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I. INTRODUCTION 

A major theme of economics i s  t h e  need t o  use c a p i t a l  and l abor  

e f f i c i e n t l y .  N e u t r a l i t y ,  p a r t i c u l a r l y  t a x  n e u t r a l i t y ,  between long-

and shor t - l ived  assets is an important a spec t  of t h i s  theme. Only i f  

t he  t a x  system i s  n e u t r a l  between c a p i t a l  services provided by long- and 

shor t - l ived  assets can c a p i t a l  and l abor  be e f f i c i e n t l y  combined. 

Congress has  provided a number of t a x  incen t ives ,  inc luding  tax 

deprec i a t ion  more rap id  than economic deprec i a t ion  and t h e  investment 

t a x  c r e d i t ,  aimed a t  s t imu la t ing  a d d i t i o n a l  investment. Attempts t o  

s t i m u l a t e  investment should be done i n  a way which is  evenhanded o r  

n e u t r a l  between c a p i t a l  services embodied i n  long- and shor t - l i ved  

assets. This paper focuses  on t h e  c r i t e r i o n  f o r  a n e u t r a l  t a x  i n c e n t i v e  

( o r  d i s incen t ive )  L’ f o r  investment. The paper is  no t  concerned wi th  

n e u t r a l i t y  between c a p i t a l  and labor .  Rather i t  i s  assumed t h a t ,  wh i l e  

w e  may want t o  tilt economic dec i s ions  towards c a p i t a l  o r  l abor ,  we do 

not  want t o  b i a s  t he  source of c a p i t a l  services suppl ied  by long- and 

shor t - l ived  assets. 

Confusion concerning t a x  n e u t r a l i t y  between long- and shor t - l i ved  

assets arises i n  p a r t  because t h e r e  are two somewhat c o n f l i c t i n g  n e u t r a l i t y  

c r i te r ia - -one  based on t h e  r e n t a l  c o s t  of c a p i t a l  and one based on t h e  

rate of re turn .  The r e n t a l  c o s t  of c a p i t a l  c r i t e r i o n  impl ies  t h a t  a 

t a x  incentive should p ropor t iona te ly  decrease  t h e  r e n t a l  cos t  of a l l  

investments ,  The rate of r e t u r n  c r i t e r i o n  r equ i r e s  t h a t  a t a x  i n c e n t i v e  
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should p ropor t iona te ly  increase  the  rate of  r e t u r n  of a l l  investments.  

These two cr i ter ia  are not  cons i s t en t  wi th  each o t h e r ,  and i t  is  the  

i n t e n t i o n  of t h i s  paper t o  demonstrate t h a t  t h e  rate of r e t u r n  c r i t e r i o n  

must be used i n  o rde r  t o  achieve t a x  n e u t r a l i t y  as t o  the  source of 

c a p i t a l  services, whether provided by long- o r  shor t - l ived  c a p i t a l  

assets. 
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11. RENTAL COST OF CAPITAL 

The r e n t a l  c o s t  of c a p i t a l  is  e s s e n t i a l l y  the  f a c t o r  c o s t  o r  

s o c i a l  cos t  of us ing  a u n i t  of phys i ca l  c a p i t a l  f o r  one per iod.  It is 

the  p r i c e  f o r  t h e  use  of phys i ca l  c a p i t a l  j u s t  as the  wage rate is t h e  

p r i c e  f o r  t h e  use  of l a b o r  services. It inc ludes  an amount f o r  c a p i t a l  

recovery,  a n e t  after-tax r e t u r n  on t h e  amount inves t ed ,  and t h e  t a x  on 

t h i s  income. H a l l  and Jorgenson [3]  have def ined the  r e n t a l  cos t  t o  be: -21 

1-uzc = q ( r  + S )  -
1-u 

where 	 c = ren ta l  c o s t  

q = p r i c e  of new c a p i t a l  asset 

r = a f t e r - t a x  "normal" rate of r e t u r n  

6 = economic d e c l i n e  rate 

u = nominal t a x  rate 

z = presen t  va lue  of tax deprec i a t ion  pe r  d o l l a r  of o r i g i n a l  cos t .  

