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INTRODUCTION

This pamphlet is Part IIT of a series of pamphlets prepared by the
staff of the Joint Committee on Taxation for the use of the Congress
during its consideration of the Administration’s proposed deprecia-
tion and investment tax credit revisions (Accelerated Cost Recovery
System) and other related capital cost recovery proposals. The Admin-
istration’s original proposal is embodied in H.R. 2400 (introduced
by Mr. Conable and others). The Administration has recently en-
dorsed H.R. 8849 (introduced by Mr. Conable and Mr. Hance).

The first part of this pamphlet is a summary of the principal capital
cost recovery proposals. The second part is a detailed analysis of
specific issues raised by these proposals.

There are two previous staff pamphlets relating to proposed de-
preciation and investment tax credit revisions. Part I (JCS-18-81)
presents an economic analysis of present law capital cost recovery and
of various alternative capital cost recovery proposals, as well as a
comparison of capital cost recovery systems in certain foreign coun-
tries. Part IT (JCS-20-81) provides a detailed description of present
law capital cost recovery provisions, the Administration’s original
capital cost recovery proposal and other alternative eapital cost re-
covery proposals, and a comparison of estimated tax changes by in-
dustry under the various proposals.

In addition, a staff comparison document (JCS-28-81) has been
prepared, which provides an item-by-item comparison of present law
with the principal capital cost recovery proposals. (This document
also shows a comparison of the estimated revenue effects of the al-
ternative proposals.)
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I. SUMMARY OF PRINCIPAL ALTERNATIVE CAPITAL
COST RECOVERY PROPOSALS

A. “10-5-3” Proposals

1. Original Administration Bill (H.R. 2400)

The Administration has proposed the Accelerated Cost Recovery
System (ACRS) as a complete revision of present depreciation and in-
vestment tax credit rules. These proposals are embodied in TL.R. 2400
(sponsored by Mr. Conable and others).

The proposed depreciation revisions in H.R. 2400 would be phased
in over five years.

Depreciation
Personal property

Recovery period.—The cost of tangible personal property generally
would be recovered over a 10-year, 5-year, or 3-year period.

Method.—Taxpayers would use a preseribed accelerated method
approximating the benefits of using the 200 percent declining balance
method with a switch to the sum of the years digits (SYD) method.

3-year class—Automobiles, light-duty trucks, and machinery and
equipment used in connection with research and development.

b-year class—All tangible personal property other than property
included in the 8-year or 10-year class.

10-year class—Public utility property with an ADR midpoint life
as of January 1, 1981, of more than 18 years.

Real property

In place of the present accelerated methods of depreciation and the
“facts and circumstances” approach to determining the useful lives
of real proeprty, the Administration proposed to establish three
classes of real property, corresponding to recovery periods of 18, 15
and 10 years.

Housing generally would be depreciated over 18 years using the
straight-line method. However, low-income housing would be depreci-
ated over 15 years using the straight-line method. The 15-year class
also would include nonresidential real estate not in the 10-year class.
The 10-year class would include owner-user industrial structures and
retail, research, or distribution facilities. Unlike the 18- and 15-year
classes, property in the 10-year class would be depreciated using an
accelerated method of depreciation—the same method used for the 10-
year class of personal property. '

For property in the 18-and 15-vear classes, the entire gain upon sale
would be treated as capital gain. However, for property in the 10-year
class, all denreciation allowed prior to the sale would be recaptured
as ordinary income (the same rule which applies to personal property).
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Investment tax credit

Eligible 5-year and 10-year property would receive a full 10-per-
cent investment credit. Eligible 3-year property would receive a 6-
percent credit.

The bill would impose an at-risk limitation on the investment credit
similar to the at-risk limitation on losses under present law.

2. Revised Administration Bill (H.R. 3849)

The Administration has recently proposed a revision of ACRS
embodied in FI.R. 3849, which is snonsored by Mr. Conable and Mr.
Hance (Administration’s revised bill). The Administration’s revised
bill would not have a phase-in of recovery periods, but, unlike the
Administration’s original bill, there would be a phase-in of the pre-
seribed accelerated method.

Depreciation

Personal property

Recovery period.—The cost of tangible personal property generally
would be recovered over a 10-year, 5-vear, or 3-year period, depending
on the type of property. However, the taxpayer could elect to use a
25-year recovery period for 10-year property, a 12-year recovery period
for 5-year property, or a 5-year recovery period for 3-year property.
Theme park structures and other real property for which the tax-
payer under present law may use an ADR useful life of 10 years or
less would have a 10-year recovery period and would be treated in
the same manner as personal property in that class for depreciation.

Method.—Taxpayers would use a prescribed accelerated method. but
only if the reqular recovery period is used. The straight-line method
may be elected if either the regular or optional lJonger recovery period
is used. For the years 1981-1984, the prescribed accelerated method
would approximate the benefit of using the 1530-percent declining
balance method for the early vears with a switch to the straight-line
method in later years. For 1985, the preseribed accelerated method
would approximate the benefit of using the 175-percent declining
balance method with a switeh to the SYD method. In 1986 and there-
after, the preseribed accelerated method would approximate the bene-
fit of usine the 200-percent declining balance method with a switch
to SYD. The retirement-replacement-betterment method for railroads
would be repealed.

3-year class—The 3-vear class under the Administration’s original
bill would be expanded to include all other machinery and equipment
with an ADR mid-point life of 4-years or less as of January 1. 1981.

J-yeny class—The 5-vear class would remain the same as under the
Administration’s original bill, excent some property that was in the
c’)iyem’ class under the original bill would be placed in the 3-year
class.

10-year class—~The 10-vear class would be expanded to include
theme park structures and other real property for which the taxpayer
mav use and ADR lower limit life of 10 vears or less.

Equipment leasing.—The bill would provide liberalized rules for
determining if a transaction involving new personal property owned
by corporations is a lease. In general, the present requirement that
the lessor must have a minimum at-risk investment of 20 percent
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of cost would be lowered to 10 percent. In addition, a transaction
would not be denied treatment as a lease merely because the lessor
can show a profit and a positive cash flow from the lease only if tax
benefits are taken into account.

Real property

Recovery period—Under the Administration’s revised bill, real
property (other than real property included in the 10-year class)
would have a 15-year recovery period. A taxpayer would have the
opt?og to use a 35-year recovery period instead of the 15-year recovery
period.

