ARCCELERATED CCST RECGVERY SYSTEM, 1981:

A PEADING ON THE INITIAL IMPACT

Max Johns, Internal Revenue Service

The Economic PRecovery Tax Act (ERTA) of 1681
introduced major policy initiatives designed to
encourage cepital formation. Economic condi-
tions which indicated tke need for more rapid
capital formation dincluded high inflation, a
productivity decline, and a perceived deteri-
oration in international competitiveness of the
U.S. economy [1]. An important component of
ERTA was the Accelerated Cost Recovery System
(ACRS), which sharply liberalized tax rules for
depreciation.

This article presents the first available
corporation tax data on ACRS. The sample data
conservatively show that under the new
accelerated depreciation provisions corpora-
tions were permitted tax deductions totalling
$33 billion on property purchased in 1981.
Partly as a result of ACRS, corporate deduc-
tions for depreciation increased by 1& percent,

to a total of $18€ Lillion. This increase
offset mucih of the cash flow shortages
accorpanying profit  decreases during  the

recessionary year of 1661 [Z].

Figure A shows the importance of depreciation
and other deductions for noncash expenses, of
which depreciation mnakes up akcut %0 percent.
Since 1%6C deductions for noncash expenses have
contribute¢ more toc corperste cash flow than
have undistributed profits after tax, and often
by a wide wargin. Dbore important is the
stability which deductions for noncash expenses
kring tc ceshi  flow, helping coerporations
veather cyclical dowinswings with less

Figure A
Corporate Cash Flow

Billions of Dollars

disruption of sperding patterns. This
historical record indicates the impact of
depreciation tax rules on the financial

wellbeing of the corporate sector [3].

THE NEELC FOR NEW ACCELERATED DEPRECIATICK POLICY

In 1681, the pool of financial resources that
feed investment spending was feared by some to
be drying up because of declining saving rates
in the 16706's [4]. During the time that
capital formation policy was being cdeveloped,
much public discussion emphasized low personal
saving rates and disincentives to work.
However, ERTA was designed toc encourage not
only personal saving [5] but also business
fixed investment. ACRS and other parts of ERTA
focused on the creation of incentives for
?u§inesses tc spend for new plant and equipment

6J. '

A new policy to encourage business fixed
investment was considered necessary by many who
argued that in thke years shead a given amount
of capital growth would require more investment
than in the past due to advancing age of the
nation's capital stock. Extra investment
spencing was also needed to replace energy-
inefficient capital, and to purchase additional
pellution control ecuipment.

ACRS was designed to encourage business fixed
investment by increasing the return on invested
capital. ACRS was to raise the vreturn on
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cepital ty eccelerating corporate cash flow
from depreciation charges, a major' source of
internally  generated funds availatle tec

corporate management for capital spending.
PAST PCLICY FOR ACCELERATED DEPRECIATICH

The tax laws have allowed corporations to use
accelerated depreciation for the computation of
taxes since the 193C's. However, the laws were
administered with a strony preference for the
straight line method until 1654. With the
passage of new tax Tlegislation that year
businesses were encouraged to use accelerated
depreciation in order tc stimulate investment
spending to combat the 1983-54 recession [7].
The Internal Revenue Code of 1484 introduced
two accelerated depreciation options for tax
purpcses: the doutle declining balance and
sum-of-year's digits methods.

Although past depreciation policy aimed at
achieving accelerated depreciation largely
througl:  permitting the use of  skewed
depreciation rates, charges in procedures for
setting asset tax 1life were also used to
accomplish faster write-offs. From 152C to

166z IKS encouraged companies, when computing
deductions for depreciation expense, to set
asset lives according to Bulletin F (as revised
in 1931 and 1942), which suggested tax lives
for several thousand different capital goods
[€]. In 1962 & new procedure was introduced
(Revenue Procedure 62-21) which established
guidelines for companies to use in establishing
tax lives for assets in about 1C0 designated
classes [9]. Revenue Procedure 62-21 resulted
in somewhat shortened write-off periods than
allowed uncer Bulletin F.

In 1871, a further shkortening cf tax life for
equipment  was accomplished through the
introduction of the Asset Depreciation Range
(AUR) procedure. ALK allowed the taxpayer to
select asset tax lives within a range of plus
and minus 20 percent of the 1562 guidelines.
The use of the Tower bound of ACR gave the
taxpayer the option of substantially shorter
tax_Tives and, therefore, speedier depreciation
[106i. The new rules did not extend to
depreciation of real property. ALR remains in
effect for assets placed in service before 1581.