Various commentators have suggested t h a t  n e u t r a l i t y  between long-

and shor t - l i ved  assets r e q u i r e s  a tax i n c e n t i v e  t h a t  p ropor t iona te ly  reduces 

the  r e n t a l  c o s t  of c a p i t a l  f o r  a l l  investments  [ 4 ] .  For example, I a s s e r t e d  

t h a t  an investment tax c r e d i t  of k percen t  wi th  a b a s i s  adjustment ( f o r  

purposes of c a l c u l a t i n g  deprec i a t ion  allowances) i s  a n e u t r a l  i n c e n t i v e  

[ 4 ] .  Such a tax c r e d i t  reduces the  r e n t a l  c o s t  of c a p i t a l  by k percent .  

Its e f f e c t  on the  r e n t a l  p r i c e  i s  e x a c t l y  the  same as a k percent  reduc­

t i o n  i n  t h e  p r i c e  of a l l  new c a p i t a l  goods. Economists are accustomed 
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t o  t h ink ing  t h a t  t a x  n e u t r a l i t y  is  achieved wi th in  any group of goods 

i f  t h e i r  r e l a t i v e  p r i c e s  are n o t  d i s tu rbed  by t h e  t a x  change. I n  t h i s  

sense ,  an  equal  percentage reduct ion  i n  t h e  p r i c e  of a l l  c a p i t a l  goods 

appears  t o  b e  n e u t r a l .  

One way t o  see t h a t  an investment c r e d i t  wi th  a b a s i s  adjustment  

ensures  a p ropor t iona te  r educ t ion  i n  r e n t a l  c o s t  is t o  suppose t h a t ,  

on August 15 ,  1971, t h e  P res iden t ,  i n s t ead  of proposing r e s t o r a t i o n  

of t h e  7 percent  t a x  c r e d i t  (without a b a s i s  ad jus tment ) ,  had ordered  

an across-the-board 7 percent  r educ t ion  i n  the  p r i c e s  of machinery and 

equipment (while f r eez ing  a l l  o t h e r  p r i c e s ) .  Under t h i s  course  of 

a c t i o n ,  bus inesses  would have found t h a t  t h e  i n i t i a l  o u t l a y s  r equ i r ed  

f o r  c a p i t a l  investments i n  machinery and equipment were reduced by 

7 percent .  I n  a d d i t i o n ,  t h e  b a s i s  f o r  dep rec i a t ion ,  and, thus ,  a l l  

f u t u r e  dep rec i a t ion  deduct ions would a l s o  have been reduced by 7 percent .  

S imi l a r ly ,  a 7 percent  t a x  c r e d i t  wi th  a b a s i s  adjustment a l s o  reduces 

t h e  i n i t i a l  ou t l ays  by 7 percent  and t h e  b a s i s  f o r  a l l  f u t u r e  deprecia­

t i o n  deduct ions by 7 percent .  

White and White [6,  p. 1101 concluded t h a t  a n e u t r a l  t a x  i n c e n t i v e  

should reduce p ropor t iona te ly  t h e  r e n t a l  c o s t  of c a p i t a l  of a l l  investments:  

To produce a s t imulus  t o  expand t h e  c a p i t a l  s t o c k  i n  a manner 
t h a t  would be  n e u t r a l  as among assets deprec i a t ing  a t  vary ing  rates, 
t h e  appropr i a t e  po l i cy  would be one t h a t  reduced t h e  r e n t a l  c o s t  
of c a p i t a l  p ropor t iona te ly  f o r  a l l  types of assets covered. A 
t a x  r e s u l t i n g  i n  such p ropor t iona te  r educ t ions  would have no subs t i ­
t u t i o n  e f f e c t  among c a p i t a l  assets. That i s ,  a t  a given s i z e  
c a p i t a l  s tock ,  t h e r e  would be no c o s t  advantage t o  s u b s t i t u t i n g  
one type of c a p i t a l  service f o r  another--which would be a form of 
n e u t r a l i t y .  A uniform investment t a x  c r e d i t  would provide such a 
n e u t r a l  s t imulus  t o  investment ,  so  long as t h e  c r e d i t  i s  deducted 
from the  o r i g i n a l  c o s t  of t h e  asset f o r  dep rec i a t ion  computation ... 
Such a c r e d i t  would n o t ,  of course ,  o f f s e t  an unneu t ra l  deprecia­
t i o n  po l i cy ,  bu t  i t  would n o t  aggrava te  nonneu t ra l i t y .  
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The p ropor t iona te  reduct ion  i n  t h e  r e n t a l  cos t  of c a p i t a l  does 