Method.—The cost of real property would be recovered using a pre-
scribed accelerated method, but only if the regular 15-year recovery
period is used. The straight-line method could be elected if the tax-
payer used either the regular recovery period or the optional longer
recovery period. The prescribed accelerated method would approxi-
mate the benefit of using the 200-percent declining balance method
with a switch to the straight-line method.

Gain on disposition.—If nonresidential property in the 15-year class
is depreciated under the prescribed accelerated method, all gain would
be ordinary income to the extent of all depreciation previously taken.
However, 1f the straight-line method were elected, all gain would be
capital gain.

For all residential real property, gain would be ordinary income
only to the extent the depreciation allowed exceeds the depreciation
that would have been allowable if the straight-line method had been
used. Therefore, if the straight-line method were elected, all gain
would be capital gain.

Other matters
. There are additional changes in the rules relating to the following
issues:
(1) Depreciation of property used predominantly outside the U.S.;
(2) Computation of earnings and profits;
(3) Computation of minimum tax preference items;
(4) Public utility property;
(5) Certain railroad property ; and
(6) Property used before, and purchased after, the effective date.

Investment tax credit

The investment credit rules would remain the same as under the
Administration’s original bill excent a safe harhor from the at-risk
limitation on the investment credit has been added. Under the safe
harbor, the taxpaver would be considered at risk with respect to
amounts borrowed from banks, insurance companies, and savings and
loan associations even if the taxpayer were not personally liable to
repay the debt.

Capital Cost Recovery Act of 1981 (H.R. 1053)

For most depreciable assets, the Capital Cost Recovery Act of 1981
(H.R. 1053) would replace existing depreciation and investment
credit rules with a system very similar to the orioinal Administration
proposal. Unlike the Administration proposal, this bill would place all
real property, except for residential real property, in the 10-year class.
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Also, the 3-year class would be limited to up to $100,000 of investment
in cars and light trucks.

B. Simplified Cost Recovery Systems

1. 1980 Senate Finance Committee’s Bill (“2-4-7-10")

The Simplified Cost Recovery System (also called “2-4-7-107) was
apmoved by the Senate Finance Committee last year and was em-
bodied in the Finance Committee amendment to H.R. 5829 in the 96th
Congress.

Personal property

Owerview.—The bill would establish an open account system in lieu
of present methods for the depreciation of most tangible personal
property. Public utility property, however, would continue to be de-
preciated under present rules, except that the ADR useful life variance
for it would be increased from 20 to 30 percent. The system would have
been fully effective on January 1. 1981.

Open accounts—Unlike present law, which generally requires sepa-
rate accounting for assets placed in service in different years (vintage
accounting), the bill would establish a system in which a single recovery
account is provided for all property with the same recovery period.
When an asset is placed in service, a taxpayer would add its costs to
the account with the appropriate recovery period. When an asset is
sold. no gain or loss would generally be recovnued Instead. the balance
of the appropriate open account would be reduced by the amount
realized from the sale, and future years’ depreciation deductions would
be reduced correspondingly.

Recovery period. —Tanfrlble personal property would be assigned to
one of four recovery accounts representing periods of 2, 4, 7, and 10
years. In general, property would be assigned to an accmmt with a
recovery pemod at least 40 percent shorter than the present ADR guide-
line period for the property.

Method.—A declining-balance method would be used to compnte
each year’s dem‘ecmtlon deduction for all assets within a particular
open account. Kach year’s deduction would be computed bv mnltiply-
ing the balance (unrecovered costs) in the acconnt by either 200 per-
cent, 150 percent, or 100 percent of the straight-line rate for the recov-
ery nerlod at rhc taxpayer’s election. For examnple, for an asset in
the 10-year class with a straight-line rate of 10 percent, the annual
recovery percentage could be either 20 percent, 15 percent or 10 per-
cent. The amount of the allowable deduction would then be subtracted
from the account to determine the opening balance for the following
vear.

Investment credit—The reoular investment tax credit would be 2.5
percent. for assets in a 2-vear account, 6 nercent for assets in a 4-year
account and 10 nercent for assets in a 7-year or 10-year account.

. $25.000 exnensing.—A taxpaver would be allowed to take an imme-
diate deduction for the first $25.000 of expenditures each year for
tangible nersonal property, but no investment tax credit would be
allowed for such property.



Real property

The Finance Committee’s bill would provide several new approaches
to the depreciation of real property, as elective alternatives to
present methods. First, a taxpayer could elect to depreciate any
structure over a 20-year period using the straight-line method.
Second, a taxpayer could elect to depreciate low-income rental hous-
ing over a 15-year period using the straight-line method. Third, cer-
tain owner-occupied business structures could be depreciated over a
15-year period using the 150-percent declining balance method, in
which case the recapture rules currently applicable to depreciable per-
sonal property would apply. These 15-year and 20-year lives would be
audit-proof.

2. Modifications of “2—4-7-10"

A capital cost recovery system using open accounts could be
structured to lead to different results than the Finance Com-
mittee bill by altering the number of recovery accounts, the length of
the recovery periods, the assignment of assets to recovery accounts
and the investment tax credit percentage which applies to property
in an account.

For example, an open accounts system could be devised which
would operate like 2-4-7-10, but which would have fewer asset classes
and more accelerated cost recovery, and would be more nearly neutral
across different classes of assets. The system could be devised to achieve
any desired effective tax rate for assets covered—the 46-percent statu-
tory rate, a zero effective tax rate (i.e., the present value of the depre-
ciation deductions and the allowable investment credit for each ree-
overy class would equal expensing), or any rate in between.

C. First-Year Capital Cost Recovery System
(H.R. 3443 and H.R. 3500)

Two bills, H.R. 3443 (Messrs. Shannon, Gibbons, Matsui, Stark,
Ford and Downey) and TL.R. 3500 (Mr. Heftel), have been introduced
based on the Jorgenson-Auerbach first-year capital cost recovery sys-
tem. Under these capital cost recovery systems, the capital costs of
personal property would be recovered through a single deduction al-
lowable for the taxable year in which the asset is placed in service
rather than being recovered through a series of deductions spread over
the useful life of the property. This first-year allowance would replace
both the future depreciation deductions and the regular investment
credit and ESOP credit that otherwise would be allowable for the
asset.

Under both bills, energy credits would be allowed, as under present
law. Long-lived public utility property would not be included under
the first-year system, but would be depreciated under present rules
with the ADR variance increased from 20 percent to 30 percent.

When an asset is resold, the buyer would be allowed a first-year de-
duction based on the resale price and the seller’s ordinary income
would be increased by the amount of this deduction.

