  ha l f  yea r t
t hose  i n  t he  second  yea r  a  yea r  and  a  ha l f ,  e t c .

* iE f f ec t i ve  ra tes  compu ted  a t  a  s ta tu to r y  co rpo ra te  i ncome  tax  o f
33  pe rcen t .  E f f ec t i ve  ra te  i s  de f i ned  as  t he  pe rcen tage  d i f f e r -
ence  be tween  t , he  p resen t  va lue  o f  t he  p re tax  g ross  re tu rns  re -
qu i r ed  unde r  t he  sys tem o f  t ax  r u l es  t , o  wa r ran t  i nves tmen t  i n  t he
fac l I i t , y  and  t he  p resen t  va lue  o f  t he  requ i red  g ross  re tu rns  i n
the  absence  o f  t he  t ax .  See  IRET  Econon i c  Repo r t  No .  29 ,  pp . r  6 -
7 ,  f o r  a  d i scuss ion  o f  t he  concep t  o f  e f f ec t i ve  t ax  raLes .  No te
tha t  t hese  e f f ec t i ve  Lax  ra tes  a re  t he  ra tes  o f  t he  i nc . r enen f . a l
t axes  on  t he  re tu rns  t o  cap i t a l ,  because  i n  t , he  o rd i na ry  case  t , he
income  wh i ch  i s  saved  and  i nves ted  i n  t he  f ac i l i t y  w i l l  i t se l f
have  bo rne  t ax  I l ab i l i t y .

o f  CCRS.  The re  i s  no  ques t i on  t ha t  t he  p roposed  bas i s  ad jus tmen t
wou ld  mode ra te  ! he  adve rse  e f f ec t s  o f  i n f l a t i on ,  bu t  as  Tab le  1
c l ea r l y  shows ,  i t  wou ld  no t  p reven t  e f f ec t i ve  t ax  ra tes  f r om
be ing  boos fed  by  i n f l a t i on  no r  wou ld  i t  s i gn i f i can t l y  mode ra te
i n f l a f i on - i nduced  d i f f e rences  i n  e f f ecL i ve  ra tes  among  asse t
c l asses .

The  f a i l u re  o f  t he  i n f l a t i on  ad jus tmen ts  o f  CCRS a l l owances  t o
p reven t  i n f l a t i on  f r om i nc reas ing  e f f ec t i ve  t ax  ra tes  resu lLs
f rom the  f ac t  t ha t  t he  i ndex ing  wou ld  noL  app l y  i n  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 .  The  Admin i s t r a -
t i on  o f f e r s  no  reason  f o r  no t  a I  l ow ing  t he  ad j  us tmen t  o f  t he
f i r s t  yea r r s  dep rec ia t i on  f o r  any  i n f l a t i on  occu r r i ng  du r i ng  f ha t
f i r s t  yea r .  The  consequence  o f  t h i s  cons t ra i n t  i s  t ha t  i n f l a t i on
wou ld  be  a l l owed  t o  i nc rease  e f f ec t i ve  t ax  ra tes  s i gn i f i can t l y .

The  p roposed  i n f l a t i on  ad j  us tmen t , s ,  mo reove r  ,  wou ld  a l so  be
incomp le te  i n  l ha t  t , he  accumu la led  i n f l a t i on -ad jus ted  a l l owances
wou ld  f a I I  sho r t  o f  t he  i n f l a l i on -ad jus ted  p r i ce  o f  an  i den t i ca l
r ep lacemen t  p rope r t y .  The  reason  f o r  t h i s  sho r t f a l l  i s  l ha t  on l y