have cons iderable  i n t u i t i v e  appeal  as a n e u t r a l i t y  c r i t e r i o n .  N e u t r a l i t y ,  

as we gene ra l ly  t h i n k  of i t ,  r e q u i r e s  t h a t  t h e  t a x  system does no t  d i s t o r t  

relative p r i c e s  and t h e  r e n t a l  c o s t  of c a p i t a l  i s  t h e  price which a 

bus iness  f i r m  must pay (or  impute t o  i t s e l f )  f o r  t h e  use  of c a p i t a l  

assets. However, i n  t h e  s h o r t  run,  a p ropor t iona te  reduct ion  i n  the 

r e n t a l  c o s t  of a l l  c a p i t a l  assets w i l l  tend t o  favor  sho r t - l i ved  assets 

because a shor t - l i ved  asset experiences more dep rec i a t ion  per  u n i t  of 

r e n t a l  c o s t  than  a long-lived asset. I f  t h e  p r i c e  of bee f ,  lamb and 

pork were a l l  reduced by the  same p ropor t iona te  amount, t h e r e  would be 

no tendency f o r  consumers t o  s u b s t i t u t e  one type  of meat f o r  t h e  o the r .  

But i f  t h e  p r i c e  of a one-year asset ,  a f ive-year  asset and a f i f t y - y e a r  

asset are a l l  reduced by t h e  same p ropor t iona te  amount, producers w i l l  

purchase r e l a t i v e l y  more of t h e  one-year asset and r e l a t i v e l y  less of t h e  

f i f t y -yea r  asset. The reason f o r  t h e  d i f f e r e n c e  between types  of 

meat and types of assets i s  t h a t ,  wh i l e  a l l  types  of meat are e n t i r e l y  

Ilused up" dur ing  t h e  per iod of purchase,  only a portion--and, more 

impor tan t ly ,  a vary ing  portion--of c a p i t a l  assets are "used up" each 

period. 

The example i n  Table 1 i l l u s t r a t e s  t h e  e f f e c t  of a uniform p ropor t iona te  

r educ t ion  i n  t h e  r e n t a l  c o s t  of assets. Each asset is combined wi th  

t h e  same amount of l abor  and r a w  material t o  produce output .  The assets 

d i f f e r  only wi th  r e spec t  t o  s e r v i c e  l i f e .  I n  t h e  shor t - run ,  when va lue  

added by machines i s  f ixed ,  economic p r o f i t  i s  what remains a f t e r  t h e  

"normal" ra te  of r e t u r n  (here ,  an i n t e r e s t  rate of 10 percent )  and deprecia­

t i o n  have been paid.  With a uniform p ropor t iona te  r educ t ion  i n  t h e  
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TABLE 1 


Service Lives (in years) 


Item of Expense : 1 5 50 : 

Cost of machine 109 400 1000 
Interest or "normal" return (10%)
Economic profit (assumed zero in 

11 40 100 

initial equilibrium) O O O 
Depreciation 109 80 20 
Value added by machine (rental 
cost of machine) 120 120 120 

REDUCE COST OF MACHINE BY 5 0  PERCENT - SHORT RUN RESULT 

Cost of machine 5 4 .  5 200 500 
Interest or "normal" return (10%)
Economic profit,before commodity 