ACCELERATED COST RECGVERY LEGISLATIOK OF 16€1

The major thrust of ACRS was to transform
concepts of asset life and to shorten them for
tax purposes. The Act established the following

asset classes, named according to their
respective cost recovery periods.
3-Year Assets.--This class includes
automobiles,  Tight trucks, research and

development eguipment and all other equipnent
with average life of 4 years or less under
the ACR system. This class also includes
race horses more than 2 years old when put in
service and all other horses more than 12
years old when put in service.
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5-Year Assets.--A ‘"catch-al1" class, this
incTudes mostly capital equipment that is not

placed in one of the other classes by the
Act. Specifically included in. the b5-year
class, however, are single-purpose

agricul tural structures, horticultural
structures, anc¢ facilities for the storage of
petroleum and primary petroleum products.

1C-Year Assets.--This class covers putlic
utiTity property with service life between 1€
1/¢ and & years according to the ALR system,
coal utilization equipment which does not fit
the 3- or L-year classes, railroacd tank cars,
and manufactured homes. Investments in
recrectional "theme parks" are also included
in this class.

15-Year Putlic Utility.--This class includes
pubTic utility property with service 1ife of
more than 25 years under the ADK system.

15-Year FReal Property.--Within this class a
distinction 7s made between low income
housing” investments and other real property,
the former Leing given a slightly faster
depreciation schedule.

ACRS &lso made substantial changes in the
rules governing depreciation rates. The Act
specified annual rates based on a complicated
set of depreciation procedures that combined
declining-balance and straight-line methods.
Criginally, for capital bought beyond 1984,
increasingly repid depreciation was to he
provided. This part of ACRS was repealed by
the 1862 Tax Equity &nd Fiscal Responsibility
Act (TEFRA). However, the investment decisions
represerited by thke 1961 ACRS data presented Ly
this article were made in the context of the
original law.

The 16€1  Act specified that companies
choosing accelerated depreciation must use IRS
tables of depreciation rates hLased on the
foregoing methods for depreciable assets
acquired after December 21, 168&C. Assuning the
“half-year convention," whereby an asset is
charged with a half-year's depreciation for its
first tax life year regardless of the time of
year it was actually put in service, the tables
prescribed 1681 depreciation rates of 25
percent, 15 percent, and & percent for the 3-,
5-, and 10-year asset classes respectively.
For 15-year public utility property, the rate
was & percent. For 15-year low-income housing
property, the rate ranged from 13 percent to 1
percent, depending on the month placed in
service. Similarly, for 1&-year property other
than Tow-income housing, the rate ranged from
12 percent to 1 percent. These rates were
one-half of what their first year rates would
have beer on an annual basis because of the
"half-year convention."

ACRS provided ron-accelerated depreciation
options for companies choosing to stretch out
their write-off periods. The straight line



method can be used in combination with the
following asset tax life options:

Straight-Tine
Cptions, (in Years)

Asset Class

3-yeer property ........... 3, E, 12
5-year property .....coeee. 5, 12, 25
10-year property .......... 1c, 25, 2%
15-year public
utility property ......... 15, 35, 45
Real property ....ceceeesss 15, 35, 45
As in the past, taxpayers are permitted,

under Section 16&(e)(2), to exclude certain
types of property from ACRS depreciation rates

and write them off according to miore
apprepriate procedures. For egamp]e,
depreciation charged per year according to

units of production would be riore appropriate

for capital whose wutilization rates vary
sharply from year to year.

Finally, ACRS has no provision for the
salvage value of depreciable property. Past

practice had been to subtract salvage value
from the cost of the asset in determmining Lasis
for depreciation. Under ACRS, the full cost of
the asset can be depreciated.

ACRS COSTS AMD DECUCTICNS IR 19€1

Lnder ACRS, corporaticns teck almost $33
tillion worth of depreciation deductions
charged against capital goods purchased during
the sample period after Cecember 31, 198C
[113. The table on the following page dis-
plays, for each asset «class, 1¢€&1 tax
deductions for depreciation as reported by
companies, in the aggregate, in selected
industrial groups. In the table, coluwns 1 and
¢ present business receipts and net depreciable
assets for each incustrial group. These data
provide measures of tctal industrial group size
against which to assess the ACRS data.

Figure B presents data on ACRS depreciation
deductions for a1l industries combined.

Figure B.--1981 ACRS [epreciation Decuctions,
K11 Industries

Deductions for
Cepreciation

Asset Class

(4i1licns of Dollars)

£11 Classes $32,976
3-year 6,122
5-year 21,5C4
10-year el
15-year real property
except for low income housing 1,263
15-year public utility property 8C3
A11 other deductions for
determinatle property * 773
Undetermiinatle property 1,E8¢

* Includes deducticns for low income housing
property, real property other than Tow income
housing depreciated on straight line basis, and
property subject to IRC 16&(e)(2).
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Almost 5 percent of ACRS deductions were for
properties about which taxpayers provided
insufficient information to determine asset
class (see note on data limitations at end of
article).