t he  cu r renL  yea r r s  r ecove ry  a l l owance  wou l . d  be  ad jus ted  f o r  t he
cu r ren t  yea r t s  i n f l a t i on ;  p r i o r  yea rs ta f l owances  wou l . d  no t  be
ad jus ted  upward  t o  o f f se t  t he i r  e ros ion  by  i n f l a t i on  i n
subsequen t  yea rs .  Fo r  examp le ,  w i t h  an  i n f l a t i on  ra te  o f  5
pe rcen t  a  yea r ,  t he  i n f l a t i on -ad jus ted  p r i ce  o f  a  p rope r f y  t ha l
so ld  f  o r  $1  , 000  wou ld  be  $1  , 276  f  i ve  yea rs  I a te r ;  t , he  CCRS i n f l a -
t i on -ad jus ted  a l l owances ,  howeve r ,  wou ld  agg rega te  on l y  $1 ,065
fo r  a  CCRS c lass  1  f ac i l i t y  w r i t t en -o f f  ove r  t he  f i ve  yea rs .

The  Admin i s t r a t i on  c l a ims  t ha t  w i t h  l he  reduced  s ta tu l o r y  t ax
ra te  and  t he  i n f l a t i on  ad jus tmen ts ,  l he  p roposed  CCRS wou ld
resu l  t  i n  I owe r  e f f ec t i ve  ra tes  on  v i r t ua l  l y  a l  I  dep rec i  ab le
p rope r t y  t han  resu l t  unde r  t he  p resen t  ACRS- ITC  sys tem.  The
c la im  i s  co r rec t  p rov id i ng  i n f l a t i on  occu rs  a t  r a tes  subs tan t i a l -
I y  h i ghe r  t han  t hose  t ha !  have  p reva i l ed  i n  t he  I as t ,  f ew  yea rs
and  a re  p ro j ec ted  ove r  t he  nex t  seve ra l  yea rs .  I n  f ac t  ,  aE  a
f i ve  pe rcen t  i n f l a t i on  ra te ,  t he  s ta tu to r y  co rpo ra te  t ax  ra tes
!ha t  wou ld  be  needed  w i t h  CCRS to  p reven t  e f f ec t i ve  ra tes  f r om
exceed ing  t hose  unde r  p resen t  l aw  wou ld  have  t o  be  much  I owe r
than  t he  p roposed  33  pe rcen t ,  excep t  i n  t he  case  o f  c l ass  5  and
c lass  6  p rope r t y .  A t  ve ry  I ow  i n f l aL ion  ra tes ,  nega t i ve  s ta tuLo -
r y  t ax  ra tes  wou ld  be  needed  i f  subs t i t u t i ng  CCRS fo r  ACRS- ITC
were  l o  ave r t  i nc reases  i n  e f f ec t i ve  t ax  ra tes  f o r  a I l  equ ipmen t .
0n l y  i n  t he  case  o f  s t r uc tu res  wou ld  CCRS resu l t  i n  I owe r  e f f ec -
t i ve  t ax  ra tes  t han  t hose  resu l t i ng  unde r  t he  p resen t  l aw ' s  ACRS-
ITC .  These  f i nd ings  a re  p resen ted  i n  Tab Ie  2 .

Ano the r  way  o f  l ook ing  a t  t h l s  i s  Lo  ask  how  h igh  an  i n f l a t i on
ra te  wou ld  be  needed  i f  t he  e f f ec t i ve  t ax  ra tes  unde r  CCRS w i t h
1 t s  p roposed  33  pe rcen t  s t a fuLo ry  t ax  raLe  we re  no t  t o  exceed
Lhose  unde r  p resenL  I aw .  Tab Ie  3  shows  t haL  excep t  f o r  p rope r t y
i n  CCRS c lasses  5  and  6 ,  i n f l a t i on  wou ld  have  t o  be  much  more
acu te  t han  a t  p resen t  and ,  i ndeed ,  much  h i ghe r  t han  gene ra l l y
p ro j ecLed ,  t o  keep  l he  p roposed  t ax  changes  f r om i nc reas ing
e f f ec t i ve  t ax  ra tes .