5.5  20 50 

prices change 60 60 60 
Depreciation
Value added by machine, before 

54.5  40 10 

commodity prices change (rental 

cost plus economic profit on 

machine) 120 120 120 


Economic profit as percent of 

cost of machine, before commodity 

prices change 110% 30% 1 2 %  

REDUCE COST OF MACHINE BY 50 PERCENT - LONG RUN RESULT 

Cost of machine 54.5 200 500 
Interest or "normal" return (10%) 5 . 5  20 50 

new equilibrium) O O O 
Depreciation 54.5  40 10 
Value added by machine, after 
commodity prices change (rental 
cost of machine) 60 60 60 

Percent decrease in value added by 
machine, after commodity prices 

Economic profit (assumed zero in 

change 50% 50% 50% 
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p r i c e  of a l l  a s s e t s ,  and hence i n  t h e i r  r e n t a l  c o s t s ,  i n  t h e  short-run 

t h e  economic p r o f i t  as a percentage of t h e  c o s t  of t h e  machine rises 

much more f o r  t h e  one-year asset than f o r  t h e  f i f t y - y e a r  asset. Thus, 

i n  t h e  short-run, a propor t iona te  reduct ion  i n  t h e  r e n t a l  c o s t  of 

a l l  assets i s  n o t  equiva len t  t o  a propor t iona te  i n c r e a s e  i n  t h e  market 

r e t u r n  on a l l  assets (def in ing  market r e t u r n  a s  t h e  "normal" r e t u r n  

p l u s  economic p r o f i t ) .  Hence, as producers add t o  t h e i r  c a p i t a l  s t o c k  

i n  response t o  p o s i t i v e  economic p r o f i t s ,  shor t - l ived  a s s e t s  w i l l  be  

favored and long-lived assets w i l l  be  disfavored.  Ul t imate ly ,  i n  

t h e  long-run, commodity p r i c e s  w i l l  a d j u s t  downward s o  t h a t  economic 

p r o f i t s  on a l l  assets are  zero.  But i n  t h e  process  of reaching t h i s  

new equi l ibr ium,  producers '  choices  w i l l  have been b iased  towards 

shor t - l ived  assets. 
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111. RATE OF RETURN 


Economic theory sugges ts  t h a t  investment occurs  a t  the  margin 

u n t i l  t h e  a f t e r - t a x  rates of r e t u r n  of a l t e r n a t i v e  investments are 

equal ized  .A’ Theref o r e ,  any incen t ive  which inc reases  the  after-tax 

rate of  r e t u r n  more f o r  some investments  w i l l  induce a s h i f t  towards 

those investments wi th  t h e  h igher  a f t e r - t a x  rates of re turn .  Such a 

s h i f t  w i l l  occur u n t i l  t h e  rates of r e t u r n  on the  favored investments  

and unfavored investments are aga in  equal ized.  

I f  r is  the  equi l ibr ium a f t e r - t a x  rate of r e t u r n  on an  investment 

before  t h e  tax incen t ive ,  and rs is  the  equi l ibr ium a f t e r - t a x  rate 

of r e t u r n  a f t e r  t he  i n c e n t i v e ,  t h e  e f f e c t i v e  subsidy rate, s ,  can be 

def ined as the  p ropor t iona te  inc rease  i n  t h e  rate of r e tu rn :  

rs - r r
S 

s =  = - - 1  
r r 

Only i f  t he  subsidy rate i s  the  same f o r  a l l  investments w i l l  t h e  in­

centive n o t  induce an a r t i f i c i a l  s h i f t  towards favored investments.  

A subsidy which inc reases  p ropor t iona te ly  the  a f t e r - t a x  rate of 

r e t u r n  on a l l  assets w i l l  i nc rease  the  demand f o r  c a p i t a l  services. 