DEPRECIATICK CECUCTIONS ANC CORPCRATE CASH FLCK

To assess the financial
corporations in 1981, it is useful to examine
statistics on U.S. corporate cash flow in
recent years. Figure C shows the importance of
depreciation and other noncash expenses in the
generation of internal funds used by corporate
management to finance capital expansion [12].

impact of ACRS on

Figure C.--Components of Corporate Cash Flow

Undistributed
Corporate Profits | Noncash Cash
Year after Tax Expenses Flow
(Billions of Dollars)

1676 64.5 1CG.2 1€4.7
1677 82.8 113.¢€ 1%€.4
1678 $5.0 12€.¢ 225.9
1975 10€.1 147.7 253.8
158C 6€.4 167.6 234.0
1981 27.0 128.8 225.8
The concept of cask flow used here is the
combination of wundistributed after tax net
income (less losses) and deducticns for

expenses that do not require cash expenditure.
These expenses are depreciaticn, depletion and
amortization. Depreciation is by far the
largest, having accounted for more than ¢C
percent of total noncash expenses in recent
years. Depletion makes up most of the rest.

other noncash
influence c¢n cash
other hand, is
downswings 1in the

Depreciation--and the
expenses--has a stabilizing
flow. Net dincome, on the
especially vulnerabtle to
econory such as occurred in early 160 and
again in the thkird cquarter of 1¢€1. Thus,
between 197% and 15€C, the net income component
of cash flow dropped from $1C¢ Lillion to $6¢€
billion, almost 38 percent, while cash flow
declined from $254 Lillion to $23¢ billion,
about € percent. Between 15C0 and 1961, net
income again fell--this time bty &% percent
(from $€6 billion to $27 billion); total cash
flow, thougt, declired by crly 3 percent (from

234 billion to $226 tillion).

Not only does the depreciation deduction
contribute to the stability of corporate cash
flow, tut it s alsc 1its largest single
component. This is even true when prosperity
and inflation raise corporate profits and
reduce the relative position of depreciation.
Thus, in 1578, the peak year of the Tlong
expansion following the 1974-75 recession,

depreciation made up £4 percent of corporate
cash flow. Then, when recession hit in 16&C
depreciation rose to €7 percent. liten
recession hit again in 19€1, depreciation rose
to 82 percent of cask flow.
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largely
However,
growing
in 1981,

Lower recessionary profits were
responsible for these upward shifts.

depreciation deductions were also
rapidly. This was especially true

witlh the help of ACRS.

For several years before 1981, depreciation
deductions had annual growth rates between 13
and 14 percent; then 1in 1981 depreciation
deductions increased by 18.3 percent (see
Figure G). It is likely that the increase in
depreciation deductions provided by ACRS over
the amount that would otherwise have been
claimed in this recessionary year had a major
role in the accelerated grovith.

Figure D.--Depreciation in Recent Years: All
Industries
Total Depreciation
Deductions Percent

Year Change

(MiTTions of Eﬁ]]ars)
1677 wevvnenns $107.6 “14.1%
1876 vovviennnn 121.3 13.4
167 cvvinnnen 136.5 14.2
1960 .ovvvnenns 157.3 13.€
L2 166.¢ 16.4

If one assumes that, in the absence of ACRS

depreciation deductions would have continued to.

grow at the 1577-19€0 average of 13.8 percent,
then depreciation would have grown ty about $7
billion less and cash flow, rather than falling
by 3 percent in 1561 would have declined Lty
almost 7 percent.

ACRS DEDUCTICMS BY INCUSTRY DIVISIONM

Figure E shows 1981 cash flows and ACRS
deductions for industry divisions. Deductions
for depreciation and other noncash expenses
played a decisive role in corpcrate cash flow
not only on an overall basis but also in each
industry division; inr fact, four of the divi-

The
assets

impact of depreciation deductions for

covered by ACRS varied widely from
sector to sector. The $33 billion ACRS
deductions for all industries amounted to
almost 15 percent of cash flow. The $1.8
billion of deductions claimed by corporations
in wholesale trade was only § percent of cash
flow in 1681.

At the opposite end of the scale, deductions of
$2.2 billion in the finance, insurance, and
real estate sector amounted to 48 percent of
cash flow.

SUMMARY

The 1981 ACRS data show that corporate
depreciation deductions under ACRS totalled $32
billion.  These deductions were mostly for
short-1ife assets (89 percent for determinable
assets with tax 1ives of 5 years or less).

ACRS figured importantly in an 18 percent
increase in depreciation charges in 1581,
pusiing total deductions for non cash expenses
to $199 billion and adding to cash flow an
amount sufficient to offset most of the decline
in undistributed corporate profits.

The relative impcrtance of ACRS in 1581 was
shown to vary widely from sector to sector.