Under H.R. 3443, there would be mandatory expensing for the first
$25,000 of investment, beginning with investments in assets with the
shortest useful lives. Under H.R. 8500, there would be mandatory



8

expensing for the costs of short-lived assets only, without any dollar
limitation.

Both bills would limit the amount of used property eligible for the
first-year allowance for taxable years beginning before 1984. In addi-
tion, both bills provide phase-in rules that would defer the allowance
of deductions for personal property placed in service during the first
years of the proposed plan.

Real property, other than low-income housing, generally would be
depreciated on a composite basis without reduction for salvage value
over a 20-year period using the straight-line method. Under HLR. 3500,
a 15-year recovery period could be elected for property other than low-
income housing, but all previously allowed depreciation would be re-
captured as ordinary income upon sale or other disposition of the
property. Under both bills, low-income housing would be depreciated
on a composite basis without reduction for salvage value using the
straight-line method over a 15-year period.

D. Expensing

Under a system of immediate expensing, a taxpayer would be al-
lowed to deduct the entire cost of depreciable property, whatever its
useful life, in the year in which the property is placed in
service. There would be no regular investment tax credit. This is the
method of capital cost recovery now allowed for intangible drilling
costs and research and experimentation expenditures. Expensing gen-
erally has been discussed as a possible capital cost recovery method for
tangible personal property only.

A result approximately equivalent to immediate expensing could be
reached in certain circumstances under a capital cost recovery system
which is not organized on the principle of expensing but which does
include an investment tax credit. A 10-percent investment credit can
be viewed as a deduction of 21.7 cents per $1 of investment for a tax-
payer whose statutory tax rate is 46 percent, because both a 10-cent
credit and a 21.7-cent deduction reduce tax liability by 10 cents (46
percent, of 21.7 equals 10). If the taxpayer’s investment qualifies for
this eredit and the present value of depreciation deductions amounts
to 78.3 cents per dollar invested, then the present value of the aggre-
gate of the capital cost allowances available with respect to the asset
would be one dollar—equivalent to expensing.

It would be possible to allow or require expensing for a percentage
of the taxpayer’s investment or for a limited amount (e.g., $25,000)
of investment each year. Expensing of investments up to $25,000 per
year has been recommended as a way to enable many small businesses
to avoid depreciation computations altogether for tax purposes.



IL. ANALYSIS OF SPECIFIC ISSUES RAISED BY CAPITAL
COST RECOVERY PROPOSALS

A. Property Eligible For Investment Incentives

Present Law

Depreciation

Depreciation is based on the concept that the cost of an asset should
be allocated to the period the property is used to produce income.
Depreciation, therefore, is intended to permit a proper determination
of net income from use of a wasting asset. Congress adopted accelerated
methods of depreciation in 1954 so that the timing of depreciation
deductions would be more in accord with the actual pattern of loss of
economic usefulness. Congress felt that machinery and equipment
typically depreciate faster and contribute more to income in the early
years of use rather than the years immediately preceding retirement.

In general, property is deplecmble if it is (1) used in a trade or
business or for the production of income, and (2) subject to wear and
tear, decay or decline from natural causes, exhaustion, or obsolescence.
Land, goodwill, stock, and other assets tha(’ do not have a determinable
useful life and that do not have a predictable decline in value are not
depreciable.

Investment tax credit

The purpose of the investment credit is unrelated to a determination
of net income. The reasons given by Congress in 1962 for allowing the
credit were to (1) encourage modernization and expansu)n of the na-
tion’s productive famhtles, (2) increase job opportunities, and (3)
improve the competitive position of the United States in the world
economy.

To be cligible for the investment credit, property must be de-
Ppreciable and have a useful life of three years or more. Several types
of depreciable property, however, are “specifically excluded from
eligibility for the investment credit. Eligible property does not include
(1) intangible property, (2) most buildings and their structural com-
ponents, (3) property used by tax-exempt organizations or govern-
mental units or leased to one of those entities, (4) property used pre-
dominantly outside the United States, (5) property used for lodging
or residential use, (6) certain oil or gas fired boilers, (7) air
conditioning or hoatmg units, (8) horses, and (9) property amortized
under certain special provisions (e.g., amortization of certified historic
rehabilitation expenditures under sec. 191). Also, no credit is allowed
to most noncorporate lessors.

These exclusions generally reflect the desire to target the invest-
ment stimulus for the purposes outlined by the Congress. For ex-
ample, assets used predominantly outside the United States were ex-

9)
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cluded because of the desire to increase job opportunities in the United
States and to improve the competitive position of businesses located
in the United States. Denying the credit for property leased to tax-
exempt organizations for use in an exempt function ensures that the
credit does not provide an indirect subsidy for tax-exempt organiza-
tions as the result of the lessor passing through the credit in the form
of lower rents. The exclusion of oil or gas fired boilers and air condi-
tioning or heating units was intended to aid in reducing the United
States’ dependence on oil and gas.

Issues

(1) Should property ineligible for the investment tax credit:

(a) be included in any new cost recovery system intended as
an investment stimulus,

(b) be included in any new system under rules less generous
than the rules applicable to property now eligible for the invest-
ment credit, or

(¢) continue to be depreciated under present law rules?

(2) Should property be excluded from any new cost recovery system
that is less generous than the present law rules for depreciation of that
property ?

Description of Proposals

Overview.—XEach of the alternative cost recovery proposals would
replace the existing investment credit and depreciation system with a
new cost recovery system. In general, the proposed cost recovery sys-
tems would provide faster depreciation and increased investment cred-
its to stimulate investment in productive assets.

Most depreciable property would be eligible for the new systems of
depreciation. Although the useful life limitation on the amount of the
investment credit would change, the eligibility requirements for the
credit would remain the same as present law.

In general, any property excluded from the new systems would be
subiect to present law rules.

Administration bill and H.R. 1053.—Under the Administration’s
original (and revised) bill, property amortized and most property
depreciated in terms other than years (e.g., movies depreciated under
the income forecast method) would remain subject to present law.
However, railroad property depreciated in terms other than years
under the retirement-replacement-betterment system would be includ-
ed_in the cost recovery system.

H.R. 1053 differs from the Administration’s bill in that railroad
property depreciated under the retirement-replacement-betterment
system and residential rental property would remain subject to pres-
ent law rules.