As t h e  q u a n t i t y  of c a p i t a l  i n c r e a s e s ,  t h e  marginal  product of c a p i t a l  

falls .  When the  marginal  product  of c a p i t a l  fa l ls ,  the  r e n t a l  p r i c e  of 

long-lived assets f a l l s  more than  t h a t  of shor t - l ived  assets. This i s  

so because i n t e r e s t  is  a g r e a t e r  propor t ion  of t h e  r e n t a l  c o s t  f o r  long-

l i v e d  assets than i t  i s  f o r  sho r t - l i ved  ones. Thus, a t a x  i n c e n t i v e  
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which increases proportionately the after-tax rate of return of long-


and short-lived assets has exactly the same impact on investment as a 


decrease in the interest rate. (At lower interest rates, long-lived 


assets will be favored relative to short-lived assets, as the investor/ 


borrower becomes more willing to undertake long-term projects.) 


As Table 2 illustrates, in the short-run with fixed commodity 

prices, the economic profit as a percentage of the cost of the machine 

remains constant for assets of all service lives, given a proportionate 

decrease in the interest rate. In this respect, investors would be 

temporarily indifferent between one-year and fifty-year assets. But 

in the long run, commodity prices will adjust downward so that the 

economic profit on all machines is zero. Since the value added by 

machines can decrease by a larger percentage, consistent with zero 

economic profit, for a fifty-year asset than for a one-year asset, 

the adjustment process clearly creates a competitive advantage for 


long-lived assets. Thus when we stimulate investment by proportionately 


increasing the after-tax rate of return on all assets, we also 


stimulate the use of long-lived assets which embody a larger capital 


services component. 
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Service Lives (in years) 


Item of Expense 1 5 50 

Cost of machine 109 400 1000 
Interest or "normal" return (10%)
Economic profit (assumed zero in 

11 40 100 

initial equilibrium) 0 0 0 
Depreciation
Value added by machine (rental 

109 80 20 

cost of machine) 120 120 120 


REDUCE INTEREST RATE OR "NORMAL" RETURN BY 50 PERCENT - SHORT RUN RESULT 

Cost of machine 109 400 1000 

Interest or "normal" return (5%) 5.5 20 50 

Economic profit, before commodity 

prices change 5.5 20 50 


Depreciation 109 80 20 

Value added by machine, before 

commodity prices change (rental 

cost plus economic profit on 

machine) 120 120 120 


of machine 5% 5% 5% 

Economic profit as percent of cost 


~ ~
REDUCE INTEREST RATE OR 1 1 ~ ~ RETURN1 BY1 50 PERCENT - LONG RUN RESULT 

Cost of machine 109 400 1000 
Interest or "normal" return (5%)
Economic profit (assumed zero in 

5.5 20 50 

new equilibrium) 
Depreciation
Value added by machine, after 

0 
109 

0 
80 

0 
20 

commodity prices change (rental 
cost of machine)

Percent decrease in value added 
114.5 100 70 

by machine, after commodity 
prices change 4.6% 16.7% 41.7% 
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I V .  COMPARISON OF THE TWO CRITERIA 

White and White 16, p. 1101 contend t h a t  a p ropor t iona te  

r educ t ion  i n  t h e  r e n t a l  c o s t  of c a p i t a l  "would have no 

s u b s t i t u t i o n  effect  among c a p i t a l  assets". I n  f a c t ,  a p r o p o r t i o n a t e  

r educ t ion  i n  t h e  r en ta l  c o s t  of a l l  assets would b i a s  t h e  sou rce  

of c a p i t a l  services towards assets wi th  s h o r t e r  l ives  and thus  

a small c a p i t a l  service component i n  t h e i r  annual c o s t  (as 

i l l u s t r a t e d  i n  Table 1). A n e u t r a l  tax i n c e n t i v e  designed t o  

encourage the  u s e  of c a p i t a l  s e r v i c e s  should i n s t e a d  encourage t h e  

s u b s t i t u t i o n  of long-lived assets f o r  sho r t - l i ved  assets. A s  