I  ce r t a i n l y  do  no t  mean  f o  be l i t t l e  t he  des i r ab i l i t y  o f  ad jus t i ng
the  bas i s  o f  dep rec iab le  p rope r t y  w i t h  r espec t  t o  i n f l aL ion  f o r
pu rposes  o f  compu t i ng  cap i t a l  r ecove ry  a l l owances .  Th i s  i ndex -
i ng ,  howeve r ,  shou ld  no t  be  rega rded  as  ove rcom ing  de f i c i enc ies
i n  an  i nadequabe  cos t  r ecove ry  sys t , em.  I ndex ing  1s  no t  a  subs t i -
t uLe  f o r  a  co r rec t l y  des igned  cos t  r ecove ry  sys tem '

How to Inprove CCBS

The  de f i c i enc ies  i n  t he  CCRS p roposa l  can  be  subs tan t i a l l y  ove r -
comer  r€su l t i ng  i n  a  cos t  r ecove ry  sys tem tha t  wou ld  more  nea r l y
sa t i s f y  t he  requ i remen ts  o f  Lax  neu t ra l i t y .  The  ob jec t i ve  t o  be
sough l  by  CCRS mod i f i ca f i ons  i s  t o  ach ieve  e f f ec t , i ve  t ax  ra tes  as
c lose  t o  ze ro  as  poss ib l e  f o r  eve ry  c l ass  o f  p rope r t y  and  t o
i nsu la l e  t , hese  e f f ec l i ve  t ax  ra tes  as  much  as  poss ib l e  f r om the
e f f ec t s  o f  i n f l a t i on .

One  s imp le  v ray  o f  ach iev i ng  t h i s  ob jec t i ve  wou ld  be  t o  p rov ide  an
inves tmen t  t ax  c red i t  f o r  t , he  p rope r t y  i n  each  CCRS c Iass .



The  ra te  o f  f he  c red i t  wou ld  i nc rease  as  t he  recove ry  pe r i od
inc reases ,  and  t , he  bas i s  o f  t he  p rope r t y  f o r  pu rposes  o f  compu t -
i ng  CCRS a l l owances  wou ld  be  reduced  by  t he  f u I I  amoun t  o f  t he
ITC .  The  ad jus ted  bas i s  o f  t he  p rope r t y  wou ld  be  i ndexed  f o r
i n f l a t i on ,  beg inn ing  a t  t he  t ime  a t  wh i ch  t he  p rope r t y  i s  p l aced
in  se rv i ce .

I f  i n f l a t i on  we re  5  pe rcen t  a  yea r ,  t ax  neu t ra l i t y  as  de f i ned  i n
th i s  d i scuss ion  wou ld  be  ach ieved  w ibh  ITC  ra tes  shown  i n  Tab le
4 .  Excep t  i n  t he  case  o f  s t r uc tu res  (CCRS c lass  6 ) ,  a l I  o f  t hese
ITC  ra tes  a re  I owe r  t han  t hose  t , ha t  now  app l y  t o  ACRS 5 -yea r
p rope r t y .

Tab Ie  2 .

CCRS
Class

S ta tu to ry  Ta r  Ra tes  a t  t l h i ch  CCRS tJou lc l  Resu l t  i n
E f fec t i ve  Tax  Ra tes  Iden t i ca l  t o  Those  Under  AC8S- ITCr

ACRS
Recove ry  Pe r i od

(Yea rs ) o%

I n f l a f i on  Ra tes
(  Pe rcen t  )

5%

3
(
q.

q

10
1B

1
2
3
4
q

6

-99 .0%
-340  .0
-160 .0

-90 .0
-3  .0
35 .4

23 .5%
21 .0
1  8 .5
15 .5
40  .7
49 .2

rCCRS e f f ec t i ve  t ax  ra tes  we re  compu ted  w i t h  a  33  pe rcen t
s ta tu to r y  t ax  ra te .  ACRS- ITC  e f f ec t i ve  t ax  ra tes  we re  compu ted
w i t , h  a  46  pe rcen t  s t a tu to r y  t ax  ra te .