Simplified cost recovery.—The 1980 Senate Finance Committee
hill would exclude: (1) property amortized, (2) property depreciated
in terms other than years (e.g., movies depreciated under the income
forccast method and railroad property depreciated under the retire-
ment-replacement-betterment system), (8) public utility property,
(4) oil or gas fired boilers and (5) property used predominantly out-
side the United States. Also, the taxpayer could elect to depreciate
Tivestock under present law.
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First-year capital cost recovery.—The first-year capital cost re-
covery systems would exclude the same property excluded under the
Finance Committee’s bill, except that short-lived utility property
would not be included. In addition, the first-year cost recovery system
would exclude : (1) regulated oil pipelines, (2) property owned by cer-
tain noncorporate lessors, (3) real property for which an ADR life is
currently prescribed, and (4) property disposed of within one year
after the date the property is placed in service.

General Analysis

Overview.—The proposed cost recovery systems would deviate from
the notion that depreciation is a means of recovering costs and deter-
mining income from the use of a wasting asset. Rather, the proposals
for depreciation are intended to provide the same type of investment
stimulus as the investment credit. However, while most property would
receive faster depreciation and increased investment credits under the
proposals, the combination of depreciation and investment credits for
some types of property under some of the cost recovery proposals
wonld be less generous than present law.

Exclusion of property ineligible for investment credit.—As dis-
cussed in the earlier staff pamphlet on the economic issues related
to depreciation reform (JCS-18-81), the investment tax credit and
accelerated depreciation are, to a large extent, interchangeable as
components of a capital cost recovery system; that is, additional
depreciation is a substitute for a larger investment credit and vice
versa. Expending and the first-year capital cost recovery systems
represent ways of allowing increased depreciation deductions in lieu
of an investment credit. Since depreciation under any of the pro-
posed cost recovery systems is intended to provide the same type of
investment stimulus as the investment credit, the Committee may
wish to exclude property ineligible for the credit from faster depre-
ciation under any new cost recovery system. The cost for such prop-
erty could be recovered under present law, perhaps with certain
changes (e.g., an increased ADR variance). Alternatively, a new sys-
tem could be established for such property but with less generous
cost. recovery provisions.

Present law more generous for some property—Under present
law, movies depreciated under the income forecast method and railroad
property depreciated under the retirement-replacement-betterment
system may receive benefits more generous than expensing because of
the combination of depreciation and the investment credit. Thus, there
may be a tax increase for that property if they were included in any
new capital cost recovery proposal less generous than expensing.




B. Recovery Periods (or Useful Lives) for Personal Property
Present Law

Under present law, the capital cost of a depreciable asset used in a
trade or business or held for the production of income generally must
be recovered over the period it is used by the taxpayer, rather than in
the year of its acquisition. Allowing the cost of a depreciable asset to
be recovered over its useful life generally accomplishes the objective
of matching the deductions for the cost of the asset with the income
produced by its use, thereby permitting a proper determination of net
income from use of the asset.

Under the “facts and circumstances” method, the “useful life” of the
asset—the period of time in which the asset may reasonably be ex-
pected to be used by the taxpayer in a trade or business or in the pro-
duction of income—is determined by the taxpayer by taking into
account its experience with similar property and considering present
conditions and probable future developments. The useful life for iden-
tical assets may be different for two taxpayers. For example, one tax-
payer may routinely retire a particular piece of equipment after using
it for 3 years, whereas, under another taxpayer’s usual business prac-
tice, an 1dentical piece of equipment may be used for 5 years,

The determination of useful life by facts and circumstances has led
to many controversies between taxpayers and the Internal Revenue
Service. In an effort to reduce these and other controversies, the Asset
Depreciation Range (“ADR?”) system was enacted. Under ADR, the
Treasury, through its Office of Industrial Economics, establishes and
publishes estimated useful lives (guideline periods or midpoint lives)
for categories of assets that have common characteristics or that are
utilized in the same or related activities. These lives are supposed to be
based on actual asset replacement practices being employed by tax-
payers and also reflect other factors such as obsolescence. A taxpayer
may generally select a useful life within a range of 20 percent less than
or greater than the midpoint life for the asset.

Table 1 illustrates the useful lives of a limited number of asset
classes under ADR. The useful lives for all ADR classes are set forth
in Appendix A (pp. 40-47) of the preceding depreciation pamphlet
(Part I1: JCS-20-81).

12)
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TaBLE 1.—ADR UskrurL Lives oF VARIOUS ASSETS

Asset depreciation range

(in years)
Asset
guide-
Lower line Upper
Description of assets in guideline class limit period limit

Certain short-lived assets:
Manufacture of glass products—
special tools_________l__________ 2.0 2.5 3.0
Manufacture of motor vehicles—

Special tools________________.____ 2.5 3.0 3.5
Breeding hogs.....- sowsmwme weme e 2.5 3.0 3.5
Certain intermediate-lived assets:
Data handling equipment except
computers.__ . _____________.___ 5.0 6.0 7.0
Assets used in drilling of oil and
gaswells.______________________ 5.0 6.0 7.0
Manufacture of apparel and other
finished products________________ 7.0 9.0 11.0
Certain long-lived assets:
Vessels, barges, tugs, and similar
water transportation equipment,
except those used in marine con-
tract construction_______________ . 145 18.0 21.5
Telephone central office equipment__  16. 0 20.0 24.0
Railroad hydraulic electric gener-
ating equipment_________________ 40.0 50.0 60.0

Source: Revenue Procedure 77-10, 1977-1 C.B. 548, as amended.

Issues
The accelerated capital cost recovery proposals raise the issue of
whether capital costs should be recovered over periods which are estab-
lished with reference to (but possibly significantly shorter than) the
actual useful lives of the assets being depreciated (as is the case under
present law, the Simplified Cost Recovery System and the First-Year
Capital Cost Recovery System) or whether the recovery periods should
be established and assigned without reference to actual useful lives (as
is the case under the Administration’s proposed ACRS and H.R. 1053).
A related issue is whether the recovery periods should be established
by the Congress in the legislation, by the Treasury on the basis of
industry experience, or by taxpayers on the basis of facts and cir-
cumstances.
Description of Proposals
Original Administration bill.—TUnder the Administration’s origi-
nal bill, the capital costs of most assets would be recovered over periods
unrelated to their useful lives. For example, most machinery and
equipment would be in the 5-year class. Such property, under ADR,
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presently has midpoint lives ranging from 2.5 to 20 years. Public util-
ity property with midpoint lives ranging from 19 to 50 years would be
in the 10-year class. Autos, light-duty trucks, and machinery and
equipment used in research and experimentation would be placed in
the 3-year class. ADR midpoint lives for cars and light-duty trucks
are 8 and 4 years, respectively. The present lives of machinery and
equipment used in research and experimentation vary, depending on
1ts type.