Gaffney [2, p. 341 has  i n d i c a t e d ,  long-l ived assets are more 

c a p i t a l - i n t e n s i v e  than  shor t - l i ved  ones,  and thus  " the  market 

so lves  t h e  g l u t  of c a p i t a l  by l e t t i n g  i t  b e  seques te red  i n  long 

matur i t ies" .  Bai ley [l, pp. 140-441 has poin ted  ou t  t h a t  t h e  m i x  

of investment n a t u r a l l y  s h i f t s  towards long-l ived assets dur ing  

r eces s ions  when t h e  i n t e r e s t  rate f a l l s .  I n  conclusion,  I 

b e l i e v e  t h a t  a n e u t r a l  t a x  i n c e n t i v e  designed t o  i n c r e a s e  

uniformly t h e  use  of c a p i t a l  s e r v i c e s  should not provide  a 

p ropor t iona te  reduct ion  i n  t h e  r e n t a l  c o s t ,  bu t  should i n s t e a d  

provide a p ropor t iona te  r educ t ion  i n  t h e  "normal" rate of 

r e tu rn .  
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One final way to see that the rate of return is the 


appropriate neutrality criterion is to examine what happens 


when an investment incentive is provided in a world where savings 


are completely inelastic and aggregate demand is maintained. 


In such a world an investment incentive increases investment 


demand, but there is no increase in total investment. Rather 


the interest rate is bid up until the demand for investment again 


equals the fixed amount of savings. Only if the investment 


incentive increases proportionately the rate of return on all 


investment will the bidding up of the interest rate just offset 


(or neutralize) the increase in the rate of return, thus insuring 


no change in the durability of investment. Clearly if total 


investment does not change, we do not want the durability of 


investment to change. 
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V. NEUTRAL INVESTMENT TAX CREDIT 


I f  a p ropor t iona te  d e c l i n e  i n  t h e  r e n t a l  cos t  were t h e  appropr i a t e  


c r i t e r i o n  f o r  a n e u t r a l  tax incen t ive ,  then an  investment tax c r e d i t  w i t h  


a b a s i s  adjustment would be neutra1. i '  However, if a uniform inc rease  i n  


t h e  rate of r e t u r n  i s  the  r i g h t  c r i t e r i o n ,  then  t h e  tax c r e d i t ,  wi th  o r  


without  a b a s i s  adjustment ,  should be lower f o r  shor t - l ived  assets 


than  f o r  long-lived assets. 


Given some assumptions, w e  can d e r i v e  va lues  f o r  a n e u t r a l  i nves t ­ 


ment t a x  c r e d i t  (def ined wi th  r e fe rence  t o  t h e  rate of r e t u r n  c r i t e r i o n )  


f o r  assets of d i f f e r e n t  lives, assuming t h e r e  i s  no b a s i s  adjustment  f o r  


51 purposes of c a l c u l a t i n g  deprec i a t ion  allowances.- We need t o  so lve  f o r  

a t a x  c r e d i t ,  k, which has  t h e  same impact on t h e  r e n t a l  c o s t  of c a p i t a l  

as a r educ t ion  i n  t h e  requi red  a f t e r - t a x  rate of r e t u r n  from r t o  r'. 

Based on equat ion  (l), the  n e u t r a l i t y  cond i t ion  may be s t a t e d  as: 

Equation (3) may be  solved f o r  k:  


k =  [(r +6)(1 - uz) - (r '  + S ) ( l  - U Z ' ) ~  (4)r + 6  

Note t h a t  i f  r were reduced t o  r ' ,  z would b e  increased  t o  z', and t h e  

va lue  of z'  must t h e r e f o r e  be used t o  c a l c u l a t e  t he  appropr i a t e  level  of k. 

Assume t h e  fol lowing va lues :  

r = .10 

r '  = .08 
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6 = 2/n 

n = tax l i f e  i n  yea r s  

u = .48 

n . 

z	 = c dt . 

t=l (l+r) 

n 


d, = deprec ia t ion  i n  year  t pe r  d o l l a r  of o r i g i n a l  c o s t ,  

assuming t h e  sum-of-years d i g i t s  method of dep rec i a t ion .  