Tab le  3 .

CCRS
Class

In f l a t i on  Ra tes  a t  Hh ich  CCRS Hou Id
Tax  Ra tes  No  H ighe r  Than  Those  w i th

ACR S
Recove ry  Pe r i od
(  Yea rs  )

Resu I t  i n  E f f ec t i ve
ACRS- ITC

In f l a f i on  Ra te
(  Pe rcen t  )

6.9
6 .8
7 .5
8 .6
3 .3

T

3
q

5
tr

10
18

1
2
?

4
6

6

rCcRS wou ld
i n f l a t i on

resu l t  i n  l owe r  e f f ec t i ve  t ax  ra tes  a t
r a te .

any  pos r  t r ve



Tab l  e  4 .

CCRS
Class

E f fec t i ve  Ta r  Ea tes  y i t h  CCRS and  Hu I t i p le -Ra te  ITCs ,
a t  Se lec ted  I n f l a t i on  Ra tes r

ITC
Ra te 0%

I n f l a t i on  Ra tes
5% 10% 207

-1
-1
-1
-1
-0
-0

1 .
t .
1 .
4
t .

t .

3.1
3.2
3.2
3.2
3.2
1.5

1
1
1
1
z

7

.3  0 .0

.2  0 .0

.2  0 .0

.2  0 .0

.B  0 .0

.B  0 .0

4 .5
5 ,1
6 .0
7 .3
8 .8

1T .4

1
I

2
3
4
5
6

*Ca Icu Ia ted  a t  a  33% tax  ra te
amoun f  o f  t he  ITC .  A  4  pe rcen t
used  t o  compu te  p resen t  va lues
t r ve  f ax  ra tes .

w i t h  bas i s  ad jus ted  f o r  t he  f u l l
r ea l  a f f e r ' t ax  r a te  o f  r e tu rn  was

o f  r ecove ry  a l l owances  and  e f f ec -

Comb ln ing  t hese  modes t  ITCs  w i t h  CCRS wou ld  no t  on l y  f u l  l y  a -
ch ieve  t he  goa l  o f  t ax  neu t ra l i t y  w i l h  r espec t  t o  t he  consump t i on
vs .  i nves tmen t  uses  o f  cu r ren t  i ncome ,  i t  wou ld  a l so  ve ry  sub -
s tanL ia l l y  sa t i s f y  t he  t es t  o f  i n t e r -asse t  t ax  neu t ra l i t y .
Mo reove r ,  w l t h  t h i s  sys tem,  e f f ec t i ve  t ax  ra tes  wou ld  be  on l y
mode raLe l y  a l t e red  f o r  any  g i ven  c l ass  o f  p rope r t y  even  w i t h
eno rmous  i n f l a t i on  ra tes .  D i f f e rences  i n  i n f l a t i on  ra tes  wou ld
have  on l y  t he  mos t  modes l  impac t  i n  chang ing  e f f ec t i ve  t ax  ra tes
among  t he  d i f f e ren t  p rope r t y  c l asses .