Revised Administration bill.—The 3-year class would be expanded
to include all assets with present ADR lives of 4 years or less, e.g.
special tools used in the automobile manufacturing.

H.R. 1053.—As in the Administration’s original bill, the recovery
periods for most assets would be unrelated to their present useful
lives under ILR. 1053.

Simplified cost recovery.—Under the open account recovery system
of the 1980 Finance Committee bill, the recovery periods would be
specified in the legislation and would be substantially shorter than
present useful lives. In contrast to the Administration’s bills and H.R.
1053, however, the recovery periods for tangible personal property
would be determined by reference to their present ADR midpoint lives.
Under the Senate Finance Committee’s bill, recovery periods for
machinery and equipment would be at least 40 percent shorter than
present ADR midpoint lives as set forth below :

ADR midpoint life: Revoveryperiod
6.5 yearsorless.____________ .. 2
7.0 years to 11.5 years - 4
12.0 years to 16.5 year: — 7
More than 16.5 years - 10

The Treasury would have the authority to reclassify property into
a shorter recovery period and to classify property not currently
covered under the ADR system.

Public utility property was not included in the simplified cost
recovery system and would remain under ADR. However, public utili-
ties would be permitted to select a useful life within a range of 30 per-
cent greater or less than the midpoint life (as contrasted with 20
percent under the present law).

First-year capital cost recovery.—Under the first-year capital cost
recovery (FYCR) proposals (H.R. 3443; H.R. 3500), capital costs
would not be recovered over a period of time. Rather, a first-year
deduction would be allowed for most depreciable assets. The first-year
deduction would be computed by multiplying the prescribed per-
centage for the asset’s class by the adjusted basis of the property. The
amount of the first-year deduction would be generally correlated with
the useful life of an asset; the shorter the useful life of an asset, the
greater would be the amount of the first-year deduction.

Under both H.R. 3443 and H.R. 3500, the applicable percentage for
each class would be specified by the Congress in the legislation; the
taxpayer would not have the option of establishing a recovery deduc-
tion based on its own projected use. However, the Treasury would be
able to assign property to a different class if it determines that the first-
year percentage for a different class would more accurately reflect
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yearly declines in the value of the property relative to other property.
Also, if property does not have a present ADR guideline life, the
Treasury would make the initial assignment to a class in a manner
consistent with the procedure for reassignment of property to classes.

Analysis of Proposals

Overview.—Eliminating any tie between recovery periods and esti-
mated useful lives or economic depreciation may cause ditferent types
of assets with significantly different useful lives to be subject to signifi-
cantly different effective tax rates. (See discussion of “Bias across
assets” in the first of this series of pamphlets on depreciation—Part I
at page 18.) If assets are assigned on the basis of their actual useful
lives to appropriately designed recovery classes (which may be signifi- .
cantly shorter than the actual useful life but which bear a relationship
thereto), then neutrality across assets can be achieved. Under a prop-
erly structured system, a relatively high degree of neutrality (in a
system with low effective tax rates) can be achieved with only 3 or
4 recovery classes. If, however, the committee decides to design a
capital cost recovery system comparable to expensing, neutrality can
be achieved with only a single asset class. Under expensing, the effec-
tive tax rate would be zero. In general, the closer the effective tax rate
is to zero, the fewer are the asset classes needed to achieve neutrality.

The simplified cost recovery proposals (such as the 1980 Finance
Committee bill) and the first-year capital cost recovery proposals
retain a tie between the estimated useful life of depreciable property
and the period used to calculate the depreciation allowances, while
the Administration’s bills and H.R. 1053 would generally sever that
tie. However, the Administration’s revised bill would generally retain
some tie for assets in the 3-year class because all assets with present
ADR midpoint lives of four years or less would be placed in the
3-year class,

Simplification.—An advantage of establishing recovery periods
unrelated to the useful lives is that it would permit a reduction in the
number of class lives from over 100 to only 3 (10, 5, and 3), substan-
tially simplify the determination of appropriate class life, and mini-
mize possible problems and controversies involved in selecting a class
life. This is particularly true under H.R. 1053 and the Administra-
tion’s bills because almost all machinery and equipment for taxpayers
other than public utilities would be in the 5-year class.

Nevertheless, other proposals also permit a substantial reduction in
the number of asset classes. For example, the 1980 Finance Com-
mittee version of Simplified Cost Recovery had only 4 classes (2, 4, 7,
and 10 years) for all machinery and equipment other than public
utility property and would still provide a greater uniformity of effec-
tive tax rates for property depreciated under the system (i.e., greater
neutrality) than is provided by present law. A’ relatively neutral
version of the Simplified Cost Recovery System could be structured
using only three asset classes. The introduced bills basde on the first-
year capital cost recovery system. H.R. 3443 and H.R. 3500, also have
only a few classes, four and three classes, respectively. This system
achieves relative neutrality, and yet the system also is designed by
reference to actual useful lives.
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Assigning property to recovery classes based on actual useful lives
may cause controversy over appropriate useful lives. Under the pres-
ent ADR system, taxpayers argue in certain cases that the class lives
promulgated by the Treasury Department’s Office of Industrial Eco-
nomics do not (or have ceased to) accurately reflect actual asset
replacement practices or obsolescence. If recovery periods are estab-
lished with reference to useful lives, it would be necessary for Treasury
to continue to monitor and analyze actual industry experience with all
assets so that changes could be made when appropriate to ensure that
an originally designed neutral system maintains its designed level of
neutrality across assets. Changes in recovery periods could be left to
the administrative process, or the authority to change recovery classes
could be reserved by the Congress. The determination of appropriate
class lives would involve at least some problems and potential for con-
troversy, although it is not certain that either would be substantial.

Technical issues.—Depreciation over periods assigned without ref-
erence to estimated useful life presents certain problems in selecting
an appropriate base to use in determining earnings and profits, in de-
termining the tax preference for minimum tax purposes, and in the
treatment of foreign assets. Under present law, these items are deter-
mined with reference to the actual lives of assets. Use of shortened re-
covery periods would generally be inappropriate for such determina-
tions. Three possible alternatives are to (1) use recovery periods that
are unrelated to actual useful lives but are longer than the regular
recovery periods, (2) use the present law system of useful lives or (3)
use a system based on the present Jaw ADR system. Alternative num-
ber (1) is the approach taken in the Administration’s. original bill.
Both alternatives (1) and (3) would be used in the Administration’s
revised bill. These issues are separately discussed elsewhere in this
pamphlet.