DATA SGURCES AND LIMITATICNS

The ACRS data presented in this article were
estimated from a stratified probab111ty sample
of about 89,00C corporation income tax returns
selected after revenue processing but before
audit. The returns were generally stratified
using net income or deficit, total assets, and
business activity. The corporat1on popu]at1on
from which the sample was drawn contained the
following types of returns: Form 1120--U.S.
Corporation Income Tax Return; Form 112CM--U.S.

butual Insurance Company Income Tax Return;
zgfzzsthikin::!e had cash drain without the Form 1120S--U.S. Small Business Corporation
rash Income Tax Return; Form 112CF--Return of a
Figure E.--ACRS Deductions and Corporate Cash Flow by Industry Division, 1981
Undistrituted Peductiors
Industry LDivision Corporate Profits for Noncash Cash ACRS
after Tax Expenses Flow Deductions
(Mitlions of .Dollars)

(1) (2) (3) (4)

Al1T industries ...ceeeeeeicececcecennnans 26,9€0 16€,837 225,797 32,976
Agriculture, forestry and f1sh1ng ......... gee 2,580 1,002 ee
MINING tireiiireeeeeceeacsocecasansanonnns -1,26C 8,122 6,822 1,180
Construction ...uniiivniiiiieiieenincnnnenss €27 5,702 £,22¢ CEE
Fanufacturing ....ooiieiiiniinnnns errees .. 28,113 82,887 111,000 14,210
Transportation and public utilities ....... -5,287 47,327 42,040 7,211
kholesale trade ....cvvvvevnnn... Ceeceasnas 10,291 G,13C 192,421 ] 752
Retail trade cociviiireneneeeneaneeennnenns 2,330 13,114 16,464 7,156
Finance, insurance and real estate ........ -2,832 14,v¢ 4,506 2, 1ﬁ¢
N AL T s 2,624 1£,51¢ 18,139 2,8
NKGTE: Groups will not add to totals because of rounding and exclusion of non-allocaktle husiness.
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Foreign Corporation; and Form 1120-CISC--
Domestic International Sales Corporation Return.

because the data are estimates Lased on a
sample, they are subject to sampling error.
The coefficient of variation (CV) measures
sampling error. The following table presents
approximated CV's for estimates of number of

returns. The approximate CV's shown here are
intended only as a general indication of the
reliability of the data. For numbers of
corporations other than those shown, the
corresponding CV's can be estimated by
interpolation.
Estimated - Approximated
humber of Returns Coefficient of Variation
1,000,000 €.02
1€C,0C0 0.05
40,006 G.1C
10,CCC C.zC
4,500 c.3C
3,300 0.35
1,6C0 0.5C
Collection of ACRS data for 1961 presented
some special problems. It was necessary for
taxpayers to complete a new and somewhat
complicated form for the reporting of ACRS
depreciation data. In many cases taxpayers
entered data in. such a manner that it was
impossitle to  identify asset «class or

depreciation method. Although suchk data wvere
usable in the totals, for breakdowns into asset
1ife classes, and depreciation methods it was
necessary to place them in ‘“undeterminable"
categories.

In addition, some taxpayers provided no data,
indicating instead that data would be provided
on request. There was ro follow—up procedure
in 1981 to obtain data in these cases. Also
note that the Statistics of Income sample
consists of vreturns filed for corporate
accouriting years ending Letween July 1981 and
July 1982. This resulted in about 27 percent
of the vreturns in the sample representing
business activity that took place before the
effective date of ACRS. These factors give a
downward bias of an unknown size to the ACRS
estimates presented in this article.

NOTES AND REFERENCES

[1] Between 1977 and 1580, output per worker
slid from a 2-percent annual growth rate
to a 1-percent decline, while the growth
rate for compensation per worker rose from
7 percent to 10 percent. These discrepant
growth rates caused wunit 1labor cost
growth, one of the main underlying hases
of inflation, to go from 5 percent in 1977
to 11 percent in 1%€0. Bureau of Labor
Statistics data taken from Executive
Office of the President, Ecoromic Report
of the President and the Annual Report of
the Council cf Economic Advisors, 1984, p.
267. )
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(5]

j Corrado,

Faiad

Capitz] Formation, as measured by
anntel growth in capital per worker, had
progressed in  the neighborhood cf 2
percent during most of the postwar period
before to 1¢7C. PBut in the first half of
the 1670's it dropped to 1.2 percent and
then further to C.8 percent in the last
half of the decade. For a focus on the
late 197C's productivity declire, see
Cenison, Edward F., "Explanations of
Declining Productivity Growth," Survey of
Current Business, August 1979, Part 1T,
pp. T-c4. Cood summeries are alsc found
in the Economic Report of the President,
1¢7% and TGEQ editions.

The capital/labor ratio
with Net Stock of Fixed bKonresidential
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