A  ve ry  l a rge  ITC  wou ld  be  requ i red  f o r  CCRS c lass  6  p rope r t y
( s t r uc tu res )  i f  t he  goa l  o f  i nLe r -asse t  neu t ra l i t y  we re  t o  be
fu l l y  se rved .  I t  i s  d i f f i cu l t  t o  i den t i f y  any  reason  why  t he
p r i nc i p l es  and  c r i t e r i a  f o r  neu t ra l  cap i t a l  r ecove ry  shou ld  no f
app l y  t o  sL ruc tu res  o f  a I I  so r t s ,  pa r t i cu l a r l y  i f  t he  rev i s i ons
in  t he  t ax  t r ea tmen t  o f  ga ins  and  l osses  on  t he  d i spos i t i on  o f
dep rec iab le  p rope r t y  1n  t he  P res iden t r s  Tax  P roposa l s  we re  t o  be
adop ted . Changes  i n  cap i t a l  r ecove ry  p rov i s i ons  i n  l he  I as t
seve ra l  f ax  r ev i s i ons  have  t ended  t o  w iden  t he  e f f ec t i ve  t ax  ra l e
d i f f e ren t i a l  be tween  mach ine ry  and  equ ipmen t  and  o the r  pe rsona l
p rope r t y ,  on  t he  one  hand r  ?hd  rea l  p rope r t y ,  on  t he  o the r .  I f
t he  p roposed  t ax  re fo rms  a re  t hough t  t o  be  e f f i c i en t  i n  e l im i -
naL ing  o r  a t  I eas t  seve re l y  r es t r i c t i ng  t , he  ava i l ab i l i t y  o f  r ea l
p rope r t y  t ax  she l t e r s ,  t he re  i s  I l t t l e  obv ious  reason  t o  con t i nue
to  b i as  cap i t a l  r ecove ry  p rov i s i ons  aga ins t  s t r uc tu res .

Conc lus ions

Much  rema ins  t o  be  done  i f  t he  f ede ra l  i ncome  tax  i s  t o  be  pu rged
o f  i t , s  b i as  aga ins t  sav ing  and  cap iLa l  f o rma t i on  and  i t s  d i s t o r -
l i on  o f  t he  a l l oca t i on  o f  sav ing  among  f he  v i r t ua l l y  coun t l ess
t ypes  o f  cap i t a l  and  cap i t a l  uses ,  The  cond iL i ons  Lha t  mus t  be
me t  t o  ach ieve  t hese  two  t ax  neu t ra l i t y  goa l s  a re  read i l y



spec i f i ed :  t he  e f f ec t i ve  t ax  ra tes - - - p rope r l y  de f i ned - - -on  t he
income  p roduced  by  a I I  dep rec iab le  p rope r t y  shou ld  be  as  c l ose
to  ze ro  as  poss ib l e  and  shou ld  be  as  f u l I y  i nsu la ted  f r om the
e f f ec f s  o f  i n f l a t i on  as  poss ib l e ,  and  t he  d i f f e rences  i n  e f f ec -
t i ve  t ax  ra tes  among  d i f f e ren t  c l asses  o f  p rope r t , y  shou ld  be  as
sma l . I  as  poss ib l e .  These  cond i t i ons  a re  no t  on l y  r ead i l y  s t a t -
ed ,  t hey  may  a l so  be  read i l y  a t t a i ned .

The  i n f l a t i on  ad jus tmen ts  o f  t he  bas i s  o f  p roduc t i on  f ac i l i t i e s
fo r  dep rec ia t i on  pu rposes  p roposed  i n  l he  P res iden t r s  Ta r  P ropos -
a I s  i s  a  s tep  i n  t he  r i gh t  d i r ec t i on ,  bu t  i n  i t se l f  i s  no t  ade -
qua te  t o  r emedy  t he  de f i c i enc ies  i n  t he  p roposed  CCRS.  These
de f i c i enc ies  cou ld  be  ve ry  subs tan t i a l l y  ove rcome  and  a  ve ry
nea r l y  t ax -neu t ra l  cap i t a l  r ecove ry  sys tem cou ld  be  ach ieved  by
add ing  t o  t he  CCRS a  mu l t l p l e - ra te  ITC  w i t h  f u11  bas i s  ad jus t -
men t .

W i thou t  t hese  mod i f i ca t i ons ,  t he  CCRS p roposed  by  t he  Admin i s t r a -
! i on  wou ld  be  a  se r i ous l y  r e t r og rade  change  i n  t he  t ax  1aw .  I n
t ime ,  i t  wou ld  resu l t  i n  a  s i gn i f i can t l y  sma l l e r  s t ock  o f  cap i t a l
t han  wou ld  be  a t t a i ned  i f  p resen t  I aw  we re  con t i nued ,  and  con -
t r a r y  t o  t he  Admin i s t r a t i on rs  c l a ims ,  t ha t  cap i t a l  wou ld  be  l ess
e f f i c i en t  1n  t e rms  o f  i t s  compos i t i on  and  i t s  p roduc f i on  uses .