Possible lengthening of lives.—Finally, assigning assets to recovery
classes unrelated to actual useful lives creates the possibility that
some assets may be assigned to recovery periods which are longer
than their actual useful lives. For example, a number of categories
of assets with ADR lives of less than 5 years (lower limit) would be
assigned to the 5-year class under the Administration’s original bill
and H.R. 1053.* However, this would be less of an issue under the
Administration’s revised bill because all assets with present ADR
midpoint lives of four years or less be placed in the 8-year class.

This lengthening of depreciable lives under the Administration’s
original bill and H.R. 1053 is, however, for most assets compensated
for by the allowance of a more generous investment tax credit than
allowed under present law. Under present law, assets depreciated over

*These ADR asset guideline classes and the present ADR lower limits include
class 00.26, tractor units for use over the road (3 years); class 01.23, Hogs,
Breeding (2.5 years) ; Class 01.24, Sheep and Goats, Breeding (4 years) ; class
20.5, manufacture of food and beverage—special handling devices (3 years) ; class
30.11, manufacture of rubber products—special tools and devices (3 years) ; class
30.21, manufacture of finished plastic products—special tools and devices (3
years) ; class 3211, manufacture of glass products—special tools (2 years) ;
class 34.01, manufacture of fabricated metal products—special tools (2.5 years) ;
class 37.12, manufacture of motor vehicles—special tools (2.5 years); class
49.121, electric utility nuclear fuel assembles (4 years).
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3 or 4 years received a 314-percent credit and those using a 5-year or 6-
year life receive a 624-percent credit. Under the Administration’s bills
and H.R. 1053, all assets in the 5-year class initially would receive a 10-
percent credit, which would be recaptured on a pro rata basis if the
asset is not used by the taxpayer in its business for the full 5 years. (In
effect, this would limit the credit to 2 percent for property held for
1 year, 4 percent for property held for 2 years, etc.) However, the lives
of a limited number of assets would be lengthened without a compen-
satory increase in the investment tax credit. For example, tax-
payers are claiming useful lives as short as three years for race horses.
Under present, law, horses are ineligible for the investment tax credit.
Under both of the Administration’s bills and under H.R. 1053, horses
would be placed in the 5-year class and would continue to be ineligible
for the credit. The Administration’s revised bill would not change this
result because horses are not eligible property under the ADR system
and, thus, would not be placed in the 3-year class.



C. Depreciation of Real Property

Present Law

Useful lives and methods

Useful lives.—Under present law, depreciation of real property may
be determined by estimating useful lives under a facts and circum-
stances test or by using guideline lives prescribed under Revenue Pro-
cedure 62-21, as in effect on December 31, 1970. In general, no guide-
line lives have been prescribed for real property under the ADR sys-
tem. However, ADR lives have been established for several types of
real property, including gas stations, farm buildings, and theme park
structures.

The TRS guideline lives contained in Rev. Proc. 62-21 range from
40 years for apartments to 60 years for warehouses. However, based on
a 1975 study by the Treasury Department’s Office of Industrial Eco-
nomics, average lives claimed by taxpayers for new buildings range
from 82 years for apartments to 43 years for bank buildings. (See
tables 2 and 3 in the earlier staff pamphlet on depreciation proposals:
Part I—JCS-18-81). The average figures reflect, in part, the fact that
some taxpayers are using component depreciation.

Component depreciation.—Under the component method of de-
preciation, a taxpayer allocates the cost of a building to its basic com-
ponent parts and then assigns separate useful lives to each of these
components. These components include the basic building shell, wir-
ing, plumbing and heating systems, roof, and other identifiable com-
ponents. Each of the component parts is then depreciated as a separate
item of property. The component depreciation method may be applied
to both new and used property.

The use of component depreciation produces the equivalent of a
relatively short composite life for the entire building if its short-
lived components, such as wiring, comprise a large portion of the
building’s cost as compared to its long-lived components, such as the
shell. However, many taxpayers do not use the component method be-
cause it is complex and, for used property, requires a competent
appraisal. In addition, there is no assurance that the lives chosen by
the taxpayer for the components would be approved by the Internal
Revenue Service or the courts.

Methods—New residential rental buildings may be depreciated
under the declining balance method at a rate of up to 200 percent of
the straight-line rate, the sum of the years-digits method, or any other
method if the total depreciation allowable during the first two-thirds
of the property’s useful life does not exceed the amount allowable
under the 200-percent declining balance method. For this purpose, a
building or structure is considered to be residential rental property for
any taxable years only if 80 percent or more of the gross rental income

18)
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is from the rental of dwelling units. New commercial buildings may be
depreciated under the declining balance method at 150 percent of the
straight-line rate, Used residential property with an estimated useful
life of 20 years or more can be depreciated under the declining balance
method at a rate of up to 125 percent of the straight-line rate. All
other used properties must be depreciated under the straight-line
method.

For a discussion of the rules for the treatment of gain or disposi-
tion of real property, see “F. Gain upon disposition.”

New v. used property

The guideline lives under Rev. Proc. 62-21 measure the useful lives
of new buildings and other structures. It is not possible to prescribe
guidelines for used buildings and other structures because the useful
life of any used asset depends upon its age and condition at the time
it is acquired.

Accelerated methods for used property were limited by Congress
because it wanted to put greater emphasis on expanding the country’s
capital stock by encouraging new construction. In addition, requiring
less accelerated methods for used property reduces the incentive for
rapid turnover of property to maximize tax benefits.

Owner-occupied property v. leased property

Under present law, the useful lives and methods of depreciation for
real property are the same, in general, whether the property is leased
or owner-occupied.

Low-income housing

The IRS guideline lives for buildings or other structures used to
provide living accommeodations for families of low or moderate
income * are the same as other types of residential property. However,
a taxpayer may be able to show under the facts and circumstances test
that the taxpayer’s experience with low-income housing indicates a
shorter useful life for that type of property. The taxpayer bears the
burden of establishing a pattern of shorter useful lives for comparable
assets.

Rehabilitation expenditures for low-income rental housing may be
amortized over a 60-month period. Also, for subsidized low-income
rental housing, the amount of depreciation subject to recapture as
ordinary income when the property is sold is phased out by one per-
centage point for each month after the property has been held for
100 months,

Issues

(1) What useful lives (recovery periods) and methods should
apply for depreciation of real property ?