I f  an asset wi th  a l i f e  of 5 yea r s  rece ived  a 4 pe rcen t  c r e d i t ,  then  a 

n e u t r a l  c r e d i t ,  k, would have t h e  rates shown i n  Table 3 f o r  assets 

of d i f f e r e n t  d u r a b i l i t i e s .  Given t h e  above assumptions,  assets wi th  a 

10-year l i f e  (about t h e  average tax l i f e  f o r  machinery and equipment) 

would receive a 6.5 pe rcen t  t a x  c r e d i t  which i s  very  c l o s e  t o  t h e  permanent 

rate of t h e  investment tax c r e d i t ,  namely, 7 percent .  The 2.7 percent  

rate f o r  assets wi th  a 3-year l i f e  would be s l i g h t l y  h ighe r  than  the  

2-1/3 percent  rate permi t ted  under p re sen t  l a w  (which reduces t h e  c r e d i t  

f o r  assets wi th  u s e f u l  lives of less than  7 yea r s ) .  Assets wi th  a 5-

year  l i f e  would have a rate somewhat below t h e  4-2/3 percent  rate per­

mi t t ed  under p re sen t  l a w .  
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TABLE 3 

Life of asset 
in  years 

3 

5 

7 

10 

12 

15 

20 

Neutral Investment 
Tax Credit 

(percent of 
asset cost) 

2.7% 

4.0  

5.1 

6.5 

7.3 

8.4 

9.9 

"Permanent" Invest­
ment Tax Credit 

(percent of 
asset cost) 

2.3% 

4.7 

7.0 

7 .O 

7.0 

7.0 

7 .O 

"Temporary" Invest­
ment T a x  Credit 

(percent of 
asset cost) 

3.3% 

6 .7  

10.0 

10.0 

10.0 

10.0 

10.0 
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FOOTNOTES 


E m i l  M. Sunley, Jr. i s  a Senior  Fellow a t  t h e  Brookings I n s t i t u ­ 

t ion .  The views expressed are those  of t he  au thor  and are no t  

n e c e s s a r i l y  those of o t h e r  s t a f f  members, o f f i c e r s ,  o r  t r u s t e e s  of the  

Brookings I n s t i t u t i o n .  


This  paper w a s  prepared f o r  t he  Tenth Annual Conference of t h e  
Committee on Taxation, Resources, and Economic Development a t  Madison, 
Wisconsin, October 2 4 - 2 6 ,  1975. Discussions wi th  Nicolaus Tideman 
g r e a t l y  c l a r i f i e d  my own th inking  on t h e  i s s u e s  i n  t h i s  paper. H e  
a l s o  has discussed t h e  i s s u e  of n e u t r a l i t y  i n  a r ecen t  paper [5 ] .  

A’Most of t he  d i scuss ion  which fol lows w i l l  be  about  n e u t r a l  t a x  

i ncen t ives  f o r  investment.  The conclusions are equa l ly  a p p l i c a b l e  t o  

n e u t r a l  tax d i s incen t ives .  


Z’This p a r t i c u l a r  formulat ion of t h e  r e n t a l  c o s t  i s  only v a l i d  i f  
the  l o s s  i n  the  va lue  of t he  asset fol lows the  p a t t e r n  of geometric 
decay. A more gene ra l  formulat ion of the  r e n t a l  c o s t  would n o t  change 
the  argument of t h i s  paper.  

’ T h i s  s ta tement  and what fo l lows  assume t h a t  a l l  investments  

are of equal  r i s k  and, t h e r e f o r e ,  t h e  i s s u e  of d i f f e r e n t i a l  r i s k i n e s s  

is n o t  addressed. 


L’As mentioned be fo re ,  i f  one maintains  the  d e f i n i t i o n  of t a x  
n e u t r a l i t y  as a t a x  change t h a t  does no t  d i s t u r b  relative p r i c e s  wi th in  
any group of goods, then  t h e  r e n t a l  c o s t  c r i t e r i o n  has  cons iderable  
appeal  as a n e u t r a l i t y  c r i t e r i o n .  

Z’This d e r i v a t i o n  fol lows Tideman [5]. 
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