The  mod i f i ca t i ons  t o  CCRS tha t ,  I  have  p roposed  wou Id ,  I  be l i eve ,
avo id  t hese  un fo r t una te  resu l t s .  The  p r i nc i p l es  t hese  p roposa l s
embody  ,  mo reove r ,  shou ld  be  app l  i ed  w ide l y  w i t h  r espec t ,  t o  a ]  1
p roduc t i ve  cap i t a l ,  no t  on l y  dep rec iab le  p rope r t y .  These  p r i nc i -
p l es  shou ld  be  used  1n  t he  case  o f  na tu ra l  r esou rces  and  m ine ra l
p rope r t i es ,  and  a  w ide  range  o f  i n f ang ib l e  asse t s .  The  more
b road l y  app l i ed ,  t he  more  e f f ec t i ve l y  w i I I  t he  p r i va te  sec t , o r ' s
sav ing  be  a l l oca ted  among  l he  coun t l ess  cap i t a l  uses  t o  wh i ch
sav ing  i s  pu t  i n  ou r  economy .

Wi th  t hese  mod i f i ca t i ons ,  subs tan t i a l  p rog ress  cou ld  be  made
Lowards  t he  i n te r -asse t  t ax  neu t ra l i t y  wh i ch  i s  emphas i zed  by  t he
Admin i s t r a t i on . No  I ess  impo r tan t ,  t hese  mod i f i ca t i ons  wou ld
fo r t i f y  t he  l h rus t ,  es tab l i shed  by  ERTA i n  1981 ,  t owa rd  res to r i ng
lhe  g row th  1n  ou r  economyrs  i ndus t r i a l  base  and  ou r  i n t e rna t i ona l
compe t i t i veness .  The  bene f i t s  i n  do ing  so  wou ld  be  f ound  no t
on l y  i n  a  I a rge r ,  mo re  t echn i ca l l y  advanced  and  more  e f f i c i en t l y
used  s tock  o f  bus iness  cap i t a l ,  bu t  a l so  i n  h i ghe r  I eve I s  o f
emp loymen t ,  h i ghe r  r ea l  wage  ra tes ,  and  h i ghe r  I eve l s  o f  ou tpu t
and  rea l  i ncome  Lhan  we  a re  I i ke I y  t o  r ea l i ze  1 f  t he  Adm in i s t r a -
L i on rs  p roposa l s  i n  t he i r  p resen t  f o rm  a re  enac ted .
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FOOTNOTES

1  See  IRET  Econon i c  Repo r t  No .  25 ,  r rACRS,  ITC  and  Tax
Neu f ra l i t y , r r  Janua ry  4 ,  I 985 .

see  rRET  Economic  Eepo r t  l l o .  29  t  r rP ruses  and  M inuses  (Mos t r y )
t , he  P res iden t r s  Cap i t a l  Cos t  Recove ry  Sys t€ f f i , r '  Ju l y  B ,  I 985 .

3  see  No rman  t s .  Tu re ,  ' r r he  Acce re ra ted  cos t  Recove ry  sys tem:  An
Eva lua t i on  o f  t he  198 I  and  f 982  Cos t  Recove ry  p rov i s i ons ,  

"  i n
Cha r l es  E .  Wa Ike r  and  Mark  A .  B Ioomf i e Id ,  Ed i t o r s ,  l { es  D i rec t i ons
in  Fede ra l  Ta r  Po I i c y  f o r  t he  1980s  (Cambr i dge :  Ba I I i nge r  Pub -
I i sh i ng  Company ,  1  9Bq )  .
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