*Under current Treasury regulations, occupants of a dwelling unit are con-
sidered families and individuals of low or moderate income only if their adjusted
income does not exceed 80 percent of the income limits prescribed by the Secretary
of Housing and Urban Development (HUD). The level of eligible income varies
according to geographical area. The current income limits prescribed by the
Secretary of HUD for a family of four are $22,500 in Washington, D.C., $19,875
in Chicago, and $17,375 in Los Angeles. Thus, families whose incomes do not
exceed 80 percent of these limits (i.e., $18,000, $15,900, and $18,900), respective-
1y would be considered low-income.
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(2) Should the composite method be mandatory for all buildings
or should taxpayers be permitted to depreciate building shelis and
their structural components separately ¢

(3) Should new property be treated the same as used property ¢

(4) Should owner-occupied property be treated the same as leased
property ¢

(5) Should low-income housing be treated the same as other resi-
dential property ?

(6) Should residential property be treated the same as nonresiden-
tial property ?

Description and Analysis of Proposals
Useful lives (recovery periods) and methods

Original Administration bill.—The Administration’s original bill
would give real property one of three mandatory recovery periods.
Residential property, other than low-income housing, would have
an 18-year recovery period. Owner-occupied industrial buildings and
research, retail, or distribution facilities would have a 10-year re-
covery period. A 1i-year recovery period would be allowed for (1)
low-income housing, (2) leased Industrial buildings, and leased re-
search, retail, or distribution facilities, and (3) other nonresidential
real property not included in the 10-year class.

In general, real property would be depreciated under the straight-
line method. However, the accelerated method available to personal
property in the 10-year class would apply to qualifying owner-occu-
pled structures.

For most real property, the Administration’s original bill would
be more favorable than present law. However, certain real property
covered under the present ADR system, such as theme park structures,
would have a recovery period longer than present lives and would
be required to use straight-line depreciation. Ifor example, theme park
structures under present law have an ADR lower limit life of 10
years and, if new, are entitled to use the 150-percent declining bal-
ance method of depreciation. However, under the Administration’s
original bill, those structures would be required to use straight-line
depreciation and a 15-year recovery period.? Under proposed 1reasury
regulations, special purpose agricultural structures are treated as
section 1250 property (Prop. Treas. Reg. § 1.48-10(h) (2)), and thus
would be placed in the 10-year or 15-year class depending on whether
the property is owner occupied or leased. Taxpayers have argued that
this property should be treated as section 1245 property and thus
included in the 5-year class.

Revised Administration bill—Under the Administration’s revised
bill, most real property would have a 15-year recovery period. Theme
park structures and other section 1250 property with a present ADR
lower limit of 10 years or less would have a 10-year recovery period
alnd would be treated the same as personal property in the 10-year
class,

There is some question whether special purpose agricultural struc-
tures are currently treated as a farm building or other land improve-

?Theme park structures would not qualify as owner-occupied buildings be-
cause they are not industrial buildings or retail, research, or distribution
facilities.



21

ment with an ADR lower limit of 20 years or as agricultural equipment
with an ADR lower limit of 8 years. If the structures do not have an
ADR lower limit life of 10 years or less, they would be in the 15-year
class under the Administration’s revised bill unless they are considered
section 1245 property, which would be included in the 5-year class.

For real property (other than real property included 1 the 10-year
class), a taxpayer would have the option to use the recovery period
used to compute earnings and profits, i.e., 35 years.

In generali, real property would be depreciated using rates based
on a 200-percent declning balance method, with a switch to the
straight-line method. However, taxpayers would have the option to
use the straight-line method over either the 15-year or 35-year recov-
ery period.

H.R. 1053—Under H.R. 1053, nonresidential property would be
placed in the 10-year category. Residential property would remain
subject to present law. An accelerated method would apply to prop-
erty in the 10-year class.

General analysis.—Most taxpayers in the real estate industry sup-
port proposals for reducing the period over which real property is
depreciated. Hlowever, certain real estate developers and their repre-
sentatives argue against allowing too rapid depreciation for real prop-
erty. Developers without sources of income other than from real estate
activities often will be unable to use the accelerated deductions and,
thus, will be at a competitive disadvantage compared to tax shelter
operations, which are designed to use all the tax benefits. There have
been suggestions by some developers that Congress should adopt a
20-year useful life and a straight-line method for all real property.

Elimination of component depreciation

In general, the proposals would eliminate the component method of
depreciation for real property. Thus, the recovery periods would apply
to the entire building, including its structural components. However,
the recovery periods for real property under the proposals are sig-
nificantly shorter that the average lives claimed by taxpayers under
present law, which reflect use of a component method by some tax-
payers. Moreover, the recovery periods could not be challenged on
audit. Requiring the composite method would greatly simplify the
determination of useful lives for buildings.

Used v. new property

Under each of the proposals, new and used property would have the
same recovery periods and methods.

More favorable accelerated methods are given to new construction
under present law as an incentive for expanding the stock of
buildings. Allowing equivalent write-offs for used buildings, would
reduce the relative attractiveness of new construction versus existing
buildings.

Depreciation of used real property on a more accelerated basis
(either through the use of accelerated methods or shortened recovery
periods) also would increase the incentive in an inflationary real estate
market for rapid turnover of real estate, The incentives for rapid
turnover are also due to present law rules allowing conversion of
ordinary income into capital gain under the section 1250 recapture
rules. The incentive is particularly great if the seller defers tax on the
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gain from sale of the property through installment reporting, while
the buyer begins depreciating the structure using a stepped-up basis
based on the assets purchase price.

Owner-occupied v. leased property

Description of proposals.—Owner-occupied industrial buildings
and retail, research, or distribution facilities would receive special
benefits under both the Administration’s original bill (10-year re-
covery period and accelerated method) and the 1980 Finance Com-
mittee bill (15-year recovery period and 1350-percent declining bal-
ance method). The Administration’s original bill would produce a
benefit. for owner-occupied property roughly equivalent to using
straight-line depreciation over a 6-year period as compared to 15-
and 18-year straight-line for other real property.



Under the Administration’s revised bill and under H.R. 1053 and
the two first-year capital cost recovery proposals (H.R. 3443 and H.R.
3500) , there would be no distinction between owner-occupied and leased
real property.

General analysis.—Investors that own and lease real property to
others argue that owner-occupied property should not be treated more
favorably than leased property because 1t would make it much more
attractive for their tenants to own their own business premises than
continuing to rent. Tenants oppose special treatment for their com-
petitors who own their own business premises because they believe
that treatment would put those not in a position to own their build-
ings at an unfair competitive disadvantage.

Those who favor shorter lives for owner-occupied real property
argue that these advantages would be appropriate to offset the advan-
tage received when taxpayers sell real property owing to the section
1250 recapture rules. They argue that taxpayers who do not sell their
property frequently, and, thus, who are unable to take advantage of
this favorable treatment of gain should be compensated with more
rapid depreciation if they are willing to accept the stricter section 1245
recapture rules. Section 1250 allows a relative benefit to real property
by treating gain on the sale of real property as ordinary income only
to the extent the gain is attributable to the accelerated portion of the
depreciation allowable, even though the full amount of the depreciation
would offset ordinary income in the year claimed. Thus, in effect, the
section 1250 recapture rules permit ordinary income to be converted
into capital gain to the extent of that portion of the claimed deprecia-
tion that does not exceed straight line.

Low-income housing

Some argue that depreciation for low-income housing should be
more generous than for other kinds of real property to provide a tax in-
centive to invest in low-income housing and to adjust for the fact that
low-income housing may have an actual useful life somewhat shorter
than other residential real property.

Under the Administration’s original bill and the 1980 Finance
Committee bill, a 15-year recovery period and straight-line deprecia-
tion would apply to low-income housing. The 15-year recovery period
would be mandatory under the Administration’s original bill and op-
tional under the Finance Committee bill.

Under the Administration’s revised bill, low-income housing would
have a_15-year recovery period and a 200-percent declining balance
method.

(23)






Low-income housing would be favored under the 1980 Finance
Committee bill because other real property generally would have
a 20-year recovery period. Although low-income housing would be fa-
vored under the Administration’s original bill over other residential
property (15-year as compared to 18-year recovery period), it would
not he favored over nonresidential property. Under the Administra-
tion’s revised bill, low-income housing would be treated the same as
other real property except for the recapture rules. (See “F. Gain on
Disposition.”)

H.R. 1053 covers nonresidential structures only and, thus, low-
income housing would remain under present law, as would other types
of residential property.

Under H.R. 3443 and H.R. 8500, low-income housing would be de-
preciated using the straight-line method over a 15-year period as
compared to a 20-year period for other real property. Under H.R.
3500, taxpayers could elect to use a 15-year recovery period instead of
a 20-year period for all real property.

Residential v. nonresidential buildings E

A basic issue in determining the appropriate depreciation for struc-
tures is whether different types of structures should receive different
treatment. Under present law, residential structures receive a prefer-
ence over nonresidential structures, representing a conscious attempt
by Congress to encourage housing investment. The Administration’s
original bill would reverse this preference in order to encourage con-
struction of industrial and commercial buildings to improve
productivity. However, residential property would be given more gen-
erous treatment than nonresidential property under the Administra-
tion’s revised bill because of the recapture rules. (See “F. Gain on
Disposition”.)

(25)



D. Salvage Value

Present Law

Salvage value is the amount (determined at the time of acquisition)
that the taxpayer estimates will be realized on the sale or other dispo-
sition of an asset when it is no longer useful in the taxpayer’s trade or
business or in the production of income. Depreciation deductions are
not allowed with respect to the cost of property that represents salvage
value. This is because the cost of property representing salvage value
is not wasted in producing income and is expected to be recovered on
its disposition. Disputes between the taxpayer and the Internal Reve-
nue Service have frequently arisen as to the appropriate amount of an
asset’s salvage value. However, a special rule permits the salvage value
of depreciable personal property (other than livestock) with a useful
life of three years or more to be reduced by an amount up to, but not
more than, 10 percent of the asset’s basis. Thus, if the salvage value of
this personal property is less than 10 percent, it may be ignored.

Issue
Should the salvage value concept be eliminated ?
Analysis

All of the proposed cost recovery systems would eliminate consider-
ation of the projected salvage value of personal property in computing
depreciation, even where salvage value may reasonably be expected to
exceed 10 percent of the original cost of the asset. Under the Adminis-
tration’s revised bill, the salvage value concept also would be elimi-
nated for real property. Thus, potential disputes as to the appropri-
ateness of the salvage claimed by the taxpayer would be eliminated.
Another consequence would be to increase and accelerate depreciation
deductions because depreciation would be computed with reference to
the\i full cost of the asset rather than its cost less its projected salvage
value,*

For personal property subject to recapture, the increase in deprecia-
tion deductions resulting from elimination of the salvage value concept
generally would not result in a permanent reduction of tax but rather
would provide a timing advantage. This is because previously
allowed depreciation would be recaptured as ordinary income upon a
taxable disposition of the asset to the extent of any gain realized on
disposition (sec. 1245). Thus, to the extent there is an increase in
allowable depreciation because salvage value is not taken into account,
there would generally be an increase in the amount of ordinary income
realized on the asset’s disposition. Under the 1980 Finance Commit-

fThe declining balance methed of depreciation under present law also permits
this acceleration. Unlike the straight-line and SYD methods, the declining bal-
ance method is computed using the full cost of the asset. However, unlike the
various new capital cost recovery proposals, the declining balance method under
pr?sent law does not permit the recovery of costs representing the asset’s salvage
value,
(26)
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tee’s open account system, this recapture would be deferred even fur-
ther because gain realized generally would not be recognized at
the time of the asset’s disposition, but would reduce future depreciation
deductions allowable with respect to the other assets remaining in the
open account.

Real property other than residential property, depreciated at the
prescribed accelerated rates under the Administration’s revised bill,
would receive the same benefit as described above for personal prop-
erty. However, in the case of residential real property subject to section
1250 recapture, the disregard of salvage value would result in a per-
manent tax advantage as well as a timing advantage. The depreciation
attributable to the salvage value would be used to offset the taxpayer’s
ordinary income in the year claimed, but on the disposition of the real.
property, a portion of the gain attributable to these depreciation de-
ductions would be taxed at capital gains rates.



E. Type of Account
Present Law

Under the present ADR system, the taxpayer must use vintage
accounts, For assets that are not depreciated under the ADR system,
the taxpayer, in general, has a choice of using item accounts or group
accounts.

ADR vintage accounts

Grouping of assets.—Under a vintage account system, property is
grouped according to the year the property is placed in service. For ex-
ample, property placed in service in 1981 must be placed in an account
separate from assets placed in service in 1982. In addition, all asset<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>